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Financial Accounting, 8e 
Enhancements in technology have changed how we live 

and learn. Working with learning resources across devices, 

whether smartphones, tablets, or laptop computers, 

empowers students to drive their own learning by putting 

increasingly intelligent technology into their hands. 

Whether the goal is to become an accountant, a businessper- 

son, or simply an informed consumer of accounting informa- 

tion, Financial Accounting (FA) has helped generations of 

students succeed. Its leading-edge accounting content, paired 

with state-of-the-art technology, supports student learning 

and elevates understanding of key accounting principles. 

FA excels at engaging students with content that will help 

them see the relevance of accounting. Its chapter-opening 

vignettes showcase dynamic, successful entrepreneurial 

individuals and companies and highlight the usefulness of 

accounting. This edition’s featured companies—Apple, 

Google, and Samsung—capture student interest with their 

products, and their annual reports serve as a pathway for 

learning financial statements. Need-to-Know illustrations in 

each chapter demonstrate how to apply key accounting 

concepts and procedures. The illustrations are supported by 

guided video presentations. 

FA also delivers innovative technology to help student per- 

formance. Connect provides students with a media-rich 

eBook version of the textbook and offers instant grading 

and feedback for assignments that are completed online. 

Our system for completing exercise and problem material 

takes accounting content to the next level, delivering 

assessment material in a more intuitive, less restrictive for- 

mat that adapts to the needs of today’s students. 

This technology features: 

* a general journal interface that looks and feels more 

like that found in practice. 

° anauto-calculation feature that allows students to focus 

on concepts rather than rote tasks. 

¢ asmart (auto-fill) drop-down design. 

The end result is content that better prepares students for 

the real world. 

entire chart of accounts.” 
“A great enhancement! | love the fact that GL makes the student choose from an 

Connect also includes digitally based, interactive, adaptive 

learning tools that provide an opportunity to engage 

students more effectively by offering varied instructional 

methods and more personalized learning paths that build 

on different learning styles, interests, and abilities. 

The revolutionary technology of SmartBook® is available 

only from McGraw-Hill Education. Based on an intelligent 

learning system, Smartbook uses a series of adaptive ques- 

tions to pinpoint each student's knowledge gaps and then 

provides an optimal learning path. Students spend less 

time in areas they already know and more time in areas 

they don’t. The result: Students study more efficiently, 

learn faster, and retain more knowledge. Valuable reports 

provide insights into how students are progressing through 

textbook content and information useful for shaping in- 

class time or assessment. 

Interactive Presentations teach each chapter’s core learn- 

ing objectives in a rich, multimedia format, bringing the 

content to life. Your students will come to class prepared 

when you assign Interactive Presentations. Students can 

also review the Interactive Presentations as they study. 

Further, Guided Examples provide students with narrated, 

animated, step-by-step walk-throughs of algorithmic ver- 

sions of assigned exercises. Students appreciate the Guided 

Examples, which help them learn accounting and complete 

assignments outside of class. 

A General Ledger (GL) application offers students the 

ability to see how transactions post from the general 

journal all the way through the financial statements. It 

uses the intuitive, less restrictive format used for other 

homework, and it adds critical thinking components to 

each GL question, to ensure understanding of the entire 

process. 

The first and only analytics tool of its kind, Connect 

Insight® is a series of visual data displays—each framed by 

an intuitive question—to provide at-a-glance information 

about how your class is doing. Connect Insight provides a 

quick analysis on five key dimensions, available at a 

moment's notice from a tablet device. 

—TAMMY METZKE, Milwaukee Area Technical College 



JOHN J. WILD is a distinguished pro- 

fessor of accounting at the University of 
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Dear Colleagues and Friends, 

As | roll out the new edition of Financial Accounting, | thank each of you who pro- 

vided suggestions to improve the textbook and its teaching resources. This new 

edition reflects the advice and wisdom of many dedicated reviewers, symposium 

and workshop participants, students, and instructors. Throughout the revision pro- 

cess, | steered this textbook and its teaching tools in the manner you directed. As 

you'll find, the new edition offers a rich set of features— especially digital features — 

to improve student learning and assist instructor teaching and grading. | believe you 

and your students will like what you find in this new edition. 

Many talented educators and professionals have worked hard to create the mate- 

rials for this textbook, and for their efforts, I’m grateful. | extend a special thank- 

you to our contributing and technology supplement authors, who have 

worked so diligently to support this textbook and its teaching aids: 

Contributing Author: Kathleen O’Donnell, Onondaga Community College 

Accuracy Checkers: Dave Krug, Johnson County Community College; and Beth 

Woods 

LearnSmart Author: April Mohr, Jefferson Community and Technical College, SW 

Interactive Presentations: Jeannie Folk, College of DuPage 

PowerPoint Presentations: April Mohr, Jefferson Community and Technical 

College, SW 

Instructor Resource Manual: April Mohr, Jefferson Community and Technical 

College, SW 

Test Bank Contributor: Brenda J. McVey, University of Mississippi 

Digital Contributor, Connect Content, General Ledger Problems, and 

Exercise PowerPoints: Kathleen O’Donnell, Onondaga Community College 

In addition to the invaluable help from the colleagues listed above, | thank the entire 

FA, 8e, team at McGraw-Hill Education: Tim Vertovec, Steve Schuetz, Kyle Burdette, 

Michael McCormick, Lori Koetters, Ann Torbert, Patricia Plumb, Xin Lin, Kevin Moran, 

Debra Kubiak, Sandy Ludovissy, Shawntel Schmitt, Beth Thole, Brian Nacik, and 

Daryl Horrocks. | could not have completed this new edition without your efforts. 

John J. Wild 



Using Accounting for Decisions @ Decision insight <a 
Whether we prepare, analyze, On apply accou nting informa- Women Entrepreneurs Sara Blakely (in photo), the billionaire entrepreneur/owner 

. 5 A . Par . of SPANX, has promised to donate half her wealth to charity. The Center for Women’s 

tion, one skill remains essential: decision making. To help de- Business Research reports that women-owned businesses are growing and that they 

velop good decision-making habits and to illustrate the * Total more than 11 million and employ nearly 20 million workers 

relevance of accounting, we use a learning framework we call * Generate $2.5 trillion in annual sales and tend to embrace technology 

Ents A © Are philanthropic—70% of owners volunteer at least once per month 

the Decision Center. Th IS fra mework encompasses a Va riety of | © Are more likely funded by individual investors (73%) than venture firms (15%). &@ 

approaches and subject areas, giving students insight into ev- 

ery aspect of business decision making; see the four nearby 

examples for the different types of decision boxes, including 
those that relate to fraud. Answers to Decision Maker and —  pecision Ethics « 

Ethics boxes are at the end of each chapter. | Financial Officer At yearend, the president instructs you, the financial officer, not to record accrued ex 

penses until next year because they will not be paid until then. The president also directs you to record in current- 

year sales a recent purchase order from a customer that requires merchandise to be delivered two weeks after 

the year-end. Your company would report a net income instead of a net loss if you carry out these instructions 

| What do you do? [Answers follow the chapter's Summary.] 

Paul Morigi/Getty Images 
for FORTUNE 

Profit margin and current ratio ()@§(L Decision Analysis 

Profit Margin 

A useful measure of a company’s operating results is the ratio of its net income to net sales. This ratio is 
called profit margin, or return on sales, and is computed as in Exhibit 3.22. 

@ Decision Maker 

» Analyst You are analyzing the financial condition of a company to assess its ability to meet upcoming loan pay- 

» ments. You compute its current ratio as 1.2. You also find that a major portion of accounts receivable is due from 

| one client who has not made any payments in the past 12 months. Removing this receivable from current assets 

lowers the current ratio to 0.7. What do you conclude? il [Answers follow the chapter's Summary.) 

EXHIBIT 3.22 

Profit Marain 

Al This ratio is interpreted as reflecting the percent of profit in cach dollar of sales. To illustrate how we 
compute and use profit margin, let’s look at the results of Limited Brands, Inc, in Exhibit 3.23 for its COMPUte profit marain and describe its use in analyzing fiscal years 2010 through 2014. possi est eres 

Net income 

Net sales 
Profit margin = 

S 
for many teaching styles .. . our faculty have been very pleased with the 
continued revisions and supplements. I'm a ‘Wild’ fan!" 

—RITA HAYS, Southwestern Oklahoma State University 

Se eee ee 

Chapter Preview Chapter Preview 
Each chapter opens with a visual chapter BASICS OF HORIZONTAL "VERTICAL RATIO ANALYSIS 
preview. Students can begin their reading ANALYSIS ] ANALYSIS ANALYSIS AND REPORTING 

with a clear understanding of what they C1 in i a oa 1 P1 Application of: P2 Application of: i P3 Liquidity and 

5 A nee Beans e Comparative balance B: Common-size efficiency 
will learn and when, allowing them to stay Aedes F sheets balance sheet ‘| Solvency 

E tandards for ; Rok 7 ‘ a more focused and organized along the Way. f couinaticonetand a Comparative income Common-size Profitability 
; - . : 5 i analysis tools g SEITEN i Koco me |StaLennene Market prospects Learning objective numbers highlight the Me Tendanaiysic Common ace Pee. Sl e | : raphics 2 nalysis reports 

location of related content. \ i r n° i 

CAP Model 
_ The Conceptual/Analytical/Procedural (CAP) 
model allows courses to be specially designed to 

Learning Objectives 

CONCEPTUAL ANALYTICAL PROCEDURAL ‘ 4 

C1 Explain the purpose and identify the A1 Summarize and report results of P11 Explain and apply methods of horizontal meet the teach | ng needs of a d verse facu Ity. 
building blocks of analysis analysis analysis. Th . . “f° . . . 

is model i : 
C2 Describe standards for comparisons in A2 Appendix 13A—Explain the form and P2 Describe and apply methods of vertical e S de ntifies lea me g objectives, tex 

analysis assess the content of a complete analysis tual materials, assignments, and test items by C, 
income statement 

P3 Define and apply ratio analysis A, or P, allowing different instructors to teach 

from the same materials, yet easily customize 
their courses toward a conceptual, analytical, or 

procedural approach (or a combination thereof) 
based on personal preferences. 

vi 



Prepare the (a) income statement, (b) statement of retained earnings, and (c) balance sheet for Apple using NEED-T0-KNOW 1-5 & N eG e d -to Lo) K n OW | | | Uu stra ti O n S 
the following condensed data from its fiscal year ended September 27, 2014 ($ in millions). (Its prior fis- 

Need-to-Know illustrations are located at key 

os 

cal year ended September 28, 2013.) Financial Statements 

ee ee edo Ce sam APPLE junctures in each chapter. These illustrations 

ee re oe pe aha aL Wisiaa el alg ( 
Deans GHG, seme on ca eel Se sented—content that students “need to 

a Emme ane Knows tessuccessiully sleainy account nS 
Oe Accompanying solutions walk students 

— through key procedures and analysis necessary 

to be successful with homework and test ma- 

terials. Need-to-Know illustrations are supple- 
income Statement 

For Fiscal Year Ended September 27,2014 

SNGMUES Fe cin silane ate id siete create a mere Nine Alamos wry Chey “eee $182,795 . . 

cs mented with narrated, animated, step-by-step 

Siete eel op Sines walk-through videos led by an instructor and 
elling, general, and other expenses ............4 enn SAiO27 

available via Connect. Total expenses 143,285 

Global View > 
The Global View section explains interna- 

tional accounting practices relating to the 
Financial accounting according to U.S. GAAP is similar, but not identical, to IFRS. This section 
discusses differences in analyzing and recording transactions, and with the preparation of financial 

material covered in that chapter. The aim statements. 

of this section Is to describe accounting Analyzing and Recording Transactions Both U.S. GAAP and IFRS include broad and 

pra ctices and to identify the simi la rities and similar guidance for financial accounting. Further, both U.S. GAAP and IFRS apply transaction anal- 

; r : 4 ; ysis and recording as shown in this chapter—using the same debit and credit system and accrual 

differences in intern ational accountin g accounting. Although some variations exist in revenue and expense recognition and other accounting 
principles, all of the transactions in this chapter are accounted for identically under these two 

practices versus those in the United States. systems. 

As we move toward global convergence in 
: F 5 Financial Statements Both U.S. GAAP and IFRS prepare the same four basic financial state- 

account NG practices, a nd as we witness the ments, A few differences within each statement do exist and we will discuss those throughout the book. 

: For example, both U.S. GAAP and IFRS require balance sheets to separate current items from noncurrent 

| | ke | si conve rg ence of U ‘ S . G AAP to IF RS, items, However, while U.S. GAAP balance sheets report current items first, IFRS balance sheets normally 

the im porta nce of student fa m i lia rity with (but are not required to) present noncurrent items first, and equity before liabilities. To illustrate, a con- 

international accou nting grows This inno PIAGGIO densed version of Piaggio’s balance sheet follows. Piaggio is an Italian manufacturer of scooters and 

| . = compact vehicles. 

vative section helps us begin down that er 

path. This section is purposefully located at tera 
December 31, 2014 

the end of each chapter so that each in- 

structor can decide what emphasis, if at all, eee a nS ere 
s : a Noncurrent assets .......- €1,079,117 Total €quity cn cc sic nsee em seitercesae € 413,069 

1S to b e assl g ne d to it . Current assets .......--+++ 477,49 | Noncurrent liabilities ............ 581,366 

Current liabilities..............4- $62,173 

sfotal aSselSic rs seas reer s €1,556,608 Total equity and liabilities ......... €1,556,608 

seoneenerapines eT 

Sustainability and Accounting ‘The Sanainabitiy Accounting Standards : Sustainability and Accounting 
Board (SASB) is a nonprofit entity engaged in creating and disseminating sustainability ac- 

counting standards for use by companies Sustainability refers to environmental, social, and New in this ed ition are brief sections that high- 

governance (ESG) aspects of a company. A company’s social aspects include donations to ; : ‘ ve , ‘ 

hospitals, colleges, community programs, and law enforcement, Environmental aspects in- lig ht th eim po rta nce of susta Ina b | | ity with in 

the broader context of global accounting (and 

accountability). Companies increasingly address 

clude programs to reduce pollution, increase product safety, improve worker conditions, and 

support “green” activities. Governance aspects include social responsibility programs, com- 

munity relations, and use of sustainable materials. Sustainability accounting standards are 

intended to complement financial accounting standards The SASB has its own Conceptual 

Framework to guide the development of sustainability standards. It has also developed a set SIRRUGA bay susta i nabi | ity in their pu blic reporting and con- 

of principles, which serve as a set of minimum criteria 
9 : ie : 

Apple, as introduced in this chapter’s opening feature, focuses on sustainability. Apple hired a sider the sustainability accounting standards 

Vice President of Environmental Initiatives, Lisa Jackson (in photo), to oversee its sustainability 
2 wee B 

initiative. Lisa has set high goals for Apple, including powering all of its facilities with 100% re- 03 (from the Susta ina bility Accounti ng Sta ndards 

newable energy and making its products 100% recyclable. “We are swinging for the fences fon Applo's Carbon Efficiency . 7 

sustainability],” proclaims Lisa, which has resulted in some home runs for Apple. In Apple’s — @ go. Boa rd) and the expectations of our global soci 

sustainability report, Lisa points out that it powers data centers with 100% renewable energy and ety. These boxes, located near the end of the 
relies solely on renewable energy to power 80% of its corporate facilities and 50% of its retail a ‘ : : 

stores. As Lisa stresses, “{Sustainability] is really important at Apple.” Apple is also committed to 8 G lobal View secti on, cover d iffe rent aspects of 

reducing carbon emissions. “We would like to eliminate certain toxins,” explains Lisa. Apple's * 5 ce “ 4 

sustainability report asserts that it has markedly improved its carbon efficiency and reduced the Sen mcoeemorneaie zoe renen cue A su stainability, often with Wa) the context of the 

amount of carbon dioxide produced per dollar of revenue—see graphic Lisa insists, “Leave the source: Greenbiz, October 2014; Apple E ‘ F 

world better than how we found it. . . this is what really inspires people at Apple.” Sustainability Report, January 2015 chapter 5 featu red entrepreneurial compa ny. 

vii 



Once a student has finished reading the chapter, how well he or she retains the material can depend greatly 

on the questions, exercises, and problems that reinforce it. This book leads the way in comprehensive, accu- 
rate assignments. 

Water Sports Company (WSC) patented and successfully test-marketed a new product, To expand its abil- : ese 10-4 
Comprehensive Need-to-Know 

ity to produce and market the new product, WSC needs to raise $800,000 of financing. On January |, 
Problems present both a prob | ema nd a 2016, the company obtained the money in two ways: 

com plete sol ution, allowi ng students to re- a. WSC signed a $400,000, 10% installment note to be repaid with five equal annual installments to be 
a _ é made on December 31 of 2016 through 2020. 

view the entire pro blem-solvin g process an d b. WSC issued five-year bonds with a par value of $400,000. The bonds have a 12% annual contract rate 
achieve SUCCESS. The problems d raw on See interest on June 30 and December 31. The bonds’ annual market rate is 10% as of January 1, 

material from the entire chapter. Roquired 
1. For the installment note, (a) compute the size of each annual payment, (b) prepare an amortization ta- 

ble similar to Exhibit 10.14, and (c) prepare the journal entry for the first payment. 

2. For the bonds, (a) compute their issue price; (4) prepare the January 1, 2016, journal entry to record 

their issuance; (c) prepare an amortization table using the straight-line method; (d) prepare the June 30, 
2016, journal entry to record the first interest payment; and (e) prepare a journal entry to record retiring 
the bonds at a $416,000 call price on January 1, 2018. 

38 Redo parts 2(c), 2(d), and 2(e) assuming the bonds are amortized using the effective interest method. 

PLANNING THE SOLUTION 

® For the installment note, divide the borrowed amount by the annuity factor (from Table B.3) using the 

10% rate and five payments to compute the amount of each payment. Prepare a table similar to Exhibit 
10.14 and use the numbers in the table’s first line for the journal entry. 

© Compute the bonds’ issue price by using the market rate to find the present value of their cash flows 

(use tables found in Appendix B). Then use this result to record the bonds’ issuance, Next, prepare an 
amortization table like Exhibit 10.11 (and Exhibit 10B.2) and use it to get the numbers needed for the 

journal entry. Also use the table to find the carrying value as of the date of the bonds’ retirement that 
you need for the journal entry. 

SOLUTION 

Part 1: Instaliment Note 

. a. Annual payment = Note balance/PV annuity factor = $400,000/3.7908 = $105,519 (The present value 
annuity factor is for five payments and a rate of 10%.) 

Chapter Summaries provide stu- 
dents with a review organized by learning 
objectives. Chapter Summaries are a com- 

- Summary 
C1 Explain the importance of periodic reporting and the 

role of accrual accounting. The value of information is 
often linked to its timeliness. To provide timely information, 

accounting systems prepare periodic reports at regular intervals. 

The time period assumption presumes that an organization’s 

activities can be divided into specific time periods for periodic 

reporting. Accrual accounting recognizes revenue when earned 

and expenses when incurred—not necessarily when cash 

inflows and outflows occur. 

Identify steps in the accounting cycle. The accounting 

cycle consists of 10 steps: (1) analyze transactions, 

(2) journalize, (3) post, (4) prepare an unadjusted trial balance, 

(5) adjust accounts, (6) prepare an adjusted trial balance, 

(7) prepare statements, (8) close, (9) prepare a post-closing 

trial balance, and (10) prepare (optional) reversing entries. 

C3 Explain and prepare a classified balance sheet. 
Classified balance sheets report assets and liabilities in 

two categories: current and noncurrent. Noncurrent assets often 
include long-term investments, plant assets, and intangible 

assets. A corporation separates equity into common stock and 

retained earnings. 

accounts. Prepaid expenses refer to items paid for in advance of 
receiving their benefits. Prepaid expenses are assets. Adjusting 

entries for prepaids involve increasing (debiting) expenses and 

decreasing (crediting) assets. Unearned (or prepaid) revenues 
refer to cash received in advance of providing products and 
services, Unearned revenues are liabilities. Adjusting entries for 

unearned revenues involve increasing (crediting) revenues and 

decreasing (debiting) unearned revenues. Accrued expenses 
refer to costs incurred in a period that are both unpaid and 
unrecorded. Adjusting entries for recording accrued expenses 

involve increasing (debiting) expenses and increasing (credit- 
ing) liabilities. Accrued revenues refer to revenues earned in a 

period that are both unrecorded and not yet received in cash, 
Adjusting entries for recording accrued revenues involve in- 

creasing (debiting) assets and increasing (crediting) revenues. 

P2 Explain and prepare an adjusted trial balance. An 

adjusted trial balance is a list of accounts and balances 
prepared after recording and posting adjusting entries. Financial 
statements are often prepared from the adjusted trial balance. 

P3 Prepare financial statements from an adjusted trial 

balance. Revenue and expense balanc ported on 
IA SISTER arr enane nore erioaperaiacraso eran 

Key Terms are bolded in the text and repeated Key 
at the end of the chapter. A complete glossary of 

key terms is available online through Connect. 
Annuity 

Bearer bonds 

Bond 

Bond certificate 

Bond indenture 

Callable bonds 

Capital leases 

Contract rate 

Convertible bonds 

Coupon bonds 

TS 

Debt-to-equity ratio Pension plan 

Discount on bonds payable 

Effective interest method 

Fair value option Secured bonds 

Installment note Serial bonds 

Lease Sinking fund bonds 

Market rate Straight-line bond amortization 

Mortgage Term bonds Carrying (book) value of bonds 

Off-balance-sheet financing 

Operating leases 

Par value of a bond 

ponent of the CAP model (as discussed in 

the “Innovative Textbook Features” sec- 

tion), which recaps each conceptual, ana- 

lytical, and procedural objective. 

Premium on bonds 

Registered bonds 

Unsecured bonds 



Multiple Choice Quiz questions quickly 
test chapter knowledge before a student moves 
on to complete Quick Studies, Exercises, and 

Problems. 

Multiple Choice Quiz 

1. A company forgot to record accrued and unpaid em- 

ployee wages of $350,000 at period-end. This oversight 

would 

a. Understate net income by $350,000. 
b. Overstate net income by $350,000. 

c. Have no effect on net income. 

d. Overstate assets by $350,000. 
e. Understate assets by $350,000. 

. Prior to recording adjusting entries, the Supplies account 
has a $450 debit balance. A physical count of supplies 
shows $125 of unused supplies still available. The required 

4. On November 1, 2016, Stockton Co. receives $3,600 cash 
from Hans Co. for consulting services to be provided evenly 

over the period November |, 2016, to April 30, 2017— 

at which time Stockton credited $3,600 to Unearned 
Consulting Fees. The adjusting entry on December 31, 
2016 (Stockton’s year-end), would include a 
a. Debit to Unearned Consulting Fees for $1,200. 

b. Debit to Unearned Consulting Fees for $2,400. 
c. Credit to Consulting Fees Earned for $2,400, 
d. Debit to Consulting Fees Earned for $1,200. 

e. Credit to Cash for $3,600. 

adjusting entry is: 
a. Debit Supplies $125; Credit Supplies Expense $125. 

$325; Credit Supplies Expense $325. 
c. Debit Supplies Expense $325; Credit Supplies $325. 

’ ies Expense $325: Credi lies $ 

b. Debit Supplies 

Vodafone Group Ple reports the following information among its bonds payable as of March 31, 2015 Qs 10-19 

(pounds in millions). International liabilities 
disclosures 

Financial Long-Term Liabilities Measured at Amortized Cost 

"@ émillions Nominal (par) Value Fair Value Carrying Value 

4.625% (US dollar 500 million) bond due July 2018.... £337 £375 £367 

a. What is the par value of the 4.625% bond issuance? What is its book (carrying) value? 

b. Was the 4.625% bond sold at a discount or a premium? Explain 

Exercises are one of this book’s many 

strengths and a competitive advantage. There 
are at least 10-15 per chapter, and most are 

included in Connect. Cost of sales 

Advertising expense. . 

Other expense, net..........+++-.-4- 

Following are Nintendo’s revenue and expense accounts for a recent calendar year (yen in millions). 

Prepare the company’s closing entries for its revenues and its expenses. 

Nec'sales: <5. odiam siden vis seca nie pislelsiy 

5. If a company had $15,000 in net income for the year, and 
its sales were $300,000 for the same year, what is its profit 

margin? 
a. 20% c. $285,000 
b. 2,000% 

e. 5% 

Quick Study assignments are short exer- 
cises that often focus on one learning objec- 

tive. Most are included in Connect. There are 

at least 10-15 Quick Study assignments per 

chapter. 

Exercise 3-8 

Preparing closing entries 

"@ 

BAe ¥571,726 

408,506 

70,264 

aia 186,786 

a comect : 

Karla Tanner opens a web consulting business called Linkworks and completes the following transactions PROBLEM SETA 

in its first month of operations. 
Problem 2-1A 

Preparing and posting 

journal entries; preparing 

a trial balance 

(3 C4 Al PI P2 

Tanner invests $80,000 cash along with office equipment valued at $26,000 in the company 

in exchange for common stock. 

2 The company prepaid $9,000 cash for twelve months’ rent for office space. (Hint: Debit 

Prepaid Rent for $9,000.) 

The company made credit purchases for $8,000 in office equipment and $3,600 in office 

ithin 10 days. 

April 1 

3 

Humble Management Services opens for business and completes these transactions in September. 
PROBLEM SET B 

Henry Humble, the owner, invested $38,000 cash along with office equipment valued at 

$15,000 in the company in exchange for common stock. 

The company prepaid $9,000 cash for 12 months’ rent for office space. (Hint: Debit Prepaid 

Rent for $9,000.) 

The company made credit purchases for $8,000 in office equipment and $2,400 in office sup- 

plies. Payment is due within 10 days. 

The company completed work for a client and immediately received $3,280 cash. 

The company completed a $15,400 project for a clier ho must pé ithin 30 dé 

Sept. | 
Problem 2-1B 

Preparing and posting 2 

journal entries; preparing 

a trial balance 

G 4 Al PI OP 

Problem Sets A & B are proven 
problems that can be assigned as 
homework or for in-class projects. All 

problems are coded according to the 

CAP model (see the “Innovative Text- 

book Features” section), and Set A is 

included in Connect. 

"I like the layout of the text and the readability. The illustrations and comics in the book make the 

text seem less intimidating and boring for students. The PowerPoint slides are easy to UTareteleye-laremclare 

use, the pictorials are great, and the text has great coverage of accounting material. The addition of 

IFRS information and the updates to the opening stories are great. | like that the Decision Insights 

are about businesses the students can relate to.” 

—JEANNIE LIU, Chaffey College 



Beyond the Numbers exercises ask students to use accounting figures and understand their meaning. Students also 

learn how accounting applies to a variety of business situations. These creative and fun exercises are all new or updated 

and are divided into sections: 

Reporting in Action 

Comparative Analysis 

Ethics Challenge 

Communicating in Practice 

Taking It to the Net 
Teamwork in Action 

Hitting the Road 
Entrepreneurial Decision 

Global Decision 

This serial problem began in Chapter | and continues through most of the book. If previous chapter seg- 

ments were not completed, the serial problem can still begin at this point. It is helpful, but not necessary, 

to use the Working Papers that accompany the book. 

SP 3 After the success of the company’s first two months, Santana Rey continues to operate Business 

Solutions. (Transactions for the first two months are described in the Chapter 2 serial problem.) The 

November 30, 2016, unadjusted trial balance of Business Solutions (reflecting its transactions for October 

and November of 2016) follows. 

“The Serial Problems are excellent. . 

Account Title 

Computer supplies 

Prepaid insurances. arene’ howie Wale Sno eer nly aye a 

Prepaldrenes coc spas newts i navnitign wrexartumemrertses 

OMicerequipment ccs. on de tecidedici sie wie Genie iwtas 

Accumulated depreciation—Office equipment ....... 

Computer equipment: a5 i tsescr cab yyrieade dane 

Accumulated depreciation—Computer equipment 

PCOURES DayaNe? cia wale Poiediaeis px ee vie esa ae 

NVARCS payable carci vera ymenrays vials oyun BAe vos 5 eansaly 

Unearned computer services revenue .....,........ 

Common stock....... 

Beyond the Numbers 

REPORTING IN BTN 3-1 Refer to Apple’s financial statements in Appendix A to answer the following. 

ACTION 1. Identify and write down the revenue recognition principle as explained in the chapter. 

Al P4 2. Review Apple’s footnotes (in Appendix A and/or from its 10-K on its website) to discover how it ap- 

iY) plies the revenue recognition principle and when it recognizes revenue. Report what you discover. 

APPLE 3. What is Apple’s profit margin for fiscal years ended September 27, 2014, and September 28, 2013? 

4. For the fiscal year ended September 27, 2014, what amount is credited to Income Summary to sum- 

marize its revenues earned? 

5. For the fiscal year ended September 27, 2014, what amount is debited to Income Summary to sum- 
marize its expenses incurred? 

6. For the fiscal year ended September 27, 2014, what is the balance of its Income Summary account 

before it is closed? 

Fast Forward 

7. Access Apple’s annual report (10-K) for fiscal years ending after September 27, 2014, at its website 
(Apple.com) or the SEC’s EDGAR database (www.SEC.gov). Assess and compare the September 27, 
2014, fiscal year profit margin to any subsequent year’s profit margin that you compute. 

Sa “4 Serial Problems use a continuous 
PROBLEM running case study to illustrate chapter 

PAM Aaa concepts in a familiar context. The Serial 
Problem can be followed continuously 

from the first chapter or picked up at any 

later point in the book; enough informa- 

tion is provided to ensure students can get 
right to work. 

Debit Credit 

$38,264 

12,618 

2,545 

2,220 

3,300 

8,000 

20,000 

Retatried carminngs co ves aisivivicie elviesaie' acl peice bin diesel sate ae 

Dividends (aces ea lair 

Computer services revenue ... . 

Depreciation expense—Office equipment.............- 

Depreciation expense—Computer equipment . . 

Wages expense ...... 

Insurance expense... . . 

REN EXDENSC tiv. Hate wee ye taine vette é 

Computer supplies expense . . 

Advertising expense 

PUI SAR SIEXPENSEe Lavy cra hawinariaann eons a name 

Miscellaneous expenses....-........4-00005 

Repairs expense—Computer............ 

MOfalsycremtriaiie yet eraierana 2 

25,659 

. . | like the continuation of the same problem to the next chap- 
ters if applicable. | use the Quick Studies as practice problems. .. . Students have commented that 
this really works for them if they work (these questions) before attempting the assigned exercises 
and problems. | also like the discussion (questions) and make this an assignment. You have done 
an outstanding job presenting accounting to our students.” 

—JERRI TITTLE, Rose State College 



General Ledger Problems enable students to see how 
transactions post. Students can track an amount in any financial 

statement all the way back to the original journal entry. Critical 

thinking components then challenge students to analyze the busi- 

ness activities in the problem. 

Balence 

Journal Entry Worksheet | 

geooecsoomme oma 
The cost of the merchandise sold to Art Co. was $800. 8 

i i \pl | 
+ 

ieee es Date Account Title Debit Credit t 
i 

Jul 19 Cost of goods sold ) 600 f 

H | 00} | 

ame er heddias inning AN f 
“attests tetera Rehnaa! Ayes { 

207: Common stock r 

700: Income summary 

eS ee 

sagen 

* 

GENERAL The General Ledger tool in Connect allows students to immediately see the financial statements as 

of a specific date. Each of the following questions begins with an unadjusted trial balance. Using 
P gq g L) g 

PROBLEMS transactions from the following assignment, prepare the necessary adjustments and determine the 

impact each adjustment has on net income. The financial statements are automatically populated. 

Available in Connect ; Saab legen 
GL 3-1 Based on the FastForward illustration in this chapter 

Using transactions from the following assignments, prepare the necessary adjustments, create the 

financial statements, and determine the impact each adjustment has on net income. 

GL 3-2 Based on Problem 3-3A GL 3-5 Based on Problem 3-6A 

GL 3-3 Extension of Problem 2-1A GL 3-6 Based on Serial Problem SP 3 

GL 3-4 Extension of Problem 2-2A 

LLL MO LLP 

The End of the Chapter Is Only the Beginning Our valuable and proven assignments aren't just 

confined to the book. From problems that require technological solutions to materials found exclusively online, 

this book's end-of-chapter material is fully integrated with its technology package. 

connect 

* Quick Studies, Exercises, and e Assignments that focus on global ° Assignments that involve — 

Problems available in Connect accounting practices and companies decision analysis are 

are marked with an icon. are often identified with an icon. identified with an icon. 
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This edition’s revisions are driven by feedback from instructors and students. They include the following: 

Many new, revised, and updated assignments throughout, including 

serial problem and entrepreneurial assignments. 

Many Need-to-Know demonstrations added to each chapter at key 

junctures to reinforce key topics. 

New Sustainability section for each chapter, with examples linked to 

the company featured in the chapter opener. 

New annual reports and comparative (BTN) assignments: Apple, 

Revised art program, visual infographics, and text layout. 

Updated ratio/tool analysis, using data from well-known firms. 

Revised General Ledger assignments for most chapters. 

Revised material on International Financial Reporting Standards 

(IFRS). 

New and revised entrepreneurial examples and elements. 

New technology content integrated and referenced in 

Google, and Samsung. 

e Revised opening layout for each chapter. 

Chapter 1 

Updated opener—Apple. 
Updated salary info for accountants and 
for those with higher degrees. 
Streamlined “Fraud Triangle” section. 
Updated “Cooking the Books” Fraud 
box. 
Streamlined the “Fundamentals of 
Accounting” section, including the 
conceptual framework. 
Removed the “Principles and Scruples”’ 
box. 

Removed the “Economic Downturn” box. 

New graphic to launch “Communicating 
with Users” section on financial 
statements. 

New margin point to highlight layout of 
income statement. 

Streamlined Global View section by 
removing world map of IFRS coverage. 

New discussion of FASB and [ASB 
convergence. 
New Sustainability section for Apple’s 

environmental efforts, including SASB. 

Updated Decision Insights box on 
sustainability returns. 

New company, Verizon, for Decision 
Analysis section. 

Streamlined Appendix 1B. 

Chapter 2 

NEW opener—!Iwitter. 
Simplified discussion on analyzing and 
recording process. 

Streamlined discussion of classified vs. 
unclassified balance sheet. 
Updated SPANX Decision Insight box. 
Enhanced Exhibit 2.2 on expanded 
accounting equation. 

Changed selected numbers for 
FastForward transactions. 

Enhanced Exhibit 2.15 on financial links 
across time. 

New layout for Exhibit 2.16 showing 
financial statements drawn from trial 

balance. 

xii 

the book. 

Updated Piaggio’s (IFRS) balance sheet. 
Updated “Data Quality” Fraud box with 

new information from KPMG. 
New Sustainability section on Twitter’s 

environmental efforts. 

Updated Skechers’s ratio analyses. 

Chapter 3 

NEW opener—GoPro. 

Added partial income statement to 
margins of Exhibits 3.2 and 3.3. 

New box on Saba accounting fraud and 
clawbacks. 

Enhanced Exhibit 3.4 with added entries 
and financial statement effects. 
Simplified depreciation illustration under 
“Prepaid Expenses.” 

New art added to introduce accrued 
revenues. 
Changed selected numbers for 

FastForward in Exhibits 3.13 through 3.18. 
Updated Piaggio’s classified balance sheet. 
New Sustainability section on GoPro’s 
environmental efforts. 

Updated Limited Brands’s ratio analyses. 
Enhanced Exhibit 3B.1 with explanatory 
notes at bottom of Excel screen to aid 
learning. 

Chapter 4 

NEW opener—( hhipotile. 

Added T-account to Exhibit 4.4 to aid 
student understanding. 

Enhanced explanation, including entries, 
for cash and credit purchases. 

Simplified purchase returns illustration. 
Enhanced explanation to section on 
transportation costs. 

New column added to Exhibit 4.7 to show 
who owns goods in transit. 

Sales entries reflect new revenue 
recognition rules. 

New adjusting entries for future sales 
discounts and sales returns and allowances. 

New Decision Insight box highlights three 
new accounts. 

New NTK 4-2, Part 1 to illustrate sales 

transactions. 

New NTK 4-2, Part 2 to illustrate new 

adjusting entries. 
Revised Exhibit 4.12 covers new revenue 

recognition rules. 
Updated “Merchandising Shenanigans” 
Fraud box with new data from KPMG. 

New Sustainability section for Chipotle’s 
four keys. 

Updated gross margin and quick ratios 
using JCPenney. 

New Appendix 4C showing entries for 
gross (and net) method. 

Numerous revised and new assignments. 

Revised assignments for new revenue 

recognition rules for sales discounts and 
sales returns and allowances. 

Chapter 5 

NEW opener—!esla Motors. 
Updated box on wireless inventory scans. 
Updated box on employees receiving 
kickbacks or gifts from suppliers. 
Updated global accounting to remove 

convergence project reference. 
New Sustainability section on Tesla’s 
new-age manufacturing. 

Updated inventory ratios section using 
Toys ‘‘R” Us. 

Appendix SA: Simplified by deleting 
detailed review of entries with each 
method. 

Appendix 5B: Revised to be consistent 
with new revenue recognition rules. 

Chapter 6 

UPDATED opener—Google. 
New image included for bonding 
certificate. 

New discussion of controls over social 

media with reference to Facebook’s 

“mood” posts. 

New discussion of how fraud is detected. 

New evidence on how cash is stolen from 

companies. 



Added T-account in margin of bank 

statement to aid learning. 
New table to identify five common items 

for bank reconciliation. 
New discussion of control weaknesses 

contributing to fraud. 
New section on cash spent for Google’s 

sustainable initiatives. 
Updated receivables analysis using Hasbro 

and Mattel. 
New learning notes added to bank 

reconciliation. 
New chart for timing differences for bank 

reconciliation. 
Deleted Appendix 6B (now Appendix 4C). 
Added several new Quick Study 
assignments. 

Chapter 7 

NEW opener—GrubHub. 

Updated data in Exhibit 7.1. 
Updated credit card processing 
explanation, including links to more 

explanations. 
New list on pros/cons of allowance vs. 

direct write-off. 
New three-step process to estimate bad debts. 

New marginal T-accounts to show impact 

of estimating bad debts. 
Expanded Exhibit 7.13 to include the 
adjusting entry amount. 
New Sustainability section on GrubHub’s 

efforts. 
Revised analysis section with new 

companies: IBM and Oracle. 

Chapter 8 

NEW opener—Kate Spade. 

Updated data in Exhibit 8.1. 

Added info boxes to Exhibits 8.8, 8.10, 

and 8.12. 

New margin notes added for SL and DDB 

rates. 

Updated Dale Jarrett Racing Adventure 

asset listing. 

Revised “In Control” Fraud box with new 

information from KPMG. 

New goodwill references to Facebook and 

WhatsA pp. 

New Sustainability section on Kate Spade’s 

efforts. 

Updated analysis section for Molson Coors 

and Boston Beer. 

Chapter 9 

NEW opener—Noodles & Co. 

Updated data in Exhibit 9.2. 

Clarified bonus explanation and 
computations. 

Updated payroll rates to 2015. 
New explanation of Additional Medicare 

ans. 

Updated FUTA rate. 
Updated “False Move” Fraud box using 

new information. 
Enhanced payroll reports and related 

exhibits. 
New Sustainability section on Noodles & 

Co.’s environmental initiatives. 

Chapter 10 

NEW opener—Sox. 
Simplified Exhibit 10.1 for ease of 

learning. 
Reported largest bond offerings in 
history—Verizon and Apple. 
New bond image from the Minnesota 

Vikings. 
Added T-accounts for bond payable and 

related discounts and premiums to 
demonstrate pattern over bond life. 

New Point explaining what determines 
bond payments and interest expense. 

Updated “Missing Debt” Fraud box using 

new data from KPMG. 
Added T-accounts for bond discounts 
and premium over bond life in 

Appendix 10B. 
New Decision Insight box on equivalent 

payments concept to aid learning. 

Updated learning notes for bond interest 

computations. 
New Decision Insight box on junk bonds 

and investment strategy. 
New color highlighting for learning 

amortization. 
New Sustainability section on Box’s 

nonprofit activities. 
Revised analysis section with new 

company: Amazon. 

Chapter 11 

NEW opener— \!ibaba. 
Updated dividend tax rates. 

Updated the Target stock quote data. 

New five-step process for help in learning 

accounting for dividends. 

Enhanced Exhibit 11.8 to include 

declaration and issuance effects. 

New reference to Apple’s 7-for-1 split. 

Updated the Apple statement 

of equity. 

New Sustainability section on Alibaba’s 

program. 

Updated learning notes for 
computations. 

Updated PE and dividend yield ratios for 
Amazon and Altria. 

Chapter 12 

NEW opener—A mazon. 
New infographics for operating, investing, 

and financing activities. 
New Exhibit 12.4 linking cash flow 
classifications to balance sheet. 
Simplified discussion of noncash investing 

and financing. 
New, simplified five-step process for 
preparing the statement of cash flows. 
Streamlined the categories from three to 

two for adjustment to income to get 

operating cash flow. 
Simplified cash flows from investing 

presentation. 
New summary T-account for learning 

statement of cash flows. 
New reconstruction entries to aid student 

learning. 
New Sustainability section on Amazon’s 

initiatives. 
Updated cash flow analysis using Nike. 
Three new Quick Studies and three new 

Exercises. 

Chapter 13 

Revised opener— \lorgan Staniley. 
Updated data for analysis of Apple 
throughout using horizontal, vertical, and 

ratio analysis. 
Updated comparative analysis with 

Google and Samsung. 
New evidence on accounting ruses by 

CFOs. 
Revised “All Else Being Equal” Fraud box 

to incorporate new data. 
Revised Appendix 13A to reflect new rules 

that eliminate the separate disclosure of 

extraordinary items. 

New Sustainability section on Morgan 

Stanley’s initiatives. 
Revised assignments for new standard on 

extraordinary items. 

Appendix C 

New three-step process for fair value 

adjustment. 
New learning note for investee vs. investor 

securities. 
Updated Google example for 
comprehensive income. 
Updated returns analysis using Gap. 
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Connect is a teaching and learning platform 
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students and instructors. Ph 
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Connect empowers students by continually 

adapting to deliver precisely what they need, retention Rates 

when they need it, and how they need it, 

so your class time is more engaging and 

effective. 

Using Connect improves passing rates 

by 10.8% and retention by 16.4%. J] 
88% of instructors who use Connect 

require it; instructor satisfaction increases 

by 38% when Connect is required. 

Connect helps students achieve better grades Analytics 
Connect Insight” 
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visual analytics dashboard that provides at-a-glance eee eee 
information regarding student performance, which 
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gives the user the ability to take a just-in-time approach to 

teaching and learning, which was never before available. Connect 
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performance in a way that is efficient and effective. 
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Chapter Preview is organized by key topics and includes learning objectives 

Learning Objectives are classified as conceptual, analytical, or procedural ja 
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CONCEPTUAL ANALYTICAL PROCEDURAL 

C1 Explain the purpose and importance of A1 Define and interpret the accounting P11. Analyze business transactions using 

accounting. equation and each of its components. the accounting equation. 

C2 Identify users and uses of, and A2 Compute and interpret return on P2 Identify and prepare basic financial 
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C3 > Explain why ethics are crucial to A3 Appendix 1A—Explain the relation 

accounting. between return and risk. 

C4 Explain generally accepted accounting 

principles and define and apply several 

accounting principles. 

C5 Appendix 1B—Identify and describe the 

three major activities of organizations. 
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One Smart Apple 

CUPERTINO, CA—"“When | designed the 

Apple stuff,” says Steve Wozniak (a.k.a. the 

Wizard of Woz), "| never thought in my life 

| would have enough money to fly to 

Hawaii or make a down payment on a 

house.’ But some dreams do come true. 

Woz, along with Steve Jobs and Ron 

Wayne, founded Apple. Today, 

(Apple.com) boasts a value of over $700 

billion and revenues of over $180 billion— 

recent revenues and income follow. 

($ billions) 2011 2012 2013 2014 

Revenues..... $108.2 $1565 $170.9 $182.8 

Net income... 29 41.7 37.0 39.5 

Along the way, the young entrepre- 

neurs faced many challenges, including ac- 

counting issues such as how to properly 

read and interpret accounting data. The 

first challenge was how to finance the new 

company, which they did by selling some 

of their prized possessions, such as Woz's 

Hewlett-Packard scientific calculator and 

Jobs's Volkswagen van. The $1,300 they 

raised helped them purchase the electronic 

equipment Woz used to build the first 

Apple computer. 

Apple Inc. Revenue Sources 

NASDAQ: AAPL iPod & Other 

iT a i aa 

$231,839 mil. assets : le \ | >, 

93,000 employees 4 . \ | \ 

Mac “\ \ 
[ —_—— | iPhone } 

\ iPad / }} \ / y 

Na FA 

In setting up their company, the two 

young entrepreneurs had to decide what 

type of entity to form—a partnership or a 

corporation. They decided on a partnership, 

and Ron Wayne “sat down at a typewriter 

and typed our partnership contract right 

out of his head,” recalls Woz. “He did an 

etching of Newton under the apple tree for 

the cover of our Apple | manual [and] he 

wrote the manual.” The original partnership 

agreement included Wayne as a third part- 

ner with 10% ownership. However, a few 

days later, Wayne had a change of heart 

when he considered the unlimited liability 

of a partnership. He pulled out, leaving 

Woz and Jobs holding 50% each. Within 

nine months, Woz and Jobs identified 

some advantages to the corporate form of 

business organization, and they converted 

Apple to a corporation. 

As their company grew, Woz and Jobs 

had to learn more accounting, along with 

details of preparing and interpreting 

financial statements. Important questions 

involving transaction analysis and financial 

reporting arose, and the owners took care 

to do things right. “Everything we did,” as- 

serts Woz, “we were setting the tone for 

the world.” Still, there were doubters, in- 

cluding Woz's father, who worried about 

his son's cash controls. “A person like him 

shouldn't have that much money,’ said his 

father after finding $250,000 worth of un- 

cashed checks in Woz’s Porsche. 

Woz and Jobs enhanced their account- 

ng system and focused it on providing in- 

formation for business decisions. Today, 

Woz believes that Apple is integral to the 

anguage of technology, just as accounting 

s the language of business. In retrospect, 

Woz says, “Every dream | have ever had in 

ife has come true ten times over.” He 

adds: “In the end, | hope there’s a little 

note somewhere that says | designed a 

good computer.” 

Sources: Woz website, Woz.org, January 2016; 

iWoz: From Computer Geek to Cult Icon, W.W. 

Norton & Co., 2006; Founders at Work, Apress, 

2007; Apple website, January 2016 



CI 
Explain the purpose and 
importance of accounting. 

EXHIBIT 1.1 

Accounting Functions 

Point: Technology is only as 

useful as the accounting data 

available, and users’ decisions 

are only as good as their under- 

standing of accounting. The 

best software and recordkeep- 

ing cannot make up for lack of 

accounting knowledge 

C2 
Identify users and uses 
of, and opportunities in, 
accounting. 

EXHIBIT 1.2 

Users of Accounting 

Information 

Infographics reinforce key 
concepts through visual 

learning 
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IMPORTANCE OF ACCOUNTING 
Why is accounting so popular on campus? Why are there so many openings for accounting 

jobs? Why is accounting so important to companies? Why do politicians and business leaders 

focus on accounting regulations? The answer is that we live in an information age in which 

accounting information impacts us all. 

Accounting is an information and measurement system that identifies, records, and commu- 

nicates relevant, reliable, and comparable information about an organization’s business 

activities. Exhibit 1.1 portrays these accounting functions. 

Identifying Recording Communicating 

(CRORES RRO IRIE OPER ETE I ELSE SO LLL SELLS 

Select transactions and events Input, measure, and log Prepare, analyze, and interpret 

Examples are Apple's sale of iPhones and Examples are chronological logs of Examples are reports such as financial 

TicketMaster’s receipt of ticket money. transactions measured in dollars. statements that we analyze and interpret. 

Accounting is part of our everyday lives. Our most common contact with accounting is 

through credit approvals, checking accounts, tax forms, and payroll. These experiences tend to 

focus on the recordkeeping parts of accounting. Recordkeeping, or bookkeeping, is the record- 

ing of transactions and events, either manually or electronically. This is just one part of account- 

ing. Accounting also includes the analysis and interpretation of information. 
Technology is a key part of modern business and plays a major role in accounting. Technol- 

ogy reduces the time, effort, and cost of recordkeeping while improving clerical accuracy. Some 

small organizations perform various accounting tasks manually, but even they are impacted by 

technology. As technology makes more information available, the demand for accounting 

knowledge increases. Consulting, planning, and other financial services are now closely linked 

to accounting. 

Users of Accounting Information 

Accounting is called the language of business because all organizations set up an accounting 

system to communicate data that help people make better decisions. Exhibit 1.2 divides these 

people into two user groups, external users and internal users, and provides examples of 

each. 

External users 

| annual Report 

e Lenders ¢ Consumer groups ¢ Officers ¢ Sales staff 

¢ Shareholders e External auditors ¢ Managers ¢ Budget officers 

¢ Governments ¢ Customers e Internal auditors ¢ Controllers 
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External Information Users External users of accounting information do not directly 

run the organization and have limited access to its accounting information. They include 

shareholders (investors), lenders, directors, customers, suppliers, regulators, lawyers, 

brokers, and the press. Their business decisions depend on information that is reliable, rele- 

vant, and comparable. Financial accounting is the area of accounting aimed at serving 

external users by providing them with general-purpose financial statements. The term 
general-purpose refers to the broad range of purposes for which external users rely on these 

statements. Following is a partial list of external users and some decisions they make with 
accounting information. 

© Lenders (creditors) loan money or other resources to an organization. Banks, savings and 

loans, co-ops, and mortgage and finance companies are lenders. Lenders use information to 

assess whether an organization will repay its loans with interest. 

® Shareholders (investors) are the owners of a corporation. They use accounting reports in de- 

ciding whether to buy, hold, or sell stock. 

e Directors are elected to a board of directors that oversees an organization. Directors report to 

shareholders and they hire top executive management. 

e External (independent) auditors examine financial statements to verify that they are prepared 

according to generally accepted accounting principles. 

e Nonexecutive employees and labor unions use financial statements to judge the fairness of 

wages, assess job prospects, and bargain for better wages. 

e@ Regulators have legal authority over certain activities of organizations. For example, the 

Internal Revenue Service (IRS) requires accounting reports in computing taxes. Other 

regulators include utility boards that use accounting to set utility rates and securities 

regulators that require reports for companies that sell their stock to the public. 

e Voters, legislators, and government officials use accounting information to monitor and 

evaluate government receipts and expenses. 

® Contributors to nonprofit organizations use accounting information to evaluate the use and 

impact of their donations. 

© Suppliers use accounting information to judge the soundness of a customer before making 

sales on credit. 

® Customers use financial reports to assess the staying power of potential suppliers. 

Internal Information Users Internal users of accounting information directly manage and 

operate the organization such as the chief executive officer (CEO), chief financial officer (CFO), 

chief audit executive (CAE), treasurer, and other executive or managerial-level employees. 

Managerial accounting is the area of accounting that serves the decision-making needs of 

internal users. Internal reports are not subject to the same rules as external reports and instead 

are designed with the unique needs of internal users in mind. Following is a partial list of internal 

users and some decisions they make with accounting information. 

@ Research and development managers need information about projected costs and revenues 

of innovations. 

e Purchasing managers need to know what, when, and how much to purchase. 

© Human resource managers need information about employees’ payroll, benefits, perfor- 

mance, and compensation. 

Production managers depend on information to monitor costs and ensure quality. 

Distribution managers need reports for timely, accurate, and efficient delivery of products 

and services. 

@ Marketing managers use reports about sales and costs to target consumers, set prices, and 

monitor consumer needs, tastes, and price concerns. 

© Service managers require information on the costs and benefits of looking after products 

and services. 



EXHIBIT 1.3 

Accounting Opportunities 

EXHIBIT 1.4 

Accounting Jobs by Area 

Point: The largest accounting 

firms are EY, KPMG, PwC, and 

Deloitte 

Margin notes further 
enhance textual material 

Point: Census Bureau reports 

that for workers |8 and over, 

higher education yields higher 

average pay: 

Master’s degree $73,738 

Bachelor's degree 56,665 

Associate's degree 39,77\ 

High school degree 30,627 

No high school degree 20,241 

EXHIBIT 1.5 

Accounting Salaries for 

Selected Positions 

Point: U.S. Bureau of Labor 

reports higher education 

is linked to a lower 

unemployment rate: 

Bachelor's degree or more 3.2% 

Associate's degree 4.5% 

High school degree 6.0% 

No high school degree 9.0% 

Point: For updated salary info: 

Abbott-Langer.com 

www.AICPA.org 

Kforce.com 
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Opportunities in Accounting 

Accounting has four broad areas of opportunities: financial, managerial, taxation, and 

accounting-related. Exhibit 1.3 lists selected opportunities in each area. 

Financial Managerial 

¢ Preparation ¢ General accounting 

¢ Analysis ¢ Cost accounting 

e Auditing ¢ Budgeting 

¢ Regulatory ¢ Internal auditing 

¢ Consulting ¢ Consulting 

e Planning ¢ Controller 

¢ Criminal ¢ Treasurer 

investigation ¢ Strategy 

portunities in Accou 

| 
eo 

¢ Preparation e Lenders ¢ FBI investigators 

¢ Planning *Consultants * Market researchers 

¢ Regulatory ¢ Analysts ¢ Systems designers 

¢ Investigations ¢ Traders ¢ Merger services 

¢ Consulting ¢ Directors ¢ Business valuation 

¢ Enforcement e Underwriters * Forensic accounting 

¢ Legal services ¢ Planners ¢ Litigation support 

¢ Estate plans ¢ Appraisers ¢ Entrepreneurs 

Exhibit 1.4 shows that the majority of opportunities are in private accounting, which are em- 

ployees working for businesses. Public accounting offers the next largest number of opportunities, 

which involve accounting services such as auditing 

and taxation. Opportunities also exist in government 

and not-for-profit agencies, including business regu- 

lation and investigation of law violations. 

Accounting specialists are highly regarded and 

their professional standing is often denoted by a 

Government, 

not-for-profit, and 

education 22% 
rivate / 

accounting 

eee: : Public certificate. Certified public accountants (CPAs) 

accounting must meet education and experience requirements, 
24% pass an examination, and exhibit ethical character. 

Many accounting specialists hold certificates in 

addition to or instead of the CPA. Two of the most 

common are the certificate in management accounting (CMA) and the certified internal auditor 

(CIA). Employers also look for specialists with designations such as certified bookkeeper (CB), 

certified payroll professional (CPP), personal financial specialist (PFS), certified fraud exam- 

iner (CFE), and certified forensic accountant (CrFA). 

Demand for accounting specialists is strong. Exhibit 1.5 reports average annual salaries for 

several accounting positions. Salary variation depends on location, company size, professional 

designation, experience, and other factors. For example, salaries for chief financial officers 

(CFOs) range from under $100,000 to more than $1 million per year. Likewise, salaries for 
bookkeepers range from under $30,000 to more than $80,000. 

Field Title (experience) 2015 Salary 2020 Estimate* 

Public Accounting Partneliivncec.s escent na emere Some ceeh: $240,000 $265,000 

Manager (6-8 years) ................ 109,500 121,000 

Seniom(S=5:years)\s co. ens eee eer 88,000 97,000 

\tinionKO—2i years) = vl ronnie emir 60,500 67,000 

Private Accounting GEO re to sss Meg e sete ane nee 290,000 320,000 

Gontrolier/Mreasuréer 20. .c.s. secs oe 180,000 199,000 

Manager (6-8 years) ................ 98,500 109,000 

Senior(G=5 yeats)it «c.1ns ue cnraamere 81,500 90,000 

Junior(O=2: years): bese: os a tucse ee oe meas 58,000 64,000 

Recordkeeping Full-charge bookkeeper ............. 60,500 67,000 

Accounts! manager nner is eames 58,000 64,000 

Payrollimanagen at cc cn 4 cater rae 59,500 65,500 

Accounting clerk (0Q—2 years) ......... 39,500 43,500 

* Estimates assume a 2% compounded annual increase over current levels (rounded to nearest $500). 
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NEED-TO-KNOWs highlight key procedures and concepts in learning accounting See 

Identify the following users of accounting information as either an (a) external or (b) internal user. 

1. Regulator 4. Controller 7. —___ Production manager 

Ae eC) 5. ____ Executive employee 8. —____ Nonexecutive 

3. Shareholder 6. ___ External auditor employee 

Solution 

Vedeeee Dee oan 4.098 5.) 6.2.7. b- 8. a 

FUNDAMENTALS OF ACCOUNTING 
Accounting is guided by principles, standards, concepts, and assumptions. This section describes 
several of these key fundamentals of accounting. 

Ethics—A Key Concept 

For information to be useful, it must be trusted. This demands ethics in accounting. Ethics are 

beliefs that distinguish right from wrong. They are accepted standards of good and bad behavior. 

Identifying the ethical path is a course of action that avoids casting doubt on one’s deci- 

sions. For example, accounting users are less likely to trust an auditor’s report if the auditor’s 

pay depends on that client’s success. To avoid such concerns, ethics rules are often set. For 

example, auditors are banned from direct investment in their client and cannot accept pay that 

depends on figures in the client’s reports. Exhibit 1.6 gives a three-step process for making 

ethical decisions. 

1. Identify ethical concerns 2. Analyze options 3. Make ethical decision 

Use personal ethics to Consider all good and Choose best option after 

recognize an ethical concern. bad consequences. weighing all consequences. 

Accountants face ethical choices as they prepare financial reports. These choices can affect 

the price a buyer pays and the wages paid to workers. They can even affect the success of 

products and services. Misleading information can lead to a wrongful closing of a division 

that harms workers, customers, and suppliers. There is an old saying: Good ethics are good 

business. 

Fraud Triangle 

The fraud triangle asserts that three factors must exist for a person to commit fraud: opportunity, 

pressure, and rationalization. 

© Opportunity. A person must envision a way to commit fraud with a low risk of getting caught. 

© Pressure, or incentive. A person must feel pressure to commit fraud. 

© Rationalization, or attitude. A person rationalizes the fraud and fails to see its criminal nature 

or justifies the fraud. 

The key to dealing with fraud is to focus on prevention. It is less expensive and more effective 

to prevent fraud from happening than it is to detect it. By the time a fraud is discovered, the 

money is often gone and chances for recovery are slim. 

f 
Accounting Users 

Ci & 

Do More: QS 1-1, QS 1-2, 

E 1-1,E1-2,E 1-3 

(3 
Explain why ethics are 
crucial to accounting. 

Point: Sarbanes-Oxley Act 

requires each issuer of securi- 

ties to disclose whether it has 

adopted a code of ethics for its 

officers and the contents of 

that code. 

EXHIBIT 1.6 

Ethical Decision Making 

Point: A Code of Professional 

Conduct is available at 

www.AICPA.org. 

Financial Pressure 



C4 
Explain generally accepted 
accounting principles and 
define and apply several 

accounting principles. 

Point: State ethics codes re- 

quire CPAs who audit financial 

statements to disclose areas 

where those statements fail to 

comply with GAAP. If CPAs fail 

to report noncompliance, they 

can lose their licenses and be 

subject to criminal and civil 

actions and fines. 
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Both internal and external users rely on internal controls to reduce the likelihood of fraud. 

Internal controls are procedures set up to protect company property and equipment, ensure reli- 

able accounting, promote efficiency, and encourage adherence to policies. Examples are good 

records, physical controls (locks, passwords, guards), and independent reviews. 

Fraud 

gop Cooking the Books Our economic and social welfare 

depends on reliable accounting. Some individuals forgot that 

and are now paying their dues. They include Hisao Tanaka (in photo) of 

Toshiba, guilty of inflating income by $1.2 billion over five years; Tsuyoshi 

-Kikukawa of Olympus, guilty of hiding $ in los rnard E 
>f Worlc 

osses; 

Generally Accepted Accounting Principles 

Financial accounting is governed by concepts and rules known as generally accepted account- 

ing principles (GAAP). We must understand these principles when using accounting data. 

GAAP aims to make information relevant, reliable, and comparable. Relevant information af- 

fects decisions of users. Reliable information is trusted by users. Comparable information aids 

in contrasting organizations. 

In the United States, the Securities and Exchange Commission (SEC), a government 

agency, has the legal authority to set GAAP. The SEC oversees proper use of GAAP by compa- 

nies that raise money from the public through issuance of stock and debt. The SEC has largely 

delegated the task of setting U.S. GAAP to the Financial Accounting Standards Board 

(FASB), which is a private-sector group that sets both broad and specific principles. 

International Standards 

Our global economy creates demand by external users for comparability in accounting 

reports. To that end, the International Accounting Standards Board (IASB), an indepen- 

dent group (consisting of individuals from many countries), issues International Financial 

Reporting Standards (IFRS) that identify preferred accounting practices. If global standards 
were harmonized, one company could potentially use a single set of financial statements 

across financial markets. 
Differences between U.S. GAAP and IFRS have been decreasing in recent years as the FASB 

and IASB pursued a convergence process aimed at reducing inconsistencies. Further, more than 

115 countries now require or permit companies to follow IFRS. However, it is clear that conver- 

gence will not be achieved anytime soon. More recently, the FASB said it will work on global 

accounting issues with the IASB through its membership in the Accounting Standards Advisory 

Forum (ASAP). 

The SEC encourages the FASB, when possible, to converge U.S. GAAP to IFRS by endors- 

ing, and thereby incorporating, individual IFRS standards into U.S. GAAP. This process still 

permits the FASB to modify IFRS when necessary. The SEC maintains its oversight of the 
FASB, including authority to prescribe accounting principles and standards for U.S. issuers. 

The SEC also has a role in oversight and governance of the IASB through its involvement on 

the IFRS Foundation Monitoring Board. For updates on global accounting issues, we can 

check with the AICPA (IFRS.com), FASB (FASB.org), and IASB (ifrs.org). 

IFRS 
Like the FASB, the IASB uses a conceptual framework to aid in revising or drafting new standards. However, un- 

like the FASB, the IASB's conceptual framework is used as a reference when specific guidance is lacking. The 

IASB also requires that transactions be accounted for according to their substance (not only their legal form) and 

that financial statements give a fair presentation, whereas the FASB narrows that scope to fair presentation in 

accordance with U.S. GAAP & 
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Conceptual Framework and Convergence 

The FASB and JASB are attempting to converge and enhance the conceptual framework that 

guides standard setting. The FASB framework consists broadly of the following: 

® Objectives—to provide information use- 

ful to investors, creditors, and others. 

® Qualitative Characteristics—to require 

information that is relevant, reliable, and 

comparable. 

® Elements—to define items that financial 

statements can contain. 

e Recognition and Measurement—to set 

criteria that an item must meet for it to be 

recognized as an element and how to 

measure that element. 

For updates on this joint FASB and IASB conceptual framework convergence we can check the 

FASB.org or ifrs.org websites. We must remember that U.S. GAAP and IFRS are two similar, 

but not identical, systems. However, their similarities greatly outweigh differences. The 

remainder of this section describes key principles and assumptions of accounting. 

Principles and Assumptions of Accounting Accounting principles (and assumptions) 

are of two types. General principles are the basic assumptions, concepts, and guidelines for 

preparing financial statements. Specific principles are detailed rules used in reporting business 

transactions and events. General principles stem from long-used accounting practices. Specific 

principles arise more often from the rulings of authoritative groups. 

We need to understand 

both general and specific 

principles to effectively use 

accounting information. 

Several general principles 
are described in this section : 

that are relied on in later ay = 
r 9 Revenue 

chapters. General principles ( __[ Measurement sepa 

(in purple font with white Principles 4 prirens Ne g ack 

shading) and assumptions Full Expense 

(in red font with white L _ disclosure — recognition | 

shading) are portrayed as fi i: Lt ian 

building blocks of GAAP in Assumptions 4 sone 7 ae 
Exhibit 1.7. The specific 

principles are described 

as we encounter them in 

the book. 

Constraints < 

Accounting Principles General principles consist of at least four basic principles, four 

assumptions, and two constraints. 

© Measurement The measurement principle, also called the cost principle, prescribes that 

accounting information is based on actual cost (with a potential for subsequent adjustments 

to market). Cost is measured on a cash or equal-to-cash basis. This means if cash is given for 

a service, its cost is measured by the cash paid. If something besides cash is exchanged (such 

as a car traded for a truck), cost is measured as the cash value of what is given up or received. 

The cost principle emphasizes reliability and verifiability, and information based on cost is 

considered objective. Objectivity means that information is supported by independent, unbi- 

ased evidence; it demands more than a person’s opinion. To illustrate, suppose a company 

pays $5,000 for equipment. The cost principle requires that this purchase be recorded at 

$5,000. It makes no difference if the owner thinks this equipment is worth $7,000. Later in 

the book we introduce fair value measures. 

EXHIBIT 1.7 

Building Blocks for GAAP 

Point: The cost principle is 

also called the historical cost 

principle 
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Example: A lawn service bills @ 

a customer $1,000 on June | 

for two months of mowing 

(June and July). The customer 

pays the bill on July |. When is 

revenue recorded? Answer 

Revenue is recorded over time 

as it is earned; if monthly 

reports are prepared, then 

record $500 revenue for June 

and $500 for July 

Example: Credit cards are ® 

used to pay $400 in gas for a 

lawn mowing business during 

June and July. The cards are 

paid off in August. When is 

expense recorded? Answer 

Expense is recorded when the 

revenue it helped generate is 

recorded. Assuming revenue is 

earned over time and monthly 

reports are prepared, then 

record $200 expense in June = Decision Insight 
and $200 in July. 

Revenues for the Seattle Seahawks, Green Bay Packers, and other professional 

football teams include ticket sales, television and cable broadcasts, radio rights, 

concessions, and advertising. Revenues from ticket sales are earned when the 

NFL team plays each game. Advance ticket sales are not revenues; instead, they 

represent a liability until the NFL team plays the game for which the ticket was 

sold. At that point, the liability is removed and revenues are reported. & 

Decision Insight boxes 

highlight relevant items from 
practice 

Revenue recognition Revenue (sales) is the amount received from selling products and ser- 

vices. The revenue recognition principle provides guidance on when a company must rec- 

ognize revenue. To recognize means to record it. If revenue is recognized too early, a company 

would look more profitable than it is. If revenue is recognized too late, a company would 

look less profitable than it is. For our purposes, two simple points can help understand reve- 
nue recognition: (1) Revenue is recognized when goods or services are provided to customers 

and (2) Revenue proceeds is the amount expected to be received from the customer. Proceeds 

need not be in cash. A common noncash proceed is a customer’s promise to pay at a future 

date, called credit sales. 

Expense recognition The expense recognition principle, also called the matching principle, 

prescribes that a company record the expenses it incurred to generate the revenue reported. 

The principles of matching and revenue recognition are key to modern accounting. 

Full disclosure The full disclosure principle prescribes that a company report the details 

behind financial statements that would impact users’ decisions. Those disclosures are often 

in footnotes to the statements. 

Christian Petersen/Getty Images 

Accounting Assumptions There are four accounting assumptions: the going-concern as- 

sumption, the monetary unit assumption, the time period assumption, and the business entity 

Going concern The going-concern assumption means that accounting information reflects 

a presumption that the business will continue operating instead of being closed or sold. This 

implies, for example, that property is reported at cost instead of, say, liquidation value, which 
assumes closure. 

Monetary unit The monetary unit assumption means that we can express transactions and 

events in monetary, or money, units. Money is the common denominator in business. 

Examples of monetary units are the dollar in the United States, Canada, Australia, and 
Singapore; and the peso in Mexico, the Philippines, and Chile. The monetary unit a company 

uses in its accounting reports usually depends on the country where it operates, but many 

companies today are expressing reports in more than one monetary unit. 

Time period The time period assumption presumes that the life of a company can be di- 

vided into time periods, such as months and years, and that useful reports can be prepared for 
those periods. 

Key terms are printed in assumption. 
bold and defined again in 
the glossary a 

® 

Point: For currency conver- 

sion: xe.com 

e 

@ 
Point: Abuse of the entity 

assumption was a main culprit 

in Enron’s collapse 

Business entity The business entity assumption means that a business is accounted for sep- 

arately from other business entities, including its owner. The reason for this assumption is 

that separate information about each business is necessary for good decisions. A business 

entity can take one of three legal forms: proprietorship, partnership, or corporation. 

|. Asole proprietorship, or simply proprietorship, is a business owned by one person. The 

business is a separate entity for accounting purposes. However, a proprietorship is not a 

separate legal entity from its owner. This means, for example, that a court can order an 

owner to sell personal belongings to pay a proprietorship’s debt. This unlimited liability of 
a proprietorship is a disadvantage. However, an advantage is that a proprietorship’s income 
is not subject to a business income tax but is instead reported and taxed on the owner’s 
personal income tax return. Proprietorship attributes are summarized in Exhibit 1.8, as 
well as those for partnerships and corporations. 
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Attribute Present Proprietorship Partnership Corporation 

One owner allowed............ yes no yes 

Businesstaxediae mittens ma no no yes 

Kimiteditiabilitye: seme... oes no* no* yes 

BUSINeSS;enCEY nye cnr ice yes yes yes 

Legalentity. q0 sccc.e- S020. no no yes 

Unlimited lifer: cmacaet eta: oc no no yes 

* Proprietorships and partnerships that are set up as LLCs provide limited liability. 

2. A partnership is a business owned by two or more people, called partners, who are 

jointly liable for tax and other obligations. Like a proprietorship, no special legal require- 

ments must be met in starting a partnership. The only requirement is an agreement 

between partners to run a business together. The agreement can be either oral or written 

and usually indicates how income and losses are to be shared. A partnership, like a propri- 

etorship, is not legally separate from its owners. This means that each partner’s share of 

profits is reported and taxed on that partner’s tax return. It also means unlimited liability 

for its partners. However, at least three types of partnerships limit liability. A limited part- 

nership (LP) includes a general partner(s) with unlimited liability and a limited partner(s) 

11 

EXHIBIT 1.8 

Attributes of Businesses 

Point: Proprietorships and 

partnerships are usually managed 

by their owners. In a corpora- 

tion, the owners (shareholders) 

elect a board of directors who 

appoint managers to run the 

business 
with liability restricted to the amount invested. A limited liability partnership (LLP) 

restricts partners’ liabilities to their own acts and the acts of individuals under their con- 

trol. This protects an innocent partner from the negligence of another partner, yet all part- 

ners remain responsible for partnership debts. A limited liability company (LLC) offers the 

limited liability of a corporation and the tax treatment of a partnership (and proprietor- 

ship). Most proprietorships and partnerships are now organized as LLCs. 

3. A corporation, also called a C corporation, is a business legally separate from its owner 

or owners, meaning it is responsible for its own acts and its own debts. Separate legal 

status means that a corporation can conduct business with the rights, duties, and responsi- 

bilities of a person. A corporation acts through its managers, who are its legal agents. 

Separate legal status also means that its owners, who are called shareholders (or stock- 

holders), are not personally liable for corporate acts and debts. This limited liability is its 

main advantage. A main disadvantage is what’s called double taxation—meaning that 

(1) the corporation income is taxed and (2) any distribution of income to its owners 

through dividends is taxed as part of the owners’ personal income, usually at the individ- 

ual’s income tax rate. (For “qualified” dividends, the tax rate is 0%, 15%, or 20%, depend- 

ing on the individual’s tax bracket.) An S corporation, a corporation with special attributes, 

does not owe corporate income tax. Owners of S corporations report their share of corpo- 

rate income with their personal income. Ownership of all corporations is divided into units 

called shares or stock. When a corporation issues only one class of stock, we call it 

common stock (or capital stock). 
Decision Ethics boxes are role-playing exercises that stress ethics in accounting 

a 
Entrepreneur You and a friend develop a new design for in-line skates that improves speed by 25% to 30%. 

You plan to form a business to manufacture and market the skates. You and your friend want to minimize taxes, 

but your prime concern is potential lawsuits from individuals who might be injured on these skates. What form of 

@ Decision Ethics @==m 

organization do you set up? Ml [Answers follow the chapter's Summary.] 

Accounting Constraints There are two basic constraints on financial reporting. 

® Materiality The materiality constraint prescribes that only information that would influ- 

ence the decisions of a reasonable person need be disclosed. This constraint looks at both the 

importance and relative size of an amount. 

® Benefit exceeds cost The cost-benefit constraint prescribes that only information with 

benefits of disclosure greater than the costs of providing it need be disclosed. 

Conservatism and industry practices are also sometimes referred to as accounting constraints. 
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Point: An audit examines 

whether financial statements 

are prepared using GAAP. It 

does not attest to absolute 

accuracy of the statements 

Point: Bloomberg Businessweek 

reports that external audit 

costs run about $35,000 for 

start-ups, up from $15,000 

pre-SOX. 

Nee 1-2 

Accounting Guidance 

C3 C4 
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Sarbanes-Oxley (SOX) 

Congress passed the Sarbanes-Oxley Act, also called SOX, to help curb financial abuses at 
companies that issue their stock to the public. SOX requires that these public companies apply 

both accounting oversight and stringent internal controls. The desired results include more 

transparency, accountability, and truthfulness in reporting transactions. 

Compliance with SOX requires documentation and verification of internal controls and in- 

creased emphasis on internal control effectiveness. Failure to comply can yield financial penal- 

ties, stock market delisting, and criminal prosecution of executives. Management must issue a 

report stating that internal controls are effective. CEOs and CFOs who knowingly sign off on 

bogus accounting reports risk millions of dollars in fines and years in prison. Auditors also 

must verify the effectiveness of internal controls. 

A listing of some of the more publicized accounting scandals in recent years follows. 

Company Alleged Accounting Abuses 

Tesco; Pleset at) ceiMcncu dk. Melamed Inflated revenues and income, and deferred expenses 

World@ompeey. = 38. aoe as Understated expenses to inflate income and hid debt a 

AOL Time Warners... 0.08 ese. Inflated revenues and income a 

Fannie Macicee cs. cava cee th ten: oe Inflated income 

CFOS tees Gee Inflated income 

Bristol-MyersiSquibbi. 5.4.0... 3... Inflated revenues and income 

GlobaliGrossing cts. es eee Inflated revenues and income 

INGO racists esate eet wagons Hid debt and CEO evaded taxes 

Nortel Networks: 2528... kin ts Understated expenses to inflate income Qr= 

ENVONAs.cs caiembces cir mera tees Inflated income, hid debt, and bribed officials 

To reduce the risk of accounting fraud, companies set up governance systems. A company’s 

governance system includes its owners, managers, employees, board of directors, and other 

important stakeholders, who work together to reduce the risk of accounting fraud and increase 

confidence in accounting reports. 

Dodd-Frank 

Congress passed the Dodd-Frank Wall Street Reform and Consumer Protection Act, or 

Dodd-Frank, to (1) promote accountability and transparency in the financial system, (2) put an 

end to the notion of “‘too big to fail,” (3) protect the taxpayer by ending bailouts, and (4) protect 

consumers from abusive financial services. A few of its notable provisions follow: 

® Exemption Exemption from Section 404(b) of SOX for smaller public entities from the 

requirement to obtain an external audit on effectiveness of internal control over financial 
reporting. 

e Independence Independence for all members of the compensation committee (including ad- 

ditional disclosures); in the event of an accounting restatement, an entity must set policies 

mandating recovery (“clawback”’) of excess incentive compensation. 

® Whistleblower Requires the SEC, when sanctions exceed $1 million, to pay whistleblowers 
between 10% and 30% of the sanction. 

Part 1: Identify each of the following terms/phrases as either an accounting (a) principle, (b) assumption, 
or (c) constraint. 

1. ___ Materiality 4. ____ Going concern 7. ___ Expense recognition 

2. ____ Measurement 5. Full disclosure 8. ____ Revenue recognition 

3. —__ Business entity 6... lime period 

Solution 

Lock 2740 32b3 4sb Sia Gab 7a Sie 
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Part 2: Complete the following table with either a yes or a no regarding the attributes of a partnership and 

a corporation. 

Attribute Present Partnership Corporation 

Business taxed.......... Gy ees Gye 

Limited liability ......... bape ee fi. eee 

Legal entity: 2.50.5. sists rely pecans (eee 

Unlimited life........... Cal, eee Hijesee es 
Betas Do More: QS 1-3, QS 1-4, 

QS 1-5, OS 1-6, E 1-4, E 1-5, 

EalO Eglo 
a.no b.no c.no d.no e.yes f. yes g.yes_ h. yes 

BUSINESS TRANSACTIONS AND ACCOUNTING 
To understand accounting information, we need to know how an accounting system captures Al 

relevant data about transactions and then classifies, records, and reports data. 
Define and interpret the 

accounting equation and 

Accounting Equation each of its components. 

The accounting system reflects two basic aspects of a company: what it owns and what it owes. 

Assets are resources a company owns or controls. Examples are cash, supplies, equipment, and 

land, where each carries expected benefits. The claims on a company’s assets—what it 

owes—are separated into owner and nonowner claims. Liabilities are what a company 

owes its nonowners (creditors) in future payments, products, or services. Equity (also 

called stockholders’ equity or capital) refers to the claims of its owner(s). Together, 

liabilities and equity are the source of funds to acquire assets. The relation of assets, 

liabilities, and equity is reflected in the following accounting equation: 

Assets = Liabilities + Equity 

Assets = Liabilities + Equity 

Liabilities are usually shown before equity in this equation because creditors’ claims must be 

paid before the claims of owners. (The terms in this equation can be rearranged; for example, 

Assets — Liabilities = Equity.) The accouating equation applies to all transactions and events, to 

all companies and forms of organization, and to all points in time. Using Apple as an example, its Real company names are 

assets equal $231,839, its liabilities equal $120,292, and its equity equals $111,547 ($ in millions). “printed in bold magenta 

Let’s now look at the accounting equation in more detail. 

Assets Assets are resources a company owns or controls. These resources are expected to 

yield future benefits. Examples are web servers for an online services company, musical instru- us 
a land ble of reThent De pes cet Raat credit” and “on account” imply 

ments for a rock ban , and land for a vegeta e grower. The term receivable is used to refer tO ghar cash payment will occur at 

an asset that promises a future inflow of resources. A company that provides a service or product a future date. 

on credit is said to have an account receivable from that customer. 

Point: The phrases “on 

Liabilities Liabilities are creditors’ claims on assets. These claims reflect company obliga- 

tions to provide assets, products, or services to others. The term payable refers to a liability that 

promises a future outflow of resources. Examples are wages payable to workers, accounts 

payable to suppliers, notes payable to banks, and taxes payable to the government. 

Equity Equity is the owner’s claim on assets, and is equal to assets minus liabilities. Equity 

is also called net assets or residual equity. 

Equity increases from owner investments, called stock issuances, and from revenues. It de- 

creases from dividends and expenses. A corporation’s equity—also called stockholders’ or 

shareholders’ equity—consists of four elements. 

e Common Stock Common stock, which is part of contributed capital, reflects inflows of 

resources such as cash and other net assets from stockholders in exchange for stock (later — Contributed capital 

chapters identify other parts of contributed capital). 
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| Retained earnings: | > 

APPLE 

Nee 1-3 

Accounting Equation 

Al 

Do More: OS 1-7, OS 1-8, 

E1-8,E 1-9 

PI 
Analyze business 

transactions using the 
accounting equation. 
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[ @ Dividends The outflow of resources such as cash and other assets to stockholders is called 

dividends, which reduce equity. 

® Revenues Revenues increase equity (via net income) from sales of products and services to 

customers; examples are sales of produce, consulting services provided, facilities rented to 

others, and commissions from services. 

© Expenses Expenses decrease equity (via net income) from costs of providing products and 

services to customers; examples are costs of employee time, use of supplies, advertising, 

utilities, and insurance fees. 

More generally, contributed capital refers to the amount stockholders invest in the company, 

whereas retained earnings is the accumulated revenues /ess the accumulated expenses and 

dividends since the company began. This breakdown of equity yields the following expanded 

accounting equation: 

Equity 

Assets = Liabilities + Contributed Capital + Retained Earnings 

= Liabilities + Common Stock — Dividends + Revenues — Expenses 

Net income occurs when revenues exceed expenses. Equity increases from net income. A net 

loss occurs when expenses exceed revenues, which decreases equity. 

© Decision sight 

Big Data Most organizations offer access to accounting databases—see Apple 

(Apple.com) as an example. The SEC keeps an online database called 

EDGAR (www.SEC.gov/edgar.shtml), which has accounting information for 

thousands of companies that issue stock to the public. The annual report filing for 

most publicly traded U.S. companies is known as Form 10-K, and the quarterly filing 

is Form 10-Q. Information services such as Finance.Google.com and Finance. 

Yahoo.com offer online data and analysis. @ Yasuyoshi Chiba/AFP/Getty Images 

Part 1: Use the accounting equation to compute the missing financial statement amounts. 

Company Assets Liabilities Equity 

Bose $150 $ 30 $_(a)_ 

Vogue $_(b)_ $100 $300 

Solution 

a. $120 b. $400 

Part 2: Use the expanded accounting equation to compute the missing financial statement amounts. 

Company Assets Liabilities Common Stock Dividends Revenues Expenses 

Tesla $200 $ 85 $100 $5 (ale $40 

YouTube $400 $160 $220 _(b)_ $120 $90 

Solution 

a. $60 b. $10 

Transaction Analysis 

Business activities can be described in terms of transactions and events. External transactions 

are exchanges of value between two entities, which yield changes in the accounting equation. 

An example is the sale of the AppleCare Protection Plan by Apple. Internal transactions are 

exchanges within an entity, which may or may not affect the accounting equation. An example 
is Twitter’s use of its supplies, which are reported as expenses when used. Events refer to 
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happenings that affect the accounting equation and are reliably measured. They include busi- 

ness events such as changes in the market value of certain assets and liabilities and natural 

events such as floods and fires that destroy assets and create losses. They do not include, for 

example, the signing of service or product contracts, which by themselves do not impact the 

accounting equation. 
This section uses the accounting equation to analyze 11 selected transactions and events of 

FastForward, a start-up consulting (service) business, in its first month of operations. Remem- 

ber that each transaction and event leaves the equation in balance and that assets always equal 

the sum of liabilities and equity. 

Transaction 1: Investment by Owner On December |, Chas Taylor forms a consulting 

business, named FastForward and set up as a corporation, that focuses on assessing the perfor- 

mance of footwear and accessories. Taylor owns and manages the business. The marketing 

plan for the business is to focus primarily on publishing online reviews and consulting with 

clubs, athletes, and others who place orders for footwear and accessories with manufacturers. 

Taylor personally invests $30,000 cash in the new company and deposits the cash in a bank 

account opened under the name of FastForward. After this transaction, the cash (an asset) and 

the stockholders’ equity each equals $30,000. The source of increase in equity is the owner’s 

investment (stock issuance), which is included in the column titled Common Stock. The effect 

of this transaction on FastForward is reflected in the accounting equation as follows (we label 

the equity entries): 

sara a ae 

As: te ae ee ie sip RE RG a PE rek: tei Gi ale ak ae 
sets = mare Liabil (tes <2 sae ee Equity | SS 

= 5 = - 

~ - = = » 32 

oe 2 eS ee ae eS 22 Re 3 i 

Cash oe” = ie ae Se ee ee Se ae Te Common Stock | — ‘; 

“44 

me & m. by 

(1) +$30,000 eek ee ee eee Bh '530'000 ane. eae 

@ ee aS ae Se ee ee ee a vy  @ ” ¥ “ “ % 

Transaction 2: Purchase Supplies for Cash FastForward uses $2,500 of its cash to buy 

supplies of brand name footwear for performance testing over the next few months. This transac- 

tion is an exchange of cash, an asset, for another kind of asset, supplies. It merely changes the 

form of assets from cash to supplies. The decrease in cash is exactly equal to the increase in sup- 

plies. The supplies of footwear are assets because of the expected future benefits from the test 

results of their performance. This transaction is reflected in the accounting equation as follows: 

Assets = Liabilities “eae ~ Equity — 

—_——_ $$$ oa 7 ; ¢ + ¥ r + 

Cash + Supplies ~ Common Stock 

Old Bal. $30,000 = $30,000 

(2) —2,500 + $2,500 

New Bal. $27,500 + $ 2,500 = $30,000 

$30,000 $30,000 

Transaction 3: Purchase Equipment for Cash FastForward spends $26,000 to acquire 

equipment for testing footwear. Like transaction 2, transaction 3 is an exchange of one asset, 

cash, for another asset, equipment. The equipment is an asset because of its expected future 

benefits from testing footwear. This purchase changes the makeup of assets but does not change 

the asset total. The accounting equation remains in balance. 

Assets = Liabilities + Equity — 

Equipment = 
Cash + Supplies + Common Stock 

Old Bal. $27,500 + $2,500 ke $30,000 

(3) —26,000 ss + «$26,000 

New Bal. $1,500 + $2,500 + $26,000 = $30,000 

ae: 

$30,000 $30,000 

15 

FAST ward 

Point: There are three basic 

types of company operations: 

(1) Services—providing 

customer services for profit, 

(2) Merchandisers—buying 

products and reselling them for 

profit, and (3) Manufacturers— 

creating products and selling 

them for profit 
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Example: If Fastforward pays 

$500 cash in transaction 4, how 

does this partial payment affect 

the liability to CalTech? 

Answer: The liability to CalTech 

would be reduced to $6,600 

and the cash balance would be 

reduced to $1,000. 

Point: Revenue recognition 

principle requires that revenue 

is recognized when work is 

performed. 
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Transaction 4: Purchase Supplies on Credit Taylor decides more supplies of footwear 

and accessories are needed. These additional supplies total $7,100, but as we see from the ac- 

counting equation in transaction 3, FastForward has only $1,500 in cash. Taylor arranges to 

purchase them on credit from CalTech Supply Company. Thus, FastForward acquires supplies 

in exchange for a promise to pay for them later. This purchase increases assets by $7,100 in sup- 

plies, and liabilities (called accounts payable to CalTech Supply) increase by the same amount. 

The effects of this purchase follow: 

Assets = Liabilities + Equity 

Cash aP Supplies + Equipment = #£Accounts + Common Stock 

Payable 

Old Bal. $1,500 + $2,500 + $26,000 = $30,000 

(4) + 7,100 +$7,100 

New Bal. $1,500 + $9,600 + $26,000 S $ 7,100 + $30,000 
BR OO. - TH 

$37,100 $37,100 

Transaction 5: Provide Services for Cash FastForward plans to earn revenues by sell- 

ing online ad space to manufacturers and by consulting with clients about test results on foot- 

wear and accessories. It earns net income only if its revenues are greater than its expenses 

incurred in earning them. In one of its first jobs, FastForward provides consulting services to a 

power-walking club and immediately collects $4,200 cash. The accounting equation reflects 

this increase in cash of $4,200 and in equity of $4,200. This increase in equity is identified in 
the far right column under Revenues because the cash received is earned by providing consult- 

ing services. 

Assets + = Liabilities ar Equity 

Cash + Supplies as Equipment = Accounts ar Common AF Revenues 

Payable Stock 

Old Bal. $1,500 ar $9,600 + $26,000 = $7,100 ar $30,000 

(5) +4,200 =F $4,200 Consulting 

New Bal. $5,700 4 $9,600 + $26,000 = $7,100 + $30,000 ae $ 4,200 
—  —— — ——— — i 

$41,300 $41,300 

Point: Expense recognition 

principle requires that expenses 

are recognized when the 

revenue they help generate 

is recorded. Expenses are 

outflows of net assets, which 

decrease equity. 

By definition, increases in 
expenses yield decreases 

in equity. 

Cash a 

Old Bal. $5,700 + 

(6) —1,000 

Bal. 4,700 + 

(7) — 700 

New Bal. $4,000 + 
ee sss 

Transactions 6 and 7: Payment of Expenses in Cash _ FastForward pays $1,000 rent to 

the landlord of the building where its facilities are located. Paying this amount allows 

FastForward to occupy the space for the month of December. The rental payment is reflected in 

the following accounting equation as transaction 6. FastForward also pays the biweekly $700 

salary of the company’s only employee. This is reflected in the accounting equation as transac- 

tion 7. Both transactions 6 and 7 are December expenses for FastForward. The costs of both rent 

and salary are expenses, as opposed to assets, because their benefits are used in December (they 

have no future benefits after December). These transactions also use up an asset (cash) in carry- 

ing out FastForward’s operations. The accounting equation shows that both transactions reduce 

cash and equity. The far right column identifies these decreases as Expenses. 

Assets = Liabilities ae 

Supplies + Equipment = Accounts + Common + Revenues — _ Expenses 

Payable Stock 

$9,600 + $26,000 =" o/100 + $30,000 ++ $4,200 

= $1,000 Rent 

9,600 + 26,000 = 7,100 oe 30,000 + 4,200 = 1,000 

= 700 Salaries 

$9,600 + $26,000 = $7,100 + $30,000 + $4,200 te be A00 
aa hw 

$39,600 $39,600 
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Transaction 8: Provide Services and Facilities for Credit FastForward provides con- 

sulting services of $1,600 and rents its test facilities for $300 to a podiatric services center. The 

rental involves allowing members to try recommended footwear and accessories at FastForward’s 

testing area. The center is billed for the $1,900 total. This transaction results in a new asset, Potts Transaction 8, like 5, 

called accounts receivable, fr i i ; ; : Vea de records revenue when work is 
, from this client. It also yields an increase in equity from the WO oonfopmed, not necessarily 

revenue components reflected in the Revenues column of the accounting equation: when cash is received 

Assets = Liabilities + Equity 

Cash + Accounts + Supplies + Equipment = Accounts + Common + Revenues — Expenses 

Receivable Payable Stock 

Old Bal. $4,000 + + $9,600 + $26,000 =— $7,100 + $30,000 + $4,200 — $1,700 

(8) + $1,900 =P 1,600 Consulting 

; se 300 Rental 

New Bal. $4,000 + $1,900 + $9,600 + $26,000 = $7,100 + $30,000 + $6,100 =. $1,700 
eS 

$41,500 $41,500 

Transaction 9: Receipt of Cash from Accounts Receivable The client in transaction 

8 (the podiatric center) pays $1,900 to FastForward 10 days after it is billed for consulting ser- 

vices. This transaction 9 does not change the total amount of assets and does not affect liabilities 

or equity. It converts the receivable (an asset) to cash (another asset). It does not create new Point: Transaction 2anveved 
2 . ; ; ; no added client work, so no 

revenue. Revenue was recognized when FastForward rendered the services in transaction SMO. sdadrevenue semecanied 

when the cash is now collected. This emphasis on when products or services are provided in- point: Receipt of cash is not 

stead of on cash flows is a key part of revenue recognition. The new balances follow: always a revenue 

Assets = iMebiitivies Equity , 

Cash + Accounts + Supplies + Equipment = Accounts + Common + Revenues — Expenses 

Receivable Payable Stock 

Old Bal. $4,000 + $1,900 + $9,600 + $26,000 = 697,100 + $30,000 + $6,100 — $1,700 

(9) +1,900 — 1,900 . 

New Bal. $5,900 + $ 0 + $9,600 + $26,000 meh / 5100 + $30,000 + $6,100 — $1,700 

ee  ————— 
eee ee

e 

$41,500 $41,500 

Transaction 10: Payment of Accounts Payable FastForward pays CalTech Supply 

$900 cash as partial payment for its earlier $7,100 purchase of supplies (transaction 4), leaving 

$6,200 unpaid. The accounting equation shows that this transaction decreases FastForward’s 

cash by $900 and decreases its liability to CalTech Supply by $900. Equity does not change. 

This event does not create an expense even though cash flows out of FastForward (instead the 

expense is recorded when FastForward derives the benefits from these supplies). 

Assets Ee (abiliticsmammcts Equity 

RS es ee Se or i oe 

Cash + Accounts + Supplies + Equipment = Accounts + Common + Revenues — _ Expenses 

Receivable Payable Stock 

Old Bal. $5,900 + $ 0 + $9,600 + $26,000 = $7,100 + $30,000 + $6,100 — $1,700 

(10) — 900 —900 ; 

New Bal. $5,000 + $ 0 + $9,600 + $26,000 = $6,200 + $30,000 + $6,100 — $1,700 

ee 
ee 

TTT 

$40,600 $40,600 

Transaction 11: Payment of Cash Dividend FastForward declares and pays a $200 cash 

dividend to its owner (the sole shareholder). Dividends (decreases in equity) are not reported as 

expenses because they are not part of the earnings process. Dividends are not company ex- 

penses, and they are not used in computing net income. 
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Summary of Transactions 

Point: Knowing how financial | We summarize in Exhibit 1.9 the effects of these 11 transactions of Fastforward using the ac- 

ccaetty heeeeelaaaay counting equation. We see that the accounting equation remains in balance after each transac- 
improves our analysis of them : % ; ; : 

tion. Transactions can be analyzed by their effects on components of the accounting equation. 

EXHIBIT 1.9 Transaction analysis is key to modern financial analysis, which often adjusts financial measures 

Summary of Transactions based on footnote or other data. 
Using the Accounting 

Equation 

Assets = Liabilities + Equity 

Cash + Accounts + Supplies + Equipment = Accounts + Common — Dividends + Revenues — Expenses 

Receivable Payable Stock 

(1) $30,000 = $30,000 
(2) — 2,500 + $2,500 

Bal. 27,500 + 2,500 = 30,000 

(3) —26,000 + $26,000 

Bal. | 500 Pe 2,500 34 26,000 = 30,000 

(4) + 7,100 +$7,100 

Bal. 1,500 + 9600 + 26000 = 7,100 + 30,000 
(5) + 4,200 + $4,200 

Bal. 5,700 + 9,600 + 26,000 = 71005 ae 30,000 + 4,200 

(6) — 1,000 — $1,000 

Bal. 4,700 + 900 + 26,000 — 7100) = = 30,000 a 4,200 — 1,000 

(7) — 700 +5 — 700 

Bal. 4,000 + 9,600 + 26,000 = 7,100 + 30,000 + 4,200 = | 1,700 

(8) + $1,900 + 1,600 

ot 300 

Bal. 4,000 + 1,900 + 9,600 + 26,000 = 7,100 + 30,000 + 6,100 = 1,700 

(9) + 1,900 —_ 1,900 

Bal. 5,900 + 0 + 9600 + 26,000 = 7,100 + 30,000 +~  .6;100 a L700 

(10) — 900 FP 6 — 900 

Bal. 5,000 + 0 + 9600 + 26,000 eS 6,200 + 30,000 + 6,100 = 41,700 

(il) — 200 — $200 

Bal. $ 4,800 + $ 0 + $9,600 + $ 26,000 = $6,200 + $30,000 - $200 + $6,100 — $1,700 

NFED-10-KNOW {-4 | Assume Tata Company began operations on January 1 and completed the following transactions during its 
first month of operations. Arrange the following asset, liability, and equity titles in a table like Exhibit 1.9: 

Transaction Analysis Cash; Accounts Receivable; Equipment; Accounts Payable; Common Stock; Dividends; Revenues; and 
py Expenses. 

Jan. 1 Jamsetji Tata invested $4,000 cash in Tata Company in exchange for its common stock. 

5 The company purchased $2,000 of equipment on credit. 

| Do More: QS 1-10, QS 1-11, 14 The company provided $540 of services for a client on credit. 

EE 21 The company paid $250 cash for an employee’s salary. 
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Solution 

Assets = Liabilities + Equity 

Cash + Accounts + Equipment = Accounts + Common — Dividends + Revenues — _ Expenses 

Receivable Payable Stock 

Jan.! $4,000 = $4,000 

Jan.5 oF $2,000 +$2,000 

Bal. 4,000 + 2,000 = 2,000 + 4,000 

Jan. 14 + $540 + $540 

Bal. 4,000 + 540 + 2,000 = Z000ee 4,000 + 540 

Jan.21 — 250 - $250 

Bal. 35/50 540 + 2,000 = 2,000 + 4,000 + 540 - 250 
a EEE yEESEEIEIIESSS SSS nSESS 

$6,290 $6,290 

COMMUNICATING WITH USERS 
This section introduces us to how financial statements are prepared from the analysis of busi- 

ness transactions. The four financial statements and their purposes are: 

1. Income statement—describes a company’s revenues and expenses along with the result- 

ing net income or loss over a period of time. 

2. Statement of retained earnings—explains changes in equity from net income (or loss) 

and from any dividends over a period of time. 

3. Balance sheet—describes a company’s financial position (types and amounts of assets, 

liabilities, and equity) at a point in time. 

4. Statement of cash flows—identifies cash inflows (receipts) and cash outflows (payments) 

over a period of time. 

We prepare these financial statements, in the order above, using the 11 selected Assets = Liabilities + Equity 
+ Revenues 

transactions of FastForward. (These statements are called unadjusted—we ex- 

plain this in Chapters 2 and 3.) The graphic to the side shows that financial state- 

ments reflect different parts of the expanded accounting equation. 

Income Statement 

FastForward’s income statement for December is shown at the top of Exhibit 1.10. Information about 

revenues and expenses is conveniently taken from the Equity columns of Exhibit 1.9. Revenues are 

reported first on the income statement. They include consulting revenues of $5,800 from transactions 

5 and 8 and rental revenue of $300 from transaction 8. Expenses are reported after revenues. (For 

convenience in this chapter, we list larger amounts first, but we can sort expenses in different ways.) 

Rent and salary expenses are from transactions 6 and 7. Expenses reflect the costs to generate the 

revenues reported. Net income (or loss) is reported at the bottom of the statement and is the amount 

earned in December. Stockholders’ investments and dividends are not part of income. 

Statement of Retained Earnings 

The statement of retained earnings reports information about how retained earnings changes 

over the reporting period. This statement shows beginning retained earnings, events that in- 

crease it (net income), and events that decrease it (dividends and net loss). Ending retained earn- 

ings is computed in this statement and is carried over and reported on the balance sheet. 

FastForward’s statement of retained earnings is the second report in Exhibit 1.10. The beginning 

balance is measured as of the start of business on December 1. It is zero because FastForward 

did not exist before then. An existing business reports the beginning balance equal to that as of 

the end of the prior reporting period (such as from November 30). FastForward’s statement 

shows the $4,400 of net income earned during the period. This links the income statement to the 

statement of retained earnings (see line @). The statement reports the $200 cash dividend and 

FastForward’s end-of-period retained earnings balance. 

— Expenses 

| — Dividends 

+ Common Stock 

P2 
Identify and prepare basic 

financial statements and 
explain how they interrelate. 

| Balance Sheet 

— Income Statement 

: Statement of 
Retained Earnings 

FASE ward 

Point: Total revenues 

— Total expenses 

= Net income (or loss) 

Point: Net income is some- 

times called earnings or profit. 

Point: The statement of 

retained earnings is also called 

the statement of changes in 

retained earnings. Note: Beg. 

Retained Earnings + Net 

Income — Dividends = End. 

Retained Earnings 
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EXHIBIT 1.10 

Financial Statements and 

Their Links 

Point: A statement’s heading 

identifies the company, the 

statement title, and the date or 

time period 

Point: Arrow lines show how 

the statements are linked 

(1) Net income is used to 

compute equity. Q) Retained 
earnings is used to prepare the 

balance sheet. @) Cash from 

the balance sheet is used to 

reconcile the statement of 

cash flows. 

Point: The income statement, 

the statement of retained earn 

ings, and the statement of cash 

flows are prepared for a period 

of time. The balance sheet is 

prepared as of a point in time 

Point: A single ruled line de- 

notes an addition or subtraction 

Final totals are double under- 

lined. Negative amounts may of 

may not be in parentheses 

Introducing Financial Statements 

FASTFORWARD 

Income Statement 

For Month Ended December 31, 2016 

Revenues 

Consulting revenue ($4,200 + $1,600)................. $ 5,800 

Rental: revenues. cs steele oekere etn katonie Metnentcrate ceseenee 300 

Total REVENUES: oh aie teens eee ee yer ce sed ee $ 6,100 

Expenses 

Rentexpense:.... ccunk ioeital tiniee aimee Penis coat, 1,000 

Salariesiexpense@ aici ensues nati.) ied veeain es hemangicns 700 

WOtaliSXpenSes ssn GG) eee cls aheds aes hewn ine ss 1,700 

INGE INGORE cscs cous arcs oor hoa aie nent tees eee te $ 4,400 

FASTFORWARD 

Statement of Retained Earnings 

For Month Ended December 31, 2016 

Retained earnings, December l, 2016: 2)... e5 2s estas ee cee ee $ 0 

Pluss INGtineoiness coronene, tos amet alena ote Peace nema ae cen aie 4,400 

4,400 

Gessvs Dividendsca0i sete eau oa sincera Gon eeu ee am wage 200 

Retained earnings; December 3; 2016 so. anc cone oes nae ee $ 4,200 

FASTFORWARD 

Balance Sheet 

December 31, 2016 

Assets Liabilities 

‘Gash cea $ 4,800 Accounts payable............. $ 6,200 

Supplies... 9,600 dotalliabilittes | 35 se 6,200 

Equipment: °. 2.2. 26,000 Equity 

Gommonistock. 2.0 see. 30,000 

Retained earnings < ....-:...- 4,200 

‘lotakequityicc ace net 34,200 

Wotalassets:. 23,2: $40,400 Total liabilities and equity ...... $ 40,400 

FASTFORWARD 

Statement of Cash Flows 

For Month Ended December 31, 2016 

Cash flows from operating activities 

Cash received from clients ($4,200 + $1,900).......... $ 6,100 

Cash paid for supplies ($2,500 + $900) ............... (3,400) 

Gash paid for rentee ssc ne roe a tere onan ee (1,000) 

Gashipaid'toemployeeitae2 wane morte etek ene (700) 

Net cash provided by operating activities ............. $ 1,000 

Cash flows from investing activities 

Purchaseiofequipmentay.trrcss ai tonetentnieettaren see rye heute (26,000) 

Net cash used by investing activities ................. (26,000) 

Cash flows from financing activities 

Investments tromystockholder sam.) e cist ene 30,000 

Dividends)to StOckiolders meagan ase forcement y agement’ (200) 

Net cash provided by financing activities .............. 29,800 

Net increase in Cashew diaan cca ae oc tn nen en eee $ 4,800 

Gash balance; December ly 20Giee nme crenneenees sterner 0 

Gash: balance; Décember-3/) 20] 62a $ 4,800 
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Balance Sheet 

FastForward’s balance sheet is the third report in Exhibit 1.10. This statement refers to FastFor- 

ward’s financial condition at the close of business on December 31. The left side of the balance 

sheet lists FastForward’s assets: cash, supplies, and equipment. The upper right side of the bal- 

ance sheet shows that FastForward owes $6,200 to creditors. Any other liabilities (such as a 
bank loan) would be listed here. The equity balance is $34,200. Line @ shows the link between 

the ending balance of the statement of retained earnings and the retained earnings balance on 

the balance sheet. (This presentation of the balance sheet is called the account form: assets 

on the left and liabilities and equity on the right. Another presentation is the report form: assets on 

top, followed by liabilities and then equity at the bottom. Either presentation is acceptable.) 

As always, we see the accounting equation applies: Assets of $40,400 = Liabilities of $6,200 + 

Equity of $34,200. 

Statement of Cash Flows 

FastForward’s statement of cash flows is the final report in Exhibit 1.10. The first section re- 

ports cash flows from operating activities. It shows the $6,100 cash received from clients and 

the $5,100 cash paid for supplies, rent, and employee salaries. Outflows are in parentheses to 

denote subtraction. Net cash provided by operating activities for December is $1,000. If cash 

paid exceeded the $5,100 cash received, we would call it “cash used by operating activities.” 

The second section reports investing activities, which involve buying and selling assets such as 

land and equipment that are held for long-term use (typically more than one year). The only 

investing activity is the $26,000 purchase of equipment. The third section shows cash flows 

from financing activities, which include the long-term borrowing and repaying of cash from 

lenders and the cash investments from, and dividends to, stockholders. FastForward reports 

$30,000 from the owner’s initial investment and the $200 cash dividend. The net cash effect of 

all financing transactions is a $29,800 cash inflow. The final part of the statement shows Fast- 

Forward increased its cash balance by $4,800 in December. Since it started with no cash, the 

ending balance is also $4,800—see line @). We see that its cash flow numbers are different from 

income statement (accrual) numbers, which is common. 

Prepare the (a) income statement, (b) statement of retained earnings, and (c) balance sheet for Apple using 

the following condensed data from its fiscal year ended September 27, 2014 ($ in millions). (Its prior fis- 

cal year ended September 28, 2013.) 

Accounts payable........--.....--+-- $ 30,196 Investments and other assets ...........-- $179,911 

One iaollitiesmer er oreo are mistrerere/ a =: 90,096 Land and equipment (net)...........----- 20,624 

BOStiOt SaleSumenrnie ee arene siae de oh 112,258 Selling, general, and other expenses ........ 31,027 

GASH its eee hee chore tet inating 2s abe stiezeae) © 13,844 Accounts receivable............+++--505 17,460 

Retained earnings, Sep. 28, 2013........ KOMOEYS | WIN Gistineehiic ore oven uusnuadcc oop ocuanaoL 39,510 

Dividends in fiscal year 2014 .......... 56,614 Retained earnings, Sep. 27, 2014.........-- 87,152 

REVENUES: one ae here en tilcie ereumistauacs ene 182,795 GOmmonstocke rae tomas ie oytte tieceea 24,395 

Solution ($ in millions) 

APPLE 

Income Statement 

For Fiscal Year Ended September 27, 2014 

$182,795 

21 

Point: Statement of cash flows 

has three main sections: operat- 

ing, investing, and financing. 

Point: Payment for supplies is 

an operating activity because 

supplies are expected to be used 

up in short-term operations 

(typically less than one year) 

Point: Investing activities refer 

to long-term asset investments 

by the company, not to owner 

investments 

Nee 1-5 

Financial Statements 

P2 
APPLE 

To next page statement > pag’ 

YEW STNUE I Gas ceo en AencOetios plo Ee ec Ale un ano Felons Pipioiora.crorG Cenc 7 

Expenses - 

GSostorsales ee he tie ee as cre re a te err tusntis $112,258 

Selling, general, and other expenses .....------+++++005 31,027 

Total Expenses srg oes ne ese ey eee oon te te 143,285 

IN Dave Havele) sialon bro bs citats BBD ot Giber ood cin bon oe Omnia” $ 39,510 of retained earnings 
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APPLE 

From prior page 

income statement 

Do More: QS 1-12, QS 1-13, 

QS 1-14, E 1-15, E 1-16, 

E1-17 
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APPLE 

Statement of Retained Earnings 

For Fiscal Year Ended September 27, 2014 

Retained earnings; Sep-28, 20) Seinen eratian net ane crates $104,256 

Pltise: SNGEINCOMe RN aloes eae Biers aaitnae sheet notes tee Mee hee 39,510 

143,766 

Lesss> sDividendss |. tee sie eric eine et ate ene eee aan 56,614 

Retahedieannings: Sep: 27, 200A a ies men eh hott oem eee et oti $ 87,152 

APPLE 

Balance Sheet 

September 27, 2014 

Assets Liabilities 

Gashecnscee a ec cete ees ue wissen $ 13,844 Accounts payabley esse ee 

Accounts, receivable. 6 c.. < sctectie sucess 17,460 Other liabilities = accross eet 90,096 

Land and equipment (net) ............. 20,624 Wotal abilities: 27 tyes creer eee 120,292 

Investments and other assets.......... 179,911 Equity 

Gominon Stoclens a0 eee, 24,395 

Retained earnings... 0.02.2 s55.- 87,152 

Totalequitys seiecs cays cee re EL E547 

WlGtal asSetsi ta ee ce ls eee: $231,839 Total liabilities and equity......... $231,839 

-% 
wy GLOBAL VIEW 

Accounting according to U.S. GAAP 1s similar, but not identical, to IFRS. We use the last section of each 

chapter to identify major similarities and differences between IFRS and U.S. GAAP. 

Basic Principles Both U.S. GAAP and IFRS include broad and similar guidance. However, neither 
system specifies particular account names nor the detail required. (A typical chart of accounts is shown 

near the end of this book.) IFRS does require certain minimum line items be reported in the balance sheet 

along with other minimum disclosures that U.S. GAAP does not. On the other hand, U.S. GAAP requires 

disclosures for the current and prior two years for the income statement, statement of cash flows, and 

statement of retained earnings (equity), while IFRS requires disclosures for the current and prior year 

only. Still, the basic principles behind these two systems are similar.’ 

Transaction Analysis Both U.S. GAAP and IFRS apply transaction analysis identically as shown 
in this chapter. Although some variations exist in revenue and expense recognition and other principles, all 

of the transactions in this chapter are accounted for identically under these two systems. It is often said 

that U.S. GAAP is more rules-based whereas IFRS is more principles-based. Under U.S. GAAP, the ap- 

proach is said to be more focused on following the accounting rules; under IFRS, the approach is more 

focused on a review of the situation and how accounting can best reflect it. This difference typically im- 
pacts advanced topics beyond the introductory course. 

Financial Statements Both U.S. GAAP and IFRS prepare the same four basic financial state- 
ments. To illustrate, a condensed version of Samsung’s income statement follows using Korean IFRS 

(numbers are in thousands of U.S. dollars). Appendix A to the book has a full set of financial statements 

for Samsung along with those for Apple and Google. 

‘The FASB and the IASB completed a joint project in 2014 to clarify the principles for recognizing revenue and to 

develop a common revenue standard for U.S. GAAP and IFRS. The FASB amended the FASB Accounting Standards 

Codification® and created a new Topic 606, Revenue from Contracts with Customers, and the IASB issued IFRS 15, 

Revenue from Contracts with Customers. The core principle is that “an entity should recognize revenue to depict the 

transfer of promised goods or services to customers in an amount that reflects the consideration to which the entity 
expects to be entitled in exchange for those goods or services.” All discussions and presentations in this book are con- 
sistent with this new standard. 
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SAMSUNG Samsung 
Income Statement ($ thousands) 

For Year Ended December 31, 2014 

REVENUCSiiteteee Ra rated ete pene eta rnes ah ected: «thoes tan iat nselutel ates: 60s xe $195,882,955 

ostiOlsales)s atic eet at  torn ios ae caer area rl cme ot eke 121,856,939 

Cost of selling, wages, depreciation, and other expenses, net......... 47,546,456 

WMACEXDENSChi aon see oe Seinen aul laters ee peteiitate Massie a eee 4,256,366 

INetincome: (pront) ce ca: cro cect etn Oot pine leah ime A Sees $ 22,223,194 

Status of IFRS __ IFRS is now adopted or accepted in over 115 countries, including over 30 member- 

states of the EU. The FASB and IASB continue to work on the convergence of IFRS and U.S. GAAP. 

Sustainability and Accounting The Sustainability Accounting Standards 

Board (SASB) is a nonprofit entity engaged in creating and disseminating sustainability ac- 

counting standards for use by companies. Sustainability refers to environmental, social, and 

governance (ESG) aspects of a company. A company’s social aspects include donations to 

hospitals, colleges, community programs, and law enforcement. Environmental aspects in- 

clude programs to reduce pollution, increase product safety, improve worker conditions, and 

support “green” activities. Governance aspects include social responsibility programs, com- 

munity relations, and use of sustainable materials. Sustainability accounting standards are 

intended to complement financial accounting standards. The SASB has its own Conceptual 

Framework to guide the development of sustainability standards. It has also developed a set Seems 

of principles, which serve as a set of minimum criteria. 

Apple, as introduced in this chapter’s opening feature, focuses on sustainability. Apple hired a 

Vice President of Environmental Initiatives, Lisa Jackson (in photo), to oversee its sustainability 

initiative. Lisa has set high goals for Apple, including powering all of its facilities with 100% re- ae 

newable energy and making its products 100% recyclable. “We are swinging for the fences [on 

sustainability].” proclaims Lisa, which has resulted in some home runs for Apple. In Apple’s 

sustainability report, Lisa points out that it powers data centers with 100% renewable energy and 

relies solely on renewable energy to power 80% of its corporate facilities and 50% of its retail 

stores. As Lisa stresses, “{Sustainability] is really important at Apple.” Apple is also committed to 

reducing carbon emissions. “We would like to eliminate certain toxins,” explains Lisa. Apple’s 

sustainability report asserts that it has markedly improved its carbon efficiency and reduced the J esomgmae ear vere pepe 

amount of carbon dioxide produced per dollar of revenue—see graphic. Lisa insists, “Leave the source: Greenbiz, October 2014; Apple 

world better than how we found it . . . this is what really inspires people at Apple.” Sustainability Report, January 2015 

Apple’s Carbon Efficiency 

0.25 

0.2 

kg COn, per $ of revenue 

0.15 sr 

2014 

') Decision ss 9% 

Sustainability Returns Virtue is not always its own re- +15 

ward. Compare the S&P 500 with the Domini Social Index +13 

(DSEFX), which covers 400 companies that have especially oP 

$14,300 

— DSEFX DSEFX 

—S&P 500 
good records for sustainability. We see that returns for com- 8 a 

panies with sustainable behavior are roughly on par with, or 3 . $12,400 

better than, those of the S&P 500 for the recent five-year e +6 S&P 500 

period. Varying, but similar, results are evident over several s ou 

recent time periods. ae 

2009 2010 2011 2012 2013 2014 

2 eS ee 

Decision Analysis (a section at the end of each chapter) introduces and explains ratios for decision making 

using real company data. All ratios are covered in Chapter 13 

Return onAssets (])@§() Decision Analysis 

A Decision Analysis section at the end of each chapter is devoted to financial statement analysis. We orga- A? 

i i is reas: iquidity < ficiency, (2) solvency, (3) profitability, 
nize financial statement analysis into four areas: (1) liquidity und efficiency Cys Icy (3) P me y CONS neers 

and (4) market prospects—Chapter 13 has a ratio listing with definitions and groupings by area. When SR 

analyzing ratios, we need benchmarks to identify good, bad, or average levels. Common benchmarks 1n- 

clude the company’s prior levels and those of its competitors. 
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EXHIBIT 1.11 

Return on Assets 

EXHIBIT 1.12 

Verizon and Industry 

Returns 

Chapter 1 Introducing Financial Statements 

This chapter presents a profitability measure: return on assets. Return on assets is useful in evaluating 

management, analyzing and forecasting profits, and planning activities. Dell has its marketing department 

compute return on assets for each order. Return on assets (ROA), also called return on investment (ROD), 

is defined in Exhibit 1.11. 

Net income 

Average total assets 
Return on assets = 

Net income is from the annual income statement, and average total assets is computed by adding the be- 

ginning and ending amounts for that same period and dividing by 2. To illustrate, Verizon reports total net 

income of $11,956 million for 2014. At the beginning of 2014, its total assets are $274,098 million and at 

the end of 2014, they total $232,708 million. Verizon’s return on assets for 2014 is: 

$11,956 million ps 
eturn on assets = = 4. 

* = ($274,098 million + $232,708 million) /2 ‘ 

Is a 4.7% return on assets good or bad for Verizon? To help answer this question, we compare (bench- 

mark) Verizon’s return with its prior performance, the returns of competitors (such as AT&T, 

T-Mobile, and Sprint), and the returns from alternative investments. Verizon’s return for each of the prior 

five years is in the middle column of Exhibit 1.12, which ranges from 4.5% to 9.4%. 

Return on Assets 

Fiscal Year Verizon Industry 

i DOTARESES, Cay 4.7% 4.1% 
DOTS ns ee ey 9.4 5.4 

| : TOU 46 3.3 
ssaaraeee's aaa aate Fa hl pei ene Ste 45 3.1 

"Return on Assets: __ Industry L. Verizon | DONOR errors ee 46 49 

Each Decision Analysis 
section ends with a role- 
playing scenario to show the 
usefulness of ratios 

NEED-TO-KNOW ji 

COMPREHENSIVE 

Verizon shows a fairly stable pattern of good returns that reflect its productive use of assets. There is a 

higher than usual return in 2013 reflecting some nonrecurring items. We also compare Verizon’s return to 

the normal return from its competitors (third column). We compute industry norms, which are sometimes 

available from services such as Dun & Bradstreet’s Industry Norms and Key Ratios and The Risk 

Management Association’s Annual Statement Studies. When compared to the industry, Verizon often 

performs slightly better. 

® Decision Maker 

Business Owner You own a winter ski resort that earns a 21% return on its assets. An opportunity to purchase 

a winter ski equipment manufacturer is offered to you. This manufacturer earns a 14% return on its assets. The in- 

dustry return for this manufacturer is 9%. Do you purchase this manufacturer? MM [Answers follow the chapter's Summary. ] 

The Comprehensive Need-to-Know is a review of key chapter content. 
The Planning the Solution section offers strategies in solving it 

After several months of planning, Jasmine Worthy started a haircutting business called Expressions. The 
following events occurred during its first month of business. 

- On August 1, Worthy invested $3,000 cash and $15,000 of equipment in Expressions in exchange for 
its common stock. 

. On August 2, Expressions paid $600 cash for furniture for the shop. 

- On August 3, Expressions paid $500 cash to rent space in a strip mall for August. 

. On August 4, it purchased $1,200 of equipment on credit for the shop (using a long-term note payable). 

e. On August 5, Expressions opened for business. Cash received from haircutting services in the first 
week and a half of business (ended August 15) was $825. 

f. On August 15, it provided $100 of haircutting services on account. 

g- On August 17, it received a $100 check for services previously rendered on account. 

aon 
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h. On August 17, it paid $125 cash to an assistant for hours worked during the grand opening. 

i. Cash received from services provided during the second half of August was $930. 

j- On August 31, it paid a $400 installment toward principal on the note payable entered into on August 4. 

k. On August 31, it paid $900 cash in dividends to Worthy (sole shareholder). 

1. Arrange the following asset, liability, and equity titles in a table similar to the one in Exhibit 1.9: Cash; 
Accounts Receivable; Furniture; Store Equipment; Note Payable; Common Stock; Dividends; 

Revenues; and Expenses. Show the effects of each transaction using the accounting equation. 

2. Prepare an income statement for August. 

3. Prepare a statement of retained earnings for August. 

4. Prepare a balance sheet as of August 31. 

5. Prepare a statement of cash flows for August. 

6. Determine the return on assets ratio for August. 

PLANNING THE SOLUTION 

® Set upa table like Exhibit 1.9 with the appropriate columns for accounts. 

® Analyze each transaction and show its effects as increases or decreases in the appropriate columns. Be 

sure the accounting equation remains in balance after each transaction. 

@ Prepare the income statement, and identify revenues and expenses. List those items on the statement, 

compute the difference, and label the result as net income or net loss. 

® Use information in the Equity columns to prepare the statement of retained earnings. 

@ Use information in the last row of the transactions table to prepare the balance sheet. 

© Prepare the statement of cash flows; include all events listed in the Cash column of the transactions 

table. Classify each cash flow as operating, investing, or financing. 

® Calculate return on assets by dividing net income by average assets. 

SOLUTION 

if 

Assets = Liabilities + 

Cash + Accounts + Furni- + Store = Note + Common — Dividends + Revenues — Expenses 

Receiv- ture Equip- Payable Stock 

able ment 

a. $3,000 $15,000 $18,000 

b. — 600 + $600 

Bal. 2,400 + + 600 + 15,000 = 18,000 

c = 500 — $500 
Bal. FO00e = + 600 + 15,000 = 18,000 — 500 

d. + 1,200 +$1,200 ron: 

Bal. 00m = 600+ 16,200 = 2005 = 18,000 — 500 

é. + 825 
+ $ 825 oe 

Bal. DIP a; + 600 + 16,200 = F200 ae 18,000 + 825 — $00 

f. + $100 + 100 ee 

Bal. Pig /Phsy 100 ee OOO NE 16,200 = 1,200 + 18,000 + 925 — 500 

g. + 100 — 100 eee = ke ean 

Bal. 2,52 Oma 0 oe OOOMmEt 16,200 = 200% ae 18,000 ar 925 — 500 

h. — 125 ees oe = jb 

Bal. 2,700 + at) + 600 + 16,200 = p20 0 Ree 18,000 ae 925 — 625 

iE + 930 mek + 930 se 

Bal. 3,630 + 0 + 600 + 16,200 = 2005 18,000 + = 1,855 = +625 

i. — 400 ae — 400 ees cet 

Bal. 3 230—e 0 + 600 + 16,200 = 800 + 18,000 + 1,855 — 625 

Ks — 900 — $900 eee eee 

II 
Bal O12, 5000 0 + $600 + $ 16,200 $ 800 + $18,000 900) + $1,855 — $625 
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EXPRESSIONS 

Income Statement 

For Month Ended August 31 

Revenues 

Haircutting services revenue ......... $1,855 

Expenses 

Rentiexpense wise. hee amen ranean $500 

Wagescexpenses ainsi steaeis a enncre site mel25) 

[fl OGENSES: sooo sogsowhadccuage 625 

Net incomes: coc were eens cs $1,230 

EXPRESSIONS 

Statement of Retained Earnings 

For Month Ended August 31 

Retained earnings, August I*........ $ 

Pluss sNet incomes. trae cet 1,230 

1,230 

Less: Dividend to owner .......... __900 

Retained earnings, August 31......... $ 330 

* If Expressions had been an existing business from a prior period, the beginning retained earnings balance would equal the retained 

earnings balance from the end of the prior period. 

4. 

EXPRESSIONS 

Balance Sheet 

August 31 

Liabilities 

Cash ens ee es $ 2,330 Note payablesesu> ¢ 26 onueaa $ 800 

RUsmitune:: cates oes 600 Equity 

Store equipment ........ 16,200 Common Stock ica soe ooises 18,000 

Retained earnings................ 330 

TOtalequity. iin nc mukime cea 18,330 

SIOtal-ASSCES: eos ee $19,130 Total liabilities and equity ......... $19,130 

EXPRESSIONS 

Statement of Cash Flows 

For Month Ended August 31 

Cash flows from operating activities 

Gash received from: Customers... oss u ie se nee $1,855 

GCashiipaid forrentir gcc et eran eobieleasiare (500) 

Gashiipaidifor wagesiets \Gicrsex® tineamnhina a a aaekets (125) 

Net cash provided by operating activities ............ hae $1,230 

Cash flows from investing activities 

CAG PENN MUIIMMIRS bs ocotiocnneogu unadesjeouRe (600) 

Cash flows from financing activities 

Cash investments from stockholders ................ 3,000 

Cash dividends to stockholders ..................-. (900) 

Partial repayment of (long-term) note payable ........ (400) 

Net cash provided by financing activities.............. ae _ 1,700 

Netauncreasesincashiciea: 4.2 arte ae ee oe ne eae ne $2,330 

Gash balance, AUguStale cc acca atermsn tcp rier tera se nai 

Gash:balance;*August:3lics acacia sacar oc te ci acs ukraine $2,330 
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Net income as $1,230 a $1,230 

Average assets ($18,000* + $19,130)/2 $18,565 

* Uses the initial $18,000 investment as the beginning balance for the start-up period only. 

6. Return on assets = 6.63 & 

APPENDIX 

Return and Risk lA 
This appendix explains return and risk analysis and its role in business and accounting. A3 

Net income is often linked to return. Return on assets (ROA) is stated in ratio form as income divided 

by assets invested. For example, banks report return from a savings account in the form of an interest re- Explain the relation — 

turn such as 4%. If we invest in a savings account or in U.S. Treasury bills, we expect a return of around Betweenienuipicnaies 

1% to 5%. We could also invest in a company’s stock, or even start our own business. How do we decide 

among these options? The answer depends on our trade-off between return and risk. 

Risk is the uncertainty about the return we will earn. All business investments involve risk, but some 

investments involve more risk than others. The lower the risk of an investment, the lower is our expected 

return. The reason that savings accounts pay such a low return is the low risk of not being repaid with in- 

terest (the government guarantees most savings accounts). If we buy a share of eBay or any other com- 

pany, we might obtain a large return. However, we have no guarantee of any return; there is even the risk 

of loss. 
The bar graph in Exhibit 1A.1 shows recent re- 

turns for 10-year bonds with different risks. Bonds 

are written promises by organizations to repay | 

amounts loaned with interest. U.S. Treasury bonds U.S. Treasury |3 

provide a low expected return, but they also offer 

low risk since they are backed by the U.S. govern- 

ment. High-risk corporate bonds offer a much 

larger potential return but with much higher risk. 

The trade-off between return and risk is a nor- 

mal part of business. Higher risk implies higher, 

but riskier, expected returns. To help us make better 

decisions, we use accounting information to assess 

both return and risk. 

EXHIBIT 1A.1 

Average Returns for Bonds 

with Different Risks 
Low-risk corporate | 

Medium-risk corporate / 

High-risk corporate 

2% A% 6% 8% 10%12% 
Annual Return 

0% 

Business Activities Ip 
This appendix explains how the accounting equation is linked to business activities. C5 

Financing Financing activities provide the means organizations use to pay for resources such as identify and describe the 

land, buildings, and equipment. The two sources of financing are owner and nonowner. Owner financing ea of 

refers to resources contributed by the owner along with any income the owner leaves in the organization. g 

Nonowner (or creditor) financing refers to resources contributed by creditors (lenders). 

Investing Investing activities are the acquiring and disposing of resources (assets) that an organiza- sensethan mets oe 

tion uses to acquire and sell its products or services. Assets are funded by an organization’s financing. ete ote auanant 

Some organizations require land and factories to operate. Others need only an office. Invested amounts — ayq investing decisions, and 

are referred to as assets. Creditor and owner financing hold claims on assets. Creditors’ claims are _ eyaluate operating performance 
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Point: Investing (assets) and 
financing (liabilities plus equity) 
totals are always equal. 

EXHIBIT 1B.1 

Activities of Organizations 

Liabilities + Equity. 

Planning 

Summary 
C1 Explain the purpose and importance of accounting. 

Accounting is an information and measurement system 

that aims to identify, record, and communicate relevant, reliable, 

and comparable information about business activities. It helps 

assess opportunities, products, investments, and social and com- 

munity responsibilities. 

(2 Identify users and uses of, and opportunities in, ac- 

counting. Users of accounting are both internal and exter- 

nal. Some users and uses of accounting include (a) managers in 

controlling, monitoring, and planning; (b) lenders for measuring 

the risk and return of loans; (c) shareholders for assessing the 

return and risk of stock; (d) directors for overseeing manage- 

ment; and (e) employees for judging employment opportunities. 

Opportunities in accounting include financial, managerial, and 

tax accounting. 

C3 Explain why ethics are crucial to accounting. The goal 

of accounting is to provide useful information for decision 

making. For information to be useful, it must be trusted. This 

demands ethical behavior in accounting. 

C 4 Explain generally accepted accounting principles and 

define and apply several accounting principles. 

Generally accepted accounting principles are a common set of 

standards applied by accountants. Accounting principles aid in 

producing relevant, reliable, and comparable information. Four 

principles underlying financial statements were introduced: 

cost, revenue recognition, expense recognition, and full disclo- 

sure. Financial statements reflect four assumptions: going- 

concern, monetary unit, time period, and business entity. 

C55 Identify and describe the three major activities of 

organizations. Organizations carry out three major activi- 

ties: financing, investing, and operating. Financing is the means 

Guidance Answers to Decision Maker and Decision Ethics 
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called liabilities, and the owner’s claim is called equity. This yields the accounting equation: Assets = 

Operating Operating activities involve using resources 

to research, develop, purchase, produce, distribute, and 

market products and services. Sales and revenues are the 

inflow of assets from selling products and services. Costs 

and expenses are the outflow of assets to support operating 

activities. 
Exhibit 1B.1 summarizes business activities. Planning is 

part of each activity and gives them meaning and focus. 

Investing (assets) and financing (liabilities and equity) are 

set opposite each other to stress their balance. Operating 

activities are below investing and financing activities to 

show that operating activities are the result of investing and 

financing. 

A Summary organized by learning objectives concludes each chapter 

used to pay for resources such as land, buildings, and machines. 

Investing refers to the buying and selling of resources used in 

acquiring and selling products and services. Operating activities 

are those necessary for carrying out the organization’s plans. 

Al Define and interpret the accounting equation and each 

of its components. The accounting equation is: Assets = 

Liabilities + Equity. Assets are resources owned by a company. 

Liabilities are creditors’ claims on assets. Equity is the owner’s 

claim on assets (the residual). The expanded accounting equa- 

tion is: Assets = Liabilities + [Common Stock — Dividends + 

Revenues — Expenses]. 

A2 Compute and interpret return on assets. Return on as- 

sets 1s computed as net income divided by average assets. 

For example, if we have an average balance of $100 in a savings 

account and it earns $5 interest for the year, the return on assets 

is $5/$100, or 5%. 

A3A Explain the relation between return and risk. Return 

refers to income, and risk is the uncertainty about the 

return we hope to make. All investments involve risk. The 

lower the risk of an investment, the lower is its expected return. 

Higher risk implies higher, but riskier, expected return. 

P| Analyze business transactions using the accounting equa- 

tion. A transaction is an exchange of economic consideration 

between two parties. Examples include exchanges of products, 

services, money, and rights to collect money. Transactions always 

have at least two effects on one or more components of the 

accounting equation. This equation is always in balance. 

P? Identify and prepare basic financial statements and ex- 
plain how they interrelate. Four financial statements report 

on an organization’s activities: balance sheet, income statement, 

statement of retained earnings, and statement of cash flows. 

Entrepreneur You should probably form the business as a 

corporation if potential lawsuits are of prime concern. The cor- 

porate form helps protect personal property from lawsuits di- 

rected at the business and places only the corporation’s resources 

at risk. A downside of the corporate form is double taxation: The 

corporation must pay taxes on its income, and you normally must 
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pay taxes on any money distributed to you (even though the cor- 

poration already paid taxes on this money). Formation as an LLC 

or S corp. can also be explored. You should also examine the 

ethical and socially responsible aspects of starting a business in 

which you anticipate injuries to others. 

Business Owner The 14% return on assets for the manufac- 

turer exceeds the 9% industry return (and many others). This is a 
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positive factor for a potential purchase. Also, the purchase of this 

manufacturer is an opportunity to spread your risk over two busi- 

nesses as opposed to one. Still, you should hesitate to purchase a 

business whose return of 14% is lower than your current resort’s 

return of 21%. You are probably better off directing efforts to 

increase investment in your resort, assuming you can continue to 

earn a 21% return. 

A list of key terms concludes each chapter (a complete glossary is also available) 

Accounting External users Net loss 

Accounting equation Financial accounting Partnership 

Assets Financial Accounting Standards Board Proprietorship 

Audit (FASB) Recordkeeping 

Auditors Full disclosure principle Retained earnings 

Balance sheet 

Bookkeeping (GAAP) 

Business entity assumption 
Common stock Income statement 

Conceptual framework 

Contributed capital Internal users 

Corporation heen: 

Cost-benefit constraint oard( ) 
International Financial Reporting 

Cost principle 

Dividends 

Dodd-Frank Wall Street Reform and 

Standards (IFRS) 

Liabilities 

Generally accepted accounting principles 

Going-concern assumption 

Internal transactions 

International Accounting Standards 

Return 

Return on assets (ROA) 

Revenue recognition principle 

Revenues 

Risk 

Sarbanes-Oxley Act (SOX) 

Securities and Exchange Commission 

(SEC) 

Shareholders 

Shares 

Sole proprietorship 
Managerial accountin 

Consumer Protection Act : : Statement of cash flows 
: Manufacturer : : 

Equity Nec eee Statement of retained earnings 
Matching principle 

Ethics tiie: He ; a Stock 
ateriality constrain 

Events y y ecine Stockholders 
Measurement principle bikes : 

Expanded accounting equation : P - Sustainability Accounting Standards 

nee et Merchandiser Board (SASB) 

Expense recognition principle : : oar 
Monetary unit assumption 

Expenses : 
i Net income 

External transactions 

Multiple Choice Quiz 

1. A building is offered for sale at $500,000 but is currently as- 

sessed at $400,000. The purchaser of the building believes 

the building is worth $475,000, but ultimately purchases the 

building for $450,000. The purchaser records the building at: 

a. $50,000 d. $475,000 

b. $400,000 e. $500,000 

c. $450,000 

2. On December 30, 2015, KPMG signs a $150,000 contract to 

provide accounting services to one of its clients in 2016. 

KPMG has a December 31 year-end. Which accounting prin- 

ciple or assumption requires KPMG to record the accounting 

services revenue from this client in 2016 and not 2015? 

a. Business entity assumption 

b. Revenue recognition principle 

Answers at end of chapter 

Time period assumption 

c. Monetary unit assumption 

d. Cost principle 

e. Going-concern assumption 

3. If the assets of a company increase by $100,000 during the 

year and its liabilities increase by $35,000 during the same 

year, then the change in equity of the company during the 

year must have been: 

. An increase of $135,000. 

. A decrease of $135,000. 

A decrease of $65,000. 
An increase of $65,000. 
An increase of $100,000. eno 78 
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4. 
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Brunswick borrows $50,000 cash from Third National 

Bank. How does this transaction affect the accounting equa- 

tion for Brunswick? 
a. Assets increase by $50,000; liabilities increase by 

$50,000; no effect on equity. 
b. Assets increase by $50,000; no effect on liabilities; 

equity increases by $50,000. 
c. Assets increase by $50,000; liabilities decrease by 

$50,000; no effect on equity. 
d. No effect on assets; liabilities increase by $50,000; 

equity increases by $50,000. 
e. No effect on assets; liabilities increase by $50,000; 

equity decreases by $50,000. 

MP) Superscript letter A (B) denotes assignments based on Appendix IA (1B). 

@9 Icon denotes assignments that involve decision making. 
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. Geek Squad performs services for a customer and bills the 

customer for $500. How would Geek Squad record this 

transaction? 
a. Accounts receivable increase by $500; revenues in- 

crease by $500. 
b. Cash increases by $500; revenues increase by $500. 

c. Accounts receivable increase by $500; revenues de- 

crease by $500. 
d. Accounts receivable increase by $500; accounts payable 

increase by $500. 
e. Accounts payable increase by $500; revenues increase 

by $500. 

1. What is the purpose of accounting in society? 

2. Technology is increasingly used to process accounting data. 

o 

14. 

15. 

16. 

17. 

18. 

Why then must we study and understand accounting? 

: 2 Identify four kinds of external users and describe how 

they use accounting information. 

e 2 What are at least three questions business owners and 

managers might be able to answer by looking at accounting 

information? 

. Identify three actual businesses that offer services and three 

actual businesses that offer products. 

: iy Describe the internal role of accounting for organizations. 

. Identify three types of services typically offered by ac- 

counting professionals. 

: ob What type of accounting information might be useful 

to the marketing managers of a business? 

. Why is accounting described as a service activity? 

. What are some accounting-related professions? 

. How do ethics rules affect auditors’ choice of clients? 

. What work do tax accounting professionals perform in ad- 

dition to preparing tax returns? 

. What does the concept of objectivity imply for information 

reported in financial statements? Why? 

A business reports its own office stationery on the balance 

sheet at its $400 cost, although it cannot be sold for more 

than $10 as scrap paper. Which accounting principle and/or 

assumption justifies this treatment? 

Why is the revenue recognition principle needed? What 

does it demand? 

Describe the three basic forms of business organization and 

their key attributes. 

Define (a) assets, (b) liabilities, (c) equity, and (d) net assets. 

What events or transactions change equity? 

. Identify the two main categories of accounting principles. 

. What do accountants mean by the term revenue? 

. Define net income and explain its computation. 

. Identify the four basic financial statements of a business. 

: What information is reported in an income statement? 

. Give two examples of expenses a business might incur. 

. What is the purpose of the statement of retained earnings? 

: What information is reported in a balance sheet? 

. The statement of cash flows reports on what major activities? 

28. Define and explain return on assets. 

294 (3 Define return and risk. Discuss the trade-off be- 

tween them. 

308 Describe the three major business activities in organi- 

zations. 

318 Explain why investing (assets) and financing (liabilities and 

32. 

33. 

34. 

35. 

equity) totals are always equal. 

Refer to the financial statements of Apple APPLE 

in Appendix A near the end of the book. To 

what level of significance are dollar amounts rounded? What 

time period does its income statement cover? 

Identify the dollar amounts of Google’s GOOG LE 
2014 assets, liabilities, and equity as re- 

ported in its statements in Appendix A near the end of the book. 

Refer to Samsung’s 2014 balance 
sheet in Appendix A near the end of Sa msun g 

the book. Confirm that its total assets equal its total liabili- 

ties plus total equity. 

| Access the SEC EDGAR database (www. 

Gs ov) and retrieve Apple’s 2014 10-K APPLE 
(filed October 27, 2014). Identify its auditor. What respon- 

sibility does its independent auditor claim regarding 

Apple’s financial statements? 
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by heise net reproduces assignments online, in static or algorithmic mode, which allows instructors to Quick Study exercises offer a 

P monitor, promote, and assess student learning. It can be used for practice, homework, or exams brief test of key elements 

la comect . 
Choose from the following list of terms/phrases to best complete the following statements. QUICK STUDY 

a. Accounting c. Recording e. Governmental g. Language of business 

b. Identifying d. Communicating f. Technology h. Recordkeeping (bookkeeping) QS 1-1 

1. _____ reduces the time, effort, and cost of recordkeeping while improving clerical accuracy. Understanding 

2. _____ business activities requires that we keep a chronological log of transactions and events mea- gout 
sured in dollars. Ci 

3. ___is the recording of transactions and events, either manually or electronically. 

QS 1-2 

31 

a. Customers _______ e. Managers a2 =. Controllers Identifying 

b. Suppliers ______ f. District attorney j. FBI and IRS gee oemine) eels 

eG STOKES _______ g. Shareholders _______ k. Consumer group C2 

d. Business press h. Lenders I. Janitors 

a. Accounting professionals must sometimes choose between two or more acceptable methods of QS 1-3 

accounting for business transactions and events. Explain why these situations can involve difficult Identifying ethical 

matters of ethical concern. concerns 

b. An important responsibility of many accounting professionals is to design and implement internal | I 

control procedures for organizations. Explain the purpose of internal control procedures. Provide two a 

examples of internal controls applied by companies. 

Identify each of the following terms/phrases as either an accounting: (a) principle, (b) assumption, or OSs 1-4 

Icon highlights 
<—assignments that 

enhance decision- 
making skills 

(c) constraint. Identifying principles, 

1. Materiality ______ 3. Benefit exceeds cost assumptions, and 

2. Time period ____ 4. -~-Revenue recognition 

Complete the following table with either a yes or no regarding the attributes of a proprietorship, partner- QS 1-5 

constraints C4 

ship, and corporation. Identifying attributes 

of businesses 

Attribute Present Proprietorship Partnership Corporation C4 

lpo Business taxeGs et etic. se ere pane EF —- 

Pe IBUSINESS ENUtyae. ciate Saceats es —— 

Ber Mecalnenecity acme cen sare aster ore: es es wae 

Identify which accounting principle or assumption best describes each of the following practices: 

a. In December 2015, Liz Landscaping received a customer’s order and cash prepayment for sod instal- 

lation at a house in March 2016. Liz should record the revenue from the customer order in 

March 2016, not in December 2015. 

b. If $51,000 cash is paid to buy land, the land is reported on the buyer’s balance sheet at $51,000. 

c. Mike Derr owns both Sailing Supplies and Dockside Digs. In preparing financial statements for 

Dockside Digs, Mike makes sure that the expense transactions of Sailing Supplies are kept separate 

from Dockside Digs’s transactions and financial statements. 

principles 

a. Total assets of Celia Company equal $700,000 and its equity is $420,000. What is the amount of its QS 1-7 

liabilities? 

b. Total assets of Ming Marine equal $500,000 and its liabilities and equity amounts are equal to each 

other. What is the amount of its liabilities’? What is the amount of its equity? 

QS 1-6 
Identifying accounting 
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Qs 1-8 
Applying the accounting 

equation 

Al 

Qs 1-9 

Identifying and computing 

assets, liabilities, and 
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1. Use the accounting equation to compute the missing financial statement amounts (a), (b), and (c). 

B 

i ©6«Company Assets 

2 1 $ 75,000 $ (a) $ 40,000 
3 2 (b) 25,000 70,000 

4 3 85,000 20,000 (c) 

5 

. mn E see G 
1 Common 
2 Beye Assets Liabilities Stock Dividends Revenues Expenses 

3 1 $ 40,000 $ 16,000 $ 20,000 $0 a $ 8,000 

4 2 $ 80,000 $ 32,000 $ 44,000 (b) $ 24,000 $ 18,000 

5 

Use Samsung’s December 31, 2014, financial statements, in Appendix A near the end of the book, to 

answer the following: 

a. Identify the amounts (in millions of Korean won) of its 2014 (1) assets, (2) liabilities, and (3) equity. 

b. Using amounts from part a, verify that Assets = Liabilities + Equity. 
equity Al I 

Samsung 

Qs 1-10 ae 

Identifying effects of 

transactions using 

accounting equation— 

Revenues and Expenses 

PI 

Qs 1-11 

Identifying effects of 

transactions using 

accounting equation— 

Assets and Liabilities 

PI 

Qs 1-12 

Identifying items with 

financial statements 

P2 

Receivable; Accounts Payable; Common Stock; Dividends; Revenues; and Expenses. Then use additions 

and subtractions to show the effects of each transaction on individual items of the accounting equation 

(identify each revenue and expense type, such as commissions revenue or rent expense). 

a. The company completed consulting work for a client and immediately collected $5,500 cash earned. 

b. The company completed commission work for a client and sent a bill for $4,000 to be received within 

30 days. 

c. The company paid an assistant $1,400 cash as wages for the period. 

d. The company collected $1,000 cash as a partial payment for the amount owed by the client in 

transaction b. 

e. The company paid $700 cash for this period’s cleaning services. 

Create a table like the one in Exhibit 1.9, using the following headings for columns: Cash; Supplies; 

Equipment; Land; Accounts Payable; Notes Payable; Common Stock; Dividends; Revenues; and 

Expenses. Then use additions and subtractions to show the effects of each transaction on individual items 

of the accounting equation. 

a. The owner (Alex Carr) invested $15,000 cash in the company in exchange for its common stock. 

. The company purchased supplies for $500 cash. 

. The company purchased $10,000 in equipment on credit (record liability as Note Payable). 

. The company purchased $200 of additional supplies on credit. 

ono & . The company purchased land for $9,000 cash. 

Indicate in which financial statement each item would most likely appear: income statement (I), balance 

sheet (B), statement of retained earnings (E), or statement of cash flows (CF). 

a. Assets See abslines 

b. Cash from operating activities g. Net decrease (or increase) in cash 

c. Dividends h. Revenues 

d. Equipment i. Total liabilities and equity 

e. Expenses 
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@ieety ae of a Pllowaaen items as revenues .s (R), € expenses (EX), ¢ or rene (D). 

1. Cost of sales (expense) 3. Wages expense 

2. Service revenue ___ 4. -~Dividends 

One each ere the follownee items as assets an facie (L), or reauity: (EQ). 

1. Land 

2. Common stock 

= ___ $. Equipment 5. Accounts receivable 

—_______ 4. Accounts payable 
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QS 1-13 
Identifying income and 

equity accounts 

Qs 1-14 

Identifying assets, 

liabilities, and equity P2 

a arecent year’s eee statements, Maine Depot feneriad the Plone eae Commute afd nero 

Home Depot’s return on assets (assume competitors average an 11.0% return on assets). 

Sales i nlte ners Spor cone Nas cro cea ee oh Rs eS $83 billion 

NemiIngcOMes ei ier ae ee 6 billion 

AverageltOtal’assets, .0. vs vue casa atte eins 40 billion 

as 1- 45 

Computing and 

interpreting return 

onassets A2 | e 

ee each cf the following questions eat to Te onal Aer inGaE sandanis 

a. The International Accounting Standards Board (IASB) issues preferred accounting practices that are 

referred to as what? 

b. The FASB and IASB are working on a convergence process for what purpose? 

QS 1-16 

International accounting 

standards C4 

Icon highlights 
<— assignments that 

focus on IFRS- 

related content 

Match a of the numbered eens ith the term or f ptnace it Paee renee inticne your answer by 

writing the letter for the term or phrase in the blank provided. 

A. SASB 

B. Principles 

D. Company sustainability G. Sustainability standards 

E. SASB conceptual framework H. Domini Social Index 

C. Social aspect F. Environmental aspect 

1. Refers to the set of environmental, social, and governance aspects of a company. 

2. A structure to help guide development of sustainability standards. 

3. An entity that creates and publishes sustainability accounting standards. 

4 . Aspect of company sustainability involved with donations to hospitals, colleges, and commu- 

nity programs. 

ga connect 
Accounting is an information and measurement system that identifies, records, and communicates rele- 

vant, reliable, and comparable information about an organization’s business activities. Classify the follow- 

ing activities as part of the identifying (I), recording (R), or communicating (C) aspects of accounting. 

= . Analyzing and interpreting reports. 5. Preparing financial statements. 

2. Presenting financial information. 6. Seeing revenues generated from a service. 

3. Keeping a log of service costs. 7. Observing employee tasks behind a product. 

4 . Measuring the costs of a product. 8. Registering cash sales of products sold. 

Paks ae identi ae falouine ueseonee as most likely to be asked by an ‘ateiial (1) 0 or an eisai () 

user of accounting information. 

1. What are reasonable payroll benefits and wages? 

2. Should we make a five-year loan to that business? 

3. What are the costs of our product’s ingredients? 

4. Do income levels justify the current stock price? 

5. Should we spend additional money for redesign of our product? 

6. Which firm reports the highest sales and income? 

7. What are the costs of our service to customers? 

Continued on next page. . . 

QS 1-17 
Sustainability accounting 

EXERCISES 

Exercise 1-1 
Classifying activities 

reflected in the 

accounting system 

Cl 

Exaieiae 1-2 

Identifying accounting 

users and uses 
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Exercise 1-3 

Describing accounting 

responsibilities 

(2 
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Part B. Identify the following users of accounting information as either an internal (I) or an exter- 

nal (E) user. 

1. Research and development director _______ 5. Distribution managers 

a = 6. Creditors 

7. Production manager 

2. Human resources director 

3. Nonexecutive employee 

_______ 4. Shareholders 8. Purchasing manager 

Many accounting professionals work in one of the following three areas: 

A. Financial accounting 

B. Managerial accounting 

C. Tax accounting 

Identify the area of accounting that is most involved in each of the following responsibilities: 

1. Internal auditing _______ 5. Investigating violations of tax laws 

2. External auditing 6. Planning transactions to minimize taxes 

3. Cost accounting _______ 7. Preparing external financial statements 

8. _____ 4. Budgeting Reviewing reports for SEC compliance 

Exercise 1-4 

Learning the language 

of business 

4 f28 

Exercise 1-5 
Identifying ethical 

concerns 

Exercise 1-6 

Distinguishing business 

organizations 

C4 

Match each of the numbered descriptions with the term or phrase it best reflects. Indicate your answer by 

writing the letter for the term or phrase in the blank provided. 

A. Audit C. Ethics | aes) 5 @ 

B. GAAP D. Tax accounting F. Public accountants 

G. Net income 

H. IASB 

1. An examination of an organization’s accounting system and records that adds credibility to 

financial statements. 

2. Amount a business earns in excess of all expenses and costs associated with its sales and 

revenues. 

3. An accounting area that includes planning future transactions to minimize taxes paid. 

4. Accounting professionals who provide services to many clients. 

5. Principles that determine whether an action is right or wrong. 

Assume the following role and describe a situation in which ethical considerations play an important part 

in guiding your decisions and actions: 

a. You are an accounting professional with audit clients that are competitors in business. 

b. You are an accounting professional preparing tax returns for clients. 

c. You are a manager with responsibility for several employees. 

d. You are a student in an introductory accounting course. 

The following describe several different business organizations. Determine whether the description refers 

to a sole proprietorship (SP), partnership (P), or corporation (C). 

a. Douglas and Logan own Financial Services, a financial services provider. Neither Douglas 

nor Logan has personal responsibility for the debts of Financial Services. 

b. Riley and Kay own Speedy Packages, a courier service. Both are personally liable for the 

debts of the business. 

c. Derr Company does not have separate legal existence apart from the one person who owns it. 

d. Trent Company is owned by Trent Topaz, who is personally liable for the company’s debts. 

______ e. Ownership of Zander Company is divided into 1,000 shares of stock. 

f. Puma Products does not pay income taxes and has one owner. 

g- Celia Company pays its own income taxes and has two owners. 



Match each of the numbered descriptions with the principle or assumption it best reflects. Enter the letter 

Chapter 1 

for the appropriate principle or assumption in the blank space next to each description. 

A. General accounting principle 

B. Cost principle 

C. 

D. Revenue recognition principle 

Business entity assumption 

oyourhWhHDn wo 

Answer the following questions. (Hint: Use the accounting equation.) 

b. 

Zen began a new consulting firm on January 5. The accounting equation showed the following balances 

after each of the company’s first five transactions. Analyze the accounting equation for each transaction 

Assets 

@) Sh 
100,000 

154,000 
(b) 
(c) 

apo wo — 

At the beginning of the year, Chan Company’s assets are $300,000 and its equity is $100,000. During 

the year, assets increase $80,000 and liabilities increase $50,000. What is the equity at year-end? 

Twitter has assets equal to $123,000 and liabilities equal to $47,000 at year-end. What is the equity for 

Twitter at year-end? 

E. Specific accounting principle 

F. Matching (expense recognition) principle 

G. Going-concern assumption 

H. Full disclosure principle 

. A company records the expenses incurred to generate the revenues reported. 

. Derived from long-used and generally accepted accounting practices. 

. Every business is accounted for separately from its owner or owners. 

. Revenue is recorded when products or services are delivered. 

. Usually created by a pronouncement from an authoritative body. 

. Information is based on actual costs incurred in transactions. 

Introducing Financial Statements 

Exercise 1-7 

Identifying accounting 

principles and 

assumptions 

C4 

. A company reports details behind financial statements that would impact users’ decisions. 

. Financial statements reflect the assumption that the business continues operating. 

Exercise 1-8 

Using the accounting 

the beginning and ending amounts of equity? 

and describe each of the five transactions with their amounts. 

Assets 

Trans- Cash + Accounts 

action Receiv- 

able 

a. $40,000 + $ 0 

b. 38,000 + 0 

C. 30,000 + 0 

d. 30,000 + 6,000 

e. 31,000 + 6,000 

Liabilities + 

+ Office + Office = Accounts 

Sup- Furni- Payable Stock 

plies ture 

Ee Ome ee SO eee Se ©) + $40,000 

+ 3,000 + OF 41,000 + 40,000 

+ 3,000 + 8000 = _ 1,000 + 40,000 

+ 3,000 + 8000 = _ 1,000 + 40,000 

+ 3,000 + 8,000 1,000 + 40,000 +++ 4+ +4 

equation 

Al 

Exercise 1-9 

Using the accounting 

equation 

Al ¢€ 

. At the beginning of the year, Pandora’s liabilities equal $70,000. During the year, assets increase by 

$60,000, and at year-end assets equal $190,000. Liabilities decrease $5,000 during the year. What are Check 

$60,000 

(c) Beg. equity, 

Analysis using the 

accounting equation 

PI 

+ Common + Revenues 

Exercise 1-10 

35 
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Exercise 1-11 
Identifying effects of 

transactions on the 

accounting equation 

PI 
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of Mulan’s Boutique. Write short descriptions of the probable nature of each transaction. 

Assets = Liabilities + Equity 

Cash + Accounts + Office + Land = Accounts + Common + Revenues 

Receivable Supplies Payable Stock 

$21,000 + §$ 0 + $3,000 + $19,000 = $ 0 + $43,000 2 eS. 0 

a. —4,000 + 4,000 

b. + 1,000 +1,000 

G + 1,900 + 1,900 

d. —1,000 —1,000 

e. +1,900 — 1,900 

$17,900 + $ 0 + $4,000 + $23,000 = $ 0 + $43,000 + $1,900 

Exercise 1-12 

Identifying effects of 

transactions on the 

accounting equation 

| 68 

Provide an example of a transaction that creates the described effects for the separate cases a through g. 

a. Decreases an asset and decreases equity. e. Increases an asset and decreases an asset. 

b. Increases an asset and increases a liability. f. Increases a liability and decreases equity. 

c. Decreases a liability and increases a liability. g. Increases an asset and increases equity. 

d. Decreases an asset and decreases a liability. 

Exercise 1-13 
Identifying effects of 

transactions using the 

ccounting equation 

rT 

Check 

$6,000 

Net income, 

each month. During June, Ming Chen (the owner) completed these transactions: 

a. Owner invested $60,000 cash in the company along with equipment that had a $15,000 market value 

in exchange for its common stock. 

The company paid $1,500 cash for rent of office space for the month. 

. The company purchased $10,000 of additional equipment on credit (payment due within 30 days). 

. The company completed work for a client and immediately collected the $2,500 cash earned. 

. The company completed work for a client and sent a bill for $8,000 to be received within 30 days. 

. The company purchased additional equipment for $6,000 cash. 

. The company paid an assistant $3,000 cash as wages for the month. 

. The company collected $5,000 cash as a partial payment for the amount owed by the client in 

transaction e. 

i. The company paid $10,000 cash to settle the liability created in transaction c. 

j- The company paid $1,000 cash in dividends to the owner (sole shareholder). 

Required 

Create a table like the one in Exhibit 1.9, using the following headings for columns: Cash; Accounts 

Receivable; Equipment; Accounts Payable; Common Stock; Dividends; Revenues; and Expenses. Then 

use additions and subtractions to show the effects of the transactions on individual items of the accounting 

equation. Show new balances after each transaction. 

Exercise 1-14 

Analysis of return on 

assets A2 Fo 

Exercise 1-15 
Preparing an income 

statement P2 

Swiss Group reports net income of $40,000 for 2016. At the beginning of 2016, Swiss Group had $200,000 

in assets. By the end of 2016, assets had grown to $300,000. What is Swiss Group’s 2016 return on assets? 

How would you assess its performance if competitors average an 11% return on assets? 

assets to launch the business. On October 31, the company’s records show the following items and 

amounts. Use this information to prepare an October income statement for the business. 
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Cashitauaretin iene. Se ants $11,360 GashidividendS! ti. ik cerca tees $ 2,000 

Accounts receivable ........ 14,000 Consulting revenues ........... 14,000 

@fficessupplics <n, ae. 3,250 Rentiexpense oo a.ccseeraan nace 2 3,550 

ANC hearers Aa aahen ak Aes 46,000 Salaries expense ............... 7,000 

Office equipment .......... 18,000 Telephone expense............. 760 

Accounts payable........... 8,500 Miscellaneous expenses ......... 580 

Commonistockas. sc. 84,000 

Consulting. 
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Check Net income, $2,110 

Preparing a statement 

of retained earnings 

P2 

prepare an October 31 balance sheet for Ernst Consulting. 

Use the information in Exercise 1-15 to prepare an October 31 statement of cash flows for Ernst Exercise 1-18 

Consulting. Also assume the following: 

a. The owner’s initial investment consists of $38,000 cash and $46,000 in land in exchange for its com- 

mon stock. 

b. The company’s $18,000 equipment purchase is paid in cash. 

The accounts payable balance of $8,500 consists of the $3,250 office supplies purchase and $5,250 in 

employee salaries yet to be paid. 

The company’s rent, telephone, and miscellaneous expenses are paid in cash. 

No cash has been collected on the $14,000 consulting revenues. 

Preparing a balance 

sheet 

P2 

Preparing a statement 

of cash flows 

Check Net increase in 

cash, $11,360 

Indicate the section where each of the following would appear on the statement of cash flows. 

O. Cash flows from operating activity 

I. Cash flows from investing activity 

F. Cash flows from financing activity 

______ 1. Cash purchase of equipment 5. Cash paid on account payable to supplier 

____ 2. Cash paid for dividends 6. Cash received from clients 

_______ 3... Cash paid for advertising 7. Cash investment from stockholders 

4. Cash paid for wages 8. Cash paid for rent 

for the year ended December 31, 2014 (euros in millions). 

REVERUGS Remit etaeet icra cua eines o Onn cat crrecsiegecen ete €80,401 

GOSNOUSA eS ee en ee et nee we ecshe Grreete 63,396 

Salesvand administhatiVelGOstS .u-c.csc2e-- 40cm omen se 7,892 

@ther EXPeMses ura sais awl siecle eles ne hes 3,296 

Use this information to prepare BMW’s income statement for the year ended December 31, 2014. 

Exercise 1-19 

Identifying sections of 

the statement of cash 

flows 

P2 

statement for a global 

company 

P2 
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Exercise 1-21° Match each transaction or event to one of the following activities of an organization: financing 

Identifying business activities (F), investing activities (I), or operating activities (O). 

activities 
a. An owner contributes resources to the business in exchange for its common stock. 

C5 _______b. An organization borrows money from a bank. 

c. An organization advertises a new product. 

d. An organization sells some of its land. 

e. An organization purchases equipment. 

Problem Set B located at the end of Problem Set A is provided for each problem to 

reinforce the learning process Me 
; 

PROBLEM SET A Identify how each of the following separate transactions affects financial statements. For the balance 

sheet, identify how each transaction affects total assets, total liabilities, and total equity. For the income 

Problem 1-1A statement, identify how each transaction affects net income. For the statement of cash flows, identify how 

each transaction affects cash flows from operating activities, cash flows from investing activities, and cash 

flows from financing activities. For increases, place a “+” in the column or columns. For decreases, place 

a “—” in the column or columns. If both an increase and a decrease occur, place a “+/—” in the column or 

columns. The first transaction is completed as an example. 

Identifying effects of 

transactions on financial 

statements 

Al PI 

Tatetey gals) 

Balance Sheet Statement Statement of Cash Flows 

Transaction Assets Liab. 

[cee We a ee a ee ee 
“Te cee 0 eae Pp Sala en 

Borrows cash by signing long-term 

note payable 

Buys office equipment for cash 

Investing Financing 

Activities Activities 

+ 

Buys land by signing note payable 

6 

7. 

9 

0 

Pays cash dividend 

Collects cash on receivable from (8) 

Problem 1-2A The following financial statement information is from five separate companies: 

Computing missing 

information using 

accounting knowledge 

Al Pl 

Company Company Company Company Company 

A B Cc D E 

December 31, 2015 

ASSEUS Hee oe eRe ne eer $55,000 $34,000 $24,000 $60,000 $119,000 

Liabilities sees cece nopae snterents oe acer 24,500 21,500 9,000 40,000 ? 

December 31, 2016 

ASSEES: 8... seem ee eee eeu 58,000 40,000 ? 85,000 113,000 

Liabilities: 27-2... see ear rts y 26,500 29,000 24,000 70,000 

During year 2016 

Stock isstances aan retainers 6,000 1,400 9,750 ? 6,500 

Netincomel(loss)iaaanmeeree eae 8,500 ? 8,000 14,000 20,000 

Gash dividends sc. acme aires 3,500 2,000 5,875 0 11,000 
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1. Answer the following questions about Company A: 

a. What is the amount of equity on December 31, 2015? 

b. What is the amount of equity on December 31, 2016? 

c. What is the amount of liabilities on December 31, 2016? 

2. Answer the following questions about Company B: 

a. What is the amount of equity on December 31, 2015? 

b. What is the amount of equity on December 31, 2016? 

c. What is net income for year 2016? 

3. Calculate the amount of assets for Company C on December 31, 2016. 

4. Calculate the amount of stock issuances for Company D during year 2016. 

5. Calculate the amount of liabilities for Company E on December 31, 2015. 

The following is selected financial information for Armani Company as of December 31, 2016: liabilities, 
$44,000; equity, $46,000; assets, $90,000. 

Required 

Prepare the balance sheet for Armani Company as of December 31, 2016. 

39 

Check (1b) $41,500 

(2c) $1,600 

(3) $55,875 

Preparing a balance 

sheet 

P2 

The following is selected financial information for Edison Energy Company for the year ended December 

31, 2016: revenues, $55,000; expenses, $40,000; net income, $15,000. 

Required 

Prepare the 2016 calendar-year income statement for Edison Energy Company. 

Problem 1-4A 

Preparing an income 

statement 

P2 

Following is selected financial information for Kojo Company for the year ended December 31, 2016. 

Retained earnings, Dec. 31, 2016....... $14,000 

INCENNCOING ts rs eto eee sence 8,000 

Gash dividends;. snare seen pee $1,000 

Retained earnings, Dec. 31, 2015 ...... 7,000 

Required 

Prepare the 2016 statement of retained earnings for Kojo Company. 

Following is selected financial information of Kia Company for the year ended December 31, 2016. 

Cash used by investing activities......... $(2,000) 

Netincrease Im cash cc tisiresce eee 1,200 

Cash used by financing activities......... (2,800) 

Cash from operating activities .......... 6,000 

Gash, yoecembern3 |, 20 Osa ccie. nate eka 2,300 

Required 

Prepare the 2016 statement of cash flows for Kia Company. 

pleted the following transactions during its first month of operations. 

G. Gram invested $40,000 cash in the company in exchange for its common stock, 

The company rented a furnished office and paid $2,200 cash for May’s rent. 

The company purchased $1,890 of office equipment on credit. 

The company paid $750 cash for this month’s cleaning services. 

May 

AWN — 

8 The company provided consulting services for a client and immediately collected $5,400 cash. 

12. The company provided $2,500 of consulting services for a client on credit. 

15 The company paid $750 cash for an assistant’s salary for the first half of this month. 

20 The company received $2,500 cash payment for the services provided on May 12. 

22 The company provided $3,200 of consulting services on credit. 

Problem 1-5A 

Problem 1-6A 

Gram Co., a new business that began operations on May |. The Gram Co. com- Problem 1-7A 

Preparing a statement of 

retained earnings 

P2 

Preparing a statement of 

cash flows 

P2 

Check Cash balance, 

Dec. 31, 2016, $3,500 

Analyzing transactions 

and preparing financial 

statements 

CAPT OP 
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Check (2) Ending 

balances: Cash, $42,780; 

Expenses, $5,110 

(3) Net income, 

$5,990: Total assets, $44,670 

Chapter 1 Introducing Financial Statements 

25 The company received $3,200 cash payment for the services provided on May 22. 

26 The company paid $1,890 cash for the office equipment purchased on May 3: 

27 The company purchased $80 of advertising in this month’s (May) local paper on credit; cash 

payment is due June |. 

28 The company paid $750 cash for an assistant’s salary for the second half of this month. 

30 The company paid $300 cash for this month’s telephone bill. 

30 The company paid $280 cash for this month’s utilities. 

31 The company paid $1,400 cash in dividends to the owner (sole shareholder). 

Required 

1. Arrange the following asset, liability, and equity titles in a table like Exhibit 1.9: Cash; Accounts 

Receivable; Office Equipment; Accounts Payable; Common Stock; Dividends; Revenues; and 

Expenses. 

2. Show effects of the transactions on the accounts of the accounting equation by recording increases and 

decreases in the appropriate columns. Do not determine new account balances after each transaction. 

Determine the final total for each account and verify that the equation is in balance. 

3. Prepare an income statement for May, a statement of retained earnings for May, a May 31 balance 

sheet, and a statement of cash flows for May. 

Problem 1-8A 

Analyzing effects of 

transactions 

C4 Pi P2 Al 

Check (2) Ending 

balances: Cash, $34,525; 

Expenses, $2,300; Notes 

Payable, $130,000 

(3) Net income, 

$4,500 

Analyzing transactions 

and preparing financial 

statements 

CA PI PZ 

leted the following transactions during its 

first year of operations. 

a. Lita Lopez invested $70,000 cash and office equipment valued at $10,000 in the company in exchange 

for its common stock. 

b. The company purchased a $150,000 building to use as an office. Biz Consulting paid $20,000 in cash 

and signed a note payable promising to pay the $130,000 balance over the next 10 years. 

. The company purchased office equipment for $15,000 cash. 

. The company purchased $1,200 of office supplies and $1,700 of office equipment on credit. 

. The company paid a local newspaper $500 cash for printing an announcement of the office’s opening. 

. The company completed a financial plan for a client and billed that client $2,800 for the service. 

. The company designed a financial plan for another client and immediately collected a $4,000 cash fee. 

. The company paid $3,275 cash in dividends to the owner (sole shareholder). 
Aap lo} SiG tes iG) 

i. The company received $1,800 cash as partial payment from the client described in transaction f. 

j. The company made a partial payment of $700 cash on the equipment purchased in transaction d. 

k. The company paid $1,800 cash for the office secretary’s wages for this period. 

Required 

1. Create a table like the one in Exhibit 1.9, using the following headings for the columns: Cash; 

Accounts Receivable; Office Supplies; Office Equipment; Building; Accounts Payable; Notes Payable; 

Common Stock; Dividends; Revenues; and Expenses. 

2. Use additions and subtractions within the table created in part | to show the dollar effects of each 

transaction on individual items of the accounting equation. Show new balances after each transaction. 

3. Once you have completed the table, determine the company’s net income. 

Sanyu Sony started a new business and completed these transactions during December. 

Dec. | Sanyu Sony transferred $65,000 cash from a personal savings account to a checking account 

in the name of Sony Electric in exchange for its common stock. 

2 The company rented office space and paid $1,000 cash for the December rent. 
The company purchased $13,000 of electrical equipment by paying $4,800 cash and agreeing 

to pay the $8,200 balance in 30 days. 
5 The company purchased office supplies by paying $800 cash. 

6 The company completed electrical work and immediately collected $1,200 cash for these services. 

8 The company purchased $2,530 of office equipment on credit. 

5 The company completed electrical work on credit in the amount of $5,000. 

18 The company purchased $350 of office supplies on credit. 

20 The company paid $2,530 cash for the office equipment purchased on December 8. 

24 The company billed a client $900 for electrical work completed; the balance is due in 30 days. 

eS) 
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28 The company received $5,000 cash for the work completed on December 15. 

29 The company paid the assistant’s salary of $1,400 cash for this month. 

30. The company paid $540 cash for this month’s utility bill. 

31 The company paid $950 cash in dividends to the owner (sole shareholder). 

1. Arrange the following asset, liability, and equity titles in a table like Exhibit 1.9: Cash; Accounts 

Receivable; Office Supplies; Office Equipment; Electrical Equipment; Accounts Payable; Common 

Stock; Dividends; Revenues; and Expenses. 

2. Use additions and subtractions to show the effects of each transaction on the accounts in the account- 

ing equation. Show new balances after each transaction. 

3. Use the increases and decreases in the columns of the table from part 2 to prepare an income state- 

ment, a statement of retained earnings, and a statement of cash flows—each of these for the current 

month. Also prepare a balance sheet as of the end of the month. 

Analysis Component 

4. Assume that the owner investment transaction on December | was $49,000 cash instead of $65,000 

and that Sony Electric obtained another $16,000 in cash by borrowing it from a bank. Explain the 

effect of this change on total assets, total liabilities, and total equity. 

41 

Check (2) Ending 

balances: Cash, $59,180, 

Accounts Payable, $8,550 

(3) Net income, 

$4,160; Total assets, $76, 760 

$250,000. In its most recent year, Kyzera reported net income of $65,000 on revenues of $475,000. 

Required 

1. What is Kyzera’s return on assets? 

2. Does return on assets seem satisfactory for Kyzera given that its competitors average a 12% return on 

assets? 

3. What are total expenses for Kyzera in its most recent year? 

4. What is the average total amount of liabilities plus equity for Kyzera? 

figures (in $ millions) for these businesses for a recent year follow. 

Coca-Cola Key Figures ($ millions) PepsiCo 

SeIEe oS aide Mee Lc aa aor $46,542 $66,504 

NetINCOMe@mr: nemrennn ec) t 8,634 6,462 

Average assets ......---+--eeees 76,448 70,518 

Required 

1. Compute return on assets for (a) Coca-Cola and (b) PepsiCo. 

2. Which company is more successful in its total amount of sales to consumers? 

3. Which company is more successful in returning net income from its assets invested? 

Analysis Component 

4. Write a one-paragraph memorandum explaining which company you would invest your money in and 

why. (Limit your explanation to the information provided. ) 

Determining expenses, 

liabilities, equity, and 

return on assets 

Al A2 gm 

Check (3) $410,000 

(4) $250,000 

Computing and 

interpreting return on 

assets 

Check 

9.2% 

(1a) 11.3%; (1b) 

All business decisions involve aspects of risk and return. 

Required 

Identify both the risk and the return in each of the following activities: 

1. Investing $2,000 in a 5% savings account. 

Placing a $2,500 bet on your favorite sports team. 2. 

3. Investing $10,000 in Yahoo! stock. 

4. Taking out a $15,000 college loan toward earning an accounting degree. 

Problem 1-12A* 

Identifying risk and 

return 

A3 
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Describing organizational 

activities 

A start-up company often engages in the following transactions in its first year of operations. Classify 

those transactions in one of the three major categories of an organization’s business activities. 

F. Financing I. Investing O. Operating 

(5 ____ 1. Owner investing land in business. . Purchasing equipment. 

. Purchasing a building. . Selling and distributing products. 

. Paying for advertising. 

OnN Oo Oo 

wee 

______. 3. Purchasing land. 

4 . Borrowing cash from a bank. . Paying employee wages. 

An organization undertakes various activities in pursuit of business success. Identify an organization’s 

Describing organizational three major business activities, and describe each activity. 

activities 5 

PROBLEM SET B Identify how each of the following separate transactions affects financial statements. For the balance 

sheet, identify how each transaction affects total assets, total liabilities, and total equity. For the income 

statement, identify how each transaction affects net income. For the statement of cash flows, identify how 

each transaction affects cash flows from operating activities, cash flows from investing activities, and cash 

flows from financing activities. For increases, place a “+” in the column or columns. For decreases, place 

a “—” in the column or columns. If both an increase and a decrease occur, place “+/—” in the column or 

columns. The first transaction is completed as an example. 

Problem 1-1B 

Identifying effects of 

transactions on financial 

statements 

Al "@ 

Income 

Balance Sheet Statement Statement of Cash Flows 

Total Total Total Net Operating Investing Financing 

Transaction Assets Liab. Equity Income Activities Activities Activities 

| Owner invests cash for its stock ae ee eee ae 

Buys building by signing note payable 

Buys store equipment for cash 

Provides services for cash 

Pays cash for rent incurred 

Pays cash for salaries incurred 

Pays cash dividend 

Provides services on credit 

2 

3 

4 

5 

6 Incurs utilities costs on credit 

7 

8 

9 

0 Collects cash on receivable from (9) 

Computing missing 

information using 

accounting knowledge Vv 

Al " @ 

Company Company Company Company Company 

Ww x Y Zz 

December 31, 2015 

ASSOUS Fro pcices Sept care tee epee $54,000 $80,000 $141,500 $92,500 $144,000 

liabilities: 2.5 5 en aac ean 25,000 60,000 68,500 51,500 ? 

December 31, 2016 

ASSCtS 3. occ.c5 ai0, aaraner aver eet een 59,000 100,000 186,500 ? 170,000 

Liabilities *.-.¢-inccattrecheGhetararatet 36,000 ? 65,800 42,000 42,000 

During year 2016 

Stock issuancesi#- nee ele 5,000 20,000 ts 48,100 60,000 

Net income or (loss)............ ? 40,000 18,500 24,000 32,000 

Gash. dividends.) sss eres 5,500 2,000 0 20,000 8,000 
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Required 

1. Answer the following questions about Company V: 

a. What is the amount of equity on December 31, 2015? 

b. What is the amount of equity on December 31, 2016? Check = (1b) $23,000 

c. What is the net income or loss for the year 2016? 

2. Answer the following questions about Company W: 

a. What is the amount of equity on December 31, 2015? 

b. What is the amount of equity on December 31, 2016? 

c. What is the amount of liabilities on December 31, 2016? (2c) $22,000 

3. Calculate the amount of stock issuances for Company X during 2016. 

4. Calculate the amount of assets for Company Y on December 31, 2016. (4) $135,100 

5. Calculate the amount of liabilities for Company Z on December 31, 2015. 

The following is selected financial information for Safari Company as of December 31, 2016. Problem 1-3B 

Preparing a balance 

sheet 

Liabilities ........ $64,000 Equity 25 gant. $50,000 ASSets os c.ciae $114,000 ry) 

Required 

Prepare the balance sheet for Safari Company as of December 31, 2016. 

Selected financial information for Solar Company for the year ended December 31, 2016, follows. Problem 1-4B 

Preparing an income 

statement 

Revenues ....... $68,000 Expenses: =. «= $40,000 Net income ....... $28,000 p? 

Required 

Prepare the 2016 income statement for Solar Company. 

Problem 1-5B 

Preparing a statement of 

retained earnings 

Following is selected financial information of Audi Company for the year ended December 31, 2016. 

Retained earnings, Dec. 31, 2016........ $47,000 GashidividendSiscmn ssrdaet ck teint: $ 7,000 

Rip je 1S Ae ae ae a ote ee 5,000 Retained earnings, Dec. 31, 2015........ 49,000 P2 

Required 

Prepare the 2016 statement of retained earnings for Audi Company. 

Selected financial information of Banji Company for the year ended December 31, 2016, follows. Problem 1-6B 

Preparing a statement of 

cash flows 

Cash from investing activities ........-.. $1,600 p) 

Net increase in cash ..........---.+0+: 400 

Cash from financing activities ..........-- 1,800 

Cash used by operating activities ........ (3,000) 

Cash, December 31,2015 ............. 1,300 

Required 

Prepare the 2016 statement of cash flows for Banji Company. 
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Problem 1-7B 

Analyzing transactions 

and preparing financial 

statements 

C4 Pl P2 

Check (2) Ending 

balances: Cash, $130,060; 

Expenses, $9,790 

(3) Net income, 

$7,135; Total assets, 

$133,135 
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following transactions were completed by the company during that first month. 

June 1 Nina Niko invested $130,000 cash in the company in exchange for its common stock. 

2 The company rented a furnished office and paid $6,000 cash for June’s rent. 

4 The company purchased $2,400 of equipment on credit. 
6 The company paid $1,150 cash for this month’s advertising of the opening of the business. 

8 The company completed maintenance services for a customer and immediately collected $850 

cash. 
14. The company completed $7,500 of maintenance services for City Center on credit. 

16 The company paid $800 cash for an assistant’s salary for the first half of the month. 

20 The company received $7,500 cash payment for services completed for City Center on 

June 14. 

21 The company completed $7,900 of maintenance services for Paula’s Beauty Shop on credit. 

24 The company completed $675 of maintenance services for Build-It Coop on credit. 

25. The company received $7,900 cash payment from Paula’s Beauty Shop for the work completed 

on June 21. 

26 The company made payment of $2,400 cash for equipment purchased on June 4. 

28 The company paid $800 cash for an assistant’s salary for the second half of this month. 

29 The company paid $4,000 cash in dividends to the owner (sole shareholder). 

30 The company paid $150 cash for this month’s telephone bill. 

30 The company paid $890 cash for this month’s utilities. 

1. Arrange the following asset, liability, and equity titles in a table like Exhibit 1.9: Cash; Accounts 

Receivable; Equipment; Accounts Payable; Common Stock; Dividends; Revenues; and Expenses. 

2. Show the effects of the transactions on the accounts of the accounting equation by recording increases 

and decreases in the appropriate columns. Do not determine new account balances after each transac- 

tion. Determine the final total for each account and verify that the equation is in balance. 

Prepare a June income statement, a June statement of retained earnings, a June 30 balance sheet, and 

a June statement of cash flows. 

Problem 1-8B 

Analyzing effects of 

transactions 

(4 Pi P2 Al 

Check (2) Ending 

balances: Cash, $15,350; 

Expenses, $3,250; Notes 

Payable, $110,000 

(3) Net income, 

$3,550 

Neva Nadal started a new business, Nadal Computing, and completed the following transactions during its 

first year of operations. 

a. Neva Nadal invested $90,000 cash and office equipment valued at $10,000 in the company in ex- 

change for its common stock. 

. The company purchased a $150,000 building to use as an office. It paid $40,000 in cash and signed a 

note payable promising to pay the $110,000 balance over the next 10 years. 

. The company purchased office equipment for $25,000 cash. 

. The company purchased $1,200 of office supplies and $1,700 of office equipment on credit. 

. The company paid a local newspaper $750 cash for printing an announcement of the office’s opening. 

. The company completed a financial plan for a client and billed that client $2,800 for the service. 

. The company designed a financial plan for another client and immediately collected a $4,000 cash fee. 

. The company paid $11,500 cash in dividends to the owner (sole shareholder). 

i. The company received $1,800 cash from the client described in transaction f. 
noe fe) es @) fh & 

j. The company made a payment of $700 cash on the equipment purchased in transaction d. 

. The company paid $2,500 cash for the office secretary’s wages. 

Required 

1. Create a table like the one in Exhibit 1.9, using the following headings for the columns: Cash; 

Accounts Receivable; Office Supplies; Office Equipment; Building; Accounts Payable; Notes Payable; 
Common Stock; Dividends; Revenues; and Expenses. 

Use additions and subtractions within the table created in part | to show the dollar effects of each 

transaction on individual items of the accounting equation. Show new balances after each transaction. 

Once you have completed the table, determine the company’s net income. 
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Rivera Roofing Company, owned by Reyna Rivera, began operations in July and completed these transac- 

tions during that first month of operations. 

July 1. Reyna Rivera invested $80,000 cash in the company in exchange for its common stock. 

2 The company rented office space and paid $700 cash for the July rent. 

3. The company purchased roofing equipment for $5,000 by paying $1,000 cash and agreeing to 

pay the $4,000 balance in 30 days. 

6 The company purchased office supplies for $600 cash. 

8 The company completed work for a customer and immediately collected $7,600 cash for the work. 

10 The company purchased $2,300 of office equipment on credit. 

15 The company completed work for a customer on credit in the amount of $8,200. 

17 The company purchased $3,100 of office supplies on credit. 

23 The company paid $2,300 cash for the office equipment purchased on July 10. 

25 The company billed a customer $5,000 for work completed; the balance is due in 30 days. 

28 The company received $8,200 cash for the work completed on July 15. 

30 The company paid an assistant’s salary of $1,560 cash for this month. 

31 The company paid $295 cash for this month’s utility bill. 

31 The company paid $1,800 cash in dividends to the owner (sole shareholder). 

Required 

1. Arrange the following asset, liability, and equity titles in a table like Exhibit 1.9: Cash; Accounts 

Receivable; Office Supplies; Office Equipment; Roofing Equipment; Accounts Payable; Common 

Stock; Dividends; Revenues; and Expenses. 

Use additions and subtractions to show the effects of each transaction on the accounts in the account- 

ing equation. Show new balances after each transaction. 

Use the increases and decreases in the columns of the table from part 2 to prepare an income state- 

ment, a statement of retained earnings, and a statement of cash flows—each of these for the current 

month. Also prepare a balance sheet as of the end of the month. 

Analysis Component 

4. Assume that the $5,000 purchase of roofing equipment on July 3 was financed from an owner invest- 

ment of another $5,000 cash in the business in exchange for more common stock (instead of the pur- 

chase conditions described in the transaction). Explain the effect of this change on total assets, total 

liabilities, and total equity. 

income of $201,000 on revenues of $1,400,000. 

Required 

i. 

2. 

What is Ski-Doo Company’s return on assets? 

Does return on assets seem satisfactory for Ski-Doo given that its competitors average a 9.5% return 

on assets? 

What are the total expenses for Ski-Doo Company in its most recent year? 

What is the average total amount of liabilities plus equity for Ski-Doo Company? 
3. 

4. 

AT&T and Verizon produce and market telecommunications products and are competitors. Key financial 

Key Figures ($ millions) AT&T Verizon 

SARS: 5 clones erp Or he een aie cooaeeae $126,723 $110,875 

INGrethitctelints: sos. omc bom ecaeeuds 4,184 10,198 

Average assets ..........-..5--- 269,868 225,233 

Problem 1-10B 

Problem 1-11B 

45 

Problem 1-9B 
Analyzing transactions 

and preparing financial 

statements 

ch Pl P2 g@ 

Check (2) Ending 

balances: Cash, $87,545; 

Accounts Payable, $7,100 

(3) Net income, 

$18,245; Total assets, 

$103,545 

Determining expenses, 

liabilities, equity, and 

return on assets 

Check (83) $1,199,000 

(4) $3,000,000 

Computing and 

interpreting return on 

assets 

A2 
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Check (1a) 1.6%; (1b) 4.5% 

Identifying risk and 

return 

3 @3 

All business decisions involve aspects of risk and return. 

Chapter 1 Introducing Financial Statements 

Required 

1. Compute return on assets for (a) AT&T and (b) Verizon. 

2. Which company is more successful in the total amount of sales to consumers? 

3. Which company is more successful in returning net income from its assets invested? 

Analysis Component 

4. Write a one-paragraph memorandum explaining which company you would invest your money in and 

why. (Limit your explanation to the information provided.) 

Required 

Identify both the risk and the return in each of the following activities: 

1. Stashing $500 cash under your mattress. 

2. Placing a $250 bet on a horse running in the Kentucky Derby. 

3. Investing $20,000 in Nike stock. 

4. Investing $35,000 in U.S. Savings Bonds. 

Describing organizational 

activities 

C5 

Problem 1-14B® 
Describing organizational 

activities C5 

ees 

SERIAL 
PROBLEM 
Business Solutions 

(4 PA 

each of the following activities into one of the three major activities of an organization. 

F. Financing I. Investing O. Operating 

1. Providing client services. _______ 5. Supervising workers. 

—______ 2. Obtaining a bank loan. _______ 6. Owner investing money in business. 

______ 3. Purchasing machinery. _____ 7. Renting office space. 

4. Research for its products. 8. Paying utilities expenses. 

Identify in outline format the three major business activities of an organization. For each of these activi- 

ties, identify at least two specific transactions or events normally undertaken by the business’s owners or 

its managers. 

This serial problem starts here and continues throughout the book. It is most readily solved if you use the Working 
Papers that accompany this book (but working papers are not required) 

SP 1. On October 1, 2016, Santana Rey launched a computer services company, Business Solutions, 

that is organized as a corporation and provides consulting services, computer system installations, and 

custom program development. Rey adopts the calendar year for reporting purposes and expects to prepare 
the company’s first set of financial statements on December 31, 2016. 

Required 

Create a table like the one in Exhibit 1.9 using the following headings for columns: Cash; Accounts 

Receivable; Computer Supplies; Computer System; Office Equipment; Accounts Payable; Common 

Stock; Dividends; Revenues; and Expenses. Then use additions and subtractions within the table cre- 

ated to show the dollar effects for each of the following October transactions for Business Solutions on 

the individual items of the accounting equation. Show new balances after each transaction. 

Oct. 1  S. Rey invested $45,000 cash, a $20,000 computer system, and $8,000 of office equipment in 
the company in exchange for its common stock. 

3. The company purchased $1,420 of computer supplies on credit from Harris Office Products. 

The company billed Easy Leasing $4,800 for services performed in installing a new web server. 

8 The company paid $1,420 cash for the computer supplies purchased from Harris Office Products 

on October 3. 

10 The company hired Lyn Addie as a part-time assistant for $125 per day, as needed. 

on 

Continued on next page... 
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12. The company billed Easy Leasing another $1,400 for services performed. 

15 The company received $4,800 cash from Easy Leasing as partial payment toward its account. 

17 The company paid $805 cash to repair computer equipment damaged when moving it. 

20 The company paid $1,728 cash for advertisements published in the local newspaper. 

22 The company received $1,400 cash from Easy Leasing toward its account. 

28 The company billed IFM Company $5,208 for services performed. 

31 The company paid $875 cash for Lyn Addie’s wages for seven days of work this month. 

31 The company paid $3,600 cash in dividends to the owner (sole shareholder). 

Accounting professionals apply many technology tools to aid them in their everyday tasks and decision 

making. The General Ledger tool in Connect automates several of the procedural steps in the account- 

ing cycle so that the accounting professional can focus on the impacts of each transaction on the full set 

of financial statements. Chapter 2 is the first chapter to exploit this tool in helping students see the ad- 

vantages of technology and, in particular, the power of the General Ledger tool in accounting practice, 

including financial analysis and “what if” scenarios. 

Beyond the Numbers (BTN) is a special problem section aimed to refine communication, conceptual, analysis, and 

esearch skills. It includes many activities helpful in developing an active learning environment 

Beyond the Numbers 

BTN 1-1. Key financial figures for Apple’s fiscal year ended September 27, 2014, follow. 

Key Figure $ Millions 

Liabilities + Equity ........ $231,839 

Netincomes = aascemumiae = 39,510 

Revenlles eens. conn oucan 182,795 

Required 

1. What is the total amount of assets invested in Apple? 

2. What is Apple’s return on assets for fiscal year 2014? Its assets at September 28, 2013, equal $207,000 

(in $ millions). 

3. How much are total expenses for Apple for the year ended September 27, 2014? 

4. Does Apple’s return on assets for fiscal 2014 seem satisfactory if competitors average an 11% return? 

Fast Forward 

5. Access Apple’s financial statements (Form 10-K) for years ending after September 27, 2014, from its 

website (Apple.com) or from the SEC website (www.SEC.gov) and compute its return on assets for 

those years. Compare the September 27, 2014, year-end return on assets to any subsequent years’ 

returns you are able to compute, and interpret the results. 

47 

Check Ending balances: 

Cash, $42,772; Revenues, 

$11,408; Expenses, $3,408 

GENERAL 
LEDGER 
PROBLEM 

Available in Connect 

REPORTING IN 
ACTION 

Al A2 AS hs 

APPLE 

BTN 1-2. Key comparative figures ($ millions) for both Apple and Google follow. 

Key Figure ($ millions) Apple Google 

Liabilities + Equity.......... $231,839 $131,133 

Netinconicm swe 39,510 14,444 

Revenues and sales ......... 182,795 66,001 

COMPARATIVE 
ANALYSIS 

MA A §Q 

APPLE 

GOOGLE 
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Check (2b) 11.9% 

ETHICS 
CHALLENGE 

C3 C4 
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Required 

1. What is the total amount of assets invested in (a) Apple and (b) Google? 

2. What is the return on assets for (a) Apple and (b) Google? Apple’s beginning-year assets equal 

$207,000 (in millions) and Google’s beginning-year assets equal $110,920 (in millions). 

3. How much are expenses for (a) Apple and (b) Google? 

4. Is return on assets satisfactory for (a) Apple and (b) Google? (Assume competitors average an 11% 

return.) 

5. What can you conclude about Apple and Google from these computations? 

BTN 1-3. Tana Thorne works in a public accounting firm and hopes to eventually be a partner. The man- 

agement of Allnet Company invites Thorne to prepare a bid to audit Allnet’s financial statements. In dis- 

cussing the audit fee, Allnet’s management suggests a fee range in which the amount depends on the 

reported profit of Allnet. The higher its profit, the higher will be the audit fee paid to Thorne’s firm. 

Required 

1. Identify the parties potentially affected by this audit and the fee plan proposed. 

2. What are the ethical factors in this situation? Explain. 

3. Would you recommend that Thorne accept this audit fee arrangement? Why or why not? 

4. Describe some ethical considerations guiding your recommendation. 

COMMUNICATING 
IN PRACTICE 

M2 EBD 

TAKING IT TO 
THE NET 

A2 
™ 

Ir 
A 

TEAMWORK IN 
ACTION 

Ci 

BTN 1-4 Refer to this chapter’s opening feature about Apple. Assume that the owners, sometime during 

their first five years of business, desire to expand their computer product services to meet people’s de- 

mands regarding technical support. They eventually decide to meet with their banker to discuss a loan to 

allow Apple to expand and offer computing services. 

Required 

1. Prepare a half-page report outlining the information you would request from the owners if you were 

the loan officer. 

2. Indicate whether the information you request and your loan decision are affected by the form of busi- 

ness organization for Apple. 

BTN 1-5 Visit the EDGAR database at www.SEC.gov. Access the Form 10-K report of Rocky 

Mountain Chocolate Factory (ticker RMCF) filed on May 27, 2015, covering its 2015 fiscal year. 

Required 

1. Item 6 of the 10-K report provides comparative financial highlights of RMCF for the years 2011-2015. 

How would you describe the revenue trend for RMCF over this five-year period? 

2. Has RMCF been profitable (see net income) over this five-year period? Support your answer. 

BTN 1-6 Teamwork is important in today’s business world. Successful teams schedule convenient meet- 

ings, maintain regular communications, and cooperate with and support their members. This assignment 
aims to establish support/learning teams, initiate discussions, and set meeting times. 

Required 

1. Form teams and open a team discussion to determine a regular time and place for your team to meet 

between each scheduled class meeting. Notify your instructor via a memorandum or e-mail message 

as to when and where your team will hold regularly scheduled meetings. 

2. Develop a list of telephone numbers and/or e-mail addresses of your teammates. 
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BTN 1-7. Refer to this chapter’s opening feature about Apple. Assume that the owners decide to open a 

new company with an innovative mobile app devoted to microblogging for accountants and those learning 

accounting. This new company will be called AccountApp. 

Required 

1. AccountApp obtains a $500,000 loan and the two owners contribute $250,000 in total from their own 

savings in exchange for common stock in the new company. 

a. What is the new company’s total amount of liabilities plus equity? 

b. What is the new company’s total amount of assets? 

ENTREPRENEURIAL 

DECISION 

Al Pl @@ 

2. If the new company earns $80,250 in net income in the first year of operation, compute its returnon Check (2) 10.7% 

assets (assume average assets equal $750,000). Assess its performance if competitors average a 10% 

return. 

BTN 1-8 You are to interview a local business owner. (This can be a friend or relative.) Opening lines of HITTING THE 

communication with members of the business community can provide personal benefits of business net- 

working. If you do not know the owner, you should call ahead to introduce yourself and explain your posi- 

tion as a student and your assignment requirements. You should request a 30-minute appointment for a 

face-to-face or phone interview to discuss the form of organization and operations of the business. Be 

prepared to make a good impression. 

Required 

1. Identify and describe the main operating activities and the form of organization for this business. 

2. Determine and explain why the owner(s) chose this particular form of organization. 

3. Identify any special advantages and/or disadvantages the owner(s) experiences in operating with this 

form of business organization. 

BTN 1-9 Samsung (Samsung.com) is a leading global manufacturer, and it competes to varying degrees 

with both Apple and Google. Key financial figures for Samsung follow. 

Key Figures* Korean Won in Millions 

Average assetS........... 222,248,988 

INetincomerecs ane airs: Wt 23,394,358 

REVenUC ser eran tire see le 4#206,205,987 

Return on assets......... 10.5% 

* Figures prepared in accordance with International Financial Reporting 

Standards as adopted by the Republic of Korea. 

Required 

1. Identify any concerns you have in comparing Samsung’s income and revenue figures to those of Apple 

and Google (in BTN 1-2) for purposes of making business decisions. 

2. Identify any concerns you have in comparing Samsung’s return on assets ratio to those of Apple and 

Google (computed for BTN 1-2) for purposes of making business decisions. 

ANSWERS TO MULTIPLE CHOICE QUIZ 

1. c: $450,000 is the actual cost incurred. 

2. b; revenue is recorded when earned. 5. a 

3. d; 

4. a 

Assets Liabilities + Equity 

+$35,000 AF ? +$100,000 = 

Change in equity = $100,000 — $35,000 = $65,000 

GLOBAL 
DECISION 

Al AZ AS EM Pa 
q 

Samsung 

APPLE 

GOOGLE 



Chapter Preview 

FINANCIAL STATEMENT 
ACCOUNTS AND 

ANALYSIS 

Using financial 
statements 

C1 Source documents 

C2 The account and its 
analysis 

Types of accounts 

Unclassified vs. classified 

ioc teeta dass an aeme 
a Yd 

Learning Objectives 

CONCEPTUAL 

C71 Explain the steps in processing 
transactions and the role of source 

documents. 

C2 Describe an account and its use in 

recording transactions. 

C3 Describe a ledger and a chart of 

accounts. 

C4 Define debits and credits and explain 

double-entry accounting. 

_o ohana HAO OSA ARONARAAN ECR CLERICS SSSA DARIO 

ANALYZING AND 
PROCESSING 

TRANSACTIONS 

C3 General ledger 

C4 Double-entry accounting 

P1 Journalizing transactions 

A1 Processing transactions— 
An illustration 

ANALYTICAL 

Al 

A2 

Analyze the impact of transactions on 

accounts and financial statements. 

Compute the debt ratio and describe its 

use in analyzing financial condition. 

] 

| 
i 
4 
hy 

TRIAL BALANCE AND 
THE FINANCIAL 
STATEMENTS 

P2 Trial balance preparation 
and use 

P3 Financial statement 
preparation 

Reading an annual report 

A2 Analysis of financing 
sources 

PROCEDURAL 

P1 

P2 

P3 

Record transactions in a journal and 

post entries to a ledger. 

Prepare and explain the use of a trial 

balance. 

Prepare financial statements from 

business transactions. 
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SAN FRANCISCO—"We came across the 

word ‘twitter, and it was just perfect,’ re- 

calls Jack Dorsey. “The definition was ‘a 

short burst of inconsequential information; 

and ‘chirps from birds, and that’s exactly 

what the product was.” Today, Twitter 

boasts over 300 active users. 

Founded by Jack, along with Biz Stone and 

Evan Williams, (Twitter.com) is 

“facilitating connections between busi- 

nesses and individuals in meaningful and 

relevant ways,” says Jack. Along the way, 

the young entrepreneurs had to learn ac- 

counting and the details of preparing and 

interpreting financial statements 

“There is so much going on here, ex 

plains Biz when describing Twitter's bust- 

ness model. However, admits Evan, “We 

did a poor job of communicating.” To ad- 

d 

p 
O 

million 

ress this concern, the group studied entre- 

reneurial activities and learned the value 

accounting information. They established 

recordkeeping processes, transaction anal- 

ysis, control procedures, and financial 

statement reporting. “If you stand pat,” 

says Evan, “you risk being stagnant.” To this 

day, the three entrepreneurs have had 

many entrepreneurial successes and have a 

reliable accounting system to help them 

make good business decisions. 
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Information is the focus within Twitter's 

accounting records and systems. Jack re- 

calls that when they launched Twitter there 

were many reasons for them not to 

succeed, but they applied their familiar 

“can-do” approach to accounting informa- 

tion. “My whole philosophy is making tech 

{and accounting] more accessible and hu- 

man,” says Jack. This includes using ac- 

counting information to make key business 

decisions. Biz recalls how his team had to 

account a 1d control for numerous ex- 

then obtain sufficient revenues 

to survive. Biz adds that Twitter had to ex 

plore “interesting ways to generate reve- 

nue” because very few users were willing 

to pay for the service. Today, Twitter be- 

lieves mobile advertising is the way to gen- 

erate sustainable revenue. Roughly 90% 

of Twitter's total advertising revenue now 

comes from mobile advertising. This 

penses anc 

commitment to mobile advertising has 

coincided with a very positive trend in 

revenue over the past three years: 
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The three entrepreneurs emphasize 

that accounting records must be in order 

for Twitter to realize its full potential. 

Although Twitter has already achieved a 

market value of over $20 billion, many ex 

perts believe Twitter still has considerable 

room for growth. Still, Evan recognizes that 

“so many people here [at Twitter] contrib- 

ute to that success.” He also emphasizes 

that learning is a key to their business suc- 

cess. “| realized,” insists Evan, “| could buy 

books and learn something that people 

spent years learning.” 

Sources: Twitter website, January 2016; The 

Guardian, April 2014; Washington Post, 

December 2013; Entrepreneur, December 2010; 

The Wall Street Journal, February 2011; Twitter 

10-K Report, April 2015 
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USING FINANCIAL STATEMENTS 
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We introduced the four financial statements in Chapter 1. This chapter extends that discussion 

to analysis of financial statements and the underlying transactions. Our approach is to gradually 

develop both skills. The basics of transaction analysis are slowly introduced over Chapters 1, 2, 

and 3. The basics of financial statement analysis are introduced throughout Chapters | through 

13. We begin this chapter with financial statement analysis, which refers to applying analytical 

tools to financial statements for making business decisions. 

Analyzing Financial Statements Financial statement analysis is used by both internal 

and external users of accounting. Internal users use it to improve company efficiency and ef- 

fectiveness in providing products and services. External users use financial analysis for invest- 

ing, lending, and monitoring management. For example, analysts such as Moody’s and 

Standard & Poor’s use financial statements in making buy/sell stock advice and in setting 

credit ratings. The common goal of all users is to evaluate company performance and its finan- 

cial condition. 

Assessing Company Results When interpreting measures of analysis, we must decide 

whether the measures indicate good, bad, or average performance. To make such judgments, we 

need standards (benchmarks) for comparisons that include the following: 

@ Intracompany—comparing company results across two or more periods; an example is com- 

paring Apple’s current income to its prior-year income. 

e Intercompany—comparing results across competitors; an example is comparing Nike’s profit 

margin to that of Adidas. 

® Industry—comparing results to industry norms; an example is comparing a company’s debt 

level to the industry average. 

® Guidelines (rules of thumb)—comparing results to standards based on experience; an exam- 

ple is the 2:1 level for the current ratio. 

Using Ratios to Analyze Financial Statements 

Ratio analysis is the most widely used tool of financial analysis. A ratio, which expresses 
a mathematical relation between two quantities, can help uncover a condition or trend. It 

can be expressed as a percent, rate, or proportion. For instance, a change in an account 

balance from $100 to $250 can be expressed as (1) 150% increase, (2) 2.5 times, or 

(3) 2.5 to 1 (or 2.5:1). To be meaningful, a ratio must refer to an economically important 

relation. For example, an important relation exists between a product’s sales price and its 

cost. Accordingly, the ratio of cost of goods sold to sales is meaningful. However, no useful re- 
lation exists between delivery expense and cleaning costs. 

Building Blocks of Analysis 

Financial statement analysis focuses on Performance and 

one or more of four basic building PUI UP sel ekos 

blocks of analysis: 

Profitability ® Liquidity—ability to meet short-term 

obligations and generate revenues. 
Liquidity Solvency ® Solvency—ability to generate future 

revenues and meet long-term obliga- 

tions. 

Profitability—ability to provide financial rewards sufficient to attract and retain financing. 

® Market prospects—ability to generate positive market expectations. 

The four building blocks focus on different, but interrelated, aspects of a company’s financial 

condition or performance. We can view these blocks as making up the four legs of a table, where 

the four must work for the table to perform properly. 
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Liquidity (and Efficiency) 

Liquidity refers to the availability of resources to meet short-term cash requirements. (Efficiency 

refers to how productive a company is in using its assets.) Liquidity and efficiency are important 

and complementary. If a company fails to meet its current obligations, its continued existence is 

doubtful. Moreover, inefficient use of assets can cause liquidity problems. One measure of liquid- amen 

ity is the current ratio, defined as current assets divided by current liabilities (where “current” is 
defined in the next section). For Apple’s statements in Appendix A, its current ratio follows: APPLE 

Current ratio = Current assets / Current liabilities 

1.08 = $68,531/$63,448 

For comparison, Google’s current ratio is 4.80, which is higher (implying greater liquidity, GOOGLE 

which is better in meeting short run cash needs). 

Solvency 

Solvency refers to a company’s long-run financial viability and its ability to cover long-term obli- 

gations. Solvency analysis focuses on a company’s ability to both meet its obligations and provide 

security to its creditors over the long run. One measure of solvency is the debt ratio, defined as 

total liabilities divided by total assets. For Apple’s statements in Appendix A, its debt ratio follows: ee 

Debt ratio = Total liabilities / Total assets 

0:52. = $120,292,/5231,839 

For comparison, Google’s debt ratio is 0.20, which is lower (implying greater solvency, which is 

better). To better understand, the larger the debt, the larger the contractual obligations to outsiders. 

Profitability 

Profitability refers to a company’s ability to use its assets to produce profits (and positive cash 

flows). It is commonly assessed by comparing income to sales or to the amount invested. One 

such measure is the profit margin ratio, defined as net income divided by net sales. For Apple’s 

statements in Appendix A, its profit margin follows: 
Profitability 

Profit margin = Net income /Net sales 

0.22 = $39,510/$182,795 

For comparison, Google’s profit margin ratio is 0.22, which is the same as Apple’s (for refer- 

ence, the higher the profit margin, the better). 

Market Prospects 

Market measures are useful for analyzing companies with publicly traded stock. Market 

measures use stock price, which reflects the market's expectations for the company. This 1n- eroNg 

cludes expectations of both company return and risk. One measure of market performance is the Market — 

price-to-earnings ratio, defined as price per share divided by earnings per share. For Apple’s prospects — 

isco 
statements in Appendix A, its price-to-earnings follows: 

Price-to-earnings = Price per share /Earnings per share 

fey) = $100.75 /$6.49 

For comparison, Google’s price-to-earnings ratio is 24.6, which is higher (implying greater 

market expectations for Google’s future performance). 

Summarizing Ratios 

Exhibit 13.16 in Chapter 13 lists additional measures of liquidity, solvency, profitability, and 

market prospects. This summary includes each ratio’s title, its formula, and the purpose for 
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which it is commonly used. The final section of each chapter includes one or more of these ra- 

tios relevant to that chapter. 

BASIS OF FINANCIAL STATEMENTS 

Ci 
Explain the steps in 

processing transactions 
and the role of source 
documents. 

Point: Accounting records 
are informally referred to as the 

accounting books, or simply the 

books. 

Point: To ensure that all sales 

are rung up on the register, most 

sellers require customers to 

have their receipts to exchange 

or return purchased items. 

C2 
Describe an account and 

its use In recording 
transactions. 

EXHIBIT 2.1 

Accounts Organized by the 

Accounting Equation 

Business transactions and events are the starting points of financial statements. The process to 

get from transactions and events to financial statements follows: 

e Identify each transaction and event from source documents. 

Analyze each transaction and event using the accounting equation. 

Record relevant transactions and events in a journal. 

Post journal information to ledger accounts. 

Prepare and analyze the trial balance and financial statements. 

Source Documents 

Source documents identify and describe transactions and events entering the accounting pro- 

cess. They can be in either hard copy or electronic form. Examples are sales tickets, checks, 

purchase orders, bills from suppliers, employee earnings records, and bank statements. To il- 

lustrate, many cash registers record information for each sale on a tape or electronic file locked 

inside the register. This record can be used as a source document for recording sales in the ac- 

counting records. Source documents, especially if obtained from outside the organization, pro- 

vide objective and reliable evidence about transactions and events and their amounts. 

The “Account” Underlying Financial Statements 

An account is a record of increases and decreases in a specific asset, liability, equity, revenue, 

or expense item. Information from an account is analyzed, summarized, and presented in reports 

and financial statements. The general ledger, or simply ledger, is a record containing all ac- 

counts used by a company. The ledger is often in electronic form. While most companies’ led- 

gers contain similar accounts, a company often uses one or more unique accounts because of its 

type of operations. An unclassified balance sheet broadly groups accounts into assets, liabilities, 
and equity. Exhibit 2.1 shows typical asset, liability, and equity accounts. 

Asset Accounts - 

Point: Customers and others 

who owe a company are called 

its debtors. 

____/Long-Term Notes Payable\ 

Equity Accounts 

RET 

Asset Accounts Assets are resources owned or controlled by a company, and those 

resources have expected future benefits. Most accounting systems include (at a minimum) sepa- 
rate accounts for the assets described here. 

Cash A Cash account reflects a company’s cash balance. All increases and decreases in cash 

are recorded in the Cash account. It includes money and any medium of exchange that a bank 

accepts for deposit (coins, checks, money orders, and checking account balances). 

Accounts Receivable Accounts receivable are held by a seller and refer to promises of pay- 

ment from customers to sellers. These transactions are often called credit sales or sales on ac- 

count (or on credit). Accounts receivable are increased by credit sales and billings to customers, 
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but are decreased by customer payments. We record all increases and decreases in receivables 

in the Accounts Receivable account. When there are multiple customers, separate records are 

kept for each, titled Accounts Receivable—‘Customer Name’. 

Note Receivable A note receivable, or promissory note, is a written promise of another entity 

to pay a definite sum of money on a specified future date to the holder of the note. A company 

holding a promissory note signed by another entity has an asset that is recorded in a Note (or 

Notes) Receivable account. 

Prepaid Accounts Prepaid accounts (also called prepaid expenses) are assets that represent 

prepayments of future expenses (expenses expected to be incurred in one or more future ac- 

counting periods). When the expenses are later incurred, the amounts in prepaid accounts 

are transferred to expense accounts. Common examples of prepaid accounts include prepaid 

insurance, prepaid rent, and prepaid services (such as club memberships). Prepaid accounts 

expire with the passage of time (such as with rent) or through use (such as with prepaid meal 

tickets). When financial statements are prepared, prepaid accounts are adjusted so that (1) all 

expired and used prepaid accounts are recorded as expenses and (2) all unexpired and unused 

prepaid accounts are recorded as assets (reflecting future use in future periods). To illustrate, 

when an insurance fee, called a premium, is paid in advance, the cost is typically recorded in 

the asset account titled Prepaid Insurance. Over time, the expiring portion of the insurance cost 

is removed from this asset account and reported in expenses on the income statement. Any 

unexpired portion remains in Prepaid Insurance and is reported on the balance sheet as an asset. 

Supplies Accounts Supplies are assets until they are used. When they are used up, their costs 

are reported as expenses. The costs of unused supplies are recorded in a Supplies asset account. 

Supplies are often grouped by purpose—for example, office supplies and store supplies. Office 

supplies include stationery, paper, toner, and pens. Store supplies include packaging materials, 

plastic and paper bags, gift boxes and cartons, and cleaning materials. The costs of these unused 

supplies can be recorded in an Office Supplies or a Store Supplies asset account. When supplies 

are used, their costs are transferred from the asset accounts to expense accounts. 

Equipment Accounts Eguipment is an asset. When equipment is used and gets worn down, 

its cost is gradually reported as an expense (called depreciation). Equipment is often grouped 

by its purpose—for example, office equipment and store equipment. Office equipment includes 

computers, printers, desks, chairs, and shelves. Costs incurred for these items are recorded in 

an Office Equipment asset account. The Store Equipment account includes the costs of assets 

used in a store, such as counters, showcases, ladders, hoists, and cash registers. 

Buildings Accounts Buildings such as stores, offices, warehouses, and factories are assets 

because they provide expected future benefits to those who control or own them. Their costs 

are recorded in a Buildings asset account. When several buildings are owned, separate accounts 

are sometimes kept for each of them. 

Land The cost of /and owned by a business is recorded in a Land account. The cost of build- 

ings located on the land is separately recorded in one or more building accounts. 

™ Decision nsi9% 

Women Entrepreneurs Sara Blakely (in photo), the billionaire entrepreneur/owner 

of SPANX, has promised to donate half her wealth to charity. The Center for Women's 

Business Research reports that women-owned businesses are growing and that they: 

¢ Total more than 11 million and employ nearly 20 million workers. 

© Generate $2.5 trillion in annual sales and tend to embrace technology. 

e Are philanthropic—70% of owners volunteer at least once per month. ; 

e Are more likely funded by individual investors (73%) than venture firms (15%). & voi 

Paul Morigi/Getty Images 

for FORTUNE 
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Point: A college parking fee is 

a prepaid account from the stu- 

dent’s standpoint. At the begin- 

ning of the term, it is an asset 

that entitles a student to park 

on or near campus. The benefits 

of the parking fee expire as the 

term progresses. At term-end, 
prepaid parking (asset) equals 

zero as it has been entirely re- 

corded as parking expense. 

Point: Prepaid accounts that 

apply to current and future 

periods are assets. These assets 

are adjusted at the end of each 

period to reflect only those 

amounts that have not yet 

expired, and to record as 

expenses those amounts 

that have expired. 

Point: Some assets are 

described as intangible because 

they do not have physical 

existence or their benefits are 

highly uncertain. A recent 

balance sheet for Coca-Cola 

Company shows nearly 

$15 billion in intangible assets. 
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Point: Accounts payable are 

also called trade payables. 

Point: Two words that almost 

always identify liability accounts 

“Payable,” meaning liabilities that 

must be paid, and “Unearned,” 

meaning liabilities that must be 

fulfilled. 

Point: If a subscription is can- 

celed, the publisher is expected 

to refund the unused portion 

to the subscriber. 

Point: Equity is also called net 

assets 
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Liability Accounts Liabilities are claims (by creditors) against assets, which means they are 

obligations to transfer assets or provide products or services to others. Creditors are individuals 

and organizations that have rights to receive payments from a company. If a company fails to 

pay its obligations, the law gives creditors a right to force the sale of that company’s assets to 

obtain the money to meet creditors’ claims. When assets are sold under these conditions, credi- 

tors are paid first, but only up to the amount of their claims. Any remaining money, the residual, 

goes to the owners of the company. Creditors often use a balance sheet to help decide whether 

to loan money to a company. A loan is less risky if the borrower’s liabilities are small in com- 

parison to assets because this means there are more resources than claims on resources. Common 

liability accounts are described here. 

Accounts Payable Accounts payable refer to oral or implied promises to pay later, which 

usually arise from purchases of merchandise. Payables can also arise from purchases of supplies, 

equipment, and services. We record all increases and decreases in payables in the Accounts 

Payable account. When there are multiple suppliers, separate records are kept for each, titled 

Accounts Payable—‘Supplier Name’. 

Note Payable A note payable refers to a formal promise, usually denoted by the signing of 

a promissory note, to pay a future amount. It is recorded in either a short-term Note Payable 

account or a long-term Note Payable account, depending on when it must be repaid. We explain 

details of short- and long-term classification in the next two chapters. 

Unearned Revenue Accounts Unearned revenue refers to a liability that is settled in the 

future when a company delivers its products or services. When customers pay in advance for 

products or services (before revenue is earned), the revenue recognition principle requires that 

the seller consider this receipt as unearned revenue. Examples of unearned revenue include mag- 

azine subscriptions collected in advance by a publisher, rent collected in advance by a landlord, 

and season ticket sales by sports teams. The seller would record these in liability accounts such 

as Unearned Subscriptions, Unearned Rent, and Unearned Ticket Revenue. When products and 

services are later delivered, the earned portion of the unearned revenue is transferred to revenue 

accounts such as Subscription Fees Revenue, Rent Revenue, and Ticket Revenue. ! 

Accrued Liabilities Accrued liabilities are amounts owed that are not yet paid. Examples 

are wages payable, taxes payable, and interest payable. These are often recorded in separate 

liability accounts by the same title. If they are not large in amount, one or more ledger accounts 

can be added and reported as a single amount on the balance sheet. (Financial statements often 

have amounts reported that are a summation of several ledger accounts.) 

© Decision !nsight 

NFL Revenues The Seattle Seahawks, New England Patriots, and most of 

the NFL teams have Unearned Revenues of over $100 million in advance ticket 

sales. When a team plays its home games, it settles this liability to its ticket hold- 

ers and then transfers the amount earned to Ticket Revenues. Other teams in 

other major sports have similar unearned revenues. & 

Jeff Gross/Getty Images 

Equity Accounts The owner’s claim on a company’s assets is called equity, stockholders’ 

equity, or shareholders’ equity. Equity is the owner’s residual interest in the assets of a business 

after deducting liabilities. In its simple form, equity is impacted by four types of accounts as 

follows: Equity = Common stock — Dividends + Revenues — Expenses. We show this 

' In practice, account titles vary. As one example, Subscription Fees Revenue is sometimes called Subscription Fees, 

Subscription Fees Earned, or Earned Subscription Fees. As another example, Rent Revenue is sometimes called Rent 

Earned, Rental Revenue, or Earned Rent Revenue. We must use good judgment when reading financial statements 
because titles can differ even within the same industry. For example, product sales are called net sales at Apple, reve- 
nues at Google, and revenue at Samsung. Generally, the term revenues or fees is more commonly used with service 
businesses, and net sales or sales with product businesses. 
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visually in Exhibit 2.2 by expanding the accounting equation. We also organize assets and lia- 

bilities into subgroups that have similar attributes. An important subgroup for both assets and 

liabilities is the current items. Current items are usually those expected to come due (either col- 

lected or owed) within the next year. The next chapter explains this in detail. At this point, know 

that a classified balance sheet reports current assets before noncurrent assets and current liabili- 

ties before noncurrent liabilities. 

/ Long-Term Notes Payable \_ 
Long-Term Liabilities | 

[ lities 
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EXHIBIT 2.2 

Expanded Accounting 

Equation 

Current Assets 

Asset Accounts : 

Owner Investments When an owner invests in a company in exchange for its common stock, 

it increases both assets and equity of the company. The increase to equity is recorded in an 

account titled Common Stock. Any further owner investments are also recorded in this account. 

Owner Distributions When a corporation distributes assets to its owner, it decreases both 

company assets and total equity. The decrease to equity is recorded in an account titled 

Dividends. Dividends are not expenses of the business; they are simply the opposite of 

owner investments. 

Revenue Accounts The inflow of net assets from providing products and services to custom- 

ers increases equity through increases in revenue accounts. Examples of revenue accounts are 

Sales. Commissions Earned, Professional Fees Earned, Rent Revenue, and Interest Revenue. 

Revenues always increase equity. 

Expense Accounts The outflow of net assets in helping generate revenues decreases equity 

through increases in expense accounts. Examples of expense accounts are Advertising Expense, 

Store Supplies Expense, Office Salaries Expense, Office Supplies Expense, Rent Expense, 

Utilities Expense, and Insurance Expense. Expenses always decrease equity. 

The variety of revenues and expenses can be seen by looking at the chart of accounts at the 

end of this book. (Different companies sometimes use different account titles than those in this 

book’s chart of accounts. For example, some might use Interest Revenue instead of Interest 

Earned, or Rental Expense instead of Rent Expense. It is important only that an account title 

describe the item it represents. ) 

© Decision \nsio% 

Sporting Accounts The Cleveland Cavaliers, Boston Celtics, San Antonio 

Spurs, Golden State Warriors, Los Angeles Clippers, and other NBA teams have 

the following major revenue and expense accounts: 

Revenues Expenses 

v Basketball ticket sales Team salaries j ee 

TV & radio broadcast fees Game costs 4S «2 aa 

Advertising revenues NBA franchise costs beg Se 

FREDERIC J. BROWN/AFP/ 

Getty Images 
Basketball playoff receipts Promotional costs ®@ 

Point: The Dividends account 

is sometimes referred to as a 

contra equity account because it 

reduces the normal balance of 

equity. 

Point: The withdrawal of 

assets by the owners of a 

corporation is called a dividend 
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NEED-TO-KNOW ja 

Classifying Accounts 

cr f2 

Do More: QS 2-2, QS 2-3 

Chapter 2. Financial Statements and the Accounting System 

Classify each of the following accounts as either an asset (A), liability (L), or equity (EQ). 

1. ___ Prepaid Rent 5. ____ Accounts Receivable 9) _= Land 

2. ___ Common Stock 6. ____ Equipment 10. Prepaid Insurance 

3. ____ Note Receivable 7 Interest Payable 11. ___ Wages Payable 

4. Accounts Payable 8. ____ Unearned Revenue 12.____ Taxes Payable 

Solution 

1 A 2.8O* SA Se USA n6s A 7.2L 8.1L 8s A 10] tie ae 

ANALYZING AND PROCESSING TRANSACTIONS 

C3 
Describe a ledger and a 
chart of accounts. 

EXHIBIT 2.3 

Typical Chart of Accounts 

for a Smaller Business 

EXHIBIT 2.4 

Partial Chart of Accounts 

for FastForward 

C4 
Define debits and credits 
and explain double-entry 

accounting. 

This section explains several tools and processes that comprise an accounting system. These in- 

clude a ledger, T-account, debits and credits, double-entry accounting, journalizing, and posting. 

Ledger and Chart of Accounts 

The collection of all accounts and their balances for an accounting system is called a ledger (or 

general ledger). If accounts are in files on a hard drive, the sum of those files is the ledger. If 

the accounts are pages in a file, that file is the ledger. A company’s size and diversity of opera- 

tions affect the number of accounts needed. A small company can get by with as few as 20 or 

30 accounts; a large company can require several 

thousand. The chart of accounts is a list of all led- 
ger accounts and includes an identification number 

assigned to each account. Exhibit 2.3 shows a com- 

mon numbering system of accounts for a smaller 

business. 
These account numbers provide a three-digit code 

that is useful in recordkeeping. In this case, the first 

digit assigned to asset accounts is a I, the first digit 

assigned to liability accounts is a 2, and so on. The 

second and third digits relate to the accounts’ subcategories. Exhibit 2.4 shows a partial chart of 

accounts for FastForward, the focus company of Chapter |. (Please review the more complete 

chart of accounts that follows the index at the end of this book.) 

Chart of Accounts 

Acct.No. Account Name Acct.No.. Account Name Acct.No. Account Name 

101-199 

201-299 

Asset accounts 

Liability accounts 

Equity accounts 

Revenue accounts 

Expense ACS 

301-399 
401-499 
AR 

101 Cash 236 Unearned consulting 406 Rental revenue 

106 Accounts receivable revenue 622 Salaries expense 

126 Supplies 307 Common stock 637 Insurance expense 

128 Prepaid insurance 318 Retained earnings 640 Rent expense 

167 Equipment 319 Dividends 652 Supplies expense 

201 Accounts payable 403 Consulting revenue 690 Utilities expense 

Debits and Credits 

A T-account represents a ledger account and is a tool used to depict the effects of one or 

more transactions. Its name comes from its shape like the letter T. The layout of a T-account, 

shown in Exhibit 2.5, is (1) the account title on top; (2) a left, or debit, side; and (3) a right, or 

credit, side. 
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The left side of an account is called the 

debit side, often abbreviated Dr. The right 

side is called the credit side, abbreviated Cr.* 

To enter amounts on the left side of an account 

is to debit the account. To enter amounts on the 

right side is to credit the account. The term debit or credit, by itself, does not mean increase or 

decrease. Whether a debit or a credit is an increase or decrease depends on the account. The dif- 

ference between total debits and total credits for an account, including any beginning balance, 

is the account balance. When the sum of debits exceeds the sum of credits, the account has a 

debit balance. \t has a credit balance when the sum of credits exceeds the sum of debits. When 

the sum of debits equals the sum of credits, the account has a zero balance. 

Account Title 

(Left side) 

Debit 

(Right side) 

Credit 

Double-Entry Accounting 

Double-entry accounting demands the accounting equation remain in balance. This implies 

that for each transaction: 

e At least two accounts are involved, with at least one debit and one credit. 

e The total amount debited must equal the total amount credited. 

This also means that the sum of the debits for all entries must equal the sum of the credits for all 

entries, and the sum of debit account balances in the ledger must equal the sum of credit account 

balances. 
The system for recording debits and credits follows from the accounting equation—see 

Exhibit 2.6. First, like any simple mathematical relation, net increases or decreases on one side have 

equal net effects on the other side. For example, a net increase in assets must be accompanied by an 

identical net increase on the liabilities and equity side. Recall that some transactions affect only one 

side of the equation, such as acquiring a land asset by giving up a cash asset, but their net effect on 

this one side is zero. Second, the left side is the normal balance side for assets, and the right side is 

the normal balance side for liabilities and equity. This matches their layout in the accounting equa- 

tion where assets are on the left side of this equation, and liabilities and equity are on the right. 

Assets = Liabilities ol Equity 

Debit for Credit for Debit for Credit for Debit for Credit for 

increases decreases decreases _ increases decreases increases 
' 

Normal _ Normal Normal 

Recall that equity increases from revenues and owner investments (stock issuances), it decreases 

from expenses and dividends. These important equity relations are conveyed by expanding the 

accounting equation to include debits and credits in double-entry form as shown in Exhibit 2.7. 
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EXHIBIT 2.5 

The T-Account 

Point: Think of debit and 

credit as accounting directions 

for left and right 

equal total 

credits for 

Point: Assets are on the left- 

hand side of the equation and 

thus increase on the left. 

Liabilities and Equity are on the 

right-hand side of the equation 

and thus increase on the right. 

EXHIBIT 2.6 

Debits and Credits in the 

Accounting Equation 

Point: Equity increases from 

owner investments and 

revenues; it decreases from 

dividends and expenses 

EXHIBIT 2.7 

Debit and Credit Effects for 

Component Accounts 

frapeanunes wane Equity a | 

ug BE E os : sz os 
Liabilities + Common Stock  — Dividends a ata = Revenues hc a Expenses — ce 

Kise i Gr lor Dr. for Cr. for Dr. for Cr. for Dr. for Cr. for Dr. for Cr. for 

decreases increases decreases || increases increases || decreases decreases} increases increases |\decreases 

— | + ~ + + — — + | - 
-Normal Normal Normal Normal Normal 

2 These abbreviations are remnants of 18th-century English recordkeeping practices where the terms debitor and 

creditor were used instead of debit and credit. The abbreviations use the first and last letters of these terms, just as we 

still do for Saint (St.) and Doctor (Dr.). 
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Point: Debits and credits do 

not mean favorable or unfavor- 

able. A debit to an asset increases 

it, as does a debit to an expense. 

A credit to a liability increases it, 

as does a credit to a revenue 

EXHIBIT 2.8 

Computing the Balance for 

a FAccount 

Point: The ending balance is 

on the side with the larger dol- 

lar amount. Also, a plus (+) and 

minus (—) are not used ina 

T-account 

22 
Normal Account 

Balance 

(3 4 

Do More: QS 2-4, QS 2-5, 

QS 2-7, £ 2-4 

PI 
Record transactions in a 

journal and post entries to 

a ledger. 
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Increases (credits) to common stock and to revenues increase equity; increases (debits) to 

dividends and to expenses decrease equity. The normal balance of each account (asset, liabil- 

ity, common stock, dividends, revenue, or expense) refers to the side where increases are re- 

corded. Understanding these diagrams is required to fully prepare, analyze, and interpret 

financial statements. 

The T-account for FastForward’s Cash account, reflecting its first 11 transactions (from 

Exhibit 1.9), is shown in Exhibit 2.8. The total increases (debits) in its Cash account are $36,100; 

the total decreases (credits) are $31,300. Total debits exceed total credits by $4,800—resulting 

in its ending debit balance of $4,800. 

Cash 

Receive investment by owner for stock 30,000 Purchase of supplies 2,500 

Consulting services revenue earned 4,200 Purchase of equipment 26,000 

Collection of account receivable 1,900 Payment of rent 1,000 

Payment of salary 700 

Payment of account payable 900 

Payment of cash dividend 200 

Balance 4,800 

Identify the normal balance (debit [Dr] or credit [Cr]) for each of the following accounts. 

1. ____ Prepaid Rent 5. ____ Accounts Receivable Of. = Vand 

2. Common Stock 6. ____ Equipment 10. Prepaid Insurance 

3. ____ Note Receivable 7. —_ Interest Payable 11. ___ Dividends 

4. ____ Accounts Payable 8. ____ Unearned Revenue 

Solution 

1A Det. 2.-Ce Si Dr -4..Cr SS. Dre Gor 7.0 Cr, 8. Cr Qe Der Orbe te or 

Journalizing and Posting Transactions 

Processing transactions is a key part of accounting. The four usual steps of this process are de- 

picted in Exhibit 2.9. Steps 1 and 2—involving transaction analysis and the accounting 

equation—were already discussed. This section extends that discussion and focuses on steps 3 
and 4 of the accounting process. Step 3 is to record each transaction chronologically in a journal. 

A journal gives a complete record of each transaction in one place. It also shows debits and 
credits for each transaction. The process of recording transactions in a journal is called journal- 

izing. Step 4 is to transfer (or post) entries from the journal to the ledger. The process of trans- 
ferring journal entry information to the ledger is called posting. 

Journalizing Transactions The process of journalizing transactions requires an understand- 

ing of a journal. While companies can use various journals, every company uses a general jour- 

nal. It can be used to record any transaction and includes the following information about each 

transaction: (a) date of transaction, (6) titles of affected accounts, ©) dollar amount of each debit 
and credit, and @) explanation of the transaction. Exhibit 2.10 shows how the first two transac- 
tions of FastForward are recorded in a general journal. This process is similar for manual and 

computerized systems. Computerized journals are often designed to look like a manual 

journal page, and include error-checking routines that ensure debits equal credits for each 

entry. Shortcuts allow recordkeepers to select account names and numbers from pull-down 
menus. 
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Step 1: Identify transactions and 

source documents. 

Step 2: Analyze transactions using the 

accounting equation. 

Services Contract 

___Client Billing | 
Note Payable | 

nat Purchase Ticket 

To record entries in a general journal, apply these steps; refer to the entries in Exhibit 2.10 when 

reviewing these steps. 

a. Date the transaction: Enter the year at the top of the first column and the month and day on 

the first line of each journal entry. 

b. Enter titles of accounts debited and then enter amounts in the Debit column on the same line. 

Account titles are taken from the chart of accounts and are aligned with the left margin of the 

Account Titles and Explanation column. 

c. Enter titles of accounts credited and then enter amounts in the Credit column on the same 

line. Account titles are from the chart of accounts and are indented from the left margin of 

the Account Titles and Explanation column to distinguish them from debited accounts. 

d. Enter a brief explanation of the transaction on the line below the entry (it often references a 

source document). This explanation is indented about half as far as the credited account titles 

to avoid confusing it with accounts, and it is italicized. 

A blank line is left between each journal entry for clarity. When a transaction is first recorded, 

the posting reference (PR) column is left blank (in a manual system). Later, when posting 

entries to the ledger, the identification numbers of the individual ledger accounts are entered in 

the PR column. 

|General Journal Entry |_|o}x | 

File Edit GoTo Window Help 
i 

¢ ng PLS te eae 4 | fy 
& Now im * gw * om & 8 ees 

General Journal 

Date:|Dec 1, 2016 =| Reference o | | 

Account Titles and Explanation 

Cash 

Common Stock 

Receive investment by owner. @ 

SRELITITION EVO ee PLE 
Supplies 

Cash 

Purchase supplies for cash. ; 

Eee eee eT ett et ss 

Step 4: Post entry to ledger. 
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EXHIBIT 2.9 

Steps in Processing 

Transactions 

Point: There are no exact 

rules for writing journal entry 

explanations. An explanation 

should be short yet describe 

why an entry is made. 

EXHIBIT 2.10 

Partial General Journal for 

FastForward 
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EXHIBIT 2.11 

Cash Account in Balance 

Column Format 

Point: Explanations are 

typically included in ledger 

accounts only for unusual 

transactions or events. 

Point: Computerized systems 

often provide a code beside a 

balance such as dr. or cr. to 

identify its balance. Posting is 

automatic and immediate with 

accounting software. 

Point: A journal is often re- 

ferred to as the book of original 

entry. The ledger is referred 

to as the book of final entry 

because financial statements 

are prepared from it 

Al 
Analyze the impact of 
transactions on accounts 
and financial statements. 
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IFRS 
IFRS requires that companies report the following four basic financial statements with explanatory notes: 

e Balance sheet e Statement of changes in equity (or statement of recognized revenue and expense) 

e Income statement ¢ Statement of cash flows 

IFRS does not prescribe specific formats, and comparative information is required for the preceding period only. @ 

Balance Column Account T-accounts are simple and direct means to show how the 

accounting process works. However, actual accounting systems need more structure and there- 

fore use balance column accounts, such as that in Exhibit 2.11. 

General Ledger 
“Account No. 101 

Pate 7a] Eaieation [BATE eee” tore Ta Balanoait 

Gi 30,000 

eRe et Ran Bees 
26, 000 4 500 

aS ZOE 

The balance column account format is similar to a T-account in having columns for debits 

and credits. It is different in including transaction date and explanation columns. It also has a 

column with the balance of the account after each entry is recorded. To illustrate, FastForward’s 

Cash account in Exhibit 2.11 is debited on December | for the $30,000 owner investment, yield- 

ing a $30,000 debit balance. The account is credited on December 2 for $2,500, yielding a 

$27,500 debit balance. On December 3, it is credited again, this time for $26,000, and its debit 

balance is reduced to $1,500. The Cash account is debited for $4,200 on December 10, and its 

debit balance increases to $5,700; and so on. 

The heading of the Balance column does not show whether it is a debit or credit balance. 

Instead, an account is assumed to have a normal balance. Unusual events can sometimes tem- 

porarily give an account an abnormal balance. An abnormal balance refers to a balance on the 

side where decreases are recorded. For example, a customer might mistakenly overpay a bill. 

This gives that customer’s account receivable an abnormal (credit) balance. An abnormal bal- 

ance is often identified by highlighting it, setting it in brackets, or entering it in red or some 

other unusual color. A zero balance for an account is usually shown by writing zeros or a dash 

in the Balance column to avoid confusion between a zero balance and one omitted in error. 

Posting Journal Entries Step 4 of processing transactions is to post journal entries to led- 

ger accounts (see Exhibit 2.9). All entries must be posted to the ledger before financial state- 

ments are prepared to ensure that account balances are up to date. When entries are posted to the 

ledger, the debits in journal entries are transferred into ledger accounts as debits, and credits are 

transferred into ledger accounts as credits. Exhibit 2.12 shows the four parts to the process of 
posting a journal entry. First, the ledger account that is debited in the entry is identified; then, 

in the ledger, the entry date, the journal and page from the journal, the debit amount, and the 

new balance of the ledger account are entered. (The letter G shows it came from the General 

Journal.) Second, the ledger account number is entered in the PR column of the journal. The 

process repeats for credit entries and amounts. 

Analyzing Transactions—An Illustration 

We return to the activities of FastForward to show how double-entry accounting is useful in 

analyzing and processing transactions. Analysis of each transaction follows the four steps of 
Exhibit 2.9. 

Identify the transaction and any source documents. 

Analyze the transaction using the accounting equation. 

Record the transaction in journal entry form applying double-entry accounting. 

Post the entry (for simplicity, we use T-accounts to represent ledger accounts). 
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if General Journal Entry ide ea a ‘ as Pe ‘To x ae 

| File Edit GoTo Window Help 

Common Stock 

Receive investment by owner. 

Explanation pal a ees ean | 

RPE 
FR idea 1 ee a a ad 

Common Stock Account no. 307 

[Date | Explanation Mirierecioastieer 

Key: q@) Identify debit account in Ledger: enter date, journal page, amount, and balance. 

@) Enter the debit account number from the Ledger in the PR column of the journal. 

G) Identify credit account in Ledger: enter date, journal page, amount, and balance. 

@) Enter the credit account number from the Ledger in the PR column of the journal. 

Study each transaction thoroughly before proceeding to the next. The first 11 transactions are 

from Chapter |, and we analyze five additional December transactions of Fastforward (num- 

bered 12 through 16) that were omitted earlier. 

1. Receive Investment by Owner 

[1)IpeENTIFY FastForward receives $30,000 cash from Chas Post 

Taylor in exchange for common stock. Cash 101 

[2]ANALYZE Assets _ | = _ Liabilities + Equity (1) 30,000 

Cash Common 

430,000 = 0 paras Common Stock 307 

(1) 30,000 

[3] RECORD 

2. Purchase Supplies for Cash 

[1] IpenTIry FastForward pays $2,500 cash for supplies. Post 

[Z]ANALYZE | Assets ss =_ Liabilities + Equity supplss u2é 

Cash Supplies hte Ae a (2) 2,500 

on aetes00 4 = Oe 8 

Changes the composition of assets but not the total. Cash 101 

d Explanation PR ; (1) 30,000 | (2) ~—=2, 500 
RECORD Be 
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EXHIBIT 2.12 

Process of Posting an 

Entry to the Ledger 

Point: The fundamental 

concepts of a manual (pencil- 

and-paper) system are identical 

to those of a computerized 

information system 

Point: In this chapter's 

Comprehensive Need-To- 

Know we show how to use 

“balance column accounts” 

for the ledger. 

FASB ward 
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Point: Salary usually refers to 

compensation for an employee 

who receives a fixed amount 

for a given time period, 

whereas wages usually refers 

to compensation based on 

time worked 

Chapter 2. Financial Statements and the Accounting System 

3. Purchase Equipment for Cash 

IDENTIFY FastForward pays $26,000 cash for cou este [4] Post = 

[2] ANALYZE Lo EPSySY = e - Equipment _ facade gt 167° 

(3) 26,000 

(1) 30,000 | (2) 2,500 
RECORD (3) 26,000 

4. Purchase Supplies on Credit 

DENTIFY FastForward purchases $7,100 of supplies on ds LI FastForward purchases $7,100 of suppli [4] Post 
credit from a supplier. Supplies 126 

[IAnaLyze © pee HER SS FT Se bist ity (2) 2,500 
(4) ‘7,100 

Accounts Payable 201 

RECORD 
(4) 7,100 

5. Provide Services for Cash 

[i] IpENTIFY FastForward provides consulting services and [4] Post 

immediately elege $4,200 cash. cp A vor Seah 10l 

[2] ANALYZE (1) 30,000 | (2) 2,500 

(5) 4,200 | (3) ~—-26,000 

Consulting Revenue 403 

5 4,200 

RECORD 6) 

6. Payment of Expense in Cash 

IDENTIFY oe pays $1,000 cash for December rent. Post 

ANALYZE Rent Expense 640 

(6) 1,000 

Cash 

(1) 30,000 | (2) 2,500 

(5) 4,200 | (3) 26,000 

(6) 1,000 

RECORD 

7. Payment of Expense in Cash 

(1|IpENTIFY FastForward pays are cash for ye salary. Post ; 
PRES : Salaries Expense 622 

(7) 700 

(2) 2,500 
[3]REcoRD (7) | Salaries Expense | 622 | 700~——— ) mae 

: ae , (5) 4,200 | (3) 26,000 
(6) 1,000 

700 
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8. Provide Consulting and Rental Services on Credit 

[1] IpENTIFY FastForward provides consulting services of $1,600 [4] Post 
and rents its test facilities for $300. The customer Accounts Receivable 106 

is billed $1,900 for these services. (8) 1.900 

[2] ANALYZE Assets = Liabilities + Equity) 
Accounts — in er a ee ‘onsulting Rental 4 Consulting Revenue 403 

Receivable, | an es uf Revenue Revenue 

peri, 900 | yasens +1, 600 +300 

RECORD Rental Revenue 406 

(8) * 

9. Receipt of Cash on Account 

[1|IpENTIFY FastForward receives $1,900 cash from the client Post 

billed in transaction 8. Cash 101 

[2] ANALYZE Assets = = _ Liabilities" ag ELD) (1) 30,000 | (2) 2,500 
a ea — (5) 4,200 | (3) 26,000 

Cash Receivable Z are : ‘ ‘ " * : —»>(9) 1,900 | (6) 1,000 

+1,900 —1,900 pat Oy weet Oy (7) 700 

oss aly EE : 

[3] REcorD Se a Accounts Receivable 106 

2 tee senesae: ett es : (8) 1,900 | (9) ‘1,900 

10. Partial Payment of Accounts Payable 

[1|IpENTIFY FastForward pays CalTech Supply $900 cash Post 

toward the payable of transaction 4. Accounts Payable _201 

DIANALYZE Assets = Liabilities === + Equity > (10) oe i) C108 

Cash Accounts Payable . 
—900 = —900 + 0 Cash 101 

Date Account Titles and Explanation PR Debit ais Lo (1) Ae ook 

[3]REcoRD  (10)| Accounts Payable —_ | (>) A002 | (3) oe 
Cash e585 8 3 ih 101 : - 900— (9) 1,900 (6) 1,000 

(7) 700 
(10) 900 

11. Payment of Cash Dividend 

IDENTIFY FastForward pays $200 cash for dividends. [4] Post 
, Dividends 319 

[ZJANALYzE _Assets = Liabilities + : a (11) 200 | 

Cash Dividends 

—200 = 0 —200 
Cash 10i 

\cco t Titles and Explanation PR Debit Credit — | 

[3] RECORD PSF Py 7 (1) 30,000 | (2) 2,500 

peeves. oll yo (5) 4,200 | (3) 26,000 
(9) 1,900 | (6) 1,000 

(7) 700 
(10) 900 
(11) 200 
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Point: The revenue recognition 

principle requires revenue to 

be recognized when the com- 

pany provides products and 

services to a customer. This is 

not necessarily the same time 

that the customer pays. A 

customer can pay before or 

after products or services are 

provided 

Point: Transaction 8 is a 

compound journal entry, 
which affects three or more 

accounts. 

Point; Dividends always 

decrease equity. 
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Point: “Unearned” accounts 

are liabilities that must be 

fulfilled. 

Point: Luca Pacioli, a | 5th- 

century monk, is considered a 

pioneer in accounting and the 

first to devise double-entry 

accounting. 
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12. Receipt of Cash for Future Services 

IpeENtTIFY FastForward receives $3,000 cash in advance of [4] Post aerees Beede et 

providing consulting services to a customer. Eo : 

[2 ANALYZE (5) 4,200 | (3) 26,000 

(9) 1,900 | (6) 1,000 
(12) 3,000 | (7) 700 

(10) 900 
Accepting $3,000 cash obligates FastForward (11) 200 

to perform future services and is a liability. No 

revenue is earned until services are provided. 
pits Consulting 

GR Revenue 236 

3}RECORD (12) | 3,000 

13. Pay Cash for Future Insurance Coverage 

[4]P Post IDENTIFY FastForward pays $2,400 cash (insurance premium) 

for a 24-month insurance policy. Coverage begins ____ Prepaid Insurance 128 

on December I. —>(13) 2,400 

2 |ANALYZE = ate ae ‘101 

. 1) Taha (2) 2,500 
3.400 oO : > po vee “ MATOS eae - (5) 4200 | (3) 26,000 
Changes the ee of assets from cash to (9) 1,900 | (6) 1,000 

prepaid insurance. Expense is incurred as insur- (12) 3,000 | (7) 700 

ance coverage expires. (10) 900 

(1) 200 
RECORD 2,400 

14. Purchase Supplies for Cash 

Post [1 ]IpENTIFY FastForward pays $120 cash for i 
Supplies 126 

[2 ANALYZE 

RECORD 

30,000 | (2) 2,500 
4,200 | (3) 26,000 
1,900 | (6) 1,000 
3,000 | (7) 700 

(10) 900 
(11) 200 
(13) 2,400 
(14) 120 
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15. Payment of Expense in Cash 

IDENTIFY FastForward pays $305 cash for December [4] Posr : 
utilities expense. Utilities Expense 690 

Point: Expenses alwz 305 xpenses always 

decrease equity. ANALYZE 

101 

30,000 | (2) 2,500 
4,200 | (3) 26,000 

RECORD (6) 1,000 
(7) 700 
(10) 900 
(11) 200 
(13) 2,400 
(14) 120 
(15) 305 

16. Payment of Expense in Cash 

IDENTIFY FastForward pays $700 cash in employee salary [4] Post 
for work performed in the latter part of December. é : Salaries Expense 622 adage) Wok 

transactions |5 and I6 into 

[Z| ANALYZE (7) 700 one compound entry. 

ye 700 

cache © (El 

pre (liye 30,000 47/2) 2,500 

[3]Recorp (16) | S RANTS) 00 . (5) 4,200 | (3) 26,000 
ese Crh 2 ely (GIS Leela 70 (9) 1,900 | (6) 1,000 

(12) 3000 12). = 3700 
(10) 900 
(1) 200 
(13) 2,400 
(14) 120 
(15) 305 
(16) 700 

Accounting Equation Analysis 
Point: Technology does not 

Exhibit 2.13 shows the ledger accounts (in T-account form) of FastForward after all 16 tranisac=” (crevide tha judemont recanted 

tions are recorded and posted and the balances computed. The accounts are grouped into three to analyze most business trans- 

major columns corresponding to the accounting equation: assets, liabilities, and equity. Note | =e Analysis requires the 
expertise of skilled and ethical 

several important points. First, as with each transaction, the totals for the three columns prcfesslenals 

must obey the accounting equation. Specifically, assets equal $42,395 ($4,275 + $0 + 

$9,720 + $2,400 + $26,000); liabilities equal $9,200 ($6,200 + $3,000); and equity Debit and Credit Rules 

equals $33,195 ($30,000 — $200 + $5,800 + $300 — $1,400 — $1,000 — $305). These  faeaaeees foley Ae EES 

numbers prove the accounting equation: Assets of $42,395 = Liabilities of $9,200 + [aes ake ae 

Equity of $33,195. Second, the common stock, dividends, revenue, and expense ac- Liability ...... Credit Debit 

. i : j . ‘ 1e< j Cc 
counts reflect the transactions that change equity. These account categories underlie the =e ae <i 

statement of retained earnings. Third, the revenue and expense account balances willbe fpnmene Debit ae 

summarized and reported in the income statement. Fourth, increases and decreases in Revenue --.--- Credit Debit 
Expense ...... Debit Credit 

the Cash account make up the elements reported in the statement of cash flows. 
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EXHIBIT 2.13 

Ledger for FastForward (in Account Form) 

Chapter 2. Financial Statements and the Accounting System 

201 Common Stock 1 307 

(1) 30,000 | (2) 2,500 h 30,000 

(5) 4,200 | (3) 26,000 Balance 6,200 

(9) 1,900 | (6) 1,000 Dividends 319 

(12) 3,000 | (7) 700 Unearned Consulting Revenue 236 (1) 500 | 

A10) oe (12) 3,000 
(11) 200 

(13) 2,400 Consulting Revenue 403 

(14) 120 (5) 4,200 

(15) 305 (8) 1,600 

(16) pus Balance 5,800 

Balance 4,275 

Rental Revenue 406 

ne Accounts Receivable _ 106 (8) 300 
(8) 1,900 | (9) 1,900 

Salaries Expense 622 

; 700 
a Slipplies Dike (7) 

; ;| ial (16) 700 

Balance 1,400 

i Rent Expense 640 

(6) 1,000 | 

7 Prepaid Insurance 128 

(13) 2.400 | Utilities Expense 690 

(15) 305 | 

El ele Equipment 167 

(3) 26.000 Accounts in this white area reflect those 

. reported on the income statement. 

$42,395 = $9,200 + $33,195 

23 
Recording Transactions 

PI Al 

Assume Tata Company began operations on January | and completed the following transactions during 

its first month of operations. For each transaction, (a) analyze the transaction using the accounting equa- 

tion, (b) record the transaction in journal entry form, and (c) post the entry using T-accounts to represent 

ledger accounts. Tata Company has the following (partial) chart of accounts—account numbers in paren- 
theses: Cash (101); Accounts Receivable (106); Equipment (167); Accounts Payable (201); Common 

Stock (307); Dividends (319); Services Revenue (403); and Wages Expense (601). 

Jan. 1 Jamsetji Tata invested $4,000 cash in the Tata Company in exchange for common stock. 

5 Tata Company purchased $2,000 of equipment on credit. 

14 Tata Company provided $540 of services for a client on credit. 
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Solution 

Jan. 1 Receive Investment by Owner 

alANatvze TE eee eee |Post 
Cash Common Cash 101 

ee Stock > | x00 ee Jan.| 4,000 

Common Stock 307 

ae 4,000 FE Jan.1 4,000 
[b] RECORD fp 

Jan. 5 Purchase Equipment on Credit 

[a] ANALYZE Assets = Liabilities + Equity [c]Post 
Equipment Accounts Equipment 167 

Payable Jan.5 2,000 
+2000 = +2000 +. 0 

Accounts Payable 201 

Jan.5 2,000 

Date ~ Accou Titles and E z 

[b] REcoRD Jan. 5] Equipment wee * 
y “Accounts Payable _ ¥ + eo ee 

Jan. 14 Provide Services on Credit 

[a] ANALYZE Assets = Liabilities + Equity : [c]Posr 
: 5 Accounts Receivable 106 

Accounts Services 

Receivable Revenue Jan. 14 540 

+540 = 0 +540 

[pee cred Services Revenue 403 

Jan.14 540 | Do More: OS 2-6, E 2-7, E 2-9, 
| 540 ‘ E 2-11, 62-12 

Date — Account Titles and Explanation _ ee TPR: 

[b] RECORD  fan.i4 Accounts Receivable _ 
Services Revenue 4 

TRIAL BALANCE 
Double-entry accounting requires the sum of debit account balances to equal the sum of credit P? 

account balances. A trial balance is used to confirm this. A trial balance is a list of ledger ac- 

counts and their balances (either debit or credit) at a point in time. Exhibit 2.14 shows the trial 

balance for FastForward after its 16 entries have been posted to the ledger. (This is an unad- 

justed trial balance—Chapter 3 explains the necessary adjustments. ) 

Prepare and explain the 

use of a trial balance. 

Preparing aTrial Balance 

Preparing a trial balance involves three steps: 

1. List each account title and its amount (from ledger) in the trial balance. If an account has 

a zero balance, list it with a zero in its normal balance column (or omit it entirely). 

2. Compute the total of debit balances and the total of credit balances. 

3. Verify (prove) total debit balances equal total credit balances. siege eco te ee 
financial statement but a mech- 

The total of debit balances equals the total of credit balances for the trial balance in, anism for checking equality of 
debits and credits in the ledger 

Exhibit 2.14. Equality of these two totals does not guarantee that no errors were made. For Financial statements do not 

example, the column totals will be equal when a debit or credit of a correct amount is made to a ___ have debit and credit columns 
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EXHIBIT 2.14 

Trial Balance (Unadjusted) 

FASE ward 

Point: The ordering of ac- 

counts in a trial balance follows 

their identification number 

from:the chart of accounts: 

asset, liability, equity, revenue, 

and expense accounts 

Point: IRS requires companies 

to keep records that can be 

audited 

Example: If a credit to 

Unearned Revenue was incor- 

rectly posted from the journal 

as a credit to the Revenue led- 

ger account, would the ledger 

still balance? Would the finan- 

cial statements be correct? 

Answers: The ledger would bal- 

ance, but liabilities would be 

understated, equity would be 

overstated, and income would 

be overstated (all because of 

overstated revenues) 

P3 
Prepare financial 

statements from business 

transactions. 
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FASTFORWARD 
Trial Balance 

December 31, 2016 

Debit (erg-fols 

Cash $ 4,275 

|| 8g, employees aayrot | Accounts receivable 0 

| femme | Supplies 9,720 

EEE company Prepaid insurance 2,400 

| SS eae. Equipment 26,000 

| aceerired from customer | ACCOUNtS payable $ 6,200 

| co Unearned consulting revenue 3,000 

/ aaa Common stock 30,000 

i | Dividends 200 

| Consulting revenue 5,800 

Rental revenue 300 

Salaries expense 1,400 

| Rent expense 1,000 

Utilities expense 305 

| Totals $ 45,300 $ 45,300 

wrong account. Another error not identified with a trial balance is when equal debits and credits 

of an incorrect amount are entered. 

Searching for and Correcting Errors [If the trial balance does not balance (when its 

columns are not equal), the error(s) must be found and corrected. An efficient way to search for 

an error is to check the journalizing, posting, and trial balance preparation in reverse order. Step 

1 is to verify that the trial balance columns are correctly added. If step | fails to find the error, 

step 2 is to verify that account balances are accurately entered from the ledger. Step 3 is to see 

whether a debit (or credit) balance is mistakenly listed in the trial balance as a credit (or debit). 

A clue to this error is when the difference between total debits and total credits equals twice the 

amount of the incorrect account balance. If the error is still undiscovered, step 4 is to recompute 

each account balance in the ledger. Step 5 is to verify that each journal entry is properly posted. 

Step 6 is to verify that the original journal entry has equal debits and credits. At this point, the 

errors should be uncovered.° 

Using aTrial Balance to Prepare Financial Statements 

This section shows how to prepare financial statements from the trial balance. 

Financial Statements and Time How financial statements are linked in time is illustrated 

in Exhibit 2.15. A balance sheet reports on an organization’s financial position at a point in 

3 Transposition occurs when two digits are switched, or transposed, within a number. If transposition is the only error, 

it yields a difference between the two trial balance totals that is evenly divisible by 9. For example, assume that a $691 

debit in an entry is incorrectly posted to the ledger as $619. Total credits in the trial balance are then larger than total 

debits by $72 ($691 — $619). The $72 error is evenly divisible by 9 (72/9 = 8). The first digit of the quotient (in our 

example it is 8) equals the difference between the digits of the two transposed numbers (the 9 and the 1). The number 

of digits in the quotient also tells the location of the transposition, starting from the right. The quotient in our example 

had only one digit (8), so it tells us the transposition is in the first digit. Consider another example where a transposi- 

tion error involves posting $961 instead of the correct $691. The difference in these numbers is $270, and its quotient 

is 30 (270/9). The quotient has two digits, so it tells us to check the second digit from the right for a transposition of 
two numbers that have a difference of 3. 
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time. The income statement, statement 

of retained earnings, and statement of 

cash flows report on financial perfor- 
mance over a period of time. The three 

statements in the middle column of 
Exhibit 2.15 link balance sheets from 

the beginning to the end of a reporting 
period. They explain how financial posi- 

tion changes from one point to another. 

Preparers and users (including regula- 

tory agencies) determine the length of the 
reporting period. A one-year, or annual, 

reporting period is common, as are semi- 

annual, quarterly, and monthly periods. 

The one-year reporting period is known 

as the accounting, or fiscal, year. Busi- 

nesses whose accounting year begins on 

JETER 1 GROOMS OID Seon eo? ey Gite. 9 LE ee oreo 
known as calendar-year companies. 
Google is a calendar-year company. Many 

companies choose a fiscal year ending on 

a date other than December 31. Apple is a noncalendar-year company as reflected in the headings of 

its September 27, 2014, year-end financial statements in Appendix A near the end of the book. 

Statement 
of retained 

Ending 
balance 
sheet 

Beginning 
balance 
sheet 

Financial Statements from Trial Balance The FastForward financial statements differ from 

those in Chapter | because of several additional transactions. These statements are also more 

precisely called unadjusted statements because we need to make some further accounting ad- 

justments (described in Chapter 3). 

Income Statement An income statement reports the revenues earned less the expenses in- 

curred by a business over a period of time. FastForward’s income statement for December is 

shown at the top of Exhibit 2.16. Information about revenues and expenses is taken from the 

trial balance in Exhibit 2.14. Net income of $3,395 is reported at the bottom of the statement. 

Owner investments and dividends are not part of income. 

Statement of Retained Earnings The statement of retained earnings conveys how re- 

tained earnings change over the reporting period. FastForward’s statement of retained earnings 

is the second report in Exhibit 2.16. It shows the $3,395 of net income, the $200 dividend, and 

the $3,195 end-of-period balance. (The beginning balance in the statement of retained earnings 

is rarely zero; an exception is for the first period of operations. The beginning balance in January 

2017 is $3,195, which is December 2016’s ending balance.) 

Balance Sheet The balance sheet shows the financial position of a company at a point in time, 

usually at the end of a month, quarter, or year. FastForward’s balance sheet is the third report in 

Exhibit 2.16. This statement refers to financial condition at the close of business on December 31. 

The left side of the balance sheet lists its assets: cash, supplies, prepaid insurance, and equipment. 

The upper right side of the balance sheet shows that it owes $6,200 to creditors and $3,000 in ser- 

vices to customers who paid in advance. The equity section shows an ending balance of $33,195. 

Notice the link between the ending balance of the statement of retained earnings and the retained 

earnings balance. (Recall that this presentation of the balance sheet is called the account form: 

assets on the left and liabilities and equity on the right. Another presentation is the report form: 

assets on top, followed by liabilities and then equity. Either presentation is acceptable.) 

@ Decision Maker fA 

Entrepreneur You open a wholesale business selling entertainment equipment to retail outlets. You find that 

most of your customers demand to buy on credit. How can you use the balance sheets of customers to decide 

which ones to extend credit to? Mi [Answers follow the chapter's Summary.] 
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EXHIBIT 2.15 

Links between Financial 

Statements across Time 

Point: A statement's heading 

lists the 3 W's: Who—name of 

organization, What—name of 

statement, When—statement’s 

point in time or period of time. 

Point: An income statement is 

also called an earnings statement, 

a statement of operations, or a 

P&L (profit and loss) statement. 

A balance sheet is also called a 

statement of financial position. 

Point: While revenues 

increase equity, and expenses 

decrease equity, the amounts 

are not reported in detail in the 

statement of retained earnings 

Instead, their effects are 

reflected through net income. 

Point: Knowing how financial 

statements are prepared im- 

proves our analysis of them 
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EXHIBIT 2.16 

Financial Statements Prepared from Trial Balance 

FASTFORWARD 

Trial Balance 

December 31, 2016 

SUpplesicm wets ceca see ees 

Prepaid/insurance. 2.2.29 --)- 

Equipmenti(5 << eG 

Accounts payable............. 

Unearned consulting revenue .. . 

Common stock 

DividendSits sre sie stenoses 

Consulting revenue 

ai aides os eel ew p ehertehn ie 

Rental revenue. 4 5.c..0.6 occ 

Salanies CxpenSe=ieesieasia sc 

Rentexpense@m ci arerrereietoc 

Utilities expense.............. 

Totals 

Point: Arrow lines show how the statements are linked 
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FASTFORWARD 

Income Statement 

For Month Ended December 31, 2016 

Revenues 

Rental revenue 

Total revenues 

Expenses Debit Credit 

Salaries expense 

Rent expense 

Utilities expense 

Total expenses 

Net income 

Plus: Net income 

Less: Cash dividends 

Gashitne cote rch ace $ 4,275 

Supplies... 52.8. 9,720 

Prepaid insurance . . 2,400 

Equipment ....... 26,000 

STOtal @SSCtS en. oe ops $42,395 

Point: To foot a column of numbers is to add them 

Consulting revenue ($4,200 + $1,600) 

bee ob ew 2 be 88 8 

FASTFORWARD 

Statement of Retained Earnings 

For Month Ended December 31, 2016 

bee Mla al Braue hele ake neie: tee. fee ellelg glen Opweis ceeeeran® \ne is 1m ieaies mim 

Retained earnings, December 31, 2016 

FASTFORWARD 

Balance Sheet 

December 31, 2016 

aes $5,800 
ee 300) 
Bey fa ies $ 6,100 

sighs ee 1,400 
Shs onsen 1,000 
See ae __305 
he ee 2,705 
Rates ee $ 3,395 

Retained earnings, December |, 2016............----+++ 000s $ 0 

Liabilities 

Accounts payable .......... $ 6,200 

Unearned consult. revenue . . . 3,000 

‘Total liabilities. “20 <3. so. 9,200 

Equity 

Gommon'stock.. 22 2. ...).: 30,000 

Retained earnings .......... 3,195 

Totaliequety 2c: tcsrs era's Gnecks 33,195 

Total liabilities and equity.... $42,395 

Presentation Issues Dollar signs are not used in journals and ledgers. They do appear in 

financial statements and other reports such as trial balances. The usual practice is to put dollar 

signs beside only the first and last numbers in a column. Apple’s financial statements in 

Appendix A show this. When amounts are entered in a journal, ledger, or trial balance, commas 

are optional to indicate thousands, millions, and so forth. However, commas are always used in 

financial statements. Companies also commonly round amounts in reports to the nearest dollar, 

or even to a higher level. Apple is typical of many companies in that it rounds its financial state- 
Point: The terms “Debit’ 

and “Credit” do not appear 

on financial statements 

ment amounts to the nearest million. This decision is based on the perceived impact of rounding 

for users’ business decisions. 

Reading and Using an Annual Report An annual report is required of more than 

10,000 corporations in the United States that trade their stock publicly. This requirement is 



Chapter 2. Financial Statements and the Accounting System 73 

imposed by the SEC. Another nearly 5 million corporations in the United States do not trade 

their shares publicly and are called private or closely held corporations, which are not sub- 

ject to SEC oversight. Appendix A, near the end of this book, shows key excerpts from the 

annual report of Apple. This appendix also reproduces financial statements from the annual 
reports of Google and Samsung. The key excerpts are identified and explained on page A-1. 

We review and use the annual report for many business decisions, especially for valuing 

corporate stock and assessing a company’s ability to pay off its debts. 

Prepare a trial balance for Apple using the following condensed data from its fiscal year ended NEED-T0-KNOW 74 

September 27, 2014 ($ in millions). 

Preparing Trial Balance 

amnanen tO oy gs seen en tis S233 the HDWENES od, cel eas, er ee S 2S ery 
Accounts payable seers. sae creche seca: 30,196 Securities investments and other assets..... 179,911 

@themlabliticcmece este erie. er.. a: 901096s= wEandrand equipment (Met) ser rrts teers 20,624 APPLE 

Cost of sales (and other expenses)....... 126,231 — Selling-and other expense)7..3...--- an 17,054 

Cashew ner ee ere a. IB3844—— Accounts:receivable: <u. eine ce ees 17,460 

RevenUesuon anette | et ere as 1825795 = aRetained earnings 1c... tera cye eye ene 59,939 

Solution (§$ in millions) 

APPLE 

Trial Balance 

September 27, 2014 

Credit — 

(Sic ice aan Seton akan Ohae a tances PaO eer $ 13,844 

JACCOUMES HECEIVADIG 6 aie tara Sete tesler cle gees 17,460 

Land and equipment (net)............---+++-: 20,624 

Securities investments and other assets ........ 179,911 

Accounts ipayabier. «mis cane ee: $ 30,196 

@thembiabilitiesse. - seats oe qe es ere agate shee 90,096 

(Gap Al Gennaro oc abosameeonng ccm aa odo 23313 

Retained earmingSaa age ciriciciem iced scion on 59,939 

Dividendsmmrrer teria cheer ae co 2S 

REVEIGS merry tere Gileget cron rn mene seetaun npeis eV 182,795 

Cost of sales and other expenses..........-.-- 126,231 

Selling and other expense ........-----++++--- 17,054 

Woe os. os ng ou wae acoder owen omen ciomees $386,339 $386,339 Do More: E 2-8, E 2-10 

®) GLOBAL VIEW 
Financial accounting according to U.S. GAAP 1s similar, but not identical, to IFRS. This section 

discusses differences in analyzing and recording transactions, and with the preparation of financial 

statements. 

Analyzing and Recording Transactions Both U.S. GAAP and IFRS include broad and 

similar guidance for financial accounting. Further, both U.S. GAAP and IFRS apply transaction anal- 

ysis and recording as shown in this chapter—using the same debit and credit system and accrual 
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PIAGGIO 

Gabriela Hasbrun/Redux Pictures 
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accounting. Although some variations exist in revenue and expense recognition and other accounting 

principles, all of the transactions in this chapter are accounted for identically under these two 

systems. 

Financial Statements Both U.S. GAAP and IFRS prepare the same four basic financial state- 

ments. A few differences within each statement do exist and we will discuss those throughout the book. 

For example, both U.S. GAAP and IFRS require balance sheets to separate current items from noncurrent 

items. However, while U.S. GAAP balance sheets report current items first, IFRS balance sheets normally 

(but are not required to) present noncurrent items first, and equity before liabilities. To illustrate, a con- 

densed version of Piaggio’s balance sheet follows. Piaggio is an Italian manufacturer of scooters and 

compact vehicles. 

PIAGGIO 

Balance Sheet {in thousands of euros) 

December 31,2014 

Assets Equity and Liabilities 

Noncurrent assets ........ €1,079,117 ‘TOtahequityic ww wane eaneen te € 413,069 

Current assetsijt 3. 38 477,49 | Noncurrent liabilities ............ 581,366 

Currentiliabiities* tee rae ere 562,173 

slOtabassets {ose can 3 €1,556,608 Total equity and liabilities ......... €1,556,608 

Accounting Controls and Assurance Accounting systems depend on control procedures that 
assure proper principles were applied. The passage of SOX legislation strengthened U.S. controls. 

However, global standards for controls are diverse and so are enforcement activities. Consequently, while 

global accounting standards are converging, their application in different countries can yield different 

outcomes depending on the quality of their auditing standards and enforcement. 

Fraud 

Jy NN Data Quality Recording valid and Percent Citing Misconduct 

accurate transactions enhances the quality 40% 4 : 

of financial statements. The graph here shows the . | eo 

percentage of employees in information technology who spt if | 

report observing specific types of misconduct and the 20% | ie ; . 

increased ris k of such misconduct in recent years 

KPMG ; 20 | 

Sustainability and Accounting Twitter, as introduced in this chapter’s opening feature, is 

committed to connecting people interested in sustainability and saving the earth. Twitter co-founder 

Biz Stone insists that, “to be judged successful, a company needs to make money, make the world a 

better place and bring joy to the people who work there.” Twitter has made the world a better place by 

providing a space for people with similar interests in sustainability to connect with one another. 

Sustainability gatherings like cleaning up the park and planting trees are organized on Twitter. The 

Twitter website has also become a source of news for individuals interested in sustainability. For ex- 

ample, when a new U.S. law was in-process that requires companies to report their use of minerals 

from conflict regions in the Congo, the director of corporate responsibility at AMD, Tim Mohin, 
learned about it through Twitter. 

In addition to believing the earth deserves respect, Twitter believes in treating employees with respect. 
Glassdoor ranked Twitter as one of best places to work. Glassdoor chief executive Robert Hohman 

explains, “What people say [at Twitter] is that their work has a global impact.” Biz Stone responded by 
asserting that, “If you don’t set the bar high, you’re never going to get there.” 
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Debt Ratio (_}@§(.) Decision Analysis 

An important business objective is gathering information to help assess a company’s risk of failing to pay 

its debts. Companies finance their assets with either liabilities or equity. A company that finances a rela- 

tively larger portion of its assets with liabilities is said to have higher financial leverage. Higher financial 

leverage involves greater risk because liabilities must be repaid and often require regular interest pay- 

ments (equity financing does not). One measure to assess the risk associated with liabilities is the debt 

ratio, seen in Exhibit 2.17. 

Total liabilities 

Total assets 
Debt ratio = 

To apply the debt ratio, let’s look at Skechers’s liabilities and assets. Skechers designs, markets, and 

sells footwear for men, women, and children. Exhibit 2.18 reports its debt ratio at each year-end from 

2010 to 2014. 

2013 $ in millions 2014 2012 2011 2010 

flotalliabilities#ys4. 0-0 $ 541 $ 429 $ 421 $ 389 8 see 

slotalbassetssamyy-v rate $1,675 $1,409 $1,340 $1,282 $1,305 

Debtiratiovars.....55-- 0.32 0.30 0.31 0.30 0.28 

Industry debt ratio......... 0.49 0.47 0.46 0.47 0.49 

Skechers’s debt ratio ranges from a low of 0.28 to a high of 0.32—also, see graph in margin. Its ratio is 

lower than the industry norm, suggesting a lower than average risk from financial leverage. So, is finan- 

cial leverage good or bad for Skechers? The answer: If Skechers is making more money with this debt 

than it is paying the lenders, then it is successfully borrowing money to make more money. A company’s 

use of debt can quickly turn unprofitable if its return from that money drops below the rate it is paying 

lenders. 

2) 200 

® Decision Maker 

Investor You consider buying stock in Converse. As part of your analysis, you compute its debt ratio for 2013, 

2014, and 2015 as: 0.35, 0.74, and 0.94, respectively. Based on the debt ratio, is Converse a low-risk investment? 

Has the risk of buying Converse stock changed over this period? (The industry debt ratio averages 0.40.) 

a [Answers follow the chapter's Summary.] 

(This problem extends the Comprehensive Need-To-Know of Chapter 1.) After several months of plan- 

ning, Jasmine Worthy started a haircutting business called Expressions. The following events occurred 

during its first month. 

. On August J, Worthy invested $3,000 cash and $15,000 of equipment in Expressions in exchange for 

common stock. 

. On August 2, Expressions paid $600 cash for furniture for the shop. 

. On August 3, Expressions paid $500 cash to rent space in a strip mall for August. 

. On August 4, it purchased $1,200 of equipment on credit for the shop (using a long-term note payable). 

On August 5, Expressions opened for business. Cash received from haircutting services in the first 

week and a half of business (ended August 15) was $825. 

On August 15, it provided $100 of haircutting services on account. 

. On August 17, it received a $100 check for services previously rendered on account. 

. On August 17, it paid $125 to an assistant for hours worked during the grand opening. 

Cash received from services provided during the second half of August was $930. 

i) 

A2 
Compute the debt ratio 
and describe its use in 
analyzing financial 
condition. 

EXHIBIT 2.17 

Debt Ratio 

Point: Compare the equity 

amount to the liability amount 

to assess the extent of owner 

versus nonowner financing. 

EXHIBIT 2.18 

Computation and Analysis 

of Debt Ratio 

Millions Ratio 

$1800 

$1600 | 

$1400 

$1200 } 

$1000 

$800 

$600 

$400 

0+ = —_1—___1—§ - 
2014 2013 2012 2011 2010 

Skechers: _ Liabilities(S) |_| Assets($) — Debt ratio(%) 

NEUE 2-5 

COMPREHENSIVE 
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j. 
k. 

On August 31, it paid a $400 installment toward principal on the note payable entered into on August 4. 

On August 31, it paid $900 cash in dividends to Worthy (sole shareholder). 

Required 

1. 

NO oRWN 

Open the following ledger accounts in balance column format (account numbers are in parentheses): 

Cash (101); Accounts Receivable (102); Furniture (161); Store Equipment (165); Note Payable (240); 

Common Stock (307); Dividends (319); Haircutting Services Revenue (403); Wages Expense (623); 

and Rent Expense (640). Prepare general journal entries for the transactions. 

. Post the journal entries from part | to the ledger accounts. 

. Prepare a trial balance as of August 31. 

. Prepare an income statement for August. 

. Prepare a statement of retained earnings for August. 

. Prepare a balance sheet as of August 31. 

. Determine the debt ratio as of August 31. 

Extended Analysis 

8. In the coming months, Expressions will experience a greater variety of business transactions. Identify 

which accounts are debited and which are credited for the following transactions. (Hint: We must use 

some accounts not opened in part 1.) 

a. Purchase supplies with cash. 

b. Pay cash for future insurance coverage. 

c. Receive cash for services to be provided in the future. 

d. Purchase supplies on account. 

PLANNING THE SOLUTION 

Analyze each transaction and use the debit and credit rules to prepare a journal entry for each. 

Post each debit and each credit from journal entries to their ledger accounts and cross-reference each 

amount in the posting reference (PR) columns of the journal and ledger. 

Compute each account balance and list the accounts with their balances on a trial balance. 

Verify that total debits in the trial balance equal total credits. 

To prepare the income statement, identify revenues and expenses. List those items on the statement, 

compute the difference, and label the result as net income or net loss. 

Use information in the ledger to prepare the statement of retained earnings. 

Use information in the ledger to prepare the balance sheet. 

Compute the debt ratio by dividing total liabilities by total assets. 

Analyze the future transactions to identify the accounts affected and apply debit and credit rules. 

SOLUTION 

ib General journal entries: 

General Journal 

Account Titles and Explanation Debit Credit 

PNT seg ROC hahah coils aintad oGine danrad ome Seo MieS OC 101 3,000 

Store: Equipinient s.. cevisereta tap since cre coicmmss recta eemarener st ests 165 15,000 

Gommoni Stocker: <2 onesrinweus tes otuace cmeuetemercne era as 307 18,000 

Owner's investment in exchange for stock. 

2° PRUrniture viscchosains a etee mine aimee hore eonste We nye ita cians usteerte fas 16] 600 

Sas Heydar eae ction: Sven canes esceeeey tie teeaceenee te: 101 600 

Purchased furniture for cash. 

3) Rent: Expense: tccsee os eae tines seeps emia ry ee renee ae 640 500 

Gs ape he RTE oa mene en DC an Nu Suinehe 101 500 

Paid rent for August. 

4. Store Equipment 1. sujen im entnedaieess opener: «umn 165 1,200 

Note Payables ccc ta Gti cea sresestiries epee 240 1,200 

Purchased additional equipment on credit. 

[continued on next page] 
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{continued from previous page] 

Spee: Casha ere eee oa ese as ie clove amen ata 101 825 

laireucting Services ReEVenUC 2 scm... ae tle cine 403 825 

Cash receipts from first half of August. 

[5a eAccounts) Receivableeiaee wena Rr erninercrcta ths ese: 102 100 

Haircutting Services Revenue .........,....%...... 403 100 

To record revenue for services provided on account. 

Pipe AORTA ay Aa aioustini chee oocl ck peony oe Sete Tchr rE RnR UR casnnirT ana eet 10] 100 

Accounts: ReceiVables emcee forse cue cine crete 102 100 

To record cash received as payment on account. 

Wee VASES EXPCNSCr a emir oe fete eee Ce een oe 623 125 

Cashiers dase eee ee ee ete on areca res 101 125 

Paid wages to assistant. 

BUige easly ceo a ache ens ees hy hat Seep enero 101 930 

Elaincutting Services/ReVEnUG) 2 ect e  oe  s- 403 930 

Cash receipts from second half of August. 

Bil. MIN CWS FAVA on con SS a ionc soos bocunpees Maung os 240 400 

Gasiie cee ea eri oe a iseny a omtats tesearn pices toe 101 400 

Paid an installment on the note payable. 

Si IDIMGERGE, ancien en neta oe seibe bake ieee om ame 319 900 

GCashinre te eee eee earn tee 101 900 

Paid cash for dividends. 

2. Post journal entries from part | to the ledger accounts: 

General Ledger 

Cash Account No. 101 Note Payable Account No. 240 

Date a S| Debit | eid 1 ealahee Date PR Debit Balance 

| Aug. | Gl 3,000 . 3,000 Aug. 4 | Gl 

ele 600 2,400 31 Gl 400 800 

ceca 200. L700 Common Stock Account No. 307 

Is | Gf 825 Tey fps - 

Ge er 100 2,825 Date PR Debit eat es 

| 
PEARS hee 2100 Free eee 18,000 | 18,000 
31 Gl 930 3,630 

31 Gi 400 3,230 Dividends Account No. 319 

2 i! ou a Date PR Debit Credit | Balance 

Accounts Receivable Account No. 102 Aneel GI 900 900 

Date i, Debit eee oa ea ance Haircutting Services Revenue Account No. 403 

| OS nay | | Date | Pr Debit | Credit | Balance 
Gi) 100 0 

Aug. 15 | GI 825 825 

Furniture Account No. 161 ison lleGil 100 925 

: 3] Gl 930 1,855 
Date PR Debit Credit | Balance 

| Wages Expense Account No. 623 

Aug. 2 ! Gl 600 600 = 

Date PR Debit Credit | Balance 

Store Equipment Account No. 165 = Ls 

EWE sey 125 125 

Date | PR | Debit | Credit | Balance Bus 
Rent Expense Account No. 640 

Aug. | Gl 15,000 15,000 Bate 

4 Gl 1,200 16,200 Date | PR Debit | Credit | Balance 

Aug. 3 | Gl 500 | 500 
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3. Prepare a trial balance from the ledger: 

EXPRESSIONS 

Trial Balance 

August 31 

Debit 

Gashea oie. eee none $ 2,330 

Accountsireceivable ances ea 0 

FUsnitUKer ce fi beocae eee ce ee en 600 

Store equipment... ..6 5.056 ee cr 16,200 

Note:payables. i: acces ance cere eco ge 

Gominon Stock) sesc eect ce es 

Dividendsptcnrtacecncce same. 

Haircutting services revenue ........ 

WVaBEs EXPENSE so es tem ee cml ae 

Rent-expensestn ci es aioe oe 

@ (acatis tnbep ese! sie ibis; ei enele nw she veils aivrRun (8 

EXPRESSIONS 

Income Statement 

For Month Ended August 31 

Revenues 

Haircutting services revenue ........ 

Operating expenses 

Rent expense 22. ties oc $500 

Wagesexpensel ics at con mauieas 125 

Total operating expenses ........... 

INGE Income ase esa cane ee 

EXPRESSIONS 

Statement of Retained Earnings 

Credit 

$ 800 

18,000 

$1,855 

625 

$1,230 

For Month Ended August 31 

Retained earnings, August |.............--- 

Plusre iNet-incometiss sect ate: a ince 

ess: G@ashidividends'<.i, 0. utters serepnerce 

Retained earnings, August 31............... 

EXPRESSIONS 

Balance Sheet 

August 31 

Assets Liabilities 

Gashinsrnscins as Rao eens $ 2,330 Note payable ....... 

FUrnituresse peers 600 Equity 

Store equipment ......... 16,200 Common stock ..... 

Retained earnings... . 

MOtalvequityinn 2st esnes 

Total assets: sist e .ce $19,130 Total liabilities and equity ........ $19,130 
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Total liabilities $800 

Total assets $19,130 
8a. Supplies debited 8c. Cash debited 

Cash credited 

8b. Prepaid Insurance debited 

Cash credited 

7. Debt ratio = Ps 18 aS 

8d. Supplies debited 

Summary 
C1 Explain the steps in processing transactions and the 

role of source documents. The accounting process identi- 

fies business transactions and events, analyzes and records their 

effects, and summarizes and prepares information useful in 

making decisions. Transactions and events are the starting 

points in the accounting process. Source documents identify and 

describe transactions and events, and provide objective and 

reliable evidence. Examples are sales tickets, checks, purchase 

orders, bills, and bank statements. The effects of transactions 

and events are recorded in journals. Posting along with a trial 

balance helps summarize and classify these effects. 

C Describe an account and its use in recording transac- 

tions. An account is a detailed record of increases and 

decreases in a specific asset, liability, equity, revenue, or 

expense. Information from accounts is analyzed, summarized, 

and presented in reports and financial statements. 

C3 Describe a ledger and a chart of accounts. The ledger 

(or general ledger) is a record containing all accounts used 

by a company and their balances. It is referred to as the books. 

The chart of accounts is a list of all accounts and usually in- 

cludes an identification number assigned to each account. 

C4 Define debits and credits and explain double-entry 

accounting. Debit refers to left, and credit refers to right. 

Debits increase assets, expenses, and dividends, while credits 

decrease them. Credits increase liabilities, common stock, and 

revenues; debits decrease them. Double-entry accounting means 

each transaction affects at least two accounts and has at least 

one debit and one credit. The system for recording debits and 

credits follows from the accounting equation. The left side of 

an account is the normal balance for assets, dividends, and 

Guidance Answers to Decision Maker and Decision Ethics 

Entrepreneur We can use the accounting equation (Assets = 

Liabilities + Equity) to help us identify risky customers to whom 

we would likely not want to extend credit. A balance sheet pro- 

vides amounts for each of these key components. The lower a 

customer’s equity is relative to liabilities, the less likely you 

would extend credit. A low equity means the business has little 

value that does not already have creditor claims to it. 

Unearned Services Revenue credited 

Accounts Payable credited 

expenses, and the right side is the normal balance for liabilities, 

common stock, and revenues. 

Al Analyze the impact of transactions on accounts and 

financial statements. We analyze transactions using con- 

cepts of double-entry accounting. This analysis is performed by 

determining a transaction’s effects on accounts. These effects 

are recorded in journals and posted to ledgers. 

A2 Compute the debt ratio and describe its use in analyz- 

ing financial condition. A company’s debt ratio is com- 

puted as total liabilities divided by total assets. It reveals how 

much of the assets are financed by creditor (nonowner) financ- 

ing. The higher this ratio, the more risk a company faces 

because liabilities must be repaid at specific dates. 

p Record transactions in a journal and post entries to a 

ledger. Transactions are recorded in a journal. Each entry 

in a journal is posted to the accounts in the ledger. This provides 

information that is used to produce financial statements. 

Balance column accounts are widely used and include columns 

for debits, credits, and the account balance. 

fh Prepare and explain the use of a trial balance. A trial 

balance is a list of accounts from the ledger showing their 

debit or credit balances in separate columns. The trial balance is 

a summary of the ledger’s contents and is useful in preparing 

financial statements and in revealing recordkeeping errors. 

p3 Prepare financial statements from business transac- 

tions. The balance sheet, the statement of retained earn- 

ings, the income statement, and the statement of cash flows use 

data from the trial balance (and other financial statements) for 

their preparation. 

Investor The debt ratio suggests the stock of Converse is of 

higher risk than normal and that this risk is rising. The average 

industry ratio of 0.40 further supports this conclusion. The 2015 

debt ratio for Converse is twice the industry norm. Also, a debt 

ratio approaching 1.0 indicates little to no equity. 
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Account 

Account balance 

Balance column account 

Chart of accounts 

Debtors 

General journal 

General ledger 

Compound journal entry Journal 

Credit Journalizing 

Creditors Ledger 

Debit Liquidity 

Debt ratio Market Prospects 

Double-entry accounting 

Posting 

Posting reference (PR) column 

Profitability 

Solvency 

Source documents 

T-account 

Trial balance 

Unearned revenue 

Multiple Choice Quiz Answers at end of chapter 

A 

@ Icon denotes assignments that involve decision making. 

Amalia Company received its utility bill for the current pe- 

riod of $700 and immediately paid it. Its journal entry to 

record this transaction includes a 

Credit to Utility Expense for $700. 
Debit to Utility Expense for $700. 
Debit to Accounts Payable for $700. 
Debit to Cash for $700. 

e. Credit to Common Stock for $700. 
ne oD 

. On May 1, Mattingly Lawn Service collected $2,500 cash 

from a customer in advance of five months of lawn service. 

Mattingly’s journal entry to record this transaction includes a 

Credit to Unearned Lawn Service Fees for $2,500. 

Debit to Lawn Service Fees Earned for $2,500. 

Credit to Cash for $2,500. 

Debit to Unearned Lawn Service Fees for $2,500. 

e. Credit to Common Stock for $2,500. 

ae oD 

. Liang Shue contributed $250,000 cash and land worth 

$500,000 to open her new business, Shue Consulting 

Corporation. Which of the following journal entries does 

Shue Consulting make to record this transaction? 

abe GasitASseisw eit rae 750,000 

Common Stocks. ere 750,000 

D Common stOckaa ee 750,000 

IASSCISeee Ree ee 750,000 

Ce Cashin as pot eae eee 250,000 

Moan dee earn eee ce ese 500,000 

Common Stock ...... 750,000 

Ga Commonts tock eer 750,000 

Washit, ie een ee 250,000 

[atic ee eee ee cera 500,000 

A trial balance prepared at year-end shows total credits ex- 

ceed total debits by $765. This discrepancy could have been 

caused by 
a. Anerror in the general journal where a $765 increase in 

Accounts Payable was recorded as a $765 decrease in 

Accounts Payable. 

b. The ledger balance for Accounts Payable of $7,650 be- 

ing entered in the trial balance as $765. 

c. A general journal error where a $765 increase in Accounts 

Receivable was recorded as a $765 increase in Cash. 

d. The ledger balance of $850 in Accounts Receivable was 

entered in the trial balance as $85. 
e. Anerror in recording a $765 increase in Cash as a credit. 

Bain Company has total assets of $1,000,000, liabilities of 

$400,000, and equity of $600,000. What is its debt ratio 

(rounded to a whole percent)? 

a. 250% Cc. 67% 
b. 167% d. 150% 

e. 40% 

1. 

2. 

= 

. What kinds of transactions can be recorded in a general 

Provide the names of two (a) asset accounts, (b) liability 

accounts, and (c) equity accounts. 

What is the difference between a note payable and an ac- 

count payable? 

Discuss the steps in processing business transactions. 

journal? 

. Are debits or credits typically listed first in general journal 

entries? Are the debits or the credits indented? 

. Should a transaction be recorded first in a journal or the 

ledger? Why? 

i he If assets are valuable resources and asset accounts have 

debit balances, why do expense accounts also have debit 

balances? 

; Why does the recordkeeper prepare a trial balance? 

. If an incorrect amount is journalized and posted to the 

accounts, how should the error be corrected? 

. Identify the four financial statements of a business. 

My ds) What information is reported in a balance sheet? 

. © What information is reported in an income statement? 

: Why does the user of an income statement need to 

know the time period that it covers? 
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14. Define (a) assets, (b) liabilities, (c) equity, and (d) net as- 

sets. 

15. Which financial statement is sometimes called the state- 

ment of financial position? 

16. 2 Review the Apple balance sheet in 

Appendix A. Identify three accounts on its APPLE 

balance sheet that carry debit balances and three accounts 

on its balance sheet that carry credit balances. 
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17. Review the Google balance sheet in 

Appendix A. Identify an asset with the GOOGLE 

word receivable in its account title and a liability with the 

word payable in its account title. 

18. Review the Samsung balance sheet S 

in Appendix A. Identify three current amsung 
liabilities and three noncurrent liabilities in its balance 

sheet. 

gi comect 
Identify the items from the following list that are likely to serve as source documents. 

a. Sales ticket d. Telephone bill 

b. Trial balance e. Invoice from supplier 

c. Balance sheet 

g. Income statement 

h. Bank statement 

f. Company revenue account i. Prepaid insurance 

Classify each of the following accounts as an asset (A), liability (L), or equity (EQ) account. 

a. Cash 

b. Prepaid Rent 

c. Office Supplies 

d. Prepaid Insurance g. Accounts Payable 

h. Unearned Rent Revenue 

i. Dividends 

e. Office Equipment 

f. Common Stock 

a chart of accounts is near the end of the book. Using that chart, identify the following accounts as either 

an asset (A), liability (L), equity (EQ), revenue (R), or expense (E) account, along with its identification 

number. 

d. Patents g. Notes Payable 

e. Rent Payable 

a. Advertising Expense 

b. Rent Revenue h. Common Stock 

c. Rent Receivable f. Furniture i. Utilities Expense 

Identify the normal balance (debit or credit) for each of the following accounts. 

a. Fees Earned (Revenues) 

b. Office Supplies 

c. Dividends 

d. Wages Expense g. Wages Payable 

h. Building 

i. Common Stock 

e. Accounts Receivable 

f. Prepaid Rent 

Indicate whether a debit or credit decreases the normal balance of each of the following accounts. 

a. Interest Payable e. Common Stock i. Dividends 

b. Service Revenue f. Prepaid Insurance j. Unearned Revenue 

c. Salaries Expense g. Buildings k. Accounts Payable 

d. Accounts Receivable h. Interest Revenue I. Land 

in journal entry form, and (3) post the entry using T-accounts to represent ledger accounts. Use the follow- 

ing (partial) chart of accounts—account numbers in parentheses: Cash (101); Accounts Receivable (106); 

Office Supplies (124); Trucks (153); Equipment (167); Accounts Payable (201); Unearned Landscaping 

Revenue (236); Common Stock (307); Dividends (319); Landscaping Revenue (403); Wages Expense 

(601), and Landscaping Expense (696). 

a. On May 15, DeShawn Tyler opens a landscaping company called Elegant Lawns by investing $7,000 

in cash along with equipment having a $3,000 value in exchange for common stock. 

b. On May 21, Elegant Lawns purchases office supplies on credit for $500. 

c. On May 25, Elegant Lawns receives $4,000 cash for performing landscaping services. 

d. On May 30, Elegant Lawns receives $1,000 cash in advance of providing landscaping services to a 

customer. 

A chart of accounts is a list of all ledger accounts and an identification number for each. One example of QS 2-3 

QS 2-4 

OS 2-5 

QUICK STUDY 

Qs 2-1 

Identifying source 

documents [1 

Identifying financial 

statement accounts 

C2 

Reading a chart of 

accounts 

C3 

Identifying normal 

balance 

C4 

Linking debit or credit 

with normal balance 

C4 

QS 2-6 
Analyzing transactions 

and preparing journal 

entries 

PI 
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QS 2-7 
Analyzing debit or credit 

by account 

QS 2-8 
Identifying a posting 

error 

2 @ 
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Identify whether a debit or credit yields the indicated change for each of the following accounts. 

a. To increase Land f. To decrease Prepaid Rent 

b. To decrease Cash g. To increase Notes Payable 

c. To increase Fees Earned (Revenues) h. To decrease Accounts Receivable 

d. To increase Office Expense i. To increase Common Stock 

e. To decrease Unearned Revenue j. To increase Store Equipment 

A trial balance has total debits of $20,000 and total credits of $24,500. Which one of the following errors 

would create this imbalance? Explain. 

a. A $2,250 debit to Utilities Expense in a journal entry is incorrectly posted to the ledger as a $2,250 

credit, leaving the Utilities Expense account with a $3,000 debit balance. 

b. A $4,500 debit to Salaries Expense in a journal entry is incorrectly posted to the ledger as a $4,500 

credit, leaving the Salaries Expense account with a $750 debit balance. 

c. A $2,250 credit to Consulting Fees Earned (Revenues) in a journal entry is incorrectly posted to the 

ledger as a $2,250 debit, leaving the Consulting Fees Earned account with a $6,300 credit balance. 

d. A $2,250 debit posting to Accounts Receivable was posted mistakenly to Land. 

e. A $4,500 debit posting to Equipment was posted mistakenly to Cash. 

f. Anentry debiting Cash and crediting Accounts Payable for $4,500 was mistakenly not posted. 

Qs 2-9 

Classifying accounts in 

financial statements 

P3 

Indicate the financial statement on which each of the following items appears. Use I for income statement, 

E for statement of retained earnings, and B for balance sheet. 

a. Services Revenue e. Equipment i. Dividends 

b. Interest Payable f. Prepaid Insurance j. Office Supplies 

c. Accounts Receivable g. Buildings k. Interest Expense 

d. Salaries Expense h. Rental Revenue I. Insurance Expense 

QS 2-10 
International accounting 

standards C4 

QS 2-11 
Computing and using the 

debt ratio A2 7 

EXERCISES 

Exercise 2-1 

Steps in analyzing and 

recording transactions 

Ci 

Exercise 2-2 
Identifying and 

classifying accounts 

(2 

a. What type of journal entry system is applied when accounting follows IFRS? 

b. Identify the number and usual titles of the financial statements prepared under IFRS. 

c. How do differences in accounting controls and enforcement impact accounting reports prepared across 

different countries? 

In a recent year’s financial statements, Home Depot reported the following: Total liabilities = $30,624 

million and Total assets = $39,946 million. Compute and interpret Home Depot’s debt ratio (assume 

competitors average a 60.0% debt ratio). 

Order the following steps in the accounting process that focus on analyzing and recording transactions. 

a. Prepare and analyze the trial balance. 

b. Analyze each transaction from source documents. 

c. Record relevant transactions in a journal. 

d. Post journal information to ledger accounts. 

Enter the number for the item that best completes each of the descriptions below. 

1. Asset 3. Account 5. Three 

2. Equity 4. Liability 

a. Balance sheet accounts are arranged into general categories. 

b. Common Stock and Dividends are examples of accounts. 

c. Accounts Payable, Unearned Revenue, and Note Payable are examples of accounts. 

d. Accounts Receivable, Prepaid Accounts, Supplies, and Land are examples of accounts. 

e. A(n) is a record of increases and decreases in a specific asset, liability, equity, revenue, or 

expense item. 
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Enter the number for the item that best completes each of the descriptions below. 

1. Chart 

a. A 

b. The 

2. General ledger 

of accounts 1s a list of all accounts a company uses. 

is a record containing all accounts used by a company. 

For each of the following (1) identify the type of account as an asset, liability, equity, revenue, or expense; 

(2) identify the normal balance of the account; and (3) enter debit (Dr) or credit (Cr.) to identify the kind 

of entry that would increase the account balance. 

a. Land e. Accounts Receivable i. Fees Earned 

b. Cash f. Dividends j. Equipment 

c. Legal Expense g. License Fee Revenue k. Notes Payable 

d. Prepaid Insurance h. Unearned Revenue I. Common Stock 
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Exercise 2-3 

Identifying a ledger and 

chart of accounts 

C3 

Exercise 2-4 

Identifying type and 

normal balances of 

accounts 

C4 

GrowPro Co. bills a client $62,00 
full payment: (1) $10,000 cash, (2) computer equipment worth $80,000, and (3) to assume responsibility 

for a $28,000 note payable related to the computer equipment. The entry GrowPro makes to record this 

transaction includes which one or more of the following? 

a. $28,000 increase in a liability account d. $62,000 increase in an asset account 

b. $10,000 increase in the Cash account 

c. $10,000 increase in a revenue account 

e. $62,000 increase in a revenue account 

f. $62,000 increase in an equity account 

0 for services provided and agrees to accept the following three items in Exercise 2-5 

Analyzing effects of 

transactions on accounts 

Use the information in each of the following separate cases to calculate the unknown amount. 

a. Corentine Co. had $152,000 of accounts payable on September 30 and $132,500 on October 31. Total 

purchases on account during October were $281,000. Determine how much cash was paid on accounts 

payable during October. 

b. On September 30, Valerian Co. had a $102,500 balance in Accounts Receivable. During October, the 

company collected $102,890 from its credit customers. The October 31 balance in Accounts 

Receivable was $89,000. Determine the amount of sales on account that occurred in October. 

c. During October, Alameda Company had $102,500 of cash receipts and $103,150 of cash disburse- 

ments. The October 31 Cash balance was $18,600. Determine how much cash the company had at the 

close of business on September 30. 

Prepare general journal entries for the following transactions of a new company called Pose-for-Pics. Use 

the following (partial) chart of accounts: Cash; Office Supplies; Prepaid Insurance; Photography 

Equipment; Common Stock; Photography Fees Earned; and Utilities Expense. 

Aug. 1 Madison Harris, the owner, invested $6,500 cash and $33,500 of photography equipment in the 

company in exchange for common stock. 

2 The company paid $2,100 cash for an insurance policy covering the next 24 months. 

5 The company purchased office supplies for $880 cash. 

20 The company received $3,331 cash in photography fees earned. 

31 The company paid $675 cash for August utilities. 

Use the information in Exercise 2-7 to prepare an August 31 trial balance for Pose-for-Pics. Begin by 

opening these T-accounts: Cash; Office Supplies; Prepaid Insurance; Photography Equipment; Common 

Stock; Photography Fees Earned; and Utilities Expense. Then, post the general journal entries to these 

T-accounts (which will serve as the ledger), and prepare the trial balance. 

Prepare general journal entries to record the transactions below for Spade Company by using the follow- 

ing accounts: Cash; Accounts Receivable; Office Supplies; Office Equipment, Accounts Payable; 

Common Stock: Dividends; Fees Earned; and Rent Expense. Use the letters beside each transaction to 

identify entries. After recording the transactions, post them to T-accounts, which serves as the general 

ledger for this assignment. Determine the ending balance of each T-account. 

a. Kacy Spade, owner, invested $100,750 cash in the company in exchange for common stock. 

b. The company purchased office supplies for $1,250 cash. 

c. The company purchased $10,050 of office equipment on credit. 

Continued on next page... 

Exercise 2-6 

Analyzing account 

entries and balances 

Exercise 2-7 

Preparing general 

journal entries 

PI 

Exercise 2-8 

Preparing T-accounts 

(ledger) and a trial 

balance P2 

Exercise 2-9 

Recording effects of 

transactions in T-accounts 

Al 
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Check Cash ending 

balance, $94,850 
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. The company received $15,500 cash as fees for services provided to a customer. 

. The company paid $10,050 cash to settle the payable for the office equipment purchased in transaction c. 

. The company billed a customer $2,700 as fees for services provided. 

. The company paid $1,225 cash for the monthly rent. 

som», Oo & . The company collected $1,125 cash as partial payment for the account receivable created in transaction /f- 

i. The company paid $10,000 cash in dividends to the owner (sole shareholder). 

Preparing a trial balance 

P2 

After recording the transactions of Exercise 2-9 in T-accounts and calculating the balance of each account, 

prepare a trial balance. Use May 31, 2016, as its report date. 

Exercise 2-11 
Analyzing and 

journalizing expense 

transactions 

Al PI 

Examine the following transactions and i dentify those that create expenses for Valdez Services. Prepare 

general journal entries to record those expense transactions and explain why the other transactions did not 

create expenses. 

a. The company paid $12,200 cash for payment on a 16-month-old liability for office supplies. 

b. The company paid $1,233 cash for the just-completed two-week salary of the receptionist. 

c. The company paid $39,200 cash for equipment purchased. 

d. The company paid $870 cash for this month’s utilities. 

e. The company paid $4,500 cash in dividends to the owner (sole shareholder). 
TSTMS cn Ae) Gaines ; 
bh O02 _ TAL A Menwn a gue r, 6 vo 

Exercise 2-12 
Analyzing and 

journalizing revenue 

transactions 

Sess anaes Age onl Reed rs woe 

Examine the following transactions and identify those that create revenues for Valdez Services, a company 

owned by Brina Valdez. Prepare general journal entries to record those revenue transactions and explain 

why the other transactions did not create revenues. 

Brina Valdez invested $39,350 cash in the company in exchange for common stock. 

The company provided $2,300 of services on credit. 

The company provided services to a client and immediately received $875 cash. 

a. 

b. 

c. 

d. The company received $10,200 cash from a client in payment for services to be provided next year. 

e. The company received $3,500 cash from a client in partial payment of an account receivable. 

f. The company borrowed $120,000 cash from the bank by signing a promissory note. 

Exercise 2-13 
Interpreting and 

describing transactions 

from T-accounts 

Al 

Exercise 2-14 
Preparing general journal 

entries 

Assume the following T-ac counts reflect Belle Co.’s general ledger and that seven transactions a through g 

are posted to them. Provide a short description of each transaction. Include the amounts in your descriptions. 

Cash Automobiles 

4,800 (a) 12,000 

(e) 4,500 | (c) 900 

(f) 1,600 Accounts Payable 

(8) 820 (f) 1,600 | (d) 10,000 

Office Supplies Common Stock 

(c) 900 (a) 25,600 
(d) 300 

Delivery Services Revenue 

Prepaid Insurance (e) 4.500 

(b) 4,800 

Gas and Oil Expense 

Equipment (g) 820 

Use information from the T-accounts in Exercise 2-13 to prepare general journal entries for each of the 

seven transactions a through g. 
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A corporation had the following assets and liabilities at the beginning and end of this year. Exercise 2-15 

85 

Computing net income 

’ Al 
Assets _ Liabilities 

Beginning of the year......... $ 60,000 $20,000 

End of the year «..5.:.-..-. 105,000 36,000 

Determine the net income earned or net loss incurred by the business during the year for each of the fol- 

lowing separate cases: 

a. Owner made no investments in the business, and no dividends were paid during the year. 

b. Owner made no investments in the business, but dividends were $1,250 cash per month. 

c. No dividends were paid during the year, but the owner did invest an additional $55,000 cash in ex- 

change for common stock. 

d. Dividends were $1,250 cash per month, and the owner invested an additional $35,000 cash in ex- 

change for common stock. 

Carmen Camry operates a consulting firm called Help Today, which began operations on August 1.On Exercise 2-16 

August 31, the company’s records show the following accounts and amounts for the month of August. Use Preparing an income 

this information to prepare an August income statement for the business. statement 

(3 F3 

OFT epee Otc ieee SO Se eee om oe $25,360 Consulting fees earned .........--...-++++++- $ 27,000 

Accounts receivable.............- 22,360 Rentvexpensensisc.atmacess cette ia eee eo cuarae 9,550 

Office.supplies i122 5 he see ee 5,250 Salariesiexpensesaciiem site ce eeelsi ert sere serye 5,600 

IoinGcl ayes e ee ism Aken arin heuer et 44,000 Telephone expense ..........2---0++-225--- 860 

Officevequipmen€. -- - 5/2... .4).5-= 20,000 Miscellaneous expenses. ...........------+- 520 

Accounts payablen. 1. seo ner iets 10,500 GOmMOnistocks hae erie ee a 102,000 
Check Net income, 

DIVIGENGS rat ne ee eee ee 6,000 $10,470 

retained earnings P3 

Check End. Ret. Earnings, 

$4,470 

Use the information in Exercise 2-16 (if completed, use the solution to Exercise 2-17) to prepare an Exercise 2-18 

August 31 balance sheet for Help Today. Preparing a balance 

sheet P3 

Compute the missing amount for each of the following separate companies a through d. Exercise 2-19 

Analyzing changes in a 

company’s equity 

7 "@ 
2 Equity, December 31,2015 0 $ 0 $ 

3 Owner investments for stock during the year 110,000 i 87,000 210,000 

4 Dividends during the year a (47,000) (10,000) (55,000) 

5 Net income (loss) for the year 22,000 — 90,000 (4,000) 2 

6 Equity, December 31,2016 104,000 85,000 ee 110,000 e 

is 
iS 



86 Chapter 2. Financial Statements and the Accounting System 

Exercise 2-20 

Identifying effects of tween the two trial balance columns (debit and credit) due to the error. In column (2), identify the trial 

posting errors onthe trial balance column (debit or credit) with the larger amount if they are not equal. In column (3), identify 

balance the account(s) affected by the error. In column (4), indicate the amount by which the account(s) in column 

Al P2 (3) is under- or overstated. Item (a) is completed as an example. 

0) C) 6) (4) 
Difference between Column with Identify Amount that 

Debit and Credit the Larger Account(s) Account(s) Is 

Description of Posting Error Columns Total Incorrectly Over- or 

Stated Understated 

a. $3,600 debit to Rent Expense is $2,260 Credit Rent Expense Rent Expense 

posted as a $1,340 debit. understated $2,260 

$6,500 credit to Cash is posted 

= SS ep a ea ee debited to Common Stock. 

ioe = ma Na is posted as a debit to Insurance Expense. 

posted as a debit to Accounts Payable. 

f; $5,850 credit to Services Revenue 

is posted as a $585 credit. 

g. $1,390 debit to Store Supplies is 

not posted. 

Exercise 2-21 You are told the column totals in a trial balance are not equal. After careful analysis, you discover only one 

Analyzing atrial balance error. Specifically, a correctly journalized credit purchase of an automobile for $18,950 is posted from the 

error journal to the ledger with an $18,950 debit to Automobiles and another $18,950 debit to Accounts Payable. 

Al P2 The Automobiles account has a debit balance of $37,100 on the trial balance. Answer each of the follow- 

ing questions and compute the dollar amount of any misstatement. 

a. Is the Debit column total of the trial balance overstated, understated, or correctly stated? 

. Is the Credit column total of the trial balance overstated, understated, or correctly stated? 

. Is the Automobiles account balance overstated, understated, or correctly stated in the trial balance? 

. Is the Accounts Payable account balance overstated, understated, or correctly stated in the trial balance? 

. If the Debit column total of the trial balance is $200,000 before correcting the error, what is the total 

of the Credit column before correction? 

ooo & 

Exercise 2-22 

Preparing a balance counts for the year ended December 31, 2014 (euro in millions). Prepare the balance sheet for this com- 

sheet following IFRS pany as of December 31, 2014, following the usual IFRS format. 

; Current liabilities......... € 8,532 Noncurrent liabilities......... €12,846 

Gurrentassets’.4:.5.4,.05s- 6,086 Noncurrent assets........... 28,744 

Motaliequity: te. fre so 13,452 

Exercise 2-23 a. Calculate the debt ratio and the return on assets using the year-end information for each of the follow- 
Interpreting the debt ing six separate companies ($ in thousands). 

ratio and return on assets 
Liabilities Average Assets Net Income 

Company 1 $11,765 $100,000 
Company 2 46,720 40,000 

Company 3 26,650 50,000 

Company 4 55,860 200,000 

Company 5 31,280 40,000 

Company 6 52,250 80,000 

BS 

2 

3 

4 

5 
6 

7 

é 

Continued on next page... 
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Of the six companies, which business relies most heavily on creditor financing? 

. Of the six companies, which business relies most heavily on equity financing? 

. Which two companies indicate the greatest risk? 

. Which two companies earn the highest return on assets? 

. Which one company would investors likely prefer based on the risk-return relation? 

Karla Tanner opens a web consulting business called Linkworks and completes the following transactions 

in its first month of operations. 

April 1 Tanner invests $80,000 cash along with office equipment valued at $26,000 in the company 

in exchange for common stock. 

2 The company prepaid $9,000 cash for twelve months’ rent for office space. (Hint: Debit 

Prepaid Rent for $9,000.) 
3. The company made credit purchases for $8,000 in office equipment and $3,600 in office 

supplies. Payment is due within 10 days. 
6 The company completed services for a client and immediately received $4,000 cash. 

9 The company completed a $6,000 project for a client, who must pay within 30 days. 

13. The company paid $11,600 cash to settle the account payable created on April 3. 

19 The company paid $2,400 cash for the premium on a 12-month insurance policy. (Hint: Debit 

Prepaid Insurance for $2,400.) 

22 The company received $4,400 cash as partial payment for the work completed on April 9. 

25 The company completed work for another client for $2,890 on credit. 

28 The company paid $5,500 cash in dividends. 

29 The company purchased $600 of additional office supplies on credit. 

30 The company paid $435 cash for this month’s utility bill. , 
_ a ed Pigs OE ar Cay 

Required 

1. Prepare general journal entries to record these transactions (use account titles listed in part 2). 

2. Open the following ledger accounts—their account numbers are in parentheses (use the balance col- 

umn format); Cash (101); Accounts Receivable (106); Office Supplies (124); Prepaid Insurance (128); 

Prepaid Rent (131); Office Equipment (163); Accounts Payable (201); Common Stock (307); 

Dividends (319); Services Revenue (403); and Utilities Expense (690). Post journal entries from part 

1 to the ledger accounts and enter the balance after each posting. 

3. Prepare a trial balance as of April 30. 

Aracel Engineering completed the following transactions in the month of June. 

a. 

b. 

>a eo a9 

ss. 

Jenna Aracel, the owner, invested $100,000 cash, office equipment with a value of $5,000, and 

$60,000 of drafting equipment to launch the company in exchange for common stock. 

The company purchased land worth $49,000 for an office by paying $6,300 cash and signing a long- 

term note payable for $42,700. 

The company purchased a portable building with $55,000 cash and moved it onto the land acquired in b. 

The company paid $3,000 cash for the premium on an 18-month insurance policy. 

The company completed and delivered a set of plans for a client and collected $6,200 cash. 

The company purchased $20,000 of additional drafting equipment by paying $9,500 cash and signing 

a long-term note payable for $10,500. 

The company completed $14,000 of engineering services for a client. This amount is to be received 

in 30 days. 

. The company purchased $1,150 of additional office equipment on credit. 

. The company completed engineering services for $22,000 on credit. 

. The company received a bill for rent of equipment that was used on a recently completed job. The 

$1,333 rent cost must be paid within 30 days. 

. The company collected $7,000 cash in partial payment from the client described in transaction g. 

. The company paid $1,200 cash for wages to a drafting assistant. 

. The company paid $1,150 cash to settle the account payable created in transaction h. 

. The company paid $925 cash for minor maintenance of its drafting equipment. 
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PROBLEM SETA 

Problem 2-1A 

Preparing and posting 

journal entries; preparing 

a trial balance 

CG Ch AATE Pion? 

Check (2) Ending balances: 

Cash, $59,465; Accounts 

Receivable, $4,490; Accounts 

Payable, $600 

(3) Total debits, 

$119,490 

Problem 2-2A 

Preparing and posting 

journal entries; preparing 

a trial balance 

C3 C4 Al Pi P2 
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o. The company paid $9,480 cash in dividends. 

p. The company paid $1,200 cash for wages to a drafting assistant. 

q. The company paid $2,500 cash for advertisements on the web during June. 

Required 

1. Prepare general journal entries to record these transactions (use the account titles listed in part 2). 

Check (2) Ending 2. Open the following ledger accounts—their account numbers are in parentheses (use the balance col- 

balances: Cash, $22,945; umn format): Cash (101); Accounts Receivable (106); Prepaid Insurance (108); Office Equipment 

Accounts Receivable, (163); Drafting Equipment (164); Building (170); Land (172); Accounts Payable (201); Notes Payable 
ey Accounts Payable, (250); Common Stock (307); Dividends (319); Engineering Fees Earned (402); Wages Expense (601); 

Equipment Rental Expense (602); Advertising Expense (603); and Repairs Expense (604). Post the 

‘giialosianee journal entries from part | to the accounts and enter the balance after each posting. 

totals, $261,733 3. Prepare a trial balance as of the end of June. 

Problem 2-3A Denzel Brooks opens a web consulting business called Venture Consultants and completes the following 

Preparing and posting transactions in March. 

journal entries; preparing 

a trial balance 
March 1 Brooks invested $150,000 cash along with $22,000 in office equipment in the company in 

exchange for common stock. 

(3 C4 Al PI P2 2 The company prepaid $6,000 cash for six months’ rent for an office. (Hint: Debit Prepaid 

Rent for $6,000.) 

3. The company made credit purchases of office equipment for $3,000 and office supplies for 

$1,200. Payment is due within 10 days. 
6 The company completed services for a client and immediately received $4,000 cash. 

9 The company completed a $7,500 project for a client, who must pay within 30 days. 

12. The company paid $4,200 cash to settle the account payable created on March 3. 

19 The company paid $5,000 cash for the premium on a 12-month insurance policy. (Hint: Debit 

Prepaid Insurance for $5,000.) 
22 The company received $3,500 cash as partial payment for the work completed on March 9. 

25 The company completed work for another client for $3,820 on credit. 

29 The company paid $5,100 cash in dividends. 

30. The company purchased $600 of additional office supplies on credit. 

31 The company paid $500 cash for this month’s utility bill. 

Required 

1. Prepare general journal entries to record these transactions (use the account titles listed in part 2). 

Check (2) Ending 2. Open the following ledger accounts—their account numbers are in parentheses (use the balance col- 

balances: Cash, $136,700; umn format): Cash (101); Accounts Receivable (106); Office Supplies (124); Prepaid Insurance (128); 

Accounts Receivable, $7,820; Prepaid Rent (131); Office Equipment (163); Accounts Payable (201); Common Stock (307); 

Accounts Payable, $600 Dividends (319); Services Revenue (403); and Utilities Expense (690). Post the journal entries from 

(3) Total debits, part | to the ledger accounts and enter the balance after each posting. 

$187,920 3. Prepare a trial balance as of the end of March. 

Problem 2-4A Business transactions completed by Hannah Venedict during the month of September are as follows. 

oe transactions; a. Venedict invested $60,000 cash along with office equipment valued at $25,000 in exchange for com- 
posting to ledger; mon stock of a new company named HV Consulting. 

Bima a cia ue b. The company purchased land valued at $40,000 and a building valued at $160,000. The purchase is 

Coe Ale PT 1P2 paid with $30,000 cash and a long-term note payable for $170,000. 

c. The company purchased $2,000 of office supplies on credit. 

d. Venedict invested her personal automobile in the company in exchange for more common stock. The 

automobile has a value of $16,500 and is to be used exclusively in the business. 

e. The company purchased $5,600 of additional office equipment on credit. 

f. The company paid $1,800 cash salary to an assistant. 

g. The company provided services to a client and collected $8,000 cash. 

h. The company paid $635 cash for this month’s utilities. 

. The company paid $2,000 cash to settle the account payable created in transaction c. 

. The company purchased $20,300 of new office equipment by paying $20,300 cash. 
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The company completed $6,250 of services for a client, who must pay within 30 days. 

. The company paid $1,800 cash salary to an assistant. 

. The company received $4,000 cash in partial payment on the receivable created in transaction k 

. The company paid $2,800 cash in dividends. 

Required 

1. 

2. 

Prepare general journal entries to record these transactions (use account titles listed in part 2). 

Open the following ledger accounts—their account numbers are in parentheses (use the balance col- 

umn format): Cash (101); Accounts Receivable (106); Office Supplies (108); Office Equipment (163); 

Automobiles (164); Building (170); Land (172); Accounts Payable (201); Notes Payable (250); 

Common Stock (307); Dividends (319); Fees Earned (402); Salaries Expense (601); and Utilities 

Expense (602). Post the journal entries from part | to the ledger accounts and enter the balance after 

each posting. 

Prepare a trial balance as of the end of September. 

2015 and 2016. 

December 31 2015 2016 

Cashin ien ccs. ce crn te ees $ 64,300 $ 15,640 

Accounts receivable......... 26,240 19,390 

Office supplies.-c12caraseses: 3,160 1,960 

Office equipment........... 44,000 44,000 

WPUCKSS etre oeeisss cltabnaa 148,000 157,000 

Buildings cesstcnscecoyts ase. 0 80,000 

ET ie bye tec Meant CU Pei eEaEn 0 60,000 

Accounts payable........... 3,500 33,500 

Noteipayablen (9 a7. noc. 0 40,000 

During 2016, Mr. Nettle, the owner, invested $35,000 additional cash in the business (in exchange for 

more common stock). Late in December 2016, the business purchased a small building and land valued 

at $140,000. This purchase required $100,000 cash plus a $40,000 note payable. Also, the business pays 

$3,000 cash per month for dividends. 

Required 

1. 

2. 

3. 

Prepare balance sheets for the business as of December 31, 2015 and 2016. (Hint: Report only total equity 

on the balance sheet and remember that total equity equals the difference between assets and liabilities.) 

By comparing equity amounts from the balance sheets and using the additional information presented 

in this problem, compute the net income earned by the business in 2016. 

Compute the 2016 year-end debt ratio (in percent and rounded to one decimal). 

Yi Min started an engineering firm called Min Engineering. He began operations and completed seven 

transactions in May, which included his initial investment of $18,000 cash. After those seven transactions, 

the ledger included the following accounts with normal balances. 

Gashievs atten ae eevacm ees spurte $37,641 

Office stipplicSict evarsewiess eo. 890 

Prepaid insurance.............. 4,600 

Office equipment.............. 12,900 

Accounts, payable, <n ejaeke otees 12,900 

GamimonmstOcken ma wraetr tee co. a: 18,000 

Dividendsmacer arr soaseiat st .. 3,329 

Engineering fees earned......... 36,000 

Rent.expensee co. na et ee 7,540 
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Check (2) Ending 

balances: Cash, $12,665; 

Office Equipment, $50,900 

(3) Trial balance 

totals, $291,350 

Problem 2-5A 
Computing net income 

from equity analysis, 

preparing a balance 

sheet, and computing the 

debt ratio 

(2 Al A2 P3 

Check 

$23,290 

(3) Debt ratio, 

(2) Net income, 

19.4% 

Problem 2-6A 

Analyzing account 

balances and 

reconstructing 

transactions 

Ci C3 Al P2 €e 
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Check (1) Trial balance 

totals, $66,900 

(3) Cash paid, 

$16,359 

PROBLEM SET B 

Problem 2-1B 
Preparing and posting 

journal entries; preparing 

a trial balance 

(3 C4 Al Pl P2 

Check (2) Ending balances 

Cash, $21,520; Accounts 

Receivable, $9,800; Accounts 

Payable, $550 

(3) Total debits, 

$74,330 

Chapter 2. Financial Statements and the Accounting System 

Required 

1. Prepare a trial balance for this business as of the end of May. 

Analysis Components 

2. Analyze the accounts and their balances and prepare a list that describes each of the seven most likely 

transactions and their amounts. 

3. Prepare a report of cash received and cash paid showing how the seven transactions in part 2 yield the 

$37,641 ending Cash balance. 

Humble Management Services opens for business and completes these transactions in September. 

Henry Humble, the owner, invested $38,000 cash along with office equipment valued at 

$15,000 in the company in exchange for common stock. 
2 The company prepaid $9,000 cash for 12 months’ rent for office space. (Hint: Debit Prepaid 

Rent for $9,000.) 
4 The company made credit purchases for $8,000 in office equipment and $2,400 in office sup- 

plies. Payment is due within 10 days. 
8 The company completed work for a client and immediately received $3,280 cash. 

12 The company completed a $15,400 project for a client, who must pay within 30 days. 

13. The company paid $10,400 cash to settle the payable created on September 4. 

19 The company paid $1,900 cash for the premium on an 18-month insurance policy. (Hint: Debit 

Prepaid Insurance for $1,900.) 
22 The company received $7,700 cash as partial payment for the work completed on September 12. 

24 The company completed work for another client for $2,100 on credit. 

28 The company paid $5,300 cash in dividends. 

29 The company purchased $550 of additional office supplies on credit. 

30 The company paid $860 cash for this month’s utility bill. 

Sept. | 

Required 

1. Prepare general journal entries to record these transactions (use account titles listed in part 2). 

2. Open the following ledger accounts—their account numbers are in parentheses (use the balance col- 

umn format): Cash (101); Accounts Receivable (106); Office Supplies (124); Prepaid Insurance (128); 

Prepaid Rent (131); Office Equipment (163); Accounts Payable (201); Common Stock (307); 

Dividends (319); Services Revenue (401); and Utilities Expense (690). Post journal entries from 

part | to the ledger accounts and enter the balance after each posting. 

3. Prepare a trial balance as of the end of September. 

Problem 2-2B 

Preparing and posting 

journal entries; preparing 

a trial balance 

C3 C4 Al PI P2 

At the beginning of April, Bernadette Grechus launched a custom computer solutions company called 

Softworks. The company had the following transactions during April. 

a. Bernadette Grechus invested $65,000 cash, office equipment with a value of $5,750, and $30,000 of 

computer equipment in the company in exchange for common stock. 

b. The company purchased land worth $22,000 for an office by paying $5,000 cash and signing a long- 

term note payable for $17,000. 

c. The company purchased a portable building with $34,500 cash and moved it onto the land acquired 

in b. 

d. The company paid $5,000 cash for the premium on a two-year insurance policy. 

e. The company provided services to a client and immediately collected $4,600 cash. 

f. The company purchased $4,500 of additional computer equipment by paying $800 cash and signing 

a long-term note payable for $3,700. 

g. The company completed $4,250 of services for a client. This amount is to be received within 30 days. 

h. The company purchased $950 of additional office equipment on credit. 

i. The company completed client services for $10,200 on credit. 

j. The company received a bill for rent of a computer testing device that was used on a recently com- 

pleted job. The $580 rent cost must be paid within 30 days. 

k. The company collected $5,100 cash in partial payment from the client described in transaction i. 

I. The company paid $1,800 cash for wages to an assistant. 
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. The company paid $950 cash to settle the payable created in transaction h. 

. The company paid $608 cash for minor maintenance of the company’s computer equipment. 

. The company paid $6,230 cash in dividends. 

. The company paid $1,800 cash for wages to an assistant. 

- The company paid $750 cash for advertisements on the web during April. 2b0o0os3 

Required 

1. Prepare general journal entries to record these transactions (use account titles listed in part 2). 

2. Open the following ledger accounts—their account numbers are in parentheses (use the balance col- 

umn format): Cash (101); Accounts Receivable (106); Prepaid Insurance (108); Office Equipment 

(163); Computer Equipment (164); Building (170); Land (172); Accounts Payable (201); Notes 

Payable (250); Common Stock (307); Dividends (319); Fees Earned (402); Wages Expense (601); 

Computer Rental Expense (602); Advertising Expense (603); and Repairs Expense (604). Post the 

journal entries from part | to the accounts and enter the balance after each posting. 

3. Prepare a trial balance as of the end of April. 

91 

Check (2) Ending balances: 

Cash, $17,262; Accounts 

Receivable, $9,350; Accounts 

Payable, $580 

(3) Trial balance 

totals, $141,080 

Nov. 1 Matt Zucker, the owner, invested $30,000 cash along with $15,000 of office equipment in the 

company in exchange for common stock. 

2 The company prepaid $4,500 cash for six months’ rent for an office. (Hint: Debit Prepaid Rent 

for $4,500.) 
4 The company made credit purchases of office equipment for $2,500 and of office supplies for 

$600. Payment is due within 10 days. 
8 The company completed work for a client and immediately received $3,400 cash. 

12. The company completed a $10,200 project for a client, who must pay within 30 days. 

13. The company paid $3,100 cash to settle the payable created on November 4. 

19 The company paid $1,800 cash for the premium on a 24-month insurance policy. 

22 The company received $5,200 cash as partial payment for the work completed on November 12. 

24 The company completed work for another client for $1,750 on credit. 

28 The company paid $5,300 cash in dividends. 

29 The company purchased $249 of additional office supplies on credit. 

30 The company paid $831 cash for this month’s utility bill. 

Required 

1. Prepare general journal entries to record these transactions (use account titles listed in part 2), 

2. Open the following ledger accounts—their account numbers are in parentheses (use the balance col- 

umn format): Cash (101); Accounts Receivable (106); Office Supplies (124); Prepaid Insurance (128); 

Prepaid Rent (131); Office Equipment (163); Accounts Payable (201); Common Stock (307); 

Dividends (319); Services Revenue (403); and Utilities Expense (690). Post the journal entries from 

part | to the ledger accounts and enter the balance after each posting. 

3. Prepare a trial balance as of the end of November. 

Nuncio Consulting completed the following transactions during June. 

a. Armand Nuncio, the owner, invested $35,000 cash along with office equipment valued at $11,000 in 

the new company in exchange for common stock. 

b. The company purchased land valued at $7,500 and a building valued at $40,000. The purchase is paid 

with $15,000 cash and a long-term note payable for $32,500. 

c. The company purchased $500 of office supplies on credit. 

d. A. Nuncio invested his personal automobile in the company in exchange for more common stock. The 

automobile has a value of $8,000 and is to be used exclusively in the business. 

The company purchased $1,200 of additional office equipment on credit. 

The company paid $1,000 cash salary to an assistant. 

The company provided services to a client and collected $3,200 cash. 

The company paid $540 cash for this month’s utilities. 

The company paid $500 cash to settle the payable created in transaction c. 
> om oO 

Problem 2-3B 

Preparing and posting 

journal entries; preparing 

a trial balance 

ld YBa ing ot he 

Check (2) Ending balances: 

Cash, $23,069; Accounts 

Receivable, $6,750; Accounts 

Payable, $249 

(3) Total debits, 

$60,599 

Problem 2-4B 

Recording transactions; 

posting to ledger; 

preparing a trial balance 

(> AL -REVEPZ 
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Check (2) Ending 

balances: Cash, $17860; 

Office Equipment, $15,600 

(3) Trial balance 

totals, $95,100 
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The company purchased $3,400 of new office equipment by paying $3,400 cash. 

The company completed $4,200 of services for a client, who must pay within 30 days. 

The company paid $1,000 cash salary to an assistant. 

The company received $2,200 cash in partial payment on the receivable created in transaction k. 

s3-7-. The company paid $1,100 cash in dividends. 

Required 

1. Prepare general journal entries to record these transactions (use account titles listed in part 2) 

2. Open the following ledger accounts—their account numbers are in parentheses (use the balance col- 

umn format): Cash (101); Accounts Receivable (106); Office Supplies (108); Office Equipment (163); 

Automobiles (164); Building (170); Land (172); Accounts Payable (201); Notes Payable (250); 

Common Stock (307); Dividends (319); Fees Earned (402); Salaries Expense (601); and Utilities 

Expense (602). Post the journal entries from part | to the ledger accounts and enter the balance after 

each posting. 

3. Prepare a trial balance as of the end of June. 

Problem 2-5B 
Computing net income 

from equity analysis, 

preparing a balance 

sheet, and computing the 

debt ratio 

(2 Al wee I | 

Check (2) Net income, 

$10,500 

(3) Debt ratio, 

63.6% 

The accounting records of Tama Co. show the following assets and liabilities as of December 31, 2015 

and 2016. 

December 31 2015 2016 

GCashieei oe eee ee acts $20,000 $ 5,000 

Accounts receivable.......... 35,000 25,000 

Officetsupplies. “ia, ates 2... 8,000 13,500 

Office equipment............ 40,000 40,000 

Machinery ceria tes stare 28,500 28,500 

Buildingmniw come onan 0 250,000 

LONG oe ake hone tee cite 0 50,000 

Accounts payable............ 4,000 12,000 

Note payable: ee... ciaces 0 250,000 

During 2016, Joe Tama, the owner, invested $15,000 additional cash in the business (in exchange for 

more common stock). Late in December 2016, the business purchased a small building and land valued 

at $300,000. This purchase required $50,000 cash plus a $250,000 note payable. Also, the business pays 

$250 cash per month for dividends. 

Required 

1. Prepare balance sheets for the business as of December 31, 2015 and 2016. (Hint: Report only total equity 

on the balance sheet and remember that total equity equals the difference between assets and liabilities.) 

2. By comparing equity amounts from the balance sheets and using the additional information from the 
problem, compute the net income earned by the business in 2016. 

3. Compute the December 31, 2016, debt ratio (in percent and rounded to one decimal). 

Problem 2-6B 

Analyzing account 

balances and 

reconstructing 

transactions 

Glesets. Al) FZ 

Roshaun Gould started a web consulting firm called Gould Solutions. He began operations and completed 

seven transactions in April that resulted in the following accounts, which all have normal balances. 

Gail saedeienstee ree one echaneeir $19,982 

Officesuppliesinty, corcowie taeeatt 760 

Prepaidirentina Mirek. ae onset sete 1,800 

Office equipment.............. 12,250 

Accounts payable.............. 12,250 

COMMON STOCK. ys eiiabencn ree 15,000 

DividetidSs: 2 4..chuens creer cutte 5,200 

Consulting fees earned ......... 20,400 

Operating, expenses, «10.05... 7,658 
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Required 

1. Prepare a trial balance for this business as of the end of April. 

Analysis Components 

2. Analyze the accounts and their balances and prepare a list that describes each of the seven most likely 

transactions and their amounts. 

3. Prepare a report of cash received and cash paid showing how the seven transactions in part 2 yield the 

$19,982 ending Cash balance. 

(This serial problem started in Chapter I and continues through most of the chapters. If the Chapter 1 

segment was not completed, the problem can begin at this point. It is helpful, but not necessary, to use the 

Working Papers that accompany this book.) 

SP 2 On October 1, 2016, Santana Rey launched a computer services company called Business 

Solutions, which provides consulting services, computer system installations, and custom program devel- 

opment. Rey adopts the calendar year for reporting purposes and expects to prepare the company’s first set 

of financial statements on December 31, 2016. The company’s initial chart of accounts follows. 

Account Account 

Gash mn eee ee eset eae 101 (GOmmMmOnStOCh es cece ote cre ea 307 

Accounts Receivable ......... 106 Dividends: issestt tere cers eens B19 

Computer Supplies <2: 5...... 126 Computer Services Revenue.......... 403 

Prepaid Insurance............ 128 Wages Expense: 22-458 fun tairaennr. 623 

Rrepaid’Renits.4. 3.22. cen soe 131 Advertising Expense. =. .cc-saasa 655 

OfficeEquipments....a--= +: 163 Mileage’Expense:.< 2 fanaa 676 

Computer Equipment ........ 167 Miscellaneous Expenses ............. 677 

Accounts Payable: (s-2).10 0%. - - 201 Repairs Expense—Computer......... 684 

Required 

1. Prepare journal entries to record each of the following transactions for Business Solutions. 

Oct. 1 S. Rey invested $45,000 cash, a $20,000 computer system, and $8,000 of office equipment in 

the company in exchange for its common stock. 

2 The company paid $3,300 cash for four months’ rent. (Hint: Debit Prepaid Rent for $3,300.) 
The company purchased $1,420 of computer supplies on credit from Harris Office Products. 

5 The company paid $2,220 cash for one year’s premium on a property and liability insurance 

policy. (Hint: Debit Prepaid Insurance for $2,220.) 

6 The company billed Easy Leasing $4,800 for services performed in installing a new web server. 

8 The company paid $1,420 cash for the computer supplies purchased from Harris Office 

Products on October 3. 

10 The company hired Lyn Addie as a part-time assistant for $125 per day, as needed. 

12 The company billed Easy Leasing another $1,400 for services performed. 

15 The company received $4,800 cash from Easy Leasing as partial payment on its account. 

17 The company paid $805 cash to repair computer equipment that was damaged when moving it. 

20 The company paid $1,728 cash for advertisements published in the local newspaper. 

22 The company received $1,400 cash from Easy Leasing on its account. 

28 The company billed IFM Company $5,208 for services performed. 

31 The company paid $875 cash for Lyn Addie’s wages for seven days’ work. 

31 The company paid $3,600 cash in dividends. 

Nov. | 

bo 

logged 1,000 miles at $0.32 per mile). 

2 The company received $4,633 cash from Liu Corporation for computer services performed. 

5 The company purchased computer supplies for $1,125 cash from Harris Office Products. 

8 The company billed Gomez Co. $5,668 for services performed. 

) 
of $3,950 for an upcoming project was accepted. 

18 The company received $2,208 cash from IFM Company as partial payment of the October 28 bill. 

22 The company donated $250 cash to the United Way in the company’s name. 

Continued on next page... 

The company reimbursed S. Rey in cash for business automobile mileage allowance (Rey 

The company received notification from Alex’s Engineering Co. that Business Solutions’s bid 

93 

Check (1) Trial balance 

totals, $47650 

(3) Cash paid, 

$15,418 

SERIAL 
PROBLEM 
Business Solutions 

Al Pi P2 
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24 The company completed work for Alex’s Engineering Co. and sent Alex’s a bill for $3,950. 

25 The company sent another bill to IFM Company for the past-due amount of $3,000. 

28 The company reimbursed S. Rey in cash for business automobile mileage (1,200 miles at 

$0.32 per mile). 

30 The company paid $1,750 cash for Lyn Addie’s wages for 14 days’ work. 

Sees aa Nov, 30 30 The company paid $2,000 cash in dividends. 

sine to (3\"itial bal, totals 2. Open ledger accounts (in balance column format) and post the journal entries from part | to them. 

$98,659 3. Prepare a trial balance as of the end of November. 

® 

GENERAL Using transactions from the following assignments, prepare journal entries for each transaction and 

Gl LEDGER identify the financial statement impact of each entry. The financial statements are automatically gener- 

PROBLEMS ated based on the journal entries recorded. 

Acatuble in Connect GL 2-1 Transactions from the FastForward illustration in this chapter 

comect GL 2-2 Based on Exercise 2-9 

GL 2-3 Based on Exercise 2-12 

GL 2-4 Based on Problem 2-1A 

Using transactions from the following assignments, record journal entries, create financial statements, 

and assess the impact of each transaction on financial statements. 

GL 2-5 Based on Problem 2-2A 

GL 2-6 Based on Problem 2-3A 

GL 2-7 Based on Problem 2-4A 

GL 2-8 Based on the Serial Problem SP 2 

Beyond the Numbers 

REPORTING IN BTN 2-1 Refer to Apple’s financial statements in Appendix A for the following questions. 

ACTION 
Required 

1. What amount of total liabilities does it report for each of the fiscal years ended September 27, 2014, 

and September 28, 2013? 

2. What amount of total assets does it report for each of the fiscal years ended September 27, 2014, and 

September 28, 2013? 

3. Compute its debt ratio for each of the fiscal years ended September 27, 2014, and September 28, 2013. 

(Report ratio in percent and round it to one decimal.) 

4. In which fiscal year did it employ more financial leverage (September 27, 2014, or September 28, 

2013)? Explain. 

Fast Forward 

5. Access its financial statements (10-K report) for a fiscal year ending after September 27, 2014, from 

its website (Apple.com) or the SEC’s EDGAR database (www.SEC.goy). Recompute its debt ratio for 

any subsequent year’s data and compare it with the debt ratio for 2014 and 2013. 

COMPARATIVE BTN 2-2 Key comparative figures for Apple and Google follow. 

ANALYSIS 

Al Al 6@ 
paNeye (=) Google 

Current dale) g Current alee 

APPLE $ millions Year Year Year Year 

GOOGLE Total liabilities......... $120:292 $83,451 6$ 26633 $23.61 

Totalvassets! irs cn siesase: 231,839 207,000 131,133 110,920 
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1. What is the debt ratio for Apple in the current year and for the prior year? 

2. What is the debt ratio for Google in the current year and for the prior year? 

3. Which of the two companies has the higher degree of financial leverage? What does this imply? 

BTN 2-3 Assume that you are a cashier and your manager requires that you immediately enter each sale ETHICS 

when it occurs. Recently, lunch hour traffic has increased and the assistant manager asks you to avoid CHALLENGE 

delays by taking customers’ cash and making change without entering sales. The assistant manager says 

she will add up cash and enter sales after lunch. She says that, in this way, customers will be happy and Cl A 

the register record will always match the cash amount when the manager arrives at three o’clock. 

The advantage to the process proposed by the assistant manager includes improved customer ser- 

vice, fewer delays, and less work for you. The disadvantage is that the assistant manager could steal 

cash by simply recording less sales than the cash received and then pocketing the excess cash. You 

decide to reject her suggestion without the manager’s approval and you decide to confront her on the 

ethics of her suggestion. 

Propose and evaluate two other courses of action you might consider, and explain why. 

BTN 2-4 Lila Corentine is an aspiring entrepreneur and your friend. She is having difficulty understand- COMMUNICATING 
ing the purposes of financial statements and how they fit together across time. IN PRACTICE 

Required th @ Ales a) 

Write a one-page memorandum to Corentine explaining the purposes of the four financial statements and 

how they are linked across time. 

BTN 2-5 Access EDGAR online (www.SEC.gov) and locate the 2014 10-K report of Amazon.com TAKING IT TO 

(ticker AMZN) filed on January 30, 2015. Review its financial statements reported for years ended 2014, THE NET 

2013, and 2012 to answer the following questions. M ie 

Required 

1. What are the amounts of its net income or net loss reported for each of these three years? 

2. Do Amazon’s operating activities provide cash or use cash for each of these three years? 

3. If Amazon has a 2014 net loss of $(241) million and 2014 operating cash flows of $6,842 million, how 

is it possible that its cash balance at December 31, 2014, increases by only $5,899 million relative to 

its balance at December 31, 2013? 

BTN 2-6 The expanded accounting equation consists of assets, liabilities, common stock, dividends, TEAMWORK IN 

revenues, and expenses. It can be used to reveal insights into changes in a company’s financial position. ACTION 

; ir th (hw 
Required 

1. Form learning teams of six (or more) members. Each team member must select one of the six compo- 

nents and each team must have at least one expert on each component: (a) assets, (b) liabilities, 

(c) common stock, (d) dividends, (e) revenues, and (f) expenses. 

2. Form expert teams of individuals who selected the same component in part 1. Expert teams are to draft 

a report that each expert will present to his or her learning team addressing the following: 

a. Identify for its component the (i) increase and decrease side of the account and (11) normal balance 

side of the account. 

b. Describe a transaction, with amounts, that increases its component. 

c. Using the transaction and amounts in (b), verify the equality of the accounting equation and then 

explain any effects on the income statement and statement of cash flows. 

d. Describe a transaction, with amounts, that decreases its component. 

e. Using the transaction and amounts in (d), verify the equality of the accounting equation and then 

explain any effects on the income statement and statement of cash flows. 

3. Each expert should return to his/her learning team. In rotation, each member presents his/her expert 

team’s report to the learning team. Team discussion is encouraged. 
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ENTREPRENEURIAL | BTN 2-7 Assume Jack Dorsey of Twitter (twitter.com) plans on expanding his business to accommo- 

DECISION date more specialized lines of professional listings. He is considering financing the expansion in one of 

See 
two ways: (1) contributing more of his own funds to the business or (2) borrowing the funds from a bank. 

Required 

Identify at least two issues that Jack should consider when trying to decide on the method for financing 

the expansion. 

ENTREPRENEURIAL 

DECISION 

Al A2 P3 ? Ae 

BTN 2-8 Angel Martin is a young entrepreneur who operates Martin Music Services, offering singing 

lessons and instruction on musical instruments. Martin wishes to expand but needs a $30,000 loan. The 

bank requests that Martin prepare a balance sheet and key financial ratios. Martin has not kept formal 

records but is able to provide the following accounts and their amounts as of December 31, 2016. 

Gash ese ak $ 3,600 Accounts Receivable.... $9,600 Prepaid Insurance...... $ 1,500 

Prepaid Rent......... 9400. Store Supplies’....55..; 6.6002 ss Equipmentea. ces 50,000 

Accounts Payable..... 2,200 | Unearned Lesson Fees. . . 15,600 Total Equity®)..-- 2... 62,900 

Annual Net Income... 40,000 

* The total equity amount reflects all owner investments, dividends, revenues, and expenses as of December 31, 2016. 

1. Prepare a balance sheet as of December 31, 2016, for Martin Music Services. (Report only the total 

equity amount on the balance sheet.) 

2. Compute Martin’s debt ratio and its return on assets (the latter ratio is defined in Chapter 1). Assume 

average assets equal its ending balance. 

3. Do you believe the prospects of a $30,000 bank loan are good? Why or why not? 

HITTING THE 
ROAD 

C1 

BTN 2-9 Obtain a recent copy of the most prominent newspaper distributed in your area. Research the 

classified section and prepare a report answering the following questions (attach relevant classified clip- 

pings to your report). Alternatively, you may want to search the web for the required information. One 

suitable website is CareerOneStop (www.CareerOneStop.org). For documentation, you should print 

copies of websites accessed. 

1. Identify the number of listings for accounting positions and the various accounting job titles. 

2. Identify the number of listings for other job titles, with examples, that require or prefer accounting 

knowledge/experience but are not specifically accounting positions. 

3. Specify the salary range for the accounting and accounting-related positions if provided. 

4. Indicate the job that appeals to you, the reason for its appeal, and its requirements. 

GLOBAL 
DECISION 

2g 
Samsung 

APPLE 

GOOGLE 

BTN 2-10 Samsung (www.Samsung.com) is a market leader in high-tech electronics manufacturing 

and digital media, and it competes to some extent with both Apple and Google. Key financial ratios for 

the current fiscal year follow. 

Key Figure Samsung Apple Google 

10.5% 

27.1% 

Return on assets ......... 18.0% 

51.9% 

11.9% 

DEbtratlOwrae ia aa meow 20.3% 

Required 

1. Which company is most profitable according to its return on assets? 

2. Which company is most risky according to the debt ratio? 

3. Which company deserves increased investment based on a joint analysis of return on assets and the 

debt ratio? Explain. 



Chapter 2 Financial Statements and the Accounting System 

ANSWERS TO MULTIPLE CHOICE QUIZ 

1. b; debit Utility Expense for $700 and credit Cash for $700. 4.d 

2. a; debit Cash for $2,500 and credit Unearned Lawn Service Fees 5. e; Debt ratio = $400,000/$ 1,000,000 = 40% 
for $2,500. 

3. c; debit Cash for $250,000, debit Land for $500,000, and credit 

Common Stock for $750,000. 
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From the Get GoPro 

SAN MATEO, CA—"Think it. See it. Do it. 

This is your life. .. GoPro.” These words of 

advice are from Nick Woodman, founder 

and CEO of (GoPro.com). Nick 

developed the first GoPro camera while he 

was planning a 5-month surfing trip to 

Indonesia and Australia. He explained that 

he developed the first GoPro camera, a 

simple waterproof wrist camera, because 

there are so many “people in the world 

that want to capture themselves doing 

what they want, what they love to do, their 

passions and interests.” The simple wrist 

camera evolved into the best-selling “ac- 

tion camera” used by skydivers, snow- 

boarders, surfers, skateboarders, deep-sea 

divers, and other adventure seekers 

In the process of growing his company, 

Nick learned the details of preparing and 

interpreting financial statements. Nick ex 

plains that he set up an accounting system 

shortly after launching his business and be- 

ginning to sell his GoPro cameras. He rec- 

ognized the importance of accounting for 

all business activities including cash, reve- 

nue, receivables, and payables. Further, he 

had to learn about the deferral and accrual 

of revenues and expenses as his business 

grew and he became less involved in 

GoPro, Inc. 

NASDAQ: GPRO 

$1,500 

$1,000 + 

$7 billion valuation 

Founded 2002 

$1.4 bil. annual sales 
Revenue (in millions) 

‘\ 

day-to-day transactions. GoPro reported 

$1,394 million of revenue and $128 million 

of income in 2014. 

($ millions) 2012 2013 2014 

Netiincome’ ........5.55 $ 36 $ 6l $128 

Research & development. . . 36 74 152 

Total assests...... 247 440 918 

Nick is “stoked” about the prospect of fur 

her enhancements to his business and his 

GoPro cameras. Each year, Nick says It Is 

his goal to make “sizable investments in 

R&D (research and development) for 

GoPro’s future.” This includes positioning 

his company for the future of “virtual real- 

ty” cameras. Nick understands that he 

cannot position GoPro for the future if he 

cannot accurately account for and manage 

expenses. Thus, he stresses the impor 

tance of managing costs by making smart 

“strategic investments.” 

In addition to making smart invest- 

ments, Nick controls costs by using free 

social media whenever he can. Nick says 

the company’s ' followers now 

total more than 8 million and on 

GoPro subscribers are up .. . to roughly 

3 million. followers are up... to 

1.4 million and [we are] on with 

more than 4.5 million followers.” Although 

Facebook friends and Twitter followers are 

not recorded on financial statements, the 

cost savings are real and so are the poten- 

tial revenue streams. 

Nick emphasizes that his financial 

house must be in order for GoPro to con- 

tinue to do what it does best. Moreover, 

properly managing his revenues and ex- 

penses, both current and deferrals, will 

help ensure GoPro can continue to provide, 

nsists Nick, the “world’s most versatile 

cameras ... that enable you to share your 

ife through incredible photos and videos.” 

Sources: GoPro website, January 2016; 

SeekingAlpha, April 2015; Yahoo!, January 2016; 
CNBC, June 2014; Fortune, October 2014; GoPro 

10-K Report, April 2015 
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TIMING AND REPORTING 

Ci 
Explain the importance of 
periodic reporting and the 
role of accrual accounting. 

EXHIBIT 3.1 

Accounting Periods 

C Flanigan/Wirelmage/Getty 

Images 

This section explains the reporting of accounting information at regular intervals and its impact 

for recording revenues and expenses. 

The Accounting Period 

The value of information is often linked to its timeliness. Useful information must reach deci- 

sion makers frequently and promptly. To provide timely information, accounting systems pre- 

pare reports at regular intervals. This results in an accounting process impacted by the time 

period (or periodicity) assumption. The time period as- 

sumption presumes that an organization’s activities can 

be divided into specific time periods such as a month, a 

three-month quarter, a six-month interval, or a year. 

Exhibit 3.1 shows various accounting, or reporting, 

periods. Most organizations use a year as their primary 

cence accounting period. Reports covering a one-year period 

are known as annual financial statements. Many orga- ee 

y nizations also prepare interim financial statements 

“Apple announces annual income of...” covering one, three, or six months. 

208 (Bas ANS 20ND 

my , Se 

1 2 3 bs 

[ | | | Quarterly 

1 2 S 4 5 6 7 8 9 10 11 12 

| | | | | | | l | : | = a "| Monthly 

Feb. Apr. June 

a. eee [ee Semiannually 

1 2 

iwi) Mike Ss Pet ee Annually 
{ 

May July Aug. Sept. Oct. Nov. Dec. 

The annual reporting period is not always a calendar year ending on December 31. An orga- 

nization can adopt a fiscal year consisting of any 12 consecutive months. It is also acceptable to 

adopt an annual reporting period of 52 weeks. For example, Gap’s fiscal year consistently ends 

the final week of January or the first week of February each year. 

Companies with little seasonal variation in sales often choose the calendar year as their fiscal 

year. Facebook, Inc., uses calendar year reporting. However, the financial statements of The 

Kellogg Company (the company that controls characters such as Tony the Tiger, Snap! Crackle! 

Pop!, and Keebler Elf) reflect a fiscal year that ends on the Saturday nearest December Sun 

Companies experiencing seasonal variations in sales often choose a natural business year end, 

which is when sales activities are at their lowest level for the year. The natural business year 

for retailers such as Walmart, Target, and Macy’s usually ends around January 31, after the 

holiday season. 

Accrual Basis versus Cash Basis 

After external transactions and events are recorded, several accounts require adjustments before 

their balances appear in financial statements. This need arises because internal transactions and 

events remain unrecorded. 

Accrual basis accounting applies adjustments so that revenues are recognized when services 

and products are delivered, and expenses when incurred (matched with revenues). Cash basis 

accounting recognizes revenues when cash is received and records expenses when cash is paid. 

This means that cash basis net income is the difference between cash receipts and cash payments. 
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Cash basis accounting is not consistent with generally accepted accounting principles (nei- 
ther U.S. GAAP nor IFRS). It is commonly held that accrual accounting better reflects business 
performance than information about cash receipts and payments. Accrual accounting also in- 
creases the comparability of financial statements from period to period. Yet, financial statements 

include both accrual-based and cash-based information. 

To see the difference between these two systems, let’s consider FastForward’s Prepaid Insurance 
account. FastForward paid $2,400 for 24 months of insurance coverage that began on December 1, 
2016. Accrual accounting requires that $100 of insurance expense be reported each month, from 

December 2016 through November 2018. (This means expenses are $100 in 2016, $1,200 in 2017, EXHIBIT 3.2 

and $1,100 in 2018.) Exhibit 3.2 illustrates this allocation of insurance cost across these three years. 

Any unexpired premium is reported as a Prepaid Insurance asset on the accrual basis balance sheet. 
Accrual Accounting for 

Allocating Prepaid 

Insurance to Expense 

Insurance Expense 2016 

Jan Feb Mar Apr 
$0 $0 $O $0 

HER sf : P May June July Aug 
insurance $0 $0 $0 $0 

Insurance Expense 2017 

Jan Feb Mar Apr 
$100 $100 $100 $100 

May June July Aug 
$100 $100 $100 $100 

Sept Oct Nov « Dec 
$100 $100 $100 

Insurance Expense 2018 

Jan Feb Mar Apr 
$100 $100 $100 $160 
May June July Aug 

$100 $100 $100 $100 

Sept Oct Nov Dec 
$100 $100 $100 $0 

beginning / Sept Oct Nov Dec 

Dec. 1, 2016 | pean e eS 

Point: Annual income state- 

ments for Exhibit 3.2 follow: 

Alternatively, a cash basis income statement for December 2016 reports insurance expense Of — Accrual Basis 2016 2017 2018 

$2,400, as shown in Exhibit 3.3. The cash basis income statements for years 2017 and 2018 re 
port no insurance expense. The cash basis balance sheet never reports an insurance asset be- 

cause it is immediately expensed. This shows that cash basis income for 2016-2018 fails to EXHIBIT 3.3 

match the cost of insurance with the insurance benefits received for those years and months. Cash Accounting for 

Allocating Prepaid 

Insurance to Expense 

peecee: 

Insurance Expense 2016 

Jan Feb Mar Apr 
$0 $0 $0 $0 

May June July Aug 
$0 $0 $0 $0 

Sept Oct Nov Dec 
$0 $O $0 

Insurance Expense 2017 

Jan Feb Mar Apr 
$O $0 $0 $0 

May June July Aug 
$0 $0 $0 $0 

Sept Oct Nov 
$0 £0 $0 

Insurance Expense 2018 

Jan Feb Mar Apr 
$0 $0 $0 $0 

May June July Aug 
$0 $0 $0 $0 

Sept Oct Nov Dec 
$0 $0 $0 $0 

insurance 
beginning 

Dec. 1, 2016 
Dec 
$0 

Point: Annual income state- 

ments for Exhibit 3.3 follow 

Recognizing Revenues and Expenses Cash Basis 2016 2017 2018 

eas ae Lae 3 Bye A i Revenues $ # $# $# 

We use the time period assumption to divide a company’s activities into specific time periods, jou exp $2,400 $0 $0 

but not all activities are complete when financial statements are prepared. Thus, adjustments are 

required to get proper account balances. 

We rely on two principles in the adjusting process: revenue recognition and expense recogni- 

tion (the latter is often referred to as matching). Chapter | explained that the revenue recogni- 

tion principle requires that revenue be recorded when a company provides services and products points Recording revenue 

to customers. A major goal of the adjusting process is to have revenue recognized (reported) 1n carly overstates current-period 

the time period when those services and products are delivered. The expense recognition (or eileen So 

matching) principle aims to record expenses in the same accounting period as the revenues that o..4 seyenue and income 

are recognized as a result of those expenses. Sink 

Matching expenses with revenues often requires us to predict certain events. When we USE aay Gyerstaves current-period 

financial statements, we must understand that they require estimates. Walt Disney’s annual re- expense and understates cur- 

port explains that its production costs from movies, such as Star Wars: Episode VII and Frozen, Rea oe ee ding 

are matched to revenues based on a ratio of current revenues from the movie divided by its period expense and overstates 

predicted total revenues. current-period income 



102 Chapter 3 Adjusting Accounts for Financial Statements 

Fraud 

Clawbacks from Accounting Fraud Former key 

executives at Saba Software, a cloud-based talent i 
management system used by clients to hire, develop, and inspire workers, 

were charged with accounting fraud by the SEC when they falsified 

ADJUSTING ACCOUNTS 

PI 
Prepare and explain 

adjusting entries. 

EXHIBIT 3.4 

Types of Adjustments 

| / Adjustments — 

Adjusting accounts is a three-step process: 

Step 1: Determine what the current account balance equals. 

Step 2: Determine what the current account balance should equal. 

Step 3: Record an adjusting entry to get from step / to step 2. 

Framework for Adjustments 

Adjustments are necessary for transactions and events that extend over more than one period. It 

is helpful to group adjustments by the timing of cash receipt or cash payment in relation to the 

recognition of the related revenues or expenses. Exhibit 3.4 identifies four types of adjustments. 

Adjusting Entry Statement Impacted 

Prepaid (Deferred) _ Dr. (increase) Expense € Income stmt. 

Paid (or received) cash expensest Cr. (decrease) Asset* € Balance sheet 

before expense 

(or revenue) recognized Unearned (Deferred) Dr. (decrease) Liability < Balance sheet 
revenues Cr. (increase) Revenue <Income stmt. 

Accrued Dr. (increase) Expense < Income stmt. 

Paid (or received) cash expenses Cr. (increase) Liability | <Balance sheet 

after expense 

(or revenue) recognized Accrued Dr. (increase) Asset < Balance sheet 
revenues Cr. (increase) Revenue <Income stmt. 

“For depreciation, the credit is to Accumulated Depreciation (contra asset). 

tExhibit assumes that prepaid expenses are initially recorded as assets and that unearned revenues are initially recorded as liabilities. 

Point: Source documents 
provide information for most 

daily transactions, and in many 

businesses the recordkeepers 

record them. Adjustments 

require more knowledge and 

are usually handled by senior 

accounting professionals. 

The upper half of this exhibit shows prepaid expenses (including depreciation) and unearned 

revenues, which reflect transactions when cash is paid or received before a related expense or 

revenue is recognized. They are also called deferrals because the recognition of an expense (or 

revenue) is deferred until after the related cash is paid (or received). The lower half of this ex- 

hibit shows accrued expenses and accrued revenues, which reflect transactions when cash is 

paid or received after a related expense or revenue is recognized. Adjusting entries are neces- 

sary for each of these so that revenues, expenses, assets, and liabilities are correctly reported. 

Specifically, an adjusting entry is made at the end of an accounting period to reflect a transac- 

tion or event that is not yet recorded. Each adjusting entry affects one or more income statement 

accounts and one or more balance sheet accounts (but never the Cash account). The four types 

of adjusting entries, and the financial statements impacted, are shown in the two right-most 

columns of Exhibit 3.4. 
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Prepaid (Deferred) Expenses 

Prepaid expenses refer to items paid for in advance of receiving their benefits. Prepaid ex- 
penses are assets. When these assets are used, their costs become expenses. Adjusting entries for 
prepaids increase expenses and decrease assets as shown in the T-accounts of Exhibit 3.5. Such 
adjustments reflect transactions and events 

that use up prepaid expenses (including 

passage of time). To illustrate the account- 

Decreased Increased 

Asset Expense 

ing for prepaid expenses, we look at pre- Unadjusted] Credit Debit 

paid insurance, supplies, and depreciation. balance Jadjustment —_ adjustment 
In each case we decrease an asset (balance L t 

5 3 Dr. Expense... # 

sheet) account, and increase an expense (in- Cr. Asset... # 
come statement) account. 

Prepaid Insurance We use our three-step process for this and all accounting adjustments. 

Step 1: We determine that the current balance of FastForward’s prepaid insurance is equal 

to its $2,400 payment for 24 months of insurance benefits that began on December 1, 2016. 

Step 2: With the passage of time, the benefits of the insurance gradually expire and a portion 

of the Prepaid Insurance asset becomes expense. For instance, one month’s insurance coverage 

expires by December 31, 2016. This expense is $100, or 1/24 of $2,400, which leaves $2,300. 

Step 3: The adjusting entry to record this expense and reduce the asset, along with 

T-account postings, follows: 

Adjustment (a) 

Dec:3) INSUANCELEXDENSC Sa yok She cas tie ey ie eile ate 100 

Prepaiditnsunpance: ac sige ee cae eecde csnees 100 

Record first month’s expired insurance. 

Insurance Expense 637 Prepaid Insurance 128 

—} Dec. 31 100 Dec. 6 2,400 | Dec. 31 100 

Balance 2,300 

Explanation After adjusting and posting, the $100 balance in Insurance Expense and the 

$2,300 balance in Prepaid Insurance are ready for reporting in financial statements. Not making 

the adjustment on or before December 31 would (1) understate expenses by $100 and over- 

state net income by $100 for the December income statement and (2) overstate both prepaid 

insurance (assets) and equity (because of net income) by $100 in the December 31 balance 

sheet. (Exhibit 3.2 showed that 2017’s adjustments must transfer a total of $1,200 from Prepaid 

Insurance to Insurance Expense, and 2018’s adjustments must transfer the remaining $1,100 

to Insurance Expense.) The following table highlights the December 31, 2016, adjustment for 

prepaid insurance. 

After Adjustment Before Adjustment Adjustment 

Deduct $100 from Prepaid Insurance Prepaid Insurance = $2,300 

Add $100 to Insurance Expense 
Prepaid Insurance = $2,400 

Reports $2,300 in coverage for 
remaining 23 months. 

Record current month’s $100 insurance 

expense and $100 reduction in prepaid 

amount. 

Reports $2,400 policy for 24 
months’ coverage. 

Supplies Supplies are a prepaid expense requiring adjustment. 

Step 1: FastForward purchased $9,720 of supplies in December and some of them were used 

during that same month. When financial statements are prepared at December 31, the cost of 

supplies used during December must be recognized. 

Dec. 31 

103 

EXHIBIT 3.5 

Adjusting for Prepaid 

Expenses (decrease an 

asset and record an 

expense) 

insurance 

Dec.6 Pay insurance premium 
and record asset 

Two-Year Insu obs Policy "| 
Total oo $2,4 a ~ 

¥ __ Monthly costs ma | 
ssonscromsarneien seared 

Coverage expires and 

record expense 

Point: Many companies 

record adjusting entries only 

at the end of each year because 

of the time and cost necessary 
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Supplies 

Dec. 2,6,26 Purchase supplies 

and record asset 

Dec. 31 Supplies used and 

record expense 

Assets = Liabilities + Equity 

~1.050 —1,050 

Point: We assume that 

prepaid and unearned items 

are recorded in balance sheet 

accounts. An alternative is to 

record them in income state- 

ment accounts; Appendix 3A 

discusses this alternative. The 

adjusted financial statements 

are identical. 

Point: Plant assets are also 

called Plant & Equipment, or 

Property, Plant & Equipment 

Point: Depreciation does not 

necessarily measure decline in 

market value 

Point: An asset's expected 

value at the end of its useful life 

is called salvage value. 
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Step 2: When FastForward computes (takes physical count of) its remaining unused sup- 

plies at December 31, it finds $8,670 of supplies remaining of the $9,720 total supplies. The 

$1,050 difference between these two amounts is December’s supplies expense. 

Step 3: The adjusting entry to record this expense and reduce the Supplies asset account, 

along with T-account postings, follows: 

Adjustment (b) 

Dec. 31 Supplies: Expense: so .. is cing Syrmle cya wien pests eae os scorer 1,050 

SUP PIES cect cs eee treats ace creel Cruel Canine Nres cee 1,050 

Record supplies used. 

Supplies Expense 652 Supplies 126 

Dec. 31 1,050 Dec. 2 Dec. 31 1,050 

6 

26 

Balance 

Explanation The balance of the Supplies account is $8,670 after posting—equaling the 

cost of the remaining supplies. Not making the adjustment on or before December 31 would 

(1) understate expenses by $1,050 and overstate net income by $1,050 for the December in- 

come statement and (2) overstate both supplies and equity (because of net income) by $1,050 

in the December 31 balance sheet. The following table highlights the adjustment for supplies. 

Before Adjustment Adjustment After Adjustment 

Supplies = $9,720 Deduct $1,050 from Supplies 
Add $1,050 to Supplies Expense 

Supplies = $8,670 

Reports $9,720 in supplies. Record $1,050 in supplies used and $1,050 
as supplies expense. 

Reports $8,670 in supplies. 

Other Prepaid Expenses Other prepaid expenses, such as Prepaid Rent, are accounted for 

exactly as Insurance and Supplies are. Some prepaid expenses are both paid for and fully used 

up within a single accounting period. One example is when a company pays monthly rent on the 

first day of each month. This payment creates a prepaid expense on the first day of each month 

that fully expires by the end of the month. In these special cases, we can record the cash paid 

with a debit to an expense account instead of an asset account. This practice is described more 

completely later in the chapter. 

® Decision Maker 2mm 

Investor A small publishing company signs an aspiring Olympic gymnast to write a book. The company pays the 

gymnast $500,000 to sign plus future book royalties. A note to the company's financial statements says that “prepaid 

expenses include $500,000 in author signing fees to be matched against future expected sales.” Is this accounting for 

the signing bonus acceptable? How does it affect your analysis? Ml [Answers follow the chapter's Summary.] 

Depreciation A special category of prepaid expenses is plant assets, which refers to long- 

term tangible assets used to produce and sell products and services. Plant assets are expected to 

provide benefits for more than one period. Examples of plant assets are buildings, machines, 

vehicles, and fixtures. All plant assets, with a general exception for land, eventually wear out or 

decline in usefulness. The costs of these assets are deferred but are gradually reported as ex- 

penses in the income statement over the assets’ useful lives (benefit periods). Depreciation is 

the process of allocating the costs of these assets over their expected useful lives. Depreciation 

expense is recorded with an adjusting entry similar to that for other prepaid expenses. 
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Step 1: Recall that Fastforward purchased equipment for $26,000 in early December to 
use in earning revenue. This equipment’s cost must be depreciated. 

Depreciation 

Dec. 3 Purchase equipment and 
record asset 

Step 2: The equipment is expected to have a useful life (benefit period) of five years and to 

be worth about $8,000 at the end of five years. This means the net cost of this equipment == 

over its useful life is $18,000 ($26,000 — $8,000). We can use any of several methods to al- 

locate this $18,000 net cost to expense. FastForward uses a method called straight-line pe hag") 
depreciation, which allocates equal amounts of the asset’s net cost to depreciation during its __P®* $1 Allocate asset cost and 
useful life. Dividing the $18,000 net cost by the 60 months (5 years) in the asset’s useful life oa 

gives a monthly cost of $300 ($18,000/60). 

Step 3: The adjusting entry to record monthly depreciation expense, along with T-account 

postings, follows: 

Adjustment (c) 

Dec. 31 DepreciationsExpense lucas cto ee tree eee 300 Assets = Liabilities + Equity 

Accumulated Depreciation — Equipment ....... 

Record monthly equipment depreciation. 

Depreciation 612 Accumulated 2168 

Expense—Equipment _ Equipment 167 Depreciation—Equipment 

Dec. 31 300 Dec. 3 26,000 Dec. 31 300 

Explanation After posting the adjustment, the Equipment account ( $26,000) less its 

Accumulated Depreciation ($300) account equals the $25,700 net cost (made up of $17,700 

for the 59 remaining months in the benefit period plus the $8,000 value at the end of that time). 

The $300 balance in the Depreciation Expense account is reported in the December income 

statement. Not making the adjustment at December 31 would (1) understate expenses by $300 

and overstate net income by $300 for the December income statement and (2) overstate both 

assets and equity (because of income) by $300 in the December 31 balance sheet. The follow- 

ing table highlights the adjustment for depreciation. 

Before Adjustment Adjustment After Adjustment 

Equipment, net = $26,000 Deduct $300 from Equipment, net Equipment, net = $25,700 

Add $300 to Depreciation Expense 

Reports $26,000 in equipment. Record $300 in depreciation and $300 as Reports $25,700 in equipment, 

accumulated depreciation, which is deducted | net of accumulated depreciation. 

from equipment. 

Accumulated depreciation is kept in a separate contra account. A contra account is an ac- 

count linked with another account, it has an opposite normal balance, and it is reported as a Point: Accumulated 

subtraction from that other account’s balance. For instance, FastForward’s contra account of Set pe Ea pales : 

Accumulated Depreciation—Equipment is subtracted from the Equipment account in the bal- ae eee a 

ance sheet (see Exhibit 3.7). This contra account allows balance sheet readers to know both the 

full costs of assets and the total depreciation. 

The title of the contra account, Accumulated Depreciation, reveals that this account includes 

total depreciation expense for all prior periods for which the asset was used. To illustrate, the 

Equipment and the Accumulated Depreciation accounts appear as in Exhibit 3.6 on February 

Accumulated 168 EXHIBIT 3.6 

Equipment 167 Depreciation—Equipment Accounts after Three 

Dec. 3 26,000 
Dec. 31 300 Months of Depreciation 

Jan. 31 300 Adjustments 

Feb. 28 300 

Balance 900 
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Point: The cost principle 

requires an asset to be initially 

recorded at acquisition cost. 

Depreciation causes the asset's 

book value (cost less accumu- 

lated depreciation) to decline 

over time 

EXHIBIT 3.7 

Equipment and 

Accumulated Depreciation 

on February 28 Balance 

Sheet 

Cy 3 
Prepaid Expenses 

PI 
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28, 2017, after three months of adjusting entries. The $900 balance in the Accumulated Depre- 

ciation account can be subtracted from its related $26,000 asset cost. The difference ($25,100) 

between these two balances is the cost of the asset that has not yet been depreciated. This differ- 

ence is called the book value, or the net amount, which equals the asset’s cost less its accumu- 

lated depreciation. 

These account balances are reported in the assets section of the February 28 balance sheet in 

Exhibit 3.7. 

Assets (at February 28, 2017) 

Cash $ 

Equipment $26,000 i 
ue oe Commonly titled 

Less accumulated depreciation 900 25,100 Equipment, net 

Total Assets 

For each separate case below, follow the three-step process for adjusting the prepaid asset account at 

December 31. Step 1: Determine what the current account balance equals. Step 2: Determine what the 

current account balance should equal. Step 3: Record the December 31 adjusting entry to get from step | 

to step 2. Assume no other adjusting entries are made during the year. 

1. Prepaid Insurance. The Prepaid Insurance account has a $5,000 debit balance to start the year, and 

no insurance payments were made during the year. A review of insurance policies and payments shows 

that $1,000 of unexpired insurance remains at its December 31 year-end. 

2. Prepaid Rent. On October | of the current year, the company prepaid $12,000 for one year of rent for 

facilities being occupied from that day forward. The company debited Prepaid Rent and credited Cash 

for $12,000. December 31 year-end statements must be prepared. 

3. Supplies. The Supplies account has a $1,000 debit balance to start the year. Supplies of $2,000 were 

purchased during the current year and debited to the Supplies account. A December 31 physical count 

shows $500 of supplies remaining. 

4. Accumulated Depreciation. The company has only one fixed asset (equipment) that it purchased 

at the start of this year. That asset had cost $38,000, had an estimated life of 10 years, and is ex- 

pected to be valued at $8,000 at the end of the 10-year life. December 31 year-end statements must 

be prepared. 

Solution 

1. Step 1: Prepaid Insurance equals $5,000 (before adjustment) 

Step 2: Prepaid Insurance should equal $1,000 (the unexpired part) 

Step 3: Adjusting entry to get from step | to step 2 

Dec. 31 INSQPANCEEXDONSC iste ets cites cee sin alee uemncst caries epg ges 4,000 

Prepatd:lrisurantercac.ahs aac the acm win ae ment ratren tho 4,000 

Record expired insurance coverage ($5,000 — $1,000). 

2. Step 1: Prepaid Rent equals $12,000 (before adjustment) 

Step 2: Prepaid Rent should equal $9,000 (the unexpired part)* 

Step 3: Adjusting entry to get from step | to step 2 

Dec. 31 Rent Expens@iicn isu ca ears ue ducetne emer eee camertee ce 3,000 

Prepaid Rents .ic5 Susie eaie « sreteinou., cuureree pee cheese tureacn eacntees aie 3,000 

Record expired prepaid rent. *$ 12,000 — $3,000 = $9,000, 

where $3,000 is from: ($12,000/12 months) x 3 months 
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3. Step 1: Supplies equal $3,000 (from $1,000 + $2,000; before adjustment) 

Step 2: Supplies should equal $500 (what’s left) 

Step 3: Adjusting entry to get from step | to step 2* 

Supplies Expenses oto semn on aceec cto ty ces ans a tiomicies FEA oceans 

SUpDIICS heres cc Meg cs ee i Oe ee MG eae cer erate ane 

Record supplies used. *$1,000 + $2,000 purchased — 

$___ supplies used = $500 remaining 

2,500 

4. Step 1: Accumulated Depreciation equals $0 (before adjustment) 

Step 2: Accumulated Depreciation should equal $3,000 (after current period depreciation of $3,000)* 

Step 3: Adjusting entry to get from step | to step 2 

Depreciation Expense—Equipment 

Accumulated Depreciation—Equipment 

Record depreciation for period. *($38,000 — $8,000)/10 years 

Unearned (Deferred) Revenues 

The term unearned revenues refers to cash received in advance of providing products and ser- 

vices. Unearned revenues, also called deferred revenues, are liabilities. When cash is accepted, 

an obligation to provide products or services is accepted. As products or services are provided, 

the liability decreases, and the unearned 

revenues become earned revenues. Adjust- / Berra peroneal 

ing entries for unearned items decrease the Liability Revenue 

unearned (balance sheet) account, and in- Debit Unadjusted Credit 

crease the revenue (income statement) ac-  @diustment J balance adjustment 

count, as shown in Exhibit 3.8. [eee EE 
Cr. Revenue... # 

An example of unearned revenues is from 

Gannett Co., Inc., publisher of USA TO- 

DAY, which reports unexpired (unearned subscriptions) of $217 million: “Revenue is recognized 

in the period in which it is earned (as newspapers are delivered).” Unearned revenues are nearly 

20% of the current liabilities for Gannett. Another example comes from the Boston Celtics. 

When the Celtics receive cash from advance ticket sales and broadcast fees, they record it in an 

unearned revenue account called Deferred Game Revenues. The Celtics recognize this unearned 

revenue with adjusting entries on a game-by-game basis. Since the NBA regular season begins in 

October and ends in April, revenue recognition is mainly limited to this period. For a recent sea- 

son, the Celtics’ quarterly revenues were $0 million for July-September; $34 million for Octo- 

ber-December; $48 million for January—March; and $17 million for April-June. 

Returning to FastForward, it also has unearned revenues. It agreed on December 26 to pro- 

vide consulting services to a client for a fixed fee of $3,000 for 60 days. 

Step 1: On December 26, the client paid the 60-day fee in advance, covering the period 

December 27 to February 24. The entry to record the cash received in advance 1s 

Dec. 26 3,000 

Unearned Consulting Revenue 3,000 

Received advance payment for services over the 

next 60 days. 

This advance payment increases cash and creates an obligation to do consulting work over 

the next 60 days (5 days this year and 55 days next year). 

Step 2: As time passes, FastForward earns this payment through consulting. By December 

31, it has provided five days’ service and earned 5/60 of the $3,000 unearned revenue. This 

amounts to $250 ($3,000 x 5/60). The revenue recognition principle implies that $250 of 

unearned revenue must be reported as revenue on the December income statement. 
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Do More: OS 3-5, OS 3-6, 

QS 3-7, QS 3-8, AS 3-9 

Point: To defer is to post- 

pone. We postpone reporting 

amounts received as revenues 

until they are earned 

EXHIBIT 3.8 

Adjusting for Unearned 

Revenues (decrease a 

liability and record revenue) 

Assets = Liabilities + Equity 

+3 000 + 3,000 

Unearned Revenues 

Dec. 26 Cash received in advance 

and record liability 

Thanks for cash in 

advance. I'll work now 

through Feb, 24 

Dec. 31. Provided 5 days of services 
and record revenue 
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Unearned Revenues 
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Step 3: The adjusting entry to reduce the liability account and recognize earned revenue, along 

with T-account postings, follows: 

Adjustment (d) 

Dec. 31 Unearned Consulting Revenue..................-.. 250 

Gonsulting Reventiet eens eesiniorcereresere te 250 

Record earned revenue that was received in 

advance ($3,000 x 5/60). 

Unearned Consulting Revenue Consulting Revenue 403 

Dec, 25 4,200 

Balance 2,750 12 1,600 

31 250 

Balance 6,050 

Explanation The adjusting entry transfers $250 from unearned revenue (a liability account) 

to a revenue account. Not making the adjustment (1) understates revenue and net income by 

$250 in the December income statement and (2) overstates unearned revenue and understates 

equity by $250 on the December 31 balance sheet. The following highlights the adjustment 

for unearned revenue. 

Before Adjustment Adjustment After Adjustment 

Unearned Consulting Deduct $250 from Unearned Unearned Consulting 
Revenue = $3,000 Consulting Revenue Revenue = $2,750 

Add $250 to Consulting Revenue 

Reports $3,000 in unearned revenue Record 5 days of earned consulting Reports $2,750 in unearned revenue 
for consulting services promised for revenue, which is 5/60 of unearned for consulting services owed over next 

60 days ($50 per day). amount. 55 days (55 days x $50 = $2,750). 

Accounting for unearned revenues is crucial to many companies. For example, the National 

Retail Federation reports that gift card sales, which are unearned revenues for sellers, exceed 

$20 billion annually. Gift cards are now the top-selling holiday gift; roughly 60% of all gift giv- 

ers planned to give at least one gift card within the next year (source: NRF website). 

For each separate case below, follow the three-step process for adjusting the unearned revenue liability 

account at December 31. Step 1: Determine what the current account balance equals. Step 2: Determine 

what the current account balance should equal. Step 3: Record the December 31 adjusting entry to get 

from step | to step 2. Assume no other adjusting entries are made during the year. 

a. Unearned Rent Revenue. The company collected $24,000 rent in advance on September 1, debiting 

Cash and crediting Unearned Rent Revenue. The tenant was paying 12 months’ rent in advance and 

occupancy began September 1. 

b. Unearned Services Revenue. The company charges $100 per month to spray a house for insects. 

A customer paid $600 on November | in advance for six treatments, which was recorded with a debit 

to Cash and a credit to Unearned Services Revenue. At year-end, the company has applied two treat- 

ments for the customer. 

Solution 

a. Step 1: Unearned Rent Revenue equals $24,000 (before adjustment) 

Step 2: Unearned Rent Revenue should equal $16,000 (current period earned revenue is $8,000*) 

Step 3: Adjusting entry to get from step 1 to step 2 

Dec. 31 Unearned Rent Revenue ... 04... :c05 0050 0e cee un 8,000 

Rent iRevenuie:: sa cuiie a. vec crmee sacle wie 8,000 

Record earned portion of rent received in advance. 

*($24,000/12 months) x 4 months’ rental usage 
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b. Step 1: Unearned Services Revenue equals $600 (before adjustment) 
Step 2: Unearned Services Revenue should equal $400 (current period earned revenue is $200*) 

Step 3: Adjusting entry to get from step | to step 2 

Unearned Services Revenue 

Services Revenue 

Record earned portion of revenue received in advance. 

*$100 x 2 treatments = Services revenue 

Accrued Expenses 

Accrued expenses refer to costs that are incurred in a period but are both unpaid and unrecorded. 

Accrued expenses must be reported on the income statement for the period when incurred. Adjust- 

ing entries for recording accrued expenses increase the expense (income statement) account, and 

increase a liability (balance sheet) account, 

as shown in Exhibit 3.9. This adjustment rec- 
Increased Increased 

ognizes expenses incurred in a period but not Expense Liability 

yet paid. Common examples of accrued ex- Debit Credit 

penses are salaries, interest, rent, and taxes. adjustment adjustment 
4 ; Dr. Expense..... tt 

Cr. Liability...  # 
We use salaries and interest to show how to 

adjust accounts for accrued expenses. 

Accrued Salaries Expense FastForward’s employee earns $70 per day, or $350 for a five- 

day workweek beginning on Monday and ending on Friday. 

Step 1: Its employee is paid every two weeks on Friday. On December 12 and 26, the wages 

are paid, recorded in the journal, and posted to the ledger. 

Step 2: The calendar in Exhibit 3.10 shows three working days after the December 26 payday 

(29, 30, and 31). This means the employee has earned three days’ salary by the close of business 

on Wednesday, December 31, yet this salary cost has not been paid or recorded. The financial 

statements would be incomplete if Fastforward failed to report the added expense and liability 

to the employee for unpaid salary from December 29, 30, and 31. 

22335 TREE OSS: ok Cis PORES ar On ae ee 

- December January 

Te if F 5 5 M ii Ww Ti F S 

2 3 4 5 6 1 2 3 

9 fo | 1 «eee ts 4 Slee 7 8 9 70 

Pay period ‘Gall aralled antl 2 11 el) eel eee ean ae 

begins 23 | 24 | 25 [P26] 27 ia | 19 | 20 | 21 | 22 Peay 24 

30 31 Z i | 25 26 | 27 | 28 | 29 | 30. | 31 

Payday Payday 
Salary expense incurred 

Step 3: The adjusting entry to account for accrued salaries, along with T-account postings, follows: 

Adjustment (e) 

Dec. 31 SalariesiEXPCMS@’ aaa carpe sites amine ieneiara teria ante as 210 

Salaries Payabl@t nc ame)secer eee ee ea 210 

Record three days’ accrued salary (3 x $70). 

Salaries Expense 622 Salaries Payable 209 

Dec. 12 700 Dec. 31 210 

26 700 

31 210 

Balance 1,610 
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Do More: QS 3-10, OS 3-11 

Point: Accrued expenses are 

also called accrued liabilities. 

EXHIBIT 3.9 

Adjusting for Accrued 

Expenses (increase a 

liability and record an 

expense) 

Point: An employer records 

salaries expense and a vacation 

pay liability when employees 

earn vacation pay 

EXHIBIT 3.10 

Salary Accrual and Paydays 

Equity Assets = Liabilities +4 

210 210 
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Point: Interest computations 

assume a 360-day year; known 

as the bankers’ rule 

Nee 3-3 

Accrued Expenses 

PI 
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Explanation Salaries expense of $1,610 is reported on the December income statement, and 

$210 of salaries payable (liability) is reported in the balance sheet. Not making the adjustment 

(1) understates salaries expense and overstates net income by $210 in the December income 

statement and (2) understates salaries payable (liabilities) and overstates equity by $210 on 

the December 31 balance sheet. The following highlights the adjustment for salaries incurred. 

After Adjustment 

Salaries Payable = $210 

Before Adjustment Adjustment 

Add $210 to Salaries Payable 
Add $210 to Salaries Expense 

Salaries Payable = $0 

Reports $210 salaries payable to 
employee but not yet paid. 

Reports $0 from employee salaries 
incurred but not yet paid in cash. 

Record 3 days’ salaries owed to 
employee, but not yet paid, at 

$70 per day. 

Accrued Interest Expense Companies commonly have accrued interest expense on notes 

payable (loans) and other long-term liabilities at the end of a period. Interest expense is incurred 

with the passage of time. Unless interest is paid on the last day of an accounting period, we need 

to adjust for interest expense incurred but not yet paid. This means we must accrue interest cost 

from the most recent payment date up to the end of the period. The formula for computing 

accrued interest is: 

Principal amount owed x Annual interest rate x Fraction of year since last payment date. 

To illustrate, if a company has a $6,000 loan from a bank at 6% annual interest, then 30 days’ 

accrued interest expense is $30—computed as $6,000 x 0.06 x 30/360. The adjusting entry 
would be to debit Interest Expense for $30 and credit Interest Payable for $30. 

Future Payment of Accrued Expenses Adjusting entries for accrued expenses foretell cash 

transactions in future periods. Specifically, accrued expenses at the end of one accounting period 

result in cash payment in a future period(s). To illustrate, recall that FastForward recorded accrued 

salaries of $210. On January 9, the first payday of the next period, the following entry settles the 

accrued liability (salaries payable) and records salaries expense for seven days of work in January: 

Jan. 9 Salaries Payable (3 days at $70 per day) ............. 210 

Salaries Expense (7 days at $70 per day) ............ 490 

(GES ae one tine ea ieee Den Gerd eLaites Sits han ae Oleic cine 700 

Paid two weeks’ salary including three days accrued. 

The $210 debit reflects the payment of the liability for the three days’ salary accrued on 

December 31. The $490 debit records the salary for January’s first seven working days (includ- 

ing the New Year’s Day holiday) as an expense of the new accounting period. The $700 credit 

records the total amount of cash paid to the employee. 

For each separate case below, follow the three-step process for adjusting the accrued expense account at 

December 31. Step 1: Determine what the current account balance equals. Step 2: Determine what the 

current account balance should equal. Step 3: Record the December 31 adjusting entry to get from step 1 

to step 2. Assume no other adjusting entries are made during the year. 

a. Salaries Payable. At year-end, salaries expense of $5,000 has been incurred by the company but is not 
yet paid to employees. 

b. Interest Payable. At its December 31 year-end, the company holds a mortgage payable that has in- 

curred $1,000 in annual interest that is neither recorded nor paid. The company intends to pay the inter- 
est on January 3 of the next year. 

Solution 

a. Step 1: Salaries Payable equals $0 (before adjustment) 

Step 2: Salaries Payable should equal $5,000 (not yet recorded) 

Step 3: Adjusting entry to get from step 1 to step 2 
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Dec. 31 Salavigss Expense err cay otic sre nh S seisies cli e 5,000 

SalaniesiPayablerncs sess cesarean spr ieariesns ati s 5 5,000 

Record employee salaries earned but not yet paid. 

b. Step 1: Interest Payable equals $0 (before adjustment) 

Step 2: Interest Payable should equal $1,000 (not yet recorded) 

Step 3: Adjusting entry to get from step | to step 2 

Dec. 31 InterestiExpenses.. csc ncurses cite os nate caters 1,000 

Interest;Rayable te reo wend seni cus aes 1,000 

Record interest incurred but not yet paid. 

Accrued Revenues 

The term accrued revenues refers to revenues earned in a period that are both unrecorded and 

not yet received in cash (or other assets). An example is a technician who bills customers only 

when the job is done. If one-third of a job is complete by the end of a period, then the technician 

must record one-third of the expected billing as revenue in that period—even though there is no 

billing or collection. The adjusting entries 

for accrued revenues increase a revenue (in- Increased Increased 

come statement) account, and increase an Pee Revenue 

asset (balance sheet) account, as shown in Debit Credit 

Exhibit 3.11. Accrued revenues commonly adjustment adjustment 

arise from services, products, interest, and ‘ i ee ¥ 4 

rent. We use service fees and interest to Cr. Revenue... # 

show how to adjust for accrued revenues. 

Accrued Services Revenue Accrued revenues are not recorded until adjusting entries are 

made at the end of the accounting period. These accrued revenues are earned but unrecorded 

because either the buyer has not yet paid for them or the seller has not yet billed the buyer. 

FastForward provides an example. 

Step 1: In the second week of December, it agreed to provide 30 days of consulting ser- 

vices to a local fitness club for a fixed fee of $2,700 (or $90 per day). The terms of the initial 

agreement call for Fastforward to provide services from December 12, 2016, through 

January 10, 2017, or 30 days of service. The club agrees to pay FastForward $2,700 on 

January 10, 2017, when the service period is complete. 

Step 2: At December 31, 2016, 20 days of services have already been provided. Since the 

contracted services have not yet been entirely provided, FastForward has neither billed the 

club nor recorded the services already provided. Still, Fastforward has earned two-thirds of 

the 30-day fee, or $1,800 ($2,700 x 20/30). The revenue recognition principle prescribes that it 

report the $1,800 on the December income statement. The balance sheet also must report that 

the club owes FastForward $1,800. 

Step 3: The year-end adjusting entry to account for accrued services revenue is 

Adjustment (f) 

INEGCOUNTSHREGEIVADI Cusnanererersteaie ciao) seke cna leraieyetsia ml 1,800 

Consulting Revenue ........----- sess ee eee 1,800 —_q 
Dec. 31 

Record 20 days’ accrued revenue. 

Accounts Receivable 106 Consulting Revenue 403 

Dec. 12 1,900 | Dec. 22 1,900 Dec. 5 4,200 

31 1,800 
a 1.600 

Balance 1,800 
31 250 

31 1,800 <— 

Balance 7,850 
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Do More: OS 3-12, OS 3-13, 

E 3-1, E 3-2 

Point: Accrued revenues are 

also called accrued assets 

EXHIBIT 3.11 

Adjusting for Accrued 

Revenues (increase an 

asset and record revenue) 

Accrued Revenues 

Dec. 31 Record revenue and 

receivable for services 

provided but unbilled 

Pay me next month 

for my help 

Jan.10 Receive cash and 
reduce receivable 

Assets = Liabilities + Equity 

+1 SOO +1 .s00 
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Example: What is the 

adjusting entry if the 30-day 

consulting period began on 

December 22? Answer: One- 

third of the fee is earned: 

Accounts Receivable .. 900 

Consulting Rev. : 900 

NEED-TO-KNOW. EG 
Accrued Revenues 

PI 
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Explanation Accounts receivable are reported on the balance sheet at $1,800, and the $7,850 

total of consulting revenue is reported on the income statement. Not making the adjustment 

would understate (1) both consulting revenue and net income by $1,800 in the December income 

statement and (2) both accounts receivable (assets) and equity by $1,800 on the December 31 

balance sheet. The following table highlights the adjustment for accrued revenue. 

Adjustment After Adjustment Before Adjustment 

Accounts Receivable = $0 Add $1,800 to Accounts Accounts Receivable = $1,800 

Receivable 

Add $1,800 to Consulting 
Revenue 

Reports $1,800 in accounts 

receivable from consulting services 

provided. 

Reports $0 from revenue earned but 

not yet received in cash. 

Record 20 days of earned consulting 

revenue, which is 20/30 of total 

contract amount. 

Accrued Interest Revenue In addition to the accrued interest expense we described ear- 

lier, interest can yield an accrued revenue when a debtor owes money (or other assets) to a 

company. If a company is holding notes or accounts receivable that produce interest revenue, we 

must adjust the accounts to record any earned and yet uncollected interest revenue. The adjust- 

ing entry is similar to the one for accruing services revenue. Specifically, we debit Interest 

Receivable (asset) and credit Interest Revenue. 

Future Receipt of Accrued Revenues Accrued revenues at the end of one accounting 

period result in cash receipts in a future periods). To illustrate, recall that FastForward made an 

adjusting entry for $1,800 to record 20 days’ accrued revenue earned from its consulting con- 

tract. When FastForward receives $2,700 cash on January 10 for the entire contract amount, it 

makes the following entry to remove the accrued asset (accounts receivable) and recognize the 

revenue earned in January. The $2,700 debit reflects the cash received. The $1,800 credit re- 
flects the removal of the receivable, and the $900 credit records the revenue earned in January. 

Jan. 10 2,700 

1,800 

Consulting Revenue (10 days at $90 per day) ..... 900 

Accounts Receivable (20 days at $90 per day) 

Received cash for accrued asset and recorded earned 

consulting revenue for January. 

® Decision Maker @ 

Loan Officer [he owner of a custom audio, video, and home theater store applies for a business loan. The 

store’s financial statements reveal large increases in current-year revenues and income. Analysis shows that 

these increases are due to a promotion that let consumers buy now and pay nothing until January 1 of next year. 

The store recorded these sales as accrued revenue. Does your analysis raise any concerns? [Answers follow the 

chapter’s Summary.] 

For each separate case below, follow the three-step process for adjusting the accrued revenue account at 

December 31. Step 1: Determine what the current account balance equals. Step 2: Determine what the 

current account balance should equal. Step 3: Record the December 31 adjusting entry to get from step | 
to step 2. Assume no other adjusting entries are made during the year. 

a. Accounts Receivable. At year-end, the company has completed services of $1,000 for a client, but the 

client has not yet been billed for those services. 

b. Interest Receivable. At year-end, the company has earned, but not yet recorded, $500 of interest 
earned from its investments in government bonds. 

Solution 

a. Step 1: Accounts Receivable equals $0 (before adjustment) 

Step 2: Accounts Receivable should equal $1,000 (not yet recorded) 

Step 3: Adjusting entry to get from step 1 to step 2 



Chapter 3 Adjusting Accounts for Financial Statements 113 

Accounts Receivable 

Services Revenue 

Record services revenue earned but not yet received. 

b. Step 1: Interest Receivable equals $0 (before adjustment) 

Step 2: Interest Receivable should equal $500 (not yet recorded) 

Step 3: Adjusting entry to get from step | to step 2 

Interest Receivable 

Interest: Revenues fess ste ee ate ome ens 500 

Record interest earned but not yet received. Do More: OS 3-3, OS 314 | 

Links to Financial Statements 

The process of adjusting accounts is intended to bring an asset or liability account balance to its 

correct amount. It also updates a related expense or revenue account. These adjustments are 

necessary for transactions and events that extend over more than one period. (Adjusting entries 

are posted like any other entry.) 

Exhibit 3.12 summarizes the four types of transactions requiring adjustment. Understanding 

this exhibit is important to understanding the adjusting process and its importance to financial 

statements. Remember that each adjusting entry affects one or more income statement accounts 

and one or more balance sheet accounts (but never the Cash account). 

EXHIBIT 3.12 

Summary of Adjustments 

and Financial Statement 

Links 

BEFORE Adjusting 

Category Balance Sheet Income Statement Adjusting Entry 

Prepaid expenses? Asset overstated Expense understated Dr. Expense 

Equity overstated Cr. Asset* 

Unearned revenues! Liability overstated Revenue understated Dr. Liability 

Equity understated Cr. Revenue 

Accrued expenses Liability understated Expense understated Dr. Expense 

Equity overstated Cr. Liability 

Accrued revenues Asset understated Revenue understated Dr. Asset 

Equity understated Cr. Revenue 

* For depreciation, the credit is to Accumulated Depreciation (contra asset). 

* Exhibit assumes that prepaid expenses are initially recorded as assets and that unearned revenues are initially recorded as liabilities. 

Information about some adjustments is not always available until several days or even weeks 

after the period-end. This means that some adjusting and closing entries are recorded later than, 

but dated as of, the last day of the period. One example is a company that receives a utility bill point: CFOs often feel 

on January 10 for costs incurred for the month of December. When it receives the bill, the com- — compelled to pursue fraudulent 

pany records the expense and the payable as of December 31. Other examples include long- ee a Ep ipuessuie 
: PP : : applied by their superiors, 

distance phone usage and costs of many web billings. The December income statement reflects ich as overbearing CEOs or 

these additional expenses incurred, and the December 31 balance sheet includes these payables, — aggressive boards 

although the amounts were not actually known on December 51. 

BOS @® Decision Ethics 

Financial Officer At yearend, the president instructs you, the financial officer, not to record accrued ex- 

penses until next year because they will not be paid until then. The president also directs you to record in current- 

year sales a recent purchase order from a customer that requires merchandise to be delivered two weeks after 

the year-end. Your company would report a net income instead of a net loss if you carry out these instructions. 

What do you do? [Answers follow the chapter's Summary.] 
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P2 
Explain and prepare an 

adjusted trial balance. 

EXHIBIT 3.13 

Unadjusted and Adjusted 

Trial Balances 

Point: Sarbanes-Oxley Act 

requires that financial state- 

ments filed with the SEC be 

certified by the CEO and CFO 

including a declaration that the 

statements fairly present the 

issuer’s operations and financial 

condition. Violators can receive 

fines and/or prison terms 

Chapter 3. Adjusting Accounts for Financial Statements 

Adjusted Trial Balance 

An unadjusted trial balance is a list of accounts and balances prepared before adjustments are 

recorded. An adjusted trial balance is a list of accounts and balances prepared after adjusting 

entries have been recorded and posted to the ledger. 
Exhibit 3.13 shows both the unadjusted and the adjusted trial balances for FastForward at 

December 31, 2016. The order of accounts in the trial balance usually matches the order in the 

chart of accounts. Several new accounts commonly arise from adjusting entries. 

FASTFORWARD 

Trial Balances 

December 31, 2016 

Unadjusted Adjusted 

Trial Balance Adjustments Trial Balance 

j 1 

ivi ; 
Fann cod 

ained earnings _ 

ting revenue __ 

pa 2% 2 oS M400 

: 
ra 

ie {BL He ——— 

- 

Each adjustment (see middle columns) 1s identified by a letter in parentheses that links it to an 

adjusting entry explained earlier. Each amount in the Adjusted Trial Balance columns is computed 

by taking that account’s amount from the Unadjusted Trial Balance columns and adding or subtract- 

ing any adjustment(s). To illustrate, Supplies has a $9,720 Dr. balance in the unadjusted columns. 

Subtracting the $1,050 Cr. amount shown in the Adjustments columns yields an adjusted $8,670 Dr. 

balance for Supplies. An account can have more than one adjustment, such as for Consulting Rey- 

enue. Also, some accounts might not require adjustment for this period, such as Accounts Payable. 

PREPARING FINANCIAL STATEMENTS 

P3 
Prepare financial 

statements from an 
adjusted trial balance. 

We can prepare financial statements directly from information in the adjusted trial balance. An 

adjusted trial balance (see the right-most columns in Exhibit 3.13) includes all accounts and 

balances appearing in financial statements, and is easier to work from than the entire ledger 
when preparing financial statements. 

Exhibit 3.14 shows how revenue and expense balances are transferred from the adjusted trial 

balance to the income statement (red lines). The net income and the dividends amount are then 
used to prepare the statement of retained earnings (black lines). Asset and liability balances on 
the adjusted trial balance are then transferred to the balance sheet (blue lines). The ending re- 

tained earnings is determined on the statement of retained earnings and transferred to the bal- 
ance sheet (green line). 
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EXHIBIT 3.14 

Preparing Financial Statements (Adjusted Trial Balance from Exhibit 3.13) 

FASTFORWARD 

Adjusted Trial Balance 

December 31, 2016 

Acct. 
_No. Account Title 

: ay ae REM ae aaa 

Sete oe ae 

ES 

Cul Nyaa ees ae ORR See ee 

QS ctetatretoeae uae pees = 

ieee aranincss | 

TUG Sap eo Ge ae 

eae ie ea 

ieeieut ett 

Prepare income statement using revenue 
2 | 

and expense accounts from trial balance _ ars 

a 

using retained earnings and dividends 

from trial balance; and pull net income 

from step | 

Prepare balance sheet using asset and 

liability accounts and common stock 

from trial balance; and pull updated 

retained earnings from step 2 

Prepare statement of cash flows from 

changes in cash flows for the period 

| (illustrated later in the book) 

tained earnings, and balance sheet. This order ma 

statement. The statement of cash flows is usually the final statement prepared. 

kes sense because the balance sheet uses infor- 

Step 3 Prepare balance sheet 
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FASTFORWARD 

Balance Sheet : 

December 31, 2016 

Assets 

Cash ee eee. eee ee SA 
Accouints receivable: :.sssssessees- 1,800 | 
Supplies wavcme-eetae neo 8,670 | 
Prepaid iNSUYANCe: i...--csescrc accrues: 2,300 
EQUIDIMeNt Reece ees $26,000 | 
Less accumulated depreciation .... 300 25,700 | 

‘Total assets. t.es are eee: $ 42,745 

Liabilities ] 
INCCOUMS DaVable eee serene ee $ 6,200 
Salaries Payable: ccrcsncctscucsrnae: 210 | 
Unearned consulting revenue ....... 2,750 | 

Total Habiitioses see ere 9,160 | 

FASTFORWARD 

Statement of Retained Earnings 

For Month Ended December 31, 2016 

Retained earnings, December 1 ............ 
PIUSHNEWINCONN Gi: cressescnseeeescenssentercstices 

ess: CashidividemdSmere--eeces-ceresces eee 

Retained earnings, December 31 

Step 1) Prepare income statement 

FASTFORWARD 

Income Statement 

For Month Ended December 31, 2016 

Revenues 

Consulting reVenue .........cceeeceees $7,850 

RentalireVGMmue mirsssccccsseossccireanceeeee 300 

TiOtalireVeMUes mere ecrecter ses $8,150 | 

Expenses | 

Depreciation expense — Equip....... 300 

Salaries OXOSNSOrc.-cceaternevesserernss 1,610 

INSUraNnCe EXPENSE...........ceeeeeees 100 

Rent GxPense........cescccreeesnneessseeees 1,000 

Supplies CxPenSe........seeeesereereeees 1,050 

Utilities ExPENSE.............cceneeeeeees 305 

Total CExXPENSES........ccceceeesreesseeeseres 4,365 

Netincomenenn tentteaeccncceranraancas $ 15) 

Equity 

GORTINION StOCK: soit en ets 30,000 | 
Retained earnings .......:..eeeeeeeees 3,585 -# 

MOtAlSCUItY Meee cae te cetets te cetees to nceeen 33,585 

Total liabilities and equity .............. $ 42,745 

Point: Each trial balance 

We prepare financial statements in the following order: income statement, statement of re- amount is used in only one 

financial statement and, when 

financial statements are 

mation from the statement of retained earnings, which in turn uses information from the income  coiysicced, each accou 

have been used once 

nt will 
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NEED-T0-KNOW 34 Use the following adjusted trial balance of Magic Company to prepare its (1) income statement, (2) state- 

ment of retained earnings, and (3) balance sheet (unclassified) for the year ended, or date of, December 31, 

Preparing Financial 2016. The Retained Earnings account balance is $45,000 at December 31, 2015. 

Statements from a Trial 
Balance MAGIC COMPANY 

Adjusted Trial Balance 

P3 December 31, 2016 

Account Title Debit Credit 

Cashes aie Wecese ois ev rar teenie ee a ener tooehs yeuaic $ 13,000 

Accolints receivable 4 sna ote aoe 17,000 

Land os oo, ene re ek ee ears 85,000 

AAGGOLINtS payable? <..seweeunc arr imoron = ar $ 12,000 

Long-term notes payable ................. 33,000 

Gommon stocks: 35 vr ees arin os 30,000 

Retainediearnings sic 2k eto eerctieas oe 45,000 

Dividends .4j.c\u Anne ranean 20,000 a= 
Rees earned: see 82. orn wee atl cee 79,000 

Salaries Expense < vat te ne 56,000 

Office supplies expense .0...2. 005... .55-5 8,000 | 

Totals own Fe $199,000 $199,000 | 

Solution 

Step 1 E 
} 

MAGIC COMPANY 
Income Statement MAGIC COMPANY 

For Year Ended December 31, 2016 Balance Sheet 

December 31, 2016 
Fees earned fos ug ee ae ee $79,000 

Expenses 2) Assets 

Salaries expense .............. $56,000 Cashiac in ie ianmeneens wen ee $ 13,000 

Office supplies expense ........ 8,000 Accounts receivable............. 17,000 | 

flotal'expenses: 3 78 Seer ae 64,000 Batidss i oie ashe tereaere area 85,000 

Net incomes 2 hee or $15,000 | -2 TotaPassets eater nee ae $115,000 

Step 2 Liabilities 

i Accounts: payable. 26. -se css $ 12,000 
MAGIC COMPANY 

: : | Long-term notes payable......... 33,000 | 
Statement of Retained Earnings | ae cl abd 45.000 

For Year Ended December 3 1,2016 A ae , 

Retained earnings, December 31, 2015 ........ $ 45,000 «— Equity 

Add: Netincomes sos een ae wees en 15,000 GEommon stock 2. <2. one 30,000 

| 60,000 Retained earnings............... 40,000 

bo Mare: bess: Dividends:...4. 55.05. cian cacusy-pe ee eches (20,000)! ‘Totabequityin..; + acc eee 70,000 

£ 3-7. P35 P 3.8 Retained earnings, December 31, 2016 ........ $ 40,000 Total liabilities and equity ........ $115,000 

p 4 After financial statements are prepared, the closing process readies accounts for recording the 

transactions and events of the next period. In the closing process we must (1) identify accounts 

for closing, (2) record and post the closing entries, and (3) prepare a post-closing trial balance. 

The purpose of the closing process is twofold. First, it resets revenue, expense, and dividends 
account balances to zero at the end of each period (which also updates the Retained Earnings 
account for inclusion on the balance sheet). This is done so that these accounts can properly 
measure income and dividends for the next period. Second, it helps in summarizing a period’s 
revenues and expenses. This section explains the closing process. 

Describe and prepare 

closing entries. 



Chapter 3. Adjusting Accounts for Financial Statements 

Temporary and Permanent Accounts 

Temporary (or nominal) accounts accumulate data related to one accounting period. They in- 

clude all income statement accounts, the Dividends account, and the Income Summary account. 

They are temporary because the accounts are opened at the beginning of a period, used to record 

transactions and events for that period, and then closed at the end of the period. The closing 

process applies only to temporary accounts. Permanent (or real) accounts report on activities 

related to one or more future accounting periods. They carry their ending balances into the next 

period and generally consist of all balance sheet accounts. These asset, liability, and equity ac- 

counts are not closed (balance sheet accounts are permanent). 

Recording Closing Entries 

To record and post closing entries is to transfer the end-of-period balances in revenue, expense, 

and dividends accounts to the permanent Retained Earnings account. Closing entries are neces- 

sary at the end of each period after financial statements are prepared because 

e Revenue, expense, and dividends accounts must begin each period with zero balances. 

e Retained earnings must reflect prior periods’ revenues, expenses, and dividends. 

An income statement aims to report revenues and expenses for a specific accounting period. 

The statement of retained earnings reports similar information, including dividends. Since rev- 

enue, expense, and dividends accounts must accumulate information separately for each period, 

they must start each period with zero balances. To close these accounts, we transfer their bal- 

ances first to an account called Income Summary. Income Summary is a temporary account 

(only used for the closing process) that contains a credit for the sum of all revenues (and gains) 

and a debit for the sum of all expenses (and losses). Its balance equals net income or net loss and 

is transferred to retained earnings. Next the Dividends account balance is transferred to retained 

earnings. After these closing entries are posted, the revenue, expense, dividends, and Income 

Summary accounts have zero balances. These accounts are then said to be closed or cleared. 

Exhibit 3.15 uses the adjusted account balances of FastForward (from the left side of Exhibit 

3.14) to show the four steps necessary to close its temporary accounts. We explain each step. 

Expense Accounts 

[Depreciation Expense—Equip | 

Balance 300 

Salaries Expense 

Balance 1610] orn 

Insurance Expense 

Balance 100] 

Rent Expense 

Balance 1,000] 

Supplies Expense 

Balance 1,050] 

Utilities Expense 

Balance 205 | 

Four-Step Closing Process 

| a) Close income statement credit balances 

| @ Close income statement debit balances | 

[ 3) Close Income Summary account 

|@ Close Dividends account 

Revenue Accounts 
Consulting Revenue 

Balance 7,850 

Rental Revenue 

‘300 |Balance 300 

Balance 3,585 

seme 200 

Step 1: Close Credit Balances in Revenue Accounts to Income Summary The first 

closing entry transfers credit balances in revenue (and gain) accounts to the Income Summary 

account. We bring accounts with credit balances to zero by debiting them. For FastForward, this 
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| ae LSE HE — 

_ Temporary Accounts | 
(closed at period-end) 

_ Dividends 
_ Income Summary 

_ Permanen 
L (not closed at period-end) 

F Assos = 7 = = #9 
[Liabilities | 
_ Common Stock 
_ Retained Earnings 

Point: To understand the 

closing process, focus on its 

outcomes—updating the 

Retained Earnings account 

balance to its proper ending 

balance and getting temporary 

accounts to show zero balances 

for purposes of accumulating 

data for the next period. 

EXHIBIT 3.15 

FourStep Closing Process 

Point: Retained Earnings is 

the only permanent account in 

Exhibit 3.15 



118 

FASTFORWARD 

Chapter 3 Adjusting Accounts for Financial Statements 

General Journal 
Adjusted Trial Balance 

December 31, 2016 

Preparing Closing Entries 

Point: It is possible to close 

revenue and expense accounts 

directly to Retained Earnings 

Computerized accounting 

systems do this 

Po 
Explain and prepare a post- 
closing trial balance. 

Consulting Revenues ianss.c eres: 

Debit Credit — Refital REVENUE. miss ebisunipr vos stors 

INCOMe SUMMA syste rnteceseeeccree ws 

To close revenue accounts. ) 

IMCOME SUMMARY eceesrmneeeeeeat tee tyen ees 

Depreciation Expense — Equipment.. 

SalanieSiEXPenS@arrcesrscevcnescasswercvess 

InSUFANCCTEXPEMSC ire: cures ere eee 

Rent: EXpenS@x 23sec ees 

Supplies EXDenSe..y.pcscre eres oes 

Utilities: EXPCNSC.. 22 2 gee -cteacve-sedemee neers 

To close expense accounts. 

INCOME SUMMA sesesssceccrexessos oe eeemerere 

Retained iBarninGS::.sce-ceten-atere eras 

To close Income Summary account. 

Retainec:anninGS.1.4 mcr-sss.sess-eeneesceeecten 

DIVIACMAS a aecsieeneevees Oem ses eeeeeee 

EXHIBIT 3.16 

zero balances. The accounts are now ready to record revenues when they occur in the next pe- 

riod. The $8,150 credit entry to Income Summary equals total revenues for the period. 

Step 2: Close Debit Balances in Expense Accounts to Income Summary The 

second closing entry transfers debit balances in expense (and loss) accounts to the Income 

Summary account. We bring expense accounts’ debit balances to zero by crediting them. With a 

balance of zero, these accounts are ready to accumulate a record of expenses for the next period. 

This second closing entry for FastForward is step 2 in Exhibit 3.16. Exhibit 3.15 shows that 

posting this entry gives each expense account a zero balance. 

Step 3: Close Income Summary to Retained Earnings After steps | and 2, the bal- 

ance of Income Summary is equal to December’s net income of $3,785 ($8,150 credit less 

$4,365 debit). The third closing entry transfers the balance of the Income Summary account to 

retained earnings. This entry closes the Income Summary account—see step 3 in Exhibit 3.16. 
The Income Summary account has a zero balance after posting this entry. It continues to have a 

zero balance until the closing process again occurs at the end of the next period. (If a net loss 

occurred because expenses exceeded revenues, the third entry is reversed: debit Retained 
Earnings and credit Income Summary.) 

Step 4: Close Dividends Account to Retained Earnings The fourth closing entry 

transfers any debit balance in the Dividends account to Retained Earnings—see step 4 in Exhibit 

3.16. This entry gives the Dividends account a zero balance, and the account is now ready to 

accumulate next period’s dividends. This entry also reduces the Retained Earnings balance to 
the $3,585 amount reported on the balance sheet. 

We could also have selected the accounts and amounts needing to be closed by identifying 
individual revenue, expense, and dividends accounts in the ledger. This is illustrated in Exhibit 

3.16 where we prepare closing entries using the adjusted trial balance. (Information for closing 
entries is also in the financial statement columns of a work sheet—see Appendix 3B.) 

Post-Closing Trial Balance 

Exhibit 3.17 shows the entire ledger of FastForward as of December 31 after adjusting and 

closing entries are posted. (The transaction entries are in Chapter 2.) The temporary accounts 
(revenues, expenses, and dividends) have ending balances equal to zero. 



EXHIBIT 3.17 

General Ledger after the Closing Process for FastForward 

Asset Accounts 

Cash Acct. No. 101 Accounts Receivable Acct. No. 106 Prepaid Insurance Acct. No. 128 

Credit t Date : i it} Balance Balance Balance 

| ( 30,000 Gl} 1,900 1,900 

s\n (2) Gl 2,500 | 27,500 22 Gl 0 

3} ©) Gl 26,000} 1,500 311 Adj.(f) | GI! 1,800 1,800 Equipment Acct NoliG7 

Pires) GI} 4,200 5,700 Supplies Acct. No. 126 

6 13 Gl 2,400} 3,300 
ae) Credit | Balance 

26) Gl 1,000} 2,300 @ilo6000 AR DOO 

125) Gl 700| 1,600 ‘ its 

22 (9) GI| 1,900 3,500 2,500 Accumulated Depreciation — 

24| (10) |GI 900| 2,600 9,600 Equipment — Acct. No. 168 

4) (1) | Gl 200} 2,400 9720 Date Explan. | PR | Debit | Credit | Balance 

311 Adj.(b) 1,050! 8,670 
26} (12) |GI} 3,000 5,400 2016 

26| (14) |GI 120| 5,280 Dec. 31} Adj.(c 

26| (15) | GI B05) t.725 

261 (16) |GI 700! 4,275 

Liability and Equity Accounts 

Accounts Payable Acct. No. 201 Unearned Consulting Retained Earnings Acct. No. 318 

PR | Debit | Credit | Balance Revenue Acct. No. 236 . | PR | Debit | Credit | Balance 

. |PR | Debit | Credit | Balance mF 

: 7,100} 7,100 2016 ; ; " 3,785 

241 (10) IGI 6,200 Dec. 26} (12) 3,000} 3,000 31] Clos.(4)| GI 3,585 

311 Adj.(d) | GI 2,750 
Salaries Payable Acct. No. 209 Dividends Acct. No. 319 

Ben [PR] Dee [Cre Common Stock Acct. No. 307 Batnace 
Balance 

Credit | Balance 
2016 

Dec. 31! Adj.(e) 210 200 

(1) 30,000! 30,000 31] Clos.(4)! GI 0 

Revenue and Expense Accounts (Including Income Summary) 

Consulting Revenue Acct. No. 403 Salaries Expense Acct. No. 622 Supplies Expense Acct. No. 652 

Date Explan. | PR | Debit Credit | Balance PR | Debit Credit | Balance Debit | Credit | Balance 

2016 2016 

Dec, 5] 6) GI 4,200} 4,200 Dec. 12 Gl 700 Dec. 31} Adj.(b) 1,050 

12 (8) GI 1,600) 5,800 26 Gl 1,400 311 Clos.(2)! GI 0 

31] Adj.(d) | GI 250) 6,050 3! Gl 1,610 Utilities Expense Acct. No. 690 

31} Adj.(f) |G! 1,800] 7,850 311Clos.(2)! GI ee o Date Explan. | PR Debit | Credit | Balance 

311Clos.(1)! GI! 7,850 0 Insurance Expense Acct. No. 637 aah 

Rental Revenue Acct. No. 406 pees Debit | Credit ae Dec. 26} (15) |GI| 305 305 

Date Explan. | PR | Debit | Credit | Balance 31) Clos.(2)! GI 305 0 

2016 Dec. 31} Adj(a) | GI noe Income Summary Acct. No. 901 
pies 

BOs = Ai hele TI. fe : Date Explan. | PR | Debit Credit | Balance 

31 estes Gl Rent Expense Acct. No. 640 2016 7 

Depreciation Expense— Date | Explan. PR | Debit | Credit | Balance Dec. 31] Clos.(1)| GI 8,150) 8,150 

Equipment _ Acct No. 012 1016 31| Clos.(2)| G1| 4,365 3,785 

PR | Debit | Credit|Balance Dec. 12} (6) | GI} 1,000 1,000 311 Clos.(3)! Gt! 3,785 0 

2016 311Clos.(2)! G1 1,000 

Dec. 31 300 

311Clos.(2)! GI 0 
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EXHIBIT 3.18 

Post-Closing Trial Balance 

Point: Only balance sheet 

(permanent) accounts are ona 

post-closing trial balance 

C2 
Identify steps in the 
accounting cycle. 

EXHIBIT 3.19 

Steps in the Accounting 

Cycle* 

Chapter 3. Adjusting Accounts for Financial Statements 

A post-closing trial balance is a list of permanent accounts and their balances from the led- 

ger after all closing entries have been journalized and posted. It lists the balances for all ac- 

counts not closed. These accounts comprise a company’s assets, liabilities, and equity, which 

are identical to those in the balance sheet. The aim of a post-closing trial balance is to verify that 
(1) total debits equal total credits for permanent accounts and (2) all temporary accounts have 

zero balances. FastForward’s post-closing trial balance is shown in Exhibit 3.18. The post- 

closing trial balance usually is the last step in the accounting process. 

FASTFORWARD 
Post-Closing Trial Balance. 

December 31, 2016 

Debit Credit 

Gashiene 16. ete $ 4,275 

AGGOUunts receivable. 6.2.5 oitac ce kiss coy ot ees 1,800 

SUPPHES ee poxibe 4) Sic abtte er ete chemo n eee ae 8,670 

Prepaid'insurancest 3. 4281S. vee ee 2,300 

Equipment): ec e se ae Miele ee 26,000 

Accumulated depreciation—Equipment ........ $ 300 

Accounts payable: chan eerie athe on ke ys 6,200 

Salaries:payable: 48 be ei Bet gee 210 

Unearned consulting revenue... ...32......... 2,750 

COMMON:StOCkK ais nae oes ule alee eae 30,000 

Retained earningSc ui ote eee en ak: 3,585 

$43,045 $43,045 

Accounting Cycle 

The term accounting cycle refers to the steps in preparing financial statements. It is called a 

cycle because the steps are repeated each reporting period. Exhibit 3.19 shows the 10 steps in 

the cycle, beginning with analyzing transactions and ending with a post-closing trial balance or 

4. 

We i 2: a ad e === Prepare unadjusted 
Analyze transactions Journalize Post $ 

trial balance 

10. , a a “ 

Reverse Accounting 5. 

(Optional) Qo" SF Adjust 

9. 8 7 6. 

Prepare post- esc loge Prepare statements “eae Prepare adjusted 

closing trial balance trial balance 

Explanations 

|. Analyze transactions 

2. Journalize 

3. Post 

. Prepare unadjusted trial balance 

. Adjust 

. Prepare adjusted trial balance 

. Prepare statements 

. Close ONAN Db 

9. Prepare post-closing trial balance 

10. Reverse (optional) 

Analyze transactions to prepare for journalizing. 

Record accounts, including debits and credits, in a journal. 

Transfer debits and credits from the journal to the ledger. 

Summarize unadjusted ledger accounts and amounts. 

Record adjustments to bring account balances up to date; journalize and post adjustments. 

Summarize adjusted ledger accounts and amounts. 

Use adjusted trial balance to prepare financial statements. 

Journalize and post entries to close temporary accounts. 

Test clerical accuracy of the closing procedures. 

Reverse certain adjustments in the next period—optional step; see Appendix 3C. 

* Steps 4, 6, and 9 can be done on a work sheet. A work sheet is useful in planning adjustments, but adjustments (step 5) must always be 

journalized and posted. Steps 3, 4, 6, and 9 are automatic with a computerized system. 
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reversing entries. Steps | through 3 usually occur regularly as a company enters into transac- 

tions. Steps 4 through 9 are done at the end of a period. Reversing entries in step 10 are optional 

and are explained in Appendix 3C. 

Use the adjusted trial balance solution for Magic Company from Need-To-Know 3-5 to prepare its closing 

entries. 

Fees Earned 79,000 

Income Summary 79,000 

Close revenue account. 

Income Summary 64,000 

Salaries Expense 56,000 

Office Supplies Expense 8,000 

Close expense accounts. 

Income Summary 15,000 

Retained Earnings 15,000 

Close Income Summary. 

Retained Earnings 20,000 

Dividends 20,000 

Close Dividends account. 
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NEED-TO-KNOW Rad 

Closing Entries 

P4 

Do More: OS 3-21, E 3-8 

CLASSIFIED BALANCE SHEET 
Our discussion to this point has been limited to unclassified financial statements. This section 

describes a classified balance sheet. The next chapter describes a classified income statement. 

An unclassified balance sheet is one whose items are broadly grouped into assets, liabilities, 

and equity. One example is FastForward’s balance sheet in Exhibit 3.14. A classified balance 

sheet organizes assets and liabilities into important subgroups that provide more information to 

decision makers. 

Classification Structure 

A classified balance sheet normally contains the categories in Exhibit 3.20. One of the more 

important classifications is the separation between current and noncurrent items for both assets 

and liabilities. Current items are those expected to come due (either collected or owed) within 

one year or the company’s operating cycle, whichever is longer. The operating cycle is the time 

span from when cash is used to acquire goods and services until cash is received from the sale 

of goods and services. “Operating” refers to company operations and “cycle” refers to the circu- 

lar flow of cash used for company inputs and then cash received from its outputs. The length of 

a company’s operating cycle depends on its activities. For a service company, the operating cy- 

cle is the time span between (1) paying employees who perform the services and (2) receiving 

cash from customers. For a merchandiser selling products, the operating cycle is the time span 

between (1) paying suppliers for merchandise and (2) receiving cash from customers. 

Assets Liabilities and Equity 

Current assets Current liabilities 

Noncurrent assets Noncurrent liabilities 

Long-term investments Equity 

Plant assets 

Intangible assets 

Most operating cycles are less than one year. This means most companies use a one-year period 

in deciding which assets and liabilities are current. A few companies have an operating cycle 

C3 
Explain and prepare a 

classified balance sheet. 

Point: Current and noncur- 

rent are also referred to as 

short-term and long-term, 

respectively, 

EXHIBIT 3.20 

Typical Categories in a 

Classified Balance Sheet 
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EXHIBIT 3.21 

Example of a Classified 

Balance Sheet 
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longer than one year. For instance, producers of certain beverages (wine) and products (ginseng) 

that require aging for several years have operating cycles longer than one year. A balance sheet 

lists current assets before noncurrent assets and current liabilities before noncurrent liabilities. 

This consistency in presentation allows users to quickly identify current assets that are most easily 

converted to cash and current liabilities that are shortly coming due. Items in current assets and 

current liabilities are listed in the order of how quickly they will be converted to, or paid in, cash. 

Classification Categories 

This section describes the most common categories in a classified balance sheet. The balance sheet 

for Snowboarding Components in Exhibit 3.21 shows the typical categories. Its assets are classified 

as either current or noncurrent. Its noncurrent assets include three main categories: long-term in- 

vestments, plant assets, and intangible assets. Its liabilities are classified as either current or long- 

term. Not all companies use the same categories of assets and liabilities for their balance sheets. 

Jarden, a producer of snowboards and many other goods, reported a balance sheet with five asset 

classes: current assets; property, plant and equipment; goodwill; intangibles; and other assets. 

SNOWBOARDING COMPONENTS 

Balance Sheet 

January 31, 2016 

Assets 

Current assets 

GN ane oe ean tone a em Benin niece $ 6,500 

Short=tenin: investtnentss wie ee ee hos Wis netic 2,100 

Accounts receivable; net 2c0n a sae ee 4,400 

Merchandise inventory 2.92 sae ce ee era 27,500 

PrepaidiexpenseSeig fs ui aren. tse ae ee er 2,400 

Total current assets ee ok ee ee es $ 42,900 

Long-term investments 

Notes receivabletancee iia as oe ees ee sree oe etn 1,500 

Investments in stocks and bonds................++-. 18,000 

Land held for future expansion...............00.05. 48,000 

, Totalilong-term'investments 2.15... . 560.2 ee 67,500 

Vo V\ Plant assets 
A ian Equipment and buildingsics..)0 rn ccreetins ines 203,200 

Less accumulated depreciation ..................55: 53,000 

Equipmentand buildings, net... yeas ncn cas an 150,200 

eva bey eantes Retoeey Wile ark ten peti eas Sanam Chie alent at 73,200 

Total plant asSetss tec ck vortices ese eee coca ate 223,400 

Intangible’ assets'r cue st Seen 10,000 

MOtalassets*) johtk aa uote so recat ate et cession $343,800 
3) Mo bural R woupleS Tia nue BE 

Liabilities 

Current liabilities 

AECOUNtS PayADle dren. ie Scvselesta eent am eieretere eneccheec $ 15,300 un 

Wages payabless shat. ita denctaiicn ae omees 3,200 i 

Notes payable nti te iid ae as tee See 3,000 py 
Current portion of long-term liabilities .............. 7,500 ~ \ ‘ 

Total currentsiablitiess <2... rests crue eaten $ 29,000 Wo 

Long-term liabilities (net of current portion)......... 150,000 — we oy, 

Totaltiabiligios:i: scecseeke isk euisaniein eines suena oy ee 179,000 KY ay 

Equity = 

Gommonistocketicn ert oun hee eee tora mete 50,000 

Retainedieariningss setters scien yet nears 114,800 

TOtall @quity! 2 fois eae sorets-n soso ove vcs acetone aeetuceecertianaes 164,800 

otal labilittesand equity... sisseresr wear ermine ce ct scresrle $343,800 

Current Assets Current assets are cash and other resources that are expected to be sold, 

collected, or used within one year or the company’s operating cycle, whichever is longer. 

Examples are cash, short-term investments, accounts receivable, short-term notes receivable, 

goods for sale (called merchandise or inventory), and prepaid expenses. The individual prepaid 
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expenses of a company are usually small in amount compared to many other assets and are often 

combined and shown as a single item. The prepaid expenses likely include items such as prepaid 

insurance, prepaid rent, office supplies, and store supplies. Prepaid expenses are usually listed 

last because they will not be converted to cash (instead, they are used). 

Long-Term Investments A second major balance sheet classification is long-term (or non- 

current) investments. Notes receivable and investments in stocks and bonds are long-term assets 

when they are expected to be held for more than the longer of one year or the operating cycle. 

Land held for future expansion is a long-term investment because it is not used in operations. 

Plant Assets Plant assets are tangible assets that are both long-lived and used to produce or 

sell products and services. Examples are equipment, machinery, buildings, and land that are 

used to produce or sell products and services. The order listing for plant assets is usually from 

most liquid to least liquid such as equipment and machinery to buildings and land. 

Intangible Assets Intangible assets are long-term resources that benefit business opera- 

tions, usually lack physical form, and have uncertain benefits. Examples are patents, trademarks, 

copyrights, franchises, and goodwill. Their value comes from the privileges or rights granted to 

or held by the owner. Jarden reports intangible assets of $2,599 million, which is nearly 25 per- 

cent of its total assets. Its intangibles include trademarks, patents, and licensing agreements. 

Current Liabilities Current liabilities are obligations due to be paid or settled within one 

year or the operating cycle, whichever is longer. They are usually settled by paying out current 

assets such as cash. Current liabilities often include accounts payable, notes payable, wages 

payable, taxes payable, interest payable, and unearned revenues. Also, any portion of a long- 

term liability due to be paid within one year or the operating cycle, whichever is longer, is a 

current liability. Unearned revenues are current liabilities when they will be settled by deliver- 

ing products or services within one year or the operating cycle, whichever is longer. Current li- 

abilities are reported in the order of those to be settled first. 

Long-Term Liabilities Long-term liabilities are obligations nor due within one year or the 

operating cycle, whichever is longer. Notes payable, mortgages payable, bonds payable, and 

lease obligations are common long-term liabilities. If a company has both short- and long-term 

items in each of these categories, they are commonly separated into two accounts in the ledger. 

Equity Equity is the owner’s claim on assets. The equity section for a corporation is divided 

into two main subsections, common stock (contributed capital) and retained earnings. 

Use the adjusted trial balance solution for Magic Company from Need-To-Know 3-5 to prepare its classi- 

fied balance sheet as of December 31, 2016. (Hint; The Retained Earnings account balance is $40,000 at 

December 31, 2016.) 

MAGIC COMPANY 

Balance Sheet 

December 31, 2016 

Assets Liabilities 

Current assets Current liabilities 

(GEG Wadia dernaie irieceo Or ain $ 13,000 IACGOUNtS payables...) er earrere $ 12,000 

Accounts receivable ........ 17,000 Total currentliabilities 7.0... 12,000 

otal current assets ".-..-.. 30,000 Long-term notes payable ........--- 33,000 

Plant assets Total iliabilitieseaenes eter or 45,000 

Lean deneina ek le eee 85,000 
cere Equity 

Total plant assets .......... 85,000 
@ommonstocksemcmey. seater) 30,000 

Retained earnings ...........-0-+5- 40,000 

Total(Cquitysss.mnctit crews enetee 4+ 70,000 

MOtalasSStSis wate teers se $115,000 Total liabilities and equity ........... $115,000 
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Point: Plant assets are also 

called fixed assets; property, plant 

and equipment; or long-lived assets 

Point: Furniture and fixtures 

are referred to as F&F which are 

classified as noncurrent assets 

Point: Many financial ratios 

are distorted if accounts are 
not classified correctly. 

Point: Only assets and liabili- 

ties (not equity) are classified 

as current or noncurrent 

ee 3-7 

Classified Balance 

Sheet 

C3 

Do More: QOS 3-24, E 3-9, 

P 3-7 
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(=) GLOBAL VIEW 

PIAGGIO 

Point: !ASB and FASB are 

working to improve financial 

statements. One proposal 

would reorganize the balance 

sheet to show assets and 

liabilities classified as operating 

investing, or financing 

IFRS: New revenue recognition 

rules by the FASB and the IASB 

reduce variation between U.S. 

GAAP and IFRS 

We explained that accounting under U.S. GAAP is similar, but not identical, to that under IFRS. This sec- 

tion discusses differences in adjusting accounts, preparing financial statements, and reporting assets and 

liabilities on a balance sheet. 

Adjusting Accounts Both U.S. GAAP and IFRS include broad and similar guidance for adjusting 

accounts. Although some variations exist in revenue and expense recognition and other principles, all of 

the adjustments in this chapter are accounted for identically under the two systems. In later chapters we 

describe how certain assets and liabilities can result in different adjusted amounts using fair value mea- 

surements. 

Preparing Financial Statements Both U.S. GAAP and IFRS prepare the same four basic finan- 

cial statements following the same process discussed in this chapter. Chapter 2 explained how both U.S. 

GAAP and IFRS require current items to be separated from noncurrent items on the balance sheet (yield- 

ing a classified balance sheet). U.S. GAAP balance sheets report current items first. Assets are listed from 

most liquid to least liquid, where liquid refers to the ease of converting an asset to cash. Liabilities are 

listed from nearest to maturity to furthest from maturity, where maturity refers to the nearness of paying 

off the liability. IFRS balance sheets normally present noncurrent items first (and equity before liabilities), 

but this is not a requirement. Other differences with financial statements exist, which we identify in later 

chapters. Piaggio provides the following example of IFRS reporting for its assets, liabilities, and equity 

within the balance sheet: 

PIAGGIO 

Balance Sheet (in thousands of euros) 

December 31, 2014 

Assets Equity and Liabilities 

Noncurrent assets Total equity ser acm occ se ee eens iors ee career ees € 413,069 

Intangible assetSs cc). cece: € 668,354 Noncurrent liabilities 

Property, plant and equipment ... 307,561 — Financial liabilities falling due after one year ..... 506,463 

Other noncurrent assets........ 103,202. © Other long-term liabilities. ..........:.....-. 74,903 

Total noncurrent assets....... 1,079,117 Total noneurrent liabilities. 22... -....0.5..- 581,366 

Current assets Current liabilities 

Trade, tax and other receivables. . 146,887 Financial liabilities falling due within one year... . 102,474 

Inventoriesic: 2. cc -hie tec ee 232,398 ‘Trade, tax and other payables................ 449,88 | 

Cash and cash equivalents....... 98,206 Current portion of other long-term provisions . . 9,818 

Total current assets.......... 477,49 | Total ‘current'liabilities<25. 4 ce ee cr 562,173 

WOtaliassetSic ns ne ee ere €1,556,608 Total equity and liabilities.................... €1,556,608 

Closing Process The closing process is identical under U.S. GAAP and IFRS. Although unique 

accounts can arise under either system, the closing process remains the same. 

IFRS 
Revenue and expense recognition are key to recording accounting adjustments. IFRS tends to be more principles- 

based relative to U.S. GAAP. which is viewed as more rules-based. A principles-based system depends heavily on 

control procedures to reduce the potential for fraud or misconduct. Failure in judgment led to improper accounting 

adjustments at Fannie Mae, WorldCom, and others. A KPMG survey of accounting and finance employees found 

that more than 10% of them had witnessed falsification or manipulation of accounting data within the past year. 

Internal controls and governance processes are directed at curtailing such behavior. Yet, a 2011 KPMG fraud sur 

vey found that one in seven frauds was uncovered by chance, which emphasizes our need to improve internal 

controls and governance. @ 
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Sustainability and Accounting GoPro, as introduced in this 
chapter’s opening feature, emphasizes a reduced environmental footprint as 

part of its sustainability plan. Specifically, GoPro, in partnership with Goal 

Zero, has reduced its environmental impact through the use of renewable 

energy. Together, the two companies offered solar panel charging stations for 

spectators at the GoPro Mountain Games. Further, the company powered its 

product display stations using the renewable solar panel energy. “We’ve seen 

strong interest since announcing this exciting new solution,” says Nick 

Woodman, founder of GoPro. “Helping the world . . . is one of the most sat- 

isfying aspects of our business and we believe it instills our brand with an 

invaluable degree of goodwill and good karma.” 

Profit Margin and Current Ratio 

Profit Margin 

A useful measure of a company’s operating results is the ratio of its net income to net sales. This ratio is 

called profit margin, or return on sales, and is computed as in Exhibit 3.22. 

: Net income 
Profit margin = ———— 

Net sales 

This ratio is interpreted as reflecting the percent of profit in each dollar of sales. To illustrate how we 

compute and use profit margin, let’s look at the results of Limited Brands, Inc., in Exhibit 3.23 for its 

fiscal years 2010 through 2014. 

$ millions 2013 2011 

Netiinconieitss > ane cetee aces $ 903 $) 753) $ 850 $ 805 $ 448 

Netsalésir. atic a sur nintis nee Be $10,773 $10,459 $10,364 $9,613 $8,632 

Profit margin. ..........+.. 8.4% 7.2% 8.2% 8.4% 5.2% Se 

Industry profit margin.......... 2.5% 2.0% 2.2% 2.1% 1.2% aes 
$8,000 

Limited’s average profit margin is 7.5% during this five-year period. This favorably compares to the 

average industry profit margin of 2.0%. Moreover, we see that Limited’s profit margin has rebounded 

from the recent recessionary period and is at the 7% to 8% margin for the past four years (see margin 

graph). Future success depends on Limited maintaining its market share and increasing its profit margin. 
Limited; 

Current Ratio 

An important use of financial statements is to help assess a company’s ability to pay its debts in the near 

future. Such analysis affects decisions by suppliers when allowing a company to buy on credit. It also af- 

fects decisions by creditors when lending money to a company, including loan terms such as interest rate, 

due date, and collateral requirements. It can also affect a manager’s decisions about using cash to pay 

debts when they come due. The current ratio is one measure of a company’s ability to pay its short-term 

obligations. It is defined in Exhibit 3.24 as current assets divided by current liabilities. 

Current assets 
Current ratio = ae 

Current liabilities 

Using financial information from Limited Brands, Inc., we compute its current ratio for the recent six- 

year period. The results are in Exhibit 3.25. 

2013 $ millions 2014 2012 2011 2010 2009 

Glifgent-assets; ee cere teenies $3,150 $2,205 $2,368 S255 92. $3,250 $2,867 

Gurrent liabilities’. ........0 2... $1,826 $1,538 $1,526 $1,504 $1,322 $1,255 

Current ratio ............... 17, 1.4 1.6 LET, 2.5 23 

1.7 iD 1.6 1?7, 1.9 2.0 
Industry current ratio 
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EXHIBIT 3.22 

Profit Margin 

Al 
Compute profit margin and 
describe its use in analyzing 
company performance. 

EXHIBIT 3.23 

Limited Brands’s Profit 

Margin 

3 
me an ‘< ue eer 

| 

| | 2.5% 

aoa A : 2013 2012 2011 2014 

Net Income ($) __ Net Sales ($) — Profit Margin (%) 
SpA NPE NEN HSE NE NEE SEI NLA LT LLL DD ISNT 

A2 
Compute the current ratio 
and describe what it 
reveals about a company’s 
financial condition. 

EXHIBIT 3.24 

Current Ratio 

EXHIBIT 3.25 

Limited Brands’s Current 

Ratio 
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— rao Limited Brands’s current ratio averaged 1.9 for its fiscal years 2009 through 2014. The current 

r : ratio for each of these years suggests that the company’s short-term obligations can be covered 

20 with its short-term assets. However, if its ratio would approach 1.0, Limited would expect to face 

challenges in covering liabilities. If the ratio were /ess than 1.0, current liabilities would exceed 

current assets, and the company’s ability to pay short-term obligations could be in doubt. Limited 

Brands’s liquidity, as evidenced by its current ratio, declined in 2011, 2012, and 2013, which 

roughly matches the industry decline; but it rose to the norm in 2014. 
f. 

2014 «62013 «2012 =. 2011 += 2010 =. 2009 

“Limited: Current Liabilities ($) |_| Current Assets ($) — Current Ratio 

@ Decision Maker 

Analyst You are analyzing the financial condition of a company to assess its ability to meet upcoming loan pay- 

ments. You compute its current ratio as 1.2. You also find that a major portion of accounts receivable is due from 

one client who has not made any payments in the past 12 months. Removing this receivable from current assets 

lowers the current ratio to 0.7. What do you conclude? M@ [Answers follow the chapter's Summary.] 

The following information relates to Fanning’s Electronics on December 31, 2016. The company, which 

NEED-TO-KNOW 38 uses the calendar year as its annual reporting period, initially records prepaid and unearned items in bal- 

ance sheet accounts (assets and liabilities, respectively). 

re a. The company’s weekly payroll is $8,750, paid each Friday for a five-day workweek. Assume December 

31, 2016, falls on a Monday, but the employees will not be paid their wages until Friday, January 4, 2017. 

b. Eighteen months earlier, on July 1, 2015, the company purchased equipment that cost $20,000. Its 

useful life is predicted to be five years, at which time the equipment is expected to be worthless (zero 

salvage value). 

c. On October 1, 2016, the company agreed to work on a new housing development. The company is 

paid $120,000 on October | in advance of future installation of similar alarm systems in 24 new 

homes. That amount was credited to the Unearned Services Revenue account. Between October | and 

December 31, work on 20 homes was completed. 

d. On September 1, 2016, the company purchased a 12-month insurance policy for $1,800. The transac- 

tion was recorded with an $1,800 debit to Prepaid Insurance. 

e. On December 29, 2016, the company completed a $7,000 service that has not been billed or recorded 

as of December 31, 2016. 

Required 

1. Prepare any necessary adjusting entries on December 31, 2016, in relation to transactions and events a 

through e. 

2. Prepare T-accounts for the accounts affected by adjusting entries, and post the adjusting entries. 

Determine the adjusted balances for the Unearned Revenue and the Prepaid Insurance accounts. 

3. Complete the following table and determine the amounts and effects of your adjusting entries on the 
year 2016 income statement and the December 31, 2016, balance sheet. Use up (down) arrows to indi- 

cate an increase (decrease) in the Effect columns. 

Effect on Effect on 

Amount in Effect on Effect on Total Total 

the Entry Net Income Total Assets Liabilities Equity 

PLANNING THE SOLUTION 

®@ Analyze each situation to determine which accounts need to be updated with an adjustment. 

®@ Calculate the amount of each adjustment and prepare the necessary journal entries. 

@ Show the amount of each adjustment in the designated accounts, determine the adjusted balance, and 

identify the balance sheet classification of the account. 

® Determine each entry’s effect on net income for the year and on total assets, total liabilities, and total 

equity at the end of the year. 
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SOLUTION 

1. Adjusting journal entries. 

(a) Dec. 31 Wages Expense 

Wages Payable 

Accrue wages for last day of the year 

($8,750 x 1/5). 

(b) Dec. 31 Depreciation Expense—Equipment 

Accumulated Depreciation—Equipment 

Record depreciation expense for year 

($20,000/5 years = $4,000 per year). 

Unearned Services Revenue 

Services Revenue 

Record services revenue earned 

($120,000 x 20/24). 

Insurance Expense 

Prepaid Insurance 

Adjust for expired portion of insurance 

($1,800 x 4/12). 

Accounts Receivable 

Services Revenue 

Record services revenue earned. 

2. T-accounts for adjusting journal entries a through e. 

Wages Expense 

(a) 1,750 

100,000 

100,000 

Wages Payable 

(a) 1,750 

Accumulated Depreciation— 

Depreciation Expense—Equipment 

(b) 4,000 

Unearned Services Revenue 

Equipment 

(b) 4,000 

Services Revenue 

Unadj. Bal. 120,000 100,000 

(c) 100,000 7,000 

Adj. Bal. 20,000 Adj. Bal. 107,000 

Insurance Expense Prepaid Insurance 

(d) 600 Unadj. Bal. 1,800 

(d) 600 

Accounts Receivable Adj. Bal. 1,200 

(e) 7,000 | 

3. Financial statement effects of adjusting journal entries. 

Amount in Effect on Effect on 

the Entry Net Income Total Assets 

a $ 1,750 Sl,750rt No effect 

b 4,000 4,000 | $4,000 | 

c 100,000 100,000 Tf No effect 

d 600 600 | $ 600 | 

e 7,000 7,000 T $7,000 7 

Effect on ifceacels) 

Total Total 

Liabilities Equity 

SP 1750) Sete 50u 

No effect 4,000 | 

$100,000 | 100,000 T 

No effect 600 | 

No effect 7,000 7 
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Use the following adjusted trial balance to answer questions 1-3. 

NEED-TO-KNOW je | 
CHO! COMPANY 

COMPREHENSIVE 2 Adjusted Trial Balance 

December 31 

Credit 

Accounts receivable... a gcigaiein cine wean ocr 400 

Prepaid) inStanCe tinea meena tere reertnteMe dls coe 830 

Sipplithe anwar es oncoannencsancdeate pic 80 

Equipments:.2 son sae mia tee teen 217,200 

Accumulated depreciation—Equipment........- $ 29,100 

Wages: payable ity ss sti neipietetele te rete crak 880 

Interest payable’. Wj eeser cere ecltcere re eae 3,600 

Wneamed entities tes tie. cn ue cir 460 

Long-term notes payable............-..0..5-- 150,000 

(Pioynlanel Cele ee ee eon oe uma mann 10,000 

Retained eamings ss 820 see ete ee 30,340 

Dividendsss orien aise te Metre rre toe 21,000 

Rene cared: ro Aras were cer on ces 57,500 

Wages expense se ai ins eis Oberoi 25,000 

Utilities expenses.)..22 000 ees ee 1,900 

Insurancecexpenses.6 Soci n ctor cane a cece cee 3,200 

Supplies expense. ste eect 250 

Depreciation expense—Equipment............- 5,970 

Interestexpensess oe. va. ho ae ety oreo 3,000 . 

SPTOUAIS itee cise oe ie es eee een trees toe eie $281,880 $281,880 

1. Prepare the annual income statement from the adjusted trial balance of Choi Company. 

Answer: 

CHOI COMPANY 

Income Statement 

For Year Ended December 31 

Revenues 

Rentieatned's2 as panne etree oie $57,500 

Expenses 

WVAaeS OXPENSE, ccc caiae werden cece s Ueto. $25,000 

Gulitiessexpensele een cee ere 1,900 

Insurance Expense 27: jones see tae wen 3,200 

SUPPIIES-EXPENSE ii eo ete eke 250 

Depreciation expense—Equipment........... 5,970 

INn€erestexpense! vs ccatise ss cree as ain 3,000 

TOtalvexpenses ican acvs a arse conn Grote cts 39,320 

Netincome. iskcnreion concise Ramen ioe $18,180 

2. Prepare a statement of retained earnings from the adjusted trial balance of Choi Company. 

Answer: 

CHO! COMPANY 

Statement of Retained Earnings 

For Year Ended December 31 

Retained earnings, December 31! prior year-end.......... $30,340 

Plus? NetincoMme: crc eee ee cee 18,180 

48,520 

less?" Dividends 0... vaste sulci ctanrst ic icine Meee tare 21,000 

Retained earnings, December 31 current year-end........ $27,520 
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3. Prepare a balance sheet (unclassified) from the adjusted trial balance of Choi Company. 

Answer: 

CHO! COMPANY 

Balance Sheet 

December 31 

Assets 

Sais aie hate ee aan Ea ae $ 3,050 

Accounts receivable.................. 400 

Reepaidiinsurance 7. gan ee trees 830 

SUpDIIES cea ncen cece tga stone wae as 80 

Equipmentiie sub eeccce ese eee $217,200 

Less accumulated depreciation ......... 29,100 188,100 

MotalASSCLS tian Gere iat ee $192,460 

Liabilities 

Wages payables ic ts cee stein ne eee $ 880 

Interestipayable ke ia ie 3,600 

Wnearnedinent = eva ie ee oe sts eee 460 

Long-term notes payable.............. 150,000 

Total Wabilities= see aie cca aye ale eee 154,940 

Equity 

GOMiMOmiSlOCe oo) kaart cee haat 10,000 

Retained eanninesi-c acdsee ah ye 27,520 

SOtANCGUILY st clase ete clses nists 37,520 

Total liabilities and equity ........ aeceys $192,460 

Alternative Accounting for Prepayments 
This appendix explains an alternative in accounting for prepaid expenses and unearned revenues. 

RECORDING PREPAYMENT OF EXPENSES IN EXPENSE ACCOUNTS 

An alternative method is to record all prepaid expenses with debits to expense accounts. If any prepaids P§ 

remain unused or unexpired at the end of an accounting period, then adjusting entries must transfer the 

cost of the unused portions from expense accounts to prepaid expense (asset) accounts. This alternative 

method is acceptable. The financial statements are identical under either method, but the adjusting entries 

are different. To illustrate the differences between these two methods, let’s look at FastForward’s cash 

payment of December 6 for 24 months of insurance coverage beginning on December |. FastForward 

recorded that payment with a debit to an asset account, but it could have recorded a debit to an expense 

account. These alternatives are shown in Exhibit 3A.1. 

Explain the alternatives in 

accounting for prepaids. 

EXHIBIT 3A.1 

as Asset as Expense Alternative Initial Entries for 

5 Prepaid Expenses 

Payment Recorded Payment Recorded 

Dec. 6 Prepaid Insurance ......... 2,400 

GaSiimen heen a er tes 2,400 

Dec.6 Insurance Expense ........ 2,400 

CASI eros ee Ce = 2,400 
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EXHIBIT 3A.2 

Adjusting Entry for Prepaid 

Expenses for the Two 

Alternatives 

EXHIBIT 3A.3 

Account Balances under 

Two Alternatives for 

Recording Prepaid 

Expenses 

EXHIBIT 3A.4 

Alternative Initial Entries 

for Unearned Revenues 

EXHIBIT 3A.5 

Adjusting Entry for 

Unearned Revenues for 

the Two Alternatives 
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At the end of its accounting period on December 31, insurance protection for one month has expired. This 

means $100 ($2,400/24) of insurance coverage expired and is an expense for December. The adjusting 

entry depends on how the original payment was recorded. This is shown in Exhibit 3A.2. 

Payment Recorded Payment Recorded 

as Asset as Expense 

Dee. 3il Insurance Expense) =. jac. 100 

Prepaid Insurance ......... 100 

Dec. 3! PrepaidiInsurance {5.00.0 -5.- 2,300 

Insurance Expense ........ 2,300 

When these entries are posted to the accounts in the ledger, we can see that these two methods give identi- 

cal results. The December 31 adjusted account balances in Exhibit 3A.3 show Prepaid Insurance of $2,300 

and Insurance Expense of $100 for both methods. 

Payment Recorded as Asset Payment Recorded as Expense 

Prepaid Insurance ———s«'128 _ Prepaid Insurance 128 

Dec. 31 2,300 

Balance 2,300 

Insurance Expense 637 Pek Insurance Expense _ 637 

Dec. 31 100 

Balance 100 

RECORDING PREPAYMENT OF REVENUES IN REVENUE ACCOUNTS 

As with prepaid expenses, an alternative method is to record all unearned revenues with credits to revenue 

accounts. If any revenues are unearned at the end of an accounting period, then adjusting entries must 

transfer the unearned portions from revenue accounts to unearned revenue (liability) accounts. This alter- 

native method is acceptable. The adjusting entries are different for these two alternatives, but the financial 

statements are identical. To illustrate the accounting differences between these two methods, let’s look at 

FastForward’s December 26 receipt of $3,000 for consulting services covering the period December 27 to 

February 24. FastForward recorded this transaction with a credit to a liability account. The alternative is 

to record it with a credit to a revenue account, as shown in Exhibit 3A.4. 

Receipt Recorded Receipt Recorded 

as Revenue as Liability 

|B Yae hd Seed Geto bm eas TG 8 Pe ose side oe Roe iret 3,000 

DeC2 26 Casi Mie bre he Menace cise tarsi stan ae eee ctations 3,000 

3,000 

By the end of its accounting period on December 31, FastForward has earned $250 of this revenue. This 

means $250 of the liability has been satisfied. Depending on how the initial receipt is recorded, the adjust- 

ing entry is as shown in Exhibit 3A.5. 

Receipt Recorded Receipt Recorded 

as Liability as Revenue 

Dec. 31 Unearned Consulting Revenue ............. 250 

Consulting Revenue ................- 250 

Dec..3)! - Gonsulting Revenue. a. asians rat eter 2,750 

Unearned Consulting Revenue ......... 2,750 
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After adjusting entries are posted, the two alternatives give identical results. The December 31 adjusted 

account balances in Exhibit 3A.6 show unearned consulting revenue of $2,750 and consulting revenue of 
$250 for both methods. 

Receipt Recorded as Liability Receipt Recorded as Revenue 

Unearned Consulting Revenue 236 Unearned Consulting Revenue 236 

Dec. 31 250 | Dec. 26 3,000 Dec. 3] 2,750 

| Balance 2,750 

Consulting Revenue 403 Consulting Revenue 403 

Dec. 31 250 
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EXHIBIT 3A.6 

Account Balances under 

Two Alternatives for 

Recording Unearned 

Revenues 

APPENDIX 

Work sheet as a Tool 
Information preparers use various analyses and internal documents when organizing information for inter- 

nal and external decision makers. Internal documents are often called working papers. One widely used 

working paper is the work sheet, which is a useful tool for preparers in working with accounting informa- 

tion. It is usually not available to external decision makers such as investors. 

BENEFITS OF A WORK SHEET (SPREADSHEET) 

A work sheet is not a required report, yet using a manual or electronic work sheet has several potential 

benefits. Specifically, a work sheet 

®@ Aids the preparation of financial statements. 

® Reduces the risk of errors when working with many accounts and adjustments. 

® Links accounts and adjustments to their impacts in financial statements. 

@ Assists in planning and organizing an audit of financial statements—as it can be used to reflect any 

adjustments necessary. 

Helps in preparing interim (monthly and quarterly) financial statements when the journalizing and 

posting of adjusting entries are postponed until year-end. 

® Shows the effects of proposed or “what-if” transactions. 

USE OF A WORK SHEET 

When a work sheet is used to prepare financial statements, it is constructed at the end of a period before the 

adjusting process. The complete work sheet includes a list of the accounts, their balances and adjustments, 

and their sorting into financial statement columns. It provides two columns each for the unadjusted trial 

balance, the adjustments, the adjusted trial balance, the income statement, and the balance sheet. To de- 

scribe and interpret the work sheet, we use the information from FastForward. Preparing the work sheet has 

five important steps. Each step, | through 5, is color-coded and explained with reference to Exhibit 3B.1. 

1 Step 1. Enter Unadjusted Trial Balance 

Refer to Exhibit 3B.1—green section. The first step in preparing a work sheet is to list the title of every 

account and its account number that is expected to appear on its financial statements. This includes all 

iB 
Prepare a work sheet and 
explain its usefulness. 

Points Since a work sheet 

is not a required report or an 

accounting record, its format 

is flexible and can be modified 

by its user to fit his/her 

preferences 
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Point: A recordkeeper is aided 

in the procedural task of jour- 

nalizing and posting adjusting 

entries by using a work sheet 

and the guidance that keying 

provides. 

Point: To avoid omitting the 

transfer of an account balance, 

start with the first line (Cash) 

and continue in account order. 

Chapter 3 Adjusting Accounts for Financial Statements 

accounts in the ledger plus any new ones from adjusting entries. Most adjusting entries—including 

expenses from salaries, supplies, depreciation, and insurance—are predictable and recurring. The un- 

adjusted balance for each account is then entered in the appropriate Debit or Credit column of the 

unadjusted trial balance columns. The totals of these two columns must be equal. The light green sec- 

tion of Exhibit 3B.1 shows FastForward’s work sheet after completing this first step (dark green rows 

reflect accounts expected to arise as part of the adjustments). Sometimes blank lines are left on the 

work sheet based on past experience to indicate where lines will be needed for adjustments to certain 

accounts. Exhibit 3B.1 shows Consulting Revenue as one example. An alternative is to squeeze adjust- 

ments on one line or to combine the effects of two or more adjustments in one amount. In the unusual 

case when an account is not predicted, we can add a new line for such an account following the Totals 

line. 

2 Step 2. Enter Adjustments 

Refer to Exhibit 3B.1—yellow section. The second step in preparing a work sheet is to enter adjustments 

in the Adjustments columns. The adjustments shown are the same ones shown in Exhibit 3.13. An identi- 

fying letter links the debit and credit of each adjustment. This is called keying the adjustments. After pre- 

paring a work sheet, adjustments must still be entered in the journal and posted to the ledger. The 

Adjustments columns provide the information for adjusting entries in the journal. 

3 Step 3. Prepare Adjusted Trial Balance 

Refer to Exhibit 3B.1—blue section. The adjusted trial balance is prepared by combining the adjustments 

with the unadjusted balances for each account. As an example, the Prepaid Insurance account has a $2,400 

debit balance in the Unadjusted Trial Balance columns. This $2,400 debit is combined with the $100 

credit in the Adjustments columns to give Prepaid Insurance a $2,300 debit in the Adjusted Trial Balance 

columns. The totals of the Adjusted Trial Balance columns confirm the equality of debits and credits. 

@ Step 4. Sort Adjusted Trial Balance Amounts to Financial Statements 

Refer to Exhibit 3B.1—orange section. This step involves sorting account balances from the adjusted 

trial balance to their proper financial statement columns. Expenses go to the Income Statement Debit 

column and revenues to the Income Statement Credit column. Assets and dividends go to the Balance 

Sheet Debit column. Liabilities, retained earnings, and common stock go to the Balance Sheet Credit 

column. 

5 Step 5. Total Statement Columns, Compute Income or Loss, and Balance Columns 

Refer to Exhibit 3B.1—purple section. Each financial statement column (from step 4) is totaled. The dif- 

ference between the totals of the Income Statement columns is net income or net loss. This occurs because 

revenues are entered in the Credit column and expenses in the Debit column. If the Credit total exceeds 

the Debit total, there is net income. If the Debit total exceeds the Credit total, there is a net loss. For 

FastForward, the Credit total exceeds the Debit total, giving a $3,785 net income. 

The net income from the Income Statement columns is then entered in the Balance Sheet Credit col- 

umn. Adding net income to the last Credit column implies that it is to be added to retained earnings. Ifa 

loss occurs, it is added to the Debit column. This implies that it is to be subtracted from retained earnings. 

The ending balance of retained earnings does not appear in the last two columns as a single amount, but it 

is computed in the statement of retained earnings using these account balances. When net income or net 

loss is added to the proper Balance Sheet column, the totals of the last two columns must balance. If they 

do not, one or more errors have been made. The error can either be mathematical or involve sorting one or 

more amounts to incorrect columns. 

WORK SHEET APPLICATIONS AND ANALYSIS 

A work sheet does not substitute for financial statements. It is a tool we can use at the end of an account- 

ing period to help organize data and prepare financial statements. FastForward’s financial statements are 

shown in Exhibit 3.14. Its income statement amounts are taken from the Income Statement columns of the 

work sheet. Similarly, amounts for its balance sheet and its statement of retained earnings are taken from 

the Balance Sheet columns of the work sheet. 

Information from the Adjustments columns of a work sheet can be used to journalize adjusting en- 

tries. It is important to remember that a work sheet is not a journal. This means that even when a work 

sheet is prepared, it is necessary to both journalize adjustments and post them to the ledger. 
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EXHIBIT 3B.1 

Work Sheet with Five-Step Process for Completion 

é File Edit View Insert Format Tools Data Window Help x ] 

O@B 46QY BRAY ©-a- @@ cA Se MH B oz- B 
& 6 o E f 

iacjimelalelee| 

Work Sheet 

For Month Ended December 31, 2016 
1 
, 

cS foal o ea 
4 Unadjusted — Adjusted 
5 | Trial Balance Trial Balance 
6 No. Account : z 

7 101 Cash ee 
8 106 Accounts receivable ee eS OG 
9 126 Supplies 

10 128 Prepaidinsurance 
11.167 Equipment é 
12 168 Asia epreston= En. ease 
13 201 Accounts payable y 

14 209 Salariespayable 
15 236 Unearned consulting enon 
16 307 Common stock ; 
17 318 Retained earnings eter 
18 319 Dividends bois ! 
19 403 Consulting revenue | 
20 
21 406 Rentalrevenue wae é 
22 612 LE eee ee a 
23 622 Salaries expense j . 
24 637 Insurance expense cs 
25 640 Rent expense : 

26 652 Suppliesexpense ee 
27 690 Utilities expense 

“1.0001 2 "| 
eee Z| 

28 ‘Totals 45,300] 45,300 47,610 |e 3.150 | 43,245 | 39,460) 
29 Net income (s) = ome res 
30 Totals 8,150 8,150 | 43,245 | 43 245] 

31 

32 
144 > pi\Sheett / sheet2 / Sheets / : 

OCH On 
List all accounts from the ledger; include those Enter all amounts Combine unadjusted Extend all revenue Extend all asset, 

accounts (shaded in dark green) necessary to available from ledger trial balance amounts and expense liability, equity, 

make accounting adjustments. accounts. Column with the adjustments amounts to the and dividends 

totals must be equal. to get the adjusted income statement amounts to 

trial balance amounts. —_ columns. these columns. 

Column totals must be 

. equal. 
Enter adjustment amounts 

ba 6a) Enter two new lines for the and use letters to cross-reference 6b) First “Totals” row for income Net income (loss) is 

(1) net income or loss debit and credit adjustments. statement columns differ by the extended to the credit 

(2) totals. Column totals must be equal. amount of net income or net loss. (debit) column. 

Reversing Entries hemes | 
Reversing entries are optional. They are recorded in response to accrued assets and accrued liabilities 

that were created by adjusting entries at the end of a reporting period. The purpose of reversing entries is 

to simplify a company’s recordkeeping. Exhibit 3C.1 shows an example of FastForward’s reversing HE alak er: 

entries. The top of the exhibit shows the adjusting entry Fastforward recorded on December 31 for its 
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Point: As a general rule, 

adjusting entries that create new 

asset or liability accounts are 

likely candidates for reversing. 

EXHIBIT 3C.1 

Reversing Entries for 

an Accrued Expense 
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Accrue salaries expense on December 31, 2016 
ae ea | 

Salaries Payable he aoe 

Salaries Payable 

Date 

2016 

January 1, 2017 

-<* © = NOENTRYT® © Pe * 
ret oS ee 

Salaries Expense 

2017 

Salaries Payable 

Expl. | Debit | ar 

(e) 210 210 

one Reversing entry recorded on 

January 1, 2017 

Salaries Payable ...0....210 
Salaries Expense ................ 210 

Salaries Expense* 

Salaries Payable 

| Date 

‘|| 2016 
Dec. 31 

2017 
Jane 

Expl. | Debit | Credit} Balance 

(e) 210 210 

210 0 

Pay the accrued and current salaries on January 9, the first payday in 2017 

Salaries Payable .......... Pee SE 
Cashiers. an. Le ee ae conoven AQD, 

Salaries Expense 

Date | Expl. | Debit | Credit] Balance 
2017 

Jan. 9 490 490 
Salaries Payable 

Date Expl. | Debit | Credit| Balance 

2016 i 
Dec. 31 | (e) 210 210 
2017 
Jan. 9 210 0 

Under both approaches, the expense and liability accounts have 

Pett hee AMR ac Rae 

Salaries Expense* 

| 00 

Date Expl. | Debit | Credit} Balance}| 

|} 2017 
‘|jJan. 1 210 
iis 700 490 

: Salaries Payable 

identical balances after the cash payment on January 9. 

*Circled numbers in the 

Salaries Expense .................. 

Salaries Payable 
saat 

Balance column indicate abnormal balances. 

Se 

employee’s earned but unpaid salary. The entry recorded three days’ salary of $210, which increased 

December’s total salary expense to $1,610. The entry also recognized a liability of $210. The expense is 

reported on December’s income statement. The expense account is then closed. The ledger on January 1, 

2017, shows a $210 liability and a zero balance in the Salaries Expense account. At this point, the choice 

is made between using or not using reversing entries. 

Accounting without Reversing Entries The path down the left side of Exhibit 3C.1 is de- 

scribed in the chapter. To summarize here, when the next payday occurs on January 9, we record payment 

with a compound entry that debits both the expense and liability accounts and credits Cash. Posting that 

entry creates a $490 balance in the expense account and reduces the liability account balance to zero 

we ee me ems ch tr es ee ee ee ees ee 



Chapter 3 Adjusting Accounts for Financial Statements 135 

because the debt has been settled. The disadvantage of this approach is the slightly more complex entry 
required on January 9. Paying the accrued liability means that this entry differs from the routine entries 
made on all other paydays. To construct the proper entry on January 9, we must recall the effect of the 
December 31 adjusting entry. Reversing entries overcome this disadvantage. 

Point: Firms that use 
reversing entries hope that 

this simplification will reduce 

errors. 

Accounting with Reversing Entries The right side of Exhibit 3C.1 shows how a reversing 
entry on January | overcomes the disadvantage of the January 9 entry when not using reversing entries. 

A reversing entry is the exact opposite of an adjusting entry. For FastForward, the Salaries Payable liabil- 

ity account is debited for $210, meaning that this account now has a zero balance after the entry is 

posted. The Salaries Payable account temporarily understates the liability, but this is not a problem since 

financial statements are not prepared before the liability is settled on January 9. The credit to the Salaries 

Expense account is unusual because it gives the account an abnormal credit balance. We highlight an 

abnormal balance by circling it. Because of the reversing entry, the January 9 entry to record payment is 

straightforward. This entry debits the Salaries Expense account and credits Cash for the full $700 paid. 

It is the same as all other entries made to record 10 days’ salary for the employee. Notice that after the 

payment entry is posted, the Salaries Expense account has a $490 balance that reflects seven days’ salary 

of $70 per day (see the lower right side of Exhibit 3C.1). The zero balance in the Salaries Payable ac- 

count is now correct. The lower section of Exhibit 3C.1 shows that the expense and liability accounts 

have exactly the same balances whether reversing entries are used or not. This means that both approaches 

yield identical results. 

Summary 
C1 Explain the importance of periodic reporting and the 

role of accrual accounting. The value of information is 

often linked to its timeliness. To provide timely information, 
accounting systems prepare periodic reports at regular intervals. 

The time period assumption presumes that an organization’s 

activities can be divided into specific time periods for periodic 

reporting. Accrual accounting recognizes revenue when earned 

and expenses when incurred—not necessarily when cash 

inflows and outflows occur. 

C2 Identify steps in the accounting cycle. The accounting 

cycle consists of 10 steps: (1) analyze transactions, 

(2) journalize, (3) post, (4) prepare an unadjusted trial balance, 

(5) adjust accounts, (6) prepare an adjusted trial balance, 

(7) prepare statements, (8) close, (9) prepare a post-closing 

trial balance, and (10) prepare (optional) reversing entries. 

C3 Explain and prepare a classified balance sheet. 

Classified balance sheets report assets and liabilities in 

two categories: current and noncurrent. Noncurrent assets often 

include long-term investments, plant assets, and intangible 

assets. A corporation separates equity into common stock and 

retained earnings. 

Al Compute profit margin and describe its use in analyz- 

ing company performance. Profit margin is defined as 

the reporting period’s net income divided by its net sales. Profit 

margin reflects on a company’s earnings activities by showing 

how much income is in each dollar of sales. 

A? Compute the current ratio and describe what it reveals 

about a company’s financial condition. A company’s 

current ratio is defined as current assets divided by current 

liabilities. We use it to evaluate a company’s ability to pay its 

current liabilities out of current assets. 

P{ Prepare and explain adjusting entries. Accounting ad- 

justments bring an asset or liability account balance to its 

correct amount. They also update related expense or revenue 

accounts. Prepaid expenses refer to items paid for in advance of 

receiving their benefits. Prepaid expenses are assets. Adjusting 

entries for prepaids involve increasing (debiting) expenses and 

decreasing (crediting) assets. Unearned (or prepaid) revenues 

refer to cash received in advance of providing products and 

services. Unearned revenues are liabilities. Adjusting entries for 

unearned revenues involve increasing (crediting) revenues and 

decreasing (debiting) unearned revenues. Accrued expenses 

refer to costs incurred in a period that are both unpaid and 

unrecorded. Adjusting entries for recording accrued expenses 

involve increasing (debiting) expenses and increasing (credit- 

ing) liabilities. Accrued revenues refer to revenues earned in a 

period that are both unrecorded and not yet received in cash. 

Adjusting entries for recording accrued revenues involve in- 

creasing (debiting) assets and increasing (crediting) revenues. 

Pp Explain and prepare an adjusted trial balance. An 

adjusted trial balance is a list of accounts and balances 

prepared after recording and posting adjusting entries. Financial 

statements are often prepared from the adjusted trial balance. 

P3 Prepare financial statements from an adjusted trial 

balance. Revenue and expense balances are reported on 

the income statement. Asset, liability, and equity balances are 

reported on the balance sheet. We usually prepare statements in 

the following order: income statement, statement of retained 

earnings, balance sheet, and statement of cash flows. 

Describe and prepare closing entries. Closing entries 

involve four steps: (1) close credit balances in revenue 

(and gain) accounts to Income Summary, (2) close debit 

balances in expense (and loss) accounts to Income Summary, 

(3) close Income Summary to the Retained Earnings account, 

and (4) close the Dividends account to Retained Earnings. 

Ph Explain and prepare a post-closing trial balance. A 

post-closing trial balance is a list of permanent accounts 

and their balances after all closing entries have been journalized 
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and posted. Its purpose is to verify that (1) total debits equal 

total credits for permanent accounts and (2) all temporary 

accounts have zero balances. 

PRA Explain the alternatives in accounting for prepaids. 

Charging all prepaid expenses to expense accounts 

when they are purchased is acceptable. When this is done, 

adjusting entries must transfer any unexpired amounts from 

expense accounts to asset accounts. Crediting all unearned 

revenues to revenue accounts when cash is received is also 

acceptable. In this case, the adjusting entries must transfer 

any unearned amounts from revenue accounts to unearned 

revenue accounts. 

Guidance Answers to Decision Maker and Decision Ethics 

Investor Prepaid expenses are items paid for in advance of re- 

ceiving their benefits. They are assets and are expensed as they are 

used up. The publishing company’s treatment of the signing bonus 

is acceptable provided future book sales can at least match the 

$500,000 expense. As an investor, you are concerned about the 

risk of future book sales. The riskier the likelihood of future book 

sales is, the more likely your analysis is to treat the $500,000, or a 

portion of it, as an expense, not a prepaid expense (asset). 

Loan Officer Your concern in lending to this store arises 

from analysis of current-year sales. While increased revenues 

and income are fine, your concern is with collectibility of these 

promotional sales. If the owner sold products to customers with 

poor records of paying bills, then collectibility of these sales is 

low. Your analysis must assess this possibility and recognize any 

expected losses. 
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p78 Prepare a work sheet and explain its usefulness. A 

work sheet can be a useful tool in preparing and analyzing 

financial statements. It is helpful at the end of a period in pre- 

paring adjusting entries, an adjusted trial balance, and financial 

statements. A work sheet usually contains five pairs of columns: 

Unadjusted Trial Balance, Adjustments, Adjusted Trial Balance, 

Income Statement, and Balance Sheet. 

pg Prepare reversing entries and explain their purpose. 

Reversing entries are an optional step. They are applied to 

accrued expenses and revenues. The purpose of reversing entries 

is to simplify subsequent journal entries. Financial statements 

are unaffected by the choice to use or not use reversing entries. 

Financial Officer Omitting accrued expenses and recogniz- 

ing revenue early can mislead financial statement users. One ac- 

tion is to request a second meeting with the president so you can 

explain that accruing expenses when incurred and recognizing 

revenue when earned are required practices. If the president per- 

sists, you might discuss the situation with legal counsel and any 

auditors involved. Your ethical action might cost you this job, but 

the potential pitfalls for falsification of statements, reputation 

and personal integrity loss, and other costs are too great. 

Analyst A current ratio of 1.2 suggests that current assets are 

sufficient to cover current liabilities, but it implies a minimal buf- 

fer in case of errors in measuring current assets or current hiabili- 

ties. Removing the past-due receivable reduces the current ratio 

to 0.7. Your assessment is that the company will have some dif- 

ficulty meeting its loan payments. 

Accounting cycle Current assets 

Accounting periods Current liabilities 

Accrual basis accounting Current ratio 

Accrued expenses Depreciation 

Accrued revenues 

Accumulated depreciation principle 

Adjusted trial balance Fiscal year 

Adjusting entry Income Summary 

Annual financial statements Intangible assets 

Book value 

Cash basis accounting 

Classified balance sheet 

Closing entries 

Long-term liabilities 

Closing process Operating cycle 

Contra account Permanent accounts 

Expense recognition (or matching) 

Interim financial statements 

Long-term investments 

Natural business year 

Plant assets 

Post-closing trial balance 

Prepaid expenses 

Profit margin 

Reversing entries 

Sarbanes-Oxley Act (SOX) 

Straight-line depreciation method 

Temporary accounts 

Time period assumption 

Unadjusted trial balance 

Unclassified balance sheet 

Unearned revenues 

Work sheet 

Working papers 
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Multiple Choice Quiz Answers at end of chapter 

1. 

A(B, C) 

Icon denotes assignments that involve decision making. 

A company forgot to record accrued and unpaid em- 

ployee wages of $350,000 at period-end. This oversight 
would 

a. Understate net income by $350,000. 
b. Overstate net income by $350,000. 

c. Have no effect on net income. 

d. Overstate assets by $350,000. 
e. Understate assets by $350,000. 

. Prior to recording adjusting entries, the Supplies account 

has a $450 debit balance. A physical count of supplies 

shows $125 of unused supplies still available. The required 

adjusting entry is: 
. Debit Supplies $125; Credit Supplies Expense $125. 
. Debit Supplies $325; Credit Supplies Expense $325. 

. Debit Supplies Expense $325; Credit Supplies $325. 

. Debit Supplies Expense $325; Credit Supplies $125. 

e. Debit Supplies Expense $125; Credit Supplies $125. 
aanxoe 

- On May 1, 2016, a two-year insurance policy was pur- 

chased for $24,000 with coverage to begin immediately. 

What is the amount of insurance expense that appears 

on the company’s income statement for the year ended 

December 31, 2016? 

a. $4,000 

b. $8,000 

c. $12,000 

d. $20,000 

e. $24,000 

4. On November 1, 2016, Stockton Co. receives $3,600 cash 

from Hans Co. for consulting services to be provided evenly 

over the period November 1, 2016, to April 30, 2017— 

at which time Stockton credited $3,600 to Unearned 

Consulting Fees. The adjusting entry on December 31, 

2016 (Stockton’s year-end), would include a 

a. Debit to Unearned Consulting Fees for $1,200. 

b. Debit to Unearned Consulting Fees for $2,400. 

c. Credit to Consulting Fees Earned for $2,400. 

d. Debit to Consulting Fees Earned for $1,200. 

e. Credit to Cash for $3,600. 

If a company had $15,000 in net income for the year, and 

its sales were $300,000 for the same year, what is its profit 

margin? 

a. 20% c. $285,000 e. 5% 
b. 2,000% d. $315,000 

. Based on the following information from Repicor Company’s 

balance sheet, what is Repicor Company’s current ratio? 

Current assets... $ 75,000 Current liabilities... .. $ 50,000 

Investments ..... 30,000 Long-term liabilities . . . 60,000 

Plantassets: . 5... 300,000 Common stock ...... 295,000 

ane s0 c. 1.00 e. 0.67 

b. 1.50 d. 0.95 

Superscript letter A(B, C) denotes assignments based on Appendix 3A (3B, 3C). 

1. 

2. 

8. 

9A 

10. £' 

Assume Samsung has unearned 

What is the difference between the cash basis and the ac- 

crual basis of accounting? 

Why is the accrual basis of accounting generally pre- 

ferred over the cash basis? 

. What type of business is most likely to select a fiscal year 

that corresponds to its natural business year instead of the 

calendar year? 

. What is a prepaid expense and where is it reported in the 

financial statements? 

: i) What type of assets requires adjusting entries to record 

depreciation? 

: iy What contra account is used when recording and re- 

porting the effects of depreciation? Why is it used? 

revenue. What is unearned revenue Sa msun g 

and where is it reported in financial statements? 

What is an accrued revenue? Give an example. 

If a company initially records prepaid expenses with debits 

to expense accounts, what type of account is debited in the 

adjusting entries for those prepaid expenses? 

@) Review the balance sheet of Apple in 

Appendix A. Identify one asset account that APPLE 

11. 

12. 

13. 

14. 

15. 

16. 

17. 

18. 

requires adjustment before annual financial statements can be 

prepared. What would be the effect on the income statement if 
this asset account were not adjusted? (Number not required, 

but comment on over- or understating of net income.) 

Review the balance sheet of Google G oO oO G LE 

in Appendix A. Identify the amount for 

property and equipment. What adjusting entry is necessary 

(no numbers required) for this account when preparing 

financial statements? 

Refer to Samsung’s balance sheet 

in Appendix A. If it made an adjust- Samsung 
ment for unpaid wages at year-end, where would the ac- 

crued wages be reported on its balance sheet? 

What are the steps in recording closing entries? 

What accounts are affected by closing entries? What ac- 

counts are not affected? 

What two purposes are accomplished by recording 

closing entries? 

What is the purpose of the Income Summary account? 

Explain whether an error has occurred if a post-closing 

trial balance includes a Depreciation Expense account. 

What tasks are aided by a work sheet? 
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19. Why are the debit and credit entries in the Adjustments 27. Refer to Samsung’s most recent bal- 

columns of the work sheet identified with letters? ance sheet in Appendix A. Identify Sa msung 

20. What is a company’s operating cycle? and list its ten current assets. 

21. What classes of assets and liabilities are shown on a typical 28. Refer to Google's most recent bal- GOOG LE 
Classified balance sheet? ance sheet in Appendix A. Identify the 

22. How is unearned revenue classified on the balance sheet? es mas i ae a eal age 

aoe . ©4 Refer to Samsung’s financia 
23. What are the characteristics of plant assets? ») 8 Sa msun g 

aL Decrees F statements in Appendix A. What 

24° How do reversing entries simplify recordkeeping? journal entry was likely recorded as of December 31, 2014, 

25¢ If a company recorded accrued salaries expense of $500 at to close its Income Summary account? 

the end of its fiscal year, what reversing entry could be 

made? When would it be made? 

26. Hi Refer to the most recent balance sheet for APPLE 

Apple in Appendix A. What five main noncur- 

rent asset categories are used on its classified balance sheet? 

comect 
IGraw Mul 

e 

QUICK STUDY Choose from the following list of terms/phrases to best complete the statements below. 

a. Fiscal year d. Accounting period g- Natural business year 

OS 3-1 b. Timeliness e. Annual financial statements h. Time period assumption 

Periodic reporting c. Calendar year f. Interim financial statements i. Quarterly statements 

Ci 1. ____ presumes that an organization’s activities can be divided into specific time periods. 

2. Financial reports covering a one-year period are known as 

3. A(n) consists of any 12 consecutive months. 

4. A(n) _______ consists of 12 consecutive months ending on December 31. 

5. The value of information is often linked to its 

In its first year of operations, Roma Company reports the following: 

Computing accrual and 
Feet, OT @ Earned revenues of $45,000 ($37,000 cash received from customers) 

@ Incurred expenses of $25,500 ($20,250 cash paid toward them) 

@ Prepaid $6,750 cash for costs that will not be expensed until next year. 

Compute the company’s first-year net income under both the cash basis and the accrual basis of accounting. 

OS 3-3 Classify the following adjusting entries as involving prepaid expenses (PE), unearned revenues (UR), 

Identifying accounting accrued expenses (AE), or accrued revenues (AR). 

adjustments _____ a. To record revenue earned that was previously received as cash in advance. 

PI b. To record wages expense incurred but not yet paid (nor recorded). 

c. To record revenue earned but not yet billed (nor recorded). 

d. To record expiration of prepaid insurance. 

e. To record annual depreciation expense. 

OS 3-4 During the year, a company recorded prepayments of expenses in asset accounts and cash receipts of 
Concepts of adjusting unearned revenues in liability accounts. At the end of its annual accounting period, the company must 

entries make three adjusting entries: (1) accrue salaries expense, (2) adjust the Unearned Services Revenue ac- 

Pt count to recognize earned revenue, and (3) record services revenue earned for which cash will be received 

the following period. Indicate the account to be debited and the account to be credited—from a through i 

below—for each of the adjusting entries (1), (2), and (3). 

a. Prepaid Salaries d. Unearned Services Revenue g-. Accounts Receivable 

b. Cash e. Salaries Expense h. Accounts Payable 

c. Salaries Payable f. Services Revenue i. Equipment 
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December 31. Step 1: Determine what the current account balance equals. Step 2: Determine what the 

current account balance should equal. Step 3: Record the December 31 adjusting entry to get from step | 

to step 2. Assume no other adjusting entries are made during the year. 

a. Prepaid Insurance. The Prepaid Insurance account has a $4,700 debit balance to start the year. A re- 

view of insurance policies and payments shows that $900 of unexpired insurance remains at year-end. 

Prepaid Insurance. The Prepaid Insurance account has a $5,890 debit balance at the start of the year. 

A review of insurance policies and payments shows $1,040 of insurance has expired by year-end. 

Prepaid Rent. On September | of the current year, the company prepaid $24,000 for two years of rent 

for facilities being occupied that day. The company debited Prepaid Rent and credited Cash for $24,000. 

b. 

c. 

For each separate case below, follow the three-step process for adjusting the supplies asset account at 

December 31. Step 1: Determine what the current account balance equals. Step 2: Determine what the 

current account balance should equal. Step 3: Record the December 31 adjusting entry to get from step | 

to step 2. Assume no other adjusting entries are made during the year. 

a. Supplies. The Supplies account has a $300 debit balance to start the year. No supplies were purchased 

during the current year. A December 31 physical count shows $110 of supplies remaining. 

Supplies. The Supplies account has an $800 debit balance to start the year. Supplies of $2,100 were 

purchased during the current year and debited to the Supplies account. A December 31 physical count 

shows $650 of supplies remaining. 

b. 

. Supplies. The Supplies account has a $4,000 debit balance to start the year. During the current year, 

supplies of $9,400 were purchased and debited to the Supplies account. The inventory of supplies 

available at December 31 totaled $2,660. 

On July 1, 2016, Lopez Company paid $1,200 for six months of insurance coverage. No adjustments 

have been made to the Prepaid Insurance account, and it is now December 31, 2016. Prepare the jour- 

nal entry to reflect expiration of the insurance as of December 31, 2016. 

. Zim Company has a Supplies account balance of $5,000 on January 1, 2016. During 2016, it pur- 

chased $2,000 of supplies. As of December 31, 2016, a supplies inventory shows $800 of supplies 

available. Prepare the adjusting journal entry to correctly report the balance of the Supplies account 

and the Supplies Expense account as of December 31, 2016. 

For each separate case below, follow the three-step process for adjusting the accumulated depreciation 

account at December 31. Step 1: Determine what the current account balance equals. Step 2: Determine 

what the current account balance should equal. Step 3: Record the December 31 adjusting entry to get 

from step | to step 2. Assume no other adjusting entries are made during the year. 

Accumulated Depreciation. The Krug Company’s Accumulated Depreciation account has a $13,500 

balance to start the year. A review of depreciation schedules reveals that $14,600 of depreciation ex- 

pense must be recorded for the year. 

. Accumulated Depreciation. The company has only one fixed asset (truck) that it purchased at the 

start of this year. That asset had cost $44,000, had an estimated life of five years, and is expected to 

have zero value at the end of the five years. 

Accumulated Depreciation. The company has only one fixed asset (equipment) that it purchased at 

the start of this year. That asset had cost $32,000, had an estimated life of seven years, and is expected 

to be valued at $4,000 at the end of the seven years. 

Barga Company purchases $20,000 of equipment on January 1, 2016. The equipment is expected to 

last five years and be worth $2,000 at the end of that time. Prepare the entry to record one year’s de- 

preciation expense of $3,600 for the equipment as of December 31, 2016. 

Welch Company purchases $10,000 of land on January 1, 2016. The land is expected to last indefi- 

nitely. What depreciation adjustment, if any, should be made with respect to the Land account as of 

December 31, 2016? 

For each separate case below, follow the three-step process for adjusting the unearned revenue liability 

account at December 31. Step 1: Determine what the current account balance equals. Step 2: Determine 

what the current account balance should equal. Step 3: Record the December 31 adjusting entry to get 

from step | to step 2. Assume no other adjusting entries are made during the year. 

a. Unearned Rent Revenue. The Krug Company collected $6,000 rent in advance on November 1, deb- 

iting Cash and crediting Unearned Rent Revenue. The tenant was paying 12 months’ rent in advance 

and occupancy began November 1. 

For each separate case below, follow the three-step process for adjusting the prepaid asset account at 

OS 3-6 

QS 3-7 

QS 3-3 
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OS 3-5 
Prepaid (deferred) 

expenses adjustments 

PI 

Prepaid (deferred) 

expenses adjustments 

P1 

Adjusting prepaid 

expenses 

P1 

Accumulated 

depreciation adjustments 

PI 

QS 3-9 

Adjusting for 

depreciation 

PI 

QS 3-10 

Unearned (deferred) 

revenues adjustments 

Pi 
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Adjusting for unearned 

revenues 

Pl eB 
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b. Unearned Services Revenue. The company charges $75 per month to spray a house for insects. A 

customer paid $300 on October | in advance for four treatments, which was recorded with a debit to 

Cash and a credit to Unearned Services Revenue. At year-end, the company has applied three treat- 

ments for the customer. 

c. Unearned Rent Revenue. On September 1, a client paid the company $24,000 cash for six months of 

rent in advance (the client leased a building and took occupancy immediately). The company recorded 

the cash as Unearned Rent Revenue. 

a. Tao Co. receives $10,000 cash in advance for four months of legal services on October 1, 2016, and 

records it by debiting Cash and crediting Unearned Revenue both for $10,000. It is now December 31, 

2016, and Tao has provided legal services as planned. What adjusting entry should Tao make to ac- 

count for the work performed from October | through December 31, 2016? 

b. A. Caden started a new publication called Contest News. Its subscribers pay $24 to receive 12 monthly 

issues. With every new subscriber, Caden debits Cash and credits Unearned Subscription Revenue for 

the amounts received. The company has 100 new subscribers as of July 1, 2016. It sends Contest News 

to each of these subscribers every month from July through December. Assuming no changes in sub- 

scribers, prepare the journal entry that Caden must make as of December 31, 2016, to adjust the 

Subscription Revenue account and the Unearned Subscription Revenue account. 

QS 3-12 
Accrued expenses 

adjustments 

PI 

For each separate case below, follow the three-step process for adjusting the accrued expense account at 

December 31. Step 1: Determine what the current account balance equals. Step 2: Determine what the 

current account balance should equal. Step 3: Record the December 31 adjusting entry to get from step 1 

to step 2. Assume no other adjusting entries are made during the year. 

a. Salaries Payable. At year-end, salaries expense of $15,500 has been incurred by the company, but is 

not yet paid to employees. 

b. Interest Payable. At its December 31 year-end, the company owes $250 of interest on a line-of-credit 

loan. That interest will not be paid until sometime in January of the next year. 

c. Interest Payable. At its December 31 year-end, the company holds a mortgage payable that has in- 

curred $875 in annual interest that is neither recorded nor paid. The company intends to pay the inter- 

est on January 7 of the next year. 

QS 3-13 
Accruing salaries 

PI 

weekdays and is paid on the following Monday. (For example, a student who works Monday through 

Friday, June 1 through June 5, is paid for that work on Monday, June 8.) The coffee shop adjusts its books 

monthly, if needed, to show salaries earned but unpaid at month-end. 

The student works the last week of July—which is Monday, July 28 through Friday, August 1. If the 

student earns $100 per day, what adjusting entry must the coffee shop make on July 31 to correctly record 

accrued salaries expense for July? 

QS 3-14 

Accrued revenues 

adjustments 

PI 

QS 3-15 

Recording and analyzing 

adjusting entries 

Pi 

For each separate case below, follow the three-step process for adjusting the accrued revenue account at 

December 31. Step 1: Determine what the current account balance equals. Step 2: Determine what the 

current account balance should equal. Step 3: Record the December 31 adjusting entry to get from step | 

to step 2. Assume no other adjusting entries are made during the year. 

a. Accounts Receivable. At year-end, the Krug Company has completed services of $19,000 for a client, 

but the client has not yet been billed for those services. 

b. Interest Receivable. At year-end, the company has earned, but not yet recorded, $390 of interest 

earned from its investments in government bonds. 

c. Accounts Receivable. A painting company collects fees when jobs are complete. The work for one 

customer, whose job was bid at $1,300, has been completed, but the customer has not yet been billed. 

Adjusting entries affect at least one balance sheet account and at least one income statement account. For 

the following entries, identify the account to be debited and the account to be credited. Indicate which of 
the accounts is the income statement account and which is the balance sheet account. 

a. Entry to record revenue earned that was previously received as cash in advance. 

. Entry to record wage expenses incurred but not yet paid (nor recorded). 

. Entry to record revenue earned but not yet billed (nor recorded). 

. Entry to record expiration of prepaid insurance. 

ono & - Entry to record annual depreciation expense. 
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In making adjusting entries at the end of its accounting period, Chao Consulting mistakenly forgot to record: 

® $3,200 of insurance coverage that had expired (this $3,200 cost had been initially debited to the Prepaid 
Insurance account). 

QS 3-16 

Determining effects of 

adjusting entries 

® $2,000 of accrued salaries expense. PI 

As a result of these oversights, the financial statements for the reporting period will [choose one] (1) under- 

state assets by $3,200; (2) understate expenses by $5,200; (3) understate net income by $2,000; or (4) over- 

state liabilities by $2,000. 

QS 3-17 

Adjusted Unadjusted 

Debit Credit Debit Credit 

Prepaid insurance......... $3,700 

Interest payable $0 $800 

Given this information, which of the following is likely included among its adjusting entries? 

a. A $400 debit to Insurance Expense and an $800 debit to Interest Payable. 

b. A $400 debit to Insurance Expense and an $800 debit to Interest Expense. 

c. A $400 credit to Prepaid Insurance and an $800 debit to Interest Payable. 

Interpreting adjusting 

entries 

P2 

Answer each of the following questions related to international accounting standards. 

a. Do financial statements prepared under IFRS normally present assets from least liquid to most liquid 

or vice versa? 

b. Do financial statements prepared under IFRS normally present liabilities from furthest from maturity 

to nearest to maturity or vice versa? 

the company’s profit margin and interpret the result. Assume that its competitors earn an average profit 

margin of 15%. 

Cal Consulting initially re 

company’s accounting practices, which of the following applies to the preparation of adjusting entries at 

the end of its first accounting period? 

QS 3-18 
International accounting 

standards 

"@ 

QS 3-19 
Analyzing profit margin 

Al 

Preparing adjusting 

entries 

a. Unearned fees (on which cash was received in advance earlier in the period) are recorded with a debit P§ 

to Consulting Fees Earned of $500 and a credit to Unearned Consulting Fees of $500. 

b. Unpaid salaries of $400 are recorded with a debit to Prepaid Salaries of $400 and a credit to Salaries 

Expense of $400. 

c. Office supplies purchased for the period were $1,000. The cost of unused office supplies of $650 is 

recorded with a debit to Supplies Expense of $650 and a credit to Office Supplies of $650. 

d. Earned but unbilled (and unrecorded) consulting fees for the period were $1,200, which are recorded 

with a debit to Unearned Consulting Fees of $1,200 and a credit to Consulting Fees Earned of $1,200. 

The ledger of Mai Company includes the following accounts with normal balances. Prepare the necessary QS 3-21 . . 

closing entries from this December 31 year-end information. Preparing closing entries 

from the ledger 

Gonnnonistock. scmieceterr « $ 9,000 Wages EXpense)se= csc sama. = $8,400 P4 

Dividends: seniacg serra 800 Rent Expense semis pao ccmmiee = 1,600 

Services Revenue....-...--- 13,000 
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Identify which 

a. Accounts Receivable 

b. Salaries Expense 

OS 3-22 
Identifying post-closing 

accounts P95 

OS 3-23 

of the following accounts would be included in 

c. Goodwill 

= a band 

List the following steps of the accounting cycle in their proper order. 

a post-closing trial balance. 

e. Income Tax Expense 

_______ f._ Salaries Payable 

Identifying the a. Posting the journal entries. f. Preparing the financial statements. 

accounting cycle b. Journalizing and posting adjusting entries. g. Preparing the unadjusted trial balance. 

(2 c. Preparing the adjusted trial balance. h. Journalizing transactions and events. 

d. Journalizing and posting closing entries. i. Preparing the post-closing trial balance. 

e. Analyzing transactions and events. 

OS 3-24 The following are common categories on a classified balance sheet. 

Classifying balance A. Current assets D. Intangible assets 

SUICGETOIE B. Long-term investments E. Current liabilities 

03 C. Plant assets F. Long-term liabilities 

For each of the following items, select the letter that identifies the balance sheet category where the item 

typically would best appear. 

1. Land not currently used in operations _______ 5. Accounts payable 

________ 2. Notes payable (due in five years) 6. Store equipment 

________ 3... Accounts receivable _______ 7. Wages payable 

______ 4, Trademarks eS 8 Cash 

QS 3-25 Compute Chavez Company’s current ratio using the following information. 

Identifying current 

accounts and computing Accounts receivable ........ $18,000 Long-term notes payable........... $21,000 

AG UNG OTe Accounts payable........... 11,000 Office SuUppHeS 55 crt 2,800 

A2 Buildingst.2 nevis eee oe 45,000 Beepaid instances 4... ce 3,560 

Cash ieard cierto avo 7,000 Unearned services revenue......... 3,000 

QS 3-26° The Adjusted Trial Balance columns of a 10-column work sheet for Planta Company follow. Complete the 

Extending accounts in a 

work sheet P/ 

Check Net income, $17,800 

work sheet by extending the account balances into the appropriate financial statement columns and by 

entering the amount of net income for the reporting period. 

Poe B C D E F G H | J K L 
1 Unadjusted Adjusted Income 

i Trial Balance Adjustments Trial Balance Statement Balance Sheet 

3 No. Account Title Dr. Cr. Dr. Cr. Dr. Cr. Dr. Cr. Dr. Cr. 
4 101 Cash $ 7,000 
5 106 Accounts receivable 27,200 
6 153 Trucks 42,000 
7 154 Accumulated depreciation—Trucks $ 17,500 

8 183 Land 32,000 

9 201 Accounts payable 15,000 
10 209 Salaries payable 4,200 

11 233 Unearned fees 3,600 

12 307 Common stock 20,000 

13 318 Retained earnings 45,500 

14 319 Dividends 15,400 
15 401 Plumbing fees earned 84,000 

16 611 Depreciation expense—Trucks 6,500 
17 622 Salaries expense 38,000 
18 640 Rent expense 13,000 

19 677 Miscellaneous expenses 8,700 

20 Totals $189,800 $189,800 
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On December 31, 2015, Yates Co. prepared an adjusting entry for $12,000 of earned but unrecorded QS 3-27° 

consulting fees. On January 16, 2016, Yates received $26,700 cash in consulting fees, which included the Reversing entries 

accrued fees earned in 2015. (Assume the company uses reversing entries.) PB 

a. Prepare the December 31, 2015, adjusting entry. 

b. Prepare the January 1, 2016, reversing entry. 

c. Prepare the January 16, 2016, cash receipt entry. 

Pablo Management has five part-time employees, each of whom earns $250 per day. They are normally EXERCISES 

paid on Fridays for work completed Monday through Friday of the same week. Assume that December 28, 

2016, was a Friday and that they were paid in full on that day. The next week, the five employees worked 

only four days because New Year’s Day was an unpaid holiday. 
Exercise 3-1 

{ Adjusting and paying 

a. Assuming that December 31, 2016, was a Monday, prepare the adjusting entry that would be recorded —_ accrued wages 

at the close of that day. Pt 

b. Assuming that January 4, 2017, was a Friday, prepare the journal entry that would be made to record 

payment of the employees’ wages. 

of April 30. For each situation, present both the April 30 adjusting entry and the subsequent entry during Adjusting and paying 

May to record the payment of the accrued expenses. accrued expenses 

a. On April 1, the company retained an attorney for a flat monthly fee of $3,500. Payment for April legal P| 

services was made by the company on May 12. 

b. A $900,000 note payable requires 12% annual interest, or $9,000, to be paid at the 20th day of each Check = (b) May 20 Dr. 

month. The interest was last paid on April 20 and the next payment is due on May 20. As of April 30, __ Interest Expense, $6,000 

$3,000 of interest expense has accrued. 

c. Total weekly salaries expense for all employees is $10,000. This amount is paid at the end of the day 

on Friday of each five-day workweek. April 30 falls on a Tuesday, which means that the employees 

had worked two days since the last payday. The next payday is May 3. 

Prepare adjusting journal entries for the year ended (date of) December 31, 2016, for each of these sepa- Exercise 3-3 

rate situations. Assume that prepaid expenses are initially recorded in asset accounts. Also assume that — Preparing adjusting 

fees collected in advance of work are initially recorded as liabilities. entries 

a. Depreciation on the company’s equipment for 2016 is computed to be $18,000. PI 

b. The Prepaid Insurance account had a $6,000 debit balance at December 31, 2016, before adjusting for 

the costs of any expired coverage. An analysis of the company’s insurance policies showed that $1,100 

of unexpired insurance coverage remains. 

c. The Office Supplies account had a $700 debit balance on December 31, 2015; and $3,480 of office Check (c) Dr. Office 

supplies were purchased during the year. The December 31, 2016, physical count showed $300 of sup- Supplies Expense, $3,880 

plies available. 

d. Two-thirds of the work related to $15,000 of cash received in advance was performed this period. 

e. The Prepaid Insurance account had a $6,800 debit balance at December 31, 2016, before adjusting for (e) Dr. Insurance 

the costs of any expired coverage. An analysis of insurance policies showed that $5,800 of coverage Expense, $5,800 

had expired. 

f. Wage expenses of $3,200 have been incurred but are not paid as of December 31, 2016. 

For each of the following separate cases, prepare adjusting entries required for financial statements for the Exercise 3-4 

year ended (date of) December 31, 2016. (Assume that prepaid expenses are initially recorded in asset Preparing adjusting 

accounts and that fees collected in advance of work are initially recorded as liabilities.) entries 

a. One-third of the work related to $15,000 cash received in advance is performed this period. P1 

b. Wages of $8,000 are earned by workers but not paid as of December 31, 2016. 

c. Depreciation on the company’s equipment for 2016 is $18,000. 

Continued on next page. . . 
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Check (e) Dr. Insurance 

Expense, $2,800 

(f) Cr. Interest 

Revenue, $1,050 
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d. The Office Supplies account had a $240 debit balance on December 31, 2015. During 2016, $5,200 of 

office supplies are purchased. A physical count of supplies at December 31, 2016, shows $440 of sup- 

plies available. 

e. The Prepaid Insurance account had a $4,000 balance on December 31, 2015. An analysis of insurance 

policies shows that $1,200 of unexpired insurance benefits remain at December 31, 2016. 

f. The company has earned (but not recorded) $1,050 of interest from investments in CDs for the year 

ended December 31, 2016. The interest revenue will be received on January 10, 2017. 

g. The company has a bank loan and has incurred (but not recorded) interest expense of $2,500 for the 

year ended December 31, 2016. The company must pay the interest on January 2, 2017. 

Exercise 3-5 
Analyzing and preparing 

adjusting entries 

PI 8 

Following are two income statements for Alexis Co. for the year ended December 31. The left column is 

prepared before any adjusting entries are recorded and the right column includes the effects of adjusting 

entries. The company records cash receipts and payments related to unearned and prepaid items in balance 

sheet accounts. Analyze the statements and prepare the eight adjusting entries that likely were recorded. 

(Note: 30% of the $7,000 adjustment for Fees Earned has been earned but not billed, and the other 70% 

has been earned by performing services that were paid for in advance.) 

ALEXIS CO. 

Income Statements 

For Year Ended December 31 

Unadjusted Adjusted 

Revenues 

Rees*cdiniad cc tear ae see oeen eo oats $18,000 $25,000 

GommissionS earned <22 csce cs at ss ss ee ee 36,500 36,500 

Total revenues. s.5 0.8 ees i es 54,500 61,500 

Expenses ; 

Depreciation expense—Computers............. 0 1,600 

Depreciation expense—Office furniture ......... 0 1,850 

Salaries‘expense) secant ays poe tees ta 13,500 15,750 

Insurance expense cites ce is kee so tatatos eat 0 1,400 

Rentiexpensen sec Aeon ee i ote as 3,800 3,800 

Office:supplies expense. uci deae aimee cms 0 580 

Advertising: expenses. os oats. Bis. ate ae 2,500 2,500 

Utilitiesiexpensemsciviv co aacniacii, ewan er ok 1245 13335) 

otaliexpenses sneha eee eee aces 21,045 28,815 

INGESAGOMNT ise sna waeentec esc tealert te Bary ncneinarsune naeelat $33,455 $32,685 

Preparing a balance 

sheet following IFRS 

"@ 

adidas Group reports the following balance sheet accounts for the year ended December 31, 2014 (euros 

in millions). Prepare the balance sheet for this company as of December 31, 2014, following usual IFRS 

practices. 

Property, plant and equipment ......... Clo Intangible assets may. cnc aces €2,763 

Total @qUIt) 5-5 Waemrt elec oe a 5,617 Total current liabilities .......... 4,378 

Accounts receivable™ 3. <a p css cisce 1 csnals 1,946 INYENtORIES: das. ios hee 2,526 

Total noncurrent liabilities ............ 2,422 ‘fotal liabilities scactece ott eee 6,800 

Cash and cash equivalents ............ 1,683 Other current assets ........... E92 

Total’ current assets, <ii¢ ely eee 7,347 Total noncurrent assets ......... 5,070 

Other noncurrent assets ............. 853 
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Use the following adjusted trial balance of Wilson Trucking Company to prepare the (1) income statement 

and (2) statement of retained earnings for the year ended December 31, 2016. The Retained Earnings ac- 

count balance is $155,000 at December 31, 2015. 

Account Title Debit Credit 

Gash We ate Mee eae yoshi sor $ 8,000 

Accounts: receivables. seq. 2 ae ten ye ce 17,500 

@fficeisipplis = 4 << ee 3,000 

AGUCKS Saige tine - ote acne Weioranse eee 172,000 

Accumulated depreciation—Trucks ......... $ 36,000 

EE Np ahaa nas cee Wye mA cea atS IA, em Aw ie 85,000 

Accounts payable.......... Domiagotnare ae 12,000 

Intenestpayable cats seer ric rics ere te 4,000 

Hong-termnotes| payables 5. a0. 0... ===: 53,000 

GCoMMonistock <5 ue ee ie gre eae 20,000 

Retaihed Canningsnes su.0 aeien eee eee ce 155,000 

IVIGENGS cot gues mice oe es casnocorer rere see 20,000 

Mrucking fees earned’... acon see ee eee ores eos 130,000 

Depreciation expense—Trucks............. 23,500 

Salanies expens@cra. « «sx tiie Shon cece oe cae 61,000 

Officetsupplies expenses a. . = fs. eras vee 8,000 

Repairs expense—Trucks .............0--- 12,000 

Wotalsere i ee i ree ger $410,000 $410,000 

Following are Nintendo’s revenue and expense accounts for a recent calendar year (yen in millions). 

Prepare the company’s closing entries for its revenues and its expenses. 

Net-salesaaf sead wcrc. oh anyoerseoute sere eats ¥571,726 

Gostiof sales: wvraeteee nee riaeuesa eetak crema, 408,506 

| NoWRAGS OAOSTRE.. oda Sena nocedsossuoeke 70,264 

@theriexpensennet 1. ne teers gases: 156,786 

Use the information in the adjusted trial balance reported in Exercise 3-7 to prepare Wilson Trucking 

Company’s classified balance sheet as of December 31, 2016. 

Use the following information to compute profit margin for each separate company a through e. 

Net Income Net Sales Net Income _ Net Sales 

a. $ 4,361 $ 44,500 d. $65,646 $1,458,800 

b. 97,706 398,800 e. 80,132 435,500 

Cc. 111,281 257,000 

Which of the five companies is the most profitable according to the profit margin ratio? Interpret that 

company’s profit margin ratio. 

Exercise 3-8 
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Exercise 3-7 

Preparing financial 

statements 

P3 

Preparing closing entries 

"“@ 

Exercise 3-9 

Preparing a classified 

balance sheet 

03 
Check Total assets, 

$249,500 

Exercise 3-10 

Computing and 

interpreting profit margin 

Al e : 
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Computing and analyzing 

the current ratio 

“@ 

Exercise 3-124 
Adjusting for prepaids 

recorded as expenses 

and unearned revenues 

recorded as revenues 

P6 

Check (f) Cr. Insurance 

Expense, $1,200 

(g) Dr. Remodeling 

Fees Earned, $11,130 

Calculate the current ratio in each of the following separate cases (round the ratio to two decimals). 

Identify the company case with the strongest liquidity position. (These cases represent competing compa- 

nies in the same industry.) 

Current Assets Current Liabilities 

Case eases $ 79,040 $ 32,000 

Caseo ee ys 104,880 76,000 

Cassa etre. tear 45,080 49,000 

Gasei4 Bote, eae 85,680 81,600 

Gase Si anes cee 61,000 100,000 

Ricardo Construction began operations on December |. In setting up its accounting procedures, the com- 

pany decided to debit expense accounts when it prepays its expenses and to credit revenue accounts when 

customers pay for services in advance. Prepare journal entries for items a through d and the adjusting 

entries as of its December 31 period-end for items e through g. 

a. Supplies are purchased on December 1| for $2,000 cash. 

b. The company prepays its insurance premiums for $1,540 cash on December 2. 

c. On December 15, the company receives an advance payment of $13,000 cash from a customer for re- 

modeling work. 

d. On December 28, the company receives $3,700 cash from another customer for remodeling work to be 

performed in January. 

e. A physical count on December 31 indicates that the Company has $1,840 of supplies available. 

f. An analysis of the insurance policies in effect on December 31 shows that $340 of insurance coverage 

has expired. 

g. As of December 31, only one remodeling project has been worked on and completed. The $5,570 fee 

for this project had been received in advance and recorded as remodeling fees earned. 

Exercise 3-13 
Recording and reporting 

revenues received in 

advance 

P6 

Check (c) Fees Earned— 

using entries from part b, 

$10,500 

Exercise 3-14® 
Completing a work sheet 

P7 

Costanza Company experienced the following events and transactions during July. 

July 1 Received $3,000 cash in advance of performing work for Vivian Solana. 

6 Received $7,500 cash in advance of performing work for Iris Haru. 

12 Completed the job for Solana. 
18 Received $8,500 cash in advance of performing work for Amina Jordan. 

27 Completed the job for Haru. 
31 None of the work for Jordan has been performed. 

a. Prepare journal entries (including any adjusting entries as of the end of the month) to record these 

events using the procedure of initially crediting the Unearned Fees account when payment is received 

from a customer in advance of performing services. 

b. Prepare journal entries (including any adjusting entries as of the end of the month) to record these 

events using the procedure of initially crediting the Fees Earned account when payment is received 

from a customer in advance of performing services. 

c. Under each method, determine the amount of earned fees reported on the income statement for July 
and the amount of unearned fees reported on the balance sheet as of July 31. 

Accounts Payable: aise sant $ 6 Prepaid Insurance....... $18 Retained earnings ...... $32 

Accounts Receivable .............++. 12 Revenue ssc ie he (5S DividendsSs ce are 6 

Accumulated Depreciation—Equip. .... 15 Salaries Expense........ 18 Unearned Revenue ..... 12 

GaSN Ses cae ee eee acs 21 Suppliese.. 05. cou ee 24 Utilities Expense ....... 12 

EquIpIMMGNt’ <1: tears cabana: 39° ‘Common: Stocde.. 22 gon... 10 



th 

2. 

The following two events occurred for Trey Co. on October 31, 2016, the end of its fiscal year. 

a. 

Chapter 3 Adjusting Accounts for Financial Statements 

Use the data above to prepare a work sheet. Enter the accounts in proper order and enter their balances 

in the correct Debit or Credit column. 

Use the following adjustment information to complete the work sheet. 

a. Depreciation on equipment, $3 d. Supplies available at December 31, 2016, $15 

b. Accrued salaries, $6 e. Expired insurance, $15 

c. The $12 of unearned revenue has been earned 

Trey rents a building from its owner for $2,800 per month. By prearrangement, the company delayed 

paying October’s rent until November 5. On this date, the company paid the rent for both October and 
November. 

. Trey rents space in a building it owns to a tenant for $850 per month. By prearrangement, the tenant 

delayed paying the October rent until November 8. On this date, the tenant paid the rent for both 

October and November. 

Required 

. Prepare adjusting entries that the company must record for these events as of October 31. 

. Assuming Trey does not use reversing entries, prepare journal entries to record Trey’s payment of rent 

on November 5 and the collection of the tenant’s rent on November 8. 

. Assuming that the company uses reversing entries, prepare reversing entries on November | and the 

journal entries to record Trey’s payment of rent on November 5 and the collection of the tenant’s rent 

on November 8. 

For each of the following entries, enter the letter of the explanation that most closely describes it in the 

space beside each entry. (You can use letters more than once.) 

A. To record receipt of unearned revenue. F. To record an accrued revenue. 

B. To record this period’s earning of prior G. To record this period’s use of a prepaid 

unearned revenue. expense. 

C. To record payment of an accrued expense. H. To record payment of a prepaid expense. 

D. To record receipt of an accrued revenue. I. To record this period’s depreciation 

E. To record an accrued expense. expense. 

i; Interest ExPemSe ae ate erase ae veg ied ie ee Soo binur ines ai vata 1,000 

interest Payablowery nace es ae ters sey nternin iees uereee 1,000 

pe Depreciation Expense .......--- + sees ese e cece eee 4,000 

Accumulated Depreciation ...........--...+.++-: 4,000 

3: Unearned Professional Fees.......-----.eceeeeeeeees 3,000 

Professionalimees: Earned! saris tetera aetacte ote tr 3,000 

4. Insurance Expense ...... 0.02. eee ener eeee 4,200 

Prepaid Insurance. ......-.2+- 22st cence ee eres 4,200 

5. SHES WEIS! nosegnocaoneoeso my senGnbdneo pas ot 1,400 

(BET Nig be Owe OURAN OTe MLS TOE ch eran ETRE Set S 1,400 

6. Prepaid REMC... ceitee ooe bens sired een a see ale 4,500 

Gashie. ei ee Vee ie ei eee amienarntons es 4,500 

7. Salaries ExpenS€.......--- sees eee eee eee tenes 6,000 

Salaries Payable.........2---+ ees e ee ee see ceece 6,000 

8. Interest Receivables... .....0000-ser ecw enuc une de ns 5,000 

Interest Revenue... ..- 5-2-2 c sce cet ee ee eee eies 5,000 

} (GAS fig ae SG tel Os ore ri thn ms pin 9,000 

Accounts Receivable (from consulting)........---. 9,000 

10. GAS he ek eee eee eto 7,500 

Unearned Professional Fees......-.-.+-+-0--005: 7,500 

I. Gash ee ere ere cero ets merece 2,000 

Interest Receivable...........--2-eeeee eres eees 2,000 

12. Rent EXPense ccc. onc haces year ee eterno eee ets 2,000 

Prepaid REMt. =. e-. ce sce te eee et nent tens 2,000 
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Exercise 3-15° 
Preparing reversing 

entries 

P8 

@ 

PROBLEM SETA 

Problem 3-1A 

Identifying adjusting 

entries with explanations 

Pt 
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Problem 3-2A 
Preparing adjusting and 

subsequent journal 

entries 

Al Pt 

Check (1b) Dr. Insurance 

Expense, $7,120 

(1d) Dr. Depreciation 

Expense, $30,500 

Problem 3-3A 

Preparing adjusting 

entries, adjusted trial 

balance, and financial 

statements 

Die Pe 4rd 

Arnez Co. follows the practice of recording prepaid expenses and unearned revenues in balance sheet ac- 

counts. The company’s annual accounting period ends on December 31, 2016. The following information 

concerns the adjusting entries to be recorded as of that date. 

a. The Office Supplies account started the year with a $4,000 balance. During 2016, the company 

purchased supplies for $13,400, which was added to the Office Supplies account. The inventory of 

supplies available at December 31, 2016, totaled $2,554. 

b. An analysis of the company’s insurance policies provided the following facts. 

Months of 

elite Date of Purchase Coverage Cost 

A April 1, 2014 24 $14,400 

B April 1, 2015 36 12,960 

( August |, 2016 12 2,400 

The total premium for each policy was paid in full (for all months) at the purchase date, and the 

Prepaid Insurance account was debited for the full cost. (Year-end adjusting entries for Prepaid 

Insurance were properly recorded in all prior years.) 
c. The company has 15 employees, who earn a total of $1,960 in salaries each working day. They are paid 

each Monday for their work in the five-day workweek ending on the previous Friday. Assume that 

December 31, 2016, is a Tuesday, and all 15 employees worked the first two days of that week. Because 

New Year’s Day is a paid holiday, they will be paid salaries for five full days on Monday, January 6, 2017. 

d. The company purchased a building on January 1, 2016. It cost $960,000 and is expected to have a 

$45,000 salvage value at the end of its predicted 30-year life. Annual depreciation is $30,500. 

e. Since the company is not large enough to occupy the entire building it owns, it rented space to a tenant 

at $3,000 per month, starting on November 1, 2016. The rent was paid on time on November 1, and the 

amount received was credited to the Rent Earned account. However, the tenant has not paid the 

December rent. The company has worked out an agreement with the tenant, who has promised to pay 

both December and January rent in full on January 15. The tenant has agreed not to fall behind again. 

f. On November 1, the company rented space to another tenant for $2,800 per month. The tenant paid 

five months’ rent in advance on that date. The payment was recorded with a credit to the Unearned 

Rent account. 

Required 

1. Use the information to prepare adjusting entries as of December 31, 2016. 

2. Prepare journal entries to record the first subsequent cash transaction in 2017 for parts c and e. 

pay tuition directly to the school. WTI also offers training to groups in off-site locations. Its unadjusted 

trial balance as of December 31, 2016, follows. WTI initially records prepaid expenses and unearned rev- 

enues in balance sheet accounts. Descriptions of items a through / that require adjusting entries on 

December 31, 2016, follow. 

Additional Information Items 

a. An analysis of WTI’s insurance policies shows that $2,400 of coverage has expired. 

An inventory count shows that teaching supplies costing $2,800 are available at year-end 2016. 

Annual depreciation on the equipment is $13,200. 

Annual depreciation on the professional library is $7,200. 

eso 5 On November 1, WTI agreed to do a special six-month course (starting immediately) for a client. The 

contract calls for a monthly fee of $2,500, and the client paid the first five months’ fees in advance. 

When the cash was received, the Unearned Training Fees account was credited. The fee for the sixth 

month will be recorded when it is collected in 2016. 

f. On October 15, WTI agreed to teach a four-month class (beginning immediately) for an individual for 

$3,000 tuition per month payable at the end of the class. The class started on October 15, but no pay- 
ment has yet been received. (WTI’s accruals are applied to the nearest half-month; for example, 

October recognizes one-half month accrual.) 
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g. WITT’s two employees are paid weekly. As of the end of the year, two days’ salaries have accrued at the 

rate of $100 per day for each employee. 

h. The balance in the Prepaid Rent account represents rent for December. 

WELLS TECHNICAL INSTITUTE 

Unadjusted Trial Balance 

December 31, 2016 

: Credit 
Cash 

Accounts receivable 

_ Teaching supplies 

Prepaid insurance 

Prepaid rent 

' Professional library 

Accumulated depreciation—Professional library $ 

Equipment 

Accumulated depreciation—Equipment 15,000 

Accounts payable 26,000 

Salaries payable 0 

Unearned training fees 12,500 

Common stock 10,000 

Retained earnings 80,000 

Dividends 

Tuition fees earned 

Training fees earned 

Depreciation expense —Professional library 

| Depreciation expense— Equipment 

Salaries expense 50,000 

Insurance expense 0 

Rent expense 33,000 

Teaching supplies expense 0 

Advertising expense 6,000 

Utilities expense 6,400 

@ Totals $ 317,400 

OO AIM Mm win |= 10,000 

0 
a 

2 

s 

a eS 

SQ UV 

123,900 

40,000 
oO co 

Required 

1. Prepare T-accounts (representing the ledger) with balances from the unadjusted trial balance. 

2. Prepare the necessary adjusting journal entries for items a through h and post them to the T-accounts. 

Assume that adjusting entries are made only at year-end. 

3. Update balances in the T-accounts for the adjusting entries and prepare an adjusted trial balance. 

4. Prepare Wells Technical Institute’s income statement and statement of retained earnings for the year 

2016 and prepare its balance sheet as of December 31, 2016. 

A six-column table for JKL Company follows. The first two columns contain the unadjusted trial balance for 

the company as of July 31, 2016. The last two columns contain the adjusted trial balance as of the same date. 

Required 

Analysis Component 

1. Analyze the differences between the unadjusted and adjusted trial balances to determine the eight ad- 

justments that likely were made. Show the results of your analysis by inserting these adjustment 

amounts in the table’s two middle columns. Label each adjustment with a letter a through / and pro- 

vide a short description of it at the bottom of the table. 

Preparation Component 

2. Use the information in the adjusted trial balance to prepare the company’s (a) income statement and its 

statement of retained earnings for the year ended July 31, 2016 (Note: Retained earnings at July 31, 2015, 

was $25,000, and the current-year dividends were $5,000), and (b) the balance sheet as of July 31, 2016. 
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Check (2e) Cr. Training 

Fees Earned, $5,000 

(2f) Cr. Tuition Fees 

Earned, $7500 

(3) Adj. trial balance 

totals, $345,700 

(4) Net income, 

$49,600 

Problem 3-4A 

Interpreting unadjusted 

and adjusted trial 

balances, and preparing 

financial statements 

Pi P2 P3 €e@ 

Check (2) Net income, 

$4,960; Total assets, 

$124,960 
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Unadjusted Adjusted 

Trial Balance Adjustments Trial Balance 

Office:supplies: fie nests 16,000 eee 1 ae 

Prepaidiinsurance ........2-... 8,540 Hewes 

Office equipment ............ 84,000 

Accum. depreciation— 
Offite-equip cae Ane $ 14,000 $ 20,000 

Accounts payable ............ 9,100 10,000 

Interest payable ............. 0 1,000 

Salaries: payables so 0 7,000 

Unearned consulting fees ...... 18,000 ee | Ce 15,000 

Long-term notes payable ...... 52,000 —|— 52,000 

Common) stock smiqesaes eet 15,000 15,000 

Retained earnings ............ 25,000 ie sie 25,000 

Diidends ik oc hshes aaa 5,000 | 5,000 
Consulting fees earned........ 123,240 134,240 

Depreciation expense— 

Office equip. 625. a8 0 6,000 

Salaries expense ............. 67,000 74,000 

Interest expense ............. 1,200 2,200 

Insurance expense ........... 0 paces ee ted] 5,580 

Rent-expense: .. spon. 0 ree 14,500 14,500 

Office supplies expense ....... 0 14,000 

Advertising expense .......... 12,100 13,000 

OCAIS Se ee te ee $256,340 $256,340 $279,240 $279,240 

Problem 3-5A The adjusted trial balance for Chiara Company as of December 31, 2016, follows. 

Preparing financial 

statements from the Debit Credit 

adjusted trial balance 
ebl reat 

and calculating profit Cash ti ee te rar metre eo een, es aR $ 30,000 

margin Accounts receivabley. <3 vce tee oe eevsguiags Saati 52,000 

P32 OAT InterestireceivabiG= == nai ee ee es 18,000 

Notes receivable (due in 90 days) ................ 168,000 

Officessuipplies sascha etes wangaces cect cecerent 16,000 

Automobilesscty iit eh et cee ee Seen See et 168,000 

Accumulated depreciation—Automobiles.......... $ 50,000 

Equipment tones, cbr oes ceccee chcacky oe 138,000 

Accumulated depreciation—Equipment............ 18,000 

arid seh cere aa he des dee Oe ae Res 78,000 

Accounts payable: sacscticus: teat, oui y ee eee 96,000 

Interest:payable....%2 conse cies ciemeree omer 20,000 

Salaniesipayabley x. sractices arse aevorncnerusien iets 19,000 

Unearned {ees tren. ead tick. senna ee ra ron 30,000 

kong-ternm notes payable: fan. c 5 anki tee 138,000 

COMO nESCOCKe trace Stas trainin aici, SR oa 20,000 

Retained "earnings: cts wccnwatcesuteramrwat arent tet che es a 235,800 

Dividends 2c pecs ss aan Areas wena cee nate 46,000 

Rees Ganneditic cs, sinc ot atinies < teericl steak iratec ave Gee 484,000 

Interest:earned Guet.gts comic ee tet asi i ae emavers 24,000 

Depreciation expense—Automobiles ............. 26,000 

Depreciation expense—Equipment............... 18,000 

Salaries: EXPENSE cv. tam mua ee ee regener nereeene ee 188,000 

Wages Expenses cikenuw cay rent cet pe cne ane rnont 40,000 

literesCiexpense ic, note ence eo ey ne 32,000 

Office’supplies expense... : 08... 62 ey i ee 34,000 

Advertising: expense: au. .iste cuts tien nine mee me 58,000 

Repairs expense—Automobiles ..........5.2..... 24,800 

TOtAIS SAN Eek en Leena Se kn OR tea $1,134,800 $1,134,800 
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Required 

1. Use the information in the adjusted trial balance to prepare (a) the income statement for the year ended 

December 31, 2016; (b) the statement of retained earnings for the year ended December 31, 2016; and 

(c) the balance sheet as of December 31, 2016. 

2. Compute the profit margin for year 2016 (use total revenues as the denominator). 

occurred during the company’s first month. 

April 1 Nozomi invested $30,000 cash and computer equipment worth $20,000 in the company in ex- 

change for common stock. 

2 The company rented furnished office space by paying $1,800 cash for the first month’s (April) 

rent. 
3. The company purchased $1,000 of office supplies for cash. 

10 The company paid $2,400 cash for the premium on a 12-month insurance policy. Coverage 

begins on April 11. 
14. The company paid $1,600 cash for two weeks’ salaries earned by employees. 

24 The company collected $8,000 cash on commissions from airlines on tickets obtained for cus- 

tomers. 
28 The company paid $1,600 cash for two weeks’ salaries earned by employees. 

29 The company paid $350 cash for minor repairs to the company’s computer. 

30 The company paid $750 cash for this month’s telephone bill. 

30 The company paid $1,500 cash in dividends. 

The company’s chart of accounts follows: 

101 Cash 405 Commissions Earned 

106 Accounts Receivable 612 Depreciation Expense — Computer Equip. 

124 Office Supplies 622 Salaries Expense 

128 Prepaid Insurance 637 Insurance Expense 

167 Computer Equipment 640 Rent Expense 

168 Accumulated Depreciation—Computer Equip. 650 Office Supplies Expense 

209 = Salaries Payable 684 Repairs Expense 

307 Common Stock 688 Telephone Expense 

318 Retained Earnings 901 Income Summary 

319 Dividends 

Required 

1. Use the balance column format to set up each ledger account listed in its chart of accounts. 

2. Prepare journal entries to record the transactions for April and post them to the ledger accounts. The 

company records prepaid and unearned items in balance sheet accounts. 

3. Prepare an unadjusted trial balance as of April 30. 

4. Use the following information to journalize and post adjusting entries for the month: 

. Two-thirds (or $133) of one month’s insurance coverage has expired. 

- At the end of the month, $600 of office supplies are still available. 

. This month’s depreciation on the computer equipment is $500. 

. Employees earned $420 of unpaid and unrecorded salaries as of month-end. 

. The company earned $1,750 of commissions that are not yet billed at month-end. 

5. Prepare the adjusted trial balance as of April 30. Prepare the income statement and the statement of 

retained earnings for the month of April and the balance sheet at April 30, 2016. 

6. Prepare journal entries to close the temporary accounts and post these entries to the ledger. 

onnaao am 

7. Prepare a post-closing trial balance. 

151 

Check 

$600,000 

(1) Total assets, 

Problem 3-6A 

Applying the accounting 

cycle 

Pi PZ Paha 

Check (38) Unadj. trial 

balance totals, $58,000 

(4a) Dr. Insurance 

Expense, $133 

(5) Net income, 

$2,197; Total assets, $51,117 

(7) P-C trial balance 

totals, $51,617 
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Determining balance tion. If the item should not appear on the balance sheet, enter a Z in the blank. 

sheet classifications A. Current assets E. Current liabilities 

C3 B. Long-term investments F. Long-term liabilities 

C. Plant assets G. Equity 

D. Intangible assets 

1. Long-term investment in stock _s- 12. Accumulated depreciation—Trucks 

2. Depreciation expense—Building oe S133 C350 

3. Prepaid rent _______ 14. Buildings 

4. Interest receivable __ + — 15. Store supplies 

5. Taxes payable __- 16. Office equipment 

6. Automobiles ____ 17. Land (used in operations) 

7. Notes payable (due in 3 years) _____ 18. Repairs expense 

8. Accounts payable ______ 19. Office supplies 

9. Prepaid insurance ______ 20. Current portion of long-term note 

10. Common stock payable 

11. Unearned services revenue 

Problem 3-8A The adjusted trial balance for Tybalt Construction as of December 31, 2016, follows. 

Preparing closing entries, 

financial statements, and ee co ies 
Patios Adjusted Trial Balance 

December 31, 2016 

Al A2 P3 P4 
Account Title i Credit 

Obes Gash soe a oo ur cere ee to aR clay a $ 5,000 

104 = Short-termiinvestments®: 24 3. nese 23,000 

126 ¢22SuUpplleSi ce encores Se ema es aoe cere 8,100 

128° (Prepaidiinsurance en ae ee eas as 7,000 

167. o Equipment ck on tcae teeaa 40,000 

168 Accumulated depreciation—Equipment ........ $ 20,000 

173%. BUIGINg: (ook cn Orn Beck aee nation wars cen oeeiels 150,000 

174 Accumulated depreciation—Building .......... 50,000 

1832s bandsse ies eu ee iene ste screens ates 4 55,000 

201)s =. Accounts payable ic tifa ps wc as aera 16,500 

203s Interest payablemersiisc vjsecte stn Gk eae oe 2,500 

208% 3 Rent payablent: Soi aie ee cr is 3,500 

210-00" WWages:payable: 235 2s iscsi ttc as see norte 2,500 

2A G0) PropertyitaXxes payablew, q.crqeiot emi een re 900 

233 - Unearned professional tees: . 2225... 5-2 7,500 

25|- long-tenm notes payables, )25 808 an 67,000 

B07. Common stock. ete certs ce verre te eens 5,000 

318t eRetainodkearnings, ose crs ie tues eee 121,400 

319 Dividendsesninn.calawa se one oe es 13,000 

401 Professional fees earned). i. oi cc esc es ces ce 97,000 

406 Rentiearned ras ic eccrethact tic ats wipes sone nve oe ade ete 14,000 

407, 1 Dividendsearned®) 0. cee eee ce cs 2,000 

409 Interést-earned 4.8 o sec 2 ditions, fer Canes 2,100 

606 Depreciation expense—Building .............. 11,000 

612 Depreciation expense—Equipment............ 6,000 

623°> “NVagES EXPENSE ow cite an ioe ctarnsavenspe et cote ee ooo 32,000 

633... Interest expense. annuus cr tot eee cm nnirs 5,100 

637... Insunanceexpensecy evaeton twee niece cete 10,000 

640.25 (Rentexpense. vc: ratcinys ote seein wine ers tyres 13,400 

652) | Supplies 'expensere feta). seme Ce ee 7,400 

682°") Postage expense... file oe eee wae cs eee 4,200 

683: © Property taxes expenses ae wale ee 5,000 

684 »- Repairs: expense: io otic vii Ais eee ee 8,900 

688 —‘Telephone-expensé:).), ee cee ec es 3,200 

690: “Utilities expenses, Mamacc cetera ee 4,600 

Totals? os. cin soa imlats save oe epee sree $411,900 $411,900 
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The December 31, 2015, credit balance of the Retained Earnings account was $121,400. Tybalt 

Construction is required to make a $7,000 payment on its long-term notes payable during 2017. 

Required 

iP 

Ps 

Prepare the income statement and the statement of retained earnings for the calendar year 2016 and the 

classified balance sheet at December 31, 2016. 

Prepare the necessary closing entries at December 31, 2016. 

. Use the information in the financial statements to compute these ratios: (a) return on assets (total as- 

sets at December 31, 2015, was $200,000), (b) debt ratio, (c) profit margin ratio (use total revenues as 

the denominator), and (d) current ratio. Round ratios to three decimals for parts a and c, and to two 

decimals for parts b and d. 

For each of the following entries, enter the letter of the explanation that most closely describes it in the 

space beside each entry. (You can use letters more than once.) 

A. 

B. 

C. 

D. 

E. 

Natsu 

To record payment of a prepaid expense. F. To record an accrued expense. 

To record this period’s use of a prepaid expense. G. To record payment of an accrued expense. 

To record this period’s depreciation expense. H. To record an accrued revenue. 

To record receipt of unearned revenue. I. To record receipt of an accrued revenue. 

To record this period’s earning of prior 

unearned revenue. 

I. Intenest Receivable as. wacerrnan secie etees sess cnn ats 3,500 

[NteReSEIREVENUG! Care me mene eet ee cinic eee eure 3,500 

Ds Salaries: Rayablewsince on, Ano cd ae oe 9,000 

Gashteiie cen ee Ie ee, Sa eR AER Sacre er. 9,000 

aXe Depreciation Expense ... 2.2.2... 22-s2t5ee0+ sees: 8,000 

Accumulated Depreciation ..............+2+++-: 8,000 

4 (Grin ee seca otis oes Sen Di Once co ocr cane ei are cers oe Pues 9,000 

Wnearned Professional Fees... 225. as ees 9,000 

Se Insurance Expense 4). ceis. 2c suey re ee tye 4,000 

Prepaid) Insurance. 2.2.22 --acsccce es. eel 4,000 

6. Interest: Expense se uraye fascist ree ito er a etearne 5,000 

INntenest Payable eye sete eee acts sae 5,000 

Ts asi ee a a ie et eresecee 1,500 

Accounts Receivable (from services) .........---- 1,500 

8. Salafies EXDeENSG 1s seats laa ene ctiem 7,000 

Salaries pay abieue mitrterGe ercredtct teasers 3 stairs 7,000 

9 (BES hy, Pee ea etl Sr EULER ONDE 1,000 

Interest Receivablete nm 26 te cr trek es ce otene 1,000 

10 Prepaid RENE cys sia ee cies eee aieine cle kein sine He dine 3,000 

LEI hf selec Ae ere RTPI Cee ee er Pee ma rt 3,000 

he Rent Expense ar qe seme rier ieee cite inc arte urerias 7,500 

Prepaid’ Rents. ence: cle cnr 7,500 

12. Unearned Professional Fees........---.002+0 +e eeeee 6,000 

Professional Fees Earned ..............2s-eeeenee 6,000 

Co. follows the practice of recording prepaid expenses and unearned revenues in balance sheet 

accounts. The company’s annual accounting period ends on October 31, 2016. The following information 

concerns the adjusting entries that need to be recorded as of that date. 

a. The Office Supplies account started the fiscal year with a $600 balance. During the fiscal year, the 

company purchased supplies for $4,570, which was added to the Office Supplies account. The sup- 

plies available at October 31, 2016, totaled $800. 

An analysis of the company’s insurance policies provided the following facts. 

Months of 

Coverage Policy Date of Purchase Cost 

A April 1, 2015 24 $6,000 

B April 1, 2016 36 7,200 

Ss August |, 2016 12 1,320 

Problem 3-2B 

153 

Check (1) Total assets 

(12/31/2016), $218,100; Net 

income, $4,300 

PROBLEM SET B 

Problem 3-1B 

Identifying adjusting 

entries with explanations 

PI 

Preparing adjusting and 

subsequent journal 

entries 

PI 



154 Chapter 3 Adjusting Accounts for Financial Statements 

The total premium for each policy was paid in full (for all months) at the purchase date, and the 

Prepaid Insurance account was debited for the full cost. (Year-end adjusting entries for Prepaid 

Insurance were properly recorded in all prior fiscal years.) 

c. The company has four employees, who earn a total of $1,000 for each workday. They are paid each 

Monday for their work in the five-day workweek ending on the previous Friday. Assume that October 

31, 2016, is a Monday, and all four employees worked the first day of that week. They will be paid 

salaries for five full days on Monday, November 7, 2016. 

d. The company purchased a building on November |, 2013, that cost $175,000 and is expected to have 

a $40,000 salvage value at the end of its predicted 25-year life. Annual depreciation is $5,400. 

e. Since the company does not occupy the entire building it owns, it rented space to a tenant at $1,000 per 

month, starting on September |, 2016. The rent was paid on time on September |, and the amount re- 

ceived was credited to the Rent Earned account. However, the October rent has not been paid. The 

company has worked out an agreement with the tenant, who has promised to pay both October and 

November rent in full on November 15. The tenant has agreed not to fall behind again. 

f. On September 1, the company rented space to another tenant for $725 per month. The tenant paid five 

months’ rent in advance on that date. The payment was recorded with a credit to the Unearned Rent account. 

Required 
Check (1b) Dr. Insurance 

Expense, $4,730; (1d) Dr : ‘ 

Depreciation Expense 2. Prepare journal entries to record the first subsequent cash transaction in November 2016 for parts c 

$5,400 and e. 

1. Use the information to prepare adjusting entries as of October 31, 2016. 

Problem 3-3B Following is the unadjusted trial balance for Alonzo Institute as of December 31, 2016, which initially 

Preparing adjusting records prepaid expenses and unearned revenues in balance sheet accounts. The Institute provides one- 

entries, adjusted trial on-one training to individuals who pay tuition directly to the business and offers extension training to 

balance, and financial groups in off-site locations. Shown after the trial balance are items a through / that require adjusting 

statements entries as of December 31, 2016. 

Pr 2 PB 

ALONZO INSTITUTE 
Unadjusted Trial Balance 

December 31, 2016 ie 
2 Debit Credit 

8) Cash $ 60,000 

4 Accounts receivable 0 

5 Teaching supplies 70,000 

6 Prepaid insurance 19,000 

7 | Prepaid rent 3,800 

8 Professional library 12,000 

g Accumulated depreciation—Professional library $ 2,500 

go Equipment 40,000 

41 Accumulated depreciation — Equipment 20,000 

2, Accounts payable 11,200 

3 Salaries payable 0 

4 Unearned training fees 28,600 

5 Common stock 11,000 

6 Retained earnings 60,500 

7 Dividends 20,000 

s Tuition fees earned 129,200 

g Training fees earned 68,000 

99 Depreciation expense —Professional library 0 

9, Depreciation expense— Equipment 0 

99 Salaries expense 44,200 

93, Insurance expense 0 

94 Rent expense 29,600 

95 Teaching supplies expense 0 

95 Advertising expense 19,000 

97 | Utilities expense 13,400 

28 Totals $331,000 $331,000 
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Additional Information Items 

oao & 

g. 

h. 

An analysis of the Institute’s insurance policies shows that $9,500 of coverage has expired. 

. An inventory count shows that teaching supplies costing $20,000 are available at year-end 2016. 

. Annual depreciation on the equipment is $5,000. 

Annual depreciation on the professional library is $2,400. 

- On November |, the Institute agreed to do a special five-month course (starting immediately) for a 

client. The contract calls for a $14,300 monthly fee, and the client paid the first two months’ fees in 

advance. When the cash was received, the Unearned Training Fees account was credited. The last two 

months’ fees will be recorded when collected in 2017. 

- On October 15, the Institute agreed to teach a four-month class (beginning immediately) to an indi- 

vidual for $2,300 tuition per month payable at the end of the class. The class started on October 15, but 

no payment has yet been received. (The Institute’s accruals are applied to the nearest half-month; for 

example, October recognizes one-half month accrual.) 

The Institute’s only employee is paid weekly. As of the end of the year, three days’ salaries have ac- 

crued at the rate of $150 per day. 

The balance in the Prepaid Rent account represents rent for December. 

Required 

1. 

2. 

3. 

4. 

Prepare T-accounts (representing the ledger) with balances from the unadjusted trial balance. 

Prepare the necessary adjusting journal entries for items a through /, and post them to the T-accounts. 

Assume that adjusting entries are made only at year-end. 

Update balances in the T-accounts for the adjusting entries and prepare an adjusted trial balance. 

Prepare the company’s income statement and statement of retained earnings for the year 2016, and 

prepare its balance sheet as of December 31, 2016. 

A six-column table for Yan Consulting Company follows. The first two columns contain the unadjusted 

trial balance for the company as of December 31, 2016, and the last two columns contain the adjusted 

trial balance as of the same date. 

Unadjusted Adjusted 

Trial Balance Adjustments Bigcie-ritlte- 

Cashion repaar ie vat Serer $ 45,000 $ 45,000 

Accounts receivable .......... 60,000 66,660 

Office sUpplieserencirer erie) 1- 40,000 17,000 

Prepaid insurance ............ 8,200 3,600 

Office equipment ..........-- 120,000 120,000 

Accumulated depreciation— 

Officeiequipyn. ase eee $ 20,000 $ 30,000 

Accounts payable ............ 26,000 32,000 

Interest payable ............. 0 2,150 

Salaries payable ............>- 0 I 16,000 

Unearned consulting fees ...... 40,000 27,800 

Long-term notes payable ...... 75,000 75,000 

Gommon Stock says: ets ere: 4,000 4,000 

Retained earnings .........--. 76,200 | 76,200 

Dividends sew ety tert acie et 20,000 20,000 

Consulting fees earned........ 234,600 | 253,460 

Depreciation expense— 

Office equip. .........-:+-- 0 10,000 

Salaries expense ..........--- 112,000 | 128,000 

Interest expense .......------ 8,600 10,750 

Insurance expense ......--+:> 0 a 4,600 

Rent expense .......-.---+-- 20,000 20,000 

Office supplies expense ....... 0 23,000 

Advertising expense .....----- 42,000 | 48,000 

MOtalse cece npeees eaten $475,800 $475,800 $516,610 $516,610 
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Check (2e) Cr. Training 

Fees Earned, $28,600; 

(2f) Cr. Tuition Fees Earned, 

$5,750; (3) Adj. trial balance 

totals, $344,600; (4) Net 

income, $54,200 

Problem 3-4B 

Interpreting unadjusted 

and adjusted trial 

balances, and preparing 

financial statements 

Pl FZ. Pa A 
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Required 

Analysis Component 

1. Analyze the differences between the unadjusted and adjusted trial balances to determine the eight ad- 

justments that likely were made. Show the results of your analysis by inserting these adjustment 

amounts in the table’s two middle columns. Label each adjustment with a letter a through h/ and pro- 

vide a short description of it at the bottom of the table. 

Preparation Component 

Check (2) Net income, 2. Use the information in the adjusted trial balance to prepare this company’s (a) income statement and 

$9,110; Total assets, $222,260 its statement of retained earnings for the year ended December 31, 2016 (Note: Retained earnings at 

December 31, 2015, was $76,200, and the current-year dividends were $20,000), and (b) the balance 

sheet as of December 31, 2016. 

The adjusted trial balance for Speedy Courier as of December 31, 2016, follows. 

Preparing financial 

statements from the Debit Credit 

adjusted trial balance 
and calculating profit Gashiss es. Shere eens Dee haa panes $ 58,000 

margin Accountsireceivable: 3... stg er o.cie ot sis ce Sore 120,000 

fnterest. receivable! .cisy <8 fom c delhote. cet 7,000 

P3 AI Notes receivable (due in 90 days) ............ 210,000 

Office /SUpplieS wane cee er oe 22,000 

TRUCKS, fecal Sheree, acca eau Geena meun doce atees 134,000 

Accumulated depreciation—Trucks........... $ 58,000 

Equipment:tcccnt oe tte eer cena ee 270,000 

Accumulated depreciation—Equipment........ 200,000 

Landis cs Pe ee een Meter 100,000 
Accounts: payablewc a5 Gs tuacbs cote te em eee 134,000 

Interest:payableno 7 isa, 5 se he accion soe 20,000 

Salaries payablete 2. ccm. ets eee a ee es 28,000 

Uneanned delivery fees... 805: sia65: 265s 5 oe ap 120,000 

Long-term notes payable...................- 200,000 

Cominon: stockiene. a en es 15,000 

Retained:earnings 3 ..055. foe eer cee 110,000 

Dividendsevi3 chine. oc ee es moan eee 50,000 

Delivery fees:earneds 05. nats erste 611,800 

Interestieamed soccer: Sa ck ee Ss 34,000 

Depreciation expense—Trucks .............. 29,000 

Depreciation expense—Equipment........... 48,000 

Salaries 'expens@ aa ..cc aces a cece 74,000 

Wases*expenSe@is ns ela eerie cee 300,000 

lniterestexpensSeyter, 1. sno ee eiar csc 15,000 

Office: supplies expense: i.e. lice se 31,000 

Advertising expense... tciswetisc ace gras oe 27,200 

Repairsiexpense—Incks'.) so. is este ee ee 35,600 

TO GAS «ai cctesvseste FeGeg ogres tetas arene caomaveeenegsi $1,530,800 $1,530,800 

Required 

Check (1) Total assets, 1. Use the information in the adjusted trial balance to prepare (a) the income statement for the year ended 

$663,000 December 31, 2016; (b) the statement of retained earnings for the year ended December 31, 2016; and 

(c) the balance sheet as of December 31, 2016. 

2. Compute the profit margin for year 2016 (use total revenues as the denominator). 

Problem 3-6B 
Applying the accounting actions occurred during the company’s first month. 

nce July 1 Plume invested $30,000 cash and buildings worth $150,000 in the company in exchange for 
Bias hz, Fa Ra PS common stock. 

ra 2 The company rented equipment by paying $2,000 cash for the first month’s (July) rent. 

The company purchased $2,400 of office supplies for cash. 

10 The company paid $7,200 cash for the premium on a 12-month insurance policy. Coverage be- 
gins on July 11. 
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14 The company paid an employee $1,000 cash for two weeks’ salary earned. 

24 The company collected $9,800 cash for storage fees from customers. 

28 The company paid $1,000 cash for two weeks’ salary earned by an employee. 

29 The company paid $950 cash for minor repairs to a leaking roof. 

30 The company paid $400 cash for this month’s telephone bill. 

31 The company paid $2,000 cash in dividends. 

The company’s chart of accounts follows: 

10! Cash 40| Storage Fees Earned 

106 Accounts Receivable 606 Depreciation Expense—Buildings 

124 Office Supplies 622 Salaries Expense 

128 Prepaid Insurance 637 Insurance Expense 

173 Buildings 640 Rent Expense 

174 Accumulated Depreciation—Buildings 650 Office Supplies Expense 

209 ~~ Salaries Payable 684 Repairs Expense 

307. Common Stock 688 Telephone Expense 

318 Retained Earnings 901 Income Summary 

319 Dividends 

Required 

1. Use the balance column format to set up each ledger account listed in its chart of accounts. 

2. Prepare journal entries to record the transactions for July and post them to the ledger accounts. Record 

prepaid and unearned items in balance sheet accounts. 

3. Prepare an unadjusted trial balance as of July 31. Check (3) Unadj. trial 

4. Use the following information to journalize and post adjusting entries for the month: balance totals, $189,800 

a. Two-thirds of one month’s insurance coverage has expired. (4a) Dr. Insurance 

b. At the end of the month, $1,525 of office supplies are still available. Expense, $400 

c. This month’s depreciation on the buildings is $1,500. 

d. An employee earned $100 of unpaid and unrecorded salary as of month-end. 

e. The company earned $1,150 of storage fees that are not yet billed at month-end. 

5. Prepare the adjusted trial balance as of July 31. Prepare the income statement and the statement of (5) Net income, 

retained earnings for the month of July and the balance sheet at July 31, 2016. $2,725; Total assets, $180,825 

6. Prepare journal entries to close the temporary accounts and post these entries to the ledger. (7) EG anal balanae 

7. Prepare a post-closing trial balance. totals, $182,325 

In the blank space beside each numbered balance sheet item, enter the letter of its balance sheet clas- Problem 3-7B 

sification. If the item should not appear on the balance sheet, enter a Z in the blank. Determining balance 

A. Current assets E. Current liabilities sheet classifications 

B. Long-term investments F. Long-term liabilities 03 

C. Plant assets G. Equity 

D. Intangible assets 

1. Commissions earned _—s- 11. Rent receivable 

2. Interest receivable ___—s- 12... Salaries payable 

3. Long-term investment in stock _____-'13. Income taxes payable 

4. Prepaid insurance __—s- 14. Common stock 

5. Machinery _s 15. Office supplies 

6. Notes payable (due in 15 years) ___-: 16. _ Interest payable 

7. Copyrights _______ 17. Rent revenue 

8. Current portion of long-term ______—- 18. Notes receivable (due in 120 days) 

note payable ___-—«- 19. Land (used in operations) 

9. Accumulated depreciation—Trucks ________ 20. Depreciation expense—Trucks 

_s 10. Office equipment 
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Problem 3-8B The adjusted trial balance for Anara Co. a 

Preparing closing entries, 

financial statements, and 
ratios ANARA COMPANY 

Adjusted Trial Balance 

Al A2 P3 P4 December 31, 2016 

Account Title Debit Credit 

NOR Gash es oer terre tice es eee oe recne ates aes $ 7,400 

1045“ Short-termiinvestments 0.0). 02 0.0.20. 6-52 2 11,200 

T26SUpplics sen te cet e ccuse rece cre eaten agers 4,600 

[260 - sPrepaidsinsurances ss a. te cee ae ore eae 1,000 

(67 SP EQuipmente tosh eee terns ay, eopeenie 24,000 

168 | Accumulated depreciation—Equipment......... $ 4,000 

7S MB uildingietes: sae eter emir cs Berio cee 100,000 

174 Accumulated depreciation—Building........... 10,000 

[S32e banda eae sh ie te oe oer fees 30,500 

20 2 ACCOUNTS payables. oie foe cece es ieee 3,500 

203asc Interest: payables. bier e anaes angst ones 1,750 

2082 Rent payable qs usec np sewers oye ia seers 400 

DOr eWWases payable. ov cs een el 1,280 

213 sein Property caxes; payable acer spies scares Seat 3,330 

233 Unearned professional fees.................-- 750 

251 Long-term notes payable .................... 40,000 

307) - + GOmmon Stock. oc ce erties ries ee 30,000 

318. Retained earnings: ccc. tse oera deere sco wie at 62,800 

B19 Dividends. exes are hae ee take dri are 8,000 

401 Professional'fees earned! sas t es tina. sss 59,600 

406). So Rent eamed sate ion. van eAue ste oe cope e es 4,500 

407 Dividends:earned ss ee one ees 1,000 

409 Interestieamed sy ces eee 1,320 

606 Depreciation expense—Building .............. 2,000 

612 Depreciation expense—Equipment............ 1,000 

623) Wages expense cs wore cee eas seen le 18,500 

633) sulnterest.expense-. cas midm cease cee nics or emuanee 1,550 

6375 Insurance-Expense 60 eas carci cera les 525 

G40] -Rentexpense. iam er ah wai een 3,600 

652. ‘Suppliesiexpense.).1) cc) ct alae Se hegess es 1,000 

682% -Postageexpense:t aati yt emer scesiow ai 410 

683). « Property taxes expense: ... 0. 4.25.3 4 sees 4,825 

684: Repairs: expense canoer ae creck’ Gens is noise 679 

688 Telephoneiexpense.tije xe ce uses eee or 521 

690 Utilities expense s.)..g. 0 aietal oa eee tines 1,920 

Totalss i nene eet tect em stra sage $224,230 $224,230 

The December 31, 2015, credit balance of the Retained Earnings account was $62,800. Anara Company 

is required to make an $8,400 payment on its long-term notes payable during 2017. 

Required 

Check (1) Total assets 1. Prepare the income statement and the statement of retained earnings for the calendar year 2016 and the 

(12/31/2016), $164,700; Net classified balance sheet at December 31, 2016. 

income, $28,890 2. Prepare the necessary closing entries at December 31, 2016. 

3. Use the information in the financial statements to calculate these ratios: (a) return on assets (total as- 

sets at December 31, 2015, were $160,000), (b) debt ratio, (c) profit margin ratio (use total revenues 

as the denominator), and (d) current ratio. Round ratios to three decimals for parts a and c, and to two 

decimals for parts b and d. 
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This serial problem began in Chapter I and continues through most of the book. If previous chapter seg- SERIAL 
ments were not completed, the serial problem can still begin at this point. It is helpful, but not necessary, PROBLEM 
to use the Working Papers that accompany the book. Business Solutions 

sP 3 After the success of the company’s first two months, Santana Rey continues to operate Business PATE A al) 

Solutions. (Transactions for the first two months are described in the Chapter 2 serial problem.) The 

November 30, 2016, unadjusted trial balance of Business Solutions (reflecting its transactions for October 

and November of 2016) follows. 

No. Account Title Debit Credit 

LO lpeeeCasheries re eee cite ca, ont inner ere See cake $38,264 

WOGes se Accotnts neceiVvablé ae 2 ete ee nce 12,618 

[26a GomputernsupplicSe: aucce ii ee ee 2,545 

128.5 = Prepaidinsurancets 2. satarene ae nuns wae careers me 2,220 

[3S wbhepaid rentec.. 25 onic: «ae rss cue etre aie et 3,300 

163° Officetequipmentio. 7 a. Maas ae Gee ee 8,000 

164 Accumulated depreciation—Office equipment ............ $ 0 

lovee Computer equipments taco se ta see eine eae 20,000 

168 Accumulated depreciation—Computer equipment......... 0 

DOA CCOUNtS: payables. so ee a cette ee Wa eke 0 

2iOe Wages ‘payable 2.0).5 (sree Wass signe ents sae stint 0 

236 Unearned computer services revenue .................45 0 

S07 == Common Stockemen cree neces eh recn eens arene 73,000 

BUSmeERetanearearnines sweet es es eee ete re 0 

SiO MAD IVIGCNOS ec eee ee crag oe ee 5,600 

A403 Compliter:senvices revenue ty... mtne a mcntett crs halts <r 25,659 

612 Depreciation expense—Office equipment..............-- 0 

613 Depreciation expense—Computer equipment ............ 0 

GDS MEV VASES eXPCNSChy 6 oe earn panie AS cui ametstere 2,625 

GB7e we lmSUPpance EXPENSe. sie ort tire aie terion d eee erty enone 0 

G40 BEC REM texpense erate. vies sarees irene stirrer etc wosie sherk 0 

652 Computer supplies expense.............--.+--++----:- 0 

655 Advertising Expense . 2.00. s tee eee ee eens 1,728 

676m) Mileage-expenseianun. teae cert rr itt deine oem enens 704 

6/7 Miscellaneous expenses...5-.---0-ce-p ese ete 250 

684 Repairs expense—Computer ..........--.- 50sec ee eeee 805 

USAC 355 oboe mn coon ee on hid some cnn ooete en me $98,659 $98,659 

Business Solutions had the following transactions and events in December 2016. 

Dec. 2. Paid $1,025 cash to Hillside Mall for Business Solutions’s share of mall advertising costs. 

3. Paid $500 cash for minor repairs to the company’s computer. 

4 Received $3,950 cash from Alex’s Engineering Co. for the receivable from November. 

10 Paid cash to Lyn Addie for six days of work at the rate of $125 per day. 

14 Notified by Alex’s Engineering Co. that Business Solutions’s bid of $7,000 on a proposed proj- 

ect has been accepted. Alex’s paid a $1,500 cash advance to Business Solutions. 

15 Purchased $1,100 of computer supplies on credit from Harris Office Products. 

16 Sent a reminder to Gomez Co. to pay the fee for services recorded on November 8. 

20 Completed a project for Liu Corporation and received $5,625 cash. 

22-26 Took the week off for the holidays. 

28 Received $3,000 cash from Gomez Co. on its receivable. 

29 Reimbursed S. Rey for business automobile mileage (600 miles at $0.32 per mile). 

31 The company paid $1,500 cash in dividends. 

The following additional facts are collected for use in making adjusting entries prior to preparing financial 

statements for the company’s first three months: 

a. The December 31 inventory count of computer supplies shows $580 still available. 

b. Three months have expired since the 12-month insurance premium was paid in advance. 
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Check (3) Adjusted trial 

balance totals, $109,034 

(6) Total assets, 

$83,460 

(8) Post-closing 

trial balance totals, $85,110 

Chapter 3. Adjusting Accounts for Financial Statements 

~ Oo 29 

As of December 31, Lyn Addie has not been paid for four days of work at $125 per day. 

The computer system, acquired on October 1, is expected to have a four-year life with no salvage value. 

The office equipment, acquired on October 1, is expected to have a five-year life with no salvage value. 

Three of the four months’ prepaid rent has expired. 

1. 

ONO RWHN 

Prepare journal entries to record each of the December transactions and events for Business Solutions. 

Post those entries to the accounts in the ledger. 

. Prepare adjusting entries to reflect a through f. Post those entries to the accounts in the ledger. 

. Prepare an adjusted trial balance as of December 31, 2016. 

Prepare an income statement for the three months ended December 31, 2016. 

. Prepare a statement of retained earnings for the three months ended December 31, 2016. 

. Prepare a balance sheet as of December 31, 2016. 

. Record and post the necessary closing entries for Business Solutions. 

. Prepare a post-closing trial balance as of December 31, 2016. 

e 

GENERAL The General Ledger tool in Connect allows students to immediately see the financial statements as 

GL LEDGER of a specific date. Each of the following questions begins with an unadjusted trial balance. Using 

PROBLEMS transactions from the following assignment, prepare the necessary adjustments and determine the 

impact each adjustment has on net income. The financial statements are automatically populated. 

Available in Connect 

a connect 
GL 3-1 Based on the FastForward illustration in this chapter 

Using transactions from the following assignments, prepare the necessary adjustments, create the 

financial statements, and determine the impact each adjustment has on net income. 

GL 3-2 Based on Problem 3-3A GL 3-5 Based on Problem 3-6A 

GL 3-3 Extension of Problem 2-1A GL 3-6 Based on Serial Problem SP 3 

GL 3-4 Extension of Problem 2-2A 

Beyond the Numbers . 

REPORTING IN BTN 3-1 Refer to Apple’s financial statements in Appendix A to answer the following. 

ACTION 1. Identify and write down the revenue recognition principle as explained in the chapter. 

Al P4 2. Review Apple’s footnotes (in Appendix A and/or from its 10-K on its website) to discover how it ap- 

a) plies the revenue recognition principle and when it recognizes revenue. Report what you discover. 

APPLE 3. What is Apple’s profit margin for fiscal years ended September 27, 2014, and September 28, 2013? 

4. For the fiscal year ended September 27, 2014, what amount is credited to Income Summary to sum- 

marize its revenues earned? 

5. For the fiscal year ended September 27, 2014, what amount is debited to Income Summary to sum- 

marize its expenses incurred? 

6. For the fiscal year ended September 27, 2014, what is the balance of its Income Summary account 

before it is closed? 

Fast Forward 

7. Access Apple’s annual report (10-K) for fiscal years ending after September 27, 2014, at its website 

(Apple.com) or the SEC’s EDGAR database (www.SEC. gov). Assess and compare the September 27, 

2014, fiscal year profit margin to any subsequent year’s profit margin that you compute. 



Chapter 3 Adjusting Accounts for Financial Statements 161 

BTN 3-2 Key figures for the recent two years of both Apple and Google follow. 

Apple Google 

Raatliitesats Current Year Prior Year Current Year Prior Year 

Netiincomenitecs oui Ges bs $ 39,510 $ 37,037 $14,444 $12,920 

Netisalesee G5 ey nn eee 182,795 170,910 66,001 Se) SHS) 

@urrentiassets | <A acct 68,531 73,286 80,685 72,886 

Current liabilities. .......... 63,448 43,658 16,805 15,908 

Required 

1. Compute profit margins for (a) Apple and (b) Google for the two years of data shown. 

2. Which company is more successful on the basis of profit margin? Explain. 

3. Compute the current ratio for both years for both companies. 

4. Which company has the better ability to pay short-term obligations according to the current ratio? 

5. Analyze and comment on each company’s current ratios for the past two years. 

6. How do Apple’s and Google’s current ratios compare to their industry (assumed) average ratio of 2.0? 

BTN 3-3 Jessica Boland works for Sea Biscuit Co. She and Farah Smith, her manager, are preparing 

adjusting entries for annual financial statements. Boland computes depreciation and records it as 

Depreciation Expense—Equipment ............... 123,000 

Accumulated Depreciation—Equipment ....... 123,000 

Smith agrees with her computation but says the credit entry should be directly to the Equipment account. 

Smith argues that while accumulated depreciation is technically correct, “it is less hassle not to use a con- 

tra account and just credit the Equipment account directly. And besides, the balance sheet shows the same 

amount for total assets under either method.” 

Required 

1. How should depreciation be recorded? Do you support Boland or Smith? 

2. Evaluate the strengths and weaknesses of Smith’s reasons for preferring her method. 

3. Indicate whether the situation Boland faces is an ethical problem. Explain. 

COMPARATIVE 
ANALYSIS 

APPLE 

GOOGLE 

ETHICS 
CHALLENGE 

Ci 

BTN 3-4 Assume that one of your classmates states that a company’s books should be ongoing and there- 

fore not closed until that business is terminated. Write a half-page memo to this classmate explaining the 

concept of the closing process by drawing analogies between (1) a scoreboard for an athletic event 

and the revenue and expense accounts of a business or (2) a sports team’s record book and retained earn- 

ings. (Hint: Think about what would happen if the scoreboard is not cleared before the start of a new game.) 

COMMUNICATING 
IN PRACTICE 

P4 

BTN 3-5 Access EDGAR online (www.SEC.gov) and locate the 10-K report of The Gap, Inc., (ticker 

GPS) filed on March 23, 2015. Review its financial statements reported for the year ended January 31, 

2015, to answer the following questions. 

Required 

1. What are Gap’s main brands? 

2. What is Gap’s fiscal year-end? 

3. What is Gap’s net sales for the period ended January Bie 2013s 

4. What is Gap’s net income for the period ended January Bill Ole 

5. Compute Gap’s profit margin for the year ended January 31, 2015. 

6. Do you believe Gap’s decision to use a year-end of late January or early February relates to its natural 

business year? Explain. 

TAKING IT TO 
THE NET 

win 
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TEAMWORK IN 
ACTIO 

BTN 3-6 Four types of adjustments are described in the chapter: (1) prepaid expenses, (2) unearned 

revenues, (3) accrued expenses, and (4) accrued revenues. 

1. Form learning teams of four (or more) members. Each team member must select one of the four 

adjustments as an area of expertise (each team must have at least one expert in each area). 

2. Form expert teams from the individuals who have selected the same area of expertise. Expert teams 

are to discuss and write a report that each expert will present to his or her learning team addressing the 

a. Description of the adjustment and why it’s necessary. 

b. Example of a transaction or event, with dates and amounts, that requires adjustment. 

c. Adjusting entry(ies) for the example in requirement b. 

d. Status of the affected account(s) before and after the adjustment in requirement c. 

e. Effects on financial statements of not making the adjustment. 

3. Each expert should return to his or her learning team. In rotation, each member should present his or 

her expert team’s report to the learning team. Team discussion is encouraged. 

BTN 3-7 Review the opening feature of this chapter dealing with GoPro, Inc., and its entrepreneurial 

owner, Nick Woodman. 

1. Assume that GoPro sells a $300 gift certificate to a customer, collecting the $300 cash in advance. 

Prepare the journal entry for the (a) collection of the cash for delivery of the gift certificate to the cus- 

tomer and (b) revenue from the subsequent delivery of a GoPro Camera when the gift certificate is 

2. How can keeping less inventory help to improve GoPro’s profit margin? 

3. Nick Woodman understands that many companies carry considerable inventory, and he is thinking of 

carrying additional inventory of merchandise for sale. Nick desires your advice on the pros and cons 

of carrying such inventory. Provide at least one reason for, and one reason against, carrying additional 

BTN 3-8 Select a company that you can visit in person or interview on the telephone. Call ahead to the 

By L Required 

following: 

ENTREPRENEURIAL 

DECISION 

Cl Required 

used. 

inventory. 

HITTING THE 
ROAD 

ul @ 

company to arrange a time when you can interview an employee (preferably an accountant) who helps 

prepare the annual financial statements. Inquire about the following aspects of its accounting cycle: 

1. Does the company prepare interim financial statements? What time period(s) is used for interim 

statements? 

Does the company use the cash or accrual basis of accounting? 

Does the company use a work sheet in preparing financial statements? Why or why not? 

. Does the company use a spreadsheet program? If so, which software program is used? 

ag AWN . How long does it take after the end of its reporting period to complete annual statements? 

GLOBAL 
DECISION 

"'@@ 

Samsung 

APPLE 

GOOGLE 

BTN 3-9 Samsung (Samsung.com) is a leading manufacturer of consumer electronic products. The 

following selected information is available from Samsung’s financial statements along with that from 

Apple and Google. 

In millions Samsung Apple Google 

Netincome.... a... . W¥ 23,394,358 $ 39,510 $14,444 

Netisales: so. nee oar 206,205,987 182,795 66,001 

Required 

1. Compute profit margin for the current year for Samsung, Apple, and Google. 

2. Which company has the higher profit margin? For that company, how much net income does it receive 

for each $1 or ¥1 of sales? 
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ANSWERS TO MULTIPLE CHOICE QUIZ 

1. b; the forgotten adjusting entry is: dr. Wages Expense, cr. Wages 

Payable. 

2. c; Supplies used = $450 — $125 = $325 

3. b; Insurance expense = $24,000 x (8/24) = $8,000; adjusting entry 

is: dr. Insurance Expense for $8,000, cr, Prepaid Insurance for $8,000. 

4. a; Consulting fees earned = $3,600 x (2/6) = $1,200; adjusting 

entry is: dr Unearned Consulting Fee for $1,200, cr Consulting 

Fees Earned for $1,200. 

5. e; Profit margin = $15,000/$300,000 = 5% 

6. b 



Chapter Preview| 

MERCHANDISING 
ACTIVITIES 

" MERCHANDISING | 
PURCHASES SALES 

‘MERCHANDISING MERCHANDISE REPORTING | 
AND ANALYSIS 

C1 Reporting income 
and inventory 

C2 Operating cycles 
and inventory 
system 

costs 

Learning Objectives 

CONCEPTUAL 

C1 Describe merchandising activities and 
identify income components for a 

merchandising company. 

C2 Identify and explain the inventory asset 

and cost flows of a merchandising 

company. 

ANALYTICAL 

A1 Compute the acid-test ratio and explain 
its use to assess liquidity. 

P1 Accounting for: 

Purchase 

discounts 

Purchase returns 

and allowances 

Transportation 

P2 Accounting for: 

Sales of 

merchandise 

Sales discounts 

allowances 

A2 Compute the gross margin ratio 

and explain its use to assess 

profitability. 

PROCEDURAL 

P1 Analyze and record transactions for 

merchandise purchases using a 

perpetual system. 

Analyze and record transactions for 

merchandise sales using a perpetual 

system. 

Sales returns and 

P3 Adjusting and closing for 

P4 Multiple- and single-step 

| A1 Acid-test analysis 

_ A2 Gross margin analysis 
i 

merchandisers 

income statements 

Prepare adjustments and close 

accounts for a merchandising company. 

Define and prepare multiple-step and 

single-step Income statements. 

Appendix 4A Record and compare 

merchandising transactions using both 

periodic and perpetual inventory 

systems. 

Appendix 4C Record and compare 

merchandising transactions using the 

gross method and net method. 
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Food with Integrity 

DENVER— 

(Chipotle.com) founder Steve Ells invited 

friends over for dinner. His friends had be- 

come accustomed to elaborate meals pre- 

pared by Steve, a chef from a popular San 

Francisco restaurant. When friends arrived 

at his house one evening, recalled Steve, 

they were “extraordinarily disappointed” 

and wondered, “how good could a burrito 

be?” However, after Steve served his cre- 

ation, his friends were hooked on the “ab- 

solutely delicious” burritos 

After that dinner, Steve approached his 

parents with the idea of starting a burrito 

restaurant. “We were at my parents’ house 

writing out all these different names. And it 

was just like a light bulb went off: ‘| should 

call it Chipotle’” Everyone told Steve to call 

it something else. Steve said his friends 

and family asked, “’How do you pronounce 

it?’ Or, they said, ‘No one knows what it is.” 

Ignoring their advice, Steve moved ahead 

with the Chipotle name. Armed with a one- 

page business plan, Steve secured a 

$75,000 loan from his father to open the 

first Chipotle restaurant 

As business grew, Steve quickly fo- 

cused on getting the company’s accounting 

house in order. “It was making much more 

money than | had ever anticipated.” Even as 

Chipotle sales were exploding, the bust- 

ness “was beginning to run out of money.” 

In response, Steve set up an accounting 

Chipotle Mexican Grill Restaurant Operating Costs 
NYSE: CMG 

| Other 15% — Food 

53,000 employees _ Occupancy — — beverage 
1,783 restaurants } 8% & packaging 
$4.1 billion in sales Labor 2 

\30% ane 

system to measure, track, Summarize, and 

eport on all operations, especially pur 

chases. He also computerized the account- 

ng system, prepared monthly financial 

statements per restaurant, developed an- 

nual budgets, produced financial state- 

nents, and managed all bank accounts and 

payables. “We focused on the value in the 

uture,’” explains Steve. 

That discipline fundamentally altered 

Chipotle’s accounting system and renewed 

s focus on quality products, including the 

acking of purchases, purchase returns, and 

purchase allowances. Developing an ac- 

counting system to capture all aspects of 

1e operations is worth the effort, according 

to Steve. “I'm pleased with our perfor 

jance .. . [it] was an extraordinary year for 

our business,” proclaims Steve. Chipotle’s 

revenues, net income, and asset growth for 

the past four years reflect his optimism 

($ millions) 2011 2012 2013 2014 
————_——————— 

Revenues..... $2,270 $2,731 $3,215 $4,108 

Net income... 215 278 Bai 445 

Total assets... 1,425 1,669 2,009 2,546 

“Our performance is the direct result of 

our continued focus on the things that really 

drive our business,” insists Steve. The finan- 

cial markets are equally enthused about the 

accounting discipline and the vision provided 

by Steve—this is reflected in Chipotle’s 

stock price over the past four years. 

9 $720 

isa $600 
/ 

mt $480 

ate it se 
AN \ 

Aral” $240 

he el ; ! ! ! ! benth $120 
2010 2011 2012 2013 2014 2015 

The company is flying high with the 

right accounting for long-run success. The 

company will open “between 190 and 205 

restaurants” this year and plans for further 

expansion are already “underway.” 

“The idea was simple: show that food 

served fast didn't have to be a ‘fast-food’ ex 

perience,” explains Steve. “Using high-quality 

raw ingredients, classic cooking techniques, 

and distinctive interior design, we brought 

features from the realm of fine dining to the 

world of quick-service restaurants.” 

Sources: Chipotle website, January 2016, 

Bloomberg, February 2015; SeekingAlpha, 

April 2015; Fortune, March 2015; CNN, 

April 2015; Nature.org, April 2011 

165 



166 Chapter 4 Reporting and Analyzing Merchandising Operations 

MERCHANDISING ACTIVITIES 

CI 
Describe merchandising 
activities and identify 
income components for a 
merchandising company. 

EXHIBIT 4.1 

Computing Income for a 

Merchandising Company 

versus a Service Company 

Point: Fleming, SuperValu, 

and SYSCO are wholesalers 

Aeropostale, Coach, 

Target, and Walmart are 

retailers 

EXHIBIT 4.2 

Merchandiser's Income 

Statement 

Identify and explain the 
inventory asset and cost 

flows of a merchandising 

company. 

Previous chapters emphasized the accounting and reporting activities of service companies. A 

merchandising company’s activities differ from those of a service company. Merchandise con- 

sists of products, also called goods, that a company acquires to resell to customers. A merchan- 

diser earns net income by buying and selling merchandise. Merchandisers are often identified 

as either wholesalers or retailers. A wholesaler is an intermediary that buys products from 

manufacturers or other wholesalers and sells them to retailers or other wholesalers. A retailer 

is an intermediary that buys products from manufacturers or wholesalers and sells them to 

consumers. Many retailers sell both products and services. 

Reporting Income for a Merchandiser 

Net income for a merchandiser equals revenues from selling merchandise minus both the 

cost of merchandise sold to customers and the cost of other expenses for the period; see 

Exhibit 4.1. The usual accounting term for revenues from selling merchandise is sales, and 

the term used for the expense of buying and preparing the merchandise is cost of goods sold. 

(Some service companies use the term sales instead of revenues; and cost of goods sold is 

also called cost of sales.) 

Service Company 

Minus Equals Net 
Revenues == sac Expenses === 

income 

Merchandiser 

Net Minus f Equals e Minus Equals 
e Sips Cost 0 me ross Expenses aa Net 

sales goods sold profit income 

The income statement for Z-Mart in Exhibit 4.2 illustrates these key components of a mer- 

chandiser’s net income. The first two lines show that products are acquired at a cost of $230,400 

and sold for $314,700. The third line shows an $84,300 gross profit, also called gross margin, 

which equals net sales less cost of goods sold. Additional expenses of $71,400 are reported, 

which leaves $12,900 in net income. 

Z-MART 

Income Statement 

For Year Ended December 31, 2016 

Net sales ou; unomgenitienyice: $ 314,700 

Cost of goods sold ......... 230,400 

Gross profit ............... 84,300 

EXDenseS Poser salsa stamaneterietes 71,400 

Netihcomens.ccclisiaciwm toe $ 12,900 

Reporting Inventory for a Merchandiser 

A merchandiser’s balance sheet includes a current asset called merchandise inventory, an item 

not on a service company’s balance sheet. Merchandise inventory, or simply inventory, refers 

to products that a company owns and intends to sell. The cost of this asset includes the cost in- 
curred to buy the goods, ship them to the store, and make them ready for sale. 
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Operating Cycle for a Merchandiser 
A merchandising company’s operating cycle begins by 
purchasing merchandise and ends by collecting cash 
from selling the merchandise. The length of an operat- 
ing cycle differs across the types of businesses. Depart- 
ment stores often have operating cycles of two to five 
months. Operating cycles for grocery merchants usu- py et 
ally range from two to eight weeks. A grocer has more (a Accounts (b) Merchandise 
operating cycles in a year than, say, clothing or elec- receivable inventory 
tronics retailers. 

Exhibit 4.3 illustrates an operating cycle for a mer- 

chandiser with credit sales. The cycle moves from (a) 

cash purchases of merchandise to (b) inventory for sale to (c) credit sales to (d) accounts receiv- 

able to (¢) cash. Companies try to keep their operating cycles short because assets tied up in 

inventory and receivables are not productive. Cash sales shorten operating cycles. 

(C) Credit 3°” 

Inventory Systems 

Cost of goods sold is the cost of merchandise sold to customers during a period. It is often the 

largest single expense on a merchandiser’s income statement. Inventory refers to products a 

company owns and expects to sell in its normal operations. Exhibit 4.4 shows that a company’s 

merchandise available for sale consists of what it begins with (beginning inventory) and what it 

purchases (net purchases). The merchandise available is either sold (cost of goods sold) or kept 

for future sales (ending inventory). 

Beginning Net 

inventory a purchases 

Merchandise Inventory 

Sais! —— => a Merchandise : 

available for sale 

Cost of Ending 

ate goods sold inventory 

Two alternative inventory accounting systems can be used to collect information about cost 

of goods sold and cost of inventory: perpetual system or periodic system. The perpetual 

inventory system continually updates accounting records for merchandising transactions— 

specifically, for those records of inventory available for sale and inventory sold. The periodic 

inventory system updates the accounting records for merchandise transactions only at the end 

of a period. Technological advances and competitive pressures have dramatically increased use 

of the perpetual system. It gives managers immediate access to detailed information on sales 

and inventory levels, where they can strategically react to sales trends, cost changes, consumer 

tastes, and so forth, to increase gross profit. (Some companies use a hybrid system where the 

perpetual system is used for tracking units available and the periodic system is used to com- 

pute cost of sales.) 

The following sections on purchasing, selling, and adjusting merchandise use the perpetual system (ending with 

NTK 4.3). Appendix 4A uses the periodic system (with the perpetual results on the side). An instructor can 

choose to cover either one or both inventory systems. If the periodic system only is covered, then read Appendix 4A 

and return to the section titled “Financial Statement Formats” (after NTK 4.3). 
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EXHIBIT 4.3 

Merchandiser’s Operating 

Cycle 

EXHIBIT 4.4 

Merchandiser's Cost Flow 

for a Single Time Period 

Point: Mathematically, Exhibit 

4.4 says 

BI + NP = MAS, 

where BI is beginning inventory, 

NP is net purchases, and MAS 

is merchandise available for 

sale. Exhibit 4.4 also says 

MAS = El + COGS 

which can be rewritten as 

MAS — El = COGS or 

MAS — COGS = El, where 

El is ending inventory and 
COGS is cost of goods sold. 

In both equations above, if we 

know two of the three values, 

we can solve for the third. 

Point: Growth of superstores 

such as Costco and Sam’s 

Club is fueled by efficient use 

of perpetual inventory. Such 

large stores evolved after scan- 

nable UPC codes to help con- 

trol inventory were invented. 
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ACCOUNTING FOR MERCHANDISE PURCHASES 

PI 
Analyze and record 

transactions for 
merchandise purchases 

using a perpetual system. 

Assets = Liabilities + Equity 

+500 

—500 

Point: The Merchandise 

Inventory account reflects the 

cost of goods available for resale. 
Costs recorded in Merchandise 

Inventory are sometimes called 

inventoriable costs. 

Point: Lowe’s and Home 

Depot offer trade discounts 

to construction companies and 

contractors. Trade discounts 

help create loyalty among 

customers. Trade discounts are 

not journalized; purchases are 

recorded based on the invoice 

amount. 

EXHIBIT 4.5 

Credit Terms 

The cost of merchandise, also called goods, that are purchased for resale is recorded in the 

Merchandise Inventory asset account. This section explains how we record purchases under 

different purchase terms. 

Purchases without Cash Discounts 

Z-Mart would record a $500 cash purchase of merchandise on November 2 as follows: 

Noy. 2 Merchandise Inventory... 2. 08 aero ere 500 

Gashiil ah heel eakee ee Oe ee ri non eal erasers 500 

Purchased goods for cash. 

If these goods were instead purchased on credit, and no discounts were offered for early payment, 

Z-Mart would make the same entry except that Accounts Payable would be credited instead of Cash. 

© Decision ‘nsight 

Trade Discounts When a manufacturer or wholesaler prepares a catalog of items it has for sale, it usually 

gives each item a list price, also called a catalog price. However, an item’s intended selling price equals list 

price minus a given percent called a trade discount. The amount of trade discount usually depends on whether 

a buyer is a wholesaler, retailer, or final consumer. A wholesaler buying in large quantities is often granted a 

larger discount than a retailer buying in smaller quantities. A buyer records the net amount of list price minus 

trade discount. For example, a supplier of Z-Mart lists an item of merchandise in its catalog at $625 and it grants 

7-Mart a 20% trade discount. This means that Z-Mart's purchase price for that item is $500, computed as 

$625 — (20% x $625). B 

Purchases with Cash Discounts 

The purchase of goods on credit includes details of expected future payments and dates. Credit 

terms for a purchase include the amounts and timing of payments from a buyer to a seller. 

Credit terms usually reflect an industry’s practices. To illustrate, when sellers require payment 

within 10 days after the end of the month of the invoice date, the invoice will show credit terms 

as “n/10 EOM,” which stands for net 10 days after end of month (KOM). When sellers require 

payment within 30 days after the invoice date, the invoice shows credit terms of “n/30,” which 

stands for net 30 days. 

Exhibit 4.5 portrays credit terms. The amount of time allowed before full payment is due is 

called the credit period. Sellers can grant a cash discount to encourage buyers to pay earlier. A 

buyer views a cash discount as a purchase discount. A seller views a cash discount as a sales 

discount. Any cash discounts are described in the credit terms on the invoice. For example, 

credit terms of “2/10, n/60” mean that full payment is due within a 60-day credit period, but 

the buyer can deduct 2% of the invoice amount if payment is made within 10 days of the invoice 

date. This reduced payment applies only for the discount period. 

Credit period 

Credit 

Terms Discount” period 

Date of 

invoice 

Time eae me 
(i SSS eel 

Amount Due: Invoice price Due: Invoice price 

Due minus discount* 

“Discount refers to a purchase discount for a buyer and a sales discount for a seller. 
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To illustrate how a buyer accounts for a purchase discount, assume that on November 2, 

Z-Mart purchases $500 of merchandise on credit with terms of 2/10, n/30. The amount due, if 
paid on or before November 12, is $490, computed as $500 — ($500 x 2%)—or alternatively 
computed as $500 x (100% — 2%). Many buyers take advantage of a purchase discount because 

of the usually high interest rate implied by not taking it.' If Z-Mart does not pay within the 10- 

day 2% discount period, it can delay payment by 20 more days, at which point it must pay $500. 

The gross method for recording purchases enters the full invoice (gross) amount for merchan- 

dise. If Z-Mart uses the gross method, it makes the following entry dated as of the invoice date: 

(a) Nov. 2 Blerchandise Inventoryer: ssc. eerie crete ene 500 

vAccoUnts: Payable. sieirs dcr westmeiiae, aocicvehendeiaes 500 

Purchased goods, terms 2/10,n/30. 

The invoice for this purchase is shown in Exhibit 4.6. The buyer usually receives the original 

invoice, and the seller keeps a copy. This source document serves as the purchase invoice of 
Z-Mart (buyer) and the sales invoice for Trex (seller). The amount recorded for merchandise 

inventory includes its purchase cost, shipping fees, taxes, and any other costs necessary to make 

it ready for sale. (For recording, it can help to add the name to the payable [or receivable], such 

as Account Payable—Trex.) 

INVOICE 

® aReX SOLD TO @) 
W9797 Cherry Rd. | 
Antigo, Wi 54409 Tom Novak, Purchasing Agent 

(40 Michigan Street ) 

| 
@, Pate | Number (Illinois \647-)( 60521 

11/2/16 | 4657-2 

10/30/16 2/10, n/30 FOB Destination Via FedEx 

Toddler-—Challenger X7 

Boys/Girls-Speed Demon 

See reverse for terms of sale and returns. 

[Net of Discount | $490 @ 

Key: (4) Seller (2) Invoice date GB) Purchaser (4) Order date 6) Credit terms 

6) Freight terms @) Goods (8) Total invoice amount (9) Net amount 

| The implied annual interest rate formula is: 

[365 days + (Credit period — Discount period)] x Cash discount rate. 

For terms of 2/10, n/30, missing the 2% discount for an additional 20 days is equal to an annual interest rate of 

36.5%, computed as [365 days/(30 days — 10 days)] x 2% discount rate. Favorable purchase discounts are those with 

implied annual interest rates that exceed the purchaser’s annual rate for borrowing money. 
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Point: Appendix 4A repeats 

journal entries a through g us- 

ing a periodic inventory system. 

Assets = Liabilities + Equity 

+500 +500 

EXHIBIT 4.6 

Invoice 

Point: The invoice date is 

used in setting the discount and 

credit periods as both buyer 

and seller know this date 
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Assets = Liabilities + Equity 

—490 —500 

— 10 

Point: Buyers sometimes 

make partial payments toward 

amounts owed. Assume that 

credit terms apply to both 

partial and full payments 

Point: When a buyer returns 

or takes an allowance on mer- 

chandise, the buyer issues a 

debit memorandum. This 

informs the seller of a debit 

made to the seller’s account 

payable in the buyer's records 

Chapter 4 Reporting and Analyzing Merchandising Operations 

Payment within Discount Period Good cash management means that invoices are not 

paid until the last day of the discount or credit period. This is because the buyer can use that 

money until payment is required. If Z-Mart pays the amount due on (or before) November 12, 

the entry is 

(b1) Nov. 12 AccountsiPayables ween mi wounnys re sel cne nce. 500 

Merchandise Inventory... acycorc. +. ee 10 

Gaslietn een eon re ree cee ae 490 

Paid for goods within discount period. 

* $500 x (100% — 2%) 

The Merchandise Inventory account reflects the $490 net cost of purchases after these entries, 

and the Accounts Payable account reveals a zero balance. The relevant ledger accounts, in 

T-account form, follow: 

Cash Merchandise Inventory Accounts Payable 

Nov. 12 490 

Payment after Discount Period If the amount is paid sometime after November 12, the 

discount is lost. For example, if Z-Mart pays the gross amount due on December 2 (the n/30 

due date), it makes the following entry. 

(b2) Dec. 2 Accounts Payablen signee ae prnctics C ie ie 500 

Cashic. Se oo eee Ue arabes bi ie ote inicrs 500 

Paid for goods outside discount period. 

Entries in this chapter apply the gross method of accounting for purchases with discount 

terms. Appendix 4C shows the net method. 

@® Decision Maker 

Entrepreneur You purchase a batch of products on terms of 3/10, n/90, but your company has limited cash 

and you must borrow funds at an 11% annual rate if you are to pay within the discount period. Is it to your advan- 

tage to take the purchase discount? Explain. ff [Answers follow the chapter’s Summary. ] 

Purchases with Returns and Allowances 

Purchase returns refer to merchandise a buyer acquires but then returns to the seller. Purchase 

allowances refer to a reduction in the cost of defective or unacceptable merchandise that a buyer 

acquires. Buyers often keep defective goods if they are still marketable and if the seller grants 

an acceptable allowance. 

Purchase Allowances To illustrate purchase allowances, assume that on November 5, Z-Mart 

(buyer) agrees to a $30 allowance from Trex for defective merchandise (assume allowance terms 

are $30 whether paid within discount period or not). Z-Mart’s November 5 entry to update its 

Merchandise Inventory account to reflect the purchase allowance is 

(cl) Nov. 5 Accounts Payable. amstumcise ci ernnon ices Aten eae 30 

Merchandise InventorVicusu. seer ec eee ne 30 

Allowance for defective goods. 

The buyer’s allowance for defective merchandise is usually offset against the buyer’s current 

account payable balance to the seller. If cash is refunded, the Cash account is debited. 
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Purchase Returns Returns are recorded at the costs charged to buyers. To illustrate the ac- 

counting for returns, suppose on June | that Z-Mart purchases $250 of merchandise with terms 

2/10, n/60. On June 3, Z-Mart returns $50 of those goods. When Z-Mart pays on June 11, it 
takes the 2% discount only on the $200 remaining balance ($250 — $50). When goods are re- 
turned, a buyer can take a discount on only the remaining balance of the invoice. This means the 
discount is $4 (computed as $200 x [100% — 2%]) and the cash payment is $196 ($200 — $4). 
The following entries reflect this illustration. 

June | Merchandise Inventory 250 

Accounts: Payables: Sncncmen: Aah ion ee ae ee 

Purchased goods, terms 2/10, n/60. 

ACCOUNES Payables wig tetra oie mea tetiat ie 50 

250 

(c2) June 3 

Merchandise Inventony:.< 4). 0c 50 

Returned goods to seller. 

June || 200 

Casi irae ee ec ee cee eee te en 196 

Paid for $200 goods less $4 discount. 

For this example, the following ledger accounts, in T-account form, show the $196 

in inventory, the zero balance in Accounts Payable, and the $196 cash payment. 

Cash Merchandise Inventory Accounts Payable 

@ Decision Insight @== 

Point of No Return Although many companies allow returns, many others do not. Buyers must be especially 

alert to purchase terms. Companies that often do not permit returns include those selling any of the following 

ites: hair products such as extensions, barrettes, claws, combs, and pins, undergarments including swimsuits, 

leotards, and shorts; custom products such as tailored suits, pants, and shirts; and beauty and cosmetic items 

such as lip liners and makeup. Many of these are sold “as is,’ meaning returns are not allowed. 

Purchases and Transportation Costs 

The buyer and seller must agree on who is responsible for paying any freight costs and who 

bears the risk of loss during transit for merchandising transactions. This is essentially the same 

as asking at what point ownership transfers from the seller to the buyer. The point of transfer is 

called the FOB (free on board) point, which determines who pays transportation costs (and of- 

ten other incidental costs of transit such as insurance). Whoever owns the goods in transit takes 

on the shipping cost. 

Exhibit 4.7 identifies two alternative points of transfer. (1) FOB shipping point, also called 

FOB factory, means the buyer accepts ownership when the goods depart the seller’s place of 

business. The buyer is then responsible for paying shipping costs and bearing the risk of damage 

or loss when goods are in transit. The goods are part of the buyer’s inventory when they are in 

transit since ownership has transferred to the buyer. 1-800-Flowers.com, a floral and gift mer- 

chandiser, and Bare Escentuals, a cosmetic manufacturer, both use FOB shipping point. 

(2) FOB destination means ownership of goods transfers to the buyer when the goods arrive at 

the buyer’s place of business. The seller is responsible for paying shipping charges and bears the 

risk of damage or loss in transit. The seller does not record revenue from this sale until 

the goods arrive at the destination because this transaction is not complete before that point. 

Kyocera, a manufacturer, uses FOB destination. 

Assets = Liabilities + Equity 

+250 +250 

Assets = Liabilities + Equity 

23510) 48) 

\ssets = Liabilities + Equity 

Example: Assume on June 20, 

Z-Mart returns goods paid for 

on June Il. The return entry is 

Casiiewee —s 196 

Merch. Inv. . ne 196 

Kirby Hamilton/istock/Getty 

Images 

Point: When the party not 

responsible for shipping pays 

shipping cost, it either bills the 

other party responsible or, 

more commonly, adjusts its 

account payable or account 

receivable with the other party. 

For example, a buyer paying 

shipping cost when terms are 

FOB destination can decrease 

its account payable to the seller 

by the amount of shipping cost 

Assume that any freight pay- 

ments to carriers are not applied 

in computing discounts. 
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EXHIBIT 4.7 

Ownership Transfer and 

Transportation Costs 

Point: If we place an order 

online and receive free shipping 

we have terms FOB destination 

Assets = Liabilities + Equity 

+75 

ey 

Point: INcoming freight costs 

are charged to INventory. 

When inventory EXits, freight 

costs are charged to EXpense 

Point: With tracking numbers 

it is possible to know the exact 

time shipped goods arrive at 

their destination. 

EXHIBIT 4.8 

Itemized Costs of 

Merchandise Purchases 

Point: Some companies have 

separate accounts for purchase 

discounts, returns and allow- 

ances, and transportation-in 

These accounts are then trans- 

ferred to Merchandise Inventory 

at period-end. This is a hybrid 

system of perpetual and peri- 

odic. That is, Merchandise 

Inventory is updated on a per- 

petual basis but only for pur- 

chases and cost of goods sold 
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Seller 

Shipping point 

Goods in Transit 

Owned by 

Ownership 

Shipping Terms Transfers at 

FOB shipping point | Shipping point 

FOB destination Destination 

Buyer Merchandise Inventory... # Buyer 

Seller Seller 

Z-Mart’s $500 purchase on November 2 is on terms of FOB destination. This means Z-Mart 

is not responsible for paying transportation costs. When a buyer is responsible for paying trans- 

portation costs, the payment is made to a carrier or directly to the seller depending on the agree- 

ment. The cost principle requires that any necessary transportation costs of a buyer (often called 

transportation-in or freight-in) be included as part of the cost of purchased merchandise. To il- 

lustrate, Z-Mart’s entry to record a $75 freight charge from an independent carrier for merchan- 

dise purchased FOB shipping point is 

(d) Nov. 24 Merchandise Inventotyic =. a2.) sci nee ie ot 75 

Cash toc ames elie ales antes susan inueee sine 75 

Paid freight costs on goods. 

A seller records the costs of shipping goods to customers in a Delivery Expense account 

when the seller is responsible for these costs. Delivery expense, also called transportation-out 

or freight-out, is reported as a selling expense in the seller’s income statement. 

Purchases and Their Itemized Costs In summary, purchases are recorded as debits to 

Merchandise Inventory (or Inventory). Any later purchase discounts, returns, and allowances 

are credited to (deducted from) Merchandise Inventory. Transportation-in is debited (added) 

to Merchandise Inventory. Z-Mart’s itemized costs of merchandise purchases for year 2016 

are in Exhibit 4.8. 

Z-MART 

itemized Costs of Merchandise Purchases 

For Year Ended December 31, 2016 

Invoice cost of merchandise purchases................ $ 235,800 

Less: Purchase discounts received.................... (4,200) 

Purchase returns and allowances................ (1,500) 

Add'Gosts iofitransportation-tthaces rasan. ceirats ince 2,300 

Total net cost of merchandise purchases ......... $232,400 

The accounting system described here does not provide separate records (accounts) for total 

purchases, total purchase discounts, total purchase returns and allowances, and total transportation- 

in. Yet nearly all companies collect this information in supplementary records because managers 

need this information to evaluate and control each of these cost elements. Supplementary 

records, also called supplemental records, refer to information outside the usual general ledger 

accounts. 
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re 
Payables Manager As anew accounts payable manager, you are being trained by the outgoing manager. She 

explains that the system prepares checks for amounts net of favorable cash discounts, and the checks are dated 

the last day of the discount period. She also tells you that checks are not mailed until five days later, adding that 

“the company gets free use of cash for an extra five days, and our department looks better. When a supplier 

complains, we blame the computer system and the mailroom.” Do you continue this payment policy? HM [Answers 

follow the chapter’s Summary.] 

® Decision Ethics « 

Prepare journal entries to record each of the following purchases transactions of a merchandising com- 

pany. Assume a perpetual inventory system using the gross method for recording purchases. 

Oct. 1 Purchased $1,000 of goods. Terms of the sale are 4/10, n/30, and FOB shipping point; the in- 

voice 1s dated October 1. 

Oct. 3 Paid $30 cash for freight charges from UPS for the October | purchase. 
Oct. 7 Returned $50 of the $1,000 of goods from the October | purchase and received full credit. 

Oct. 11 Paid the amount due from the October | purchase (less the return on October 7). 

Oct. 31 Assume the October 11 payment was never made and, instead, payment of the amount due, less 

the return on October 7, occurred on October 31. 

Solution 

Merchandise Inventory 

Accounts Payable 

Purchased goods, terms 4/10, n/30. 

Merchandise Inventory 

Paid freight on purchases FOB shipping point. 

Accounts Payable 

Merchandise Inventory 

Returned goods. 

Accounts Payable 

Merchandise Inventory* 

Paid for goods within discount period. 

* $950 x 4%. 1$950 — ($950 x 4%). 

Paid for goods outside discount period. 

* $1,000 — $50. 
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Nee 4-1 

Merchandise Purchases 

PI 

Do More: OS 4-5, OS 4-6, 

QS 4-7, E 4-3, £ 4-5 

ACCOUNTING FOR MERCHANDISE SALES 

Merchandising companies must account for sales, sales discounts, sales returns and allowances, 

and cost of goods sold. A merchandising company such as Z-Mart reflects these items in its 

gross profit computation, as shown in Exhibit 4.9. This shows that customers paid $314,700 for 

merchandise that cost Z-Mart $230,400, yielding a markup (gross profit) of $84,300. 

Z-MART 

Computation of Gross Profit 

For Year Ended December 31, 2016 

Net sales (net of discounts, returns, and ANOWANGES) ae ae acme ce: $314,700 

Costiel coOds COIN eau 0 ere eRe ts oe Ben eee an 230,400 

$ 84,300 
GrOSe BVOC es i es tee eres re eee EE 

P2 
Analyze and record 

transactions for 
merchandise sales using 
a perpetual system. 

EXHIBIT 4.9 

Gross Profit Computation 
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Assets = Liabilities + Equity 

+1,000 +1,000 

Point: Gross profit on 

Noy. |2 sale: 

Net sales $1,000 

Cost of goods sold. . . 300 

Gross profit $ 700 

Point: The cost side entry 

shows the expense recognition 

principle as expense is recorded 

when sales are. Further, when 

a UPC code is scanned using 

point-of-sale software, the sale 

[increase in cash or receivable] 

and cost [decrease in inven- 

tory] can be recorded at the 

same time 
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Each sale of merchandise has two parts: the revenue side and the cost side. 

1. Revenue received (and asset increased) from the customer. 

2. Cost of goods sold incurred (and asset decreased) to the customer. 

Accounting for a sales transaction under the perpetual system requires recording information 

about both parts. This means that each sales transaction for a merchandiser, whether for 

cash or on credit, requires two entries: one for revenue and one for cost. 

Sales without Cash Discounts 

Revenue Side: Inflow of Assets To illustrate, Z-Mart sold $1,000 of merchandise on 

credit terms n/60 on November 12. The revenue part of this transaction is recorded as 

Nov. 12 1,000 

1,000 

Sold goods on credit. 

This entry reflects an increase in Z-Mart’s assets in the form of accounts receivable. It also 

shows the increase in revenue (Sales). If the sale is for cash, the debit is to Cash instead of 

Accounts Receivable. 

Cost Side: Outflow of Assets The cost side of each sales transaction ensures that the 

Merchandise Inventory account decreases for the cost of each sale under a perpetual inventory 

system. For example, the cost of the merchandise Z-Mart sold on November 12 is $300, and the 

entry to record the cost part of this sales transaction follows. 

Noy. 12 Gost'of Goods Sold) wate fi cae in oe ee een nner 300 

Merchandise Inventory... .22..2..25.ts00. 22. 300 

Record cost of Nov. |2 sale. 

os Decisio
n Insight CRE 

Suppliers and Demands _ Large merchandising companies often bombard suppliers with demands. These 

include discounts for bar coding and technology support systems, and fines for shipping errors. Merchandisers’ 

goals are to reduce inventories, shorten lead times, and eliminate errors. Many colleges now offer programs in 

supply chain management and logistics to train future employees to help merchandisers meet such goals. &@ 

Sales with Cash Discounts 

Sales discounts on credit sales can benefit a seller through earlier cash receipts and reduced col- 

lection efforts. Many sales discounts are favorable to the buyer, and many buyers will take ad- 

vantage of them. New revenue recognition rules require that sellers report sales net of expected 

sales discounts. These rules apply to annual periods of public entities beginning after Decem- 
ber 15, 2017 (earlier use is permitted for periods beginning after December 15, 2016). 

Either the gross method or net method is used to record sales with cash discounts. The gross 

method records sales at the gross amount and records sales discounts if, and when, they are 

taken. The gross method requires a period-end adjusting entry to estimate future sales discounts. 

(The net method records sales at the net amount, which assumes that all discounts are taken. 

If discounts are subsequently lost, the seller records those discounts lost. The net method is 

described in Appendix 4C.) 



Chapter 4 Reporting and Analyzing Merchandising Operations 175 

Sales on Credit To illustrate, Z-Mart completes a credit sale for $1,000 on November 12 

with terms of 2/10, n/45 (the cost of the merchandise sold is $300). The entry to record the 
revenue part of this sale given that the seller uses the gross method is 

Nov. 12 Nccounts'Receivableiz etc) jee cess, an eae, 1,000 Assets = Liabilities + Equity 

Sales Os Chota, tines eS eee: 1,000 +1,000 +1,000 
Sold goods, terms 2/10,n/45. 

Cost side entry is: Dr. Cost of Goods Sold ... 300 

Cr. Merchandise Inventory ...........-... 300 

This entry records the receivable and the revenue as if the customer will pay the gross amount. 

The customer has two options, however. 

Buyer Pays within Discount Period One option is for the buyer to pay $980 within the 

10-day discount period ending November 22. The $20 sales discount is computed as $1,000 x 2%. 

Thus, if the customer pays on (or before) November 22, Z-Mart records the cash receipt as 

Noy. 22 LEIS nha" Si wc 7 pepe amin) POR 8 Banteay eos a Oper 980 Assets = Liabilities + Equity 

SateSuOISGOUNCS ec eae cee Nene no en ees Cnn cee ers aes 20 + 980 —20 

Aecounts Receivablert sno thie ee 1,000 ~ 1,000 

Received payment on Nov. | 2 sale less discount. 

* $1,000 — ($1,000 x 2%) 

Sales Discounts is a contra revenue account, meaning the Sales Discounts account is de- 

ducted from the Sales account when computing a company’s net sales. The Sales Discounts — poines gadio-frequency 

account has a normal debit balance because it decreases Sales, which has a normal credit identification (RFID) tags 

balance. attach to objects for tracking 

purposes. Such tags help 

$ 2 Elie : : : : employees find items in a store, 

Buyer Pays after Discount Period The customer s second option is to wait 45 days until 3 shipments tard heck 

December 27 (or at least until after the discount period) and then pay $1,000. Z-Mart records — on production progress. 

that cash receipt as 

Dec. 27 Gasiiva ne Picsee nase eo ice ss ike es gan uD 1,000 Assets = Liabilities + Equity 

Recounts Receivables: =.1n../0o) eink eee oor 1,000 1,000 

Received payment on Noy. 12 sale after 

discount period. 

Sales with Returns and Allowances 1; oe 
NV Bia te 

If a customer is unhappy with a purchase, many sellers allow the customer to el- INC 

ther return the merchandise for a full refund (sales return) or keep the merchan- 

dise along with a partial refund (sales allowance). Most sellers can reliably 

estimate returns and allowances (often abbreviated R&A). 

Returns Received by Seller Seller /ysues Refund for Returned Goods. 

When returns occur, the seller debits Sales Returns and Allowances, a contra 

revenue account to Sales. For example, assuming that a customer returns mer- 

chandise on November 26, and the returned items had sold for $15 and cost $9, 

the returns entry is 

www.cartoonstock.com. Copyright © 2015 by 
CartoonStock. All rights reserved. Used with permission. 

ssets = Liabilities + Equit 

(el!) Nov. 26 Sales Returns and Allowances ......--.++++++200s0s 15 Assets = Liabilities + Equity 

Goods returned from Nov. | 2 sale. 

Seller Receives Returned Goods into Inventory. When returns occut, the seller also reduces the 

cost of sales. Extending the above example where the returned items sold for $15 and cost $9, 

the entry depends on whether the goods are defective or not. 
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Returned Goods Not Defective. If the merchandise returned to the seller is not defective and can be 

resold to another customer, the seller returns these goods to its inventory and records it as follows. 

Assets = Liabilities + Equity (e2) Nov. 26 Menchandise Inventonyece.- 2. woes ne nea 9 

+9 +9 CostiofiGoods Sold’ ne) ene 9 

Returned goods added to inventory. 

Returned Goods Are Defective. If the merchandise returned to the seller is defective, the re- 

turned inventory is recorded at its estimated value, not its cost. For example, if the returned 

goods costing $9 are defective and estimated to be worth $2, the following entry is made 

Assets = Liabilities + Equity Nov. 26 Merchandise Inventonyia. Gace ye oo mcs eee 2 

+2 —7 Loss from Defective Merchandise...............--.. i 

(ESstiof GOOUdSs Sold! 4 ersten kee eae ee eae 9 

Point: Some sellers charge Returned defective goods to inventory and recorded loss. 

buyers a restocking fee for 

returns 

Allowances Granted by Seller To illustrate sales allowances, assume that $40 of mer- 

chandise previously sold is defective but the buyer decides to keep it because the seller offers a 

$10 price reduction paid in cash to the buyer. The seller records this allowance as follows 

Assets = Liabilities + Equity (f) Nov. 24 Sales Returns and Allowances ..................... 10 

—10 —10 GAS yes Se errre See AD OR RR pees) nth ee ettee 10 

Point: When a seller accepts Sales allowance granted. 

returns or grants an allowance 

ee eee Sag If the seller has not yet collected cash for the goods sold, the seller could credit the buyer’s 
a credit d f ; : 
; pa se mmamors’s" Account Receivable. For example, instead of the seller sending $10 cash to the buyer in the 
informs the buyer of a credit ; : 

made to the buyer's account re. entry above, the seller could credit Accounts Receivable for $10. 
ceivable in the seller’s records 

NFFD-T0 -KNOW 4) Prepare journal entries to record each of the following sales transactions of a merchandising company. 

Assume a perpetual inventory system and use of the gross method (beginning inventory equals $9,000). 

Merchandise Sales June 1 Sold 50 units of merchandise to a customer for $150 per unit under credit terms of 2/10, n/30, FOB 

P2 shipping point, and the invoice is dated June |. The 50 units of merchandise had cost $100 per unit. 
June 7 The customer returns 2 units purchased on June | because those units did not fit its needs. The 

seller restores those units to its inventory (as they are not defective) and credits Accounts 

Receivable from the customer. 

June 11 The seller receives the balance due from the June | sale to the customer less returns and allowances. 

June 14 The customer discovers that 10 units have minor damage but keeps them because the seller 

sends a $50 cash payment allowance to compensate. 

Solution 

June | AccountsRecelvabler rr ectrmenctciraseyis wlomiaekeagn ens 

Sales reece G ten creestiete areetnct nea a eee Ome nee 

Sold goods. 50 units x $150 

June | Gost: of: Goods:Soldie eels. cesta nate tn esau 
Merchandise Inventorys.c0.,t.ciieracicivintnrctane ss es 

Cost of sale. 50 units x $100 

June 7 Sales Returns and Allowances .............5....... 
Accounts Receivabletire. waurtaats f 0 fom states scar 

Returns accepted. 2 units x $150 

June 7 Merchandise:lnventonyscn cm le eneses pene st 
Gost ot Goods Soldiney cee niyo iat yas 

June II COLL iP are rerren er sme Gon thn Ulu Gitta, oxeccery sro oes 

Received payment. *($7,500 — $300) x 2% 

June 14 Sales Returns and Allowances .................---. 

| do More: OS 4-8, E 4-4 Recorded allowance on goods. 
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COMPLETING THE ACCOUNTING CYCLE 
Exhibit 4.10 shows the flow of merchandising costs during a period and where these costs are 

reported at period-end. Specifically, beginning inventory plus the net cost of purchases is the 
merchandise available for sale. As inventory is sold, its cost is recorded in cost of goods sold on 

the income statement; what remains is ending inventory on the balance sheet. A period’s ending 

inventory is the next period’s beginning inventory. 

Beginning Net ea 

inventory purchases "supplier 

Merchandise 

available for sale 

Period 1 

Ending Cost of ‘ 
inventory goods sold suman To Income Statement 

ey To Balance Sheet 

Beginning Net we From 

inventory purchases _ supplier 

Merchandise 

available for sale 
Period 2 

Ending COst Oia 
inventory | goods sold axes» To Income Statement 

| : sAlnsscit © To Balance Sheet 

Adjusting Entries for Merchandisers 

Each of the steps in the accounting cycle described in the prior chapter for a service company 

applies to a merchandiser. This section and the next two expand upon three steps of the account- 

ing cycle for a merchandiser—adjustments, statement preparation, and closing. 

Inventory Shrinkage—Adjusting Entry Adjusting entries are similar for merchandising 

companies and service companies. However, a merchandiser using a perpetual inventory system 

also makes an adjustment to update the Merchandise Inventory account to reflect any loss of 

merchandise, including theft and deterioration. Shrinkage is the term used to refer to the loss of 

inventory, and it is computed by comparing a physical count of inventory with recorded 

amounts. A physical count is usually performed at least once annually. 

To illustrate, Z-Mart’s Merchandise Inventory account at the end of year 2016 has a balance 

of $21,250, but a physical count reveals that only $21,000 of inventory exists. The adjusting 

entry to record this $250 shrinkage 1s 

Gocco Goods! SOld. tet ore en ees 250 

Merchandise Inventory. .......-+++++5e2eee0es 

Adjust for $250 shrinkage. 

Dec. 31 
250 

EXHIBIT 4.10 

Merchandising Cost Flow 

in the Accounting Cycle 

P3 
Prepare adjustments 
and close accounts for 
a merchandising company. 

Point: About two-thirds of 

shoplifting losses are thefts by 

employees 

Assets = Liabilities + Equity 

—250 -250 
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Expected Sales Discounts—Adjusting Entry New revenue recognition rules require 

the reporting of sales at the net amount expected. This means that a period-end adjusting entry 

is needed to estimate sales discounts for current period’s sales that are expected to be taken in 

future periods. To illustrate, assume Z-Mart has the following unadjusted balances: Accounts 

Receivable, $11,250; and Allowance for Sales Discounts, $0. Of the $11,250 of receivables, 

$2,500 of them are within the 2% discount period, and we expect buyers to take $50 in future- 

period discounts (computed as $2,500 x 2%) arising from this period’s sales. The adjusting 

entry for the $50 update to the allowance for sales discounts is 

Assets = Liabilities + Equity (g) Dec. 31 Salest Discounts caeniteee ee peu ane te oat tee eas 50 

=U) =e Allowance for Sales Discounts ............---- 50 

Adjustment for future discounts. 
Allow. for Sales Discounts 

——————_—__————- 

Allowance for Sales Discounts is a contra asset account and is reported on the balance sheet 

as a reduction to the Accounts Receivable asset account. The Allowance for Sales Discounts ac- 

count has a normal credit balance because it reduces Accounts Receivable, which has a normal 

debit balance. The above adjusting entry results in both accounts receivable and sales being 

reported at their net expected amounts: 

Balance Sheet Income Statement 

Accounts receivabley... 02... 00 se ess $11,250 SaleSicxude os ie oe rani arene $321,000 

Less allowance for sales discounts ...... 50 Fess sales GiSCOuUnES, secs. tar 4,300 

Accounts receivable, net.............. $11,200 Netisales: 7 Mien: ameter: $316,700 

Expected Returns and Allowances—Adjusting Entries To avoid overstatement of 

sales and cost of sales, new revenue recognition rules require sellers to estimate sales re- 

turns and allowances in the period of the sale. Estimating returns and allowances requires 

companies to maintain the following two balance sheet accounts that are set up with adjust- 

ing entries: 

Current asset: Inventory Returns Estimated 

Current liability: Sales Refund Payable 

Two adjusting entries are made: one for the revenue (sale) side and one for the cost side. 

Revenue Side for Expected R&A When returns and allowances are expected, a seller sets 

up a Sales Refund Payable account, which is a current liability reflecting the amount 
expected to be refunded to customers. To illustrate, assume that on December 31 the com- 

pany estimates future sales refunds to be $1,200. Assume also that the unadjusted balance 

2 Next Period Adjustment The Allowance for Sales Discounts balance remains unchanged during a period except for 

the period-end adjusting entry. At next period-end, assume that Z-Mart computes an $80 balance for the Allowance for 

Sales Discounts. Using our 3-step adjusting process from Chapter 3 we get: 

Step 1: Current bal. is $50 credit in Allowance for Sales Discounts. 

Step 2: Current bal. should be $80 credit in Allowance for Sales Discounts. 

Step 3: Record entry to get from step | to step 2. 

SalessDISCOUNISS rere nae en en ie 30 

Allowance for Sales Discounts ....... 30 



Chapter 4 Reporting and Analyzing Merchandising Operations 

in Sales Refund Payable is a $300 credit. The adjusting entry for the $900 update to Sales 
Refund Payable is 

(hl) Dec. 31 Sales Returns and Allowances ................00005 900 

Sales Refund Payable ..................... 900 

Expected refund of sales.* 

* This entry uses our 3-step adjusting process from Chapter 3: 

Step 1: Current bal. is $300 credit for Sales Refund Payable. 

Step 2: Current bal. should be $1,200 credit for Sales Refund Payable. 

Step 3: Record entry to get from step | to step 2. 

The Sales Refund Payable account is updated only during the adjusting entry process. 

Its balance remains unchanged during the period when actual returns and allowances 

are recorded. 

Cost Side for Expected R&A On the cost side, the expected returns and allowances implies 
that some inventory is expected to be returned, which means that cost of goods sold recorded 

at the time of sale is overstated due to expected returns. A seller sets up an Inventory Returns 

Estimated account, which is a current asset reflecting the inventory estimated to be re- 

turned. Extending the example above, assume that the company estimates future inventory 

returns to be $500 (which is the cost-side of the $1,200 expected returns and allowances above). 

Assume also that the (beginning) unadjusted balance in Inventory Returns Estimated is a $200 

debit. The adjusting entry for the $300 update to expected returns is 

(h2) Dec. 31 Inventory Returns Estimated.................. 300 

GostiofiGoods: Sold) a) ees wae. 300 

Expected return of inventory.* 

* This entry uses our 3-step adjusting process from Chapter 3: 

Step 1: Current bal. is $200 debit for Inventory Returns Estimated. 

Step 2: Current bal. should be $500 debit for Inventory Returns Estimated. 

Step 3: Record entry to get from step | to step 2. 

The Inventory Returns Estimated account is updated only during the adjusting entry pro- 

cess. Its balance remains unchanged during the period when actual returns and allow- 

ances are recorded. 

Use of expected amounts better recognizes both sales and costs in their proper periods, 

including the amount of sales and inventory actually sold (net of expected returns and 

allowances). If estimates of returns and allowances prove too high or too low, we adjust 

future estimates accordingly. (Advanced courses cover variations in revenue and expense 

recognition.) 

™ Decision \nsio0' 

Call to Account __|t is important we know these accounts: 

© Allowance for Sales Discounts is a contra asset account and is reported in the balance sheet as a reduction 

to the Accounts Receivable asset account. 

¢ Sales Refund Payable is a current liability account, meaning it is reported in the balance sheet. 

¢ Inventory Returns Estimated is a current asset account (often as a subcategory of Inventory), meaning it is 

reported in the balance sheet—this asset is subject to impairment, which is explained in advanced courses. @ 

Preparing Financial Statements 

The financial statements of a merchandiser, and their preparation, are similar to those for 

a service company. The income statement mainly differs by the inclusion of cost of goods 

179 

Assets = Liabilities + Equity 

900 900 

| Estim. bal. 1,200 

Assets = Liabilities + Equity 

+300 

bal. 200 

+300 

Inventory Returns Estim. 
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Point: Staples’s costs of 

shipping merchandise to its 

stores are included in its costs 

of inventories as required by 

the cost principle 

Point: The Inventory account 

is not affected by the closing pro- 

cess under a perpetual system 

EXHIBIT 4.11 

Closing Entries for a 

Merchandiser 

Chapter 4 Reporting and Analyzing Merchandising Operations 

sold and gross profit. Also, net sales is affected by discounts, returns, and allowances, 

and some additional expenses are possible such as delivery expense and loss from defec- 

tive merchandise. The balance sheet mainly differs by the inclusion of merchandise in- 

ventory and inventory returns estimated as part of current assets, and sales refund payable 

as part of current liabilities. The statement of retained earnings is unchanged. A work 

sheet can be used to help prepare these statements, and one for Z-Mart is illustrated in 

Appendix 4B. 

Closing Entries for Merchandisers 

Closing entries are similar for service companies and merchandising companies using a per- 

petual system. The difference is that we must close some new temporary accounts that arise 

from merchandising activities. Z-Mart has several temporary accounts unique to merchandisers: 

Sales (of goods), Sales Discounts, Sales Returns and Allowances, and Cost of Goods Sold. 

Their existence in the ledger means that the first two closing entries for a merchandiser are 

slightly different from the ones described in the prior chapter for a service company. These dif- 

ferences are set in red boldface in the closing entries of Exhibit 4.11. 

Step 1: Close Credit Balances in Temporary Accounts to Income Summary. 

Dec. 31 321,000 

Inecome;Sumimary ss. 2 kt ea os cs eee ee 321,000 

Close credit balances in temporary accounts. 

Step 2: Close Debit Balances in Temporary Accounts to Income Summary. 

Dec. 31 Income, Summary... Gees < ec eok eer ae orc 308,100 

Sales Discountso3:0 ni ee 4,300 

Sales Returns and Allowances............. 2,000 

Cost of Goods Sold..................00005 230,400 

Depreciation Expense. 2-6 ne ae 3,700 

SalaniesiEXpensSe vcarsce ceenie ssc cst ne cae 43,800 

Instance EXDenSeeiants seca nsec oee: 600 

Refit Expenses ih: Sst henna et nr cae ees 9,000 

SuppliessEXOense:cn er tee cc ee 3,000 

Advertising Expense. 2c) ¢o. nice hittin oes 2 11,300 

Close debit balances in temporary accounts. 

Step 3: Close Income Summary to Retained Earnings. 

The third closing entry is identical for a merchandising company and a service company. The $12,900 amount is net 

income reported on the income statement. 

Dec. 31 Income:Suminary’. «cv ay crak walclas sree sent aere aeneenn 12,900 

Retained! Earnings.) cas tur oa ss ok queen 12,900 

Close Income Summary account. 

Step 4: Close Dividends Account to Retained Earnings. 

The fourth closing entry is identical for a merchandising company and a service company. It closes the Dividends 

account and adjusts the Retained Earnings account to the amount shown on the balance sheet. 

Dec. 31 Retained: Earningsi:.& dientccwner etd wie oe ene eam ee 

Dividends. <3: cewiearc ger ccomiGi so a qe re eanmer atoms 

Close the Dividends account. 

4,000 

4,000 
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Summary of Merchandising Entries 

Exhibit 4.12 summarizes key adjusting and closing entries of a merchandiser (using a perpetual 

inventory system) (Need-To-Know 4-6 illustrates these entries). 

Merchandising Transactions Merchandising Entries EXHIBIT 4.12 

Summary of Key 
Purchasing merchandise for Merchandise Inventory =... ... 0... 2..5 # Merchandising Entries 

See OES oh eo he HORE Coa TE Ne me ig peipetial system 
Paying freight costs on Merchandise Inventory .............+-- # and gross method) 

__ Purchases; FOB shipping point. OL REN RERS SU Ma rend ober er nett oi cco # 

Paying within discount period. Accounts: Payable: ao. yet snes # 

Purchases Merchandise Inventory ............ # 

re Gasliteon. cu ee ene I ES # 

Paying outside discount period. Accounts Payable’ iri tea ese ociste tne # 

Shas ee IO re yatta Csi otienkOn Sere a # 

Recording purchase returns or Cash or Accounts Payable.............. # 

__allowances. etter pe Merchandise Inventory ............ # 

Selling merchandise. Cash or Accounts Receivable ........... # 

Saleste nye eo ice aes oS tee # 

GostiofiGoods: Soldier enn rare # 

var Merchandise Inventory ............ # 

Receiving payment within CaS ee ee tes ee St ene en # 

discount period. SalesiDISGOUntS) <a ee or ee # 

Accounts Receivable .............. # 

| Receiving payment outside Cashier iter in oe oe mks a hotap nse onesies # 

Sales discount period. Accounts Receivable .............. # 

Receiving sales returns Sales Returns and Allowances........... # 

of nondefective inventory. Cash or Accounts Receivable....... # 

Merchandise Inventory ............-... # 

Goose olGoods:SOld # 

Recognizing sales allowances. Sales Returns and Allowances..........- # 

Cash or Accounts Receivable ....... # 

Paying freight costs on sales; Delivery Expenses = 0g # 

EOD eI OU Bet sinc cadens ateeties ieee ree tae hers reenact ie 

Merchandising Events Adjusting and Closing Entries 

Adjustment for shrinkage Cost of Goods Sold .-......--...+--5- # 

(occurs when recorded amount Merchandise Inventory ........-..- # 

Period-end adjustment for SalasuDISCOUMES emer eres eee ees # 

SULTS SOs a Ne ae pane ee Allowance ter Sales, Decco ae eeaea # 
Period-end adjustment for expected Sales Returns and Allowances.........-- # 

returns—both revenue-side and Sales Refund Payable .............- # 

cost-side.* Inventory Returns Estimated..........-. # 

Cost of Goods Sold.........,.-.5. # 

Closing temporary accounts SEE Se die en bane too Sim ee ED ovoraaioecece sto # seer es 

with credit balances. INCOGNE SUB OEALY ao acess eg eA ee 
5 NMS Seal an iat aint hacia ppduined Mice ass Inca Pai TRENT 

Closing temporary accounts INCOME SUMMARY vate c = arastcmra ners cin # Darchaee 

Closing with debit balances. Sales Returns and Allowances....... # Freight-in (FOB shy 

Sales DISCOUMES er eree eso terererer cr. # 

Gost of' Goods Soldie er ssn ees cm # = 

Delivery Expense ..........--.... # ae oe 

“Other Expenses’. ...5.+.+.-++--08 # See 

* Period-end adjustments depend on unadjusted balances, which can reverse the adjusting entries shown. 
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NEED-T0-KNOW 4.3 A merchandising company’s ledger on May 31, its fiscal year-end, includes the following accounts that 

have normal balances (it uses the perpetual inventory system). A physical count of its May 31 year-end 

Part 1: Recording inventory reveals that the cost of the merchandise inventory still available is $656. (a) Prepare the entry to 

Shrinkage and Closing record any inventory shrinkage. (b) Prepare the four closing entries as of May 31. 

Entries 

P3 Merchandise inventory ......... $ 756 Other operating expenses ........... $ 300 

Retained earnings.............. 2,300 Cost. of-goods'soldicce3 acm eae 2 = 2,100 

Dividends c..2 ae Pics ceareatieretaiate 150 Depreciation expense............... 400 

Saleseye ne eee anaes tees 4,300 SalaRieSieXPENSCracs were ee arrieee:. 600 

Sales: discounts orc viiceacs cries 50 Sales returns and allowances.......... 250 

Solution 

May 31 Gost of Goods Soldictn eae kis. <-eeerriia: 100 

Merchandise: Inventonys 2 sc: were oe ert 100 

Adjust for shrinkage ($756 — $656). 

May 31 Sales cwate cc cece ite eae es uote ain ae are rene 4,300 

Income Summary ci cer steect sac aetna es 4,300 

Close temporary accounts with credit balances. 

May 31 INCOME SUMMARY. Vena Sa Sane een ae 3,800 

Sales: Discounts. io. veck cease err cronies ag 50 

Sales Returns and Allowances ...............-. 250 

Gost of Goods Soldt 08. 0 ree: 2,200 

Depreciation Expemserc si ciae.vecsecns estes ore bese 400 

Salaries Expense): )1..eant es ss sake ere ee 600 

Other Operating Expenses .................5. 300 

Close temporary accounts with debit balances. 

*$2,100 (Unadj. bal.) + $100 (Shrinkage) 

May 31 Income: SUMMANry:. nes ee Oe ne nein we 500 

RetainediEarningsy.sc seo i A0i sinc ee sees wre 500 

Close Income Summary account. 

May 31 Retained: Earnings. cc:e2 co ceh teens oe Get isso ars 150 

Do More: OS 4-11, E 4-13, Dividendsenc: eat cec sc coterie ere eee So 150 

E 4-15, P 4-4 lL Close Dividends account. 

Part 2: Estimating At the current year-end, a company shows the following unadjusted balances for selected accounts: 

Discounts, Returns, 

and Allowances Allowance for Sales Discounts .......... $ 75 credit Sales DiscounitScs sac: 1 $1,850 debit 

P3 Sales Refund Payable .................. 800 credit Sales Returns and Allowances ....... 4,825 debit 

Inventory Returns Estimated ........... 450 debit Costiof: Goods Sold ac. inser eae 9,875 debit 

a. After an analysis of future sales discounts, the company estimates that the Allowance for Sales 

Discounts account should have a $275 credit balance. Prepare the current year-end adjusting journal 
entry for future sales discounts. 

b. After an analysis of future sales returns and allowances, the company estimates that the Sales Refund 

Payable account should have an $870 credit balance (revenue side). 

c. After an analysis of future inventory returns, the company estimates that the Inventory Returns 

Estimated account should have a $500 debit balance (cost side). 

Solution 

Dec. 31 Sales: DiscouitSiix..tenniorsers «ean aioe oc Sent es oe 200 

Allowance for Sales Discounts................. 200 

Adjustment for future discounts. 
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Dec. 31 Sales Returns and Allowances ................00005 70 

SaleshRefuindsPayablevers sth ete ec ere 70 

Adjustment for future sales refund. 

Dec. 31] Inventory: Returns:estimated 2.4473. .05 2. akan 50 

Cost of Goods: Soldkiteor ec, Gag ee rea 50 

Adjustment for future inventory returns. 
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Do More: OS 4-9, OS 4-10, 

E 4-10, E 4-11, E 4-12 

FINANCIAL STATEMENT FORMATS 
Generally accepted accounting principles do not require companies to use any one presentation 

format for financial statements, so we see many different formats in practice. This section de- 
scribes two common income statement formats: multiple-step and single-step. The classified 

balance sheet of a merchandiser is also explained. 

Multiple-Step Income Statement 

A multiple-step income statement format shows detailed computations of net sales and other 

costs and expenses, and reports subtotals for various classes of items. Exhibit 4.13 shows a 

multiple-step income statement for Z-Mart. The statement has three main parts: (1) gross profit, 

determined by net sales less cost of goods sold; (2) income from operations, determined by 

gross profit less operating expenses; and (3) net income, determined by income from operations 

adjusted for nonoperating items. 

Z-MART 

Income Statement 

For Year Ended December 31, 2016 

SN AGH, See Saree INN et i ec Semen hn ie trie hoe Samer eas eh cas Tc $ 321,000 

Bacsn Sales CISCOUNES sei sore ciel oie oe Gaya stenscantae recat sol $ 4,300 

Sales returns and alowanCeS 2 aac 6 sets inee ee ew alsin 2,000 6,300 

INeticaleSi en rae re erie athe seminal 314,700 

COUGH Hellas Selfeh, on ubaococdn cncumucs nace eueEse oacopor 230,400 

Chet Ide fis ho Govan Geneon Ud oabemigaeaccommneememomctar 84,300 

Operating Expenses 

Selling expenses 

: an a wv Depreciation expense—Store equipment ........-..----- 3,000 

a - | Sales salaries expense .......-.0 eee cece teen teens 18,500 

par Rent expense—Selling space .....-- 60-20 e eee ee eee eee 8,100 

Wy Store supplies expense ......-- ++ 02s eee eee erent ees 1,200 

ai A Advertising expense ........-..0-e cere cece ener eee eees 11,300 

Ss Total selling expenses .....--- 6-0-2 essere eee eee eens 42,100 

General and administrative expenses 

Depreciation expense—Office equipment .......-..-+--- 700 

Office salaries expense .... 2... sere cece eeees 25,300 

Insurance Expense ........- 2. eee eee etree ete tees 600 

Rent expense—Office space ....---- 0-0 essere eee seers 900 

Office supplies expense ....---- 0-2 sees eee e rere rere eee 1,800 

Total general and administrative expenses ......-----+-++- 29,300 

Total operating expenses ...... 0+... cere rere eee eee eees 71,400 

Income from operations..........---+++++ secs seer eeee 12,900 

Other revenues and gains (expenses and losses) 

MeCreStreVENUe iene se teas Hevea te visas iisiene es ciepetaye eels 1,000 

Gain on sale of building ........... esses eee tree teens 2,500 

Interest EXPENSE . <0... cece esse wenn ete erent tenes (1,500) 

Total other revenue and gains (expenses and losses).......-.- 2,000 

Netincome.. ice oe om ce ea $ 14,900 

* Cost of goods sold consists of the following: 

Beginning inventory.....--+++-->+ $ 19,000 

Net cost of purchases ........+--- 232,400 

Goods available for sale......-..-- 251,400 

Less ending inventory ......--+--- 21,000 

Cost of goods sold ......-+.++55+- $230,400 

P4 
Define and prepare 
multiple-step and single- 
step income statements. 

Point: Z-Mart did not have 

any nonoperating activities; 

however, Exhibit 4.13 includes 

some for illustrative purposes 

EXHIBIT 4.13 

Multiple-Step Income 

Statement 

Gross profit 

computation 

Income from 

operations 

computation 

Nonoperating 

activities 

computation 
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Point: Many companies report 

interest expense and interest 

revenue In separate categories 

after operating income and 

before subtracting income tax 

expense. As one example, see 

Samsung's income statement 

in Appendix A 

Example: Sometimes interest 

revenue and interest expense 

are reported on the income 

statement as interest, net. To il- 

lustrate, if a company has $1,000 

of interest expense and $600 of 

interest revenue, it might report 

$400 as interest, net 

EXHIBIT 4.14 

Single-Step Income 

Statement 

Point: Net income is identical 

under the single-step and 

multiple-step formats 

EXHIBIT 4.15 

Classified Balance Sheet 

(partial) of a Merchandiser 
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Operating expenses are classified into two sections. Selling expenses include the expenses of 

promoting sales by displaying and advertising merchandise, making sales, and delivering goods 

to customers. General and administrative expenses support a company’s overall operations 

and include expenses related to accounting, human resource management, and financial man- 

agement. Expenses are allocated between sections when they contribute to more than one. 

Z-Mart allocates rent expense of $9,000 from its store building between two sections: $8,100 to 

selling expense and $900 to general and administrative expense. 

Nonoperating activities consist of other expenses, revenues, losses, and gains that are unrelated 

to a company’s operations. Other revenues and gains commonly include interest revenue, divi- 

dend revenue, rent revenue, and gains from asset disposals. Other expenses and losses commonly 

include interest expense, losses from asset disposals, and casualty losses. When a company has no 

reportable nonoperating activities, its income from operations is simply labeled net income. 

Single-Step Income Statement 

A single-step income statement is another widely used format and is shown in Exhibit 4.14 for 

Z-Mart. It lists cost of goods sold as another expense and shows only one subtotal for total ex- 

penses. Expenses are grouped into very few, if any, categories. Many companies use formats 

that combine features of both single- and multiple-step statements. Provided that income state- 

ment items are shown sensibly, management can choose the format. (In later chapters, we de- 

scribe some items, such as discontinued operations, that must be reported in certain locations on 

the income statement.) Similar presentation options are available for the statement of retained 

earnings and statement of cash flows. 

- -Z-MART 
Income Statement 

For Year Ended December 31, 2016 

Revenues 

Net salesum ceric ts ote arc anni ctes emi eaters $314,700 

Interest revenues. even eis es acca 1,000 

Gain-on:salevofibuildings: 0. yess. 2,500 

Total: revenuesen onc synere eae 318,200 

Expenses 

Cost of goods’ soldic.). Siete ews ots ccm $230,400 

Selling expenses. 35.0 a 42,100 

General and administrative expenses......... 29,300 

Interestiexpense:.. Hacc. sam sctietea ners anen 1,500 

Totalexpenses. 2) utisce se vere cect apes 303,300 

Net: income: 63566 eo eee $ 14,900 

Classified Balance Sheet 

The merchandiser’s classified balance sheet reports merchandise inventory, and often an inventory 
returns estimated account, as part of current assets, usually after accounts receivable (net of allow- 

ance for sales discounts) according to an asset’s nearness to liquidity. Inventory is usually less liquid 

than accounts receivable because inventory must first be sold before cash can be received; but it is 

more liquid than supplies and prepaid expenses. Exhibit 4.15 shows the current asset section of 

Z-MART 

Balance Sheet (partial) 

December 31, 2016 

Current assets 

Cashiers (acigt na Ma ceteneem ea tataes eet $ 8,200 

Accounts receivable: sara ena noe $11,250 

Less: Allowance for sales discounts......... 50 11,200 

Merchandise inventory ................... 21,000 

Inventory returns estimated .............. 2,000 

Suipplies ace. vase eee Neeru cee tia tatt 800 

Prepaid insurance mc teteye eee  enere 300 

Total currentiassets.:. Gir ucuniers ocmerncda rere $43,500 
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Z-Mart’s classified balance sheet. The current liability section includes the Sales Refund Payable 
account (and other sections are as shown and explained in prior chapters). 

Fraud 

I NN Merchandising Shenanigans Accurate invoices are important to both sellers and 

buyers. Merchandisers rely on invoices to make certain they receive all monies for 

products provided—no more, no less. To achieve this, controls are set up. Still, failures arise. A survey 
* * ‘ ‘ 

foices sent to 

Assume Taret’s adjusted trial balance on April 30, 2016, its fiscal year-end, follows (data for discounts, re- 

turns, and allowances are taken from supplementary records). (a) Prepare a multiple-step income statement 

that begins with gross sales and includes separate categories for net sales, cost of goods sold, selling 

expenses, and general and administrative expenses. (b) Prepare a single-step income statement that begins 

with net sales and includes these expense categories: cost of goods sold, selling expenses, and general and 

administrative expenses. 

Merchandise inventory ............... $ 800 

Other (noninventory) assets .......... 2,600 

otaliMabilitiess.2 i eee Ste sien ets ee $ 500 

Gommonistock avec acc apes stents ae 400 

Retained earningss..c.1r.. >< ac.uvom eee 1,700 

Dividends = aarp te sree 300 

SACS wae eee ne cnet ba eatesietears os 9,467 

Sales GISCOUNTS ye nisms, acinar chet 227 

Sales returns and allowances........... 240 

Gostiof goods sold x ccicaciw ss caw arent 6,500 

Sales salaries expense ...........0:5.. 450 

Rent expense—Selling space .......... 160 

Store supplies expense ..............- 30 

AGVertising expense cn. sonny trriel ae i 260 

Officeisalanies:expense!<...1.5,. <6 << 420 

Rent expense—Office space .......... 72 

Office supplies expense .............. 8 

slotalstance sare sere ee ee certs $12,067 $12,067 

Solution 

a. Multiple-step income statement b. Single-step income statement 

TARET 

Income Statement 

For Year Ended April 30, 2016 

INetisalés aactercru erry ct reat: 

thasss. Sales CISCOUNES amen seals ete este telancie 2is1ss S227 Expenses 

Sales returns and allowances ........-.++-++ 240 467 Cost oOnecoodsisOldee = a 

Netisales ts eine? orrele viejo senate cla pin arelleiase 9,000 Selling expenses................. 

Gostio coods SOldsseme neste eae 6,500 General and administrative expenses 

Grossprolitzce.. ees ee een hme ones 2,500 Hotaliexpensesimers ssn ater a 

Operating expenses Netincomen 3 eee ero 

Selling expenses 

Sales salaries expense .......-----++++++0e: 450 

Rent expense—Selling space........-----++ 160 

Store supplies expense .......-----+++++ee> 30 

Advertising expense. ......-- 200+ ee errr eee _ 260 

Total selling expenses .......---- +++ eeeeee> 900 

General and administrative expenses 

Office salaries expense ......-----++++eeee 420 

Rent expense—Office space.....----++--++> 72 

Office supplies expense ....--.----+++-255> 28 

Total general and administrative expenses ..... 500 

Total operating expenses......--- +2 seer seers 1,400 

Niet TiCORTE ee oe hcl wraps Sone oe earecane oteial $1,100 

TARET 
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Nee 4-4 

Multiple- and Single- 

Step Income 

Statements 

P4 

Income Statement 

For Year Ended April 30, 2016 

oe $9,000 

es $6,500 
oe 900 
ce. 500 
oe 7,900 
fe $1,100 

Do More: QS 4-13, E 4-14, 

P 4-3 
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GLOBAL VIEW 

VOLKSWAGEN 

This section discusses similarities and differences between U.S. GAAP and IFRS in accounting and re- 

porting for merchandise purchases and sales, and for the income statement. 

Accounting for Merchandise Purchases and Sales Both U.S. GAAP and IFRS include 

broad and similar guidance for the accounting of merchandise purchases and sales. Nearly all of the trans- 

actions presented and illustrated in this chapter are accounted for identically under the two systems. The 

closing process for merchandisers is also similar for U.S. GAAP and IFRS. 

Income Statement Presentation We explained that net income, profit, and earnings refer to 

the same (bottom line) item. However, IFRS tends to use the term profit more than any other term, whereas 

U.S. statements tend to use net income more than any other term. Both U.S. GAAP and IFRS income 

statements begin with the net sales or net revenues (top line) item. For merchandisers and manufacturers, 

this is followed by cost of goods sold. The remaining presentation is similar with the following differ- 

ences. 

® U.S. GAAP offers little guidance about the presentation or order of expenses. IFRS requires sepa- 

rate disclosures for financing costs (interest expense), income tax expense, and some other special 

items. 

@ Both systems require separate disclosure of items when their size, nature, or frequency is important. 

e IFRS permits expenses to be presented by their function or their nature. U.S. GAAP provides no direc- 

tion but the SEC requires presentation by function. 
@ Neither U.S. GAAP nor IFRS defines operating income, which results in latitude in reporting. 

@ IFRS permits alternative income measures on the income statement; U.S. GAAP does not. 

Volkswagen Group provides the following example of income statement reporting. We see the separate 

disclosure of finance costs, taxes, and other items. We also see the unusual practice of using the minus 

symbol in an income statement. 

VOLKSWAGEN GROUP 

Income Statement (in euros million) 

For Year Ended December 31, 2014 

Sales revenUeln ic arc eters soc eens ee area anaacn s Weerieten nas € 202,458 

Cost:of SaleSe ai Su oe lastest are pinion ohne eeatakt «eaten —165,934 

GROSS: Profit ork 2h wives sperercioiehocs cco norton erie Sperry 36,524 

Distribution’ expenses 8 ao 5. let te eee cerns 201292 

Adiministrativeiexpenses 2052 ac 4 auc wee stacuoics. sp eielvrene —6,841 

Other operating income (net of other expenses) ............ 3,306 

@perating profits: Gyms er aye serena teres ae 12,697 

FinanCeGOSts cite sa tes cane tie men earn ena ere ere -2,658 

Other financial results (including equity investments) ......... 4,755 

Profit belove, Bae. fu s.!ata tisk doo ecu eet ene 14,794 
GORING ax aie he cere cc tres ae en es mentee es re nemen ate 30726 

PROGR aixit cco icles edenanh te paete ols a gsuse ce eae aS ont € 11,068 

Balance Sheet Presentation Chapters 2 and 3 explained how both U.S. GAAP and IFRS re- 

quire current items to be separated from noncurrent items on the balance sheet (yielding a classified bal- 

ance sheet). As discussed, U.S. GAAP balance sheets report current items first. Assets are listed from 

most liquid to least liquid, whereas liabilities are listed from nearest to maturity to furthest from maturity. 

IFRS balance sheets normally present noncurrent items first (and equity before liabilities), but this is not 
a requirement as evidenced in Samsung’s balance sheet in Appendix A. 

Sustainability and Accounting Chipotle’s founder, Steve Ells, makes certain his restaurants 

are committed to sustainability and the environment by implementing his “Food with Integrity” program, 
which focuses on four issues—see graphic. Buying food produced under such conditions of sustainability. 

would suggest higher expenses. However, Steve explains that the full financial statement impact of 
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sustainable purchasing is of practical value. “Sustainable food appears to cost more. But, if you look at the 
cost of industrialized/processed food and then add in the cost of environmental degradation, displaced 
family farms, the exploitation of animals, the ramifications of the overuse of antibiotics, etc., you come to 
understand that there’s no real value in the industrialized system.” 

Buying Local 
“As | visited various pork producers across 

the country, | witnessed how family farms 

have been displaced by industrialized meat 

production operations ... | wanted a different 

option and began working with ... a network 
of independent ranchers who are committed 

to humanely raising animals outdoors and 
without the use of antibiotics” 

S. Elis, Nature.com 

Making Space 
“We set minimum space 
requirements for the 

animals producing the 

meat and dairy products ... 

and are always setting 

the bar higher’ 

Chipotle.com 

Healthy Stock 
“We buy meat from farmers 

and ranchers who raise their 

animals without antibiotics 

and synthetic hormones. If 
animals fall sick, our 

protocols require that farmers 

bring them back to health in 

the most responsible manner 

possible” Chipotle.com 

Respecting Land 
“When the same crop is planted over 

and over in the same place 

(a practice called monoculture), the 

land suffers. Essential nutrients are 

depleted from the soil, and crops are 

more likely to fall prey to diseases and 

pest infestations, requiring the heavy 

use of chemical fertilizers and 

pesticides” Chipotile.com 

Acid-Test and Gross Margin Ratios (])@§{) Decision 

Acid-Test Ratio 

For many merchandisers, inventory makes up a large portion of current assets. Inventory must be sold and 

any resulting accounts receivable must be collected before cash is available. Chapter 3 explained that the 

current ratio, defined as current assets divided by current liabilities, is useful in assessing a company’s 

ability to pay current liabilities. Because it is sometimes unreasonable to assume that inventories are a 

source of payment for current liabilities, we look to other measures. 

One measure of a merchandiser’s ability to pay its current liabilities (referred to as its liquidity) is the 

acid-test ratio. It differs from the current ratio by excluding less liquid current assets such as inventory and 

prepaid expenses that take longer to be converted to cash. The acid-test ratio, also called quick ratio, 

is defined as quick assets (cash, short-term investments, and current receivables) divided by current 

liabilities—see Exhibit 4.16. 

Cash and cash equivalents + Short-term investments + Current receivables 

OE A AAU0 Current liabilities 

Exhibit 4.17 shows both the acid-test and current ratios of retailer JCPenney for fiscal years 2010 

through 2015—also see graph that follows. JCPenney’s acid-test ratio reveals an increase in 2014 and 

2014 2013 20t1 2010 $ millions 

Total quick assets ..........-- $1,318 $1,519 $ 987 $1,920 $2,956 $3,406 25 

Total current assets .....4...-- $4,331 $4,833 $3,683 $5,081 $6,370 $6,652 2.0 

Total current liabilities ........ $2,241 $2,846 $2,568 $2,756 $2,647 $3,249 1.5 

Acid-test ratio ...........-. 0.59 0.53 0.38 0.70 1.12 1.05 1.0 

Current ratio .............. 1.93 1.70 1.43 1.84 2.41 2.05 ae é : 

Industry acid-test ratio ........ 0.55 0.50 0.51 0.54 0.61 0.59 el goer rreremcrnipaon sr Nicest SS 

2.03 1.99 1.94 2.01 2.27 2.15 JCPenney: _ Acid-Test Ratio |_| Current Ratio 
Industry current ratio 
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Analysis 

Al 
Compute the acid-test 
ratio and explain its use 
to assess liquidity. 

EXHIBIT 4.16 

Acid-Test (Quick) Ratio 

EXHIBIT 4.17 

JCPenney's Acid-Test and 

Current Ratios 

GERRI EEL EN ER EA EE ERO R ELE ELAS LSE ELLE EEN DNS LLIN NINE: 
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Points Successful use of a 

just-in-time inventory system 

can narrow the gap between 

the acid-test ratio and the 

current ratio. 

A2 
Compute the gross margin 
ratio and explain its use to 
assess profitability. 

EXHIBIT 4.18 

Gross Margin Ratio 

Point: The power of a ratio is 

often its ability to identify areas 
for more detailed analysis. 

EXHIBIT 4.19 

JCPenney’s Gross Margin 

Ratio 
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2015 that exceeds the industry average (following a marked decline in 2012 and 2013). Further, 

JCPenney’s current ratio shows an increase in 2014 and 2015 (again, following marked declines in 2012 

and 2013). This suggests that its short-term obligations are more confidently covered with short-term 

assets in recent years as compared with prior years (especially versus 2013). 

An acid-test ratio less than 1.0 means that current liabilities exceed quick assets. A rule of thumb 

is that the acid-test ratio should have a value near, or higher than, 1.0 to conclude that a company iS 

unlikely to face near-term liquidity problems. A value much less than 1.0 raises liquidity concerns 

unless a company can generate enough cash from inventory sales or if much of its liabilities are not 

due until late in the next period. Similarly, a value slightly larger than 1.0 can hide a liquidity prob- 

lem if payables are due shortly and receivables are not collected until late in the next period. Analysis 

of JCPenney shows some need for concern regarding its liquidity as its acid-test ratio is less than 1.0. 

However, retailers such as JCPenney pay many current liabilities from inventory sales; moreover, in 

all years except 2013, JCPenney’s acid-test ratios exceed the industry norm (and its inventory is 

fairly liquid). 

® Decision Maker — _ 
a 

Supplier A retailer requests to purchase supplies on credit from your company. You have no prior experience 

with this retailer. The retailer's current ratio is 2.1, its acid-test ratio is 0.5, and inventory makes up most of its 

current assets. Do you extend credit? MM [Answers follow the chapter's Summary. ] 

Gross Margin Ratio 

The cost of goods sold makes up much of a merchandiser’s expenses. Without sufficient gross profit, a 

merchandiser will likely fail. Users often compute the gross margin ratio to help understand this relation. 

It differs from the profit margin ratio in that it excludes all costs except cost of goods sold. The gross 

margin ratio (also called gross profit ratio) is defined as gross margin (net sales minus cost of goods 

sold) divided by net sales—see Exhibit 4.18. 

Net sales — Cost of goods sold 
Gross margin ratio = 

Net sales 

Exhibit 4.19 shows the gross margin ratio of JCPenney for fiscal years 2010 through 2015. For JCPenney, 

each $1 of sales in 2015 yielded about 34.8¢ in gross margin to cover all other expenses and still produce 

a net income. This 34.8¢ margin is up from 29.4¢ in 2014. This increase is a favorable development. 

Success for merchandisers such as JCPenney depends on adequate gross margin. For example, the 5.4¢ 

increase in the gross margin ratio, computed as 34.8¢ — 29.4¢, means that JCPenney has $662 million 

more in gross margin! (This is computed as net sales of $12,257 million multiplied by the 5.4% increase 

in gross margin.) 

$ millions 2015 2014 2013 2012 2011 2010 

Grossimareinientaerrere rer $ 4,261 $ 3,492 $ 4,066 $ 6,218 $ 6,960 $ 6,910 

Net salesiis cpjtensaserrasomcuct. $12,257 $11,859 $12,985 $17,260 $17,759 $17,556 

Gross margin ratio ........ 34.8% 29.4% 31.3% 36.0% 39.2% 39.4% 

® Decision Maker @ 

Financial Officer Your company has a 36% gross margin ratio and a 17% net profit margin ratio. Industry 

averages are 44% for gross margin and 16% for net profit margin. Do these comparative results concern 

you? [Answers follow the chapter's Summary.] 



Chapter 4 Reporting and Analyzing Merchandising Operations 189 

Use the following adjusted trial balance and additional information to complete the requirements (data for 
discounts and returns and allowances are taken from supplementary records). ee 4-5 

MGAotqus =i COMPREHENSIVE 1 
_ Adjusted Trial Balance — 

: Decem or 31,2016 

: Credit 

Gash rie eer ee hc a ae $ 7,000 

Accounts receivable wate es ca eo 13,000 

Merchandiseinventory «cums. a qatar een ee 60,000 

SCONE SUP PIES on asec een ce ieee, Meet 1,500 

EQUIDINGRG ani: com CGcrnc or eu sean eee yt 45,600 

Accumulated depreciation—Equipment ........... $ 16,600 

INCCOUNES pay a DIC! mint peat niacin Wenn Menem ent 9,000 

Salaries payables c.ce setters sue ices pe een 2,000 

GOmMmOn SOC re tees wee ce 20,000 

Retained tearmingst.. cnts sacar e. caer aces 59,000 

DI falS Wee eaeino so eGde me me Moma ere Ge eee ote 10,000 

Salesic are ta Sie ere Gare cook Cn ny ate ace ua, 343,250 

Sales ciSCOURUS nic ence tas tt auras atte 5,000 

Salesreturns and allowances .................+2 6,000 

Cosvoficoods sold ceca fon. eek hmv 159,900 

Depreciation expense—Store equipment ......... 4,100 

Depreciation expense—Office equipment ......... 1,600 

Sales salaries expense) iy..Ssice «yo neaesteites etre Gere 30,000 

Officersalaries;expense... .c.csiswe sce esas ets 34,000 

InsuranCejexpenses aortas aro aac Cerne mie 11,000 

Rent expense (70% is store, 30% is office) ......... 24,000 

Store supplics:exPense /1.e...stcsiei- tone tds soe eet tes 5,750 

INQWERISINS ONS. écunubac cog pomagaawoeer too 31;400 eee aoe 

NOtalS  eapiceaue ares ab ain ab vctvaens Colca aera te crnnce see $449,850 $449,850 

KC Antiques’s supplementary records for 2016 reveal the following itemized costs for merchandising 

purchases: 

Invoice cost of merchandise purchases ......... $150,000 

Purchase discounts received.................. 2,500 

Purchase returns and allowances .............. 2,700 

Gost Of transporcation=i’ cece sass os oe kr clelele oe 5,000 

Required 

1. Use the supplementary records to compute the total cost of merchandise purchases for 2016. 

2. Prepare a 2016 multiple-step income statement. (Inventory at December 31, 2015, is $70,100.) 

3. Prepare a single-step income statement for 2016. 

4. Prepare closing entries for KC Antiques at December 31, 2016. (KC Antiques does not give discount 

terms on its sales nor does it accept returns.) 

5. Compute the acid-test ratio and the gross margin ratio. Explain the meaning of each ratio and interpret 

them for KC Antiques. 

PLANNING THE SOLUTION 

e Compute the total cost of merchandise purchases for 2016. 

e To prepare the multiple-step statement, first compute net sales. Then, to compute cost of goods sold, 

add the net cost of merchandise purchases for the year to beginning inventory and subtract the cost of 

ending inventory. Subtract cost of goods sold from net sales to get gross profit. Then classify expenses 

as selling expenses or general and administrative expenses. 

e To prepare the single-step income statement, begin with net sales. Then list and subtract the expenses. 

e The first closing entry debits all temporary accounts with credit balances and opens the Income 

Summary account. The second closing entry credits all temporary accounts with debit balances. The 
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third entry closes the Income Summary account to the Retained Earnings account, and the fourth entry 

closes the Dividends account to the Retained Earnings account. 

® Identify the quick assets on the adjusted trial balance. Compute the acid-test ratio by dividing quick 

assets by current liabilities. Compute the gross margin ratio by dividing gross profit by net sales. 

SOLUTION 

ue Invoice cost of merchandise purchases ........ $150,000 

Less: Purchases discounts received ........... 2,500 

Purchase returns and allowances ........ 2,700 

Add: Cost of transportation-in............. 5,000 

Total cost of merchandise purchases.......... $149,800 

2. Multiple-step income statement 

KC ANTIQUES 
Income Statement 

For Year Ended December 31, 2016 

Sales iets See se ec Biniel ie ti penne iene = caeeringe ems $343,250 

Bessy Sales discounts... nr eny.reey = tbeiile pt crn $ 5,000 

Sales returns and allowances.................-.- 6,000 | 1,000 

Netisales 206 (8 int aR Nee ste eeteal ieee 332,250 

G@ostiof goods soldi) aia esgic ce ne peer 159,900 

Gross profit. cies ee ere eer ee ccern 172,350 

Expenses 

Selling expenses 

Depreciation expense—Store equipment .......... 4,100 

Salesisalanies' €xpensSe. gee eee eas 30,000 

Rent expense—Selling space ..........-------+-- 16,800 

Store’supplies CXPenSe 225 0... ee te 5,750 

Advertising expense i055 ees ecb oieminctner 31,400 

Hotaliselling expenses 6s cache acl 88,050 

General and administrative expenses 

Depreciation expense—Office equipment ......... 1,600 

Office salanies expense yc sch a emi aan 34,000 

Insurancesexpenses.2. 2 ies tic dee ee eee ene 11,000 

Rent expense—Office space. ...........-.00-000- 7,200 

Total general and administrative expenses.......... 53,800 

Tax expense for a corporation Total operating expenses’... 2... 2.2222 - stew ee eects 141,850 

appears immediately before net | Net income 

income in its own category. 
Ee hae ni aCe yn can iar eae atric $ 30,500 

* Cost of goods sold can also be directly computed (applying concepts from Exhibit 4.4): 

Merchandise inventory, December 31, 2015 ............... $ 70,100 

Total cost of merchandise purchases (from part 1) .......... 149,800 

Goods available LOVSAlG: Ciutat ce cise en cen et ae 219,900 

Merchandise inventory, December 31, 2016............--. 60,000 

G@ostof goods:sold ie. anata binary sree ear as the ooo N te Geaekeere $159,900 

3. Single-step income statement 

KC ANTIQUES 

Income Statement 

For Year Ended December 31, 2016 

Netisales tn. rh ce Asi eee ts eee ecee eon tre ees $332,250 

Expenses 

GCostof goodsisoldie titi. eterna ec $159,900 

Selling expenSeSirce cscs cia encisvornenr co 88,050 

General and administrative expenses......... 53,800 

iTotaliexPenses: scsi ew rte rim teteare eco 301,750 

Netincome ss ties th eae rere nee ane $ 30,500 
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SOlSS a ram eersn ns Mera ret en haat a res 343,250 

Income SUMMayan eo aehnr. o 1G er ees noes 343,250 

Close credit balances in temporary accounts. 

Income Summaty nso. eee a ee 312,750 

SalesiDiscountsie Macaca yen ne 5,000 

Sales Returns and Allowances................. 6,000 

CostialiGoods Soldac cn fy ee 159,900 

Depreciation Expense—Store Equipment ....... 4,100 

Depreciation Expense—Office Equipment ...... 1,600 

Sales Salaries Expense... tcss ak so ee 30,000 

@ifice Salariesiexpense™. ..8)a.0 5.4 34,000 

Insurance: Expensee aca noc sae ei eee 11,000 

RentEXpense a at,.0 terete mir cnc retin asses 24,000 

Store Supplies/EXpense:. 504s vial ewes 5,750 

ANdVertisingcExpenses. trae en ef ce 31,400 

Close debit balances in temporary accounts. 

ENCOMeLSUIMMALY se er vtsen eer ce a ate ey eae 30,500 

Retained Earmings.mc cc power eu comme ace 30,500 

Close Income Summary account. 

Retained! Earnings..o..qeseves cashes wc oases Siaute ets 10,000 

Dividends: sa vee rete ue ten tr Saeed ete 10,000 

Close Dividends account. 

5. Acid-test ratio = (Cash and equivalents + Short-term investments + Current receivables) / 

Current liabilities 

= (Cash + Accounts receivable/(Accounts payable + Salaries payable) 

= ($7,000 + $13,000)/($9,000 + $2,000) = $20,000/$11,000 = 1.82 

Gross margin ratio = Gross profit/Net sales = $172,350/$332,250 = 0.52 (or 52%) 

KC Antiques has a healthy acid-test ratio of 1.82. This means it has $1.82 in liquid assets to satisfy 

each $1.00 in current liabilities. The gross margin of 0.52 shows that KC Antiques spends 48¢ 

($1.00 — $0.52) of every dollar of net sales on the costs of acquiring the merchandise it sells. This 

leaves 52¢ of every dollar of net sales to cover other expenses incurred in the business and to provide 

a net profit. 

Prepare journal entries to record the following merchandising transactions for both the seller (BMX) and 

buyer (Sanuk). 
NEED-TO-KNOW 4-5 

May 4  BMxX sold $1,500 of merchandise on account to Sanuk, terms FOB shipping point, n/45, COMPREHENSIVE 2 

invoice dated May 4. The cost of the merchandise was $900. This sale was “as is” with no 

returns. 

May 6 Sanuk paid transportation charges of $30 on the May 4 purchase from BMX. 

May 8 BMxX sold $1,000 of merchandise on account to Sanuk, terms FOB destination, n/15, 

invoice dated May 8. The cost of the merchandise was $700. This sale permits returns for 

30 days. 

May 10 BMX paid transportation costs of $50 for delivery of merchandise sold to Sanuk on May 8. 

May 16 BMX issued Sanuk a $200 credit memorandum for merchandise returned. The merchandise 

was purchased by Sanuk on account on May 8. The cost of the merchandise returned was 

$140. 

May 18 BMX received payment from Sanuk for purchase of May 8. 

May 21 BMX sold $2,400 of merchandise on account to Sanuk, terms FOB shipping point, 2/10, 

n/EOM. The cost of the merchandise was $1,440. This sale permits returns for 90 days. 

May 31 BMX received payment from Sanuk for purchase of May 21, less discount. 
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SOLUTION 

BMX (Seller) Sanuk (Buyer) 

| may 4 Accounts Receivable—Sanuk....... 1,500 Merchandise Inventory ........--- 

Sales oe Sapsaicnr crete esas 1,500 Accounts Payable—BMX ...... 

Gostiof Goods Sold earissmm tyes: 900 

Merchandise Inventory ........ 900 ies 

6 No entry. ae Mi Merchandise Inventory Pereiorae soe 

CASI ce rontrent et aeons 

8 Accounts Receivable—Sanuk ....... 1,000 Merchandise Inventory eran nigiae ocr 

Sales maaracie cate nnh olcrrece 1,000 Accounts Payable—BMX ....... 

Costiof GoodsiSolainiie een > 700 

Merchandise Inventory........ 700 

10 ‘Delivery Expense nae NG: p80 es No entry. 

Gashie eee ime aan te aii 50 v 

16 Sales Returns and Allowances ....... 00 aa Accounts Payable—BMX . Seeks ae 

Accounts Receivable—Sanuk ... 200 Merchandise Inventory......... 

Merchandise Inventory ..........-. 140 

Gostiof Goods Sold/> isn... 140 5 

an och ee os eS 800 Accounts Payable—BMX .........- 

Accounts Receivable—Sanuk ..... 800 Gash Se tia: these ommeee rare 

21 Accounts Receivable—Sanuk....... 2,400 Merchandise Inventory .........+. 
Sales ienrtneeceen ote ee: 2,400 Accounts Payable—BMX ...... 

Gost of Goods Sold. eine 1,440 

Merchandise Inventory ........ 1,440 

BR Gk oe, ee ee!’ | Accounts Payable BMX 0 ce 

SalesiDISCOUNG as ein. este ste: 48 Merchandise Inventory ....... 

Accounts Receivable—Sanuk ..... mae Cashiciten se seitenaiad meter scte cess 

APPENDIX 

Recording Transactions under the Periodic System 

Pb 
Record and compare 
merchandising transactions 
using both periodic and 
perpetual inventory 

systems. 

A periodic inventory system requires updating the inventory account only at the end of a period to reflect 

the cost of both the goods available and the goods sold. Thus, during the period, the Merchandise Inventory 

balance remains unchanged. It reflects the beginning inventory balance until it is updated at the end of the 

period. During the period the cost of merchandise is recorded in a temporary Purchases account. When a 

company sells merchandise, it records revenue but not the cost of the goods sold. At the end of the period 

when a company prepares financial statements, it takes a physical count of inventory by counting the 

quantities and costs of merchandise available. The cost of goods sold is then computed by subtracting the 

ending inventory amount from the cost of merchandise available for sale. 

Recording Merchandise Purchases Under a periodic system, the purchases, purchase returns 

and allowances, purchase discounts, and transportation-in transactions are recorded in separate temporary 

accounts. At period-end, each of these temporary accounts is closed, which updates the Merchandise 

Inventory account. To illustrate, journal entries under the periodic inventory system are shown for the most 

common transactions (codes a through d link these transactions to those in the chapter, and we drop expla- 

nations for simplicity). For comparison, perpetual system journal entries are shown to the right of each 

periodic entry, where differences are highlighted in yellow. 

Credit Purchases with Cash Discounts The periodic system uses a temporary Purchases account that 

accumulates the cost of all purchase transactions during each period. The Purchases account has a normal 

debit balance, as it increases the cost of merchandise available for sale. Z-Mart’s November 2 entry to 

record the purchase of merchandise for $500 on credit with terms of 2/10, n/30 is 
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(a) Periodic Perpetual 

Purchases. te on oe vat 500 Merchandise Inventory La 500 
Accounts Payable ..... 500 Accounts Payable ......... 500 

Payment of Purchases The periodic system uses a temporary Purchase Discounts account that accumu- 
lates discounts taken on purchase transactions during the period. If payment for transaction (a) is made 
within the discount period, the entry is 

(b!) Periodic Perpetual 

Accounts Payable ......... 500 AGCOUNtS Payables. cate ate « 500 

Purchases Discounts*. . 10 Merchandise Inventory*. ... . 10 
GaSe ee ee 490 Cash crest ve cata seen ea) 490 

*$500 x 2% *$500 x 2% 

If payment for transaction (a) is made after the discount period expires, the entry is 

(b2) Periodic Perpetual 

Accounts Payable ......... 500 Accounts Payable sa sem.s saa: 500 

(SEIS ins A a eee 500 Cashisersitrscwien eRe eae 500 

Purchase Returns and Allowances Purchase Allowance. The buyer and seller agree to a $30 purchase 

allowance for defective goods (assume allowance terms are $30 whether paid within the discount period 

or not). In the periodic system, the temporary Purchase Returns and Allowances account accumulates 

the cost of all returns and allowances during a period. The buyer records the $30 allowance as 

(cl) Periodic Perpetual 

Accounts Payable ......... 30 Accounts Payables crass nie oe 30 

Purchase Returns and > : ; 
Allowances? ©). us 3 3 Merchandise Inventory ..... 30 : f Y 

Purchase Returns. The buyer returns $50 of merchandise within the discount period. The entry is 

(c2) Periodic Perpetual 

Accounts Payable ......... 50 AACCOUNES Payable cnet es 50 

Purchase Returns and — : oak 
Allowances «ara in 50 Merchandise Inventory ..... 50 

Transportation-In The buyer paid a $75 freight charge to transport goods with terms FOB destination. In 

the periodic system, this cost is charged to a temporary Transportation-In account, which has a normal 

debit balance as it increases the cost of merchandise available for sale. 

(d) Periodic Perpetual 

Transportation-In ......... 75 Merchandise Inventory ......... ZS 

Gashitrogancy.- sana 75 Gashitesik presse ee ee Us 

Recording Merchandise Sales Journal entries under the periodic system are shown for the most 
common transactions (codes e through h link these transactions to those in the chapter). Perpetual system 

entries are shown to the right of each periodic entry, where differences are highlighted. 

Credit Sales and Receipt of Payments Both the periodic and perpetual systems record sales entries simi- 

larly, using the gross method. The same holds for entries related to payment of receivables from sales both 

within and after the discount period. However, under the periodic system, the cost of goods sold is not 

recorded at the time of each sale (whereas it is under the perpetual system)—we show later in this appen- 

dix how to compute cost of goods sold at period-end under the periodic system. The entries to record 

$1,000 in credit sales (costing $300) is 

Periodic Perpetual 

Accounts Receivable....... 1,000 Accounts Receivable ........... 1,000 

Sal eSeseeietiay cess oe 1,000 Sales asics te ec eee eens 1,000 

Cost of Goods Sold..... Se owe 300 

No cost-side entry .... Merchandise Inventory. ..... 300 

193 

Point: Purchase Discounts 

and Purchase Returns and 

Allowances are contra pur- 

chases accounts and have 

normal credit balances, as they 

both decrease the cost of 

merchandise available for sale 
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Returns Received by Seller A customer returned merchandise for a cash refund. The goods sell for $15 

and cost $9. (Recall: The periodic system records only the revenue effect, not the cost effect, for sales 

transactions.) The entries for the seller to restore the returned items to inventory are 

Periodic Perpetual 

(el) Sales Returns and Allowances . . . 15 Sales Returns and Allowances .... 15 

(e2) 

Allowances Granted by Seller A customer received an allowance in transaction (f) of $10 cash; only the 

revenue side is impacted as no inventory was returned and cost stays the same. The entry is identical under 

the periodic and perpetual systems. The seller records this allowance as 

Periodic Perpetual 

(f) Sales Returns and Allowances. . . 10 Sales Returns and Allowances .... 10 

Gashe co ee ie 10 Cashitiiiee carer wate ke eee 10 

EXHIBIT 4A.1 

Comparison of Adjusting 

and Closing Entries— 

Adjusting Entries Shrinkage—Adjusting Entry Adjusting (and closing) entries for the two systems are shown 

in Exhibit 4A.1. The $250 shrinkage is only recorded under the perpetual system—see entry (z) in Ex- 

Periodic and Perpetual hibit 4.1. Shrinkage is unknown under the periodic system and is simply included as part of cost of goods sold. 

PERIODIC PERPETUAL 

Adjusting Entries Adjusting Entries 

(z) None 

(g) Sales Discounts .........--.+-.-.--+--:- 50 (g) Sales Discounts) <7.) 2-2 50 

Allowance for Sales Discounts ....... 50 Allowance for Sales Discounts. . . . 50 

(hl) Sales Returns and Allowances..........-- 900 (hl) Sales Returns and Allowances......-- 900 

Sales Refund Payable ..............- 900 Sales Refund Payable........... 900 

(h2) Inventory Returns Estimated..........-.. 300 (h2) Inventory Returns Estimated ........ 300 

300 300 

PERIODIC PERPETUAL 

Closing Entries Closing Entries 

(UV SaSO ee sce o se Ee Ponce eerie dae 321,000 (i): Salesietncg ae kt a roar cntoae er 321,000 

Merchandise Inventory (ending) ........ 21,000 

Purchase Discounts .................- 4,200 

Purchase Returns and Allowances ..... 1,500 

INCOME SUMMARY acre tts ootae eeeaes 347,700 Income SUMMARY crsneres i tatecnrestse 

(2) Income Summary .......-.+-++ 22s eee 334,800 (2): Income:Summaty? <2 9.etei tet ener 3,100 

Sales: DISCOUNTS: «tanta: © raheem 4,300 Sales(Discounts:..atmiaw ieee 4,300 

Sales Returns and Allowances ........ 2,000 Sales Returns and Allowances .... 2,000 

Merchandise Inventory (beginning). . . 19,000 ; 

Purchases: 5 2. eee ee 235,800 Cost of Goods Sold .......... 230,400 

Transportation-In ................ 2,300 

Depreciation Expense.............:- 3,700 Depreciation Expense........... 3,700 

Salaries: EXDENS@.. sc uate eerie iene 43,800 SalarieSiEXpensess san tenes eee 43,800 

Insusance EXpense 2. ears aera 600 Insurance Expense: 95. .e. <a ne 600 

Rone Bits Boannendcnioenscaacoa. 9,000 RentiExpensescnc .a.0-0 cn ane 9,000 

Supplies Expense .....--.--2.----- 00s 3,000 Slippliés Expensesnn meena 3,000 

Advertising Expense ..............-- 11,300 Advertising Expense ............ 11,300 

(3) Income Summary ......-----020e reer ees 12,900 (8) Income, Summahy g22250 fet ane 12,900 

Retained Earning saci. wert toner: 12,900 Retained Earnings .............. 12,900 

(4) Retained Earnings ..........----+s+eeees 4,000 (4) Retained Earnings: <2... 205.055 -.6 40 4,000 

Dividends: eos. st ee ere 4,000 Dividends1cc. cera a eee 4,000 
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Expected Sales Discounts—Adjusting Entry Both the periodic and perpetual methods make a 
period-end adjusting entry under the gross method to estimate the $50 sales discounts arising from current 
period’s sales that are likely to be taken in future periods. Z-Mart made the period-end adjusting entry (g) 
in Exhibit 4A.1 for expected sales discounts. 

Expected Returns and Allowances—Adjusting Entry Both the periodic and perpetual inventory sys- 
tems estimate returns and allowances arising from current-period sales that will occur in future periods. 
The adjusting entry approach for both systems is identical for the sales side, but slightly different for the 
cost side. The period-end entries (/) and (2) in Exhibit 4A.1 are used to record the updates to expected 
sales refunds of $900 and the cost-side of $300. Under both systems, the seller sets up a Sales Refund 
Payable account, which is a current liability reflecting the amount expected to be refunded to customers, 
and an Inventory Returns Estimated account, which is a current asset reflecting the inventory estimated 
to be returned. 

Closing Entries The periodic and perpetual inventory systems have slight differences in closing entries. 
The period-end Merchandise Inventory balance (unadjusted) is $19,000 under the periodic system. Since 
the periodic system does not update the Merchandise Inventory balance during the period, the $19,000 
amount is the beginning inventory. A physical count of inventory taken at the end of the period reveals 
$21,000 of merchandise available. The adjusting and closing entries for the two systems are shown in 
Exhibit 4A.1. Recording the periodic inventory balance is a two-step process. The ending inventory bal- 

ance of $21,000 (which includes shrinkage) is entered by debiting the inventory account in the first clos- 
ing entry. The beginning inventory balance of $19,000 is deleted by crediting the inventory account in the 
second closing entry.* 

By updating Merchandise Inventory and closing Purchases, Purchase Discounts, Purchase Returns and 

Allowances, and Transportation-In, the periodic system transfers the cost of sales amount to Income 

Summary. Review the periodic side of Exhibit 4A.1 and see that the red boldface items affect Income 

Summary as follows. 

Credit to Income Summary in the first closing entry includes amounts from: 

Merchandise inventory (ending) seers conc aces fated ei. «eae ere Had wee $ 21,000 

Rain aSerdiSCOUN (Serpe mcteeere rar ins ut Mactan Si eae Sowa EOS eH Uk SRNR Sata UEDA Se 4,200 

RocwasemecunnsianarallOwancess tty at tn yn rhe hy ena 1,500 

Debit to Income Summary in the second closing entry includes amounts from: 

Mencnancisennvencony(DESINMING) ccc teeat.c cide scree t © useisiss oak cals sts Sew (19,000) 

RUnCHASCS Menem nets rt Nor Se merase Sli cna scons eGrun s an Meee es Aer (235,800) 

ipanspontatiONn-itemime ner meer acs a6 oie erect achs saubrchigmamer ncn oct s hauerans (2,300) 

Net effect on Income Summary (net debit = cost of goods sold) ................. $(230,400) 

This $230,400 effect on Income Summary is the cost of goods sold amount (which is equal to cost of 

goods sold reported in a perpetual inventory system). The periodic system transfers cost of goods sold 

to the Income Summary account but without using a Cost of Goods Sold account. Also, the periodic 

system does not separately measure shrinkage. Instead, it computes cost of goods available for sale, 

subtracts the cost of ending inventory, and defines the difference as cost of goods sold, which includes 

shrinkage. 

Preparing Financial Statements The financial statements of a merchandiser using the peri- 

odic system are similar to those for a service company described in prior chapters. The income State- 

ment mainly differs by the inclusion of cost of goods sold and gross profit—ok course, net sales is 

affected by discounts, returns, and allowances. The cost of goods sold section under the periodic 

system follows. 

3 This approach is called the closing entry method. An alternative approach, referred to as the adjusting entry method, 

would not make any entries to Merchandise Inventory in the closing entries of Exhibit 4A.1, but instead would make 

two adjusting entries. Using Z-Mart data, the two adjusting entries would be: (1) Dr. Income Summary and 

Cr. Merchandise Inventory for $19,000 each and (2) Dr. Merchandise Inventory and Cr. Income Summary for $21,000 

each. The first entry removes the beginning balance of Merchandise Inventory and the second entry records the actual 

ending balance. 

195 
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Calculation of Cost of Goods Sold 

For Year Ended December 31, 2016 

Beginning inventory........-+...5++++5 $ 19,000 

Net:cost:of purchases... 5.0.0... 24s. 232,400 

Cost of goods available for sale .......-- 251,400 

Less ending inventory .........--+++++- 21,000 

Gestiof goods SOldi si. ue ree ne $230,400 

EXHIBIT 4A.2 The balance sheet mainly differs by the inclusion of merchandise inventory, inventory returns estimated, 

Work Sheet for allowance for sales discounts, and sales refund payable. The work sheet in Exhibit 4A.2 can be used to 

Merchandiser (using help prepare these statements. The only differences under the periodic system from the work sheet 

a periodic system) illustrated in Appendix 4B using the perpetual system are highlighted as follows in blue boldface. 

A B Cc D E F G H | J K ib 

OMNOnNRWN + 

Unadjusted Adjusted Balance Sheet 

Trial Trial Income and Statement 

ELE) Adjustments Balance Statement of Equity 

Account Dr. Cr. Dr. Cr. Dr. Cr. Dr. Cr. Dr. Cr. 

101 Cash 8,200 8,200 8,200 

106 Accounts receivable 11,250 ile250 11,250 

108 Allowance for sales discounts 0 (e) 50 50 50 

119 Merchandise inventory 19,000 19,000 19,000 21,000 21,000 

121 Inventory returns estimated 200 (h2) 300 500 500 

126 Supplies 3,800 (2) 3,000 800 800 

128 Prepaid insurance 900 (1) 600 300 300 

167 Equipment 34,200 34,200 34,200 

168 Accumulated depr.— Equip. 3,700 (3) 3,700 7,400 7,400 

201 Accounts payable 16,000 16,000 16,000 

209 Salaries payable (4) 800 800 800 

227 Sales refund payable 300 (h1) 900 1,200 1,200 

307 Common stock 10,000 10,000 10,000 

318 Retained earnings 31,900 31,900 31,900 

319 Dividends 4,000 4,000 4,000 

413 Sales 321,000 321,000 321,000 

414 Sales returns and allowances 1,100 (h1) 900 2,000 2,000 

415 Sales discounts 4,250 (e) 50 4,300 4,300 

505 Purchases 236,100 (h2} 300 235,800 235,800 

506 Purchases returns & allowances 1,500 1,500 1,500 

507 Purchases discounts 4,200 4,200 4,200 

508 Transportation-in 2,300 2,300 2,300 

612 Depreciation expense—Equip. (3) 3,700 3,700 3,700 

622 Salaries expense 43,000 (4) 800 43,800 43,800 

637 Insurance expense (1) 600 600 600 

640 Rent expense 9,000 9,000 9,000 

652 Supplies expense (2) 3,000 3,000 3,000 

655 Advertising expense 11,300 11,300 11,300 

Totals 388,600 388,600 9,350 9,350 394,050 394,050 334,800 347,700 80,250 67,350 

Net income 12,900 12,900 

Totals 347,700 347,700 _80,250 _ _ 80,250 

APPENDIX 

AR ~ Work Sheet-—Perpetual System 
Exhibit 4B.1 shows the work sheet for preparing financial statements of a merchandiser. It differs 

slightly from the work sheet layout in Chapter 3—the differences are in red boldface. Also, the adjust- 

ments in the work sheet reflect the following: (/) expiration of $600 of prepaid insurance, (2) use of 

$3,000 of supplies, (3) depreciation of $3,700 for equipment, (4) accrual of $800 of unpaid salaries, and 

(5) inventory shrinkage of $250. Once the adjusted amounts are extended into the financial statement 

columns, the information is used to develop financial statements. We also see that the far-right Balance 

Sheet and Statement of Equity columns are identical under the perpetual and periodic methods. 
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EXHIBIT 4B.1 

Work Sheet for Merchandiser (using a perpetual system) 

‘ e Cc D E F G H l J K L 

Unadjusted E Adjusted Balance Sheet 
Trial Trial Income and Statement 

Balance Adjustments Balance Statement of Equity 
Account Dr. Cr. Dr. Cr. Dr. Cr. Dr. Cr. Dr. | Cr. 

1 

2 

3 101 Cash 8,200 8,200 8,200 
4 106 Accounts receivable 11,250 11,250 si y2010) 
5 108 Allowance for sales discounts 0 (@) 60 50 50 
6 119 Merchandise inventory 21,250 (5) 250 21,000 21,000 
7 121 Inventory returns estimated 200 (h2) 300 500 500 
8 126 Supplies 3,800 (2) 3,000 800 800 
9 128 Prepaid insurance 900 (1) 600 300 300 
10 167 Equipment 34,200 34,200 34,200 
11 168 Accumulated depr.— Equip. 3,700 (3) 3,700 7,400 7,400 
12 201 Accounts payable 16,000 16,000 16,000 
13 209 Salaries payable (4) 800 800 800 
14 227 Sales refund payable 300 (h1) 900 1,200 1,200 
15 307 Common stock 10,000 10,000 10,000 
16 318 Retained earnings 31,900 31,900 31,900 
17 319 Dividends 4,000 4,000 4,000 
18 413 Sales 321,000 321,000 321,000 
19 414 Sales returns and allowances 1,100 (h1) 900 2,000 2,000 

20 415 Sales discounts 4,250 (e) 50 4,300 4,300 

21 502 Cost of goods sold 230,450 (5) 250 (h2) 300 230,400 230,400 

22 612 Depreciation expense—Equip. (3) 3,700 3,700 3,700 

23 622 Salaries expense 43,000 (4) 800 43,800 43,800 

24 637 Insurance expense (1) 600 600 600 

25 640 Rent expense 9,000 9,000 9,000 

26 652 Supplies expense (2) 3,000 3,000 3,000 

27 655 Advertising expense 11,300 11,300 11,300 
28 Totals 382,900 382,900 9,600 9,600 388,350 388,350 308,100 321,000 80,250 67,350 
29 Net income 12,900 12,900 
30 Totals 321,000 321,000 80,250 80,250 

31 

Recording Iransactions under the Met Method Al 
This chapter described entries to record the receipt and payment of an invoice for merchandise with P6 

and without cash discount terms. Those entries were prepared under the gross method, which initially 

records an invoice at its gross amount. The net method is another means of recording invoices, which re ee eee 

initially records the invoice at its nef amount (net of any cash discount). This appendix records nae ate tee 

merchandising transactions using the net method, where key differences with the gross method are — ang net method. 

highlighted. 
When invoices are recorded at net amounts, any cash discounts are deducted from the balance of the 

Merchandise Inventory account when initially recorded. This assumes that all cash discounts will be 

taken. If any discounts are later lost, they are recorded in a Discounts Lost expense account reported on 

Record and compare 

the income statement. 

Perpetual Inventory System a | 

PURCHASES—Perpetual A company purchases merchandise on November 2 at a $500 invoice price ($490 

net) with terms of 2/10, n/30. Its November 2 entries under the gross and net methods are 

Gross Method—Perpetual Net Method—Perpetual 

Merchandise Inventory ..... 500 Merchandise Inventory.........- 490 

Accounts Payable ..... 500 Accounts Payable.......... 490 
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If the invoice is paid on (or before) November 12 within the discount period, it records 

Gross Method—Perpetual Net Method—Perpetual 

500 ‘Accounts Payable. .........--..- 490° 

10 
GASH GS nie ee 490 Cashier eh oe ee 490 

If, instead, the invoice is not paid within the discount period, but it is later paid on December 2 (the n/30 

due date), after the discount period, it records 

Gross Method—Perpetual Net Method—Perpetual 

Accounts Payable ......... 500 

Gast. wagers wie cas 500 Gash Recta ste 500 

*For simplicity, we record Discounts Lost on the payment date when that date is after the discount period. 

SALES—Perpetual To illustrate, a company sells merchandise on November 2 at a $500 invoice price 

($490 net) with terms of 2/10, n/30. The goods cost $200. Its November 2 entries under the gross and net 

methods are 

Gross Method—Perpetual Net Method—Perpetual 

5 4 * : 

Accounts Receivable....... 500, Accounts Receivable............ 49( 

Saleses eae 500. Sales tt et ee ee 

Cost of Goods Sold ....... 200 Gost of Goods Sold: 23.0.)2. tes 200 

Merchandise Inventory. . 200 Merchandise Inventory. ..... 200 

If cash is received on (or before) November 12 within the discount period, it records 

Gross Method—Perpetual Net Method—Perpetual 

Gashia acta tans Paseo 490 Cash ec eis cen mic tines 490 

Sales Discounts........... 10 
Accounts Receivable. . . 500. Accounts Receivable ....... 490 

If, instead, cash is not received within the discount period, but it is later received on December 2 (the n/30 

due date), after the discount period, it records 

Gross Method—Perpetual* Net Method—Perpetual* 

Cash Sarat centre nes 500 500 

Accounts Receivable. . . 500 

*Two points: (1) An adjusting entry for expected sales discounts is common with the gross method (see in-chapter text); also, 

an adjusting entry may be necessary with the net method if the seller expects that some future sales discounts will not be taken 

(this is explained in advanced courses). (2) Adjusting entries for sales returns and allowances are identical under the gross and 

net methods. 

Periodic Inventory System 

PURCHASES—Periodic Under the periodic system, the balance of the Merchandise Inventory account 

remains unchanged during the period and is updated at period-end as part of the adjusting process. During 

the period, three accounts are used to record purchases of inventory: Purchases; Purchase Discounts; and 

Purchase Returns and Allowances. /t is helpful to see that the entries below are identical to the perpetual 

system except that Merchandise Inventory is substituted for each of the three purchases accounts. 

To illustrate, we apply the periodic system to purchases transactions. On November 2, a buyer pur- 

chases goods ($500 gross; $490 net) with terms of 2/10, n/30. Its November 2 entries under the gross and 

net methods are 

Gross Method—Periodic Net Method—Periodic 

Purchases: cana camer e 500. Purchases. (ncAce Sick aa ken 490. 

Accounts Payable ..... 500 Accounts Payable.......... 490. 
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If the invoice is paid on (or before) November 12 within the discount period, it records 

Gross Method—Periodic Net Method—Periodic 

Accounts Payable patentee 500 Accounts: Payables 8 4 ya, 490 

Purchase Discounts. .. . 10 
GASH ten Weare eos 490 Gas Mice esc cme 490 

If, instead, the invoice is not paid within the discount period, but it is later paid on December 2 (the n/30 
due date), after the discount period, it records 

Gross Method—Periodic Net Method—Periodic 

Accounts Payable ......... 500 Accounts Payable.............. 490 

(| Peiawiasteess | Uo 
SS ethene eee 500 ashi aie cesta. Cie Cece ee 500 

SALES—Periodic For the above sales transactions, the perpetual and periodic entries are identical 
except that under the periodic system the cost-side entries are not made at the time of each sale nor 
for any subsequent returns. Instead, the cost of goods sold is computed at period-end based on a physi- 
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cal count of inventory. This entry is illustrated in Exhibit 4A.1. 

Summary 
C1 Describe merchandising activities and identify income 

components for a merchandising company. Merchandisers 

buy products and resell them. Examples of merchandisers in- 

clude Walmart, Home Depot, The Limited, and Barnes & Noble. 

A merchandiser’s costs on the income statement include an 

amount for cost of goods sold. Gross profit, or gross margin, 

equals sales minus cost of goods sold. 

C2 Identify and explain the inventory asset and cost flows of 

a merchandising company. The current asset section of a 

merchandising company’s balance sheet includes the cost of prod- 

ucts held for resale as of the balance sheet date. When the mer- 

chandise is sold, its cost is transferred from the balance sheet to 

the income statement, where it is reported as Cost of Goods Sold. 

Al Compute the acid-test ratio and explain its use to 

assess liquidity. The acid-test ratio is computed as quick 

assets (cash, short-term investments, and current receivables) 

divided by current liabilities. It indicates a company’s ability to 

pay its current liabilities with its existing quick assets. An acid- 

test ratio equal to or greater than 1.0 is often adequate. 

A? Compute the gross margin ratio and explain its use to 

assess profitability. The gross margin ratio is computed 

as gross margin (net sales minus cost of goods sold) divided by 

net sales. It indicates a company’s profitability before consider- 

ing other expenses. 

P1 Analyze and record transactions for merchandise pur- 

chases using a perpetual system. For a perpetual inven- 

tory system, purchases of inventory are added to the 

Merchandise Inventory account. Discounts, returns, and allow- 

ances of purchases are subtracted from Merchandise Inventory, 

and transportation-in costs are added to Merchandise Inventory. 

Pp Analyze and record transactions for merchandise sales 

using a perpetual system. A merchandiser records sales 

at the invoice price (using the gross method). The cost of items 

sold is transferred from Merchandise Inventory to Cost of 

Goods Sold. When cash discounts from the sales price are of- 

fered and customers pay within the discount period, the seller 

records this in Sales Discounts, a contra account to Sales. 

Refunds or credits given to customers for unsatisfactory mer- 

chandise are recorded in Sales Returns and Allowances, a contra 

account to Sales. 

P3 Prepare adjustments and close accounts for a merchan- 

dising company. With a perpetual system, it is sometimes 

necessary to make an adjustment for inventory shrinkage. This is 

computed by comparing a physical count of inventory with the 

Merchandise Inventory balance. Shrinkage is normally charged to 

Cost of Goods Sold. New revenue recognition rules are applied 

using adjusting entries. Future expected sales discounts arising 

from current-period sales are recorded using an adjusting entry 

with a debit to Sales Discounts and a credit to Allowance for 

Sales Discounts. Estimates of future sales returns and allowances 

are made with an adjusting entry to debit Sales Returns and 

Allowances and to credit Sales Refund Payable (a current liabil- 

ity); this means that Sales is recorded net of expected returns and 

allowances. Similarly, an estimate of future inventory returns is 

made and recorded in Inventory Returns Estimated (a current 

asset, debit) with a corresponding credit to Cost of Goods Sold. 

Finally, temporary accounts closed to Income Summary for a 

merchandiser include Sales, Sales Discounts, Sales Returns and 

Allowances, and Cost of Goods Sold. 

p 4 Define and prepare multiple-step and single-step 

income statements. Multiple-step income statements 

include greater detail for sales and expenses than do single-step 

income statements. They often show details of net sales and 

report expenses in categories reflecting different activities, 

where some information is taken from supplementary records. 

pha Record and compare merchandising transactions 

using both periodic and perpetual inventory systems. 

A perpetual inventory system continuously tracks the cost of 

goods available for sale and the cost of goods sold. A periodic 

system accumulates the cost of goods purchased during the 

period but does not tally the cost of goods sold until the end of 

a period. Transactions involving the sale and purchase of mer- 

chandise are recorded and analyzed under both the periodic 

and perpetual inventory systems. Adjusting and closing entries 

for both inventory systems are illustrated and explained. 
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pge Record and compare merchandising transactions using 

the gross method and net method. When invoices are 

recorded at gross amounts, the amount of discounts later taken 

Guidance Answers to Decision Maker and Decision Ethics 

Entrepreneur For terms of 3/10, n/90, missing the 3% dis- 

count for an additional 80 days equals an implied annual interest 

rate of 13.69%, computed as (365 days + 80 days) x 3%. Since 

you can borrow funds at 11% (assuming no other processing 

costs), it is better to borrow and pay within the discount period. 

You save 2.69% (13.69% — 11%) in interest costs by paying 

early. 

Payables Manager Your decision is whether to comply 

with prior policy or to create a new policy and not abuse dis- 

counts offered by suppliers. Your first step should be to meet 

with your superior to find out if the late payment policy is the 

actual policy and, if so, its rationale. If it is the policy to pay late, 

you must apply your own sense of ethics. One point of view is 

that the late payment policy is unethical. A deliberate plan to 

make late payments means the company lies when it pretends to 

make payment within the discount period. Another view is that 

the late payment policy is acceptable. In some markets, attempts 

to take discounts through late payments are accepted as a contin- 

ued phase of “price negotiation.” Also, your company’s suppliers 

can respond by billing your company for the discounts not ac- 

cepted because of late payments. However, this is a dubious 

viewpoint, especially since the prior manager proposes that you 

is deducted from the balance of the Inventory account. When 

purchases are recorded at net amounts, a Discounts Lost account 

is brought to management’s attention as an operating expense. 

dishonestly explain late payments as computer or mail problems 

and since some suppliers have complained. 

Supplier A current ratio of 2.1 suggests sufficient current as- 

sets to cover current liabilities. An acid-test ratio of 0.5 suggests, 

however, that quick assets can cover only about one-half of cur- 

rent liabilities. This implies that the retailer depends on money 

from sales of inventory to pay current liabilities. If sales of inven- 

tory decline or profit margins decrease, the likelihood that this 

retailer will default on its payments increases. Your decision is 

probably not to extend credit. If you do extend credit, you are 

likely to closely monitor the retailer’s financial condition. (It is 

better to hold unsold inventory than uncollectible receivables.) 

Financial Officer Your company’s net profit margin is 

about equal to the industry average and suggests typical industry 

performance. However, gross margin reveals that your company 

is paying far more in cost of goods sold or receiving far less in 

sales price than competitors. Your attention must be directed to 

finding the problem with cost of goods sold, sales, or both. One 

positive note is that your company’s expenses make up 19% of 

sales (36% — 17%). This favorably compares with competitors’ 

expenses that make up 28% of sales (44% — 16%). 

Acid-test ratio 

Allowance for Sales Discounts 

Gross margin 

Gross margin ratio 

Cash discount Gross method 

Cost of goods sold Gross profit 

Credit memorandum Inventory 

Credit period Inventory returns estimated 

Credit terms List price 

Debit memorandum Merchandise 

Discount period 

Discounts Lost Merchandiser 

EOM 

FOB Net method 

General and administrative expenses 

Multiple Choice Quiz 

1. A company has $550,000 in net sales and $193,000 in gross 

profit. This means its cost of goods sold equals 

a. $743,000 c. $357,000 e. $(193,000) 

b. $550,000 d. $193,000 

2. A company purchased $4,500 of merchandise on May 1 

with terms of 2/10, n/30. On May 6, it returned $250 of the 

$4,500 of merchandise. On May 8, it paid the balance owed 

Merchandise inventory 

Multiple-step income statement 

Perpetual inventory system 

Purchase discount 

Retailer 

Sales discount 

Sales refund payable 

Selling expenses 

Shrinkage 

Single-step income statement 

Supplementary records 

Trade discount 

Wholesaler 

Periodic inventory system 

Answers at end of chapter 

for merchandise, taking any discount it was entitled to. The 

cash paid on May 8 is 

a. $4,500 c. $4,160 

b. $4,250 d. $4,165 

3. A company has cash sales of $75,000, credit sales of 

$340,000, sales discounts of $8,000, sales returns and 

allowances of $12,000, inventory returns estimated of 

e. $4,410 



Chapter 4 Reporting and Analyzing Merchandising Operations 

$13,700, and sales refund payable of $6,000. Its net sales 
equal 

a. $395,000 ce. $300,300 
b. $375,300 d. $339,700 

. Acompany’s quick assets are $37,500, its current assets are 

$80,000, and its current liabilities are $50,000. Its acid-test 

ratio equals 

e. $414,700 5. 

HES) Superscript letter A (B,C) denotes assignments based on Appendix 4A (4B,4C). 

Q@ Icon denotes assignments that involve decision making. 
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a. 1.600 e. 0.625 

b. 0.750 do e383 

A company’s net sales are $675,000, its cost of goods sold 

is $459,000, and its net income is $74,250. Its gross margin 
ratio equals 

a. 32% c. 47% 
b. 68% d. 11% 

e. 0.469 

e. 34% 

Discussion Questions 

1. What items appear in financial statements of merchandising 

companies but not in the statements of service companies? 

In comparing the accounts of a merchandising company 

with those of a service company, what additional accounts 

would the merchandising company likely use, assuming it 

employs a perpetual inventory system? 

: Explain how a business can earn a positive gross profit 

on its sales and still have a net loss. 

{ ) Why do companies offer a cash discount? 

. How does a company that uses a perpetual inventory system 

determine the amount of inventory shrinkage? 

. Distinguish between cash discounts and trade discounts for 

purchases. Is the amount of a trade discount on purchased 

merchandise recorded in the accounts? 

. What is the difference between a sales discount and a pur- 

chase discount? 

- Why would a company’s manager be concerned about 

the quantity of its purchase returns if its suppliers allow 

unlimited returns? 

Does the sender (maker) of a debit memorandum record a 

debit or a credit in the recipient’s account? What entry 

(debit or credit) does the recipient record? 

Me ° 
Graw 
Hill 

Enter the letter for each term in the blank space beside the definition that it most closely matches. 

A. Sales discount 

B. Credit period 

C. Discount period 

E. FOB shipping point 

F. Gross profit 

G. Merchandise inventory 

D. FOB destination 

1. Goods a company owns and expects to sell to its customers. 

. Time period that can pass before a customer’s payment is due. 

. Seller’s description of a cash discount granted to buyers in return for early payment. 

- Reduction below list or catalog price that is negotiated in setting the price of goods. 

Ownership of goods is transferred when the seller delivers goods to the carrier. 

Purchaser’s description of a cash discount received from a supplier of goods. 

Reduction in a receivable or payable if it is paid within the discount period. 

_ Difference between net sales and the cost of goods sold. 

©ONMNAOAYWHN . Time period in which a cash discount is available. 

= ° 

10. 

11. 

12. 

13. 

14. 

15. 

I. Cash discount 

J. Trade discount 

What is the difference between the single-step and multiple- 

step income statement formats? 

f) Refer to the balance sheet and income 
statement for Apple in Appendix A. What APPLE 

does the company title its inventory account? Does the 

company present a detailed calculation of its cost of goods 

sold? 

Refer to Google’s income statement in 

Appendix A. What title does it use for 

cost of goods sold? 

GOOGLE 

Refer to the income statement for S 

Samsung in Appendix A. What does amsun g 

Samsung title its cost of goods sold account? 

Refer to the income statement of 

Samsung in Appendix A. Does its Sa msung 
income statement report a gross profit figure? If yes, what 

is the amount? 

Buyers negotiate purchase contracts with suppliers. 

What type of shipping terms should a buyer attempt to ne- 

gotiate to minimize freight-in costs? 

QUICK STUDY 
H. Purchase discount 

QS 4-1 
Applying merchandising 

terms 

Ci 

. Ownership of goods is transferred when delivered to the buyer’s place of business. 
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OS 4-2 

Identifying inventory 

costs 

(2 
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Costs of $5,000 were incurred to acquire goods and make them ready for sale. The goods were shipped to 

the buyer (FOB shipping point) for a cost of $200. Additional necessary costs of $400 were incurred to 

acquire the goods. No other incentives or discounts were available. What is the buyer’s total cost of mer- 

chandise inventory? 

a. $5,000 b. $5,200 c. $5,400 d. $5,600 

OS 4-3 
Merchandise equations 

and flows 

Use the following information (in random order) from a service company and from a merchandiser to com- 

pute net income. For the merchandiser, also compute gross profit, the goods available for sale, and the cost 

of goods sold. Hint: Not all information may be necessary and some is taken from supplemental records. 

: 
EXP@MSES yin iesiase acces esas $ 8,500 Accumulated depreciation.......... $ 700 

Revenuess etek acter A: 14,000 Beginning inventory.............-- 5,000 

Dividends: tsi s.0<% 0s... 1,600 Gommomistock 2. ssntne. seca ten ae 50 

Gash ee es a ees 700 Retained’earnings® -7..:..-.+.7+25- 900 

Prepaid fent 0 2  : 800 Endinginventory 2.257 canine ates oe 1,700 

Accounts payable .......... 200 Operating expenses............... 1,450 

GommMonvstock 2. Gos oe 500 PURCHASES: caiecccyycietraera yore ardor: 3,900 

Retained earnings........... 2,500 Salese ne care cise su oecen oer see aes: 9,500 

Equipment 3. oc. cise. es ao 1,300 Dividends os38 oiera se ctcclete caer 1,600 

Qs 4-4 Compute the amount to be paid for each of the four separate invoices assuming that all invoices are paid 
Computing net invoice 

amounts 

within the discount period. 

PI Merchandise (gross) Terms Merchandise (gross) Terms 

a. $5,000 2/10, n/60 c. $75,000 1/10, n/30 

b. $20,000 1/15, EOM d. $10,000 3/15, n/45 

OS 4-5 Prepare journal entries to record each of the following transactions of a merchandising company. The 
Recording purchases, 

returns and discounts 

taken 

PI 

Qs 4-6 

Recording purchases and 

discounts taken 

PI 

Recording purchases and 

discounts missed 

PI 

Recording sales, returns 

and discounts taken 

P2 

company records purchases using the gross method and a perpetual inventory system. 

Noy. 5 Purchased 600 units of product at a cost of $10 per unit. Terms of the sale are 2/10, n/60; the 
invoice is dated November 5. 

Returned 25 defective units from the November 5 purchase and received full credit. 

Paid the amount due from the November 5 purchase, less the return on November 7. 

Nov. 7 

Nov. 15 

Prepare journal entries to record each of the following transactions. The company records purchases using 

the gross method and a perpetual inventory system. 

Aug. | 

Aug. 11 

Purchased merchandise with an invoice price of $60,000 and credit terms of 3/10, n/30. 
Paid supplier the amount owed from the August | purchase. 

Prepare journal entries to record each of the following transactions. The company records purchases using 

the gross method and a perpetual inventory system. 

Sept. 15 Purchased merchandise with an invoice price of $35,000 and credit terms of 2/5, n/15. 
Sept. 29 Paid supplier the amount owed on the September 15 purchase. 

The company uses a perpetual inventory system and the gross method. 

Apr. 1 Sold merchandise for $3,000, with credit terms n/30; invoice dated April 1. The cost of the 
merchandise is $1,800. 

Apr. 4 The customer in the April | sale returned $300 of merchandise for full credit. The merchandise, 

which had cost $180, is returned to inventory. 

Apr. 8 Sold merchandise for $1,000, with credit terms of 1/10, n/30; invoice dated April 8. Cost of the 
merchandise is $700. 

Apr. 11 Received payment for the amount due from the April | sale less the return on April 4. 
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Discounts, $0; and Accounts Receivable, $10,000. Of the $10,000 of receivables, $2,000 are within a 3% 

discount period, meaning that it expects buyers to take $60 in future discounts arising from this period’s sales. 

a. Prepare the June 30, 2016, fiscal-year-end adjusting journal entry for future sales discounts. 

b. Assume the same facts above and that there is a $10 fiscal-year-end unadjusted credit balance in the 

Allowance for Sales Discounts. Prepare the June 30, 2016, fiscal-year-end adjusting journal entry for 
future sales discounts. 

Recording estimated 

sales discounts 

P3 

ProBuilder reports merchandise sales of $50,000 and cost of merchandise sales of $20,000 in its first year 

of operations ending June 30, 2016. It makes fiscal-year-end adjusting entries for estimated future returns 

and allowances equal to 2% of sales, or $1,000, and 2% of cost of sales, or $400. 

a. Prepare the June 30, 2016, fiscal-year-end adjusting journal entry for future returns and allowances 
related to sales. 

b. Prepare the June 30, 2016, fiscal-year-end adjusting journal entry for future returns and allowances 

related to cost of sales. 

OS 4-10 

Recording estimated 

sales returns 

P3 

normal balances (Nix’It uses the perpetual inventory system). 

OS 4-11 

Accounting for 
i 7 { a . 

a ae 5S shrinkage— perpetual 

Merchandise inventory ........ $ 37,800 Inventory returns ee Oe ore $ 9,500 system 

Retained earnings ............ 115,300 Gostiofcoodsisoldianr. sister erat: 105,000 P3 

DIVIdENGS oes oy say cps en os 7,000 Depreciationiexpense 27. 2........ «- 10,300 

Salest ea ee a eS 149,000 Salariesiexpense sn... 6 sry. cu oe 32,500 

Sales refund payable........... 8,700 Miscellaneous expenses............- 5,000 

A physical count of its July 31 year-end inventory discloses that the cost of the merchandise inventory 

available is $35,900. Prepare the entry to record any inventory shrinkage. 

Refer to QS 4-11 and prepare journal entries to close the balances in temporary revenue and expense ac- QS 4-12 

counts. Remember to consider the entry for shrinkage that is made to solve QS 4-11. 

For each item below indicate w 

single-step income statement. 

a. Multiple-step income statement b. Single-step income statement 

1. Typically shows detailed computations of net sales and other costs and expenses. 

2. Statement limited to two main categories (revenues and expenses). 

3. Reports gross profit as a separate line item. 

4. Reports net income equal to income from operations adjusted for any nonoperating items. 

Use the following information on current assets and current liabilities to compute and interpret the acid- 

test ratio. Explain what the acid-test ratio of a company measures. 

(Sa ee A bane Cea TOD Cor nore $1,490 Prepaid’expenses ...2--..0.a-+ese5- <2 $ 700 

Accounts receivable..........--- 2,800 IAGcOUNtS! payable mast ritiarrrrrecr 2 2s 5,750 

IAVENLOFY: settee ate etree oie = 6,000 Other current liabilities ..............-. 850 

Identify similarities and differences between the acid-test ratio and the current ratio. Compare and de- 

scribe how the two ratios reflect a company’s ability to meet its current obligations. 

margin ratio for case d. 

d 

Nee salesmen aerate emer sae $125,000 $526,500 $33,000 $250,000 

Cost of goods sold...........------ 79,750 329,589 24,453 126,500 

hether the statement describes a multiple-step income statement ora QS 4-13 

Closing entries P3 

Multiple-step income 

statement 

P4 

Computing and 

interpreting acid-test ratio 

Al 

Contrasting liquidity 

ratios Al 

Computing and analyzing 

gross margin 

A2 
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QS 4-17 

IFRS income statement 

presentation 

"© 

Income statement information for adidas Group, a German footwear, apparel, and accessories manufac- 

turer, for the year ended December 31, 2014, follows. The company applies IFRS, as adopted by the 

European Union, and reports its results in millions of euros. Prepare its calendar-year 2014 (1) multiple- 

step income statement and (2) single-step income statement. 

INGGINGOMEs.. 2...74 eat dat toute. -peee. mepe € 564 

EinanGial INCOMe ican a: a es arene 19 

EimancialiexpenS@Sicy rcp ose hectare oy se 67 

Operating profit is. .diies asics arose: 883 

Gos tionisales te acreia con gs ener laters 7,610 

INcOmertaxes srk cs. 0 ara a Pceierehene 27) 

Income before taxes. 6. 00. ve ee 835 

Gross iprofiterc arias sce ker oatessnerie 6,924 

Royalty and commission income......... 102 

Other operating income............... 138 

Other operating expenses.............. 6,281 

INetisaleses hue ae geerns Jats fos 14,534 

QS 4-184 
Contrasting periodic and 

perpetual systems 

Pb 

Identify whether each description best applies to a periodic or a perpetual inventory system. 

a. Updates the inventory account only at period-end. 

b. Requires an adjusting entry to record inventory shrinkage. 

c. Markedly increased in frequency and popularity in business within the past decade. 

d. Records cost of goods sold each time a sales transaction occurs. 

e. Provides more timely information to managers. 

QS 4-19 

Recording purchases, 

returns and discounts— 

periodic & gross 

methods P5 

Refer to QS 4-5 and prepare journal entries to record each of the merchandising transactions assuming 

that the company records purchases using the gross method and a periodic inventory system. 

QS 4-204 

Recording sales, returns 

and discounts—periodic & 

gross methods P5 

Qs 4-21° 
Recording purchases, 

returns and discounts— 

net & perpetual methods 

Pb 

QS 4-22° 

Recording sales, returns 

and discounts—net & 

perpetual methods P5 

QS 4-23 
International accounting 

standards 

"@ 

that the company records purchases using the gross method and a periodic inventory system. 

Refer to QS 4-5 and prepare journal entries to record each of the merchandising transactions assuming 

that the company records purchases using the net method and a perpetual inventory system. 

Refer to QS 4-8 and prepare journal entries to record each of the merchandising transactions assuming 

that the company records purchases using the net method and a perpetual inventory system. 

Answer each of the following questions related to international accounting standards. 

a. Explain how the accounting for merchandise purchases and sales is different between accounting un- 
der IFRS versus U.S. GAAP. 

b. Income statements prepared under IFRS usually report an item titled finance costs. What do finance 

costs refer to? 

c. U.S. GAAP prohibits alternative measures of income reported on the income statement. Does IFRS 
permit such alternative measures on the income statement? 
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@ connect 
Using your accounting knowledge, fill in the blanks in the following separate income statements a through e. 

Identify any negative amount by putting it in parentheses. 

a 2) ¢ d e 

SalOSverrise cio Bae ets Me wana es bee cw $62,000 $43,500 $46,000 ot $25,600 

Cost of goods sold 

Merchandise inventory (beginning)........... 8,000 17,050 7,500 8,000 4,560 

Total cost of merchandise purchases ......... 38,000 ? ? 32,000 6,600 

Merchandise inventory (ending) ............. ? (3,000) (9,000) (6,600) ? 

Gostiofeoods:sold:: 8 gee shee 34,050 16,000 ? if 7,000 

(GROSSIPROfitasmce tenets ct eee es ete ee i ckas zi ? 3,750 45,600 ? 

ExpenseSres. 0. err qrageics Ge. covsrsetl a « 10,000 10,650 12,150 3,600 6,000 

INetincomenlOss) imo... eete eran eee cere Sr? $16,850 $ (8,400) $42,000 Sit 
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EXERCISES 

Exercise 4-1 

Computing revenues, 

expenses, and income 

C1 

merchandise acquisition, identify the chronological order of these five activities. 

a. Prepare merchandise for sale. 

. Collect cash from customers on account. 

. Make credit sales to customers. 

. Purchase merchandise. 

oaose . Monitor and service accounts receivable. 

Exercise 4-2 

Operating cycle for 

merchandiser 

(2 

Prepare journal entries to record the following transactions for a retail store. The company uses a perpet- 

ual inventory system and the gross method. 

Apr. 2. Purchased $4,600 of merchandise from Lyon Company with credit terms of 2/15, n/60, invoice 

dated April 2, and FOB shipping point. 

3. Paid $300 cash for shipping charges on the April 2 purchase. 

4 Returned to Lyon Company unacceptable merchandise that had an invoice price of $600. 

17 Sent a check to Lyon Company for the April 2 purchase, net of the discount and the returned 

merchandise. 

18 Purchased $8,500 of merchandise from Frist Corp. with credit terms of 1/10, n/30, invoice 

dated April 18, and FOB destination. 

21 After negotiations, received from Frist a $500 allowance toward the $8,500 owed on the April 18 

purchase. 

28 Sent check to Frist paying for the April 18 purchase, net of the allowance and the discount. 

Allied Merchandisers was organized on May 1. Macy Co. is a major customer (buyer) of Allied (seller) 

products. Prepare journal entries to record the following transactions for Allied assuming it uses a perpetual 

inventory system and the gross method. (Allied estimates returns using an adjusting entry at each year-end.) 

Allied made its first and only purchase of inventory for the period on May 3 for 2,000 units ata 

price of $10 cash per unit (for a total cost of $20,000). 

5 Allied sold 1,500 of the units in inventory for $14 per unit (invoice total: $21,000) to Macy Co. 

under credit terms 2/10, n/60. The goods cost $15,000 to Allied. 

7 Macy returns 125 units because they did not fit the customer’s needs (invoice amount: $1,750). 

Allied restores the units, which cost $1,250, to its inventory. 

8 Macy discovers that 200 units are scuffed but are still of use and, therefore, keeps the units. 

Allied sends Macy a credit memorandum for $300 toward the original invoice amount to com- 

pensate for the damage. 

Allied receives payment from Macy for the amount owed on the May 5 purchase; payment is net 

of returns, allowances, and any cash discount. 

May 3 

15 

Refer to Exercise 4-4 and prepare journal entries for Macy Co. to record each of the May transactions. 

Macy is a retailer that uses the gross method and a perpetual inventory system, and purchases these units 

for resale. 

Exercise 4-3 

Recording purchases, 

purchase returns, and 

purchase allowances 

Pi 

Check April 28, Cr. Cash 

$7,920 

Exercise 4-4 

Recording sales, 

sales returns, and sales 

allowances 

P2 

Exercise 4-5 

Recording purchases, 

purchase returns, and 

purchase allowances P1 
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Exercise 4-6 

Recording sales, 

purchases, and cash 

discounts— buyer and 

seller Pl P2 

Recording sales, 

purchases, shipping and 

returns—buyer and seller 

Py te 

Check (1) May 20, Cr. 

Cash $37,442 

Santa Fe Retailing purchased merchandise “as is” (with no returns) from Mesa Wholesalers with credit 

terms of 3/10, n/60 and an invoice price of $24,000. The merchandise had cost Mesa $16,000. Assume 

that both buyer and seller use a perpetual inventory system and the gross method. 

1. Prepare entries that the buyer records for the (a) purchase, (b) cash payment within the discount pe- 

riod, and (c) cash payment after the discount period. 

2. Prepare entries that the seller records for the (a) sale, (b) cash collection within the discount period, 

and (c) cash collection after the discount period. 

Sydney Retailing (buyer) and Troy Wholesalers (seller) enter into the following transactions. Both Sydney 

and Troy use a perpetual inventory system and the gross method. 

May 11 Sydney accepts delivery of $40,000 of merchandise it purchases for resale from Troy: invoice 

dated May 11; terms 3/10, n/90; FOB shipping point. The goods cost Troy $30,000. Sydney 

pays $345 cash to Express Shipping for delivery charges on the merchandise. 

May 12 Sydney returns $1,400 of the $40,000 of goods to Troy, who receives them the same day and 

restores them to its inventory. The returned goods had cost Troy $1,050. 

May 20 Sydney pays Troy for the amount owed. Troy receives the cash immediately. 

1. Prepare journal entries that Sydney Retailing (buyer) records for these three transactions. 

2. Prepare journal entries that Troy Wholesalers (seller) records for these three transactions. 

Exercise 4-8 

Inventory and cost of 

sales transactions in 

T-accounts 

mr F2 

Check Yearend Merch 

Inventory, Dec. 31, $20,000 

(it uses a perpetual inventory system). Set up T-accounts for Merchandise Inventory and Cost of Goods 

Sold. Then record the summarized activities in those T-accounts and compute account balances. 

Cost of merchandise sold to customers in sales transactions. ...............4.. $196,000 

Merchandise inventory, December 3, 20155. 0.5. coi ee nol 25,000 

Invoice cost of merchandise purchases, gross amount.............2-.00ee000ee 192,500 

Shrinkage determined’on December:31,, 20162... 2.5. 3.0 cts Seca ee 800 

Gost of transportation<ini ak ticece streetcar sr tenets racicrcreet hone cheat 2,900 

Cost of merchandise returned by customers and restored to inventory .......... 2,100 

Purchasesdiscounts received: voici) igen ee oetcivtan cee Somes ets ees Bek og eee 1,700 

Rurchase-returns-andiallowances:: oct tee cis cree ects cine ope eee 4,000 

Exercise 4-9 

Recording purchases, 

sales, returns and 

shipping 

PT. P2 

Exercise 4-10 

Recording estimated 

sales discounts 

P3 

a perpetual inventory system and the gross method. 

Nov. 1 Dollar Store purchases merchandise for $1,500 on terms of 2/5, n/30, FOB shipping point, 

invoice dated November 1. 

5 Dollar Store pays cash for the November | purchase. 

7 Dollar Store discovers and returns $200 of defective merchandise purchased on November 1, 

and paid for on November 5, for a cash refund. 

10 Dollar Store pays $90 cash for transportation costs for the November | purchase. 

13. Dollar Store sells merchandise for $1,600 with terms n/30. The cost of the merchandise is $800. 

16 Merchandise is returned to the Dollar Store from the November 13 transaction. The returned items 

are priced at $160 and cost $80; the items were not damaged and were returned to inventory. 

Med Labs has the following December 31, 2016, year-end unadjusted balances: Allowance for Sales 

Discounts, $0; and Accounts Receivable, $5,000. Of the $5,000 of receivables, $1,000 are within a 2% 

discount period, meaning that it expects buyers to take $20 in future-period discounts arising from this 

period’s sales. 

a. Prepare the December 31, 2016, year-end adjusting journal entry for future sales discounts. 

b. Assume the same facts above and that there is a $5 year-end unadjusted credit balance in the Allowance 

for Sales Discounts. Prepare the December 31, 2016, year-end adjusting journal entry for future sales 
discounts. 

c. Is the Allowance for Sales Discounts a contra asset or a contra liability account? 
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® At December 31, 2016, the end of its first year of operations, Chico estimates future period merchan- 

dise returns of $60,000 (cost of $22,500) related to its 2016 sales. 

® On January 3, 2017, a customer returns merchandise with a selling price of $2,000 for a cash refund; 

the returned merchandise cost $750 and is returned to inventory as it is not defective. 

a. Prepare the December 31, 2016, year-end adjusting journal entry for estimated future sales returns and 
allowances (revenue side). 

b. Prepare the December 31, 2016, year-end adjusting journal entry for estimated future inventory returns 
and allowances (cost side). 

c. Prepare the January 3, 2017, journal entry(ies) to record the merchandise returned. 

Exercise 4-11 

Recording estimates of 

future returns 

P3 

Lopez Company reports unadjusted first-year merchandise sales of $100,000 and cost of merchandise sales 

of $30,000. 

a. Compute gross profit (using the unadjusted numbers above). 

b. The company expects future returns and allowances equal to 5% of sales and 5% of cost of sales. 

1. Prepare the year-end adjusting entry to record the sales expected to be refunded. 

2. Prepare the year-end adjusting entry to record the cost side of sales returns and allowances. 

3. Recompute gross profit (using the adjusted numbers from parts / and 2). 

c. Is the Sales Refund Payable an asset, liability, or equity account? 

Exercise 4-12 

Recording estimates of 

future returns 

P3 

The following list includes selected permanent accounts and all of the temporary accounts from the 

December 31, 2016, unadjusted trial balance of Emiko Co., a business owned by Kumi Emiko. Use these 

account balances along with the additional information to journalize (a) adjusting entries and (b) closing 

entries. Emiko Co. uses a perpetual inventory system. 

Debit (@igselts 

Merchandise inventory.............- $ 30,000 

Prepaid selling expenses ...........- 5,600 

Dividends aris cas sncme ice stes reecicace: 33,000 

Salessere oe reir ecrae $529,000 

Sales returns and allowances......... 17,000 

Salesidiscounts@ mee ees fecle = 5,000 

Gostiof goods sOld:re ccc a, ces mini 212,000 

Sales salaries expense ......-.....-. 48,000 

Utilities expense. ....-2.-----.---- 15,000 

SellingiexpenSeS 7-20-40 2.-4- <= 36,000 

Administrative expenses ............ 105,000 

Additional Information 

Accrued sales salaries amount to $1,700. Prepaid selling expenses of $3,000 have expired. A physical 

count of year-end merchandise inventory shows $28,700 of goods still available. 

A company reports the following sales-related information. Compute and prepare the net sales portion 

only of this company’s multiple-step income statement. 

$16,000 

10,000 

Sales returns and allowances $200,000 

4,000 

Sales, ShOSSa aan nse 

Sales discounts Sales salaries expense. .............- 

A retail company recently completed a physical count of ending merchandise inventory to use in prepar- 

ing adjusting entries. In determining the cost of the counted inventory, company employees failed to 

consider that $3,000 of incoming goods had been shipped by a supplier on December 31 under an FOB 

shipping point agreement. These goods had been recorded in Merchandise Inventory as a purchase, but 

they were not included in the physical count because they were in transit. 

a. Explain how this overlooked fact impacts its balance sheet and income statement. 

b. Indicate whether this overlooked fact results in an overstatement, understatement, or no effect on the 

following separate ratios: return on assets, debt ratio, current ratio, and acid-test ratio. 

Exercise 4-14 

Exercise 4-15 

Preparing adjusting and 

closing entries for a 

merchandiser 

P3 

Check Entry to close 

Income Summary: Cr 

Retained Earnings $85,000 

Net sales computation 

for multiple-step income 

statement 

P4 

Interpreting a physical 

count error as inventory 

shrinkage 

| @ 
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Refer to the information in Exercise 4-15 and indicate whether the failure to include in-transit inventory 

Physical count error and as part of the physical count results in an overstatement, understatement, or no effect on the following 

profits A2 separate ratios: (a) gross margin ratio and (b) profit margin ratio. 

Exercise 4-17 
Computing and analyzing decimals.) Which company situation is in the best position to meet short-term obligations? Explain. 

acid-test and current 

ratios : CaseX Case Y CaseZ 

Al CachKaerali onkseteeek Hae « $2,000 $ 110 $1,000 
Short-term investments ........ 50 0 580 

Current receivables............ 350 470 700 

INVENntORygerec Ponce ceca sneer og! 2,600 2,420 4,230 

Prepaid expenses.............. 200 500 900 

otal CURReENt assets seme so ae tec $5,200 $3,500 $7,410 

Current liabilities .....2>.....5.- $2,000 $1,000 $3,800 

Exercise 4-18 
Recording purchases, ing that the buyer uses the periodic inventory system and the gross method. 

returns and allowances— 

periodic Ph 

Exercise 4-19 Refer to Exercise 4-6 and prepare journal entries to record each of the merchandising transactions assum- 

Recording sales, ing that the periodic inventory system and the gross method are used by both the buyer and the seller. 

purchases and discounts: 

buyer and seller— 

periodic P5 

Exercise 4-20° Refer to Exercise 4-7 and prepare journal entries to record each of the merchandising transactions assum- 

Recording sales, ing that the periodic inventory system and the gross method are used by both the buyer and the seller. 

purchases, shipping and 

returns: buyer and 

seller—periodic P5 

Exercise 4-21 L’Oréal reports the following income statement accounts for the year ended December 31, 2014 (euros in 

Preparing an income millions). Prepare the income statement for this company for the year ended December 31, 2014, follow- 

statement under IFRS ing usual IFRS practices. 

P4 Net profits. eo. € 4,908.6 IMCOMe tax: XPense ecco ene Geet cery ee €1,111.0 

Finfance/costs:.....5 oye = 31.4 Profit before tax expense...... Fe tae EN vcr acc 6,019.6 

INetisales 2am seres. 22,532.0 Research and development expense.......... 760.6 

Gross) profitia. soa se. 16,031.3 Selling, general and administrative expense .... 4,821.1 

Other income ......... 2,118.0 Advertising and promotion expense.......... 6,558.9 

Gostiofisalesipna aenae 6,500.7 Finance incomes S. .se-d nso ki hieetee eee 42.3 

Exercise 4-22¢ Refer to Exercise 4-7 and prepare journal entries to record each of the merchandising transactions assum- 

Recording sales, ing that the perpetual inventory system and the net method are used by both the buyer and the seller. 

purchases, shipping 

and returns: buyer and 

seller—perpetual and 

net method P5 

Exercise 4-23° Piere Imports uses the perpetual system in accounting for merchandise inventory and had the following 

Recording purchases, transactions during the month of October. Prepare entries to record these transactions assuming that Piere 

sales, returns and Imports records invoices (a) at gross amounts and (b) at net amounts. 

discounts: buyer and Oct. 2 Purchased merchandise at a $3,000 price ($2,940 net), invoice dated October 2, terms 2/10, n/30. 
seller—perpetual and 10. Received a credit memorandum toward the return of $500 ($490 net) of merchandise that it 
both net & gross purchased on October 2. 
methods P6 17 Purchased merchandise at a $5,400 price ($5,292 net), invoice dated October 17, terms 2/10, n/30. 

Continued on next page... 
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27 Paid for the merchandise purchased on October 17, less the discount. 
31 Paid for the merchandise purchased on October 2. (Payment was mistakenly delayed, which 

caused the discount to be lost.) 

Mc 
Graw 

Prepare journal entries to record the following merchandising transactions of Cabela’s, which uses the 

perpetual inventory system and the gross method. (Hint: It will help to identify each receivable and pay- 

able; for example, record the purchase on July | in Accounts Payable—Boden.) 

July 1 Purchased merchandise from Boden Company for $6,000 under credit terms of 1/15, n/30, 

FOB shipping point, invoice dated July 1. 

2 Sold merchandise to Creek Co. for $900 under credit terms of 2/10, n/60, FOB shipping point, 

invoice dated July 2. The merchandise had cost $500. 

3. Paid $125 cash for freight charges on the purchase of July 1. 

Sold merchandise that had cost $1,300 for $1,700 cash. 
9 Purchased merchandise from Leight Co. for $2,200 under credit terms of 2/15, n/60, FOB 

destination, invoice dated July 9. 

11 Received a $200 credit memorandum from Leight Co. for the return of part of the merchandise 

purchased on July 9. 
12 Received the balance due from Creek Co. for the invoice dated July 2, net of the discount. 

16 Paid the balance due to Boden Company within the discount period. 
19 Sold merchandise that cost $800 to Art Co. for $1,200 under credit terms of 2/15, n/60, FOB 

shipping point, invoice dated July 19. 
21 Issued a $100 credit memorandum to Art Co. for an allowance on goods sold on July 19. 

24 Paid Leight Co. the balance due, net of discount. 

30 Received the balance due from Art Co. for the invoice dated July 19, net of discount. 

31 Sold merchandise that cost $4,800 to Creek Co. for $7,000 under credit terms of 2/10, n/60, 

FOB shipping point, invoice dated July 31. 

[oe} 

Prepare journal entries to record the following merchandising transactions of Lowe’s, which uses the per- 

petual inventory system and the gross method. (Hint: It will help to identify each receivable and payable; 

for example, record the purchase on August | in Accounts Payable—Aron.) 

Purchased merchandise from Aron Company for $7,500 under credit terms of 1/10, n/30, FOB 

destination, invoice dated August |. 

5 Sold merchandise to Baird Corp. for $5,200 under credit terms of 2/10, n/60, FOB destination, 

invoice dated August 5. The merchandise had cost $4,000. 

8 Purchased merchandise from Waters Corporation for $5,400 under credit terms of 1/10, n/45, 

FOB shipping point, invoice dated August 8. 

9 Paid $125 cash for shipping charges related to the August 5 sale to Baird Corp. 

10 Baird returned merchandise from the August 5 sale that had cost Lowe’s $400 and was sold for 

$600. The merchandise was restored to inventory. 

12 After negotiations with Waters Corporation concerning problems with the purchases on August 8, 

Lowe’s received a credit memorandum from Waters granting a price reduction of $400 off the 

$5,400 of goods purchased. 

14 At Aron’s request, Lowe’s paid $200 cash for freight charges on the August | purchase, reduc- 

ing the amount owed to Aron. 

15 Received balance due from Baird Corp. for the August 5 sale less the return on August 10. 

18 Paid the amount due Waters Corporation for the August 8 purchase less the price allowance 

from August 12. 

19 Sold merchandise to Tux Co. for $4,800 under credit terms of n/10, FOB shipping point, in- 

voice dated August 19. The merchandise had cost $2,400. 

22 Tux requested a price reduction on the August 19 sale because the merchandise did not meet 

specifications. Lowe’s sent Tux a $500 credit memorandum toward the $4,800 invoice to re- 

Aug. | 

solve the issue. 

29 Received Tux’s cash payment for the amount due from the August 19 sale less the price allow- 

ance from August 22. 

30 Paid Aron Company the amount due from the August | purchase. 
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PROBLEM SETA 

Problem 4-1A 

Preparing journal entries 

for merchandising 

activities — perpetual 

system 

Elaere 

Check July 12, Dr. Cash 

$882 

July 16, Cr. Cash 

$5,940 

July 24, Cr. Cash 

$1,960 

July 30, Dr. Cash 

$1,078 

Problem 4-2A 

Preparing journal entries 

for merchandising 

activities — perpetual 

system 

Pl P2 

Check Aug. 9, Dr. Delivery 

Expense, $125 

Aug. 18, Cr. Cash 

$4,950 

Aug. 29, Dr. Cash 

$4,300 
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Problem 4-3A Valley Company’s adjusted trial balance on August 31, 2016, its fiscal year-end, follows. 

Computing merchandising 

amounts and formatting 

income statements ipystia Credit 

C2 Pd 
Merchandise inventory ............--- $ 41,000 

Other (noninventory) assets.......... 130,400 

“Totaliliabilitieste «. ~ armnmny cy acne $ 25,000 

Gommonmstockern. mete oe oe os ee 10,000 

Retained earningse. aesjae ae ey 2 ee 94,550 

Dividends i565 sec crests eee eae 8,000 

SASS Sri ae a She i ue peace Oe 225,600 

SalesdiSCOUtS steer etree thet pes se 2,250 

Sales returns and allowances.......... 12,000 

Gost.of goods sold’ eemaa ta, 74,500 

Sales salaries expense .......07--.245-5 32,000 

Rent expense—Selling space.......... 8,000 

Store:supplies expense ....::.......- 1,500 

INGVERUSING CXMeNSCxak hen cee a an 13,000 

Office salaries expense) 4... 2-2-5... - 28,500 

Rent expense—Office space.......... 3,600 

Office supplies expense.............. 400 

TOCA Ses iet giee he PO oe cen a $355,150 $355,150 

On August 31, 2015, merchandise inventory was $25,400. Supplementary records of merchandising ac- 

tivities for the year ended August 31, 2016, reveal the following itemized costs. 

Invoice cost of merchandise purchases......... $92,000 

Purchase discounts received ................. 2,000 

Purchase returns and allowances.............. 4,500 

Costs: of thansportationeINie sa. .2ss- 2s uae ne 4,600 

Required 

1. Compute the company’s net sales for the year. 

Check = (2) $90,100 2. Compute the company’s total cost of merchandise purchased for the year. 
(3) Gross profit, 

$136,850; Net income, 

$49,850 

3. Prepare a multiple-step income statement that includes separate categories for net sales, cost of goods 

sold, selling expenses, and general and administrative expenses. 

(4) Total expenses, 4. Prepare a single-step income statement that includes these expense categories: cost of goods sold, sell- 

$161,500 ing expenses, and general and administrative expenses. 

Use the data for Valley Company in Problem 4-3A to complete the following requirements. Problem 4-4A 

Preparing closing entries 

and interpreting Required 

information about 

discounts and returns 
1. Prepare closing entries as of August 31, 2016 (the perpetual inventory system is used). 

(2 P3 Analysis Component 

Check (1) $49.850 Dr. to 2. In prior years, the company experienced a 4% returns and allowance rate on its sales, which means 

close Income Summary approximately 4% of its gross sales were eventually returned outright or caused the company to grant 

(2) Current-year allowances to customers. Compute the ratio of sales returns and allowances divided by gross 
ratio, 5.3% sales. How does this year’s ratio compare to the 4% ratio in prior years? 
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The following unadjusted trial balance is prepared at fiscal year-end for Nelson Company. Problem 4-5A 

Preparing adjusting 

entries and income 

eg 
statements; and 

computing gross margin, 

NELSON COMPANY acid-test, and current 
Unadjusted Trial Balance 

January 31, 2016 fue : 

1 Debit Credit Al AZ P3 PA be} 
2 Cash $ 1,000 . 

3 Merchandise inventory 12,500 

4 Store supplies 5,800 

5 Prepaid insurance 2,400 

6 Store equipment 42,900 

7 Accumulated depreciation—Store equipment $ 15,250 

8 Accounts payable 10,000 

9 Common stock 5,000 

10 Retained earnings 27,000 

11 Dividends 2,200 

12 Sales 111,950 

13 Sales discounts 2,000 

44 Sales returns and allowances 2,200 

15 Cost of goods sold 38,400 

46 Depreciation expense—Store equipment 0 

17 Salaries expense 35,000 

18 Insurance expense 0 

19 Rent expense 15,000 

20 Store supplies expense 0 

21 Advertising expense 9,800 

22 Totals $169,200 $169,200 

23 

Rent expense and salaries expense are equally divided between selling activities and general and admin- 

istrative activities. Nelson Company uses a perpetual inventory system. 

Required 

1. Prepare adjusting journal entries to reflect each of the following: 

a. Store supplies still available at fiscal year-end amount to $1,750. 

b. Expired insurance, an administrative expense, for the fiscal year is $1,400. 

c. Depreciation expense on store equipment, a selling expense, is $1,525 for the fiscal year. 

d. To estimate shrinkage, a physical count of ending merchandise inventory is taken. It shows $10,900 

of inventory is still available at fiscal year-end. 

2. Prepare a multiple-step income statement for fiscal year 2016 that begins with gross sales and includes — Check (2) Gross profit, 

separate categories for net sales, cost of goods sold, selling expenses, and general and administrative — $67,750 

expenses. 

& Prepare a single-step income statement for fiscal year 2016. (3) Total expenses, 

; : . eS ‘ u aaa fol Pa A a 4 if 

4. Compute the current ratio, acid-test ratio, and gross margin ratio as of January 31, 2016. (Round ratios $196,775; Net income, $975 

to two decimals.) 

Refer to the data and information in Problem 4-5A. 
Problem 4-6A®2 

Preparing a work sheet 

Required for a merchandiser 

Prepare and complete the entire 10-column work sheet for Nelson Company. Follow the structure of p3 

Exhibit 4B.1 in Appendix 4B. 
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PROBLEM SET B 

Problem 4-1B 
Preparing journal entries 

for merchandising 

activities — perpetual 

system 

Pa P2 

Check May 14, Dr. Cash 

$10,780 

May 17 Cr. Cash 

$9,900 

May 30, Dr. Cash 

$2,450 

Chapter 4 Reporting and Analyzing Merchandising Operations 

Prepare journal entries to record the following merchandising transactions of IKEA, which uses the per- 

petual inventory system and gross method. (Hint: It will help to identify each receivable and payable; for 

example, record the purchase on May 2 in Accounts Payable—Havel.) 

May 2 Purchased merchandise from Havel Co. for $10,000 under credit terms of 1/15, n/30, FOB 

shipping point, invoice dated May 2. 

Sold merchandise to Rath Co. for $11,000 under credit terms of 2/10, n/60, FOB shipping 

point, invoice dated May 4. The merchandise had cost $5,600. 

Paid $250 cash for freight charges on the purchase of May 2. 

Sold merchandise that had cost $2,000 for $2,500 cash. 

Purchased merchandise from Duke Co. for $3,650 under credit terms of 2/15, n/60, FOB des- 

tination, invoice dated May 10. 

Received a $650 credit memorandum from Duke Co. for the return of a portion of the merchan- 

dise purchased on May 10. 

Received the balance due from Rath Co. for the invoice dated May 4, net of the discount. 

Paid the balance due to Havel Co. within the discount period. 

Sold merchandise that cost $1,450 to Tamer Co. for $2,800 under credit terms of 2/15, n/60, 

FOB shipping point, invoice dated May 20. 

Issued a $300 credit memorandum to Tamer Co. for an allowance on goods sold on 

May 20. 

Paid Duke Co. the balance due, net of the discount. 

Received the balance due from Tamer Co. for the invoice dated May 20, net of discount and 

allowance. 

Sold merchandise that cost $3,600 to Rath Co. for $7,200 under credit terms of 2/10, n/60, 

FOB shipping point, invoice dated May 31. 

Problem 4-2B 
Preparing journal entries 

for merchandising 

activities— perpetual 

system 

Pi P2 

Check July 17 Dr. Cash 

$9,310 

July 30, Dr. Cash 

$9,800 

July 31, Cr. Cash 

$14,800 

perpetual inventory system and gross method. (Hint: It will help to identify each receivable and payable; 

for example, record the purchase on July 3 in Accounts Payable—OLB.) 

July 3 

i 

10 

1 

I 

14 

Purchased merchandise from OLB Corp. for $15,000 under credit terms of 1/10, n/30, FOB 
destination, invoice dated July 3. 

Sold merchandise to Brill Co. for $11,500 under credit terms of 2/10, n/60, FOB destination, 
invoice dated July 7. The merchandise had cost $7,750. 

Purchased merchandise from Rupert Co. for $14,200 under credit terms of 1/10, n/45, FOB 
shipping point, invoice dated July 10. 

Paid $300 cash for shipping charges related to the July 7 sale to Brill Co. 

Brill returned merchandise from the July 7 sale that had cost Menards $1,450 and been sold for 
$2,000. The merchandise was restored to inventory. 

After negotiations with Rupert Co. concerning problems with the merchandise purchased on 

July 10, Menards received a credit memorandum from Rupert granting a price reduction of 

$1,200. 

At OLB’s request, Menards paid $200 cash for freight charges on the July 3 purchase, reducing 
the amount owed to OLB. 

Received balance due from Brill Co. for the July 7 sale less the return on July 12. 
Paid the amount due Rupert Co. for the July 10 purchase less the price reduction granted on 
July 14. 

Sold merchandise to Brown for $11,000 under credit terms of 1/10, n/30, FOB shipping point, 
invoice dated July 21. The merchandise had cost $7,000. 
Brown requested a price reduction on the July 21 sale because the merchandise did not meet 
specifications. Menards sent Brown a credit memorandum for $1,000 toward the $11,000 invoice 
to resolve the issue. 
Received Brown’s cash payment for the amount due from the July 21 sale less the price allow- 
ance from August 24. 

Paid OLB Corp. the amount due from the July 3 purchase. 



Chapter 4 Reporting and Analyzing Merchandising Operations 213 

Problem 4-3B 
Computing merchandising 

amounts and formatting 

Debit (@igcvell as income statements 

Merchandise inventory.............. $ 56,500 Cl 2 PA 

Other (noninventory) assets......... 202,600 

ctotaliliabilities ©, serene ee $ 42,500 

Gommon Stock ss © cto see vice: 10,000 

Retained eanningscnr rs dec case ee 154,425 

Dividends an fie eye ee cias 3,000 

SAIGS Shia et occ acct. 332,650 

Sales diSCOUNTS! Hint. aalancs et ens 5,875 

Sales returns and allowances......... 20,000 

Gost.of coodSs;soldien canna. rie 115,600 

Sales salaries expense .............. 44,500 

Rent expense—Selling space......... 16,000 

Store supplies expense’............5. 3,850 

Advertising expense................ 26,000 

Office salaries expense ............. 40,750 

Rent expense—Office space......... 3,800 

Office'supplies expense... 5. <2 .G)5- 1,100 

fotalste rar er een eee $539 Sion So87i5/9 

On March 31, 2015, merchandise inventory was $37,500. Supplementary records of merchandising 

activities for the year ended March 31, 2016, reveal the following itemized costs. 

Invoice cost of merchandise purchases......... $138,500 

Purchase discounts received ..............55. 2,950 

Purchase returns and allowances............--. 6,700 

Costs of transportation-in...........+++..++- 5,750 

Required 

1. Compute the company’s net sales for the year. 

2. Compute the company’s total cost of merchandise purchased for the year. Check (2) $134,600 

3. Prepare a multiple-step income statement that includes separate categories for net sales, cost of goods (3) Gross profit, 

sold, selling expenses, and general and administrative expenses. oun Net ingore, 
. + dO, 

4. Prepare a single-step income statement that includes these expense categories: cost of goods sold, sell- (AyTorallempences) 

ing expenses, and general and administrative expenses. $251,600 

Problem 4-4B 
Preparing closing entries 

and interpreting 

Required 
information about 

1. Prepare closing entries as of March 31, 2016 (the perpetual inventory system is used). discounts and returns 

(2 sg 

Analysis Component Check (1) $55,175 Dr. to 

2. In prior years, the company experienced a 5% returns and allowance rate on its sales, which means — GIgge Income Summary 

approximately 5% of its gross sales were eventually returned outright or caused the company to grant 

allowances to customers. Compute the ratio of sales returns and allowances divided by gross (2) Current-year 

sales. How does this year’s ratio compare to the 5% ratio in prior years? ratio, 6.0% 

Use the data for B 
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Problem 4-5B 

Preparing adjusting 

entries and income 

statements; and 

computing gross margin, 

acid-test, and current 

ratios 

A Al PS Pt gm 

Check 

$142,600 

(2) Gross profit, 

(3) Total expenses, 

$197,100; Net income, 

$24 000 

Problem 4-6B® 

Preparing a work sheet 

for a merchandiser 

P3 

Chapter 4 Reporting and Analyzing Merchandising Operations 

The following unadjusted trial balance is prepared at fiscal year-end for Foster Products Company. 

OnN oar Wn — 

oO 

FOSTER PRODUCTS COMPANY 
Unadjusted Trial Balance 

October 31, 2016 

Cash 

Merchandise inventory 

Store supplies 

Prepaid insurance 

Store equipment 

Accumulated depreciation—Store equipment 

Accounts payable 

Common stock 

Retained earnings 

Dividends 

Sales 

Sales discounts 

Sales returns and allowances 

Cost of goods sold 

Depreciation expense—Store equipment 

Salaries expense 

Insurance expense 

Rent expense 

Store supplies expense 

Advertising expense 

Totals 

Debit 

$ 7,400 

24,000 

9,700 

6,600 

81,800 

2,000 

1,000 

5,000 

75,800 

0 

63,000 

0 

26,000 

0 

17,800 

Credit 

$ 32,000 

18,000 

3,000 

40,000 

227,100 

$320,100 $320,100 

Rent expense and salaries expense are equally divided between selling activities and general and admin- 

istrative activities. Foster Products Company uses a perpetual inventory system. 

Required 

1. 

Refer to the data and information in Problem 4-5B. 

Prepare adjusting journal entries to reflect each of the following: 

a. 

b 

c. 

d 

Store supplies still available at fiscal year-end amount to $3,700. 

. Expired insurance, an administrative expense, for the fiscal year is $2,800. 

Depreciation expense on store equipment, a selling expense, is $3,000 for the fiscal year. 

- To estimate shrinkage, a physical count of ending merchandise inventory is taken. It shows $21,300 
of inventory is still available at fiscal year-end. 

. Prepare a multiple-step income statement for fiscal year 2016 that begins with gross sales and includes 
separate categories for net sales, cost of goods sold, selling expenses, and general and administrative 
expenses. 

to two decimals.) 

Required 

. Prepare a single-step income statement for fiscal year 2016. 

. Compute the current ratio, acid-test ratio, and gross margin ratio as of October 31, 2016. (Round ratios 

Prepare and complete the entire 10-column work sheet for Foster Products Company. Follow the structure 
of Exhibit 4B.1 in Appendix 4B. 
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(This serial problem began in Chapter 1 and continues through most of the book. If previous chapter seg- SERIAL 

ments were not completed, the serial problem can begin at this point. It is helpful, but not necessary, touse PROBLEM 

the Working Papers that accompany the book.) Business Solutions 

SP 4 Santana Rey created Business Solutions on October 1, 2016. The company has been successful, LA 

and its list of customers has grown. To accommodate the growth, the accounting system is modified to set 

up separate accounts for each customer. The following chart of accounts includes the account number 

used for each account and any balance as of December 31, 2016. Santana Rey decided to add a fourth digit 

with a decimal point to the 106 account number that had been used for the single Accounts Receivable 

account. This change allows the company to continue using the existing chart of accounts. 

Account Title Account Title 

LOL Pe Gashin ten batt elke we $48,372 2O0ile SAccounts payabletn. tees eera ss eee 1,100 

106.1 Alex's Engineering Co............ 0 ZOU 7 Wages *payabled) scrcc tn antenee waar eestor aoe oe. 500 

LOG DS Wildcat Services = fis. ae ns. 0 227 -Sales refund:payable 2. specs ae 0 

[O63 MEasyskeasings. 0c cities. as 0 236 Unearned computer services revenue.......... 1,500 

TOGA MIEM! Covmensereyevccnars ste fees qaccacke nal sus 3,000 307, Gominonistockis ins. ote. tt en eee 73,000 

HOGS gnu Corp 5. imap es 0 318)— Retained earnings esse ees rye ree eer 7,360 

lOGI6s Gomez Cone! 5 Geet 2,668 S19) Dividends :uccierecantoc se ice ee eee 0 

KOGWE Delta:Con. aistese cece se oss 0 403 Computer services revenue...............--- 0 

LOGS KG increas Sree) Anis ucrees 0 A Sia Salesihe Wan ete he artes h paoregr mea ee wee etre 0 

LOGSMDreamainca. <6 seeaea tes 0 414 Sales returns and allowances .............+--- 0 

108 Allowance for Sales Discounts .... 4) AVS SalesidiscOuntS 2-408. 5 een 0 

119 Merchandise inventory........... 0 5025. Gostof goods Soldin erie ite tier ee 0 

121 Inventory returns estimated ....... 0 612 Depreciation expense—Office equipment....... 0 

126 Computer supplies.............- 580 613 Depreciation expense—Computer equipment... 0 

IDS rrepaidiinsUrancesan scr e os cr 1,665 623), Wages expense: 22.0... c 0 ee 0 

NSiemrepaid entra. ata seecteterteneienercc =: 825 687, = InsuranGe:expenSesae cn =. nee ee 0 

163 Office equipment............... 8,000 640) Rent expense: cca ec ois eerste 0 

164 Accumulated depreciation— 652 Computer supplies expense...........-.----- 0 

Office equipment........-.--- 400 655 Advertising expense s......2:-----+--2-25-- 0 

167 Computer equipment ......-.-.- 20,000 676" Mileage expense™ cma. se. a. ne ieee 0 

168 Accumulated depreciation— 677 Miscellaneous expenses ............-----000- 0 

FOP EGUIPOIENE nie ric eee 684 Repairs expense—Computer.............+555 0 

In response to requests from customers, S. Rey will begin selling computer software. The company will 

extend credit terms of 1/10, n/30, FOB shipping point, to all customers who purchase this merchan- 

dise; and it applies perpetual inventory and the gross method. However, no cash discount is available on 

consulting fees. Additional accounts (Nos. 108, 119, 121, 227, 413, 414, 415, and 502) are added to its 

general ledger to accommodate the company’s new merchandising activities. Business Solutions does 

not use reversing entries and, therefore, all revenue and expense accounts have zero beginning balances 

as of January 1, 2017. Its transactions for January through March follow: 

Jan, 4 The company paid cash to Lyn Addie for five days’ work at the rate of $125 per day. Four of the 

five days relate to wages payable that were accrued in the prior year. 

5 Santana Rey invested an additional $25,000 cash in the company in exchange for more common 

stock. 

7 The company purchased $5,800 of merchandise from Kansas Corp. with terms of 1/10, n/30, 

FOB shipping point, invoice dated January 7. 

The company received $2,668 cash from Gomez Co. as full payment on its account. 

11 The company completed a five-day project for Alex’s Engineering Co. and billed it $5,500, Check Jan iii, 12 

which is the total price of $7,000 less the advance payment of $1,500. Uneamed Computer 

13. The company sold merchandise with a retail value of $5,200 and a cost OF $3;560 to,Li Corp, oes Revere alrom 

invoice dated January 13. 

15 The company paid $600 cash for freight charges on the merchandise purchased on January 7. 

16 The company received $4,000 cash from Delta Co. for computer services provided. 

17 The company paid Kansas Corp. for the invoice dated January 7, net of the discount. 

Continued on next page. . . 
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Check Jan. 20, No entry 

to Cost of Goods Sold 

Check (2) Ending balances 

at March 31: Cash, $68,057 

(3) Unadj. TB totals, 

$151,557; Adj. TB totals, 

$154,082 

Cha 

Feb. 

pter 4 Reporting and Analyzing Merchandising Operations 

20 Liu Corp. returned $500 of defective merchandise from its invoice dated January 13. The re- 

turned merchandise, which had a $320 cost, is discarded. (For materiality reasons, this compa- 

ny’s policy is to leave the cost of defective products in Cost of Goods Sold.) 

22 The company received the balance due from Liu Corp., net of both the discount and the credit 

for the returned merchandise. 

24 The company returned defective merchandise to Kansas Corp. and accepted a credit against 

future purchases. The defective merchandise invoice amount was $496, which is the price net of 

the discount. 

26 The company purchased $9,000 of merchandise from Kansas Corp. with terms of 1/10, n/30, 
FOB destination, invoice dated January 26. 

26 The company sold merchandise with a $4,640 cost for $5,800 on credit to KC, Inc., invoice 

dated January 26. 

1 The company paid cash to Lyn Addie for 10 days’ work at $125 per day. 

1 The company paid $2,475 cash to Hillside Mall for another three months’ rent in advance. 

3. The company paid Kansas Corp. for the balance due, net of the cash discount, less the $496 in 

the credit memorandum of January 24. 

5 The company paid $600 cash to the local newspaper for an advertising insert in today’s paper. 

11 The company received the balance due from Alex’s Engineering Co. for fees billed on January 11. 

15 The company paid $4,800 cash for dividends. 

23 The company sold merchandise with a $2,660 cost for $3,220 on credit to Delta Co., invoice 
dated February 23. 

26 The company paid cash to Lyn Addie for eight days’ work at $125 per day. 

27 The company reimbursed Santana Rey for business automobile mileage (600 miles at 

$0.32 per mile). 
Mar. 8 The company purchased $2,730 of computer supplies from Harris Office Products on credit 

with terms n/15, invoice dated March 8. 

9 The company received the balance due from Delta Co. for merchandise sold on February 23. 
11 The company paid $960 cash for minor repair costs on the company’s computer. 

16 The company received $5,260 cash from Dream, Inc., for computing services provided. 

19 The company paid the full amount due to Harris Office Products, consisting of amounts created 
on December 15 (of $1,100) and March 8. 

24 The company billed Easy Leasing for $9,047 of computing services provided. 

25 The company sold merchandise with a $2,002 cost for $2,800 on credit to Wildcat Services, 
invoice dated March 25. 

30 The company sold merchandise with a $1,048 cost for $2,220 on credit to IFM Company, in- 
voice dated March 30. 

31 The company reimbursed Santana Rey for business automobile mileage (400 miles at 
$0.32 per mile). 

The following additional facts are available for preparing adjustments on March 31 prior to financial 
statement preparation: 

a. 

b. 

The March 31 amount of computer supplies still available totals $2,005. 

Three more months have expired since the company purchased its annual insurance policy at a $2,220 
cost for 12 months of coverage. 

. Lyn Addie has not been paid for seven days of work at the rate of $125 per day. 

. Three months have passed since any prepaid rent has been transferred to expense. The monthly rent 
expense is $825. 

. Depreciation on the computer equipment for January | through March 31 is $1,250. 

. Depreciation on the office equipment for January 1 through March 31 is $400. 

. After a March 31 physical count of inventory, it is determined that shrinkage occurred and the amount 
of merchandise inventory still available totals $704. 

- On March 31, Rey estimates future-period returns and allowances will be a small percent of sales, or 
roughly $1,100, and similarly a small percent of cost of sales, or roughly $400. 

On March 31, Rey estimates future-period discounts arising from this period’s sales to be roughly $0. 

Required 

1. Prepare journal entries to record each of the January through March transactions. 

2. Post the journal entries in part | to the accounts in the company’s general ledger. (Note: Begin with the 
ledger’s post-closing adjusted balances as of December 31, 2016.) 

3. Prepare a partial work sheet consisting of the first six columns (similar to the one shown in Exhibit 4B.1) 
that includes the unadjusted trial balance, the March 31 adjustments (a) through (/), and the adjusted 
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trial balance. To make it easier, do not prepare closing entries and do not journalize the adjustments 
or post them to the ledger. 

4. Prepare an income statement (from the adjusted trial balance in part 3) for the three months ended (4) Net income, 
March 31, 2017. Use a single-step format. List all expenses without differentiating between selling $18,133 

expenses and general and administrative expenses. 

5. Prepare a statement of retained earnings (from the adjusted trial balance in part 3) for the three months 
ended March 31, 2017. 

6. Prepare a classified balance sheet (from the adjusted trial balance) as of March 31, 2017. $120,668 
(6) Total assets, 

The General Ledger tool in Connect Plus automates several of the procedural steps in the accounting GENERAL 

cycle so the accounting professional can focus on the impacts of each transaction on the various finan- Gl LEDGER 

cial reports. The following General Ledger questions highlight the operating cycle of a merchandising PROBLEMS 
company. In each case, the trial balance is automatically updated from the journal entries recorded. 

GL 4-1 Based on Problem 4-1A Available in Connect 

GL 4-2 Based on Problem 4-2A comect 

GL 4-3 Based on Problem 4-5A 

Beyond the Numbers | 

BTN 4-1 Refer to Apple’s financial statements in Appendix A to answer the following. REPORTING IN 

ACTION 
Required 

1. Assume that the amounts reported for inventories and cost of sales reflect items purchased in a form 

ready for resale. Compute the net cost of goods purchased for the year ended September 27, 2014. 

2. Compute the current ratio and acid-test ratio as of September 27, 2014, and September 28, 2013. 

Interpret and comment on the ratio results. How does Apple compare to the industry average of 1.5 for 

the current ratio and 1.25 for the acid-test ratio? 

Fast Forward 

3. Access Apple’s financial statements (10-K report) for fiscal years ending after September 27, 2014, 

from its website (Apple.com) or the SEC’s EDGAR database (www.SEC.gov). Recompute and inter- 

pret the current ratio and acid-test ratio for these current fiscal years. 

BTN 4-2 Key comparative figures for both Apple and Google follow. COMPARATIVE 

ANALYSIS 

Apple Google A2 | 1 

I ROCA TI EOE SOS ee 

Current galelg Current dalle 

$ millions Year Year Year Year A P P L E 

Netsalese cc coors: $182,795 $170,910 $66,001 $55,519 GOOG LE 

Gostotsaies eee ne: 112,258 106,606 25,69 | 21,993 

Required 

1. Compute the dollar amount of gross margin and the gross margin ratio for the two years shown for 

each of these companies. 

2. Which company earns more in 

industry average of 45.0%? 

3. Did the gross margin ratio improve or decline for these companies? 

gross margin for each dollar of net sales? How do they compare to the 
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ETHICS 
CHALLENGE 

Ci P2 

COMMUNICATING 
IN PRACTICE 

C2 P3 » 63D 
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BTN 4-3. Amy Martin is a student who plans to attend approximately four professional events a year at 

her college. Each event necessitates a financial outlay of $100 to $200 for a new suit and accessories. 

After incurring a major hit to her savings for the first event, Amy developed a different approach. She buys 

the suit on credit the week before the event, wears it to the event, and returns it the next week to the store 

for a full refund on her charge card. 

Required 

1. Comment on the ethics exhibited by Amy and possible consequences of her actions. 

2. How does the merchandising company account for the suits that Amy returns? 

BTN 4-4 You are the financial officer for Music Plus, a retailer that sells goods for home entertainment 

needs. The business owner, Vic Velakturi, recently reviewed the annual financial statements you prepared 

and sent you an e-mail stating that he thinks you overstated net income. He explains that although he has 

invested a great deal in security, he is sure shoplifting and other forms of inventory shrinkage have oc- 

curred, but he does not see any deduction for shrinkage on the income statement. The store uses a per- 

petual inventory system. 

Required 

Prepare a brief memorandum that responds to the owner’s concerns. 

TAKING IT TO 
THE NET 

A2 | 3 

BTN 4-5 Access the SEC’s EDGAR database (www.SEC.gov) and obtain the March 17, 2015, filing of 

its fiscal 2014 10-K report (for year ended January 31, 2014) for J. Crew Group, Ince. (ticker: JCG). 

Required 

Prepare a table that reports the gross margin ratios for J. Crew using the revenues and cost of goods sold 

data from J. Crew’s income statement for each of its most recent three years. Analyze and comment on the 

trend in its gross margin ratio. 

TEAMWORK IN 
ACTION 

tf @ 

Point: |n teams of four, assign 

the same student a and e 

Rotate teams for reporting on 

a different computation and the 

analysis in step 3. 

BTN 4-6 Official Brands’s general ledger and supplementary records at the end of its current period 

reveal the following. 

Sales! SrOSSe eee wes $600,000 Merchandise inventory (beginning of period) ....... $ 98,000 

Sales returns & allowances ..... 20,000 Invoice cost of merchandise purchases............ 360,000 

Salesidiscountsec.. ance oc at 13,000" “Purchase-discotmts received: 9... 6 ec ss 9,000 

Cost of transportation-in ...... 22,000 Purchase returns & allowances ...............--. 11,000 

Operating expenses........... 50,000 Merchandise inventory (end of period)............ 84,000 

Required 

1. Each member of the team is to assume responsibility for computing one of the following items. You 

are not to duplicate your teammates’ work. Get any necessary amounts to compute your item from the 

appropriate teammate. Each member is to explain his or her computation to the team in preparation for 
reporting to the class. 

a. Net sales d. Gross profit 

b. Total cost of merchandise purchases e. Net income 

c. Cost of goods sold 

2. Check your net income with the instructor. If correct, proceed to step 3. 

3. Assume that a physical inventory count finds that actual ending inventory is $76,000. Discuss how this 
affects previously computed amounts in step |. 

ENTREPRENEURIAL 

DECISION 

ucvree 

BTN 4-7. Refer to the opening feature about Chipotle. Chipotle has a small segment of its business de- 
voted to merchandising shirts, mugs, hats, and other related items tied to its branding strategy. Assume 
that its merchandising segment has current annual sales of approximately $1 million and it prepares the 
following income statement. 
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CHIPOTLE 

Income Statement 

For Year Ended January 31, 2015 

INetisales eee ce en ee ahs ae ne $1,000,000 

Costiofisalesiimiae Ui cks 1 se pee 610,000 

Expenses (other than cost of sales) ......... 200,000 

INetincome at Se eee $ 190,000 

This segment sells to individuals and retailers, ranging from small shops to large chains. Assume that it 

currently offers credit terms of 1/15, n/60, and ships FOB destination. To improve cash flow, it is consid- 
ering changing credit terms to 3/10, n/30. In addition, it proposes to change shipping terms to FOB ship- 

ping point. The segment’s manager expects that the increase in discount rate will increase net sales by 9%, 

but the gross margin ratio (and ratio of cost of sales divided by net sales) is expected to remain unchanged. 

The segment’s manager also expects that delivery expenses will be zero under this proposal; thus, ex- 

penses other than cost of sales are expected to increase only 6%. 

Required 

1. Prepare a forecasted income statement for the year ended January 31, 2016, based on the proposal. 

2. Based on the forecasted income statement alone (from your part | solution), do you recommend that 

Chipotle implement the new sales policies? Explain. 

3. What else should Chipotle consider before deciding whether or not to implement the new policies? 

Explain. 

219 

BTN 48 Arrange an interview (in person or by phone) with the manager of a retail shop in a mall or in 

the downtown area of your community. Explain to the manager that you are a student studying merchan- 

dising activities and the accounting for sales returns and sales allowances. Ask the manager what the store 

policy is regarding returns. Also find out if sales allowances are ever negotiated with customers. Inquire 

whether management perceives that customers are abusing return policies and what actions management 

takes to counter potential abuses. Be prepared to discuss your findings in class. 

HITTING THE 
ROAD 

"@? 
Point: This activity comple- 
ments the Ethics Challenge 

assignment. 

BTN 4-9 Samsung (www.Samsung.com), Apple, and Google are competitors in the global market- 

place. Key comparative figures for each company follow. 

Net Sales Cost of Sales 

Samnislite7: eerie W¥206,205,987 128,278,800 

Applelonc s.aste: «> $ 182,795 $ 112,258 

Gooplelae i tasee rc $ 66,001 $ 25,691 

* Millions of Korean won for Samsung. 

* Millions of dollars for Apple and Google. 

Required 

1. Rank the three companies (highest to lowest) based on the gross margin ratio. 

2. Which of the companies uses a multiple-step income statement format? (These companies’ income 

statements are in Appendix A.) 

ANSWERS TO MULTIPLE CHOICE QUIZ 

1. c; Gross profit = $550,000 — $193,000 = $357,000 

2. d; ($4,500 — $250) x (100% — 2%) = $4,165 

3. a; Net sales = $75,000 + $340,000 — $8,000 — $12,000 = $395,000 

GLOBAL 
DECISIO 

a 
Samsung 

APPLE 

GOOGLE 

4. b; Acid-test ratio = $37,500/$50,000 = 0.750 

5. a; Gross margin ratio = ($675,000 — $459,000)/$675,000 = 32% 



INVENTORY BASICS ; INVENTORY COSTING 

P1 Cost flow assumptions: C1 Determining inventory 
items 

Specific identification 
C2 Determining inventory 

First-in, first-out 
costs 

Control of inventory HOOF NOE: 
Weighted average 

A\1 Effects on financial statements 

Learning Objectives 

CONCEPTUAL A2 Analyze the effects of inventory errors 
C1 Identify the items making up on current and future financial 

statements. merchandise inventory. 

A3 Assess inventory management using 

both inventory turnover and days’ sales 

in inventory. 

C2 |dentify the costs of merchandise 

inventory. 

ANALYTICAL 

A1 Analyze the effects of inventory 
methods for both financial and tax 

reporting. 

PROCEDURAL 

P1 Compute inventory in a periodic 
system using the methods of specific 

identification, FIFO, LIFO, and weighted 

average. 

INVENTORY VALUATION, 
ERRORS, AND ANALYSIS 

P2 

P3 

P4 

P2 Inventory valuation at lower 

A2 Financial statement effects of 

A3 Inventory management 

P3 Perpetual system 

P4 Inventory estimation 

of cost or market 

inventory errors 

Compute the lower of cost or market 

amount of inventory. 

Appendix 54—Compute inventory in a 

perpetual system using the methods of 

specific identification, FIFO, LIFO, and 

weighted average. 

Appendix 5B—Apply both the retail 

inventory and gross profit methods to 

estimate inventory. 
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One for the Road 
ve tha nad tine OaQS 

tin your favor” —Eton Musk 

PALO ALTO, CA—During college, when he 

would go on a first date, Elon Musk would 

ask, “Do you ever think about electric 

cars?” This was roughly 20 years ago, 

when there was little interest in electric 

cars. Elon admits today that his talking 

about dreams of electric cars “was not a 

Elon’s winning combination!” But today, 

dreams have evolved into Tesla Motors, 

Inc. (TeslaMotors.com), which is a $31 bil- 

lion business. 

When Elon and a group of investors 

founded Tesla (Motors, their plan was to In- 

troduce a high-end electric sports car and 

later an electric sedan for the masses. “We 

really wanted to break the mold,” insists 

Elon. The first Tesla sports car, the 

Roadster, traveled almost 250 miles on a 

single charge and earned terrific reviews. 

“Great companies are built on great prod- 

ucts,” explains Elon. Next, Tesla hopes to 

launch an affordable electric sedan, the 

Model 3, which has the potential to expo- 

nentially increase sales in 2017. 

Elon insists that inventory management 

is one key to his company’s success. ol 

don’t spend my time pontificating about 

high-concept things,” explains Elon. “| 

spend my time solving manufacturing land 

inventory] problems.” To ensure Tesla’s cars 

are of the highest quality, Elon locates his 

Electric Car Market Share 

Other 13% 

Tesla Motors, Inc. 

Nasdaq: TSLA 

6,000 workers Toyota 

$31 bil. value 11% 

59,500 cars sold 

desk “in the middle of the factory.” This at- 

tention to inventory quality and inventory 

management separates Tesla Motors from 

its competitors, which is reflected in Its 

sales, income, inventory, and asset growth 

over the past few years. 

($ millions) 2011 2012 2013 2014 
(RTE TBE FS ee 

Revenues ....... $204 $ 413 $2,014 $3,198 

Cost of sales..... 143 383 NAS DESH 

Inventories ...... 50 269 340 954 

Total assets...... 713 1,114 2,417 5,849 

Getting inventory to market when cus- 

tomers demand it is a challenge. “Some 

companies out there quote a start of pro- 

duction that is substantially in advance of 

when customers get their cars,’ explains 

Elon. “| don’t think that's a good idea.” 

Instead, to ensure customers receive their 

cars when promised, Tesla carefully tracks 

inventory. Elon set up an inventory system, 

learned to prepare and read inventory re- 

ports, and applied inventory management 

tools. His inventory system tracks all trans- 

actions, and he regularly reviews inventory 

reports when making decisions. 

The financial markets seem equally en- 

thused about the inventory practices of 

Tesla Motors, as reflected in its stock price 

over the past few years. 

$165 

1 ie hin ees . ee ee eee 
2012 2013 2014 2015 

Although Tesla has already achieved 

considerable success, Elon is not satisfied. 

He wants to revolutionize the automobile 

industry much like Henry Ford did with the 

Model T. “When Henry Ford made cheap, 

reliable cars, people said, ‘Nah, what's 

wrong with a horse?’ That was a huge bet 

he made, and it worked.” 

Sources: Tesla Motors website, January 2016; 

Bloomberg, July 2013; CNN Money, September 
2014; Ted, March 2013; Biography.com, January 

2016; Los Angeles Times, April 2003; CBS, March 
2012; CleanTechnica, December 2014 
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INVENTORY BASICS 

CI 
Identify the items making 
up merchandise inventory. 

Point: FOB shipping point is 

also called FOB origin or FOB 

supplier's warehouse. 

C2 
Identify the costs of 
merchandise inventory. 

Point: Some use the material- 

ity constraint (cost-to-benefit 

constraint) to avoid assigning 

some incidental costs of acquir 

ing merchandise to inventory. 

Instead, they expense those 

costs to cost of goods sold 

when incurred as they argue 

those costs are immaterial or 

the cost in assigning them 

outweighs the benefit. 

This section identifies the items and costs making up merchandise inventory. It also describes 

the importance of internal controls in taking a physical count of inventory. 

Determining Inventory Items 

Merchandise inventory includes all goods that a company owns and holds for sale. This rule 

holds regardless of where the goods are located when inventory is counted. Certain inventory 

items require special attention, including goods in transit, goods on consignment, and goods 

that are damaged or obsolete. 

Goods inTransit Does a purchaser’s inventory include goods in transit from a supplier? The 

answer is that if ownership has passed to the purchaser, the goods are included in the purchas- 

er’s inventory. We determine this by reviewing the shipping terms: FOB destination or FOB 

shipping point. Goods purchased FOB shipping point are included in the buyer’s inventory 

when the items are shipped. Goods purchased FOB destination are not included in the buyer’s 

inventory until they arrive at their destination. 

Goods on Consignment Goods on consignment are goods shipped by the owner, called 

the consignor, to another party, the consignee. A consignee sells goods for the owner. The con- 

signor continues to own the consigned goods and reports them in its inventory. Upper Deck, for 

instance, pays sports celebrities such as Aaron Rodgers of the Green Bay Packers to sign mem- 

orabilia, which are offered to shopping networks on consignment. Upper Deck, the consignor, 

must report these items in its inventory until sold. The consignee never includes consigned 

goods in inventory. 

Goods Damaged or Obsolete Damaged and obsolete (and deteriorated) goods are not 

counted in inventory if they cannot be sold. If these goods can be sold at a reduced price, they 

are included in inventory at a conservative estimate of their net realizable value. Net realizable 

value is sales price minus the cost of making the sale. The period when damage or obsolescence 

(or deterioration) occurs is the period when the loss in value is reported. 

© Decision \nsight 

Gunning for Inventory A wireless portable device with a two-way radio allows 

clerks to quickly record inventory by scanning bar codes and to instantly send and 

receive inventory data. It gives managers access to up-to-date information on inven- 

tory and its location. Bar codes have influenced nearly all aspects of inventory con- 

trol and management. The use of bar codes makes accounting for inventory simpler, 

more accurate, and more efficient. @ 

Clerkenwell/Getty Images 

Determining Inventory Costs 

Merchandise inventory includes costs of expenditures necessary, directly or indirectly, to bring 

an item to a salable condition and location. This means that the cost of an inventory item in- 

cludes its invoice cost minus any discount, plus any incidental costs necessary to put it in a place 

and condition for sale. Incidental costs can include import tariffs, freight, storage, insurance, 

and costs incurred in an aging process (for example, aging wine or cheese). The expense recog- 

nition (matching) principle states that inventory costs should be recorded as cost of goods sold 
in the period when inventory is sold. 

Internal Controls and Taking a Physical Count 

Events can cause the Inventory account balance to differ from the actual inventory available. 

Such events include theft, loss, damage, and errors. Thus, nearly all companies take a physical 

count of inventory at least once each year—informally called taking an inventory. This often 
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occurs at the end of a fiscal year or when inventory amounts are low. This physical count is used 
to adjust the Inventory account balance to the actual inventory available. 

Fraud 

In Control A company applies internal controls when taking a physical count of 

inventory that usually include the following to minimize fraud and to increase reliability: 

¢ Prenumbered inventory tickets are distributed to counters—each ticket must be accounted for. 

Counters of inventory are assigned and do not in i i eo inane y bE on d ne n : nclude those pesponsilg for pvensony 

ne ers Ci he alidi ty O ) isten ce ane int, a nd quality 

1. A master carver of wooden birds operates her business out of a garage. At the end of the current period, 

the carver has 17 units (carvings) in her garage, 3 of which were damaged by water and cannot be sold. 

The distributor also has another 5 units in her truck, ready to deliver per a customer order, terms FOB 

destination, and another 11 units out on consignment at several small retail stores. How many units 

does the carver include in the business’s period-end inventory? 

2. A distributor of artistic iron-based fixtures acquires a piece for $1,000, terms FOB shipping point. 

Additional costs in obtaining it and offering it for sale include $150 for transportation-in, $300 for 

import duties, $100 for insurance during shipment, $200 for advertising, a $50 voluntary gratuity to the 

delivery person, $75 for enhanced store lighting, and $250 for sales staff salaries. For computing in- 

ventory, what cost is assigned to this artistic piece? 

Solutions 

1. 2. 

Units in ending inventory Merchandise’cost, ©... 2 sacn: $1,000 

LUN IESHMSTONAGE, a cere bial bse tie  et ee es 17 units Plus: 

Less damaged (unsalable) units......... (3) Transportation-in........... 150 

PICSHOESHIMCRANSIC ste es seen Mae etn ne 5 Import dutiesit ta) nn: 300 

Plus units on consignment ............-- wth Instance ese a = ac cesta 100 

Total units in ending inventory ......... 30 units Total inventory cost ........ $1,550 

INVENTORY COSTING UNDER A PERIODIC SYSTEM 

Accounting for inventory affects both the balance sheet and the income statement. A major 

goal in accounting for inventory is to properly match costs with sales. We use the expense rec- 

ognition (or matching) principle to decide how much of the cost of the goods available for sale 

is deducted from sales and how much is carried forward as inventory and matched against fu- 

ture sales. 

Management decisions in accounting for inventory involve the following: 

e Items included in inventory and their costs. 

e Costing method (specific identification, FIFO, LIFO, or weighted average). 

e Inventory system (perpetual or periodic). 

@ Use of market values or other estimates. 

The first point was explained in the prior section. The second and third points will be addressed 

now. The fourth point is the focus at the end of this chapter. Decisions on these points affect the 
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Fraud: Auditors commonly 

observe employees as they take 

a physical inventory. Auditors 

take their own test counts to 

monitor the accuracy of a 

company’s count. 

Point: The Inventory account 

is a controlling account for the 

inventory subsidiary ledger. This 

subsidiary ledger contains a sepa- 

rate record (units and costs) for 

each separate product, and it 

can be in electronic or paper 

form. Subsidiary records assist 

managers in planning and 

monitoring inventory. 

Cy + 
Inventory Items 

and Costs 

ti @ 

Do More: QS 5-1, QS 5-2, 

E5-1,E 5-2 
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EXHIBIT 5.1 

Frequency in Use of 

Inventory Methods 

Point: Cost of goods sold is 

abbreviated COGS 

EXHIBIT 5.2 

Cost Flow Assumptions 

Chapter 5 Reporting and Analyzing Inventories 

reported amounts for inventory, cost of goods sold, gross profit, income, current assets, and 

other accounts. 
One of the most important issues in accounting for inventory is determining the per unit 

costs assigned to inventory items. When all units are purchased at the same unit cost, this 

process is simple. When identical items are purchased at different costs, however, a ques- 

tion arises as to which amounts to record in cost of goods sold and which amounts remain 

in inventory. 
Four methods are commonly used to assign costs to 

inventory and to cost of goods sold: (1) specific identifi- 

cation; (2) first-in, first-out (FIFO); (3) last-in, first-out 

(LIFO); and (4) weighted average. Exhibit 5.1 shows the 

frequency in the use of these methods. 

Each method assumes a particular pattern for how 

costs flow through inventory. Each of these four methods 

is acceptable whether or not the actual physical flow of 

goods follows the cost flow assumption. Physical flow of 

goods depends on the type of product and the way it is 

“Includes specific identification. Stored. (Perishable goods such as fresh fruit demand that 

a business attempt to sell them in a first-in, first-out phys- 

ical flow. Other products such as crude oil and minerals such as coal, gold, and decorative stone 
can be sold in a last-in, first-out physical flow.) With the exception of specific identification, the 

physical flow and cost flow need not be the same. 

Other* 4% \ 

Weighted 

Average 20% 

LIFO 28% 

Inventory Cost Flow Assumptions 

This section introduces inventory cost flow assumptions. For this purpose, assume that 

three identical units are purchased separately at the following three dates and costs: May | 

at $45, May 3 at $65, and May 6 at $70. One unit is then sold on May 7 for $100. Exhibit 
5.2 gives a visual layout of the flow of costs to either the gross profit section of the income 

statement or the inventory reported on the balance sheet for FIFO, LIFO, and weighted 

average. 
(1) FIFO assumes costs flow in the order incurred. The unit purchased on May 1 for $45 is 

the earliest cost incurred—it is sent to cost of goods sold on the income statement first. The 

remaining two units ($65 and $70) are reported in inventory on the balance sheet. 

1. First-in, first-out (FIFO) 2. Last-in, first-out (LIFO) 3. Weighted average 

Costs flow in the order Costs flow in the reverse Costs flow at an average 
incurred. order incurred. of costs available. 

— = $60 each 

G G 
° ° 
° oO 
d d 
s s 

3 Income Statement Income Statement Income Statement 

i NeiSaleSs ci secnaisee $100 . Net salesi...c.sccssscu: $100 Net sales.................. 

Cost of goods sold.. 45 Cost of goods sold.. 70 Cost of goods sold.. 

Gross profit............:. $55 Gross: protitiee.sses $ 30 Gross: profititi...... 

Balance Sheet Balance Sheet Balance Sheet 

INVENTORY: reset e-27- $135 —<i INVENtOnVies. geome: $110 IAVENTORY ieeeseckte seers 
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(2) LIFO assumes costs flow in the reverse order incurred. The unit purchased on May 6 for 
$70 is the most recent cost incurred—it is sent to cost of goods sold on the income statement. 
The remaining two units ($45 and $65) are reported in inventory on the balance sheet. 

(3) Weighted average assumes costs flow at an average of the costs available. The units 
available at the May 7 sale average $60 in cost, computed as ($45 + $65 + $70)/3. One unit’s 
$60 average cost is sent to cost of goods sold on the income statement. The remaining two units’ 
average costs are reported in inventory at $120 on the balance sheet. 

Cost flow assumptions can markedly impact gross profit and inventory numbers. Exhibit 5.2 
shows that gross profit as a percent of net sales ranges from 30% to 55% due to nothing else but 
the cost flow assumption. 

The following sections on inventory costing use the periodic system. Appendix 5A uses the perpetual system. 

An instructor can choose to cover either one or both systems. If the periodic system is skipped, then read 

Appendix 5A and return to the Decision Maker box (ahead) titled “Cost Analyst.” 

Most companies use a perpetual system to track sales and units (see Chapter 4). However, many fewer 

companies use a perpetual system to track costs. The reasons extend to use of standard costs by some 

companies, dollar-value LIFO by others, and so forth. Still, we see both systems in practice for recording 
inventory costs. Further, the two methods of specific identification and FIFO, which make up a majority of 

companies in the world today, give the same result under the periodic and the perpetual systems. Also, LIFO 

is rarely applied outside the U.S. In light of this mix, we show the periodic method here with the perpetual 

method in the appendix. As an aside, the perpetual system is akin to the periodic system applied at the 

point of each purchase and sale. 

Inventory Costing Illustration 

This section provides a comprehensive illustration of inventory costing methods. We use infor- 

mation from Trekking, a sporting goods store. Among its many products, Trekking carries one 

type of mountain bike whose sales are directed at resorts that provide inexpensive mountain 

bikes for complimentary guest use. We use Trekking’s data from August. Its mountain bike 

(unit) inventory at the beginning of August and its purchases and sales during August are shown 

in Exhibit 5.3. It ends August with 12 bikes remaining in inventory. 

Activity Unit Inventory _ Units Sold at Retail _ _ Units Acquired at Cost 

Aug. | Beginning inventory .... lO units @$ 91=$ 910 10 units 

iXipe, SHURE. Banna nese oe 15 units @ $106 = $ 1,590 25 units 

USUI: pe SaleSan accra aise: eae eels 20 units @ $130 5 units 

INU IES Sallie PCS Cee bop o oe 20 units @ $115 = $2,300 25 units 

Alice) Samm RUNChASCS ieee itt fe 10 units @ $119 = $ 1,190 35 units 

POPE CIID SSE ies as, Avorieate oan eee E 23 units @ $150 12 units 

43 units FPOtaISL Meee ee inc tme i 55 units ee $5,990 

[ Units available for sale | Goods available for sale | Units sold |_| Units left | 

Trekking uses the periodic inventory system, which means that its Merchandise Inventory ac- 

count is updated at the end of each period (monthly for Trekking) to reflect purchases and sales. 

(Appendix 5A describes the assignment of costs to inventory using a perpetual system.) 

Regardless of what inventory method or system is used, cost of goods available for sale must be 

allocated between cost of goods sold and ending inventory. 

Specific Identification 

When each item in inventory can be identified with a specific purchase and invoice, we can use 

specific identification or SI (also called specific invoice inventory pricing) to assign costs. We 
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Point: It is helpful to recall 

the cost flow of inventory. 

Beginning te Net 

inventory purchases 

= Merchandise 

available for sale 

1 
Ending + Cost of 

inventory goods sold 

PI 
Compute inventory in 
a periodic system using 
the methods of specific 
identification, FIFO, LIFO, 
and weighted average. 

EXHIBIT 5.3 

Purchases and Sales of 

Goods 

Point: Three key variables 

determine the value assigned to 

ending inventory: (1) inventory 

quantity, (2) unit costs of inven- 

tory, and (3) cost flow assump- 

tion 
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EXHIBIT 5.4 

Specific Identification 

Computations 

Point: Specific identification is 

usually practical for companies 

with expensive or custom- 

made inventory. Examples 

include car dealerships, imple- 

ment dealers, jewelers, and 

fashion designers. 

Point: Under FIFO, a unit 

sold is assigned the earliest 

(oldest) cost from inventory. 

This leaves the most recent 

costs in ending inventory. 
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also need sales records that identify exactly which items were sold and when. Trekking’s inter- 

nal documents reveal the following specific unit sales: 

August 14 Sold 8 bikes costing $91 each and 12 bikes costing $106 each 

August 31 Sold 2 bikes costing $91 each, 3 bikes costing $106 each, 15 bikes costing 

$115 each, and 3 bikes costing $119 each 

Applying specific identification, and using the information above and from Exhibit 5.3, we pre- 

pare Exhibit 5.4. This exhibit begins with the $5,990 in total units available for sale—this is from 

Exhibit 5.3. Applying specific identification, we know that for the 20 units sold on August 14, the 

company specifically identified that 8 of them had cost $91 each and 12 had cost $106 each, result- 

ing in an August 14 cost of sales of $2,000. Next, for the 23 units sold on August 31, the company 

specifically identified that 2 of them had cost $91 each, 3 had cost $106 each, 15 had cost 
$115 each, and 3 had cost $119 each, resulting in an August 31 cost of sales of $2,582. This yields 

a total cost of sales for the period of $4,582. We then subtract this $4,582 in cost of goods sold from 
the $5,990 in cost of goods available to get $1,408 in ending inventory. Carefully study this exhibit 
and the explanations to see the flow of costs. Each unit, whether sold or remaining in inventory, 

has its own specific cost attached to it. 

Total cost of 55 units available for sale (from Exhibit 5.3) ..............-..-.. $5,990 

Cost of goods sold* 

>| Auge 14 (Bio 9 ih) ten @DiS MOG) Gee aren sea we ces sora nec manars ve vee $2,000 

Aug. 31 (2 @ $91) + (3 @ $106) + (IS @ $115) + (3 @GFII9) ......... 2,582 4,582 

Ending:inventorys) 6.404). So ) Soe PS ae ee ee $1,408 

* Identification of items sold (and their costs) is obtained from internal documents that track each unit from its purchase to its sale. 

When using specific identification, Trekking’s cost of goods sold reported on the income 

statement totals $4,582, the sum of $2,000 and $2,582 from the cost of goods sold section of 

Exhibit 5.4. Trekking’s ending inventory reported on the balance sheet is $1,408, which is the 

final inventory balance from Exhibit 5.4. The following graphic visually reflects the computa- 

tions under specific identification. 

SI Inventory $1,408 SICOGS $4,582 

First-In, First-Out 

The first-in, first-out (FIFO) method of assigning costs to both inventory and cost of goods 

sold assumes that inventory items are sold in the order acquired. When sales occur, the costs of 

the earliest units acquired are charged to cost of goods sold. This leaves the costs from the most 

recent purchases in ending inventory. Use of FIFO for computing the cost of inventory and cost 

of goods sold is shown in Exhibit 5.5. 

This exhibit starts with computing $5,990 in total units available for sale—this is from Ex- 

hibit 5.3. Applying FIFO, we know that the 12 units in ending inventory will be reported at the 

cost of the most recent 12 purchases. Reviewing purchases in reverse order, we assign costs to 

the 12 bikes in ending inventory as follows: $119 cost to 10 bikes and $115 cost to 2 bikes. This 

yields 12 bikes costing $1,420 in ending inventory. We then subtract this $1,420 in ending in- 

ventory from $5,990 in cost of goods available to get $4,570 in cost of goods sold. 
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Total cost of 55 units available for sale (from Exhibit 5.3) 

Less ending inventory priced using FIFO 

eee gous $5,990 

10 units from August 28 purchase at $119 each 

2 units from August |7 purchase at $115 each 

Ending inventory 

Cost of goods sold 

Trekking’s ending inventory reported on the balance sheet is $1,420, and its cost of goods 
sold reported on the income statement is $4,570. The following graphic visually reflects the 
computations under FIFO. 

2 a aa 

a FIFO COGS $4,570 FIFO Inventory $1,420 

Last-In, First-Out 

The last-in, first-out (LIFO) method of assigning costs assumes that the most recent purchases 

are sold first. These more recent costs are charged to goods sold, and the costs of the earliest 

purchases are assigned to inventory. LIFO results in costs of the most recent purchases being 

assigned to cost of goods sold, which means that LIFO comes close to matching current costs of 

goods sold with revenues. Use of LIFO for computing cost of inventory and cost of goods sold 

is shown in Exhibit 5.6. 
This exhibit starts with computing $5,990 in total units available for sale—this is from Ex- 

hibit 5.3. Applying LIFO, we know that the 12 units in ending inventory will be reported at the 

cost of the earliest 12 purchases. Reviewing the earliest purchases in order, we assign costs to 

the 12 bikes in ending inventory as follows: $91 cost to 10 bikes and $106 cost to 2 bikes. This 
yields 12 bikes costing $1,122 in ending inventory. We then subtract this $1,122 in ending in- 

ventory from $5,990 in cost of goods available to get $4,868 in cost of goods sold. 
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EXHIBIT 5.5 

FIFO Computations— 

Periodic System 

Exhibit 5.3 shows that the 

12 units in ending inventory 

consist of 10 units from the 

latest purchase on Aug. 28 

and 2 units from the next 

latest purchase on Aug. |7. 

Point: The assignment of 

costs to goods sold and to 

inventory using FIFO is the 

same for both the periodic 

and perpetual systems 

EXHIBIT 5.6 

LIFO Computations— 

Periodic System 

Exhibit 5.3 shows that the 12 

units in ending inventory 

Total cost of 55 units available for sale (from Exhibit 5.3)........... $5,990 

Less ending inventory priced using LIFO 

10 units in beginning inventory at $91 each.................-. $910 | 

2 units from August 3 purchase at $106 each............-..... 22) By 

Ending inventory et et oe eee a 22 : 

Cost Off 8000s SOME ee oe ae ee eee $4,868 <______—_ 

Trekking’s ending inventory reported on the balance sheet is $1,122, and its cost of goods 

sold reported on the income statement is $4,868. The following graphic visually reflects the 

computations under LIFO. 

consist of 10 units from the 

earliest purchase (beg. inv.) 

and 2 units from the next 

earliest purchase on Aug. 3. 

Point: Under LIFO, a unit 

sold is assigned the most 

recent (latest) cost from 

inventory. This leaves the 

LIFO COGS $4,868 vee LIFO Inventory $1,122 
oldest costs in inventory. 
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EXHIBIT 5.7a 

Weighted Average Cost 

per Unit 

Example: In Exhibit 5.7a, 
if 5 more units had been 

purchased at $120 each, 

what would be the weighted 

average cost per unit? 

Answer: $109.83 ($6,590/60) 

EXHIBIT 5.7b 

Weighted Average 

Computations—Periodic 

Chapter 5 Reporting and Analyzing Inventories 

Weighted Average 

The weighted average or WA (also called average cost) method of assigning cost requires 

that we use the average cost per unit of inventory at the end of the period. Weighted average 

cost per unit equals the cost of goods available for sale divided by the units available. The 

weighted average method of assigning cost involves three important steps. The first two steps 

are shown in Exhibit 5.7a. First, multiply the per unit cost for beginning inventory and each 

particular purchase by the corresponding number of units (from Exhibit 5.3). Second, add 

these amounts and divide by the total number of units available for sale to find the weighted 

average cost per unit. 

Step I: l0Ounits@$  9l= $ 910 

15 units @ $106 = 1,590 

20 units @$l115= 2,300 

lOunits@$l19= 1,190 

55 $5,990 

Step 2: $5,990/55 units = $108.91 weighted average cost per unit 

The third step is to use the weighted average cost per unit to assign costs to inventory and to the 

units sold, as shown in Exhibit 5.7b. 

Step 3: Total cost of 55 units available for sale (from Exhibit 5.3).......... $5,990 

Less ending inventory priced on a weighted average 

cost basis: 12 units at $108.91 each (from Exhibit 5.7a)........... 1,307 

Cost of goods sold (43 units at $108.91 each)............... $4,683 

Trekking’s ending inventory reported on the balance sheet is $1,307, and its cost of goods sold 

reported on the income statement is $4,683 when using the weighted average (periodic) method. 

The following graphic visually reflects the computations under weighted average. 

WA Inventory $1,307 WA COGS $4,683 wf 

Fraud 

Kickbacks and Invoice Fraud Inventory safeguards include restricted access, use of 

authorized requisitions, security measures, and controlled environments to prevent 

damage. Proper accounting includes matching inventory received with purchase order terms and quality 
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Financial Statement Effects of Costing Methods 
When purchase prices do not change, each inventory costing method assigns the same cost 
amounts to inventory and to cost of goods sold. When purchase prices are different, however, the 
methods nearly always assign different cost amounts. We show these differences in Exhibit 5.8 
using Trekking’s data. 

TREKKING COMPANY 

For Month Ended August 31 

Ny sit-ratite 

Identification 

Weighted 

igig®) LIFO Average 

Income Statement 

SHES 5 Gate Antic sea neyo eae aes $ 6,050 $6,050 $6,050 $ 6,050 

Cost of goods sold ............. 4,582 4,570 4,868 4,683 

Grossiprofites nd suas Ses 1,468 1,480 1,182 1,367 

EXPENSES settee siege oe cte ue 450 ak) 450 ae) 

Income before taxes< 8.065 ©: a. 1,018 1,030 732 917 

Income tax expense (30%) ........ 305 el) 220 TTS) 

Netincome =n. ee $ 713 Se72t $512 $ 642 

Balance Sheet ae 

INVENELORY, 3. seein eee Mee $1,408 $1,420 $1,122 $1,307 

This exhibit reveals two important results. First, when purchase costs regularly rise, as in 
Trekking’s case, observe the following: 

® FIFO assigns the lowest amount to cost of goods sold—yielding the highest gross profit and 

net income. 

© LIFO assigns the highest amount to cost of goods sold—yielding the lowest gross profit and 

net income, which also yields a temporary tax advantage by postponing payment of some 

income tax. 

® Weighted average yields results between FIFO and LIFO. 

® Specific identification always yields results that depend on which units are sold. 

Second, when costs regularly decline, the reverse occurs for FIFO and LIFO. FIFO gives the 

highest cost of goods sold—yielding the lowest gross profit and income. And LIFO gives the 

lowest cost of goods sold—yielding the highest gross profit and income. 

All four inventory costing methods are acceptable in practice. A company must disclose the 

inventory method it uses. Each method offers certain advantages as follows: 

e FIFO assigns an amount to inventory on the balance sheet that approximates its current cost; 

it also mimics the actual flow of goods for most businesses. 

e LIFO assigns an amount to cost of goods sold on the income statement that approximates its 

current cost; it also better matches current costs with revenues in computing gross profit. 

® Weighted average tends to smooth out erratic changes in costs. 

® Specific identification exactly matches the costs of items with the revenues they generate. 

@ Decision Maker : 

Cost Analyst Your supervisor says she finds managing product costs easier if the balance sheet reflects inventory 

values that closely reflect replacement cost. Which inventory costing method do you advise adopting? M@ [Answers 

follow the chapter's Summary.] 

Tax Effects of Costing Methods Trekking’s segment income statement in Exhibit 5.8 

includes income tax expense (at a rate of 30%) because it was formed as a corporation. Since 

inventory costs affect net income, they have potential tax effects. Trekking gains a temporary 

tax advantage by using LIFO. Many companies use LIFO for this reason. 
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Al 
Analyze the effects of 
inventory methods for both 
financial and tax reporting. 

EXHIBIT 5.8 

Financial Statement 

Effects of Inventory 

Costing Methods 

Point: Managers prefer FIFO 
when costs are rising and 

incentives exist to report 

higher income for reasons 

such as bonus plans, job 

security, and reputation. 

Point: LIFO inventory is 

often less than the inventory’s 

replacement cost because LIFO 

inventory is valued using the 

oldest inventory purchase 

costs 
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Points LIFO conformity rule 

may be revised if IFRS is 

adopted for U.S. companies as 

IFRS currently does not permit 

LIFO (see Global View) 

NEED-TO-KNOW jy 

Periodic Sl, FIFO, LIFO, 

andWA 

PI 
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Companies can and often do use different costing methods for financial reporting and tax 

reporting. The only exception is when LIFO is used for tax reporting; in this case, the IRS re- 

quires that it also be used in financial statements—called the LIFO conformity rule. 

Consistency in Using Costing Methods 

The consistency concept prescribes that a company use the same accounting methods period 

after period so that financial statements are comparable across periods—the only exception 1s 

when a change from one method to another will improve its financial reporting. The full-disclosure 

principle prescribes that the notes to the statements report this type of change, its justification, 

and its effect on income. 

The consistency concept does not require a company to use one method exclusively. For 

example, it can use different methods to value different categories of inventory. 

@ Decision Ethics @ 

Inventory Manager Your compensation as inventory manager includes a bonus plan based on gross profit. Your 

superior asks your opinion on changing the inventory costing method from FIFO to LIFO. Since costs are expected 

to continue to rise, your superior predicts that LIFO would match higher current costs against sales, thereby lower 

ing taxable income (and gross profit). What do you recommend? Ml [Answers follow the chapter's Summary. ] 

A company reported the following December purchases and sales data for its only product. 

Date Activities Units Acquired at Cost Units Sold at Retail 

Dec. | Beginning inventory......... 5 units @ $3.00 = $ 15.00 

Dee. 8 ‘Purchase... 4 2c. oe ec 10 units @ $4.50= 45.00 

Dec SaleSis co: tin. thes wetesten ioe 8 units @ $7.00 

Decul9i=Purchase:. 2 2%. Wi Gee ee 13 units @ $5.00 = 65.00 

Becs242 <Sales 23 f.5so neu ees 18 units @ $8.00 

Dec SO Purchase cass ee os 8 units @ $5.30= 42.40 

TotalSvamr eter yee ee ieee 36 units $167.40 26 units 

The company uses a periodic inventory system. Determine the cost assigned to ending inventory and to 

cost of goods sold using (a) specific identification, (b) FIFO, (c) LIFO, and (d) weighted average. (Round 

per unit costs and inventory amounts to cents.) For specific identification, ending inventory consists of 

10 units, where 8 are from the December 30 purchase and 2 are from the December 8 purchase. 

Solutions 

a. Specific identification: Ending inventory—eight units from December 30 purchase and two units from 

December 8 purchase 

Ending Cost of 

Specific Identification Inventory Goods Sold 

(SESS (PIES 10) oc, Soemna aman dnote Ar UM o IEMs ONG opdGooon we $51.40 

(5° $3100) 21(8 <$4:50)i-- (113 << G5,00) (0) $5130) cre cn ener stetereneneiess $116.00 

or $167.40 [Total Goods Available] — $51.40 [Ending Inventory]. ......... $116.00 

b. FIFO—Periodic 

Ending Cost of 

FIFO Inventory Goods Sold 

(8X $5130 )ies(Qee G5 100) ike oo accra stones sentra tia tenct gushes re a nt ee $52.40 

(Bx $3.00) + .(110< $4.50) 4 CI SS5.00) re ee ee $115.00 

or $167.40 [Total Goods Available] — $52.40 [Ending Inventory] ......... $115.00 
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c. LIFO—Periodic 

Ending Cost of 
LIFO Inventory Goods Sold 

ROEM DOOD) (KA 50) ce are VK LAE cyl) weed e eee’. : $37.50 
(82h 9:30) i (13-50 $5.00) (5 G4 SONS ace cs heme nic wvari co. sieewimcasivuls $129.90 

or $167.40 [Total Goods Available] — $37.50 [Ending Inventory].......... $129.90 

d. WA—Periodic 

Ending Cost of 
WA Inventory Goods Sold 

1ObG$4-65 (computed tromi$)67-40/36)) 100) ee hoe 2 ee $46.50 

AS SCRE OD) (Colm iON MIO) So ebec cones oeuscuncuousvbusaee $120.90 

or $167.40 [Total Goods Available] — $46.50 [Ending Inventory] ......... $120.90 

VALUING INVENTORY AT LCM AND THE EFFECTS OF INVENTORY ERRORS 
This section examines the role of market costs in determining inventory on the balance sheet 

and also the financial statement effects of inventory errors. 

Lower of Cost or Market 

We explained how to assign costs to ending inventory and cost of goods sold using one of four 

costing methods (FIFO, LIFO, weighted average, or specific identification). However, account- 

ing principles require that inventory be reported at the market value (cost) of replacing inven- 

tory when market value is lower than cost. Merchandise inventory is then said to be reported on 
the balance sheet at the lower of cost or market (LCM). 

Computing the Lower of Cost or Market Market in the term LCM 1s defined as the cur- 

rent replacement cost of purchasing the same inventory items in the usual manner. A decline in 

replacement cost reflects a loss of value in inventory. When the recorded cost of inventory is 

higher than the replacement cost, a loss is recognized. When the recorded cost is lower, no ad- 

justment is made. 
LCM is applied in one of three ways: (1) to each individual item separately, (2) to major 

categories of items, or (3) to the whole of inventory. The less similar the items that make up in- 

ventory, the more likely companies are to apply LCM to individual items or categories. With the 

increasing application of technology and inventory tracking, companies increasingly apply 

LCM to each individual item separately. Accordingly, we show that method only; however, ad- 

vanced courses cover the other two methods. To illustrate LCM, we apply it to the ending inven- 

tory of a motorsports retailer in Exhibit 5.9. 

Per Unit 
ok onto Total 

Market 

LCM Applied 

to Items 

B Key: 

Cost — 
inventory 

Items Cost Market 

Cycles 

Roadster ame = <1 ae 20 $8,000 $7,000 $160,000 $140,000 

SDEINtlsserrainn hots 10 5,000 6,000 50,000 60,000 

Off-Road 

dpaxc4eceor 685 see 8 5,000 6,500 40,000 52,000 40,000 

Blazénees ects. as 5 9,000 7,000 45,000 35,000 35,000 

TOtalS secs cmeathtenets: ont $295,000 

231 

Do More: OS 5-4, OS 5-5, 

QS 5-6, QS 5-10, OS 5-11, 

QS 5-12, OS 5-13 

P2 
Compute the lower of 
cost or market amount 
of inventory. 

Point: LCM applied to each 

individual item always yields the 

lowest inventory. 

EXHIBIT 5.9 

Lower of Cost or Market 

Computations 

$140,000 is the lower of 
7140000 $160,000 or $140,000. 

50,000 

Market amount of $265,000 

is lower than the $295,000 

$265,000 J, recorded cost. 
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Point: Advances in technology 

encourage the individual-item 

approach for LCM 

Global: IFRS requires that 

LCM be applied to individual 

items; this results in the most 

conservative inventory amount 

Cay 3 
LCM Method 

P2 

Do More: OS 5-19, E 5-10 
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LCM Applied to Individual Items When LCM is applied to individual items of inventory, 

the number of comparisons equals the number of items. For Roadster, $140,000 is the lower 

of the $160,000 cost and the $140,000 market. For Sprint, $50,000 is the lower of the $50,000 

cost and the $60,000 market. For Trax-4, $40,000 is the lower of the $40,000 cost and the 

$52,000 market. For Blazer, $35,000 is the lower of the $45,000 cost and the $35,000 market. 

This yields a $265,000 reported inventory, computed from $140,000 for Roadster plus $50,000 

for Sprint plus $40,000 for Trax-4 plus $35,000 for Blazer. 

The retailer The Buckle applies LCM and reports that its “inventory is stated at the lower 

of cost or market. Cost is determined using the average cost method.” 

Recording the Lower of Cost or Market Inventory must be adjusted downward when 

market is less than cost. To illustrate, if LCM is applied to the individual items of inventory in 

Exhibit 5.9, the Merchandise Inventory account must be adjusted from the $295,000 recorded 

cost down to the $265,000 market amount as follows. 

Gost Of GOOdS SOIG sun ren Gino sey oe ne eal Siete 

Merchandise: InventOny 2202 Gem e g 

30,000 

30,000 

Adjust inventory cost to market. 

Accounting rules require that inventory be adjusted to market when market is less than cost, but 

inventory normally cannot be written up to market when market exceeds cost. If recording 

inventory down to market is acceptable, why are companies not allowed to record inventory up 

to market? One view is that a gain from a market increase should not be realized until a sales 

transaction verifies the gain. However, this view also applies when market is less than cost. A 

second and primary reason is the conservatism constraint, which prescribes the use of the less 

optimistic amount when more than one estimate of the amount to be received or paid exists and 

these estimates are about equally likely. 

A company has the following products in its ending inventory, along with cost and market values. 

(a) Compute the lower of cost or market for its inventory when applied separately to each product. (b) If 

the market amount is less than the recorded cost of the inventory, then record the December 31 LCM ad- 

justment to the Merchandise Inventory account. 

Per Unit 

Units Cost Market 

Road bikesis. ?\s077. te: 5 $1,000 $800 

Mountain bikes......... 4 500 600 

TOWD: DIKES? falc, ae cts were 10 400 450 

Solution 

a. 

Per Unit 
Total Total 

Inventory Items Units Cost Market Cost Market LCM Items 

Roadibikes®. oictataieicee sre ea ae ee 5 $1,000 $800 $ 5,000 $4,000 $ 4,000 

Mountain bikes: 2. aprons ees tio sro 4 500 600 2,000 2,400 2,000 

LOW NILDIRES aa. che reineenir aeceleratate cm 10 400 450 4,000 4,500 4,000 

$11,000 $ 10,000 

LCM applied to each product .......... $10,000 

Cost of Goods Sold 

Merchandise Inventory 

Adjust inventory cost to market ($1 1,000 — $10,000). 
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Financial Statement Effects of Inventory Errors 

Companies must take care both in taking a physical count of inventory and in assigning a cost 

to it. An inventory error causes misstatements in cost of goods sold, gross profit, net income, 

current assets, and equity. It also causes misstatements in the next period’s statements because 

ending inventory of one period is the beginning inventory of the next. As we consider the finan- 

cial statement effects in this section, it is helpful if we recall the following inventory relation. 

ginni + Net ce Ending hs 
purchases inventory val 

Income Statement Effects Exhibit 5.10 shows the effects of inventory errors on key 

amounts in the current and next periods’ income statements. Let’s look at row | and year 1. We 

see that understating ending inventory overstates cost of goods sold. This can be seen from the 

above inventory relation where we subtract a smaller ending inventory amount in computing 

cost of goods sold. Then a higher cost of goods sold yields a lower income. 

To understand year 2 of row 1, remember that an understated ending inventory for year | 

becomes an understated beginning inventory for year 2. Using the above inventory relation, we 

see that if beginning inventory is understated, then cost of goods sold is understated (because we 

are starting with a smaller amount). A lower cost of goods sold yields a higher income. 

Turning to overstatements, let’s look at row 2 and year |. If ending inventory is overstated, 

we use the inventory relation to see that cost of goods sold is understated. A lower cost of goods 

sold yields a higher income. 
For year 2 of row 2, we again recall that an overstated ending inventory for year 1 becomes 

an overstated beginning inventory for year 2. If beginning inventory is overstated, we use the 

inventory relation to see that cost of goods sold is overstated. A higher cost of goods sold yields 

a lower income. 

Cost of 

goods sold 

Year | Year 2 

Ending Inventory Cost of Goods Sold Cost of Goods Sold Net Income Net Income 

Overstated 

Understated Sa 

Understated BY Understated 

Overstated # Overstated t 

Overstated t 

Understated . 4 

Understated > Ae ee 

Overstated*# ......... 

* This error is less likely under a perpetual system versus a periodic system because it implies more inventory than is recorded (or less 

shrinkage than expected). Management will normally follow up and discover and correct this error before it impacts any accounts. 

To illustrate, consider an inventory error for a company with $100,000 in sales for each of the 

years 2014, 2015, and 2016. If this company maintains a steady $20,000 inventory level during 

this period and makes $60,000 in purchases in each of these years, its cost of goods sold is 

$60,000 and its gross profit is $40,000 each year. 

Ending Inventory Understated—Year 1 Assume that this company errs in computing its 2014 

ending inventory and reports $16,000 instead of the correct amount of $20,000. The effects of this 

error are shown in Exhibit 5.11. The $4,000 understatement of 2014 ending inventory causes a 

$4,000 overstatement in 2014 cost of goods sold and a $4,000 understatement in both gross profit 

and net income for 2014. We see that these effects match the effects predicted in Exhibit 5.10. 

Ending Inventory Understated—Year 2 The 2014 understated ending inventory becomes 

the 2015 understated beginning inventory. We see in Exhibit 5.11 that this error causes an un- 

derstatement in 2015 cost of goods sold and a $4,000 overstatement in both gross profit and 

net income for 2015. 

Ending Inventory Understated—Year 3 Exhibit 5.11 shows that the 2014 ending inventory 

error affects only that period and the next. It does not affect 2016 results or any period there- 

after. An inventory error is said to be self-correcting because it always yields an offsetting error 
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A2 
Analyze the effects of 
inventory errors on current 
and future financial 
statements. 

EXHIBIT 5.10 

Effects of Inventory Errors 

on the Income Statement 

Example: If 2014 ending 

inventory in Exhibit 5.11 is 

overstated by $3,000 (not 

understated by $4,000), what 

is the effect on cost of goods 

sold, gross profit, assets, and 

equity? Answer: Cost of goods 

sold is understated by $3,000 in 

2014 and overstated by $3,000 

in 2015. Gross profit and net 

income are overstated in 2014 

and understated in 2015 

Assets and equity are over- 

stated in 2014 
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EXHIBIT 5.11 

Effects of Inventory Errors 

on Three Periods’ Income 

Statements 

Correct income is $30,000 : 
for each year. > Netincom Ga ee ee 

Point: A former internal audi- 

tor at Coca-Cola alleges that 

just before midnight at a prior 

calendar year-end, fully loaded 

Coke trucks were ordered to 

drive about 2 feet away from 

the loading dock so that Coke 

could record millions of dollars 

in extra sales 

EXHIBIT 5.12 

Effects of Inventory Errors 

on Current Period’s 

Balance Sheet 

NEED-TO-KNOW jes 

Effects of Inventory 

Errors 

A2 

Do More: QS 5-20, E 5-12 
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Income Statements 

2014 2015 

Sag ee es $100,000 | $100,000 $100,000 
Cost of goods sold 

Beginning inventory ........ $20,000 $16,000* 

Cost of goods purchased..... 60,000 60,000 

Goods available for sale ..... 80,000 76,000 

Ending inventory ........... 16,000* 20,000 

Cost of goods sold ......... 64,0001 | 56,0001 } 60,000 
Gross profit .........60c0se0s 36,000 | 44,000 | 40,000 
Expenses ii ite ac tt 10,000 | 10,000 | 10,000 

$ 26,000 | $ 34,000 | $ 30,000 

* Correct amount is $20,000. + Correct amount is $60,000. 

in the next period. This does not reduce the severity of inventory errors. Managers, lenders, 

owners, and others make important decisions from analysis of income and costs. 

We can also do an analysis of beginning inventory errors. The income statement effects are 

the opposite of those for ending inventory. 

Balance Sheet Effects Balance sheet effects of an inventory error can be seen by consider- 

ing the accounting equation: Assets = Liabilities + Equity. For example, understating ending 

inventory understates both current and total assets. An understatement in ending inventory also 

yields an understatement in equity because of the understatement in net income. Exhibit 5.12 

shows the effects of inventory errors on the current period’s balance sheet amounts. Errors in 

beginning inventory do not yield misstatements in the end-of-period balance sheet, but they do 

affect that current period’s income statement. 

Ending Inventory Assets Equity 

Understated Understated ¥ 

Overstated Overstated 

Understated .............. 

Overstated ............... 

A company had $10,000 of sales in each of three consecutive years, 2014-2016, and it purchased 

merchandise costing $7,000 in each of those years. It also maintained a $2,000 physical inventory from 

the beginning to the end of that three-year period. In accounting for inventory, it made an error at the end 

of year 2014 that caused its year-end 2014 inventory to appear on its statements as $1,600 rather than 

the correct $2,000. (a) Determine the correct amount of the company’s gross profit in each of the years 

2014-2016. (b) Prepare comparative income statements as in Exhibit 5.11 to show the effect of this error 

on the company’s cost of goods sold and gross profit for each of the years 2014-2016. 

Solution 

a. Correct gross profit = $10,000 — $7,000 = $3,000 (for each year). 

b. Cost of goods sold and gross profit figures follow: 

Year 2014 Year 2015 Year 2016 

$10,000 | $10,000 $10,000 
Cost of goods sold 

Beginning inventory ......... 

Gost:of purchases... o-:-.- 0.-- 

Goods available for sale ...... 

Ending inventory es. ee 

Gost of goods sold: #24...... 7,000 

$ 3,000 Giossiprofit:.s cena tee tae $ 3,400 

See that combined income for the 3 years is $9,000 ($2,600 + $3,400 + $3,000), which is correct, meaning the inventory error is “self- 

correcting” (even though individual years’ inventory amounts are in error). 
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©) GLOBAL VIEW 
This section discusses differences between U.S. GAAP and IFRS in the items and costs making up mer- 

chandise inventory, in the methods to assign costs to inventory, and in the methods to estimate inventory 

values. 

items and Costs Making Up Inventory Both U.S. GAAP and IFRS include broad and similar 
guidance for the items and costs making up merchandise inventory. Specifically, under both accounting 

systems, merchandise inventory includes all items that a company owns and holds for sale. Further, mer- 

chandise inventory includes costs of expenditures necessary, directly or indirectly, to bring those items to 

a salable condition and location. 

Assigning Costs to Inventory Both U.S. GAAP and IFRS allow companies to use specific 
identification in assigning costs to inventory. Further, both systems allow companies to apply a cost flow 

assumption. The usual cost flow assumptions are FIFO, weighted average, and LIFO. However, IFRS 

does not allow use of LIFO. 

Estimating Inventory Costs Inventory value can decrease or increase as it awaits sale. 

Decreases in Inventory Value Both U.S. GAAP and IFRS require companies to write down (reduce 

the cost recorded for) inventory when its value falls below the cost recorded. This is referred to as the 

lower of cost or market method explained in this chapter. U.S. GAAP prohibits any later increase in the 

recorded value of that inventory even if that decline in value is reversed through value increases in later 

periods. However, IFRS allows reversals of those write-downs up to the original acquisition cost. For 

example, if Apple wrote down its 2014 inventory from $2,111 million to $2,100 million, it could not APPLE 

reverse this in future periods even if its value increased to more than $2,111 million. However, if Apple 

applied IFRS, it could reverse that previous loss. (Another difference is that value refers to replacement 

cost under U.S. GAAP, but net realizable value under IFRS.) 

Increases in InventoryValue Neither U.S. GAAP nor IFRS allow inventory to be adjusted upward beyond 

the original cost. (One exception is that IFRS requires agricultural assets such as animals, forests, and 

plants to be measured at fair value less point-of-sale costs.) 

Nokia provides the following description of its inventory valuation procedures: 

Inventories are stated at the lower of cost or net realizable value. Cost approximates actual cost on a 

FIFO (first-in first-out) basis. Net realizable value is the amount that can be realized from the sale of the 

inventory in the normal course of business after allowing for the costs of realization. 

Sustainability and Accounting Tesla Motors, as introduced in this chapter's opening feature, 

is built around the idea of sustainability and preserving the environment. Tesla produces sustainable elec- 

tric vehicles that are not powered by gasoline or diesel fossil fuels. The Tesla vehicles do not emit harmful 

toxins and create no greenhouse gases. “When I was in college, I wanted to be involved in things that 

would change the world,” Elon Musk, co-founder and CEO of Tesla, proclaims. “I think the biggest prob- 

lem that humanity faces is one of sustainable energy. If we don’t solve that problem this century, indepen- 

dent of any environmental concerns, we will face economic collapse.” 

In addition to producing vehicles that are powered by sustainable energy, Elon believes that vehicles 

should be produced with sustainable materials. Elon carefully considers what the cars are made of and 

where the materials come from. “In our cars we do not use any rare earth [materials] originating from 

doubtful countries. Our engine mainly consists of copper and steel. Our batteries only contain mate- 

rials such as synthesized graphite and nickel.” 

Construction now is under way on Tesla’s Gigafactory battery plant. When completed, it will be 

one of the largest battery plants in the world and will run exclusively on renewable energy sources. 

The roof of the Gigafactory is to be lined with solar panels, the building surrounded by wind tur- 

bines, and all ready to capture geothermal power. It is to be one of the largest “net zero” energy fac- 

tories in the world. Elon explains, “The Gigafactory is an important step in advancing the cause of 

sustainable transportation and will enable the mass production of compelling electric vehicles for 

decades to come.” 
Justin Sullivan/Getty Images 
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A3 
Assess inventory 
management using both 
inventory turnover and 
days’ sales in inventory. 

EXHIBIT 5.13 

Inventory Turnover 

Point: We must take care 
when comparing turnover 

ratios across companies that 

use different costing methods 

(such as FIFO and LIFO) 

Point: Companies with low 

inventory turnover can be 

susceptible to losses due to 

obsolescence and trend changes. 

Point: Inventory turnover 

is higher and days’ sales in in- 

ventory is lower for industries 

such as foods and other 

perishable products. The 

reverse holds for nonperishable 

product industries 

EXHIBIT 5.14 

Days’ Sales in Inventory 

EXHIBIT 5.15 

Inventory Turnover and 

Days’ Sales in Inventory 

for Toys “R” Us 

} Decision Analysis ()(@§(@) _ inventory Turnover and Days’ Sales in Inventory 
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Inventory Turnover 

Earlier chapters described two important ratios useful in evaluating a company’s short-term liquidity: cur- 

rent ratio and acid-test ratio. A merchandiser’s ability to pay its short-term obligations also depends on 
how quickly it sells its merchandise inventory. Inventory turnover, also called merchandise inventory 

turnover or, simply, turns, is one ratio used to assess this and is defined in Exhibit 5.13. 

Cost of goods sold 
Inventory turnover = 3 

Average inventory 

This ratio reveals how many times a company turns over (sells) its inventory during a period. If a compa- 

ny’s inventory greatly varies within a year, average inventory amounts can be computed from interim pe- 

riods such as quarters or months. 

Users apply inventory turnover to help analyze short-term liquidity and to assess whether management 

is doing a good job controlling the amount of inventory available. A low ratio compared to that of com- 

petitors suggests inefficient use of assets. The company may be holding more inventory than it needs to 

support its sales volume. Similarly, a very high ratio compared to that of competitors suggests inventory 

might be too low. This can cause lost sales if customers must back-order merchandise. Inventory turnover 

has no simple rule except to say a high ratio is preferable provided inventory is adequate to meet demand. 

Days’ Sales in Inventory 

To better interpret inventory turnover, many users measure the adequacy of inventory to meet sales de- 

mand. Days’ sales in inventory, also called days’ stock on hand, is a ratio that reveals how much inven- 

tory is available in terms of the number of days’ sales. It can be interpreted as the number of days one 

can sell from inventory if no new items are purchased. This ratio is often viewed as a measure of the 

buffer against out-of-stock inventory and is useful in evaluating liquidity of inventory. It is defined in 

Exhibit 5.14. 

oe ene ; Ending inventory ae 
ays’ sales in inventory = x 
: Cost of goods sold 

Days’ sales in inventory focuses on ending inventory and it estimates how many days it will take to con- 

vert inventory at the end of a period into accounts receivable or cash. Days’ sales in inventory focuses on 

ending inventory whereas inventory turnover focuses on average inventory. 

Analysis of Inventory Management 

Inventory management is a major emphasis for merchandisers. They must both plan and control inven- 

tory purchases and sales. Toys “R” Us is one of those merchandisers. Its inventory at fiscal year-end 
2015 was $2,064 million. This inventory constituted 67% of its current assets and 29% of its total as- 
sets. We apply the analysis tools in this section to Toys “R” Us, as shown in Exhibit 5.15—also see 
margin graph. 

$ millions 2015 2014 2013 2012 2011 2010 

Gostiofigoods soldiay urea aiken $7,931 $8,154 $8,592 $8,939 $8,939 $8,790 

Endingiihventoryeennsrt-re tian eater $2,064 $2,171 $2,229 $2,232 $2,104 $1,810 

Inventory turnover ................ 3.7 times 3.7 times 3.9 times 4.1 times 4.6 times 4.9 times 

Industry inventory turnover............ 3.3 times 3.4times 3.2times 3.4times 3.3 times 3.5 times 

Days’ sales in inventory ............ 95 days 97 days 95 days YI days 86 days 75 days 

Industry days’ sales in inventory......... 126 days |29 days 132days I28days 132 days 129 days 
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Its 2015 inventory turnover of 3.7 times means that Toys “R” Us turns over its inven- ew’ ia entons 
tory 3.7 times per year, or once every 99 days (365 days + 3.7). We prefer inventory ae 
turnover to be high provided inventory is not out of stock and the company is not los- 

ing customers. The second metric computed, the 2015 days’ sales in inventory of 

95 days, reveals that it is carrying 95 days of sales in inventory. This inventory buffer 

seems more than adequate. The slight decrease in days’ sales in inventory suggests that 

Toys “R” Us would benefit from management efforts to increase inventory turnover 

and to especially reduce inventory levels. 

490 

80 

70 

60 

2015 2014 2013 2012 2011 2010 

Toys'R’Us: _ Days’ Sales in Inventory \_ Inventory Turnover 
‘oesan rant atateadtnicogune cuneate snore aocnanosoescannouanaanaiurnoaranencananansere 

@ Decision Maker 

Entrepreneur Analysis of your retail store yields an inventory turnover of 5.0 and a days’ sales in inventory of 

73 days. The industry norm for inventory turnover is 4.4 and for days’ sales in inventory is 74 days. What is your 

assessment of inventory management? MM [Answers follow the chapter's Summary.] 
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\ 

Craig Company buys and sells one product. Its beginning inventory, purchases, and sales during calendar 

year 2016 follow: 
NEED-TO-KNOW 5-7 

COMPREHENSIVE 1 

Date Activity Units Acquired at Cost Units Sold at Retail Unit Inventory Pariodic Method 

Jan. | Beg. inventory... . 400 units @ $14 = $ 5,600 400 units 

Jan. 15 Salen yori. eke cir 200 units @ $30 200 units 

March 10 Runrchases 9 -ar- 200 units @ $15 = $ 3,000 400 units 

April | Sale sree tat owner 200 units @ $30 200 units 

May 9 PUnchaSei: = year 300 units @ $16 = $ 4,800 500 units 

Sept. 22 Purchase.......- 250 units @ $20 = $ 5,000 750 units 

Nov. | Sal@mitanc sacra. 300 units @ $35 450 units 

Nov. 28 Purchase... 1<- 100 units @ $2! = $ 2,100 550 units 

flotalSanres centre 1,250 units $20,500 700 units 

Additional tracking data for specific identification: (1) January 15 sale—200 units @ $14, (2) April 1 

sale—200 units @ $15, and (3) November 1 sale—200 units @ $14 and 100 units @ $20. 

Required 

1. Compute the cost of goods available for sale. 

2. Apply the four different methods of inventory costing (FIFO, LIFO, weighted average, and specific 

identification) to compute ending inventory and cost of goods sold under each method using the peri- 

odic system. 

3. Compute gross profit earned by the company for each of the four costing methods in part 2. Also, 

report the inventory amount reported on the balance sheet for each of the four methods. 
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Hint: Students may mistakenly 
assume that the costing acronym 
refers to what remains in inven- 

tory. It is important to realize, 

for example, that FIFO refers to 

costs that are assumed to flow 

into COGS; namely, the first 

units purchased are assumed 

to be the first ones to flow out 

to cost of goods sold. For FIFO, 

this means that the goods 

purchased most recently are 

assumed to be in ending 

inventory. 
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4. In preparing financial statements for year 2016, the financial officer was instructed to use FIFO but 

failed to do so and instead computed cost of goods sold according to LIFO. Determine the impact of 

the error on year 2016’s income. Also determine the effect of this error on year 2017’s income. Assume 

no income taxes. 

PLANNING THE SOLUTION 

® Compute cost of goods available for sale by multiplying the units of beginning inventory and each 

purchase by their unit costs to determine the total cost of goods available for sale. 

® Prepare a periodic FIFO computation starting with cost of units available and subtracting FIFO ending 

inventory amounts to obtain FIFO cost of goods sold (see Exhibit 5.5). 

® Prepare a periodic LIFO computation starting with cost of units available and subtracting LIFO ending 

inventory amounts to obtain LIFO cost of goods sold (see Exhibit 5.6). 

® Compute weighted average ending inventory and cost of goods sold using the three-step process illus- 

trated in Exhibits 5.7a and 5.7b. 

® Prepare a table showing the computation of cost of goods sold and ending inventory using the specific 

identification method (see Exhibit 5.4). 

® Compare the year-end 2016 inventory amounts under FIFO and LIFO to determine the misstatement of 

year 2016 income that results from using LIFO. The errors for year 2016 and 2017 are equal in amount 

but opposite in effect. 

SOLUTION 

1. Cost of goods available for sale (this amount is the same for all methods). 

Date Units Unit Cost Cost 

Jan. I Bes inventory. 20.. 0. 400 $14 $ 5,600 

March 10. Purchase: (324... aee < 200 15 3,000 

Maye =-9 = Purchases sete onc 300 16 4,800 

Sept. 622. @ Purchase .4..0 semen 250 20 5,000 

INoWs 4285 = Purchases ser tertane ne _ 100 2\ 2,100 

Total goods available for sale........ 1,250 $20,500 

2a. FIFO periodic method (FIFO under periodic and perpetual yields identical results). 

Cost of goods available for sale (from part |) ........ $20,500 

Ending inventory* 

Novi28.— “Purchase (NOOK@) $2))\iteat etn ees $2,100 

Sept.22 Purchase (250 @ $20)................ 5,000 
Maye) = Rurchase-(200\(@nG 16) tec ce eee _ 3,200 

Ending inventorys.: 23.0 sc Gowse wise iaeane kde anes 10,300 

Cost of: goods sold)... 5.0. c a a ee) oe ees $10,200 

* Since FIFO assumes that the earlier costs are the first to flow out, we determine ending inventory 

by assigning the most recent costs to the remaining items. 

2b. LIFO periodic method. 

Cost of goods available for sale (from part 1) ......... $20,500 

Ending inventory* 

January | Beg. inventory (400 @ $14).......... $5,600 

Marcha liO™  Puirchasen(liSOn@ySil'S) fact seni _ 2,250 

Ending'inventory’.°.5.:0..00...c cence ee 7,850 

Cost of:goods'sold |... en oe $12,650 

* Since LIFO assumes that the most recent (newest) costs are the first to flow out, we determine 

ending inventory by assigning the earliest (oldest) costs to the remaining items. 
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2c. Weighted average periodic method. 

Step I: 400 units @ $14=$ 5,600 

200 units @ $15 = 3,000 

300 units @$16= 4,800 

250 units @$20= 5,000 

100 units @ $21 = 2,100 

1,250 units $20,500 

Step 2:  $20,500/1,250 units = $16.40 weighted average cost per unit 

Step 3: = Total cost of 1,250 units available for sale................... $20,500 

Less ending inventory priced on a weighted average 

GOSt basis: 550 units-at. $1 6.40;6achi) en ae ee ee 9,020 

Cost of goods sold (700 units at $16.40 each)........... $11,480 

2d. Specific identification method. 

Date Goods Purchased Cost of Goods Sold Inventory Balance 

Jan. | Beginning balance 400 @ $14 =$ 5,600 

Jan. 15 : 200 @ $14 = $2,800 200@$14 =$ 2,800 

= 20' 14 Mar. 10 200 @ $15 = $3,000 0@$ = $ 5,800 

200 @ $15 

April | 200 @ $15=$3,000  200@$14 =$ 2,800 

= 200 14 May 9 300 @ $16 = $4,800 @$ = $ 7,600 

300 @ $16 

Sept. 22 250 @ $20 = $5,000 200 @ $14 
300 @ $16 = $ 12,600 

250 @ $20 

Nov. | 200 @ $14 = $2,800 oes =$ 7,800 
100 @ $20 = $2,000 150 @ $20 

Nov. 28 100 @ $21 = $2,100 300 @ $16 

150 @ $20 

100 @ $21 

Total cost of goods sold $10,600 

Weighted Specific 

LIFO Average Identification 

Income Statement 

Salescme se nant mania cece $ 22,500 $22,500 $ 22,500 $22,500 

Cost of goods sold...........-. 10,200 12,650 11,480 10,600 

Gross profit ...-...2.--.7- +0. $ 12,300 $ 9,850 $ 11,020 $11,900 

Balance Sheet 

Inventory .........----.6 e608: $10,300 $7,850 $ 9,020 $ 9,900 

* Sales = (200 units x $30) + (200 units x $30) + (300 units x $35) = $22,500 

4. Mistakenly using LIFO, when FIFO should have been used, overstates cost of goods sold in year 2016 

by $2,450 which is the difference between the FIFO and LIFO amounts of ending inventory. It under- 

states income in 2016 by $2,450. In year 2017, income is overstated by $2,450 because of the under- 

statement in beginning inventory. 
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NEED-TO-KNOW jis 

COMPREHENSIVE 2 
Perpetual Method 

Chapter 5 Reporting and Analyzing Inventories 

Craig Company buys and sells one product. Its beginning inventory, purchases, and sales during calendar 

year 2016 follow: 

Activity Units Acquired at Cost Units Sold at Retail Unit Inventory 

Jan. | Beg. inventory... . 400 units @ $14 = $ 5,600 400 units 

Jan. 15 Saleyems ace 200 units @ $30 200 units 

March 10 Purchases 02. os. 200 units @ $15 = $ 3,000 400 units 

April | Salewnctce meee 200 units @ $30 200 units 

May 9 Purchase........ 300 units @ $16 = $ 4,800 500 units 

Sept. 22 Rurchaseise cern 250 units @ $20 = $ 5,000 750 units 

Nov. | Salegeecsc ta een 300 units @ $35 450 units 

Nov. 28 Purchase... «226 100 units @ $21 = $ 2,100 550 units 

lotalscns sce ie 1,250 units $20,500 700 units 

Additional tracking data for specific identification: (1) January 15 sale—200 units @ $14, (2) April 1 

sale—200 units @ $15, and (3) November | sale—200 units @ $14 and 100 units @ $20. 

Required 

1. Calculate the cost of goods available for sale. 

2. Apply the four different methods of inventory costing (FIFO, LIFO, weighted average, and specific 

identification) to calculate ending inventory and cost of goods sold under each method using the per- 

petual system. 

3. Compute gross profit earned by the company for each of the four costing methods in part 2. Also, re- 

port the inventory amount reported on the balance sheet for each of the four methods. 

4. In preparing financial statements for year 2016, the financial officer was instructed to use FIFO but 

failed to do so and instead computed cost of goods sold according to LIFO, which led to a $1,400 

overstatement in cost of goods sold from using LIFO. Determine the impact on year 2016’s income 

from the error. Also determine the effect of this error on year 2017’s income. Assume no income 
taxes. 

5. Management wants a report that shows how changing from FIFO to another method would change net 

income. Prepare a table showing (1) the cost of goods sold amount under each of the four methods, 

(2) the amount by which each cost of goods sold total is different from the FIFO cost of goods sold, 
and (3) the effect on net income if another method is used instead of FIFO. 

PLANNING THE SOLUTION 

® Compute cost of goods available for sale by multiplying the units of beginning inventory and each 

purchase by their unit costs to determine the total cost of goods available for sale. 

® Prepare a perpetual FIFO table starting with beginning inventory and showing how inventory changes 
after each purchase and after each sale (see Exhibit 5A.3). 

® Prepare a perpetual LIFO table starting with beginning inventory and showing how inventory changes 
after each purchase and after each sale (see Exhibit 5A.4). 

® Make a table of purchases and sales recalculating the average cost of inventory prior to each sale to 
arrive at the weighted average cost of ending inventory. Total the average costs associated with each 
sale to determine cost of goods sold (see Exhibit 5A.5). 

© Prepare a table showing the computation of cost of goods sold and ending inventory using the specific 
identification method (see Exhibit 5.4). 

® Compare the year-end 2016 inventory amounts under FIFO and LIFO to determine the misstatement of 
year 2016 income that results from using LIFO. The errors for year 2016 and 2017 are equal in amount 
but opposite in effect. 

® Create a table showing cost of goods sold under each method and how net income would differ from 
FIFO net income if an alternate method were adopted. 
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SOLUTION 

1. The solution is identical to the solution for part 1 of Need-To-Know Comprehensive 1. 

2a. FIFO perpetual method. 

Date Goods Purchased Cost of Goods Sold Inventory Balance 

Jan. | Beginning balance 400 @ $14 = $ 5,600 

Jan. 15 200 @ $14 = $2,800 200 @ $14 =$ 2,800 

Mar. 10 200 @ $15 = $3,000 200 @ $14 
\ = $ 5,800 

200 @ $I5 

April | 200 @ $14 = $2,800 200 @ $15 =$ 3,000 

May 9 300 @ $16 = $4,800 cee 
= $ 7,800 

300 @ $16 

Sept.22 250 @ $20 = $5,000 200 @ $15 

300 @ $16 ¢ = $ 12,800 

250 @ $20 

Nov. | 200 @ $15 = $3,000 cee es 8.200 

100 @ $16 = $1,600 250 @ $20) : 

Nov. 28 100 @ $21 = $2,100 200 @ $16 

250 @ $20 ?¢ = $10,300 

100 @ $21 

Total cost of goods sold $10,200 

Note to students: In a classroom situation, once we compute cost of goods available for sale, we can 

compute the amount for either cost of goods sold or ending inventory—it is a matter of preference. In 

practice, the costs of items sold are identified as sales are made and immediately transferred from the 

Inventory account to the Cost of Goods Sold account. The previous solution showing the line-by-line ap- 

proach illustrates actual application in practice. The following alternate solutions illustrate that, once the 

concepts are understood, other solution approaches are available. Although this is only shown for FIFO, it 

could be shown for all methods. 

Alternate Methods to Compute FIFO Perpetual Numbers 

[FIFO Alternate No. |: Computing cost of goods sold first] 

Cost of goods available for sale (from part |) ........... $20,500 

Cost of goods sold 

Jan. 15 Sold (200 @ $14) .......-. eee e essen $2,800 

April | Sold (200 @ $14) ....-.- 0+. eee eee e ees 2,800 

Nov. | Sold (200 @ $15 and 100 @ $16) ........ 4,600 10,200 

Ending inventory .........-.-----0s+ees sree reese es $10,300 

[FIFO Alternate No. 2: Computing ending inventory first] 

Cost of goods available for sale (from part Li) baat he 

Ending inventory* 

Nov. 28 

Sept. 22 

May 9 

Purchase (100 @ $21) 

Purchase (250 @ $20) 

Purchase (200 @ $16) 

Endinginventory .....-...-- 

Cost of goodssold_......... 

$20,500 

$2,100 

5,000 

3,200 

10,300 

$10,200 

* Since FIFO assunies that the earlier costs are the first to flow out, we determine ending inventory 

by assigning the most recent costs to the remaining items. 
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2b. LIFO perpetual method. 

2c. Weighted average perpetual method. 

Date 

Jan = 4 

Sept. 22 

Date Goods Purchased 

Jan. | Beginning balance 

Jan. 15 

Mar. 10 200 @ $15 = $3,000 

April | 

May 9 300 @ $16 = $4,800 

Cost of Goods Sold 

200 @ $14 = $2,800 

200 @ $15 = $3,000 

Inventory Balance 

400 @ $14 =$ 5,600 

200 @ $14. + =$ 2,800 

200 @ $14 
\ = $ 5,800 

200 @ $15 

200 @ $14 =$ 2,800 

200 @ $14 

Sept.22 250 @ $20 = $5,000 

Nov. 28 100 @ $21 = $2,100 

Total cost of goods sold 

Goods Purchased 

Beginning balance 

200 @ $15.00 = $3,000 __ 

300 @ $16.00 = $4,800 

250 @ $20.00 = $5,000 

100 @ $21.00 = $2,100 

Total cost of goods sold* 

Cost of Goods Sold 

= $ 7,600 
300 @ $16 

200 @ $14 

300 @ $16 

250 @ $20 

= $12,600 

$ 6,800 
50 @$16=$ 800 250@$16 

200 @ $14 
250 @ $16 
100 @ $21 

250 @ $20=$5,000  200@$14 Ve 

= $8,900 

Inventory Balance 

400 @ $14.00 =$ 5,600 
($5,600/400 units = $14.00 avg. cost) 

200 @ $14.00 = $2,800 200@$1400 =$ 2,800 

200 @ $14.00 
3 > 200 @ $15.00 \ Se 

($5,800/400 units = $14.50 avg. cost) 

200 @ $14.50 = $2,900 200@$1450 =$ 2,900 

200 @ $14.50 
> 300 @ $16.00 } Bhd oe 

($7,700/500 units = $15.40 avg. cost) 

500 @ $15.40 
» 250 @ $20.00 } = $. 125700 

($12,700/750 units = $16.93" avg. cost) 

300 @ $16.93 = $5,079 450 @ $16.93 = $ 7,618.5 

450 @ $16.93 
= 718. eco te 

($9,718.50/550 units = $17.67 avg. cost) 

$10,779 

* Cost of goods sold ($10,779) plus ending inventory ($9,718.5) is $2.5 less than the cost of goods available for sale ($20,500) due 
to rounding. 

‘ Rounded to 2 decimal places. 
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2d. Specific identification method. 

The solution is identical to the solution shown in part 2d of Need-To-Know Comprehensive 1. This is 
because specific identification is not a cost flow assumption; instead, this method specifically identifies 

each item in inventory and each item that is sold. 

3. 

Weighted 

Average 

Specific 

iGCyavaiitecintes| FIFO LIFO 

Income Statement 

Salesiarg ore ees ee ea $ 22,500 $22,500 $ 22,500 $22,500 

Cost of goods sold............ 10,200 11,600 10,779 10,600 

Gross DiOlit. er $12,300 $10,900 Sere 72 $11,900 

Balance Sheet 

Inventory .................... $10,300 $8,900 $9,718.5 $ 9,900 

* Sales = (200 units x $30) + (200 units x $30) + (300 units x $35) = $22,500 

4. Mistakenly using LIFO when FIFO should have been used overstates cost of goods sold in year 2016 

by $1,400, which is the difference between the FIFO and LIFO amounts of ending inventory. It under- 

states income in 2016 by $1,400. In year 2017, income is overstated by $1,400 because of the under- 

statement in beginning inventory. 

5. Analysis of the effects of alternative inventory methods. 

Effect on Net Difference from 

FIFO Cost of Income If Adopted 
Cost of Goods Soild Goods Sold Instead of FIFO 

FLO) cd sacar Recah PIN ete $10,200 — — 

WL Z@) 2 a sala eee nr or ot arn eas 11,600 +$1,400 $1,400 lower 

Weighted average ..........- 10,779 + 579 579 lower 

Specific identification......... 10,600 + 400 400 lower 
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APPENDIX 

Inventory Costing under a Perpetual system 
This section illustrates inventory costing methods. We use information from Trekking, a sporting goods 

store. Among its products, Trekking carries one type of mountain bike whose sales are directed at resorts 

that provide inexpensive mountain bikes for complimentary guest use. These resorts usually purchase in 

amounts of 10 or more bikes. We use Trekking’s data from August. Its mountain bike (unit) inventory at 

the beginning of August and its purchases and sales during August are in Exhibit SA.1. It ends August 

with 12 bikes in inventory. 

Date Activity Units Acquired at Cost Units Sold at Retail Unit Inventory 

Aug. | Beginning inventory .... 10 units @$ 9M=F$ 910 10 units 

Aug, 3 Purchases ........---- 15 units @ $106 = $ 1,590 25 units 

Aug. 14 Sales ..6cs2 see e eres ee 20 units @ $130 5 units 

Aug. 17 Purchases .....-----++- 20 units @ $115 = $2,300 25 units 

Aug. 28 Purchases ......------ 10 units @ $119 = $ 1,190 35 units 

Wee Sales 2. ane 23 units @ $150 12 units 

Totals ais cc p> 55 units $5,990 43 units 

Units available for sale Goods available for sale Units sold Units left 

P3 
Compute inventory in a 
perpetual system using 
the methods of specific 
identification, FIFO, LIFO, 
and weighted average. 

EXHIBIT 5A.1 

Purchases and Sales of 

Goods 
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EXHIBIT 5A.2 

Specific Identification 

Computations 

Merchandise Inventory (SI) 

Aug. | 910 | 

Aug. 3 1,590 | 
| Aug. 14 2,000 

Aug. 17 2,300 | 

Aug. 28 1,190 | 
| Aug bP 2582 

Aug.31 1,408 | 

Point: Specific identification 

is usually practical for companies 

with expensive or custom-made 

inventory. Examples include car 

dealerships, implement dealers, 

jewelers, and fashion designers. 

Point: SI yields identical 

results under both periodic 

and perpetual 

Point: The “Goods 

Purchased” column is identical 

for all methods. Data are taken 

from Exhibit 5A. 

Point: Under FIFO, a unit 

sold is assigned the earliest 

(oldest) cost from inventory. 

This leaves the most recent 

costs in ending inventory. 
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Trekking uses the perpetual inventory system, which means that its Merchandise Inventory account 

is continually updated to reflect purchases and sales. Regardless of what inventory method or system 

is used, cost of goods available for sale must be allocated between cost of goods sold and ending 

inventory. 

Specific Identification When each item in inventory can be identified with a specific purchase 

and invoice, we can use specific identification or SI (also called specific invoice inventory pricing) to as- 

sign costs. We also need sales records that identify exactly which items were sold and when. For example, 

each bike’s serial number could be used to track costs and compute cost of goods sold. Trekking’s internal 

documents reveal the following specific unit sales: 

Sold 8 bikes costing $91 each and 12 bikes costing $106 each 

Sold 2 bikes costing $91 each, 3 bikes costing $106 each, 15 bikes costing $115 each, 

and 3 bikes costing $119 each 

August 14 

August 31 

Applying specific identification and using the information above, we prepare Exhibit 5A.2. This exhibit 

begins with the $5,990 in total units available for sale—this is from Exhibit 5A.1. Applying specific identi- 

fication, we know that for the 20 units sold on August 14, the company specifically identified that 8 of them 

had cost $91 each and 12 had cost $106 each, resulting in an August 14 cost of sales of $2,000. Next, for 

the 23 units sold on August 31, the company specifically identified that 2 of them had cost $91 each, that 3 

had cost $106 each, that 15 had cost $115 each, and 3 had cost $119 each, resulting in an August 31 cost of 

sales of $2,582. This yields a total cost of sales for the period of $4,582. We then subtract this $4,582 in cost 

of goods sold from the $5,990 in cost of goods available to get $1,408 in ending inventory. Carefully study 

Exhibit 5A.2 to see the flow of costs. Each unit, whether sold or remaining in inventory, has its own specific 

cost attached to it. 

Total cost of 55 units available for sale (from Exhibit 5A.1)................... $5,990 

Cost of goods sold* 

Auge la (8: @) $9) + (2 @ S06) ee a ee eee $2,000 

Aug. 31 (2 @ $91) + (3 @ $106) + (IS @ $115) + (3 @$119)........... e282 4,582 

Ending Inventory. cei open ek ine ees eee emo eae $1,408 

* Identification of items sold (and their costs) is obtained from internal documents that track each unit from its purchase to its sale. 

When using specific identification, Trekking’s cost of goods sold reported on the income statement totals 

$4,582, the sum of $2,000 and $2,582 from the cost of goods sold section of Exhibit 5A.2. Trekking’s 

ending inventory reported on the balance sheet is $1,408, which is the final inventory balance from 
Exhibit 5A.2. 

First-In, First-Out The first-in, first-out (FIFO) method of assigning costs to both inventory and 
cost of goods sold assumes that inventory items are sold in the order acquired. When sales occur, the 

costs of the earliest units acquired are charged to cost of goods sold. This leaves the costs from the most 

recent purchases in ending inventory. Use of FIFO for computing the cost of inventory and cost of 
goods sold is shown in Exhibit 5A.3. 

This exhibit starts with beginning inventory of 10 bikes at $91 each. On August 3, 15 more bikes cost- 
ing $106 each are bought for $1,590. Inventory now consists of 10 bikes at $91 each and 15 bikes at $106 
each, for a total of $2,500. On August 14, 20 bikes are sold—applying FIFO, the first 10 sold cost $91 
each and the next 10 sold cost $106 each, for a total cost of $1,970. This leaves 5 bikes costing $106 each, 
or $530, in inventory. On August 17, 20 bikes costing $2,300 are purchased, and on August 28, another 10 
bikes costing $1,190 are purchased, for a total of 35 bikes costing $4,020 in inventory. On August 31, 23 
bikes are sold—applying FIFO, the first S bikes sold cost $530 and the next 18 sold cost $2,070, which 
leaves 12 bikes costing $1,420 in ending inventory. 

Trekking’s FIFO cost of goods sold reported on its income statement (reflecting the 43 units sold) is 
$4,570 ($1,970 + $2,600), and its ending inventory reported on the balance sheet (reflecting the 12 units 
unsold) is $1,420. 
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Date Goods Purchased Cost of Goods Sold Inventory Balance EXHIBIT 5A.3 

ge FIFO Computations— 
Aug. | B g eginning balance l0o@$ 9 =$ 910 Perpetual System 

Aug 3: 15 @ $106 = $1,590 : ae (3 4005 3 : eae — f= $2,500 nee | ae ne SET | : 
’ sedi For the 20 units sold on 

Aug. 14 10@$ 91=$ 910 Aug. 14, the first 10 sold 
= $1,970 5 @ $106 eps) are assigned the earliest 

10 @ $106 = $1,060 cost of $91 (from beg. 

F ‘ : : bal.). The next 10 sold are 

Aug. 17 20 @ $115 = $2,300 5 @ $106 } ‘ $2,830 assigned the next earliest 
20 @ $115. , cost of $106. 

Aug. 28 10 @ $119 = $1,190 5 @ $106 

20 @ $115 = $4,020 For the 23 units sold on 

10 @ $119 Aug. 31, the first 5 sold are 

x ‘ , sss assigned the earliest 

ug. 3] 5 @ $106 = $ 530 \ ie a se 2@ $115 ) ; available cost of $106 

‘ : > = $2,600 aoe \ = $1,420 | (from Aug. 3 purchase). 
ISOS S15 = $2,0700 10@ $119 = The next 18 sold are 

; 4,570 . assigned the next earliest 
a3,870 cost of $115 (from Aug. 17 

purchase). 

Merchandise Inventory (FIFO) 

Last-In, First-Out The last-in, first-out (LIFO) method of assigning costs assumes that the most = ae 

recent purchases are sold first. These more recent costs are charged to the goods sold, and the costs of the = Aug. 14 1,970 

earliest purchases are assigned to inventory. As with other methods, LIFO is acceptable even when the Aug.17 2.300 

physical flow of goods does not follow a last-in, first-out pattern. One appeal of LIFO is that by assigning Ema i 

costs from the most recent purchases to cost of goods sold, LIFO comes closest to matching current costs geen ee 
\ug. 311,420 

of goods sold with revenues (compared to FIFO or weighted average). 

Exhibit 5A.4 shows the LIFO computations. It starts with beginning inventory of 10 bikes at $91 each. 

On August 3, 15 more bikes costing $106 each are bought for $1,590. Inventory now consists of 10 bikes 

at $91 each and 15 bikes at $106 each, for a total of $2,500. On August 14, 20 bikes are sold—applying 

LIFO, the first 15 sold are from the most recent purchase costing $106 each, and the next 5 sold are from 

the next most recent purchase costing $91 each, for a total cost of $2,045. This leaves 5 bikes costing $91 

each, or $455, in inventory. On August 17, 20 bikes costing $2,300 are purchased, and on August 28, an- 

other 10 bikes costing $1,190 are purchased, for a total of 35 bikes costing $3,945 in inventory. On August 

31, 23 bikes are sold—applying LIFO, the first 10 bikes sold are from the most recent purchase costing 

Point: Under LIFO, a unit 

sold is assigned the most re- 

cent (latest) cost from inven- 

tory. This leaves the oldest 

costs In inventory. 

EXHIBIT 5A.4 
Date Goods Purchased Cost of Goods Sold Inventory Balance 

LIFO Computations— 

Aug. | Beginning balance 10@$ 91 6} CG) Perpetual System 

( = 10 91 Aug. 3 15 @ $106 = $1,590 @$ Pehicns 

1S. @ $106 For the 20 units sold on 

15 @ $106 = $1,590 Aug. 14, the first 15 sold are 

Aug. |4 Sn & ra assigned the most recent 

5@$ 91 =$ 455 \ 20s: ee) oe ese | cost of $106. The next 5 
sold are assigned the next 

Aug. |7 20 @ $115 = $2,300 
5@$ 9 \ = $2,755 most recent cost of $91. 

SS S8 ee 

Aug. 28 10 @ $119 = $1,190 5@$ 9 

20 @ $115 =e) sya) = 

l0o@ $119 For the 23 units sold on 

Aug. 31, the first 10 sold 

are assigned the most 

Aug. 31 aes = $2,685 5@$ 9 \ = $1,260 | recent cost of $119. The 

13 @$l15 = $1,495 : 7@ $115 SSS next 13 sold are assigned 

the next most recent cost 

$4,730 of $115. 
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Merchandise Inventory (LIFO) 

Aug. | 910 

Aug.3 1,590 | 

Aug. 14 2,045 

Aug. 17 2,300 

Aug. 28 1,190 

| Aug. 31 2,685 
SS 

Aug. 31 1,260 | 

EXHIBIT 5A.5 
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$1,190, and the next 13 sold are from the next most recent purchase costing $1,495, which leaves 12 bikes 

costing $1,260 in ending inventory. 
Trekking’s LIFO cost of goods sold reported on the income statement is $4,730 ($2,045 + $2,685), and 

its ending inventory reported on the balance sheet is $1,260. 

Weighted Average The weighted average (also called average cost) method of assigning cost re- 

quires that we use the weighted average cost per unit of inventory at the time of each sale. Weighted aver- 

age cost per unit at the time of each sale equals the cost of goods available for sale divided by the units 

available. The results using weighted average (WA) for Trekking are shown in Exhibit 5A.5. 

Date Goods Purchased Cost of Goods Sold inventory Balance 
Weighted Average 
Computations—Perpetua Aug. | Beginning balance 10@$ 91 =$ 910(10 @ $ 91 per unit) 

System 
Aug. 3 | 106= $1,590 10 Oey 
= a anne seh \ = $2,500 (25 @ $100 per unit)* ' ae —— 15 @ $106 

For the 20 units sold on : SSS ea 

rag eat hes > Aug. |4 20 @ $100 =$2,000  S5@$100 =$ 500( 5@ $100 per unit)® 
from the Inventory Balance n (7 20 @$! 5 $2,300 5 @ $100 

column at the time of sale. ug. 1a = 92, ‘ \ r 
= $2,800 (25 112 per unit)¢ ae 20 @ $115 $ (25 @ $112 per unit) 

Aug. 28 10 119 = $1,190 25 112 
1 Fi en oe a } = $3,990 (35 @ $114 per unit)4 

For the 23 units sold on 10 @ $119 

Aug. 31, the cost assigned is ; . 
the $114 average cost per unit | Aug. 31 23 @ $114 = $2,622 1I2@$ll4 =$1,368 (12 @ $114 per unit)® 
from the Inventory Balance 

column at the time of sale. 

Merchandise Inventory (WA) 
T 

910 

Aug. 3 1,590 

| Aug 4 2.000 

Point: Under weighted 

average, a unit sold is assigned 

the average cost of all iterns 

currently available for sale at 

the date of each sale. This 

means a new average cost is 

computed after each purchase 

Point: Cost of goods available 

for sale, units available for sale, 

and units in ending inventory 

are identical for all methods 

Al 
Analyze the effects of in- 

ventory methods for both 

financial and tax reporting. 

—_——_ 

$4,622 

* $100 per unit = ($2,500 inventory balance + 25 units in inventory). 

> $100 per unit = ($500 inventory balance = 5 units in inventory). 

© $112 per unit = ($2,800 inventory balance = 25 units in inventory). 

“$114 per unit = ($3,990 inventory balance + 35 units in inventory). 

© $114 per unit = ($1,368 inventory balance + 12 units in inventory). 

This exhibit starts with beginning inventory of 10 bikes at $91 each. On August 3, 15 more bikes cost- 

ing $106 each are bought for $1,590. Inventory now consists of 10 bikes at $91 each and 15 bikes at $106 

each, for a total of $2,500. The average cost per bike for that inventory is $100, computed as $2,500/ 
(10 bikes + 15 bikes). On August 14, 20 bikes are sold—applying WA, the 20 sold are assigned the $100 
average cost, for a total cost of $2,000. This leaves 5 bikes with an average cost of $100 each, or $500, in 

inventory. On August 17, 20 bikes costing $2,300 are purchased, and on August 28, another 10 bikes cost- 

ing $1,190 are purchased, for a total of 35 bikes costing $3,990 in inventory at August 28. The average 
cost per bike for the August 28 inventory is $114, computed as $3,990/(5 bikes + 20 bikes + 10 bikes). On 
August 31, 23 bikes are sold—applying WA, the 23 sold are assigned the $114 average cost, for a total 
cost of $2,622. This leaves 12 bikes costing $1,368 in ending inventory. 

Trekking’s cost of goods sold reported on the income statement (reflecting the 43 units sold) is $4,622 
($2,000 + $2,622), and its ending inventory reported on the balance sheet (reflecting the 12 units unsold) 
is $1,368. 

This completes computations under the four most common perpetual inventory costing methods. 
Advances in technology have greatly reduced the cost of a perpetual inventory system. Many companies 
now ask whether they can afford not to have a perpetual inventory system because timely access to inven- 
tory information is a competitive advantage and it can help reduce the amount of inventory, which reduces 
costs. 

Financial Statement Effects of Costing Methods When purchase prices do not change, 
each inventory costing method assigns the same cost amounts to inventory and to cost of goods sold. 
When purchase prices are different, however, the methods nearly always assign different cost 
amounts. We show these differences in Exhibit 5A.6 using Trekking’s data. 7 
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TREKKING COMPANY 

For Month Ended August 3! 

Specific Weighted 

identification FIFO LIFO Average 

Income Statement 

SaleSeieest oe coma scien es $ 6,050 $6,050 $6,050 $ 6,050 

Cost of goods sold ............. _4,582 _4,570 —_ 4,730 4,622 

GLOSS Prolite eh eee 1,468 1,480 1,320 1,428 

EXPENSES. 26 ie coups tine on Tbe hier 450 450 450 450 

Income before taxes .............. 1,018 ~ 1,030 870 978 

Income tax expense (30%) ........ 805 2D Aol 23) 

Net income 605.466.0650 Weis $ 713 $ 721 $ 609 $ 685 

Balance Sheet 

INVENCONY 2 oe ee $1,408 $1,420 $1,260 $1,368 

This exhibit reveals two important results. First, when purchase costs regularly rise, as in Trekking’s case, 

the following occurs: 

® FIFO assigns the lowest amount to cost of goods sold—yielding the highest gross profit and net 

income. 

@ LIFO assigns the highest amount to cost of goods sold—yielding the lowest gross profit and net 

income, which also yields a temporary tax advantage by postponing payment of some income tax. 

® Weighted average yields results between FIFO and LIFO. 

® Specific identification always yields results that depend on which units are sold. 

Second, when costs regularly decline, the reverse occurs for FIFO and LIFO. Namely, FIFO gives the 

highest cost of goods sold—yielding the lowest gross profit and income. However, LIFO then gives the 

lowest cost of goods sold—yielding the highest gross profit and income. 

All four inventory costing methods are acceptable. However, a company must disclose the inventory 

method it uses in its financial statements or notes. Each method offers certain advantages as follows: 

© FIFO assigns an amount to inventory on the balance sheet that approximates its current cost; it also 

mimics the actual flow of goods for most businesses. 

e LIFO assigns an amount to cost of goods sold on the income statement that approximates its current 

cost; it also better matches current costs with revenues in computing gross profit. 

@ Weighted average tends to smooth out erratic changes in costs. 

® Specific identification exactly matches the costs of items with the revenues they generate. 

A company reported the following December purchases and sales data for its only product. 

Date Activities Units Acquired at Cost Units Sold at Retail 

Dec. | Beginning inventory........- 5 units @ $3.00 = $ 15.00 

Bye, 13) THK Rahs corer cone oon 10 units @ $4.50 = 45.00 

Dysee OY» SIEGE a houeuccomvouemadc 8 units @ $7.00 

Decal Ga eupurchaS@ncie sai oe taster 13 units @ $5.00 = 65.00 

Jaye, 1)  “SAES Ro ansaaunndsdo uo omen 18 units @ $8.00 

Decrs0e meRUNChAS@y ssn emins. mice 8 units @ $5.30 = __ 42.40 

TRAEIS © noone neue ooememienbt oo8 36 units $167.40 26 units 

The company uses a perpetual inventory system. Determine the cost assigned to ending inventory and to 

cost of goods sold using (a) specific identification, (b) FIFO, (c) LIFO, and (d) weighted average. (Round 

per unit costs and inventory amounts to cents.) For specific identification, ending inventory consists of 10 

units, where 8 are from the December 30 purchase and 2 are from the December 8 purchase. 
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EXHIBIT 5A.6 

Financial Statement 

Effects of Inventory 

Costing Methods 

Point: Managers prefer FIFO 

when costs are rising and 

incentives exist to report 

higher income for reasons such 

as bonus plans, job security, and 

reputation 

Point: LIFO inventory is 
often less than the inventory’s 

replacement cost because LIFO 

inventory is valued using the 

oldest inventory purchase 

costs 

Emmy 5-5 
Perpetual SI, FIFO, 

LIFO, and WA 

P3 
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Solutions 

a. Specific identification: Ending inventory—eight units from December 30 purchase and two units from 

December 8 purchase. 

Merchandise Inventory (SD 

Beg. inventory 15.00 poe a Specific Identification 

Net purchases 152.40 

aa a re: (3. Xi$5:30) (2G $4 50) is Sonar emer rnncr. Solna me acer mia <e 

COGS 116.00 (5 x $3.00) + (8 x $4.50) + (13 x $5.00) + (0 x $5.30)........ 000s 
oe ose |. or $167.40 [Total Goods Available] — $51.40 [Ending Inventory]... .. 

b. FIFO—Perpetual 

Ending Cost of 

Inventory Goods Sold 

$51.40 

$116.00 

$116.00 

Date Goods Purchased Cost of Goods Sold Inventory Balance 

12/1 5 @ $3.00 =$15.00 

: 5 3.00 12/8 10 @ $4.50 @$ \ = $60.00 

10 @ $4.50 

12/9 5 3.00 
“ \ =$ 28.50 7 @ $4.50 = $31.50 

3 @ $4.50 

. 7 4.5 12/19 13 @ $5.00 @$ | | = $9650 

13 @ $5.00 

Merchandise Inventory (FIFO) 
: 12/24 i 4.50 

Beg. inventory 15.00 @ : ace $ 86.50 2 @ $5.00 = $10.00 E } 
Il @ $5.00 Re a Net purchases 152.40 @ : 

Avail. for sale 167.40 ¥ aN ‘ 

COGS 115.00 ie pO. Rata } = $52.40 

End. inventory 52.40 $115.00 8 @ $5.30 

OR “short-cut” FIFO—Perpetual 

Ending Cost of 

FIFO Inventory Goods Sold 

(8 x $5.30) + (2 x $5.00)..... eerie ea tenes esis cer milasreraie Woes thee oe $52.40 

(5 X'$3:00) CIO S450) (Ui S500) ee $115.00 

or $167.40 [Total Goods Available] — $52.40 [Ending Inventory]... . . $115.00 

c. LIFO—Perpetual 

Date Goods Purchased Cost of Goods Sold 

12/1 

12/8 10 @ $4.50 

12/9 
8 @ $4.50 =$ 36.00 

12/19 13 @ $5.00 

12/24 13 @ $5.00 
Merchandise Inventory (LIFO) 

a oe 2 @ $4.50 } =$ 83.00 
Beg. inventory 13.00 | 

Net purchases 15240 | = 0 5 3 @ $3.00 

Avail. for sale 167.40 

= 119.00 baat 8 @ $5.30 

ee eee noe” oo $119.00 End. inventory 48.4) 

Inventory Balance 

5 @ $3.00 =$15.00 

5 @ $3.00 

10 @ $4.50 } ae 

5 @ $3.00 : 

2 @ $4.50) ein 

5 @ $3.00 

2 @ $4.50 $= $89.00 
13 @ $5.00 

2 @ $3.00 =$ 6.00 

eae. 
8 @ $5.30 ose 
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d. Weighted Average—Perpetual 

Date Goods Purchased Cost of Goods Sold Inventory Balance 

12/1 5 @ $3.00 = $15.00 (5 @ $3.00 per unit) 

12/8 10 @ $4.50 5 @ $3.00) 
\ = $60.00 Merchandise Inventory (WA) 

Tes 0 @ $4.50 hee Le 15.00 ‘ 

($60.00/15 units = $4.00 avg. cost) Net purchases 15240 | sige al 

12/9 cS ae ‘ Avail. for sale 167.40 

8 @ $4.00 = $ 32.00 T@$A00 = $28.00 (7 @ $4.00 perunit) | coos 15.70 

12/19 13 @ $5.00 7 @ $4.00 End. inventory $1.70 | 

| = $93.00 
» 13 @ $5.00 

($93.00/20 units = $4.65 avg. cost) 

12/24 18 @ $4.65 = $ 83.70 2 @ $4.65 =$ 9.30 (2 @ $4.65 per unit) 

12/30 8 @ $5.30 2 4.65 
@ ; ie. @$ \ = $5170 Do More: OS 5-7, OS 5-8, 

$115.70 8 @ $5.30) == QS 5-9, OS 5-14, OS 5-15, 
($51.70/10 units = $5.17 avg. cost) QS 5-16, OS 5-17 

Inventory Estimation Methods HE 
Inventory sometimes requires estimation for two reasons. First, companies often require interim statements ? 4 

(financial statements prepared for periods of less than one year), but they only annually take a physical count 

of inventory. Second, companies may require an inventory estimate if some casualty such as fire or flood 

makes taking a physical count impossible. Estimates are usually only required for companies that use the 

periodic system. Companies using a perpetual system would presumably have updated inventory data. 

This appendix describes two methods to estimate inventory. 

Apply both the retail 

inventory and gross profit 

methods to estimate 

inventory. 

Retail Inventory Method To avoid the time-consuming and expensive process of taking a physi- ene HOHE Sy 
6 : oye C : yen a retailer takes a 

cal inventory each month or quarter, some Companies use the retail inventory method to estimate cost physical inventory, it can restate 

of goods sold and ending inventory. Some companies even use the retail inventory method to prepare the retail value of inventory toa 

the annual statements. Home Depot, for instance, says in its annual report: “Inventories are stated at cost basis by applying the cost- 

the lower of cost (first-in, first-out) or market, as determined by the retail inventory method””A com- retail ratio. It can alsovesti- 

Iso estimate 1 tory for audit oses or when inventory is damaged or destroyed mate Cis amcuge el vues 
pany may also estimate inventory for audit purposes ' ry is ag stroyed. by/ootimadiie: helnrentney 

The retail inventory method uses a three-step process to estimate ending inventory. We need to know the — computed with the amount 

amount of inventory a company had at the beginning of the period in both cost and retail amounts. We already from a physical inventory, 

explained how to compute the 

cost of inventory. The retail Coe Ending EXHIBIT 5B.1 

amount of inventory refers to its Step 1 paiabieiaae — 4 ~ = faventany Retail Inventory Method of 

dollar amount measured using sale at retail at retal at rotall Inventory Estimation 

selling prices of inventory items. 

We also need to know the net 

amount of goods purchased (mi- 

nus returns, allowances, and dis- 

counts) in the period, both at cost Step 2 

and at retail. The amount of net 

sales at retail is also needed. The 

process is shown in Exhibit SB.1. 

The reasoning behind the re- 

tail inventory method is that if eraing ‘Sm Estimated 

we can get a good estimate of the Step 3 iiventon, x Ces = ending inventory 
retail ratio at cost 

cost-to-retail ratio, we can multi- Bt fata 

ply ending inventory at retail by 
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Example: What is the cost of 
ending inventory in Exhibit 5B.2 
if the cost of beginning 

inventory is $22,500 and its 

retail value is $34,500? Answer 

$30,000 x 62% = $18,600 

EXHIBIT 5B.2 

Estimated Inventory Using 

the Retail Inventory 

Method 

Point: A retailer such as 

Target can speed up its year- 

end physical count by using 

the retail inventory method. 

Inventory counters can record 

the item’s retail price without 

having to look up the cost of 

each item. 

EXHIBIT 5B.3 

Gross Profit Method of 

Inventory Estimation 

Point: Reliability of the gross 

profit method depends on an 

accurate and stable estimate of 

the gross profit ratio 

Point: A fire or other catas- 

trophe can result in an insur- 

ance claim for lost inventory 

or income. Backup and off-site 

storage of data help ensure 

coverage for such losses 

EXHIBIT 5B.4 

Estimated Inventory Using 

the Gross Profit Method 

Ne 5-6 

Retail Inventory 

Estimation 

P4 
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this ratio to estimate ending inventory at cost. We show in Exhibit 5B.2 how these steps are applied to esti- 

mate ending inventory for a typical company. First, we find that $100,000 of goods (at retail selling prices) 

were available for sale. We see that $70,000 of these goods were sold, leaving $30,000 (retail value) of 

merchandise in ending inventory. Second, the cost of these goods is 60% of the $100,000 retail value. 

Third, since cost for these goods is 60% of retail, the estimated cost of ending inventory is $18,000. 

At Cost At Retail 

Goods available for sale 

Beginninginventory:s.tss.2 cecsicetnn meine oe nsec tsses 1 ce maeteron Rohe $ 20,500 $ 34,500 

Gostiof goods: purchasedis nse seyret eee 39,500 65,500 

Goods available for sale 60,000 100,000 

Step I: \ Deduct net sales at retail 70,000 

Ending inventory at retail $ 30,000 

Step 2: Cost-to-retail ratio: ($60,000 + $100,000) = 60% 

Step 3: Estimated ending inventory at cost ($30,000 x 60%) ......... $18,000 

Gross Profit Method The gross profit method estimates the cost of ending inventory by applying 

the gross profit ratio to net sales (at retail). This type of estimate often is needed when inventory is destroyed, 

lost, or stolen. These cases require an inventory estimate so that a company can file a claim with its insurer. 

Users also apply this method to see whether inventory amounts from a physical count are reasonable. This 

method uses the historical relation 

between cost of goods sold and net 

Estimated sales to estimate the proportion of 
Net sales 1.0 — Gross = . 

Step 1 x ae cost of cost of goods sold making up cur- 
at retail profit ratio ; 

goods sold rent sales. This cost of goods sold 
estimate is then subtracted from 

cost of goods available for sale to 

estimate the ending inventory at 

Goods Estimated Estimated cost. These two steps are shown in 

Step 2 available for — cost of = ae Exhibit 5B.3. 
sale at cost goods sold at si To illustrate, assume that a 

company’s inventory is destroyed 

by fire in March 2016. When the 

fire occurs, the company’s accounts show the following balances for January through March: Net Sales, 

$30,000; Inventory, $12,000 (at January 1, 2016); and Cost of Goods Purchased, $20,500. If this company’s 

gross profit ratio is 30%, then 30% of each net sales dollar is gross profit and 70% is cost of goods sold. We 

show in Exhibit 5B.4 how this 70% is used to estimate lost inventory of $11,500. To understand this exhibit, 

think of subtracting the cost of goods sold from the goods available for sale to get the ending inventory. 

Goods available for sale 

inventor tamuaRynl 201 Gara vidicicneeace elemental Gieestanepeeas $ 12,000 

Gostiof goods purchased cam waceNer mre universities kraut 20,500 

Goods available for sale (at cost) ..............05...0.0005 32,500 

Netsalescatnetalie tcc reece sincere reer aac ae ee $30,000 

Step I: Estimated cost of goods sold ($30,000 x 70%) ......... (21,000) 

Step 2: Estimated March inventory at cost .................. $11,500 

Using the retail method and the following data, estimate the cost of ending inventory. 

Cost Retail 

Beginning inventory ............. $324,000 $530,000 

Cost of goods purchased ......... 195,000 335,000 

Net sales: 3... Sciv cant ae 320,000 
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Solution 

Estimated ending inventory (at cost) is $327,000. It is computed as follows: 

Step 1: ($530,000 + $335,000) — $320,000 = $545,000 

Step 2: $324,000 + $195,000 corse, 

$530,000 + $335,000 

Step 3: $545,000 x 60% = $327,000 

Summary 
C1 Identify the items making up merchandise inventory. 

Merchandise inventory refers to goods owned by a com- 

pany and held for resale. Three special cases merit our attention. 

Goods in transit are reported in inventory of the company that 

holds ownership rights. Goods on consignment are reported 

in the consignor’s inventory. Goods damaged or obsolete are 

reported in inventory at their net realizable value. 

(? Identify the costs of merchandise inventory. Costs of 

merchandise inventory include expenditures necessary to 

bring an item to a salable condition and location. This includes 

its invoice cost minus any discount plus any added or incidental 

costs necessary to put it in a place and condition for sale. 

Al Analyze the effects of inventory methods for both 
financial and tax reporting. When purchase costs are 

rising or falling, the inventory costing methods are likely to 

assign different costs to inventory. Specific identification exactly 

matches costs and revenues. Weighted average smooths out cost 

changes. FIFO assigns an amount to inventory closely approxi- 

mating current replacement cost. LIFO assigns the most recent 

costs incurred to cost of goods sold and likely better matches 

current costs with revenues. 

A? Analyze the effects of inventory errors on current and 

future financial statements. An error in the amount of 

ending inventory affects assets (inventory), net income (cost 

of goods sold), and equity for that period. Since ending in- 

ventory is next period’s beginning inventory, an error in end- 

ing inventory affects next period’s cost of goods sold and net 

income. Inventory errors in one period are offset in the next 

period. 

A3 Assess inventory management using both inventory 

turnover and days’ sales in inventory. We prefer a high 

inventory turnover, provided that goods are not out of stock and 

customers are not turned away. We use days’ sales in inventory 

to assess the likelihood of goods being out of stock. We prefer 

a small number of days’ sales in inventory if we can serve 

customer needs and provide a buffer for uncertainties. 

P1 Compute inventory in a periodic system using the 

methods of specific identification, FIFO, LIFO, and 

weighted average. Periodic inventory systems allocate the cost 

of goods available for sale between cost of goods sold and 

ending inventory at the end of a period. Specific identification 

Do More: OS 5-22, E 5-16, 

uF i7/ 

and FIFO give identical results whether the periodic or perpet- 

ual system is used. LIFO assigns costs to cost of goods sold 

assuming the last units purchased for the period are the first 

units sold. The weighted average cost per unit 1s computed by 

dividing the total cost of beginning inventory and net purchases 

for the period by the total number of units available. Then, it 

multiplies cost per unit by the number of units sold to give cost 

of goods sold. 

P? Compute the lower of cost or market amount of 

inventory. Inventory is reported at market cost when 

market is /ower than recorded cost, called the lower of cost 

or market (LCM) inventory. Market is typically measured as 

replacement cost. Lower of cost or market can be applied 

separately to each item, to major categories of items, or to the 

entire inventory. 

p3A Compute inventory in a perpetual system using the 

methods of specific identification, FIFO, LIFO, and 

weighted average. Costs are assigned to the Cost of Goods 

Sold account each time a sale occurs in a perpetual system. 

Specific identification assigns a cost to each item sold by 

referring to its actual cost (for example, its net invoice cost). 

Weighted average assigns a cost to items sold by dividing the 

current balance in the Inventory account by the total items avail- 

able for sale to determine cost per unit. We then multiply the 

number of units sold by this cost per unit to get the cost of each 

sale. FIFO assigns cost to items sold assuming that the earliest 

units purchased are the first units sold. LIFO assigns cost to 

items sold assuming that the most recent units purchased are the 

first units sold. 

p AB Apply both the retail inventory and gross profit 

methods to estimate inventory. The retail inventory 

method involves three steps: (1) goods available at retail minus 

net sales at retail equals ending inventory at retail, (2) goods 

available at cost divided by goods available at retail equals the 

cost-to-retail ratio, and (3) ending inventory at retail multiplied 

by the cost-to-retail ratio equals estimated ending inventory at 

cost. The gross profit method involves two steps: (1) net sales 

at retail multiplied by 1 minus the gross profit ratio equals esti- 

mated cost of goods sold and (2) goods available at cost minus 

estimated cost of goods sold equals estimated ending inventory 

at cost. 
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Guidance Answers to Decision Maker and Decision Ethics 

Cost Analyst Explain to your supervisor that when inven- 

tory costs are increasing, FIFO results in an inventory valuation 

that approximates replacement cost. The most recently purchased 

goods are assigned to ending inventory under FIFO and are likely 

closer to replacement values than earlier costs that would be as- 

signed to inventory if LIFO were used. 

Inventory Manager It seems your company can save (or at 

least postpone) taxes by switching to LIFO, but the switch is 

likely to reduce bonus money that you think you have earned and 

deserve. Since the U.S. tax code requires companies that use 

LIFO for tax reporting also to use it for financial reporting, your 

options are further constrained. Your best decision is to tell your 

superior about the tax savings with LIFO. You also should 

discuss your bonus plan and how this is likely to hurt you un- 

fairly. You might propose to compute inventory under the LIFO 

method for reporting purposes but use the FIFO method for your 

bonus calculations. Another solution is to revise the bonus plan 

to reflect the company’s use of the LIFO method. 

Entrepreneur Your inventory turnover is markedly higher 

than the norm, whereas days’ sales in inventory approximates 

the norm. Since your turnover is already 14% better than aver- 

age, you are probably best served by directing attention to 

days’ sales in inventory. You should see whether you can re- 

duce the level of inventory while maintaining service to cus- 

tomers. Given your higher turnover, you should be able to hold 

less inventory. 

First-in, first-out (FIFO) 

Gross profit method 

Lower of cost or market (LCM) 

Net realizable value 

Average cost 

Conservatism constraint 

Interim statements (interim financial Consignee Retail inventory method 

Consignor statements) 

Consistency concept Inventory turnover 

Days’ sales in inventory 

Specific identification 

Weighted average 

Last-in, first-out (LIFO) 

Multiple Choice Quiz Answers at end of chapter 

Use the following information from Marvel Company for the 

month of July to answer questions | through 4. 

July | Beginning inventory ........ 75 units @ $25 each 

JUly eS ceesbUnchase ss: vy crec pias sto 348 units @ $27 each 

JUly Sum Sale sare bee cece oe ayecod sy ar 300 units 

JulyelS SpaPunchaseg se: fie-cte: ee enc 257 units @ $28 each 

UI 23 Rs aSale a cree. cree res Boyes ii 275 units 

1. Periodic: Assume that Marvel uses a periodic FIFO inven- 

tory system. What is the dollar value of its ending inventory? 

a. $2,940 d. $2,852 

b. $2,685 e. $2,705 

©:.92,025 

2. Periodic and Perpetual: Assume that Marvel uses a spe- 

cific identification inventory system. Its ending inventory 

consists of 20 units from beginning inventory, 40 units from 

the July 3 purchase, and 45 units from the July 15 purchase. 

What is the dollar value of its ending inventory? 

a. $2,940 d. $2,852 

b. $2,685 e. $2,840 

ec: $2,625 

3. Perpetual: Assume that Marvel uses a perpetual FIFO inven- 

tory system. What is the dollar value of its ending inventory? 

a. $2,940 d. $2,852 

b. $2,685 e. $2,705 

c. $2,625 

4. Perpetual: Assume that Marvel uses a perpetual LIFO 

inventory system. What is the dollar value of its ending 

inventory? 

a. $2,940 d. $2,852 
b. $2,685 e. $2,705 
C. $2,675 

5. Periodic: A company reports the following beginning in- 

ventory and purchases, and it ends the period with 30 units 

in inventory. 

Beginning inventory ...... 

Pitrchaseslitenrvre ence eae 

MUIR MN 45 sooo Gcaducas 

100 units at $10 cost per unit 

40 units at $12 cost per unit 

20 units at $14 cost per unit 

i) Compute ending inventory using the FIFO periodic 

system. 

a. $400 b. $1,460 c. $1,360 d. $300 
ii) Compute cost of goods sold using the LIFO periodic 

system. 

a. $400 b. $1,460 c. $1,360 d. $300 
6. A company has cost of goods sold of $85,000 and ending 

inventory of $18,000. Its days’ sales in inventory equals: 

a. 49.32 days d. 77.29 days 

b. 0.21 day e. 1,723.61 days 
c. 4.72 days 
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A(B ; 
(8) Superscript letter A(B) denotes assignments based on Appendix 5A (5B). 

Icon denotes assignments that involve decision making. 
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Discussion Questions 

1. 

25 

10. 

=Oz 

Describe how costs flow from inventory to cost of goods 

sold for the following methods: (a) FIFO and (b) LIFO. 

Where is the amount of merchandise inventory disclosed in 

the financial statements? 

. Why are incidental costs sometimes ignored in inventory 

costing? Under what accounting constraint is this permitted? 

: If costs are declining, will the LIFO or FIFO method of 

inventory valuation yield the lower cost of goods sold? 

Why? 

. What does the full-disclosure principle prescribe if a com- 

pany changes from one acceptable accounting method to 

another? 

. Can a company change its inventory method each account- 

ing period? Explain. 

- Does the accounting concept of consistency preclude 

any changes from one accounting method to another? 

- If inventory errors are said to correct themselves, why 

are accounting users concerned when such errors are made? 

Explain the following statement: “Inventory errors correct 

themselves.” 

What is the meaning of market as it is used in determining 

the lower of cost or market for inventory? 

. 6 
raw 
ils 

Homestead Crafts, a distributor of handmade gifts, operates out of owner Emma Finn’s house. At the end 

of the current period, Emma reports she has: 

11. 

12. 

135 

14. 

15. 

16. 

17. 

© What guidance does the accounting constraint of con- 

servatism offer? 

What factors contribute to (or cause) inventory shrinkage? 

When preparing interim financial statements, what two 

methods can companies utilize to estimate cost of goods 

sold and ending inventory? 

Refer to Google’s financial statements 

in Appendix A. On December 31, 2014, GOOGLE 

what percent of current assets is represented by inventory? 

Refer to Apple’s financial statements in 
Appendix A and compute its cost of goods APPLE 

available for sale for the year ended September 27, 2014. 

Refer to Samsung’s financial state- 

ments in Appendix A. Compute its Samsu ng 

cost of goods available for sale for the year ended December 

31, 2014. 

Refer to Samsung’s financial state- 

ments in Appendix A. What percent Sa msung 

of its current assets is inventory as of December 31, 2014 

and 2013? 

QUICK STUDY 

© 1,300 units (products) in her basement, 20 of which were damaged by water and cannot be sold. Qs 5-1 
are : ‘ ; neh Inventory ownership 

e@ 350 units in her van, ready to deliver per a customer order, terms FOB destination. ct 

@ 80 units out on consignment to a friend who owns a retail store. 

How many units should Emma include in her company’s period-end inventory? 

A car dealer 

offering the car for sale include: 

$250 for transportation-in. 

$300 for insurance during shipment. 

$900 for import duties. 

$150 for advertising. 

$1,250 for sales staff salaries. 

For computing inventory, what cost is assigned to the used car? 

Fe a used car for $14,000, terms FOB shipping point. Additional costs in obtaining and 

(0 units at $60 each. Every week for four weeks it pur- QS 5-3 

Inventory costs 

C2 

Computing goods 

Compute the cost of goods available for sale and the units available for sale for this four-week period. available for sale P1 

Assume that no sales occur during those four weeks. 
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as 5-4 

Periodic: Inventory 

costing with FIFO 
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A company ae the piowna pecans caventony and two jihagiesex for the month of January. Also, 

on January 26, the company sells 350 units. Ending inventory at January 31 totals 150 units. 

; 
Beginning inventory on January |......... 320 $3.00 

Purchase'onijantiaty 9 remo e  s 80 3.20 

Purchase onljanUary25).eics scree 100 3.34 

Required 

Assume the periodic inventory system is used and then determine the costs assigned to ending inventory 

when costs are assigned based on the FIFO method. (Round per unit costs and inventory amounts to 

cents.) 

Qs 5-5 Tere to the Meonmaiun’ in QS = 4 ie assume the periodic ote nie is ed Determine the costs 

Periodic: Inventory 

costing with LIFO PI 
assigned to ending inventory when costs are assigned based on LIFO. (Round per unit costs and inventory 

amounts to cents.) 

Qs 5-6 
Periodic: Inventory 

costing with weighted 

average PI 

Refer to the mrornaroni in Qs se 4 and assume ne esis inventory Sau is use Dentin the costs 

assigned to ending inventory when costs are assigned based on the weighted average method. (Round per 

unit costs and inventory amounts to cents.) 

Qs 5-74 
Perpetual: Inventory 

costing with FIFO P3 

Refer to the ioemAtonG in Qs se 4 and assume the ae eH meen system is used. Determine the costs 

assigned to ending inventory when costs are assigned based on the FIFO method. (Round per unit costs 

and inventory amounts to cents.) 

QS 5-84 
Perpetual: Inventory 

costing with LIFO P3 

Refer to the touintio in QS 5-4 and assume the perpetual inventory system is used. Determine the costs 

assigned to ending inventory when costs are assigned based on the LIFO method. (Round per unit costs 

and inventory amounts to cents.) 

Qs 5-9% 
Perpetual: Inventory 

costing with weighted 

average 

Check End. inv., $465 

as 5- 10 

Periodic: Assigning 

costs with FIFO 

P1 

QS 5-11 

Periodic: Inventory 

costing with LIFO PI 

as 5-12. 
Periodic: Inventory 

costing with weighted 

average PI 

Refer to the information in Qs =! 4 and assume oe perpetual Henn system is Leese Determine the costs 

assigned to ending inventory when costs are assigned based on the weighted average method. (Round per 

unit costs and inventory amounts to cents.) 

ay Monson : starts a PF deenacne: eeu on PDeseribe! i anaes enters into Nine Pollogane three inventory 

purchases. Also, on December 15, Monson sells 15 units for $20 each. 

Purchases on December 7 10 units @ $ 6.00 cost 

20 units @ $12.00 cost 

15 units @ $14.00 cost 

Purchases on December 14 

Purchases on December 21 

Monson uses a periodic inventory system. Determine the costs assigned to the December 31 ending inven- 

tory based on the FIFO method. (Round per unit costs and inventory amounts to cents.) 

Refer to the information in QS 5-10 and assume the periodic inventory system is used. Determine the 

costs assigned to ending inventory when costs are assigned based on the LIFO method. (Round per unit 

costs and inventory amounts to cents.) 

Refer to the information in QS 5 10 ards assume the Benue inventory system is eeu Determine the 

costs assigned to ending inventory when costs are assigned based on the weighted average method. 
(Round per unit costs and inventory amounts to cents.) 
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Refer to the information in QS 5-10 and assume the periodic inventory system is used. Determine the 
costs assigned to ending inventory when costs are assigned based on specific identification. Of the units 
sold, eight are from the December 7 purchase and seven are from the December 14 purchase. (Round per 
unit costs and inventory amounts to cents.) 

QS 5-13 

Periodic: Inventory 

costing with specific 

identification P1 

costs assigned to ending inventory when costs are assigned based on the FIFO method. (Round per unit 

costs and inventory amounts to cents.) 

costs assigned to ending inventory when costs are assigned based on the LIFO method. (Round per unit 

costs and inventory amounts to cents.) 

Perpetual: Inventory 

costing with FIFO P3 

Perpetual: Inventory 

costing with LIFO P3 

costs assigned to ending inventory when costs are assigned based on the weighted average method. 

(Round per unit costs and inventory amounts to cents.) 

costs assigned to ending inventory when costs are assigned based on specific identification. Of the units 

sold, eight are from the December 7 purchase and seven are from the December 14 purchase. (Round per 

unit costs and inventory amounts to cents.) 

QS 5-16" 
Perpetual: Inventory 

costing with weighted 

average P3 

Check End. inv., $360 

QS 5-174 

Perpetual: Inventory 

costing with specific 

identification P3 

1. Yields a balance sheet inventory amount often markedly less than its replacement cost. 

2. Results in a balance sheet inventory amount approximating replacement cost. 

_l _ 3. Provides a tax advantage (deferral) to a corporation when costs are rising. 

Laer. Recognizes (matches) recent costs against net sales. 

The preferred method when each unit of product has unique features that markedly affect cost. 

Ames Trading Co. has the following products in its ending inventory. Compute lower of cost or market for 

inventory applied separately to each product. 

Product Quantity Costper Unit Market per Unit 

Mountain bikes......... I] $600 $550 

Skateboards maiee see 13 350 425 

Glidensimen theviteen oe: 26 800 700 

In taking a physical inventory at the end of year 2016, Grant Company forgot to count certain units. 

Explain how this error affects the following: (a) 2016 cost of goods sold, (b) 2016 gross profit, (c) 2016 

net income, (d) 2017 net income, (e) the combined two-year income, and (f) income for years after 2017. 

Eider Conmany mone the year with $140,000 of goods in inventory. At year-end, the amount in inven- 

tory has increased to $180,000. Cost of goods sold for the year is $1,200,000. Compute Endor’s inventory 

turnover and days’ sales in inventory. Assume that there are 365 days in the year. 

QS 5-21 

QS 5-18 
Contrasting inventory 

costing methods 

Al 

Applying LCM to 

inventories 

P2 

Inventory errors 
Aa | t 

Analyzing inventory A3 
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Qs 5-225 
Estimating inventories— 

gross profit method 

Confucius Bookstore’s inventory is destroyed by a fire on September 5, 2016. The following data for year 

2016 are available from the accounting records. Estimate the cost of the inventory destroyed. 

P4 Jans Wiaventory. ncn. eee ae $190,000 

Jan. | through Sept. 5 purchases (net) ......... $352,000 

Jan. | through Sept. 5 sales (net).............. $685,000 

Year 2016 estimated gross profit rate.......... 44% 

Qs 5-23 Answer each of the following questions related to international accounting standards. 

International accounting 

standards 

Cll? 

EXERCISES 

Exercise 5-1 
Inventory ownership 

C1 

a. Explain how the accounting for items and costs making up merchandise inventory is different between 

IFRS and U.S. GAAP. 

b. Can companies reporting under IFRS apply a cost flow assumption in assigning costs to inventory? If 

yes, identify at least two acceptable cost flow assumptions. 

c. Both IFRS and U.S. GAAP apply the lower of cost or market method for reporting inventory values. 

If inventory is written down from applying the lower of cost or market method, explain in general 

terms how IFRS and U.S. GAAP differ in accounting for any subsequent period reversal of that re- 

ported decline in inventory value. 

1. At year-end, Harris Company had shipped $12,500 of merchandise FOB destination to Harlow 

Co. Which company should include the $12,500 of merchandise in transit as part of its year-end 

inventory ? 

2. Harris Company has shipped $20,000 of goods to Harlow Co., and Harlow Co. has arranged to sell the 

goods for Harris. Identify the consignor and the consignee. Which company should include any unsold 

goods as part of its inventory? 

Exercise 5-2 
Inventory costs 

(2 

were FOB shipping point, and the cost of transporting the goods to Walberg Associates’ warehouse was 

$2,400. Walberg Associates insured the shipment at a cost of $300. Prior to putting the goods up for sale, they 

cleaned and refurbished them at a cost of $980. Determine the cost of the inventory acquired from the estate. 

Exercise 5-3 

Periodic: Inventory 

costing methods 

PI 

Units Sold at Retail Units Acquired at Cost 

Harneemel Beginning inventory .......... 140 units @ $6.00 = $ 840 

Jani LOMA GSACSS. Gre yee eet 100 units @ $15 

Jane20 SS BP Urchasey 3-2. nktras haces 60 units @ $5.00= 300 

Janiee25— * Salesea utah oe eevee seen es 80 units @ $15 

Jan: 730) | Purchasersac. -ccw-ctspucescs cise: 180 units @ $4.50= 810 

MOtals xaitiats scsvssn aieeusaeselene's 380 units $1,950 180 units 

Required 

The company uses a periodic inventory system. Determine the cost assigned to ending inventory and to 

cost of goods sold using (a) specific identification, (b) weighted average, (c) FIFO, and (d) LIFO. (Round 

per unit costs and inventory amounts to cents.) Kor specific identification, ending inventory consists of 

200 units, where 180 are from the January 30 purchase, 5 are from the January 20 purchase, and 15 are 

from beginning inventory. 

Exercise 5-4 

Periodic: Income 

effects of inventory 

methods 

Al 

Use the data in Exercise 5-3 to prepare comparative income statements for the month of January for Laker 

Company similar to those shown in Exhibit 5.8 for the four inventory methods. Assume expenses are 

$1,250, and that the applicable income tax rate is 40%. (Round amounts to cents.) 

1. Which method yields the highest net income? 

2. Does net income using weighted average fall between that using FIFO and LIFO? 

3. If costs were rising instead of falling, which method would yield the highest net income? 
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costs assigned to ending inventory and to cost of goods sold using (a) specific identification, (b) weighted 
average, (c) FIFO, and (d) LIFO. (Round per unit costs and inventory amounts to cents.) For specific 
identification, ending inventory consists of 200 units, where 180 are from the January 30 purchase, 5 are 
from the January 20 purchase, and 15 are from beginning inventory. 

Perpetual: Inventory 

costing P3 

Check = Ending inventory: 

WA, $918; LIFO, $930 

Use the data and results from Exercise 5-5 to 
January for the company similar to those shown in Exhibit 5.8 for the four inventory methods. Assume 
expenses are $1,250, and that the applicable income tax rate is 40%. (Round amounts to cents.) 

Required 

1. Which method yields the highest net income? 

2. Does net income using weighted average fall between that using FIFO and LIFO? 

3. If costs were rising instead of falling, which method would yield the highest net income? 

prepare comparative income statements for the month of Exercise 5-64 

Perpetual: Income 

effects of inventory 

methods 

Al 

Units Acquired at Cost Units Sold at Retail 

Jan. | Beginning inventory ........ 200 units @ $10 = $ 2,000 

Nani Omar Salestin hire ate a sheneees 150 units @ $40 

Ware ape Purchase were: e-vacks oo ke 350 units @$15= 5,250 

Ilayeal isi ASal eSeretre canta ehrtrsfce seat 300 units @ $40 

NUlyaes OR ee PUrChaSCuge err cre eeaiee ts ces: 450 units @$20= 9,000 

OCUMED Me SACS Feo ener cece eid & 430 units @ $40 

OCs) Ga Purchase: ein ears. cee 100 units @$25= 2,500 

WOCAIS es kei oe epee 1,100 units $18,750 880 units 

Required 

Hemming uses a periodic inventory system. Determine the costs assigned to ending inventory and to cost 

of goods sold using (a) FIFO and (b) LIFO. Compute the gross margin for each method. (Round amounts 

to cents.) 

Refer to the information in Exercise 5-7. Ending inventory consists of 45 units from the March 14 pur- Exercise 5-8 

chase, 75 units from the July 30 purchase, and all 100 units from the October 26 purchase. Using the 

specific identification method, compute (a) the cost of goods sold and (/) the gross profit. (Round amounts 

to cents.) 

Exercise 5-7 
Periodic: Inventory 

costing methods—FIFO 

and LIFO 

PI 

Specific identification 

PI 

Refer to the information in Exercise 5-7 and assume the perpetual inventory system is used. Determine the Exercise 5-9* 

costs assigned to ending inventory and to cost of goods sold using (a) FIFO and (b) LIFO. Then (c) com- 

pute the gross margin for each method. 

Martinez Com 
for ending inventory applied separately to each product. 

Cost Market 

Product Units per Unit per Unit 

Helmets ........- 24 $50 $54 

BatSie trea mare 17 78 72 

SHOGSe ee canna en: 38 95 9l 

Oivifoninsie cece 42 36 36 

Perpetual: Inventory 

costing P3 

Check Ending inventory: 

LIFO, $4,150 

pany’s ending inventory includes the following items. Compute the lower of cost or market Exercise 5-10 
Lower of cost or market 

P2 

Check LCM = $7394 
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Exercise 5-11 

Comparing LIFO 

numbers to FIFO 

numbers; ratio analysis 

Al A3 

Check (1b) FIFO: Current 

ratio, 1.5; Inventory turnover, 

3.8 times 

Analysis of inventory 

errors 

“@ 
Check 2015 reported 

gross profit, $330,000 

Cruz Company uses LIFO for inventory costing and reports the following financial data. It also recom- 

puted inventory and cost of goods sold using FIFO for comparison purposes. 

LIF@uNVentoryecs ste eee oes $160 $110 

LIFO cost of goodsisold ;--..4..-... 740 680 

FIR@MNVENCOLYoweree cacy oe. 240 110 

FiF@kcostiofgoodsisoldy-... 00.7.5 o. 660 645 

Current assets (using LIFO) ......... 220 180 

Current liabilities): faire se. ore satasin ccna 200 170 

1. Compute its current ratio, inventory turnover, and days’ sales in inventory for 2016 using (a) LIFO 

numbers and (b) FIFO numbers. (Round answers to one decimal.) 

2. Comment on and interpret the results of part 1. 

Vibrant Company had $850,000 of sales in each of three consecutive years 2015-2017, and it purchased 

merchandise costing $500,000 in each of those years. It also maintained a $250,000 physical inventory 

from the beginning to the end of that three-year period. In accounting for inventory, it made an error at the 

end of year 2015 that caused its year-end 2015 inventory to appear on its statements as $230,000 rather 

than the correct $250,000. 

1. Determine the correct amount of the company’s gross profit in each of the years 2015-2017. 

2. Prepare comparative income statements as in Exhibit 5.11 to show the effect of this error on the com- 

pany’s cost of goods sold and gross profit for each of the years 2015-2017. 

Exercise 5-13 
Inventory turnover and 

days’ sales in inventory 

3 @ 

Use the following information for Palmer Co. to compute inventory turnover for 2016 and 2015, and its 

days’ sales in inventory at December 31, 2016 and 2015. (Round answers to one decimal.) Comment on 

Palmer’s efficiency in using its assets to increase sales from 2015 to 2016. 

2016 2015 2014 

Cost of goods sold......... $643,825 $426,650 $391,300 

Ending inventory ........... 97,400 87,750 92,500 

Exercise 5-14 

Periodic: Cost flow 

assumptions 

PI 

Check Inventory: FIFO, 

$435.00; LIFO, $313.50 

Exercise 5-15 

Periodic: Cost flow 

assumptions 

PI 

Lopez Company reported the following current-year data for its only product. The company uses a peri- 

odic inventory system, and its ending inventory consists of 150 units—SO from each of the last three pur- 

chases. Determine the cost assigned to ending inventory and to cost of goods sold using (a) specific 

identification, (b) weighted average, (c) FIFO, and (d) LIFO. (Round per unit costs and inventory amounts 

to cents.) Which method yields the highest net income? 

Jan. | Beginning inventory ........ 96 units @ $2.00= $ 192 

Mar7 2) Purchase-.. ance canenie sec 220 units @ $2.25 = 495 

july. 28 27 Purchase wine gitar 544 units @ $2.50= 1,360 

Octe ssi 2 Purchase <6 vanctiah emcees 480 units @ $2.80 = 1,344 

Decal? « Purchase. tawee. ee celmoenee 160 units @ $2.90 = 464 

VOtal Si sath aeaneta Meceneeteren ee 1,500 units $3,855 

Flora’s Gifts reported the following current-month data for its only product. The company uses a periodic 

inventory system, and its ending inventory consists of 60 units—SO units from the January 6 purchase and 

10 units from the January 25 purchase. Determine the cost assigned to ending inventory and to cost of 

goods sold using (a) specific identification, (b) weighted average, (c) FIFO, and (d) LIFO. (Round per unit 

costs and inventory amounts to cents.) Which method yields the lowest net income? 
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Jan. | Beginning inventory ........ 138 units @ $3.00= $ 414 

ane Om es PUNCHASC yarn eae, 300 units @ $2.80 = 840 

Jane cl7 Runchasetice ssc ee 540 units @ $2.30 = ~=1,242 

Jane 255 SePunchase sc .it cee A 22 units @ $2.00 = 44 

NotalS ee eter eee ee, 1,000 units $2,540 

259 

Check {nventory: FIFO, 

$131.40; LIFO, $180.00 

available from its records at the end of 2016. Use the retail inventory method to estimate Dakota’s 2016 
ending inventory at cost. 

AtCost At Retail 

$ 63,800 $128,400 

115,060 196,800 

Beginning inventory............. 

Cost of goods purchased......... 

Exercise 5-168 
Estimating ending 

inventory—retail method 

P4 

Check End. inventory at 

cost, $35,860 

$795,000 of merchandise, returned $11,550, and paid freight charges of $18,800 on purchased merchan- 

dise, terms FOB shipping point. The company’s gross profit averages 30%, and the store had $1,000,000 

of net sales (at retail) in the first quarter of the year. Use the gross profit method to estimate its cost of in- 

ventory at the end of the first quarter. 

Estimating ending 

inventory—gross profit 

method P4 

Inventories are stated at the lower of cost or net realizable value. Cost is determined using the average cost method, 

except for materials-in-transit. Inventories are reduced for the estimated losses arising from excess, obsolescence, 

and the decline in value. This reduction is determined by estimating market value based on future customer demand. 

The losses on inventory obsolescence are recorded as a part of cost of sales. 

ad . What cost flow assumption(s) does Samsung apply in assigning costs to its inventories? 

2. If at year-end 2015 there was an increase in the value of its inventories such that there was a reversal 

of ¥4550 (W is Korean won) million for the 2014 write-down, how would Samsung account for this 

under IFRS? Would Samsung’s accounting be different for this reversal if it reported under U.S. 

GAAP? Explain. 

Mc 
IGraw 
Hilt 

Warnerwoods Company uses a periodic inventory system. It entered into the following purchases and 

sales transactions for March. (For specific identification, the March 9 sale consisted of 80 units from be- 

ginning inventory and 340 units from the March 5 purchase and the March 29 sale consisted of 40 units 

from the March 18 purchase and 120 units from the March 25 purchase.) 

Units Acquired at Cost Date Activities Units Soild at Retail 

Mar. | Beginning inventory.......... 100 units @ $50.00 per unit 

Mar. 5 Punchas@zc 22.1. hess a 400 units @ $55.00 per unit 

Mares, Salesian en oes races ae 420 units @ $85.00 per unit 

Mar. 18 Piirchiasenve scite cigs seo 120 units @ $60.00 per unit 

Mar. 25 PUNCHAS@a «ate eter 200 units @ $62.00 per unit 

Mar. 29 Salestraimcccriu ee ere 160 units @ $95.00 per unit 

Totals 820 units 580 units 

Exercise 5-18 
Accounting for inventory 

following IFRS 

P2 

Samsung 

PROBLEM SETA 

Problem 5-1A 

Periodic: Alternative 

cost flows 

Pi 
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Check (8) Ending inventory: 

FIFO, $14,800; LIFO, $12,700, 

WA, $13,639.20 

(4) LIFO gross 

profit, $17,000 

Problem 5-2A4 
Perpetual: Alternative 

cost flows 

P3 

Check (8) Ending inventory: 

FIFO, $14,800; WA, $14,352 

(4) LIFO gross 

profit, $17,980 
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Required 

1. Compute cost of goods available for sale and the number of units available for sale. 

2. Compute the number of units in ending inventory. 

3. Compute the cost assigned to ending inventory using (a) FIFO, (b) LIFO, (c) weighted average, and 

(d) specific identification. (Round all amounts to cents.) 

4. Compute gross profit earned by the company for each of the four costing methods in part 3h, 

Refer to the information in Problem 5-1A and assume the perpetual inventory system is used. 

Required 

1. Compute cost of goods available for sale and the number of units available for sale. 

2. Compute the number of units in ending inventory. 

3. Compute the cost assigned to ending inventory using (a) FIFO, (b) LIFO, (c) weighted average, and 

(d) specific identification. (Round all amounts to cents.) 

4. Compute gross profit earned by the company for each of the four costing methods in part 3. 

Problem 5-3A 

Periodic: Alternative 

cost flows 

| @ 

Check (3) Ending 

inventory: FIFO, $18,400; 

LIFO, $18,000; WA, $17,156 

(4) LIFO gross 

profit, $45,800 

Montoure Company uses a periodic inventory system. It entered into the following calendar-year 2016 

purchases and sales transactions. (For specific identification, units sold consist of 600 units from begin- 

ning inventory, 300 from the February 10 purchase, 200 from the March 13 purchase, 50 from the August 

21 purchase, and 250 from the September 5 purchase.) 

- Activities Units Acquired at Cost Units Sold at Retail 

Jan. | Beginning inventory .......... 600 units @ $45.00 per unit 

Rebs) Purchase 225). .o 5 tage cits 400 units @ $42.00 per unit 

Mar i3. Purchase 220. oc a a 200 units @ $27.00 per unit 

Mar 1504 > Salesx 6 4. ei hha 800 units @ $75.00 per unit 

Aug eh a RUGCNASC crises chcwteet neers 100 units @ $50.00 per unit 

Sept Sire Purchases. Scans 500 units @ $46.00 per unit 

Sept cllOs (Salesiy cowie ce Gene cares nes 600 units @ $75.00 per unit 

Totals! ee fe ose ee gnats 1,800 units 1,400 units 

Required 

1. Compute cost of goods available for sale and the number of units available for sale. 

2. Compute the number of units in ending inventory. 

3. Compute the cost assigned to ending inventory using (a) FIFO, (b) LIFO, (c) weighted average, and 

(d) specific identification. (Round all amounts to cents.) 

4. Compute gross profit earned by the company for each of the four costing methods in part 3. 

Analysis Component 

5. If the company’s manager earns a bonus based on a percent of gross profit, which method of inventory 

costing will the manager likely prefer? 

Problem 5-4A4 
Perpetual: Alternative 

cost flows 

P3 

Check (3) Ending 

inventory: FIFO, $18,400; 

WA, $17,760 

(4) LIFO gross 

profit, $45,800 

Required 

1. Compute cost of goods available for sale and the number of units available for sale. 

2. Compute the number of units in ending inventory. 

3. Compute the cost assigned to ending inventory using (a) FIFO, (b) LIFO, (c) weighted average, and 

(d) specific identification. (Round all amounts to cents.) 

4. Compute gross profit earned by the company for each of the four costing methods in part 3. 

Analysis Component 

5. If the company’s manager earns a bonus based on a percentage of gross profit, which method of inven- 

tory costing will the manager likely prefer? 
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A physical inventory of Liverpool Company taken at December 31 reveals the following. 

1 

5 Cost per Unit Market per Unit 

3 Audio equipment 

4 Receivers 345 $ 90 $ 98 
5 CD players 260 111 100 

6 MP3 players 326 86 95 
7 Speakers 204 52 4 

8 Video equipment 

9 Handheld LCDs 480 150 125 

10 VCRs 291 93 84 

an Camcorders 212 310 322 

12 Car audio equipment 

13 Satellite radios 185 70 84 

14 CD/MP3 radios 170 97 105 

15 

Required 

1. Compute the lower of cost or market for the inventory applied separately to each item. 

2. If the market amount is less than the recorded cost of the inventory, then record the LCM adjustment 

to the Merchandise Inventory account. 

Problem 5-5A 

Lower of cost or market 

P2 

Check (1) $273,054 

making physical counts of inventory, it had made the following errors: Inventory on December 31, 2015, 

is understated by $56,000, and inventory on December 31, 2016, is overstated by $20,000. 

For Year Ended December 31 pai) 2016 2017 

(G)eme Cost ot coods Soldienica...s sauce $ 615,000 $ 957,000 $ 780,000 

(Dy MRINGtINCOMe sree cere ake assy 230,000 285,000 241,000 

(G) mem Otal client aSSCtS races tere sunny serena: 1,255,000 1,365,000 1,200,000 

(d\gerlotaliequityer fa0.....ciss geenten ech: 1,387,000 1,530,000 1,242,000 

Required 

1. For each key financial statement figure—(a), (b), (c), and (d) above—prepare a table similar to the 

following to show the adjustments necessary to correct the reported amounts. 

2015 2016 2017 Figure: 

Reported amount 

Adjustments for: 12/31/2015 error 

12/31/2016 error 

Corrected amount 

Analysis Component 

2. What is the error in total net income for the combined three-year period resulting from the inventory 

errors? Explain. 

3. Explain why the understatement of inventory by $56,000 at the end of 2015 results in an understate- 

ment of equity by the same amount in that year. 

Gattis Cy nree began year 2016 with 23,000 units of product in its January | inventory costing $15 

each. It made successive purchases of its product in year 2016 as follows. The company uses a periodic 

inventory system. On December 31, 2016, a physical count reveals that 40,000 units of its product remain 

in inventory. 

Analysis of inventory 

errors 

Check (1) Corrected net 

income: 2015, $286,000; 

2016, $209,000; 2017, 

$261,000 

Problem 5-7A 

Periodic: Alternative 

cost flows P1 
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Check (2) Cost of goods 

SOlsrIFOno2) 15,000; EEO; 

$2,499,000; WA, $2,310,000 

Periodic: Income 

comparisons and cost 

flows 

Al Pl 

Check (1) Net income 

FIFO, $61,200; LIFO, 

$57,180; WA, $59,196 

Chapter 5 Reporting and Analyzing Inventories 

Maron sence 30,000 units @ $18.00 each 

May e2 Sian anc: 39,000 units @ $20.00 each 

ENV ZUM RRB 6 23,000 units @ $25.00 each 

INovilO"s Sir. cts 35,000 units @ $26.00 each 

Required 

1. Compute the number and total cost of the units available for sale in year 2016. 

2. Compute the amounts assigned to the 2016 ending inventory and the cost of goods sold using 

(a) FIFO, (b) LIFO, and (c) weighted average. (Round all amounts to cents.) 

QP Corp. sold 4,000 units of its product at $50 per unit in year 2016 and incurred operating expenses of 

$5 per unit in selling the units. It began the year with 700 units in inventory and made successive pur- 

chases of its product as follows. 

Jan. | Beginning inventory......... 700 units @ $18.00 per unit 

Feb.20) Purchase: ajnccn ees 1,700 units @ $19.00 per unit 

May 6: (Purchase: 20.0.5. via eee 800 units @ $20.00 per unit 

Oct: 3: Purchase osGe2.: So a 500 units @ $21.00 per unit 

Decale Purchase: 2.0 a. mr ree 2,300 units @ $22.00 per unit 

Total stat cm cuvsanetanse sae sean 6,000 units 

1. Prepare comparative income statements similar to Exhibit 5.8 for the three inventory costing methods 

of FIFO, LIFO, and weighted average. (Round all amounts to cents.) Include a detailed cost of goods 

sold section as part of each statement. The company uses a periodic inventory system, and its income 

tax rate is 40%. 

2. How would the financial results from using the three alternative inventory costing methods change if 

the company had been experiencing declining costs in its purchases of inventory? 

3. What advantages and disadvantages are offered by using (a) LIFO and (b) FIFO? Assume the continu- 

ing trend of increasing costs. 

Problem 5-9A® 

Retail inventory method 

P4 

Check (1) Inventory, 

$924,182 cost 

(2) Inventory 

shortage at cost, $36,873 

Problem 5-10A® 

Gross profit method 

P4 

Check Estim. ending inv., 

$449,805 

The records of Alaska Company provide the following information for the year ended December 31. 

At Cost At Retail 

January | beginning inventory........ $ 469,010 $ 928,950 

Cost of goods purchased ........... 3,376,050 6,381,050 

Netisaless: Sie aiiari ius cme ces 5,553,000 

Required 

1. Use the retail inventory method to estimate the company’s year-end inventory at cost. 

2. A year-end physical inventory at retail prices yields a total inventory of $1,686,900. Prepare a calcula- 

tion showing the company’s loss from shrinkage at cost and at retail. 

Wayward Company wants to prepare interim financial statements for the first quarter. The company 

wishes to avoid making a physical count of inventory. Wayward’s gross profit rate averages 34%. The fol- 

lowing information for the first quarter is available from its records. 

January | beginning inventory ....... $ 302,580 

Cost of goods purchased ........... 941,040 

Netisalés? act pem ce eit see uae 1,202,750 

Required 

Use the gross profit method to estimate the company’s first-quarter ending inventory. 
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Ming Company uses a periodic inventory system. It entered into the following purchases and sales trans- 
actions for April. (For specific identification, the April 9 sale consisted of 8 units from beginning inven- 
tory and 27 units from the April 6 purchase; the April 30 sale consisted of 12 units from beginning 
inventory, 3 units from the April 6 purchase, and 10 units from the April 25 purchase.) 

Activities Units Acquired at Cost Units Sold at Retail 

Apr. | Beginning inventory ....... 20 units @ $3,000.00 per unit 

Apr. 6 Bukichasess sea es 30 units @ $3,500.00 per unit 

Apr. 9 Salesian art ctanttnan Sim eanes 35 units @ $12,000.00 per unit 

ADralidaee *BUnchase a... eee cade or 5 units @ $4,500.00 per unit 

Apr. 25 RUrchases Gs iat sh 10 units @ $4,800.00 per unit 

PADIS ON as Sales eerie wy RN a. 25 units @ $14,000.00 per unit 

Notalten ere ete cee. 65 units 60 units 

Required 

1. Compute cost of goods available for sale and the number of units available for sale. 

2. Compute the number of units in ending inventory. 

3. Compute the cost assigned to ending inventory using (a) FIFO, (b) LIFO, (c) weighted average, and 

(d) specific identification. (Round all amounts to cents.) 

4. Compute gross profit earned by the company for each of the four costing methods in part 3. 
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PROBLEM SET B 

Problem 5-1B 

Periodic: Alternative 

cost flows 

PI 

Check (3) Ending inventory: 

FIFO, $24,000; LIFO, $15,000; 

WA, $18,115.40 

(4) LIFO gross 

profit, $549,500 

Refer to the information in Problem 5-1B and assume the perpetual inventory system is used. 

Required 

1. Compute cost of goods available for sale and the number of units available for sale. 

2. Compute the number of units in ending inventory. 

3. Compute the cost assigned to ending inventory using (a) FIFO, (b) LIFO, (c) weighted average, and 

(d) specific identification. (Round all amounts to cents.) 

4. Compute gross profit earned by the company for each of the four costing methods in part 3. 

chases and sales transactions. (For specific identification, the May 9 sale consisted of 80 units from begin- 

ning inventory and 100 units from the May 6 purchase and the May 30 sale consisted of 200 units from the 

May 6 purchase and 100 units from the May 25 purchase.) 

Units Sold at Retail Units Acquired at Cost Activities 

May | Beginning inventory ....... 150 units @ $300.00 per unit 

Mayen6: wPurchase: 7.205. 350 units @ $350.00 per unit 

Mays? mmm Sal CSmeearesar frat nie erin 180 units @ $1,200.00 per unit 

May iy. Purchase? a. s...s a tis. 80 units @ $450.00 per unit 

May 25 RoanchaS@ mr aeese ce sevarerk- te 100 units @ $458.00 per unit 

May 30 SAPS) Gi a eee 300 units @ $1,400.00 per unit 

NOtal mince sr carne cen uaerc 680 units 480 units 

Required 

1. Compute cost of goods available for sale and the number of units available for sale. 

2. Compute the number of units in ending inventory. 

3. Compute the cost assigned to ending inventory using (a) FIFO, (b) LIFO, (c) weighted average, and 

(d) specific identification. (Round all amounts to cents.) 

4. Compute gross profit earned by the company for each of the four costing methods in part 3. 

Perpetual: Alternative 

cost flows P3 

Check (3) Ending 

inventory: FIFO, $24,000; 

WA, $20,000 

(4) LIFO gross 

profit, $549,500 

Periodic: Alternative 

cost flows 

Check 

inventory: FIFO, $88,800; 

LIFO, $62,500; WA, $73,324 

(4) LIFO gross 

profit, $449,200 

(3) Ending 
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Problem 5-4B“ 

Perpetual: Alternative 

cost flows 

P3 

Check (3) Ending inventory: 

FIFO, $88,800; WA, $75,600 

(4) LIFO gross 

profit, $449,200 

Problem 5-5B 

Lower of cost or market 

P2 

Check (1) $580,054 

Problem 5-6B 

Analysis of inventory 

errors 

” 6 

Refer to the information in Problem 5-3B and assume the perpetual inventory system is used. 

Chapter 5 Reporting and Analyzing Inventories 

Analysis Component 

5. If the company’s manager earns a bonus based on a percent of gross profit, which method of inventory 

costing will the manager likely prefer? 

Required 

1. 

2. 

ah 

Compute cost of goods available for sale and the number of units available for sale. 

Compute the number of units in ending inventory. 

Compute the cost assigned to ending inventory using (a) FIFO, (b) LIFO, (c) weighted average, and 

(d) specific identification. (Round all amounts to cents.) 

4. Compute gross profit earned by the company for each of the four costing methods in part 3), 

Analysis Component 

5. If the company’s manager earns a bonus based on a percentage of gross profit, which method of inven- 

tory costing will the manager likely prefer? 

A physical inventory of Offi ce Necessities Company taken at December 31 reveals the following. 

: Cost per Unit Market per Unit 

3 Office furniture 

4 Desks 536 $261 $305 

5 Credenzas 395 227 256 

6 Chairs 687 49 43 

7 Bookshelves 421 93 82 

8 Filing cabinets 

9 Two-drawer 114 81 70 

10 Four-drawer 298 isis’ 122 

11 Lateral 75 104 118 

12 Office equipment 

13 Fax machines 370 168 200 

14 Copiers 475 Sir 288 

15 Telephones 302 125 aly 

16 

Required 

1. Compute the lower of cost or market for the inventory applied separately to each item. 

2. If the market amount is less than the recorded cost of the inventory, then record the LCM adjustment 

to the Merchandise Inventory account. 

Hallam Company’s financial statements show the following. The company recently discovered that in 

making physical counts of inventory, it had made the following errors: Inventory on December 31, 2015, 

is overstated by $18,000, and inventory on December 31, 2016, is understated by $26,000. 

_ For Year Ended December 31 pAt) i 2016 2017 

(a) Costiof goodsisoldiiane ys snasencr aa. $207,200 $213,800 $197,030 

(by, ‘Netincomenik: amiss stan oe 175,800 212,270 184,910 

(oc) Totaliciitrent assets an 276,000 277,500 272,950 

(d).., otal CquItY.., co tanenciact: fri: 314,000 315,000 346,000 
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Required 

1. For each key financial statement figure—(a), (b), (c), and (d) above—prepare a table similar to the 
following to show the adjustments necessary to correct the reported amounts. 

Figure: 2015 2016 2017 

Reported amountmm= sec. s5 eee. 

Adjustments for: 12/31/2015 error 

12/31/2016 error 

Corrected amount 

Analysis Component 

2. What is the error in total net income for the combined three-year period resulting from the inventory 

errors? Explain. 

3. Explain why the overstatement of inventory by $18,000 at the end of 2015 results in an overstatement 

of equity by the same amount in that year. 
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Check (1) Corrected net 

income: 2015, $157,800; 

2016, $256,270; 

2017, $158,910 

made successive purchases of its product in year 2016 as follows. The company uses a periodic inventory 

system. On December 31, 2016, a physical count reveals that 8,500 units of its product remain in inventory. 

Jane BAsce cee: * 11,500 units @ $33 each 

Mayall BrtiFa esr. 13,400 units @ $32 each 

Oly) 9 eco 11,000 units @ $29 each 

INOW 2a eerste: 7,600 units @ $27 each 

Required 

1. Compute the number and total cost of the units available for sale in year 2016. 

2. Compute the amounts assigned to the 2016 ending inventory and the cost of goods sold using (a) FIFO, 

(b) LIFO, and (c) weighted average. (Round all amounts to cents.) 

Problem 5-7B 

Periodic: Alternative 

cost flows 

Pi 

Check (2) Cost of goods 

sold: FIFO, $1,328,700; 

LIFO, $1,266,500; WA, 

$1,294,800 

Shepard Company sold 4,000 units of its product at $100 per unit in year 2016 and incurred operating 

cessive purchases of its product as follows. 

Jan. | Beginning inventory ........ 840 units @ $58 per unit 

April 2 Purchase..........+..+-:. 600 units @ $59 per unit 

June 14 Purchase.........-.--.--- 1,205 units @ $61 per unit 

Aug, 29) Purchase -....-- 42-5) .40%- 700 units @ $64 per unit 

Noysli8s Purchase coe gure cette 1,655 units @ $65 per unit 

Thole lites pecans hare sae catbeagaere AY 5,000 units 

Required 

1. Prepare comparative income statements similar to Exhibit 5.8 for the three inventory costing methods 

of FIFO, LIFO, and weighted average. (Round all amounts to cents.) Include a detailed cost of goods 

sold section as part of each statement. The company uses a periodic inventory system, and its income 

tax rate is 40%. 

2. How would the financial results from using the three alternative inventory costing methods change if 

the company had been experiencing decreasing prices in its purchases of inventory? 

3. What advantages and disadvantages are offered by using (a) LIFO and (b) FIFO? Assume the continu- 

ing trend of increasing costs. 

Problem 5-8B 
Periodic: Income 

comparisons and cost 

flows 

Al PI 

Check (1) Net income: 

LIFO, $52,896; FIFO, 

$57,000; WA, $55,200 



266 Chapter 5 Reporting and Analyzing Inventories 

Problem 5-9B® 
Retail inventory method 

P4 

Check (1) Inventory, 

$66,555 cost 

(2) Inventory 

shortage at cost, $12,251.25 

The records of Macklin Co. provide the following information for the year ended December 31. 

At Cost At Retail 

January | beginning inventory....... $ 90,022 $115,610 

Cost of goods purchased ........... 502,250 761,830 

Net sales ee ta ence res 778,840 

Required 

1. Use the retail inventory method to estimate the company’s year-end inventory. 

2. A year-end physical inventory at retail prices yields a total inventory of $80,450. Prepare a calculation 

showing the company’s loss from shrinkage at cost and at retail. 

Problem 5-10B® 

Gross profit method 

P4 

Check Estim. ending inv., 

$619,892 

SERIAL 
PROBLEM 
Business Solutions 

P2 AB | 

Otingo Equipment Co. wants to prepare interim financial statements for the first quarter. The company 

wishes to avoid making a physical count of inventory. Otingo’s gross profit rate averages 35%. The fol- 

lowing information for the first quarter is available from its records. 

January | beginning inventory....... $ 802,880 

Cost of goods purchased ........... 2,209,636 

Netisales ari sia ane ee 3,680,960 

Required 

Use the gross profit method to estimate the company’s first-quarter ending inventory. 

(This serial problem began in Chapter I and continues through most of the book. If previous chapter seg- 

ments were not completed, the serial problem can begin at this point.) 

SP 5 

PartA 

Santana Rey of Business Solutions is evaluating her inventory to determine whether it must be adjusted 

based on lower of cost or market rules. Business Solutions has three different types of software in its 
inventory, and the following information is available for each. 

Cost Market 

Inventory items Units per Unit per Unit 

Office productivity ........ 3 $ 76 $ 74 

Desktop publishing ........ 2 103 100 

ACGOUREINE Tee ots 5 sceees sues 3 90 96 

Required 

1. Compute the lower of cost or market for ending inventory assuming Rey applies the lower of cost or 

market rule to inventory as a whole. Must Rey adjust the reported inventory value? Explain. 

2. Assume that Rey had instead applied the lower of cost or market rule to each product in inventory. 

Under this assumption, must Rey adjust the reported inventory value? Explain. 

Part B 

Selected accounts and balances for the three months ended March 31, 2017, for Business Solutions follow. 

January | beginning inventory........ $ 0 

G@ost:of. goods sold. i. een eee 

March 31 ending inventory.......... 704 
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1. Compute inventory turnover and days’ sales in inventory for the three months ended March 31, 2017. 
2. Assess the company’s performance if competitors average 15 times for inventory turnover and 25 days 

for days’ sales in inventory. 
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Beyond the Numbers 

BTN 5-1 Refer to Apple’s financial statements in Appendix A to answer the following. 

Required 

1. What amount of inventories did Apple report as a current asset on September 27, 2014? On September 

28, 2013? 

. Inventories represent what percent of total assets on September 27, 2014? On September 28, 2013? 

- Comment on the relative size of Apple’s inventories compared to its other types of assets. 

. What accounting method did Apple use to compute inventory amounts on its balance sheet? 

a khWN . Compute inventory turnover for fiscal year ended September 27, 2014, and days’ sales in inventory as 

of September 27, 2014. 

Fast Forward 

6. Access Apple’s financial statements for fiscal years ended after September 27, 2014, from its website 

(Apple.com) or the SEC’s EDGAR database (www.SEC.gov). Answer questions | through 5 using 

the current Apple information and compare results to those prior years. 

REPORTING IN 
ACTION 

(2 A3 

APPLE 

BTN 5-2 Comparative figures for Apple and Google follow. 

Apple beteyey-4{-) 

Current (evi t-ye (-7.1g Two Years Current One Year Two Years 

$ millions Year Prior alee Year ligglele altel a 

InVENtONY/2 payee Salt $ 1,764 cs 7ADI! $ 0 $ 426 Sa O5 

COSt OL SAlGS. ai re see 112,258 106,606 87,846 25,69 | MO 17,176 

Required 

1. Compute inventory turnover for each company for the most recent two years shown. 

2. Compute days’ sales in inventory for each compariy for the three years shown. 

3. Comment on and interpret your findings from parts 1 and 2. Assume an industry average for inventory 

turnover of 40. 

COMPARATIVE 
ANALYSIS 

A3 

APPLE 

GOOGLE 

BTN 5-3 Golf Challenge Corp. is a retail sports store carrying golf apparel and equipment. The store is at 

the end of its second year of operation and is struggling. A major problem is that its cost of inventory has 

continually increased in the past two years. In the first year of operations, the store assigned inventory 

costs using LIFO. A loan agreement the store has with its bank, its prime source of financing, requires the 

store to maintain a certain profit margin and current ratio. The store’s owner is currently looking over Golf 

Challenge’s preliminary financial statements for its second year. The numbers are not favorable. The only 

way the store can meet the required financial ratios agreed on with the bank is to change from LIFO to 

ETHICS 
CHALLENGE 

1° @ 
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FIFO. The store originally decided on LIFO because of its tax advantages. The owner recalculates ending 

inventory using FIFO and submits those numbers and statements to the loan officer at the bank for the 

required bank review. The owner thankfully reflects on the available latitude in choosing the inventory 

costing method. 

Required 

1. How does Golf Challenge’s use of FIFO improve its net profit margin and current ratio? 

2. Is the action by Golf Challenge’s owner ethical? Explain. 

COMMUNICATING 
IN PRACTICE 

a '@ 

TAKING IT TO 
THE NET 

3 @ 

BTN 5-4 You are a financial adviser with a client in the wholesale produce business that just completed 

its first year of operations. Due to weather conditions, the cost of acquiring produce to resell has escalated 

during the later part of this period. Your client, Javonte Gish, mentions that because her business sells 

perishable goods, she has striven to maintain a FIFO flow of goods. Although sales are good, the increas- 

ing cost of inventory has put the business in a tight cash position. Gish has expressed concern regarding 

the ability of the business to meet income tax obligations. 

Prepare a memorandum that identifies, explains, and justifies the inventory method you recommend your 

client, Ms. Gish, adopt. 

BTN 5-5 Access the September 27, 2014, 10-K report for Apple, Inc. (ticker AAPL), filed on October 

27, 2014, from the EDGAR filings at www.SEC. gov. 

Required 

1. What products are manufactured by Apple? 

2. What inventory method does Apple use? (Hint: See Note | to its financial statements.) 

3. Compute its gross margin and gross margin ratio for the 2014 fiscal year. Comment on your computa- 

tions—assume an industry average of 40% for the gross margin ratio. 

4. Compute its inventory turnover and days’ sales in inventory for the year ended September 27, 2014. 

Comment on your computations—assume an industry average of 40 for inventory turnover and 9 for 

days’ sales in inventory. 

TEAMWORK IN 
ACTION 

Al P3 

Hint: Step | allows four 

choices or areas for expertise. 

Larger teams will have some 

duplication of choice, but the 

specific identification method 

should not be duplicated. 

BTN 5-6 Each team member has the responsibility to become an expert on an inventory method. 

This expertise will be used to facilitate teammates’ understanding of the concepts relevant to that 

method. 

1. Each learning team member should select an area for expertise by choosing one of the following in- 

ventory methods: specific identification, LIFO, FIFO, or weighted average. 

2. Form expert teams made up of students who have selected the same area of expertise. The instructor 
will identify where each expert team will meet. 

3. Using the following data, each expert team must collaborate to develop a presentation that illustrates 

the relevant concepts and procedures for its inventory method. Each team member must write the pre- 

sentation in a format that can be shown to the learning team. 
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The company uses a perpetual inventory system. It had the following beginning inventory and current- 
year purchases of its product. 

Jan. | Beginning inventory ........ 50 units @ $100 = $ 5,000 

Janes ts sPurchase- esc eten cee 150 units @ $120 = 18,000 

ApresO. Purchase... saa fos eho 200 units @ $150 = 30,000 

Septe26) hurchasean seen as 300 units @ $200 = 60,000 

The company transacted sales on the following dates at a $350 per unit sales price. 

Jan. 10 

Feb. 15 100 units 

Oct. 5 350 units 

30 units (specific cost: 30 @ $100) 

(specific cost: 100 @ $120) 

(specific cost: 100 @ $150 and 250 @ $200) 

Concepts and Procedures to Illustrate in Expert Presentation 

a. Identify and compute the costs to assign to the units sold. (Round per unit costs to three decimals.) 

b. Identify and compute the costs to assign to the units in ending inventory. (Round inventory bal- 

ances to the dollar.) 

c. How likely is it that this inventory costing method will reflect the actual physical flow of goods? 

How relevant is that factor in determining whether this is an acceptable method to use? 

d. What is the impact of this method versus others in determining net income and income taxes? 

e. How closely does the ending inventory amount reflect replacement cost? 

4. Re-form learning teams. In rotation, each expert is to present to the team the presentation developed in 

part 3. Experts are to encourage and respond to questions. 
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BTN 5-7 Review the chapter’s opening feature highlighting Elon Musk and his company, Tesla Motors. 

Assume that Tesla consistently maintains an inventory level of $30,000, meaning that its average and end- 

ing inventory levels are the same. Also assume its annual cost of sales is $120,000. To cut costs, Elon 

proposes to slash inventory to a constant level of $15,000 with no impact on cost of sales. He plans to 

work with suppliers to get quicker deliveries and to order smaller quantities more often. 

Required 

1. Compute the company’s inventory turnover and its days’ sales in inventory under (a) current condi- 

tions and (b) proposed conditions. 

2. Evaluate and comment on the merits of this proposal given your analysis for part 1. Identify any 

concerns you might have about the proposal. 

BTN 5-8 Visit four retail stores with another classmate. In each store, identify whether the store uses a 

bar coding system to help manage its inventory. Try to find at least one store that does not use bar coding. 

If a store does not use bar coding, ask the store’s manager or clerk whether he or she knows which type of 

inventory method the store employs. Create a table that shows columns for the name of store visited, type 

ENTREPRENEURIAL 

DECISION 

A3 ? @ 

HITTING THE 
ROAD 

Ci 2» 
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of merchandise sold, use or nonuse of bar coding, and the inventory method used if bar coding is not em- 

ployed. You might also inquire as to what the store’s inventory turnover is and how often physical inven- 

tory is taken. 

GLOBAL BTN 5-9 Following are key figures (in millions of Korean won) for Samsung (www.Samsung.com), 

DECISION which is a leading manufacturer of consumer electronics products. 

¥¥ in millions Current Year One Year Prior Two Years Prior 

Sa msun Gg Inventory ct. 45. 23m. ¥# 17,317,504 ¥# 19,134,868 4 17,747,413 

APPLE Cost ofsales «40.5. 128,278,800 137,696,309 126,651,931 

GOOGLE 
1. Use these data and those from BTN 5-2 to compute (a) inventory turnover and (b) days’ sales in inven- 

tory for the most recent two years shown for Samsung, Apple, and Google. 

2. Comment on and interpret your findings from part 1. 

° 

ANSWERS TO MULTIPLE CHOICE QUIZ 

1. a; FIFO periodic. Ending inventory computation: 105 units @ $28 each = $2,940. 

(Hint: FIFO periodic inventory computation is identical to the FIFO perpetual inventory computation—see question 3.) 

2. e; Specific identification (perpetual and periodic are identical for specific identification). Ending 

inventory computation: 

20 units @ $25 $ 500 

40 units @ $27 ‘1,080 

45 units @ $28 1,260 

105 units $2,840 

3. a; FIFO perpetual 

Date Goods Purchased Cost of Goods Sold Inventory Balance 

July | 75 units @ $25 = $ 1,875 

July 3 348 units @ $27 = $9,396 75 units @ $25 \ = $11,271 

348 units @$27J 
ly 8 75 uni 25 | i S July units @ $ } = $ 7.950 23 units @ $27 $ 3,321 

225 units @ $27 

July 15 257 units @ $28 = $7,196 123 units @ $27 } $10,517 

257 units @ $28) ~ 
July 23 123 units @ $27 —$ 7577 105 units @ $28 = $2,940 

152 units @ $28 ; 
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4. b; LIFO perpetual 

Date Goods Purchased Cost of Goods Soild Inventory Balance 

July | 75 units @ $25 =$ 1,875 

July 3 348 units @ $27 = $9,396 ; 75 units @ $25 : $ 11271 

348 units @ $27 ; 

July 8 300 units @ $27 =$ 8,100 75 units @ $25 $ 3,171 

48 units @ $27 
July 15-257 units @ $28 = $7,196 75 units @ $25 

48 units @ $27 | $10,367 

257 units @ $28 

July 23 257 units @ $28 i $ 7.682 75 units @ $25 ie $ 2,685 

18 units @ $27 30 units @ $27 

$15,782 

5. i) a; FIFO periodic inventory = (20 x $14) + (10 x $12) 6. d; Days’ sales in inventory = (Ending inventory /Cost of goods sold 

= $400 x 365) = ($18,000/$85,000) 

ii) b; LIFO periodic cost of goods sold = (20 x $14) + (40 x $12) + x 365)— 17,29 days 

(70 x $10) = $1,460 



~ FRAUD AND INTERNAL 
CONTROL 

C1 Purpose and principles 
of controls 

TOOLS OF CONTROL 
AND ANALYSIS 

P2 Control of petty cash 

CONTROL OF CASH 

C2 Definition and 
reporting of cash 

P3 Bank reconciliation as 
a control tool P1 Control of cash receipts 

and cash disbursements 

Technology and controls 

Limitations of controls A) Assessing liquidity 

Learning Objectives 

CONCEPTUAL PROCEDURAL P3 Prepare a bank reconciliation. 

C1 Define internal control and identify its ea Apply internal control to cash receipts P4 Appendix 64—Describe use of 
purpose and principles. and disbursements. documentation and verification to 

C2 Define cash and cash equivalents and P2 Explain and record petty cash fund control cash disbursements. 
explain how to report them. transactions. 

ANALYTICAL 

A1 Compute the days’ sales uncollected 
ratio and use It to assess liquidity. 
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Google Eyes the Future 

MOUNTAIN VIEW, CA—You know you've hit 

it big when you are profiled in a comic book 

series! Enter Larry Page and Sergey Brin, 

: founders of Google, Inc. (Google.com), who 

are the focus of Bluewater Productions's 

business leaders comic book series. Yet, 

their real life story is just aS amazing. 

Larry and Sergey met in college, where 

it is said they disagreed “about most every- 

thing.” However, a college project on mea- 

suring the importance of a website led the 

two to develop an algorithm for an improved 

search engine. The duo ran their project out 

of their dorm rooms but soon were getting 

10,000 searches per day. With some angst, 

they borrowed $15,000, wrote a business 

plan, and launched Google (Google is based 

on the word “googol,” a mathematical term 

for the number 1 followed by 100 zeros) 

Larry recalls a night, at 23 years old, when 

he woke from a dream, “grabbed a pen and 

started writing . . . scribbling out the details 

and convincing myself it would work.” 

Google is now the dominant search en- 

gine, has expanded into several markets, 

and now competes head-to-head with Apple 

on many fronts. Google’s revenues and net 

income for the past four years follow: 

($ billions) 2011 2012 2013 2014 

Revenues ....... $38 $46 $56 $66 

Net income ..... 10 11 13 14 

Google, Inc. 
NASDAQ: GOOGL 

Founded 1998 

Cash & Equivalents 

- $100 bil. » g99.2 

$80 bil 

$377 bil. valuation $60 bil 

54,000 workers 

$52 bil. in costs 
$40 bil 

$21.7 
$20 bil $18.3 

$0 
GE Oracle Google Apple Microsoft 

Financial markets also see Google in a 

positive light, viewing it as an innovative 

company with dynamic leaders and cre- 

ative employees. Its stock price over the 

past four years reflects that enthusiasm. 

i hh, $600 
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An important part of Google's success |s 

setting up systems of internal controls, in- 

cluding controls over cash, to foster future 

success. Larry explains that proper internal 

controls are important to Google’s future 

and to the integrity of its systems. This in- 

cludes establishing control procedures to 

monitor business activities and safeguard 

its assets. Both Larry and Sergey claim that 

such controls and management practices 

raise productivity, cut expenses, reduce 

fraud, and enhance the user experience. 

Google has established strong internal 

controls for cash. This is fueled by its 

growth in the amount of cash, which now 

makes up nearly 14% of its total assets. 

($ billions) 2011 2012 2013 2014 

ashe cao SOW PSs Sealy. $ 18 

Totaliassets) 23... 73 94 Lt 131 

Google's liquid assets, including its cur 

rent securities of $46 billion, make up nearly 

one-half of its total assets. This “excess |i- 

quidity” concerns investors as the return on 

liquid assets is low. With such a large 

amount of liquid assets, Google invests sub- 

stantial resources into cash management, 

including controls over cash receipts, dis- 

bursements, and petty cash. A bank recon- 

ciliation is one of many tools that it uses. It 

also takes advantage of readily available 

banking services to enhance cash controls. 

Larry and Sergey, however, insist that 

much of the cash be devoted to R&D. They 

call it the 70-20-10 rule. “About 70% .. . 

[spent] on the core efforts of the company,’ 

explains Sergey, and “about 20% to adjacent 

areas and expansion.” And, “for the final 

10%" admits Sergey, “to anything goes!” 

Sources: Google website, January 2016; Google 

10-K, 2016; Entrepreneur, October 2008; Fortune, 

April 2012; The Guardian, January 2012; ABC, 

February 2004; CNET, March 2013 
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FRAUD AND INTERNAL CONTROL 

Ci 
Define internal control and 

identify its purpose and 
principles. 

©Victor Habbick Visions/Corbis 

This section describes internal control and its fundamental principles. We also discuss the im- 

pact of technology on internal control and the limitations of control procedures. 

Purpose of Internal Control 

Managers (or owners) of small businesses often control the entire operation. These managers 

usually purchase all assets, hire and manage employees, negotiate all contracts, and sign all 

checks. They know from personal contact and observation whether the business is actually re- 

ceiving the assets and services paid for. Most companies, however, cannot maintain this close 

personal supervision. They must delegate responsibilities and rely on formal procedures rather 

than personal contact in controlling business activities. 

Internal Control System Managers use an internal control system to monitor and control 

business activities. An internal control system consists of the policies and procedures managers 

use to 

® Protect assets. e Promote efficient operations. 

@ Ensure reliable accounting. e Urge adherence to company policies. 

A properly designed internal control system is a key part of systems design, analysis, and per- 

formance. Managers place a high priority on internal control systems because they can prevent 

avoidable losses, help managers plan operations, and monitor company and employee perfor- 

mance. For example, internal controls for health care must protect patient records and privacy. 

Internal controls do not provide guarantees, but they lower the company’s risk of loss. 

Sarbanes-Oxley Act (SOX) The Sarbanes-Oxley Act (SOX) requires the managers and 

auditors of companies whose stock is traded on an exchange (called public companies) to docu- 

ment and certify the system of internal controls. Following are some of the specific requirements: 

e Auditors must evaluate internal controls and issue an internal control report. 

® Auditors of a client are restricted as to what consulting services they can provide that client. 

® The person leading an audit can serve no more than seven years without a two-year break. 

e Auditors’ work is overseen by the Public Company Accounting Oversight Board (PCAOB). 

e Harsh penalties exist for violators—sentences up to 25 years in prison with severe fines. 

SOX has markedly impacted companies, and the costs of its implementation are high. Importantly, 

Section 404 of SOX requires that managers document and assess the effectiveness of all internal 

control processes that can impact financial reporting. The benefits include greater confidence in 

accounting systems and their related reports. However, the public continues to debate the costs 

versus the benefits of SOX as nearly all business activities of these companies are impacted by 

SOX. Section 404 of SOX requires that managers document and assess their internal controls and 

that auditors provide an opinion on managers’ documentation and assessment. Costs of complying 

with Section 404 for companies is reported to average $4 million (Financial Executives Institute). 

Principles of Internal Control 

Internal control policies and procedures vary from company to company according to such fac- 
tors as the nature of the business and its size. Certain fundamental internal control principles 
apply to all companies. The principles of internal control are to 

% TON aN NN 
Establish responsibilities. Mie won 2 

Va \ ...a control system _. 
i 

2. Maintain adequate records.  _{_ isonly as strong 

3. Insure assets and bond key employees. ‘\ KC See a 

4. Separate recordkeeping from custody of assets. oe ne ‘ 

5. Divide responsibility for related transactions. ype 

6. Apply technological controls. 

7. Perform regular and independent reviews. 
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This section explains these seven principles and describes how internal control procedures 
minimize the risk of fraud and theft. These procedures also increase the reliability and accuracy 
of accounting records. A framework for how these seven principles improve the quality of 
financial reporting is provided by the Committee of Sponsoring Organizations (COSO) 
(www.COSO.org). Specifically, these principles link to five aspects of internal control: control 
activities, control environment, risk assessment, monitoring, and communication. 

Establish Responsibilities Proper internal control means that responsibility for a task is 

clearly established and assigned to one person. When a problem occurs in a company where 
responsibility is not identified, determining who is at fault is difficult. For instance, if two sales- 
clerks share the same cash register and there is a cash shortage, neither clerk can be held ac- 

countable. To prevent this problem, one clerk might be given responsibility for handling all cash 

sales. Alternately, a company can use a register with separate cash drawers for each clerk. Most 
of us have waited at a retail counter during a shift change while employees swap cash drawers. 

Maintain Adequate Records Good recordkeeping is part of an internal control system. It 

helps protect assets and ensures that employees use prescribed procedures. Reliable records are 

also a source of information that managers use to monitor company activities. When detailed re- 

cords of equipment are kept, for instance, items are unlikely to be lost or stolen without detection. 

Similarly, transactions are less likely to be entered in wrong accounts if a chart of accounts is set 

up and carefully used. Many preprinted forms and internal documents are also designed for use in 

a good internal control system. When sales slips are properly designed, for instance, sales person- 

nel can record needed information efficiently with less 
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Point: Sarbanes-Oxley Act 

(SOX) requires that each 

annual report contain an inter- 

nal control report, which must 

(1) state managers’ responsibil- 

ity for establishing and 

maintaining adequate internal 

controls for financial reporting 

and (2) assess the effectiveness 

of those controls. 

Point: Many companies have 
a mandatory vacation policy for 

employees who handle cash 

When another employee must 

cover for the one on vacation, 

it is more difficult to hide cash 

frauds 

chance of errors or delays to customers. When sales slips 

are prenumbered and controlled, each one issued is the 

responsibility of one salesperson, preventing the salesper- Commercial Law League of America 

son from pocketing cash by making a sale and destroying Commercial Collection Agency 

the sales slip. Computerized point-of-sale systems achieve Association 

the same control results. Certificate of Bond Coverage 
This is to certify that 

Insure Assets and Bond Key Employees Good «Company» 

internal control means that assets are adequately insured | A member of the Commercial Collection Agency Association of the Commercial 

= . y Law League of America has in place for the benefit of its customer's indemnity 

against casualty and that employees handling large bond coverage totaling 500,000. The insurance afforded is subject to all terms, 

5 7 exclusions and conditions of such policies. Copies of the original bonds and the 

amounts of cash and easily transferable assets are bonded. current status of the bonds can be obtained by writing: 

An employee is bonded when a company purchases an 

insurance policy, or a bond, against losses from theft by 

that employee. Bonding reduces the risk of loss. It also 

discourages theft because bonded employees know an in- 

dependent bonding company will be involved when theft | Policy effective dates: Certificate Number: 982 

August 1, 2015 - July 31, 2016 

is uncovered and is unlikely to be sympathetic to an em- 

Commercial Law League of America 
1000 N. Rand Rd., Suite 214 

Jeff Henderson 
Executive Vice President 

Wauconda, IL 60084 

hy t Meson 
Jeff Henderson, EVP 

ployee involved in theft. (A common question on job ap- 

plications is whether you are bonded or bondable.) America 

Fraud 

Asset Theft Control A novel technique exists for 

Lins marking physical assets. It involves embedding a less than 

one-inch-square tag of fibers that creates a unique optical signature 

ags in everything 

Separate Recordkeeping from Custody of Assets A person who controls or has ac- 

cess to an asset must not keep that asset’s accounting records. This principle reduces the risk of 

theft or waste of an asset because the person with control over it knows that another person 

keeps its records. Also, a recordkeeper who does not have access to the asset has no reason to 

falsify records. This means that to steal an asset and hide the theft from the records, two or more 

Courtesy of Commercial Collection Agency Association of the Commercial Law League of 

Point: The Association of 

Certified Fraud Examiners 

(acfe.com) estimates that 

employee fraud costs companies 

more than $145,000 per 

incident 
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Point: There's a new security 

device—a person’s ECG (elec- 

trocardiogram) reading—that is 

as unique as a fingerprint and a 

lot harder to lose or steal than 

a PIN. ECGs can be read 

through fingertip touches. An 

ECG also shows that a living 

person is actually there, 

whereas fingerprint and facial 

recognition software can be 

fooled. 

Point: COSO organizes con- 

trol components into five types 

Control environment 

Control activities 

Risk assessment 

Monitoring 

Information and 

communication 

Point: Information on 

Internet fraud can be found at 

these websites 
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people must collude—or agree in secret to commit the fraud. Some payroll cash checking ser- 

vices require fingerprint ID before the payroll check is cashed. 

Divide Responsibility for Related Transactions Good internal control divides respon- 

sibility for a transaction or a series of related transactions between two or more individuals or 

departments. This is to ensure that the work of one individual acts as a check on the other. This 

principle, often called separation of duties, 1s not a call for duplication of work. Each employee 

or department should perform unduplicated effort. Examples of transactions with divided re- 

sponsibility are placing purchase orders, receiving merchandise, and paying vendors. These 

tasks should not be given to one individual or department. Assigning responsibility for two or 

more of these tasks to one party increases mistakes and perhaps fraud. Having an independent 

person, for example, check incoming goods for quality and quantity encourages more care and 

attention to detail than having the person who placed the order do the checking. Added protec- 

tion can result from identifying a third person to approve payment of the invoice. A company 

can even designate a fourth person with authority to write checks as another protective measure. 

Apply Technological Controls Cash registers, check protectors, time clocks, and personal 

identification scanners are examples of devices that can improve internal control. Technology 

often improves the effectiveness of controls. A cash register with a locked-in tape or electronic 

file makes a record of each cash sale. A check protector perforates the amount of a check into its 

face and makes it difficult to alter the amount. A time clock registers the exact time an employee 

both arrives at and departs from the job. Mechanical change and currency counters quickly and 

accurately count amounts, and personal scanners limit access to only authorized individuals. 

These and other technological controls are an effective part of many internal control systems. 

Some companies video record workers as they clock in and out, which discourages them from 

clocking in or out for others. 

© Decision |nsicht 

What’s-Her-Face Face-recognition software snaps a digital picture of the face and converts key facial 

features—say, the distance between the eyes—into a series of numerical values. These can be stored on an ID or 

ATM card as a simple bar code to prohibit unauthorized access. i 

Perform Regular and Independent Reviews Changes in personnel, stress of time pres- 

sures, and technological advances present opportunities for shortcuts and lapses. To counter 

these factors, regular reviews of internal control systems are needed to ensure that procedures 

are followed. These reviews are preferably done by internal auditors not directly involved in the 

activities. Their impartial perspective encourages an evaluation of the efficiency as well as the 

effectiveness of the internal control system. Many companies also pay for audits by indepen- 

dent, external auditors. These external auditors test the company’s financial records to give an 

opinion as to whether its financial statements are presented fairly. Before external auditors de- 

cide on how much testing is needed, they evaluate the effectiveness of the internal control sys- 

tem. This evaluation is often helpful to a client. Independent, external audits are usually 

performed by auditors who work for public accounting firms. 

® Decision Maker « 

Entrepreneur As owner of a start-up information services company, you hire a systems analyst. The analyst 
sees that your company employs only two workers. She recommends you improve controls and says that as owner 
you must serve as a compensating control. What does the analyst mean? Ml [Answers follow the chapter's Summary.] 

Technology, Fraud, and Internal Control 

The fundamental principles of internal control are relevant no matter what the technological 
state of the accounting system, from purely manual to fully automated systems. Technology 
impacts an internal control system in several important ways. Perhaps the most obvious is that 
technology allows us quicker access to databases and information. Used effectively, technology 
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greatly improves managers’ abilities to monitor and control business activities. This section 
describes some technological impacts we must be alert to. 

Reduced Processing Errors Technologically advanced systems reduce the number of errors 

in processing information. Provided the software and data entry are correct, the risk of mechanical 

and mathematical errors is nearly eliminated. However, we must remember that erroneous software 

or data entry does exist. Also, less human involvement in data processing can cause data entry errors 
to go undiscovered. Moreover, errors in software can produce consistent but erroneous processing 

of transactions. Continually checking and monitoring all types of systems are important. 

More Extensive Testing of Records A company’s review and audit of electronic records 
can include more extensive testing when information is easily and rapidly accessed. When ac- 

counting records are kept manually, auditors and others likely select only small samples of data 

to test. When data are accessible with computer technology, however, auditors can quickly ana- 

lyze large samples or even the entire database. 

Limited Evidence of Processing Many data processing steps are increasingly done by 

computer. Accordingly, fewer hard-copy items of documentary evidence are available for re- 

view. Yet technologically advanced systems can provide new evidence. They can, for instance, 

record who made the entries, the date and time, the source of the entry, and so on. Technology 

can also be designed to require the use of passwords or other identification before access to the 

system is granted. This means that internal control depends more on the design and operation of 

the information system and less on the analysis of its resulting documents. 

Crucial Separation of Duties Technological advances in accounting information systems 

often yield some job eliminations or consolidations. While those who remain have the special skills 

necessary to operate advanced programs and equipment, a company with a reduced workforce risks 

losing its crucial separation of duties. The company must establish ways to control and monitor 

employees to minimize risk of error and fraud. For instance, the person who designs and programs 

the information system must not be the one who operates it. The company must also separate con- 

trol over programs and files from the activities related to cash receipts and disbursements. For in- 

stance, a computer operator should not control check-writing activities. Achieving acceptable 

separation of duties can be especially difficult and costly in small companies with few employees. 

Increased E-Commerce Technology has encouraged the growth of 

e-commerce. Amazon.com and eBay are examples of companies that have 

successfully exploited e-commerce. Most companies have some e-commerce 

transactions. All such transactions involve at least three risks. (1) Credit card 

number theft is a risk of using, transmitting, and storing such data online. 

This increases the cost of e-commerce. (2) Computer viruses are malicious 

programs that attach themselves to innocent files for purposes of infecting 

and harming other files and programs. (3) Impersonation online can result in 

charges of sales to bogus accounts, purchases of inappropriate materials, and 

the unknowing giving up of confidential information to hackers. Companies 

use both firewalls and encryption to combat some of these risks—firewalls 
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Point: Evidence of any 

internal control failure for 

a company reduces user 

confidence in its financial 

statements. 

Point: We look to several 

sources when assessing a 

company’s internal controls. 

Sources include the auditor’s 

report, management report on 

controls (if available), manage- 

ment discussion and analysis, 

and financial press 

are points of entry to a system that require passwords to continue and en- “Worst case of identity theft I’ve ever seen!” 

cryption is a mathematical process to rearrange contents that cannot be read — Copyright 2004 by Randy Glasbergen. wwwglasbergen.com 

without the process code. Nearly 5% of Americans already report being vic- 

tims of identity theft, and roughly 10 million say their privacy has been compromised. 

£3 
Controls and Social Media Should controls extend to social media? What controls exist for a company’s 

social media strategy? Controls over social media might have impacted Facebook's decision to expemmment! with 

the "mood" of posts to see if it affected the happiness of the content posted by those users. OKCupid later 

its own experiments on members. Given the potential financial impacts of such activities, can 

© Decision ‘nso 

acknowledged 

companies afford not to adopt control systems over social media? @ 
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Limitations of Internal Control 

All internal control policies and procedures have limitations that usually arise from either 

(1) the human element or (2) the cost-benefit principle. 

Internal control policies and procedures are applied by people. This human element creates 

several potential limitations that we can categorize as either (1) human error or (2) human fraud. 

Human error can occur from negligence, fatigue, misjudgment, or confusion. Human fraud in- 

volves intent by people to defeat internal controls, such as management override, for personal 

gain. Fraud also includes collusion to thwart the separation of duties. The human element high- 

lights the importance of establishing an internal control environment to convey management’s 

commitment to internal control policies and procedures. Human fraud is driven by the triple- 

threat of fraud: e 
{e} 
2. . . . . : ° 

=. 2 Opportunity—refers to internal control deficiencies in the workplace. 
Ce 

° >, e Pressure—tefers to financial, family, society, and other stresses to succeed. 

Financial Pressure @ Rationalization—refers to employees justifying fraudulent behavior. 

The second major limitation on internal control is the cost-benefit principle, which dictates that 

the costs of internal controls must not exceed their benefits. Analysis of costs and benefits must 

consider all factors, including the impact on morale. Most companies, for instance, have a legal 

right to read employees’ e-mails, yet companies seldom exercise that right unless they are con- 

Point: Cybercrime. gov fronted with evidence of potential harm to the company. The same holds for drug testing, phone 
pursues computer and intellec- : : ; F : Pes Aig | | 
tual property crimes, including  ‘@Pping, and hidden cameras. The bottom line is that managers must establish internal contro 
that of e-commerce policies and procedures with a net benefit to the company. 

Hacker’s Guide to Cyberspace 
_ Pharming Viruses attached to e-mails and websites load software onto your PC that 

monitors keystrokes; when you sign on to financial websites, it steals your passwords. 

Phishing Hackers send e-mails to you posing as banks; you are asked for infor- 
mation using fake websites where they reel in your passwords and personal data. 

: Wi-Phishing Cybercrooks set up wireless networks hoping you will use them to 

_ connect to the web; your passwords and data are stolen as you use their 
_ network. 

: Bot-Networking Hackers send remote-control programs to your PC that take 
- control to send out spam and viruses; they even rent your bot to other 

cybercrooks. j 

_ Typo-Squatting Hackers set up websites with addresses similar to legit outfits; when a 
_ you make a typo and hit their sites, they infect your PC with viruses or take them over as bots. ' 

_ Hackers also have their own self-identification system: 

¢ Hackers, or external attackers, crack systems and take data for illicit gains (as unauthorized users). 
__¢ Rogue insiders, or internal attackers, crack systems and take data for illicit gains or revenge j 
_ (as authorized users). 
__ © Ethical hackers, or good-guys or white-hat hackers, crack systems and reveal vulnerabilities 
to enhance controls. 
__ © Crackers, or criminal hackers, crack systems illegally for illicit gains, fame, or revenge. 

Fraud 

soe: Fraud Discovery The Association for Certified Ss WED RSSO GME 

Fraud Examiners (ACFE) reports that 42% of frauds se 

are detected from a “‘tip,’ which is much higher than the next three 30% | 

detection sources (16% from management review, 14% from internal 2°” | isa or 
; . rahe ecce " 10% | ve easy | 

audit, d id 7% by ident). Op source tor a tip Is an ES : 
“Ilo wed | 

CT rc a customer a 
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Identity the following phrases/terms as best associated with the (a) purposes of an internal control system, 

(b) principles of internal control, or (c) limitations of internal control. 

1. Protect assets 8. ___ Human fraud 

2. Establish responsibilities 9. ____ Separate recordkeeping from custody of assets 

3. ——— Human error 10. ____ Divide responsibility for related transactions 

4. ____ Maintain adequate records 11. ___ Cost-benefit principle 

5. Apply technological controls 12. ___ Promote efficient operations 

6. Ensure reliable accounting 13. ____ Perform regular and independent reviews 

a Insure assets and bond key employees 14. __— Urge adherence to company policies 

Solution 

1.2 2.0 3.c¢ 4.b<-5.b 6.a 7.b° 82c°-9.6 10.b 11.c2 12.4 13.0 1424 

CONTROL OF CASH 
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NEED-TO-KNOW jis 

Internal Controls 

Ci 

Do More: OS 6-1, E 6-1, E 6-2, 

P 6-1 

Cash is a necessary asset of every company. Most companies also own cash equivalents (de- 

fined below), which are assets similar to cash. Cash and cash equivalents are the most liquid of 

all assets and are easily hidden and moved. Cash is also the most desired asset as other assets 

must be fenced (sold in a secondary market). An effective system of internal controls protects 

cash assets and it should meet three basic guidelines: 

1. Handling cash is separate from recordkeeping of cash. 

2. Cash receipts are promptly deposited in a bank. 

3. Cash disbursements are made by check (or electronic funds transfer, EFT). 

The first guideline applies separation of duties to minimize errors and fraud. When duties are 

separated, two or more people must collude to steal cash and conceal this action in the account- 

ing records. The second guideline uses immediate (say, daily) deposits of all cash receipts to 

produce a timely independent record of the cash received. It also reduces the likelihood of cash 

theft (or loss) and the risk that an employee could personally use the money before depositing 

it. The third guideline uses payments by check to develop an independent bank record of cash 

disbursements. This guideline also reduces the risk of cash theft (or loss). 

This section begins with definitions of cash and cash equivalents. Discussion then focuses on 

controls and accounting for both cash receipts and disbursements. The exact procedures used to 

achieve control over cash vary across companies. They depend on factors such as company Size: 

number of employees, volume of cash transactions, and sources of cash. 

Cash, Cash Equivalents, and Liquidity 

Good accounting systems help in managing the amount of cash and controlling who has access 

to it. Cash is the usual means of payment when paying for assets, services, or liabilities. Liquid- 

ity refers to a company’s ability to pay for its near-term obligations. Cash and similar assets are 

called liquid assets because they can be readily used to settle such obligations. A company 

needs liquid assets to effectively operate. 

Cash includes currency and coins along with the amounts on deposit in bank accounts, 

checking accounts (called demand deposits), and many savings accounts (called time deposits). 

Cash also includes items that are acceptable for deposit in these accounts such as customer 

checks, cashier’s checks, certified checks, and money orders. Cash equivalents are short-term, 

highly liquid investment assets meeting two criteria: (1) readily convertible to a known cash 

amount and (2) sufficiently close to their due date so that their market value is not sensitive to 

interest rate changes. Only investments purchased within three months of their due date usually 

satisfy these criteria. Examples of cash equivalents are short-term investments in assets such as 

U.S. Treasury bills and money market funds. To increase their return, many companies invest 

(2 
Define cash and cash 

equivalents and explain 
how to report them. 

Point: The most-liquid assets 

are usually reported first on a 

balance sheet; the least-liquid 

assets are reported last 
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P1 
Apply internal control 

to cash receipts and 

disbursements. 
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idle cash in cash equivalents. Most companies combine cash equivalents with cash as a single 

item on the balance sheet. 

Cash Management 

When companies fail, one of the most common causes is their inability to manage cash. Com- 

panies must plan both cash receipts and cash payments. The goals of cash management are 

twofold: 

1. Plan cash receipts to meet cash payments when due. 

2. Keep a minimum level of cash necessary to operate. 

The treasurer of the company is responsible for cash management. Effective cash management 

involves applying the following cash management principles. 

e@ Encourage collection of receivables. The more quickly customers and others pay the com- 

pany, the more quickly that company can use the money. Some companies have cash-only 

sales policies. Others might offer discounts for payments received early. 

®@ Delay payment of liabilities. The more delayed a company is in paying others, the more 

time it has to use the money. Some companies regularly wait to pay their bills until the last 

possible day allowed, although a company must take care not to hurt its credit standing. 

© Keep only necessary levels of assets. The less money a company has tied up in idle assets, 

the more money it has to invest in productive assets. Some companies maintain just-in-time 

inventory, meaning they plan inventory to be available at the same time orders are filled. 

Others might lease out excess warehouse space or rent equipment instead of buying it. 

e Plan expenditures. Money should be spent only when it is available. Companies must look 

at seasonal and business cycles to plan expenditures. 

© Invest excess cash. Excess cash earns no return and should be invested. Excess cash from 

seasonal cycles can be placed in a bank account or other short-term investment for income. 

Excess cash beyond what’s needed for regular business should be invested in productive as- 

sets like factories and inventories. 

™ Decision !nsight 

Days’ Cash Expense Coverage [he ratio of cash (and cash equivalents) to average daily cash expenses 

indicates the number of days a company can operate without additional cash inflows. It reflects on company 

liquidity and on the potential of excess cash. & 

Control of Cash Receipts 

Internal control of cash receipts ensures that cash received is properly recorded and deposited. 

Cash receipts can arise from transactions such as cash sales, collections of customer accounts, 

receipts of interest earned, bank loans, sales of assets, and owner investments. This section ex- 

plains internal control over two important types of cash receipts: over-the-counter and by mail. 

Over-the-Counter Cash Receipts For purposes of internal control, over-the-counter cash 

receipts from sales should be recorded on a cash register at the time of each sale. To help ensure 

that correct amounts are entered, each register should be located so customers can read the 

amounts entered. Clerks also should be required to enter each sale before wrapping merchandise 

and to give the customer a receipt for each sale. The design of each cash register should provide 

a permanent, locked-in record of each transaction. In many systems, the register is directly 

linked with computing and accounting services. Less advanced registers simply print a record of 

each transaction on a paper tape or electronic file locked inside the register. 

Proper internal control prescribes that custody over cash should be separate from its record- 
keeping. For over-the-counter cash receipts, this separation begins with the cash sale. The clerk 
who has access to cash in the register should not have access to its locked-in record. At the end 
of the clerk’s work period, the clerk should count the cash in the register, record the amount, and 
turn over the cash and a record of its amount to the company cashier. The cashier, like the clerk, 
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has access to the cash but should not have access to accounting records (or the register tape or 

file). A third employee, often a supervisor, compares the record of total register transactions (or 

the register tape or file) with the cash receipts reported by the cashier. This record is the basis 

for a journal entry recording over-the-counter cash receipts. The third employee has access to 

the records for cash but not to the actual cash. The clerk and the cashier have access to cash but 

not to the accounting records. None of them can make a mistake or divert cash without the dif- 

ference being revealed (see the following diagram). 

Sales Department Cashier Department 

Cash sheets woe 

Received from. 
Cash sheets 

Received from... 

ARES 

Ss jar'No|_Date | Name | Rank | Signature 

== 

Amount dollar 

Clerk rings up cash sales on register; 

clerk prepares cash count sheet 

(and keeps copy) and sends to 

company cashier along with the cash. 

Authorized Signature 

| Signature 

SEC s 
9821 0058 478211005 

Cashier prepares cash 

records, deposit slip, and 

journal entry. 

Supervisor reads register data, prepares 

register sheet (and keeps copy), and sends 

both to company cashier. 

Cash Over and Short Sometimes errors in making change are discovered from differences 

between the cash in a cash register and the record of the amount of cash receipts. Although a 

clerk is careful, one or more customers can be given too much or too little change. This means 

that at the end of a work period, the cash in a cash register might not equal the record of cash 

receipts. This difference is reported in the Cash Over and Short account, also called Cash 

Short and Over, which is an income statement account recording the income effects of cash 

overages and cash shortages. To illustrate, if a cash register’s record shows $550 but the count 

of cash in the register is $555, the entry to record cash sales and its overage is 

555 

Record cash sales and a cash overage. 

On the other hand, if a cash register’s record shows $625 but the count of cash in the register is 

$621, the entry to record cash sales and its shortage is 

625 

Record cash sales and a cash shortage. 

Since customers are more likely to dispute being shortchanged than being given too much 

change, the Cash Over and Short account usually has a debit balance at the end of an accounting 

period. A debit balance reflects an expense. It is reported on the income statement as part of 

selling, general, and administrative expenses. (Since the amount is usually small, it is often 

combined with other small expenses and reported as part of miscellaneous expenses—or as part 

of miscellaneous revenues if it has a credit balance.) 
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Point: Convenience stores 

sometimes display a sign: Cashier 

has no access to cash in locked 

floor (or wall) safe. Such signs 

help deter theft and holdups. 

Point: Many businesses have 

signs that read: If you receive 

no receipt, your purchase is 

free! This helps ensure that 

clerks ring up all transactions 

on registers 

Point: Retailers often require 

cashiers to restrictively endorse 

checks immediately on receipt 

by stamping them “For deposit 

only.” 

Assets = Liabilities + Equity 

cS) a) 
+550 

Assets = Liabilities + Equity 

+62 | — 4 

Point: Merchants begin a 

business day with a change fund 

in their cash register. The ac- 

counting for a change fund is 

similar to that for petty cash, 

including that for cash short- 

ages or overages 
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Point: Collusion implies that 
two or more individuals are 

knowledgeable about or in- 

volved with the activities of the 

other(s). 
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Cash Receipts by Mail Control of cash receipts that arrive through the mail starts with the 

person who opens the mail. Preferably, two people are assigned the task of, and are present for, 

opening the mail. In this case, theft of cash receipts by mail requires collusion between these 

two employees. Specifically, the person(s) opening the mail enters a list (in triplicate) of money 

received. This list should contain a record of each sender’s name, the amount, and an explana- 

tion of why the money is sent. The first copy is sent with the money to the cashier. A second 

copy is sent to the recordkeeper in the accounting area. A third copy is kept by the clerk(s) who 

opened the mail. The cashier deposits the money in a bank, and the recordkeeper records the 

amounts received in the accounting records. 

This process reflects good internal control. That is, when the bank balance is reconciled by 

another person (explained later in the chapter), errors or acts of fraud by the mail clerks, the 

cashier, or the recordkeeper are revealed. They are revealed because the bank’s record of cash 

deposited must agree with the records from each of the three. Moreover, if the mail clerks do not 

report all receipts correctly, customers will question their account balances. If the cashier does 

not deposit all receipts, the bank balance does not agree with the recordkeeper’s cash balance. 

The recordkeeper and the person who reconciles the bank balance do not have access to cash 

and therefore have no opportunity to divert cash to themselves. This system makes errors and 

fraud highly unlikely. The exception is employee collusion. 

© Decision !nsiqght § 

Rapid Receipts Walmart uses a network of information links with its point-of-sale cash registers to coordi- 

nate sales, purchases, and distribution. Its stores ring up tens of thousands of separate sales on heavy days. By 

using cash register information, the company can fix pricing mistakes quickly and capitalize on sales trends. 

Interestingly, Sam Walton, the founder, was a self-described distruster of computers. 

Control of Cash Disbursements 

Control of cash disbursements is especially important as most large thefts occur from payment 

of fictitious invoices. One key to controlling cash disbursements is to require all expenditures to 

be made by check. The only exception is small payments made from petty cash. Another key is 

to deny access to the accounting records to anyone other than the owner who has the authority 

to sign checks. A small-business owner often signs checks and knows from personal contact that 

the items being paid for are actually received. This arrangement is impossible in large busi- 

nesses. Instead, internal control procedures must be substituted for personal contact. Such pro- 
cedures are designed to assure the check signer that the obligations recorded are properly 

incurred and should be paid. This section describes these and other internal control procedures, 
including the voucher system and petty cash system. 

Cash Budget Projected cash receipts and cash disbursements are often summarized in a 

cash budget. Provided that sufficient cash exists for effective operations, companies wish to 

minimize the cash they hold because of its risk of theft and its low return versus other invest- 
ment opportunities. 

Decision !nsight 

Lockbox Some companies do not receive cash in the mail but, instead, elect to have customers send deposits 

directly to the bank using a lockbox system. Bank employees are charged with receipting the cash and depositing 

it in the correct business bank account. @ 

Voucher System of Control A voucher system is a set of procedures and approvals de- 

signed to control cash disbursements and the acceptance of obligations. The voucher system of 
control establishes procedures for 

® Verifying, approving, and recording obligations for eventual cash disbursement. 

® Issuing checks for payment of verified, approved, and recorded obligations. 
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A reliable voucher system follows standard procedures for every transaction. This applies 

even when multiple purchases are made from the same supplier. 

A voucher system’s control over cash disbursements begins when a company incurs an obli- 

gation that will result in payment of cash. A key factor in this system is that only approved de- 

partments and individuals are authorized to incur such obligations. The system often limits the 

type of obligations that a department or individual can incur. In a large retail store, for instance, 

only a purchasing department should be authorized to incur obligations for merchandise inven- 

tory. Another key factor is that procedures for purchasing, receiving, and paying for merchan- 

dise are divided among several departments (or individuals). These departments include the one 

requesting the purchase, the purchasing department, the receiving department, and the account- 

ing department. To coordinate and control responsibilities of these departments, a company uses 

several different business documents. Exhibit 6.1 shows how documents are accumulated in a 

voucher, which is an internal document (or file) used to accumulate information to control cash 

disbursements and to ensure that a transaction is properly recorded. This specific example be- 

gins with a purchase requisition and concludes with a check drawn against cash. Appendix 6A 

describes the documentation and verification necessary for a voucher system of control. It also 

describes the internal control objective served by each document. 

Sender Receiver(s) 

Cashier CHECK | costeamaizoie cone = Supplier (vendor) 

fe ss Cashier 

Receving No. 

Receiving 

Supplier (vendor) == Ss | Accounting 
“Purchase Order 

Purchasing }  2-Mart Request purchase of the following item(s) 
10 Michigan Street. Chicago, [uci | eemenimn Touantity] Price 

Purchase Requisition 
ZMart Date... October 26, 2016... 

Preferred Vendor». Fe... 

Requesting ‘sii ® Purchasing; and Accounting 

A voucher system should be applied not only to purchases of inventory but to all expenditures. 

To illustrate, when a company receives a monthly telephone bill, it should review and verify the 

charges, prepare a voucher (file), and insert the bill. This transaction is then recorded with a jour- 

nal entry. If the amount is currently due, a check is issued. If not, the voucher is filed for payment 

on its due date. If no voucher is prepared, verifying the invoice and its amount after several days or 

weeks can be difficult. Also, without records, a dishonest employee could collude with a dishonest 

supplier to get more than one payment for an obligation, payment for excessive amounts, or pay- 

ment for goods and services not received. An effective voucher system helps prevent such frauds. 

Fraud 

At Risk The Association for 

Certified Fraud Examiners (ACFE) 

reports that 85% of fraud is from asset theft. Of 

those asset thefts, the graph here shows a few that 

stand out—in both frequency and median loss. — 

é Ee nN 0 isos 

How Cash Is Stolen 

ae $32,000 

$30,000 

wee $50,000 3 ‘ 

Namely, cz h is most freq 

pees : 

% Accounting; Requesting; and Purchasing 
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Point: MCI, formerly 

WorldCom, paid a whopping 

$500 million in SEC fines for 

accounting fraud. Among the 

charges were that it inflated 

earnings by as much as 

$10 billion. Its CEO, Bernard 

Ebbers, was sentenced to 

25 years. 

EXHIBIT 6.1 

Document Flow in a 

Voucher System 

% Supplier; Requesting; Receiving; and Accounting 

Point: A voucher is an internal 

document (or file) 

Point: The basic purposes of 

paper and electronic documents 

are similar. However, the internal 

control system must change to 

reflect different risks, including 

confidential and competitive- 

sensitive information that is at 

greater risk in electronic systems. 
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Cy +2 
Control of Cash 

Receipts and Payments 

Pit? 

Do More: QS 6-3, E 6-3, E 6-4 

P2 
Explain and record petty 

cash fund transactions. 

Point: A petty cash fund 

is used only for business 

expenses. 

EXHIBIT 6.2 

Petty Cash Receipt 

Point: Petty cash receipts 

with either no signature or 

a forged signature usually 

indicate misuse of petty cash 

Companies respond with 

surprise petty cash counts for 

verification 
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A good system of internal control for cash provides adequate procedures for protecting both cash receipts 

and cash disbursements. Which of the following statements is true regarding the control of cash receipts 

and cash disbursements? 

____ 1. Over-the-counter cash receipts from sales should be recorded on a cash register at the time of 

each sale. 

____ 2. Custody over cash should be separate from the recordkeeping of cash. 

. For control of cash receipts that arrive through the mail, two people should be assigned the task 

of, and be present for, opening that mail. 

____ 4. One key to controlling cash disbursements is to require that no expenditures be made by check; 

instead, all expenditures should be made from petty cash. 

. A voucher system of control should be applied only to purchases of inventory and never to other 

expenditures. 

Solution 

1.True 2.True 3.True 4. False 5. False 

Petty Cash System of Control A basic principle for controlling cash disbursements is 

that all payments must be made by check. An exception to this rule is made for petty cash dis- 

bursements, which are the small payments required for items such as postage, courier fees, mi- 

nor repairs, and low-cost supplies. To avoid the time and cost of writing checks for small 

amounts, a company sets up a petty cash fund to make small payments. (Petty cash activities 

are part of an imprest system, which designates advance money to establish the fund, to with- 

draw from the fund, and to reimburse the fund.) 

Operating a Petty Cash Fund Establishing a petty cash fund requires estimating the total 

amount of small payments likely to be made during a short period such as a week or month. A 

check is then drawn by the company cashier for an amount slightly in excess of this estimate. 

This check is recorded with a debit to the Petty Cash account (an asset) and a credit to Cash. 

The check is cashed, and the currency is given to an employee designated as the petty cashier 

or petty cash custodian. The petty cashier is responsible for keeping this cash safe, making pay- 

ments from the fund, and keeping records of it in a secure place referred to as the petty cashbox. 

When each cash disbursement is made, the person receiving payment should sign a prenum- 

bered petty cash receipt, also called petty cash ticket—see Exhibit 6.2. The petty cash receipt is 

then placed in the petty cashbox with the remaining money. Under this system, the sum of all 

receipts plus the remaining cash equals the total fund amount. A $100 petty cash fund, for in- 

stance, contains any combination of cash and petty cash receipts that totals $100 (examples are 

$80 cash plus $20 in receipts, or $10 cash plus $90 in receipts). Each disbursement reduces cash 
and increases the amount of receipts in the petty cashbox. 

Date Noverrber 5) 2016 
“Charge to Merchandise Lwento 

Amount _$6-75 

Approved by 

Z-Mart a eaiS: 

PETTY CASH RECEIPT Bashctoh ae 

: For “freight charges ‘e 

8 
i 

The petty cash fund should be reimbursed when it is nearing zero and at the end of an ac- 

counting period when financial statements are prepared. For this purpose, the petty cashier sorts 

the paid receipts by the type of expense or account and then totals the receipts. The petty cashier 
presents all paid receipts to the company cashier, who stamps all receipts paid so they cannot be 
reused, files them for recordkeeping, and gives the petty cashier a check for their sum. When 
this check is cashed and the money placed in the cashbox, the total money in the cashbox is re- 
stored to its original amount. The fund is now ready for a new cycle of petty cash payments. 
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Illustrating a Petty Cash Fund To illustrate, assume Z-Mart establishes a petty cash fund 
on November | and designates one of its office employees as the petty cashier. A $75 check 
is drawn, cashed, and the proceeds given to the petty cashier. The entry to record the setup of 
this petty cash fund is 

Noy. | Bettys Gas hivcon euserntcecsstana cigs Geir kerteean cepts: 75 

Casio mune este ee ee ay Uf) 

Establish a petty cash fund. 

After the petty cash fund is established, the Petty Cash account is not debited or credited 

again unless the amount of the fund is changed. (A fund should be increased if it requires 
reimbursement too frequently. On the other hand, if the fund is too large, some of its money 

should be redeposited in the Cash account.) 

Next, assume that Z-Mart’s petty cashier makes several November payments from petty cash. 

Each person who received payment is required to sign a receipt. On November 27, after making 

a $26.50 cash payment for tile cleaning, only $3.70 cash remains in the fund. The petty cashier 

then summarizes and totals the petty cash receipts as shown in Exhibit 6.3. 

Z-MART 

. Petty Cash Payments Report 

Miscellaneous Expenses 

Nov. 2— Cleaning of ECD panels: 2 qa.c oie chee cet rye $20.00 

Novs272r = Mile cleaning cscs sty cste ras tee rer ete age rene 26.50 $46.50 

Merchandise Inventory (transportation-in) 

Nov. 5 Transport of merchandise purchased..............-. 6.75 

Nov. 20 Transport of merchandise purchased..............-- 8:30 15.05 

Delivery Expense 

Nov, 18) Gustomer’s package delivered .c2.- 05-02. 9-- 220s 5.00 

Office Supplies Expense 

Noy. 15 Purchase of office supplies immediately used ......... eal 

FO eae oe eee SR et PG Coy PR a VE ees erecta ms Sate een Ueno $71.30 

The petty cash payments report and all receipts are given to the company cashier in exchange 

for a $71.30 check to reimburse the fund. The petty cashier cashes the check and puts the $71.30 

cash in the petty cashbox. The company records this reimbursement as follows. 

Nov. 27 Miscellaneous Expenses .........00- eee e eee neces en ees 46.50 

Merchandise Inventory .........2+-----e eee ce eset eee 15.05 

Delivery Expense ............:: Peon cod Paes oon nciae 5.00 

4.75 Office Supplies Expense ....- 0-6. sees eect eee eee eee es 

ICAU? Quinto won poLe Aanmede donee cos llame ona eo) tae 

*$75 fund bal. — $3.70 cash rem. 

71.30 

Reimburse petty cash. 

A petty cash fund is usually reimbursed at the end of an accounting period so that expenses 

are recorded in the proper period, even if the fund is not low on money. If the fund is not reim- 

bursed at the end of a period, the financial statements would show both an overstated cash asset 

and understated expenses (or assets) that were paid out of petty cash. Some companies do not 

reimburse the petty cash fund at the end of each period under the notion that this amount 1s 1m- 

material to users of financial statements. 

Increasing or Decreasing a Petty Cash Fund A decision to increase or decrease a petty 

cash fund is often made when reimbursing it. To illustrate, assume Z-Mart decides to increase 

its petty cash fund from $75 to $100 on November 27 when it reimburses the fund. The entries 
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Assets = Liabilities + Equity 

+75 

=75 

Point: Although individual 

petty cash disbursements are 

not evidenced by a check, the 

initial petty cash fund is evi- 

denced by a check, and later 

petty cash expenditures are evi- 

denced by a check to replenish 

them in total 

EXHIBIT 6.3 

Petty Cash Payments 

Report 

Point: This report can also 

include receipt number and 

names of those who approved 

and received cash payment (see 

Need-To-Know 6-3). 

Assets = Liabilities + Equity 

71.30 —46.50 

—15.05 

— 5.00 

—~A75 

Point: To avoid errors in 

recording petty cash reimburse- 

ment, follow these steps 

(1) prepare payments report, 
(2) compute cash needed by 

subtracting cash remaining from 

total fund amount, (3) record 

entry, and (4) check “Dr. = Cr” 

in entry. Any difference is Cash 

Over and Short 
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required are to (1) reimburse the fund as usual (see the preceding November 27 entry) and 

(2) increase the fund amount as follows. 

Nov. 27 Petty Cash ap iaiyir cnt tater race ye cesta eey ance 25 

Cas hdee is ee oe ee ce icine atin ale aterik yer te 25 

Increase the petty cash fund amount. 

Alternatively, if Z-Mart decreases the petty cash fund from $75 to $55 on November Da, (De 

entry is 

Nov. 27 Gast oe cas doen ee Re rth, Ors fee top cs oie ners 20 

Petty: Cashiticdie scp cent ies nn enc vajcrets cach ken tehar 20 

Decrease the petty cash fund amount. 

Cash Over and Short Sometimes a petty cashier fails to get a receipt for payment 
Summary of Petty Cash Accounting z : : d . 

or overpays for the amount due. When this occurs and the fund is later reimbursed, “Event —~—=séPetty Cash“ Cash Expenses _ 

Suma... to «© the petty cash payments report plus the cash remaining will not total to the fund 

Reimburse fund... — Cr Dr balance. This mistake causes the fund to be short. This shortage is recorded as an 

Ril St pate ca expense in the reimbursing entry with a debit to the Cash Over and Short account. 

(An overage in the petty cash fund is recorded with a credit to Cash Over and Short 

in the reimbursing entry.) To illustrate, prepare the June | entry to reimburse a $200 

$200 Petty Cash Fund petty cash fund when its payments report shows $178 in miscellaneous expenses and 

$15 cash remains. 

June | Miscellaneous: Expenses: aces ticrec = ern gch isi acy eelcetatata = 178 

Gash Over and Short’). 20032002252. ia ee 7 

Casha eee cpa oe per earls oadhiwecetek Opiates ae 185 

Reimburse petty cash. *$200 fund bal. — $15 cash rem. 

$15 Cash 

Fraud 

= Have a Clue There are clues to fraudulent activities. Clues from accounting include (1) an 

increase in customer refunds—could be fake, (2) missing documents—could be used for 

fraud, (3) differences between bank deposits and cash receipts—could be cash embezzled, and (4) delayed 

recording—could reflect fraudulent records. Clues from employees include (1) lifestyle change—could 
\ £.° eer failu ) 

NEFD-TO-KNOW 6-3 Bacardi Company established a $150 petty cash fund with Eminem as the petty cashier. When the fund 
balance reached $19 cash, Eminem prepared a petty cash payments report, which follows. 

Petty Cash System 

P2 Petty Cash Payments Report 

Receipt No. Account Charged Approved by Received by 

12 Delivery Expense............. $29 Eminem A. Smirnoff 

13 Merchandise Inventory ........ 18 Eminem J. Daniels 

15 (Omitted) 9. eect eee 32 Eminem C. Carlsberg 

16 Miscellaneous Expense ........ 41 (Omitted) J. Walker 
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Required 

1. Identify four internal control weaknesses from the petty cash payments report. 

2. Prepare general journal entries to record: 

a. Establishment of the petty cash fund. 

b. Reimbursement of the fund. (Assume for this part only that petty cash receipt no. 15 was issued for 
miscellaneous expenses.) 

3. What is the Petty Cash account balance immediately before reimbursement? Immediately after 

reimbursement? 

Solution 

1. Four internal control weaknesses that are apparent from the payments report include: 

a. Petty cash ticket no. 14 is missing. Its omission raises questions about the petty cashier’s manage- 

ment of the fund. 

b. The $19 cash balance means that $131 has been withdrawn ($150 — $19 = $131). However, the 

total amount of the petty cash receipts is only $120 ($29 + $18 + $32 + $41). The fund is $11 short 
of cash ($131 — $120 = $11). Was petty cash receipt no. 14 issued for $11? Management should 
investigate. 

c. The petty cashier (Eminem) did not sign petty cash receipt no. 16. This omission could have 

been an oversight on his part or he might not have authorized the payment. Management should 

investigate. 

2. Petty cash receipt no. 15 does not indicate which account to charge. This omission could have been 

an oversight on the petty cashier’s part. Management could check with C. Carlsberg and the petty 

cashier (Eminem) about the transaction. Without further information, debit Miscellaneous Expense. 

2. Petty cash general journal entries. 

a. Entry to establish the petty cash fund. b. Entry to reimburse the fund. 

Petty Cash Delivery-Expense=i0%, 52. ioc deve can sani 29 

Merchandise Inventory................-. 18 

Miscellaneous Expense ($41 + $32)........ 73 

Gash @vern andisnone sees een 11 

Cash ($150 fund bal. — $19 cash rem.) . . 131 

3. The Petty Cash account balance always equals its fund balance, in this case $150. This account balance 

does not change unless the fund is increased or decreased. 

BANKING ACTIVITIES AS CONTROLS 
Banks (and other financial institutions) provide many services, including helping companies 

control cash. Banks safeguard cash, provide detailed and independent records of cash transac- 

tions, and are a source of cash financing. This section describes these services and the docu- 

ments provided by banking activities that increase managers’ control over cash. 

Basic Bank Services 

This section explains basic bank services—such as the bank account, the bank deposit, and 

checking—that contribute to the control of cash. 

Bank Account, Deposit, and Check A bank account is a record set up by a bank for a 

customer. It permits a customer to deposit money for safekeeping and helps control withdraw- 

als. To limit access to a bank account, all persons authorized to write checks on the account 

must sign a signature card, which bank employees use to verify signatures on checks. Many 

companies have more than one bank account to serve different needs and to handle special 

transactions such as payroll. 
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Do More: OS 6-4, E 6-5, 

E 6-6, P 6-2 



288 

Point: Online banking services 

include the ability to stop pay- 

ment on a check, move money 

between accounts, get up-to- 

date balances, and identify 

cleared checks and deposits. 

EXHIBIT 6.4 

Deposit Ticket 
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Each bank deposit is supported by a deposit ticket, which lists items such as currency, coins, 

and checks deposited along with their corresponding dollar amounts. The bank gives the cus- 

tomer a copy of the deposit ticket or a deposit receipt as proof of the deposit. Exhibit 6.4 shows 

one type of deposit ticket. 

DEPOSIT TICKET 

VideoBuster Company 
901 Main Street 

Hillcrest, NY 11749 

LIST CHECKS SINGLY 

20350 TOTAL FROM OTHER SIDE 

Front 240| 00 

D df heck USE OTHER SIDE FOR ADDITIONAL 
epostl ChECRS LISTINGS. BE SURE EACH ITEM IS hae Wiereeceersecceeeceth ys NET DEPOSIT 00 OP OmEEL EABOHCED: 

oe 
FN First National Checks and other items are received for deposit subject to the provisions of the uniform commercial code or any applicable collection agreement. 

Hillcrest, New York 11750 
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To withdraw money from an account, the depositor can use a check, which is a document 

signed by the depositor instructing the bank to pay a specified amount of money to a designated 

recipient. A check involves three parties: a maker who signs the check, a payee who is the re- 

cipient, and a bank (or payer) on which the check is drawn. The bank provides a depositor the 

checks that are serially numbered and imprinted with the name and address of both the deposi- 

tor and bank. Both checks and deposit tickets are imprinted with identification codes in mag- 
netic ink for computer processing. Exhibit 6.5 shows one type of check. It is accompanied with 

an optional remittance advice explaining the payment. When a remittance advice is unavailable, 

the memo line is often used for a brief explanation. 

Electronic Funds Transfer Electronic funds transfer (EFT) is the electronic transfer of 

cash from one party to another. No paper documents are necessary. Banks simply transfer cash 

from one account to another with a journal entry. Companies are increasingly using EFT be- 

cause of its convenience and low cost. For instance, it can cost up to 50 cents to process a check 
through the banking system, whereas EFT cost is near zero. We now commonly see items such 

as payroll, rent, utilities, insurance, and interest payments being handled by EFT. The bank 

statement lists cash withdrawals by EFT with the checks and other deductions. Cash receipts by 

EFT are listed with deposits and other additions. A bank statement is sometimes a depositor’s 
only notice of an EFT. 

Bank Statement 

Usually once a month, the bank sends each depositor a bank statement showing the activity in 

the account. Although a monthly statement is common, companies often regularly access infor- 
mation on their banking transactions. (Companies can choose to record any accounting adjust- 
ments required from the bank statement immediately or later, say, at the end of each day, week, 
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Check 

Maker sium VideoBuster Company 
901 Main Street 

Hillcrest, NY 11749 

No. 438 

99-DT/101 

Payee ssssssssssii Pay to the Ps 

order of __ Hillcrest Lighting _ $ | 29-00 

Fifty Five Dollars and-o~ Dollars ‘A 

Payer eee N First National 

Hillcrest, New York 11750 

Memo Store Lighting Design 

Michiaadii. 4Sided-: Me 4a8 

Detach this portion before cashing 

10/3/16 Lighting design, 

Invoice No. 4658 

Remittance 

Advice 
Gross Amount | Deductions | Net Amount 

$55.00 $55.00 

VideoBuster Company, Hillcrest, NY 

month, or when reconciling a bank statement.) Different banks use different formats for their 

bank statements, but all of them include the following items of information: 

Beginning-of-period balance of the depositor’s account. 

Checks and other debits decreasing the account during the period. 

an ke Deposits and other credits increasing the account during the period. 

4. End-of-period balance of the depositor’s account. 

This information reflects the bank’s records. Exhibit 6.6 shows one type of bank statement. 

Identify each of these four items in that statement. Part (@) of Exhibit 6.6 summarizes changes 

in the account. Part (B) lists paid checks along with other debits. Part © lists deposits and cred- 

its to the account, and part ©) shows the daily account balances. 

In reading a bank statement note that a depositor’s account is a liability on the bank’s records. 

This is because the money belongs to the depositor, not the bank. When a depositor increases 

the account balance, the bank records it with a credit to that liability account. This means that 

debit memos from the bank produce credits on the depositor’s books, and credit memos 

from the bank produce debits on the depositor’s books. 

Enclosed with a bank statement is a list of the depositor’s canceled checks (or the actual can- 

celed checks) along with any debit or credit memoranda affecting the account. Increasingly, 

banks are showing canceled checks electronically via online access to accounts. Canceled 

checks are checks the bank has paid and deducted from the customer’s account during the pe- 

riod. We say such checks have cleared the bank. Other deductions that can appear on a bank 

statement include (1) service charges and fees assessed by the bank, (2) checks deposited that 

are uncollectible, (3) corrections of previous errors, (4) withdrawals through automated teller 

machines (ATMs), and (5) periodic payments arranged in advance by a depositor. (Most com- 

pany checking accounts do not allow ATM withdrawals because of the company’s desire to 

make all disbursements by check.) Except for service charges, the bank notifies the depositor of 

each deduction with a debit memorandum when the bank reduces the balance. A copy of each 

debit memorandum is usually sent with the statement (again, this information is often available 

earlier via online access and notifications). 
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EXHIBIT 6.5 

Check with Remittance 

Advice 

Point: Good internal control 

is to deposit all cash receipts 

daily and make all payments for 

goods and services by check. 

This controls access to cash 

and creates an independent 

record of all cash activities 

Another good control is to 

send a copy of the bank 

statement directly to a party 

without access to cash or 

recordkeeping. 

Point: Your checking account 

is a liability from the bank’s 

perspective (but an asset from 

yours). Credits increase the 

bank's liability to you. When 

you make a deposit, they 

“credit your account.” Debits 

decrease the bank’s liability to 

you. VVhen you write a check, 

or use your debit card for a 

purchase, the bank decreases 

its liability to you; they “debit 

your account.” 

Global: If cash is in more 

than one currency, a company 

usually translates these 

amounts into U.S. dollars using 

the exchange rate as of the 

balance sheet date. Also, a 

company must disclose any 

restrictions on cash accounts 

located outside the United 

States 
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Transactions that increase the depositor’s account include amounts the bank collects on be- 

half of the depositor and the corrections of previous errors. Credit memoranda notify the de- 

positor of all increases when they are recorded. A copy of each credit memorandum is often sent 

with the bank statement. Banks that pay interest on checking accounts often compute the 

amount of interest earned on the average cash balance and credit it to the depositor’s account 

each period. In Exhibit 6.6, the bank credits $8.42 of interest to the account. 

Bank Reconciliation 

P3 When a company deposits all cash receipts and makes all cash payments (except petty cash) 

by check, it can use the bank statement for proving the accuracy of its cash records. This is 

done using a bank reconciliation, which is a report explaining any differences between the 

checking account balance according to the depositor’s records and the balance reported on 

the bank statement. The figure below reflects this process, which we describe in the follow- 
ing sections. 

Prepare a bank 

reconciliation. 

Bank Reconciliation 

Bank Balance Bank balance.............. # Book balance.............. # Book Balance 

Bank Statement Add & deduct: Add & deduct: 
Cash Account 

Checks & debits ...... # e Timing differences # e Timing differences # 
Deposits & credits... # e Any errors wt \e Any errors # Cash receipts 
See ey) Adjusted bank bal....... # Adjusted book bal....... # Cash disbursements 

Balance 

Purpose of Bank Reconciliation The balance of a checking account reported on the bank 
statement rarely equals the balance in the depositor’s accounting records. This is usually due to 
information that one party has that the other does not. We must therefore prove the accuracy of 
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both the depositor’s records and those of the bank. This means we must reconcile the two bal- 
ances and explain or account for any differences in them. Among the factors causing the bank 
statement balance to differ from the depositor’s book balance are these: 

® Outstanding checks. [Adjust bank balance.] Outstanding checks are checks written (or 
drawn) by the depositor, deducted on the depositor’s records, and sent to the payees but not 
yet received by the bank for payment at the bank statement date. 

® Deposits in transit (also called outstanding deposits). [Adjust bank balance.] Deposits in 
transit are deposits made and recorded by the depositor but not yet recorded on the bank 
statement. For example, companies can make deposits (in the night depository) at the end of 
a business day after the bank is closed. If such a deposit occurred on a bank statement date, it 

would not appear on this period’s statement. The bank would record such a deposit on the 

next business day, and it would appear on the next period’s bank statement. Deposits mailed 
to the bank near the end of a period also can be in transit and unrecorded when the statement 
is prepared. 

e@ Deductions for uncollectible items and for services. [Adjust book balance.] A company 

sometimes deposits another party’s check that is uncollectible (usually meaning the bal- 

ance in that party’s account is not large enough to cover the check). This check is called 

a nonsufficient funds (NSF) check. The bank would have initially credited the deposi- 

tor’s account for the amount of the check. When the bank learns the check is uncollect- 

ible, it debits (reduces) the depositor’s account for the amount of that check. The bank 

may also charge the depositor a fee for processing an uncollectible check and notify the 

depositor of the deduction by sending a debit memorandum. The depositor should re- 

cord each deduction when a debit memorandum is received, but an entry is sometimes 

not made until the bank reconciliation is prepared. Other possible bank charges to a 

depositor’s account that are first reported on a bank statement include printing new 

checks and service fees. 

e Additions for collections and for interest. [Adjust book balance.] Banks sometimes act 

as collection agents for their depositors by collecting notes and other items. Banks can 

also receive electronic funds transfers to the depositor’s account. When a bank collects 

an item, it is added to the depositor’s account, less any service fee. The bank also sends 

a credit memorandum to notify the depositor of the transaction. When the memorandum 

is received, the depositor should record it; yet it sometimes remains unrecorded until the 

bank reconciliation is prepared. The bank statement also includes a credit for any inter- 

est earned. 

e Errors. [Adjust bank or book balance.] Both banks and depositors can make errors. Bank 

errors might not be discovered until the depositor prepares the bank reconciliation. Also, 

depositor errors are sometimes discovered when the bank balance is reconciled. Error testing 

includes: (a) comparing deposits on the bank statement with deposits in the accounting re- 

cords and (b) comparing canceled checks on the bank statement with checks recorded in the 

accounting records. 

Timing Differences The following lists common timing differences. Each of these items has 

already been recorded by either the bank, or the company, but not both. 

Reconciling Item Is Already: On Bank Reconciliation Must be: 

Outstanding checks ........ Subtracted from book balance Subtracted from bank balance 

Deposits in transit .......-- Added to book balance Added to bank balance 

Bank fe@S 2 iaenc so ome oe Subtracted from bank balance Subtracted from book balance 

INS ete ives Goch aausone out Subtracted from bank balance Subtracted from book balance 

Interest earned s...--.--.-- Added to bank balance Added to book balance 

291 

Forms of Check Fraud 
(CkFraud.org) 

* Forged signatures—legitimate blank 
checks with fake payer signature 

* Forged endorsements—stolen 

check that is endorsed and cashed 
by someone other than the payee 

* Counterfeit checks—fraudulent 
checks with fake payer signature 

* Altered checks—legitimate check 
altered (such as changed payee or 
amount) to benefit perpetrator 

* Check kiting—deposit check 
from one bank account (without 
sufficient funds) into a second 

bank account. 

Point: Smal! businesses with 

few employees often allow 

recordkeepers to both write 

checks and keep the general 

ledger. If this is done, it is 

essential that the owner do the 

bank reconciliation. 

Point: The person preparing 

the bank reconciliation should 

not be responsible for process- 

ing cash receipts, managing 

checks, or maintaining cash 

records 
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EXHIBIT 6.7 

Bank Reconciliation 

Chapter 6 Reporting and Analyzing Cash, Fraud, and Internal Controls 

Illustration of a Bank Reconciliation We follow nine steps in preparing the bank 

reconciliation. It is helpful to refer to the bank reconciliation in Exhibit 6.7 when studying 

steps 1 through 9. 

@ Bank statement balance 

@ ~ Add 

Deposit of Oct. 31 in transit .... 

@ Deduct 

Outstanding checks 

@ Adjusted bank balance 

Point: Outstanding checks 

are identified by comparing can- 

celed checks on the bank state- 

ment with checks recorded. 

This includes identifying any 

outstanding checks listed on 

the previous period’s bank rec- 

onciliation that are not included 

in the canceled checks on this 

period’s bank statement. 

Point: Adjusting entries 

can be combined into one 

compound entry. 

VIDEOBUSTER 

Eula Nerceleralietaeds) 

October 31, 2016 

ian ware $ 2,050.00 Gr (Book balance: 820 cues: sates $ 1,404.58 

© Add 

145.00 Collect $500 note less $15 fee.... $485.00 

2,195.00 Interest earned’ 65.04. 8.42 493.42 

1,898.00 

@ Deduct 

See ane $150.00 Check printing charge ........... 23.00 

ae Gee 200.00 350.00 NSF check plus service fee ....... 30.00 53.00 

$1,845.00 Adjusted book balance ......... $1,845.00 

® Balances are equal (reconciled) 

1 Identify the bank statement balance of the Cash account (balance per bank). VideoBuster’s 

bank balance is $2,050. 

2 Identify and list any unrecorded deposits and any bank errors understating the bank balance. 

Add them to the bank balance. VideoBuster’s $145 deposit placed in the bank’s night de- 

pository on October 31 is not recorded on its bank statement. 

3 Identify and list any outstanding checks and any bank errors overstating the bank balance. 

Deduct them from the bank balance. VideoBuster’s comparison of canceled checks with its 

books shows two checks outstanding: No. 124 for $150 and No. 126 for $200. 

Compute the adjusted bank balance, also called the corrected or reconciled balance. 

5 Identify the company’s book balance of the Cash account (balance per book). VideoBuster’s 

book balance is $1,404.58. 

6 Identify and list any unrecorded credit memoranda from the bank, any interest earned, and 

errors understating the book balance. Add them to the book balance. VideoBuster’s bank 

statement includes a credit memorandum showing the bank collected a note receivable for 

the company on October 23. The note’s proceeds of $500 (minus a $15 collection fee) are 

credited to the company’s account. VideoBuster’s bank statement also shows a credit of 

$8.42 for interest earned on the average cash balance. There was no prior notification of this 
item, and it is not yet recorded. 

7 Identify and list any unrecorded debit memoranda from the bank, any service charges, and 

errors overstating the book balance. Deduct them from the book balance. Debits on 

VideoBuster’s bank statement that are not yet recorded include (a) a $23 charge for check 

printing and (b) an NSF check for $20 plus a related $10 processing fee. (The NSF check is 

dated October 16 and was included in the book balance.) 

8 Compute the adjusted book balance, also called corrected or reconciled balance. 

Verify that the two adjusted balances from steps 4 and 8 are equal. If so, they are reconciled. 

If not, check for accuracy and missing data to achieve reconciliation. 

Adjusting Entries from a Bank Reconciliation A bank reconciliation often identifies 

unrecorded items that need recording by the company. In VideoBuster’s reconciliation, the ad- 
justed balance of $1,845 is the correct balance as of October 31. But the company’s accounting 
records show a $1,404.58 balance. We must prepare journal entries to adjust the book balance to 
the correct balance. It is important to remember that only the items reconciling the book 
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balance require adjustment. A review of Exhibit 6.7 indicates that four entries are required for 
VideoBuster. 

Collection of Note The first entry is to record the proceeds of its note receivable collected 
by the bank less the expense of having the bank perform that service. 

Oct. 31 485 

Collection Expenses amare) cutie cae en 15 
Notes Receivables a i ttn eae nad, 

Record collection fee and proceeds 

for a note collected by the bank. 

500 

Interest Earned The second entry records interest credited to its account by the bank. 

Oct. 31 8.42 

8.42 

Record interest earned on the cash 

balance in checking account. 

Check Printing The third entry records expenses for the check printing charge. 

Oct. 31 Miscellaneous Expelisesemeraiee ye i ee 23 

GaSe ite oc oper oe yee ee ae ene ec ator a 23 

Check printing charge. 

NSF Check The fourth entry records the NSF check that is returned as uncollectible. The $20 

check was originally received from T. Woods in payment of his account and then deposited. 

The bank charged $10 for handling the NSF check and deducted $30 total from VideoBuster’s 

account. This means the entry must reverse the effects of the original entry made when the 

check was received and must record (add) the $10 bank fee. 

Oct. 31 Accounts Receivable—T. Woods...............02-. 30 

As geet tes Sere een t ooh ache oraraus aihey Nes hesecteeeue aa 30 

Charge Woods’ account for $20 NSF check 

and $10 bank fee. 

Cash 
After these four entries are recorded, the book 

balance of cash is adjusted to the correct amount Unadj. bal. 1,404.58 

of $1,845 (the adjusted book balance). The Cash © 485.00 | @ 23.00 

T-account to the side shows the same computa- © 8.42 | @ 30.00 

i i ies ar numerical tion, where entries are keyed to the nu MP bak Pare 

codes in Exhibit 6.7. 

Fraud 

Weakest Link The Association for 

Certified Fraud Examiners (ACFE) 

Top Contributors to Fraud 

Sa 
reports that the primary factor contributing to frauds 

is the lack of internal controls (33%), including the 

override of existing controls (19%). Together, this 

hig 32%) 

Lack of competent 

oversight, 7% 

Poor tone at _ 

Leese. 

oe 

Mt 
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Assets = Liabilities + Equity 

+485 —15 

—500 

Assets = Liabilities + Equity 

+8.42 +8.42 

Assets = Liabilities + Equity 

=93 =98 

Point: The company will try to 

collect the entire NSF amount of 

$30 from the customer. 

Assets = Liabilities + Equity 

+30 

=3() 

Point: Need-To-Know 6-4 

shows an adjusting entry for an 

error correction 
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Neue 6-4 

Bank Reconciliation 

P3 

Do More: OS 6-5, OS 6-6, 

QS 6-7, E 6-8, E 6-9, E 6-10, 

E 6-11 
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The following information is available to reconcile Gucci’s book balance of cash with its bank statement 

cash balance as of December 31, 2016. 

b. 

° 

The December 31 cash balance according to the accounting records is $1,610, and the bank statement 

cash balance for that date is $1,900. 

Gucci’s December 31 daily cash receipts of $800 were placed in the bank’s night depository on 

December 31 but do not appear on the December 31 bank statement. 

Check No. 6273 for $400 and Check No. 6282 for $100, both written and entered in the accounting 

records in December, are not among the canceled checks. Two checks, No. 6231 for $2,000 and 

No. 6242 for $200, were outstanding on the most recent November 30 reconciliation. Check No. 6231 

is listed with the December canceled checks, but Check No. 6242 is not. 

. When the December checks are compared with entries in the accounting records, it is found that Check 

No. 6267 had been correctly drawn for $340 to pay for office supplies but was erroneously entered in 

the accounting records as $430. 

_ A credit memorandum indicates that the bank collected $500 cash on a note receivable for the com- 

pany, deducted a $30 collection fee, and credited the balance to the company’s Cash account. Gucci 

had not recorded this transaction before receiving the statement. 

Two debit memoranda are enclosed with the statement and are unrecorded at the time of the reconcili- 

ation. One debit memorandum is for $150 and dealt with an NSF check for $140 received from a cus- 

tomer, Prada Inc., in payment of its account. The bank assessed a $10 fee for processing it. The second 

debit memorandum is a $20 charge for check printing. Gucci had not recorded these transactions 

before receiving the statement. 

Required 

1. 

2. 

Prepare the bank reconciliation for this company as of December 31, 2016. 

Prepare the journal entries necessary to bring Gucci’s book balance of cash into conformity with the 

reconciled cash balance as of December 31, 2016. 

Solutions 

Part 1 

GUCCI 

Bank Reconciliation 

December 31, 2016 

Bank statement balance............... $1,900 Book:balance:. sc 0.. $1,610 

Add Add 

Deposit ofiDecn sais so ee ta 800 Enron (Ck6267) $ 90 

2,700 Proceeds of note 

less: $30 feet. 0. _470 560 

2,170 

Deduct Deduct 

Outstanding Checks No. 6242.... $200 NSF check $150 

627315... 400 ALTA ESS outa a bak oe — 20 

6282 _ 100 700 170 

Adjusted bank balancessnc-0. Gea cen $2,000 Adjusted book balance ... $2,000 

Part 2 

Office Supplies 

Correct an entry error. 

Collection Expense 

Notes Receivable 

Record note collection less fees. 

Accounts Receivable—Prada Inc. .................. 

Charge account for NSF check plus fees. 

Miscellaneous Expenses 

Record check printing charge. 
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) GLOBAL VIEW 
This section discusses similarities and differences between U.S. GAAP and IFRS regarding internal con- 
trols and in the accounting and reporting of cash. 

Internal Control Purposes, Principles, and Procedures Both U.S. GAAP and IFRS aim 
for high-quality financial reporting. The purposes and principles of internal control systems are funda- 
mentally the same across the globe. However, culture and other realities suggest different emphases on the 
mix of control procedures, and some sensitivity to different customs and environments when establishing 
that mix. Nokia provides the following description of its control activities. 

Nokia has an internal audit function that acts as an independent appraisal function by examining and evalu- 
ating the adequacy and effectiveness of the company’s system of internal control. 

Control of Cash Accounting definitions for cash are similar for U.S. GAAP and IFRS. The need for 
control of cash is universal. This means that companies worldwide desire to apply cash management pro- 

cedures as explained in this chapter and aim to control both cash receipts and disbursements. Accordingly, 

systems that employ tools such as cash monitoring mechanisms, verification of documents, and petty cash 

processes are applied worldwide. The basic techniques of this chapter are part of those control procedures. 

Banking Activities as Controls There is a global demand for banking services, bank state- 
ments, and bank reconciliations. To the extent feasible, companies utilize banking services as part of their 

effective control procedures. Further, bank statements are similarly used along with bank reconciliations 

to control and monitor cash. 

IFRS 
Internal controls are crucial to companies that convert from U.S. GAAP to. IFRS. Major risks include misstatement of 

financial information and fraud. Other risks are ineffective communication of the impact of this change for investors, 

creditors, and others, and management's inability to certify the effectiveness of controls over financial reporting. M 

Sustainability and Accounting Sergey Brin and Larry Page, founders of Google, are 
committed to sustainability and the environment. Their commitment to reducing Google’s envi- 

ronmental imprint has earned the company a net zero carbon footprint. “My job as a leader is to 

make .. . a meaningful impact,’ insists Larry. This includes “contributing to the good of society.” 

Google has achieved its net zero footprint by consuming less energy, using a greater percentage of 

renewable energy, and investing in projects that reduce carbon emissions. At least 35% of Google's 

total energy consumption is from renewable sources like solar and wind power. Moreover, 

Google’s data centers use 50% less energy than the average data center, and Google invests cash in 

projects outside of the company to reduce carbon emissions. Yet, Larry and Sergey have greater 

dreams. Google has made agreements to fund over $1.5 billion in renewable energy projects that © STEVE MARCUS/Reuters/Corbis 

will have a capacity of over 2.5 GW, which is equivalent to powering 500,000 homes. Sergey 

stresses that he and Larry “want to be looked back on as being very innovative, very trusted and 

ethical, and ultimately making a big difference in the world.” 

An important part of cash management is monitoring the receipt of cash from receivables. If customers 

and others who owe money to a company are delayed in payment, then that company can find it difficult 

to pay its obligations when they are due. A company’s customers are crucial partners in its cash manage- 

ment. Many companies attract customers by selling to them on credit. This means that cash receipts from 

customers are delayed until accounts receivable are collected. 

One measure of how quickly a company can convert its accounts receivable into cash is the days’ sales 

uncollected, also called days’ sales in receivables. This measure is computed by dividing the current bal- 

ance of receivables by net credit sales over the year just completed and then multiplying by 365 (number 

Days’ Sales Uncollected {()@§() Decision Analysis 

295 

Al 
Compute the days’ sales 
uncollected ratio and use it 
to assess liquidity. 
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EXHIBIT 6.8 

Days’ Sales Uncollected 

EXHIBIT 6.9 

Analysis Using Days’ Sales 

Uncollected 

. Days’ Sales Uncollected: 

NEED-TO-KNOW its) 

COMPREHENSIVE 

L aoe de 

_ Mattel |_. Hasbro 
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of days in a year). Since net credit sales usually are not reported to external users, the net sales (or reve- 

nues) figure is commonly used in the computation as in Exhibit 6.8. 

Accounts receivable 
Days’ sales uncollected = x 365 

Net sales 

We use days’ sales uncollected to estimate how much time is likely to pass before the current amount of 

accounts receivable is received in cash. For evaluation purposes, we need to compare this estimate to that 

for other companies in the same industry. We also make comparisons between current and prior periods. 

To illustrate, we select data from the annual reports of two toy manufacturers, Hasbro and Mattel. 

Their days’ sales uncollected figures are shown in Exhibit 6.9. 

Company Figure ($ millions) 2014 2013 2012 2011 2010 

Hasbro Accounts receivable.......... $1,095 $1,094 $1,030 $1,035 $961 

Netisalesss eras asusarpceinectoe $4,277 $4,082 $4,089 $4,286 $4,002 

Days’ sales uncollected ..... 93 days 98 days 92 days 88 days 88 days 

Mattel Accounts receivable.......... $1,093 $1,260 $1,227 $1,247 $1,146 

Netisalest: stesso. tc $6,024 $6,485 $6,421 $6,266 $5,856 

Days’ sales uncollected..... 66 days 71 days 70 days 73 days 71 days 

Days’ sales uncollected for Hasbro in 2014 is computed as ($1,095/$4,277) x 365 days = 93 days. 

This means that it will take about 93 days to collect cash from ending accounts receivable. This 

number reflects one or more of the following factors: a company’s ability to collect receivables, 

customer financial health, customer payment strategies, and discount terms. To further assess 

days’ sales uncollected for Hasbro, we compare it to its own four prior years and to those of 

Mattel. We see that Hasbro’s days’ sales uncollected has worsened in 2012 and 2013 as it took 

longer to collect its receivables relative to prior years; however, 2014 marked an improvement as 

the days’ sales uncollected was shorter. In comparison, Mattel’s performance bounced around 

71 days, but markedly improved to only 66 days in 2014. For all years, Mattel is superior to 

Hasbro on this measure of cash management. The less time that money is tied up in receivables 

often translates into increased profitability. 

Siege Maa: BERIT AEA OIRO, 

@® Decision Maker 

Sales Representative The sales staff are told to take action to help reduce days’ sales uncollected for cash 

management purposes. What can you, a salesperson, do to reduce days’ sales uncollected? @ 

chapter's Summary.] 

[Answers follow the 

Prepare a bank reconciliation for Jamboree Enterprises for the month ended November 30, 2016. The fol- 

lowing information is available to reconcile Jamboree Enterprises’s book balance of cash with its bank 
statement balance as of November 30, 2016: 

a. After all posting is complete on November 30, the company’s book balance of cash has a $16,380 debit 
balance, but its bank statement shows a $38,520 balance. 

b. Checks No. 2024 for $4,810 and No. 2026 for $5,000 are outstanding. 

c. In comparing the canceled checks on the bank statement with the entries in the accounting records, 

it is found that Check No. 2025 in payment of rent is correctly drawn for $1,000 but is erroneously 
entered in the accounting records as $880. 

d. The November 30 deposit of $17,150 was placed in the night depository after banking hours on that 
date, and this amount does not appear on the bank statement. 
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In reviewing the bank statement, a check written by Jumbo Enterprises in the amount of $160 was er- 
roneously drawn against Jamboree’s account. 

A credit memorandum enclosed with the bank statement indicates that the bank collected a $30,000 
note and $900 of related interest on Jamboree’s behalf. This transaction was not recorded by Jamboree 
prior to receiving the statement. 

A debit memorandum for $1,100 lists a $1,100 NSF check received from a customer, Marilyn Welch. 

Jamboree had not recorded the return of this check before receiving the statement. 

. Bank service charges for November total $40. These charges were not recorded by Jamboree before 
receiving the statement. 

PLANNING THE SOLUTION 

® Set up a bank reconciliation with a bank side and a book side (as in Exhibit 6.7). Leave room to both 

add and deduct items. Each column will result in a reconciled, equal balance. 

@ Examine each item a through h to determine whether it affects the book or the bank balance and 

whether it should be added or deducted from the bank or book balance. 

@ After all items are analyzed, complete the reconciliation and arrive at a reconciled balance between the 

bank side and the book side. 

® For each reconciling item on the book side, prepare an adjusting entry. Additions to the book side re- 

quire an adjusting entry that debits Cash. Deductions on the book side require an adjusting entry that 

credits Cash. 

SOLUTION 

JAMBOREE ENTERPRISES 
_ Bank Reconciliation 
November 30, 2016 

Bank statement balance ..... $ 38,520 Book balances n2e 0. os ce $ 16,380 

Add Add 

Deposit of Nov. 30....... $17,150 Collection of note........ $30,000 

Bank error (Jumbo) ....... 160 17,310 Interest earned .......... 900 30,900 

55,830 47,280 

Deduct Deduct 

Outstanding checks NSF check (M. Welch) .... 1,100 

INOS 2024 erie ins: 4,810 Recording error (# 2025)... 120 

Non20260R ie cc. 5,000 9,810 Service charge ........... 40 1,260 

Adjusted bank balance ... $46,020 Adjusted book balance .... $46,020 

Required Adjusting Entries for Jamboree 
ee | 

Re Lek enh a Re Sie ene RC OEE OES: ONO cee 30,900 

Notes Receivablemien ec. cts cerns cr terettaret: 30,000 

lneaiaanlecianeell peosoancanos dus gon uouansoand 900 

Record collection of note with interest. 

Accounts Receivable—M. Welch .........+--++++:: 1,100 

(GETS | Neer PERS caret ms MiG Gua a G-Guntre: Sg MoR Ronen aE 1,100 

Reinstate account due from an NSF check. 

Rent Expense. 6... 2s sees ee ce seeds r sess 120 

(GEG hyenas Hin ie acta Seok eoity Immaeaaas.  Veuneo fa 120 

Correct recording error on Check No. 2025. 

Bank Service Charges .....----+ esse essen eee eees 40 

(Ge hix cite OH ob aR EU Ge Ore ORO 40 

Record bank service charges. 
| 

297 

Point: Generally, the party 

that is not the initial recorder 

of an item, but is later in- 

formed, includes that item on 

its “book’’ of the bank recon- 

ciliation. For example, the bank 

records an NSF check and then 

informs the company. The com- 

pany, as not the initial recorder 

of the item, reports it on the 

book side of its reconciliation. 

Point: Error correction can 

alternatively involve (1) revers- 

ing the erroneous entry and 

(2) recording the correct entry. 

Auditors prefer this alternative 
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APPENDIX 

Documentation and Verification oA 
Describe use of 

documentation and 

verification to control cash 

disbursements. 

EXHIBIT 6A.1 

Purchase Requisition 

Point: A voucher system is 
designed to uniquely meet the 

needs of a specific business. 

Thus, we should read this 

appendix as one example of 

a common voucher system 

design, but not the only design. 

EXHIBIT 6A.2 

Purchase Order 

Points: Shipping terms and 

credit terms are shown on the 

purchase order. 

This appendix describes the important business documents of a voucher system of control. 

Purchase Requisition Department managers are usually not allowed to place orders directly with 

suppliers for control purposes. Instead, a department manager must inform the purchasing department of 

its needs by preparing and signing a purchase requisition, which lists the merchandise needed and re- 

quests that it be purchased—see Exhibit 6A.1. Two copies of the purchase requisition are sent to the pur- 

chasing department, which then sends one copy to the accounting department. When the accounting 

department receives a purchase requisition, it creates and maintains a voucher for this transaction. The 

requesting department keeps the third copy. 

PURCHASE REQUISITION 

October 26, 20/6 Date 

Preferred Vendor Trex 

From _ Sporting Goods Department 

To Purchasing Department 

Request purchase of the following item(s): 

: MODEL NO. | DESCRIPTION | QUANTITY 

} ae 9 Teddi 
: SD 099 | Boys/Girls—Speed Demon / 

: Reason for Request 

Approval for Request Of LE 

For Purchasing Department use only: Order Date /0/30// 

Purchase Order A purchase order is a document the purchasing department uses to place an order 
with a vendor (seller or supplier). A purchase order authorizes a vendor to ship ordered merchandise at the 

stated price and terms—see Exhibit 6A.2. When the purchasing department receives a purchase requisition, 

it prepares at least five copies of a purchase order. The copies are distributed as follows: copy 1 to the ven- 

dor as a purchase request and as authority to ship merchandise; copy 2, along with a copy of the purchase 

requisition, to the accounting department, where it is entered in the voucher and used in approving payment 
of the invoice; copy 3 to the requesting department to inform its manager that action is being taken; copy 4 

FERRARA arm m mama AHR RRR RR EMRE RA MARTE AAR RART ERED ERT O REDD DARD eA mamma arena enan 

Z-Mart 
10 Michigan Street 

Chicago, Illinois 60521 

DARA TARANTO Ramer NaH a Rea, 

PURCHASE ORDER 

10/30/16 
To: Trex 

EOE a, 

W9797 Cherry Road = tnatlon 

Antigo, Wisconsin 54409 $ Soon as possible 

2/15, n/30 

Request shipment of the following item(s): oe 

Price Mi fete (=I Noy Description | Quantity 3 

CH 0/5 Toddler~-Challenger X7 / 

SDIOF7 Boys/Girls —Speed Demon 
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to the receiving department without order quantity so it can compare with goods received and provide an 
independent count of goods received; and copy 5 retained on file by the purchasing department. 

Invoice An invoice is an itemized statement of goods prepared by the vendor listing the customer’s name, 
items sold, sales prices, and terms of sale. An invoice is also a bill sent to the buyer from the supplier. From the 

vendor's point of view, it is a sales invoice. The buyer, or vendee, treats it as a purchase invoice. When receiv- 

ing a purchase order, the vendor ships the ordered merchandise to the buyer and includes or mails a copy of 

the invoice covering the shipment to the buyer. The invoice is sent to the buyer’s accounting department where 

it is placed in the voucher. (Refer back to Exhibit 4.6, which shows Z-Mart’s purchase invoice.) 

Receiving Report Many companies maintain a separate department to receive all merchandise and 
purchased assets. When each shipment arrives, this receiving department counts the goods and checks 

them for damage and agreement with the purchase order. It then prepares four or more copies of a receiv- 

ing report, which is used within the company to notify the appropriate persons that ordered goods have 

been received and to describe the quantities and condition of the goods. One copy is sent to accounting 

and placed in the voucher. Copies are also sent to the requesting department and the purchasing depart- 

ment to notify them that the goods have arrived. The receiving department retains a copy in its files. 

Invoice Approval When a receiving report arrives, the accounting department should have copies of the 
following documents in the voucher: purchase requisition, purchase order, and invoice. With the information in 

these documents, the accounting department can record the purchase and approve its payment. In approving an 

invoice for payment, it checks and compares information across all documents. To facilitate this checking and 

to ensure that no step is omitted, it often uses an invoice approval, also called check authorization—see Exhibit 

6A.3. An invoice approval is a checklist of steps necessary for approving an invoice for recording and payment. 

It is a separate document either filed in the voucher or preprinted (or stamped) on the voucher. 

‘¢ INVOICE APPROVAL 
DOCUMENT 

Purchase requisition : 10/28/16 

Purchase ‘order 10/30/16 
€: Receiving report (1/03/16 

Invoice 1/12/16 
Pies 1/12/16 

: Caleulations 1/12/16 
¢ fate 11/12/16 

Approved for payment 

As each step in the checklist is approved, the person initials the invoice approval and records the cur- 

rent date. Final approval implies the following steps have occurred: 

1. Requisition check: Items on invoice are requested per purchase requisition. 

2. Purchase order check: Items on invoice are ordered per purchase order. 

3. Receiving report check: Items on invoice are received per receiving report. 

4. Invoice check: Price: Invoice prices are as agreed with the vendor. 

Calculations: Invoice has no mathematical errors. 

Terms: Terms are as agreed with the vendor. 

Voucher Once an invoice has been checked and approved, the voucher is complete. A complete 

voucher is a record summarizing a transaction. Once the voucher certifies a transaction, it authorizes re- 

cording an obligation. A voucher also contains approval for paying the obligation on an appropriate date. 

The physical form of a voucher varies across companies. Many are designed so that the invoice and other 

related source documents are placed inside the voucher, which can be a folder. Wes 

Completion of a voucher usually requires a person to enter certain information on both the inside and 

outside of the voucher. Typical information required on the inside of a voucher is shown in Exhibit 6A.4, 

and that for the outside is shown in Exhibit 6A.5. This information is taken from the invoice and the sup- 

porting documents filed in the voucher. A complete voucher is sent to an authorized individual (often 

called an auditor). This person performs a final review, approves the accounts and amounts for debiting 

(called the accounting distribution), and authorizes recording of the voucher. Clee’ . 

After a voucher is approved and recorded (in a journal called a voucher register), it 1s filed by its due 

date. A check is then sent on the payment date from the cashier, the voucher is marked “paid,” and the 

voucher is sent to the accounting department and recorded (in a journal called the check register). The 
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EXHIBIT 6A.3 

Invoice Approval 

Point: Recording a purchase is 

initiated by an invoice approval, 

not an invoice. An invoice 

approval verifies that the 

amount is consistent with that 

requested, ordered, and re- 

ceived. This controls and verifies 

purchases and related liabilities 

Point: Auditors, when audit- 

ing inventory, check a sampling 

of purchases by reviewing 

the purchase order, receiving 

report, and invoice. 
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EXHIBIT 6A.4 

Inside of a Voucher 

EXHIBIT 6A.5 

Outside of a Voucher 

Summary 

Chapter 6 Reporting and Analyzing Cash, Fraud, and Internal Controls 

_ Z-Mart 
Chicago, Illinois 

State Wisconsin 

For the following: (attach all invoices and supporting documents) 
oe 

/ INVOICE NUMBER AND OTHER DETAILS / TERMS DATE OF INVOICE i TERMS 

Invoice No. 4657 

Less discount 

Net amount payable 

Payment approved 

Voucher No. 4657 

O/6 Due Date November LED 

Pay to Trex 

ACCOUNT DEBITED ON Antigo 
Wi. 5 

Merch. Inventory aan 
Store Supplies 

Summary of charges: 
Total charges 

Discount /O 

Net payment 

Record of payment: 
Paid ee 

Check No. 

person issuing checks relies on the approved voucher and its signed supporting documents as proof that an 

obligation has been incurred and must be paid. The purchase requisition and purchase order confirm the 

purchase was authorized. The receiving report shows that items have been received, and the invoice ap- 
proval form verifies that the invoice has been checked for errors. There is little chance for error and even 

less chance for fraud without collusion unless all the documents and signatures are forged. 

C1 Define internal control and identify its purpose and on (or acceptable for) deposit in checking and savings accounts. 
principles. An internal control system consists of the poli- Cash equivalents are short-term, highly liquid investment assets 

cies and procedures managers use to protect assets, ensure reli- readily convertible to a known cash amount and sufficiently 
able accounting, promote efficient operations, and urge close to their maturity date so that market value is not sensitive 
adherence to company policies. It can prevent avoidable losses to interest rate changes. Cash and cash equivalents are liquid as- 
and help managers both plan operations and monitor company sets because they are readily converted into other assets or can 
and human performance. Principles of good internal control be used to pay for goods, services, or liabilities. 
include establishing responsibilities, maintaining adequate 

records, insuring assets and bonding employees, separating re- 

cordkeeping from custody of assets, dividing responsibilities for 

related transactions, applying technological controls, and per- 

A Compute the days’ sales uncollected ratio and use it 
to assess liquidity. Many companies attract customers 

by selling to them on credit. This means that cash receipts from 
customers are delayed until accounts receivable are collected. i independent reviews. forming regular Pp Users want to know how quickly a company can convert its ac- 

(2? Define cash and cash equivalents and explain how to counts receivable into cash. The days’ sales uncollected ratio, 
report them. Cash includes currency, coins, and amounts one measure reflecting company liquidity, is computed by 
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dividing the ending balance of receivables by annual net sales, 

and then multiplying by 365. 

P4 Apply internal control to cash receipts and disburse- 

ments. Internal control of cash receipts ensures that all cash 

received is properly recorded and deposited. Attention focuses on 

two important types of cash receipts: over-the-counter and by mail. 

Good internal control for over-the-counter cash receipts includes 

use of a cash register, customer review, use of receipts, a permanent 

transaction record, and separation of the custody of cash from its 

recordkeeping. Good internal control for cash receipts by mail in- 

cludes at least two people assigned to open mail and a listing of 

each sender’s name, amount, and explanation. (Banks offer several 

services that promote the control and safeguarding of cash.) 

P? Explain and record petty cash fund transactions. Petty 

cash disbursements are payments of small amounts for 

items such as postage, courier fees, minor repairs, and supplies. 

A company usually sets up one or more petty cash funds. A 

petty cash fund cashier is responsible for safekeeping the cash, 

making payments from this fund, and keeping receipts and 

Guidance Answers to Decision Maker 

Entrepreneur To achieve proper separation of duties, a mini- 

mum of three employees is required. Transaction authorization, 

recording, and asset custody are ideally handled by three employees. 

Many small businesses do not employ three workers. In such cases, 

an owner must exercise more oversight to make sure that the lack of 

separation of duties does not result in fraudulent transactions. 

records. A Petty Cash account is debited only when the fund is 

established or increased in amount. When the fund is replenished, 

petty cash disbursements are recorded with debits to expense 

(or asset) accounts and a credit to Cash. 

P3 Prepare a bank reconciliation. A bank reconciliation 

proves the accuracy of the depositor’s and the bank’s rec- 

ords. The bank statement balance is adjusted for items such as 

outstanding checks and unrecorded deposits made on or before 

the bank statement date but not reflected on the statement. The 

book balance is adjusted for items such as service charges, bank 

collections for the depositor, and interest earned on the account. 

fp AA Describe use of documentation and verification to 
control cash disbursements. A voucher system is a set 

of procedures and approvals designed to control cash disburse- 

ments and acceptance of obligations. The voucher system of 

control relies on several important documents, including the 

voucher and its supporting files. A key factor in this system is 

that only approved departments and individuals are authorized 

to incur certain obligations. 

Sales Representative A salesperson can take several steps to 
reduce days’ sales uncollected. These include (1) decreasing the ra- 

tio of sales on account to total sales by encouraging more cash sales, 

(2) identifying customers most delayed in their payments and en- 

couraging earlier payments or cash sales, and (3) applying stricter 

credit policies to eliminate credit sales to customers that never pay. 

Bank reconciliation Deposit ticket 

Bank statement Deposits in transit 

Canceled checks 

Cash 

Cash equivalents 

Cash Over and Short 

Check 

Invoice 

Invoice approval 

Liquid assets 

Check register Liquidity 

Committee of Sponsoring Outstanding checks 

Organizations (COSO) Petty cash 

Days’ sales uncollected 

Electronic funds transfer (EFT) 

Internal control system 

Principles of internal control 

Purchase order 

Purchase requisition 

Receiving report 

Sarbanes-Oxley Act (SOX) 

Section 404 (of SOX) 

Signature card 

Vendee 

Vendor 

Voucher 

Voucher register 

Voucher system 

Multiple Choice Quiz Answers at end of chapter 

1. A company needs to replenish its $500 petty cash fund. Its 

petty cashbox has $75 cash and petty cash receipts of $420. 

The journal entry to replenish the fund includes 

a. A debit to Cash for $75. 

b. A credit to Cash for $75. 

c. A credit to Petty Cash for $420. 

d. A credit to Cash Over and Short for $5. 

e. A debit to Cash Over and Short for $5. 

2. The following information is available for Hapley Company: 

* The November 30 bank statement shows a $1,895 

balance. 

* The general ledger shows a $1,742 balance at November 30. 

¢ A $795 deposit placed in the bank’s night depository on 

November 30 does not appear on the November 30 bank 

statement. 

* Outstanding checks amount to $638 at November 30. 
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&9 Icon denotes assignments that involve decision making. 
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¢ A customer’s $335 note was collected by the bank in 

November. A collection fee of $15 was deducted by the 

d. $320 appears as a deduction from the bank balance of cash. 
e. $335 appears as an addition to the bank balance of cash. 

bank and the difference deposited in Hapley’s account. 3. Using the information from question 2, what is the recon- 
¢ A bank service charge of $10 is deducted by the bank and ciled balance on Hapley’s November 30 bank reconciliation? 

appears on the November 30 bank statement. a. $2,052 c. $1,742 e. $1,184 

How will the customer’s note appear on Hapley’s November b. $1,895 d. $2,201 

30 bank reconciliation? 4. A company had net sales of $84,000 and accounts receiv- 
a. $320 appears as an addition to the book balance of cash. 

b. $320 appears as a deduction from the book balance of 

cash. 

c. $320 appears as an addition to the bank balance of cash. 

Superscript letter A denotes assignments based on Appendix 6A. 

able of $6,720. Its days’ sales uncollected is 

a. 3.2 days c. 230.0 days e. 12.5 days 

b. 18.4 days d. 29.2 days 

Discussion Questions 

1. List the seven broad principles of internal control. 

2 Internal control procedures are important in every busi- p p yi 

amount is provided (used) by investing activities? What 

amount is provided (used) by financing activities? 

ness, but at what stage in the development of a business do 11. Refer to Google’s financial statements 

they become especially critical? in Appendix A. Identify Google’s net GOOGLE 

3. 3 Why should responsibility for related transactions be earnings (income) for the year ended December 31, 2014. 

divided among different departments or individuals? Is its net earnings equal to the change in cash and cash 
4. Mh Why should the person who keeps the records of an as- equivalents for the year? Explain the difference between net 

set not be the person responsible for its custody? a ct and the change in cash and cash equivalents. 

5. €8 When astore purchases merchandise, why are individ- 12. GG Refer EC Samsung’s balance 

8 departments not allowed to directly deal with suppliers? sheet ae Appendix A. How does is Sa hia p g 
iene : ‘ cash (titled “Cash and cash equivalents”) compare with its 

S: poet ste tbe SHLUON Simian conuel: : other current assets (in both amount and percent) as of 
Ue Which of the following assets—inventory, building, accounts December 31, 20142 Compare and assess its cash at 

receivable, or cash—is most liquid? Which is least liquid? December 31, 2014, with its cash at December 31, 2013. 

8. What is a petty cash receipt? Who should sign it? 13. €8 Samsung’s balance sheet in 

9. Why should cash receipts be deposited on the day of receipt? Appendix A reports the change in S amsun g 

10. Apple’s statement of cash flows in Appendix 

A describes changes in cash and cash equiva- APPLE 

lents for the year ended September 27, 2014. What total 

cash and equivalents for the year ended December 31, 2014. 

Identify the cash generated (or used) by operating activities, 

by investing activities, and by financing (funding) activities. 

ga commect 
An internal control system consists of all policies and procedures used to protect assets, ensure reliable account- 
ing, promote efficient operations, and urge adherence to company policies. Evaluate each of the following state- 

QUICK STUDY 

OS 6-1 ments and indicate which are true and which are false regarding the objectives of an internal control system. 
internalcontrol —— 1. Separation of recordkeeping for assets from the custody over assets is intended to reduce theft 
objectives and fraud. 

~ —— 2. The primary objective of internal control procedures is to safeguard the business against theft 
from government agencies. 

—— 3. The main objective of internal control procedures is best accomplished by designing an opera- 
tional system with managerial policies that protect the assets from waste, fraud, and theft. 

. Separating the responsibility for a transaction between two or more individuals or departments 
will not help prevent someone from creating a fictitious invoice and paying the money to herself 
or himself. 

Choose from the following list of terms/phrases to best complete the following uiencae 
a. Cash c. Outstanding check 

C2 b. Cash equivalents d. Liquidity 

Cash and equivalents e. Bank reconciliation 

f. Current assets 
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ee lhc category includes currency and coins along with amounts on deposit in bank ac- 
counts, checking accounts, and savings accounts. 

ae 26) the term refers to a company’s ability to pay for its near-term obligations. 

a The category includes short-term, highly liquid investment assets that are readily con- 

vertible to a known cash amount and sufficiently close to their due dates so that their market 

value is not sensitive to interest rate changes. 

cash disbursements. Identify each of the following statements as either true or false regarding this protection. 

—__ a. A basic guideline for safeguarding cash is that all cash receipts be deposited weekly or monthly. 

_—_— b. A voucher system of control is a control system exclusively for cash receipts. 

—___ c. A basic guideline for safeguarding cash is to separate the duties of those who have custody of 

cash from those who keep cash records. 

____d. A petty cash system is not a control procedure for safeguarding cash. 
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1. The petty cash fund of the Brooks Agency is established at $150. At the end of the current period, the 

fund contained $28 and had the following receipts: film rentals, $24; refreshments for meetings, $46 

(both expenditures to be classified as Entertainment Expense); postage, $30; and printing, $22. Prepare 

journal entries to record (a) establishment of the fund and (b) reimbursement of the fund at the end of 

the current period. 

. Identify the two events from the following that cause a Petty Cash account to be credited in a journal 

entry. 

__ a. Fund amount is being reduced. ____ c. Fund ts being eliminated. 

_____ b.. Fund amount is being increased. _____ d. Fund is being established. 

For each of the following items a through g, indicate whether its amount (1) affects the bank or book side 

of a bank reconciliation, (2) represents an addition or a subtraction in a bank reconciliation, and (3) re- 

quires an adjusting journal entry. 

Adj. Entry or Not Bank or Book Side Add or Subtract 

Interest on cash balance.......... 

. Bank service charges ............ 

. Debit memos 

. Outstanding checks 

MEGREGIEIMIEMOS# oy ee ceria: losis 

. NSF checks 

. Outstanding deposits meno ans Pp 

Nolan Company deposits all cash receipts on the day when they are received and it makes all cash pay- 

for the company using the following information. 

Outstanding checks as of June 30 total $3,713. 

The June 30 bank statement included a $41 debit memorandum for bank services; the company has 

not yet recorded the cost of these services. 

In reviewing the bank statement, a $90 check written by the company was mistakenly recorded in the 

company’s books at $99. 

June 30 cash receipts of $4,724 were placed in the bank’s night depository after banking hours and 

were not recorded on the June 30 bank statement. 

The bank statement included a $23 credit for interest earned on the cash in the bank. 

a. 

b. 

Gc. 

d. 

e. 

An entrepreneur commented that a bank reconciliation may not be necessary as she regularly reviews her 

online bank statement for any unusual items and errors. 

a. Describe how a bank reconciliation and an online review (or reading) of the bank statement are not 

equivalent. 
. 

b. Identify and explain at least two frauds or errors that would be uncovered through a bank reconcilia- 

tion and that would not be uncovered through an online review of the bank statement. 

OS6-6 | 

Petty cash accounting 

P2 

OS 6-5 
Bank reconciliation 

P3 

Bank reconciliation 

P3 

Qs 6-7 
Reviewing bank 

statements 

P3 
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QS 6-8 
Days’ sales uncollected 

Al 2016 2015 

Accounts receivable......... $ 100,000 $ 85,000 

Netisalessat en Ae 2,500,000 2,000,000 

What is the change in the number of days’ sales uncollected between years 2015 and 2016? (Round the 

number of days to one decimal.) According to this analysis, is the company’s collection of receivables 

improving? Explain. 

Qs 6-94 

Documents in a voucher 

system P4 

documents listed below are prepared as part of a voucher system of control? 

—__ a. Purchase order ___—b. Outstanding check —.C. Invoice __— da. Voucher 

QS 6-10 
International accounting 

and internal controls 

Cl PG 

EXERCISES 

Exercise 6-1 
Analyzing internal 

control 

CI 

a. Explain how the purposes and principles of internal controls are different between accounting systems 

reporting under IFRS versus U.S. GAAP. 

b. Cash presents special internal control challenges. How do internal controls for cash differ for account- 

ing systems reporting under IFRS versus U.S. GAAP? How do the procedures applied differ across 

those two accounting systems? 

Mc 
IGraw 
Hill 

Franco Company is a rapidly growing start-up business. Its recordkeeper, who was hired six months ago, 

left town after the company’s manager discovered that a large sum of money had disappeared over the past 

three months. An audit disclosed that the recordkeeper had written and signed several checks made pay- 

able to her fiancé and then recorded the checks as salaries expense. The fiancé, who cashed the checks but 

never worked for the company, left town with the recordkeeper. As a result, the company incurred an un- 

insured loss of $184,000. 
Evaluate Franco’s internal control system and indicate which principles of internal control appear to 

have been ignored. 

Exercise 6-2 

Internal control 

recommendations 

1. A concession company has one employee who sells towels, coolers, and sunglasses at the beach. Each 

day, the employee is given enough towels, coolers, and sunglasses to last through the day and enough 

cash to make change. The money is kept in a box at the stand. 

2. An antique store has one employee who is given cash and sent to garage sales each weekend. The 

employee pays cash for any merchandise acquired that the antique store resells. 

Exercise 6-3 

Cash, liquidity, and 

return 

C2 

Exercise 6-4 
Control of cash receipts 

by mail 

Pl em 

Exercise 6-5 

Petty cash fund with a 

shortage P2 

Check (2) Cr. Cash $246 

and (3) Cr. Cash $50 

1. Define and contrast the terms liguid asset and cash equivalent. 

2. Why would companies invest their idle cash in cash equivalents? 

3. Identify five principles of effective cash management. 

mail. The company’s recordkeeper opens these letters and deposits the cash received each day. 

a. Identify any internal control problem(s) in this arrangement. 

b. What changes to its internal control system do you recommend? 

$104 in cash along with receipts for the following expenditures: transportation-in, $40; postage expenses, 

$123; and miscellaneous expenses, $80. The petty cashier could not account for a $3 shortage in the fund. 

The company uses the perpetual system in accounting for merchandise inventory. Prepare (1) the 

September 9 entry to establish the fund, (2) the September 30 entry to reimburse the fund, and (3) an 
October | entry to increase the fund to $400. 
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along with receipts for the following expenditures: postage, $74; transportation-in, $29; delivery expenses, Petty cash fund 

$16; and miscellaneous expenses, $43. accounting P2 

Palmona uses the perpetual system in accounting for merchandise inventory. Prepare journal entries to 

(1) establish the fund on January 1, (2) reimburse it on January 8, and (3) both reimburse the fund and = Cheek (3) Cr. Cash $162 & 

increase it to $450 on January 8, assuming no entry in part 2. (Hint: Make two separate entries for part 3.) $250 

1. The voucher system of control establishes procedures for what two processes? Voucher system 

2. What types of expenditures should be overseen by a voucher system of control? PI 

3. When is the voucher initially prepared? Explain. 

Prepare a table with the following headings for a monthly bank reconciliation dated September 30. Exercise 6-8 

Bank reconciliation and 

. _ : » adjusting entries 

Bank Balance Book Balance Not Shown J g 
Pelpuidelss P3 

For each item | through 12, place an x in the appropriate column to indicate whether the item should be 

added to or deducted from the book or bank balance, or whether it should not appear on the reconciliation. 

If the book balance is to be adjusted, place a Dr. or Cr. in the Adjust column to indicate whether the Cash 

balance should be debited or credited. At the left side of your table, number the items to correspond to the 

following list. 

1. NSE check from customer is returned on September 25 but not yet recorded by this company. 

. Interest earned on the September cash balance in the bank. 

. Deposit made on September 5 and processed by the bank on September 6. 

. Checks written by another depositor but charged against this company’s account. 

. Bank service charge for September. 

Checks outstanding on August 31 that cleared the bank in September. 

NOOAWN Check written against the company’s account and cleared by the bank; erroneously not recorded by 

the company’s recordkeeper. 

8. Principal and interest on a note receivable to this company is collected by the bank but not yet re- 

corded by the company. 

9. Checks written and mailed to payees on October 2. 

10. Checks written by the company and mailed to payees on September 30. 

11. Night deposit made on September 30 after the bank closed. 

12. Special bank charge for collection of note in part 8 on this company’s behalf. 

Del Gato Clinic deposits all cash receipts on the day when they are received and it makes all cash pay- Exercise 6-9 

ments by check. At the close of business on June 30, 2016, its Cash account shows an $11,589 debit bal- Bank reconciliation 

ance. Del Gato Clinic’s June 30 bank statement shows $10,555 on deposit in the bank. Prepare a bank pg 

reconciliation for Del Gato Clinic using the following information: 

a. Outstanding checks as of June 30 total $1,829. 

b. The June 30 bank statement included a $16 debit memorandum for bank services. 

c. Check No. 919, listed with the canceled checks, was correctly drawn for $467 in payment of a utility 

bill on June 15. Del Gato Clinic mistakenly recorded it with a debit to Utilities Expense and a credit to 

Cash in the amount of $476. 

d. The June 30 cash receipts of $2,856 were placed in the bank’s night depository after banking hours Check Reconciled bal., 

and were not recorded on the June 30 bank statement. 
$11,582 

of preparing the bank Exercise 6-10 

Adjusting entries from 

bank reconciliation P3 

Prepare the adjusting journal entries that Del Gato Clinic must record as a result 

reconciliation in Exercise 6-9. 
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Exercise 6-11 

Bank reconciliation 

P3 

Check Reconciled bal., 

$26,800 

ments by check. At the close of business on May 31, 2016, its Cash account shows a $27,500 debit bal- 

ance. The company’s May 31 bank statement shows $25,800 on deposit in the bank. Prepare a bank 

reconciliation for the company using the following information. 

a. The May 31 bank statement included a $100 debit memorandum for bank services; the company has 

not yet recorded the cost of these services. 

b. Outstanding checks as of May 31 total $5,600. 

c. May 31 cash receipts of $6,200 were placed in the bank’s night depository after banking hours and 

were not recorded on the May 31 bank statement. 

d. In reviewing the bank statement, a $400 check written by Smith Company was mistakenly drawn 

against Wright’s account. 

e. A debit memorandum for $600 refers to a $600 NSF check from a customer; the company has not yet 

recorded this NSF check. 

Exercise 6-12 

Liquid assets and 

accounts receivable 

Al 

balances of accounts receivable follow: December 31, 2015, $65,000; and December 31, 2016, $123,000. 

a. Calculate its days’ sales uncollected at the end of each year. Round the number of days to one decimal. 

b. Evaluate and comment on any changes in the amount of liquid assets tied up in receivables. 

Exercise 6-134 
Documents in a voucher 

system 

P4 

PROBLEM SETA 

Problem 6-1A 

Analyzing internal 

control 

Ci 

Document Description 

1. Purchase requisition ___A. An itemized statement of goods prepared by the vendor listing the 

2. Purchase order customer’s name, items sold, sales prices, and terms of sale. 

3. Invoice ___ B. An internal file used to store documents and information to con- 

4. Receiving report trol cash disbursements and to ensure that a transaction 1s properly 

5. Invoice approval authorized and recorded. 

6% Voucher ____ C. A document used to place an order with a vendor that authorizes the 

vendor to ship ordered merchandise at the stated price and terms. 

- Achecklist of steps necessary for the approval of an invoice for 

recording and payment; also known as a check authorization. 

. A document used by department managers to inform the purchas- 

ing department to place an order with a vendor. 

. A document used to notify the appropriate persons that ordered 

goods have arrived, including a description of the quantities and 

condition of goods. 

comect 
Graw 
it 

For each of these five separate cases, identify the principle(s) of internal control that is violated. 

Recommend what the business should do to ensure adherence to principles of internal control. 

1. Jen Novinska records all incoming customer cash receipts for her employer and posts the customer 

payments to their respective accounts. 

2. At Tico Company, Julia and Trevor alternate lunch hours. Julia is the petty cash custodian, but if some- 

one needs petty cash when she is at lunch, Trevor fills in as custodian. 

3. Nori Nozumi posts all patient charges and payments at the Hopeville Medical Clinic. Each night 

Nori backs up the computerized accounting system to a tape and stores the tape in a locked file at 
her desk. 

4. Mike Derr prides himself on hiring quality workers who require little supervision. As office manager, 

Mike gives his employees full discretion over their tasks and for years has seen no reason to perform 
independent reviews of their work. 

5. Carla Farah’s manager has told her to reduce costs. Carla decides to raise the deductible on the plant’s 
property insurance from $5,000 to $10,000. This cuts the property insurance premium in half. In a 

related move, she decides that bonding the plant’s employees is a waste of money since the company 

has not experienced any losses due to employee theft. Carla saves the entire amount of the bonding 
insurance premium by dropping the bonding insurance. 
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Kiona Co. set up a petty cash fund for payments of small amounts. The following transactions involving Problem 6-2A 

the petty cash fund occurred in May (the last month of the company’s fiscal year). Establishing, 
reimbursing, and 

May 1 Prepared a company check for $300 to establish the petty cash fund. adjusting petty cash 

15 Prepared a company check to replenish the fund for the following expenditures made since May 1. 

a. Paid $88 for janitorial services. P2 

b. Paid $53.68 for miscellaneous expenses. 

c. Paid postage expenses of $53.50. 
d. Paid $47.15 to The County Gazette (the local newspaper) for an advertisement. 

e. Counted $62.15 remaining in the petty cashbox. 

16 Prepared a company check for $200 to increase the fund to $500. 
31 The petty cashier reports that $288.20 cash remains in the fund. A company check is drawn to 

replenish the fund for the following expenditures made since May 15. 

f. Paid postage expenses of $147.36. 
g. Reimbursed the office manager for business mileage, $23.50. 

h. Paid $34.75 to deliver merchandise to a customer, terms FOB destination. 

31 The company decides that the May 16 increase in the fund was too large. It reduces the fund by 

$100, leaving a total of $400. 

Required 

1. Prepare journal entries (in dollars and cents) to establish the fund on May 1, to replenish it on May Check (1) Cr. to Cash: 

15 and on May 31, and to reflect any increase or decrease in the fund balance on May 16 and May 31. May 15, $237.85; May 16, 
$200.00 

Analysis Component 

2. Explain how the company’s financial statements are affected if the petty cash fund is not replenished 

and no entry is made on May 31. 

Nakashima Gallery had the following petty cash transactions in February of the current year. Problem 6-3A 

Establishing, 

reimbursing, and 

increasing petty cash 

Feb. 2 Wrote a $400 check, cashed it, and gave the proceeds and the petty cashbox to Chloe Addison, 

the petty cashier. 

5 Purchased bond paper for the copier for $14.15 that is immediately used. 

9 Paid $32.50 COD shipping charges on merchandise purchased for resale, terms FOB shipping P2 

point. Nakashima uses the perpetual system to account for merchandise inventory. 

12 Paid $7.95 postage to express mail a contract to a client. 

14. Reimbursed Adina Sharon, the manager, $68 for business mileage on her car. 

20 Purchased stationery for $67.77 that is immediately used. 

23 Paid a courier $20 to deliver merchandise sold to a customer, terms FOB destination. 

25 Paid $13.10 COD shipping charges on merchandise purchased for resale, terms FOB shipping point. 

27 Paid $54 for postage expenses. 

28 The fund had $120.42 remaining in the petty cashbox. Sorted the petty cash receipts by ac- 

counts affected and exchanged them for a check to reimburse the fund for expenditures. 

28 The petty cash fund amount is increased by $100 to a total of $500. 

Required 

1. Prepare the journal entry to establish the petty cash fund. 

2. Prepare a petty cash payments report for February with these categories: delivery expense, mileage 

expense, postage expense, merchandise inventory (for transportation-in), and office supplies expense. 

Sort the payments into the appropriate categories and total the expenditures in each category. 

3. Prepare the journal entries (in dollars and cents) for part 2 to both (a) reimburse and (b) increase the Cheek Cash credit: (3a) 

fund amount. 
$279.58; (3b) $100.00 

The following information is available to reconcile Branch Company’s book balance of cash with its bank Problem 6-4A 

statement cash balance as of July 31, 2016. 
Preparing a bank 

a. On July 31, the company’s Cash account has a $27,497 debit balance, but its July bank statement feconciatien and 

shows a $27,233 cash balance. 
renee adjustments 

b. Check No. 3031 for $1,482 and Check No. 3040 for $558 were outstanding on the June 30 bank rec- P3 2 

onciliation. Check No. 3040 is listed with the July canceled checks, but Check No. 3031 is not. Also, 

Check No. 3065 for $382 and Check No. 3069 for $2,281, both written in July, are not among the 

canceled checks on the July 31 statement. 
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Check (1) Reconciled 

balance, $34,602: (2) Cr. 

Notes Receivable $8,000 
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. In comparing the canceled checks on the bank statement with the entries in the accounting records, it 

is found that Check No. 3056 for July rent was correctly written and drawn for $1,270 but was errone- 

ously entered in the accounting records as $1,250. 

. Acredit memorandum enclosed with the July bank statement indicates the bank collected $8,000 cash 

on a noninterest-bearing note for Branch, deducted a $45 collection fee, and credited the remainder to 

its account. Branch had not recorded this event before receiving the statement. 

. A debit memorandum for $805 lists a $795 NSF check plus a $10 NSF charge. The check had been 
received from a customer, Evan Shaw. Branch has not yet recorded this check as NSF. 

Enclosed with the July statement is a $25 debit memorandum for bank services. It has not yet been 

recorded because no previous notification had been received. 

. Branch’s July 31 daily cash receipts of $11,514 were placed in the bank’s night depository on that date 

but do not appear on the July 31 bank statement. 

Required 

1. 

2. 

Prepare the bank reconciliation for this company as of July 31, 2016. 

Prepare the journal entries necessary to bring the company’s book balance of cash into conformity 

with the reconciled cash balance as of July 31, 2016. 

Analysis Component 

3. Assume that the July 31, 2016, bank reconciliation for this company is prepared and some items are 

treated incorrectly. For each of the following errors, explain the effect of the error on (i) the adjusted 

bank statement cash balance and (ii) the adjusted Cash account book balance. 

a. The company’s unadjusted Cash account balance of $27,497 is listed on the reconciliation as 

$27,947. 

b. The bank’s collection of the $8,000 note less the $45 collection fee is added to the bank statement 
cash balance on the reconciliation. 

Problem 6-5A 
Preparing a bank 

reconciliation and 

recording adjustments 

P3 

and it reported two checks outstanding, No. 5888 for $1,028.05 and No. 5893 for $494.25. The following 

information is available for its September 30, 2016, reconciliation. 

From the September 30 Bank Statement 

PREVIOUS BALANCE TOTAL CHECKS AND DEBITS | TOTAL DEPOSITS AND CREDITS | CURRENT BALANCE 

16,800.45 9,620.05 11,272.85 18,453.25 

CHECKS AND DEBITS DEPOSITS AND CREDITS DAILY BALANCE 

No. Amount Amount Amount 

09/03 5888 1,028.05 09/05 1,103.75 08/31 16,800.45 

09/04 5902 719.90 09/12 2,226.90 09/03 15,772.40 

09/07 5901 1,824.25 09/21 4,093.00 09/04 15,052.50 

09/17 600.25 NSF 09/25 22010 09/05 16,156.25 

09/20 5905 937.00 09/30 12.50 IN 09/07 14,332.00 

09/22 5903 399.10 09/30 1,485.00 CM 09/12 16,558.90 

09/22 5904 2,090.00 09/17 15,958.65 

09/28 5907 213.85 09/20 15,021.65 

09/29 5909 1,807.65 09/21 19,114.65 

09/22 16,625.55 

09/25 18,977.25 

09/28 18,763.40 

09/29 16,955.75 

09/30 18,453.25 
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From Chavez Company’s Accounting Records 

Cash Receipts Deposited Cash Disbursements 

Cash Cash 

Debit Credit 

Sept. | 5 1,103.75 5901 1,824.25 
12 2,226.90 5902 719.90 
21 4,093.00 5903 399.10 
25 2,351.70 5904 2,060.00 
30 1,682.75 5905 937.00 

11,458.10 5906 982.30 
AG dex 5907 213.85 

5908 388.00 
5909 1,807.65 

9,332.05 

Cash Acct. No. [01 

oe 
Aug. 31 | Balance 15,278.15 

Sept. | 30 | Total receipts RI2 | 11,458.10 26,736.25 

30 | Total disbursements | D23 9,332.05 | 17,404.20 

Additional Information 

Check No. 5904 is correctly drawn for $2,090 to pay for computer equipment; however, the recordkeeper 

misread the amount and entered it in the accounting records with a debit to Computer Equipment and 

4 credit to Cash of $2,060. The NSF check shown in the statement was originally received from a cus- 

tomer, S. Nilson, in payment of her account. Its return has not yet been recorded by the company. The 

credit memorandum is from the collection of a $1,500 note for Chavez Company by the bank. The bank 

deducted a $15 collection fee. The collection and fee are not yet recorded. 

Required 

1. Prepare the September 30, 2016, bank reconciliation for this company. 

2. Prepare the journal entries (in dollars and cents) to adjust the book balance of cash to the reconciled 

balance. 

Analysis Component 

3. The bank statement reveals that some of the prenumbered checks in the sequence are missing. Describe 

three situations that could explain this. 

For each of these five separate cases, identify the principle(s) of internal control that is violated. 

Recommend what the business should do to ensure adherence to principles of internal control. 

1. Latisha Tally is the company’s computer specialist and oversees its computerized payroll system. Her 

boss recently asked her to put password protection on all office computers. Latisha has put a password 

in place that allows only the boss access to the file where pay rates are changed and personnel are 

added or deleted from the payroll. 

2. Marker Theater has a computerized order-taking system for its tickets. The system is active all week 

and backed up every Friday night. 

3. Sutton Company has two employees handling acquisitions of inventory. One employee places pur- 

chase orders and pays vendors. The second employee receives the merchandise. 

4. The owner of Super Pharmacy uses a check protector to perforate checks, making it difficult for any- 

one to alter the amount of the check. The check protector is on the owner’s desk in an office that con- 

tains company checks and is normally unlocked. 

5. Lavina Company is a small business that has separated the duties of cash receipts and cash disburse- 

ments. The employee responsible for cash disbursements reconciles the bank account monthly. 
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Check (1) Reconciled 

balance, $18,271.45; (2) Cr. 

Notes Receivable $1,500.00 

PROBLEM SET B 

Problem 6-1B 
Analyzing internal 

control 

C1 
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Problem 6-2B 

Establishing, 

reimbursing, and 

adjusting petty cash 

P2 

Check (1) Cr. to Cash: Jan. 

14, $87.72; Jan. 31 (total), 

$232.65 

Moye ca A tae a ais shh A for ner of Sena amounts. The esis transactions involv- 

ing the petty cash fund occurred in January (the last month of the company’s fiscal year). 

Jan. 3 A company check for $150 is written and made payable to the petty cashier to establish the 

petty cash fund. 

14. A company check is written to replenish the fund for the following expenditures made since 

January 3. 

a. Purchased office supplies for $14.29 that are immediately used up. 

b. Paid $19.60 COD shipping charges on merchandise purchased for resale, terms FOB ship- 

ping point. Moya uses the perpetual system to account for inventory. 

c. Paid $38.57 to All-Tech for minor repairs to a computer. 

d. Paid $12.82 for items classified as miscellaneous expenses. 

e. Counted $62.28 remaining in the petty cashbox. 

15 Prepared a company check for $50 to increase the fund to $200. 
31 The petty cashier reports that $17.35 remains in the fund. A company check is written to replenish 

the fund for the following expenditures made since January 14. 

f Paid $50 to The Smart Shopper for an advertisement in January’s newsletter. 

g. Paid $48.19 for postage expenses. 
h. Paid $78 to Smooth Delivery for delivery of merchandise, terms FOB destination. 

31 The company decides that the January 15 increase in the fund was too little. It increases the 

fund by another $50, leaving a total of $250. 

1. Prepare journal entries (in dollars and cents) to establish the fund on January 3, to replenish it on 

January 14 and January 31, and to reflect any increase or decrease in the fund balance on January 15 

and 31. 

Analysis Component 

2. Explain how the company’s financial statements are affected if the petty cash fund is not replenished 

and no entry is made on January 31. 

Problem 6-3B 
Establishing, 

reimbursing, and 

increasing petty cash 

P2 

Check (2) Total expenses 

$189.47 

(8a & 3b) Total Cr. 

to Cash $238.47 

Blues Music Center had the following petty ie transactions in March of the current year. 

March 5 Wrote a $250 check, cashed it, and gave the proceeds and the petty cashbox to Jen Rouse, the 

petty cashier. 

6 Paid $12.50 COD shipping charges on merchandise purchased for resale, terms FOB shipping 
point. Blues uses the perpetual system to account for merchandise inventory. 

11 Paid $10.75 delivery charges on merchandise sold to a customer, terms FOB destination. 

12 Purchased file folders for $14.13 that are immediately used. 

14 Reimbursed Bob Geldof, the manager, $11.65 for office supplies purchased and used. 

18 Purchased printer paper for $20.54 that is immediately used. 

27 Paid $45.10 COD shipping charges on merchandise purchased for resale, terms FOB shipping 
point. 

28 Paid postage expenses of $18. 

30 Reimbursed Geldof $56.80 for business car mileage. 

31 Cash of $61.53 remained in the fund. Sorted the petty cash receipts by accounts affected and 

exchanged them for a check to reimburse the fund for expenditures. 

31 The petty cash fund amount is increased by $50 to a total of $300. 

Required 

1. Prepare the journal entry to establish the petty cash fund. 

2. Prepare a petty cash payments report for March with these categories: delivery expense, mileage ex- 

pense, postage expense, merchandise inventory (for transportation-in), and office supplies expense. 
Sort the payments into the appropriate categories and total the expenses in each category. 

3. Prepare the journal entries (in dollars and cents) for part 2 to both (a) reimburse and (b) increase the 

fund amount. 
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statement cash balance as of December 31, 2016. 

a. The December 31 cash balance according to the accounting records is $32,878.30, and the bank state- 

ment cash balance for that date is $46,822.40. 

b. Check No. 1273 for $4,589.30 and Check No. 1282 for $400, both written and entered in the account- 

ing records in December, are not among the canceled checks. Two checks, No. 1231 for $2,289 and 

No. 1242 for $410.40, were outstanding on the most recent November 30 reconciliation. Check No. 

1231 is listed with the December canceled checks, but Check No. 1242 is not. 

c. When the December checks are compared with entries in the accounting records, it is found that 

Check No. 1267 had been correctly drawn for $3,456 to pay for office supplies but was erroneously 

entered in the accounting records as $3,465. 

d. Two debit memoranda are enclosed with the statement and are unrecorded at the time of the reconcili- 

ation. One debit memorandum is for $762.50 and dealt with an NSF check for $745 received from a 

customer, Titus Industries, in payment of its account. The bank assessed a $17.50 fee for processing it. 

The second debit memorandum is a $99 charge for check printing. Severino did not record these trans- 

actions before receiving the statement. 

e. A credit memorandum indicates that the bank collected $19,000 cash on a note receivable for the 

company, deducted a $20 collection fee, and credited the balance to the company’s Cash account. 

Severino did not record this transaction before receiving the statement. 

f. Severino’s December 31 daily cash receipts of $9,583.10 were placed in the bank’s night depository 

on that date but do not appear on the December 31 bank statement. 

Required 

1. Prepare the bank reconciliation for this company as of December SiEQOUG: 

2. Prepare the journal entries (in dollars and cents) necessary to bring the company’s book balance of 

cash into conformity with the reconciled cash balance as of December 31, 2016. 

Analysis Component 

3. Explain the nature of the communications conveyed by a bank when the bank sends the depositor (a) 

a debit memorandum and (b) a credit memorandum. 

Shamara Systems most recently reconciled its bank balance on April 30 and reported two checks outstand- 

ing at that time, No. 1771 for $781 and No. 1780 for $1,425.90. The following information is available 

for its May 31, 2016, reconciliation. 

From the May 31 Bank Statement 

PREVIOUS BALANCE | TOTALCHECKS AND DEBITS | TOTAL DEPOSITS AND CREDITS | CURRENT BALANCE 

18,290.70 13,094.80 16,566.80 21,762.70 

CHECKS AND DEBITS DEPOSITS AND CREDITS DAILY BALANCE 

No. Amount Amount Amount 

CATA 781.00 2,438.00 18,290.70 

1783 382.50 2,898.00 17,509.70 

1782 1,285.50 1,801.80 WANA Zo 

1784 1,449.60 7,350.00 CM 18,279.70 

431.80 NSF 2,079.00 16,830.10 

1787 8,032.50 
19,728.10 

1785 63.90 
19,296.30 

1788 654.00 
21,098.10 

14.00 SC 
20,415.60 

22,430.70 

21,776.70 

21,762.70 

Problem 6-5B 

“311 

Problem 6-4B 
Preparing a bank 

reconciliation and 

recording adjustments 

P3 

Check (1) Reconciled 

balance, $51,005.80; 

(2) Cr. Notes Receivable 

$19,000.00 

Preparing a bank 

reconciliation and 

recording adjustments 

P3 
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Check (1) Reconciled 

balance, $22,071.50; (2) Cr. 

Notes Receivable $7,400.00 

SERIAL 
PROBLEM 
Business Solutions 

P3 
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From Shamara Systems’s Accounting Records 

Cash Disbursements 
. * 

Cash Receipts Deposited 

Cash Check Cash 

Debit No. Credit 

May 4 2,438.00 1782 1,285.50 

14 2,898.00 1783 382.50 

22 1,801.80 1784 1,449.60 

26 2,079.00 1785 63.90 

31 2,727.30 1786 353.10 

11,944.10 1787 8,032.50 

1788 644.00 

1789 639.50 

12,850.60 

Date Explanation PR Debit Credit Balance 

Apr. | 30 | Balance 16,083.80 

May | 31 | Total receipts R7 | 11,944.10 28,027.90 

31 | Total disbursements | D8 12,850.60 | 15,177.30 

Additional Information 

Check No. 1788 is correctly drawn for $654 to pay for May utilities; however, the recordkeeper misread 

the amount and entered it in the accounting records with a debit to Utilities Expense and a credit to 

Cash for $644. The bank paid and deducted the correct amount. The NSF check shown in the statement 

was originally received from a customer, W. Sox, in payment of her account. The company has not yet 

recorded its return. The credit memorandum is from a $7,400 note that the bank collected for the com- 

pany. The bank deducted a $50 collection fee and deposited the remainder in the company’s account. 
The collection and fee have not yet been recorded. 

Required 

1. Prepare the May 31, 2016, bank reconciliation for Shamara Systems. 

2. Prepare the journal entries (in dollars and cents) to adjust the book balance of cash to the reconciled 
balance. 

Analysis Component 

3. The bank statement reveals that some of the prenumbered checks in the sequence are missing. Describe 
three possible situations to explain this. 

(This serial problem began in Chapter 1 and continues through most of the book. If previous chapter seg- 
ments were not completed, the serial problem can begin at this point. It is helpful, but not necessary, to use 
the Working Papers that accompany the book.) 

SP 6 Santana Rey receives the March bank statement for Business Solutions on April 11, 2017. The 
March 31 bank statement shows an ending cash balance of $67,566. A comparison of the bank statement 
with the general ledger Cash account, No. 101, reveals the following. 

a. S. Rey notices that the bank erroneously cleared a $500 check against her account in March that she 
did not issue. The check documentation included with the bank statement shows that this check was 
actually issued by a company named Business Systems. 

b. On March 25, the bank issued a $50 debit memorandum for the safety deposit box that Business 
Solutions agreed to rent from the bank beginning March 25. 

c. On March 26, the bank issued a $102 debit memorandum for printed checks that Business Solutions 
ordered from the bank. 
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d. On March 31, the bank issued a credit memorandum for $33 interest earned on Business Solutions’s 

checking account for the month of March. 

e. S. Rey notices that the check she issued for $128 on March 31, 2017, has not yet cleared the bank. 

f. S. Rey verifies that all deposits made in March do appear on the March bank statement. 

g. The general ledger Cash account, No. 101, shows an ending cash balance per books of $68,057 as of 

March 31 (prior to any reconciliation). 

Required 

1. Prepare a bank reconciliation for Business Solutions for the month ended March 31, 2017. Check (1) Adj. bank bal. 

2. Prepare any necessary adjusting entries. Use Miscellaneous Expenses, No. 677, for any bank charges. $67,938 

Use Interest Revenue, No. 404, for any interest earned on the checking account for the month of March. 

so that the financial professional can focus on the impacts of each transaction on the various financial LEDGER 

reports. PROBLEM 

GL 6-1 General Ledger assignment GL 6-1, based on Problem 6-2A, focuses on transactions related Available in Connect 

to the petty cash fund and highlights the impact each transaction has on net income, if any. Prepare, 

the journal entries related to the petty cash fund and assess the impact of each transaction on the connect 

company’s net income, if any. 

The General Ledger tool in Connect automates several of the procedural steps in the accounting cycle GENERAL 

Beyond the Numbers | oe : 

BTN 6-1 Refer to Apple’s financial statements in Appendix A to answer the following. REPORTING IN 

1. For both fiscal years ended September 27, 2014, and September 28, 2013, identify the total amount of 

cash and cash equivalents. Determine the percent (rounded to one decimal) that this amount represents 

of total current assets, total current liabilities, total shareholders’ equity, and total assets for both years. 

Comment on any trends. 

2. For fiscal years ended September 27, 2014, and September 28, 2013, use the information in the state- 

ment of cash flows to determine the percent change (rounded to one decimal) between the beginning 

and ending year amounts of cash and cash equivalents. 

3. Compute the days’ sales uncollected (rounded to two decimals) as of September 27, 2014, and 

September 28, 2013. Has the collection of receivables improved? Are accounts receivable an impor- 

tant asset for Apple? Explain. 

Fast Forward 

4. Access Apple’s financial statements for fiscal years ending after September 27, 2014, from its website 

(Apple.com) or the SEC’s EDGAR database (www.SEC.gov). Recompute its days’ sales uncollected 

for years ending after September 27, 2014. Compare this to the days’ sales uncollected for fiscal years 

ended September 27, 2014, and September 28, 2013. 

BTN 6-2 Key comparative figures for Apple and Google follow. COMPARATIVE 

: ANALYSIS 

we M 
Current dalla Current dated 

$ millions Year Year Year Year APPLE 

Accounts receivable ......--- $ 17,460 $ 13,102 $ 9,383 $ 8,882 GOOGLE 

Netisalestare ryee uns sei 182,975 170,910 66,001 5d, 52 
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Required 

Compute days’ sales uncollected (rounded to two decimals) for these companies for each of the two years 

shown. Comment on any trends for the companies. Which company has the larger percent change 

(rounded to two decimals) in days’ sales uncollected? 

ETHICS 
CHALLENGE 

gD 

BTN 6-3 Harriet Knox, Ralph Patton, and Marcia Diamond work for a family physician, Dr. Gwen Conrad, 

who is in private practice. Dr. Conrad is knowledgeable about office management practices and has segre- 

gated the cash receipt duties as follows. Knox opens the mail and prepares a triplicate list of money received. 

She sends one copy of the list to Patton, the cashier, who deposits the receipts daily in the bank. Diamond, 

the recordkeeper, receives a copy of the list and posts payments to patients’ accounts. About once a month 

the office clerks have an expensive lunch they pay for as follows. First, Patton endorses a patient’s check in 

Dr. Conrad’s name and cashes it at the bank. Knox then destroys the remittance advice accompanying the 

check. Finally, Diamond posts payment to the customer’s account as a miscellaneous credit. The three justify 

their actions by their relatively low pay and knowledge that Dr. Conrad will likely never miss the money. 

Required 

1. Who is the best person in Dr. Conrad’s office to reconcile the bank statement? 

. Would a bank reconciliation uncover this office fraud? 2 

3. What are some procedures to detect this type of fraud? 

4. Suggest additional internal controls that Dr. Conrad could implement. 

COMMUNICATING 
IN PRACTICE 

cl "@ep 

TAKING IT TO 
THE NET 

Ci "PO 

BTN 6-4 Assume you are a business consultant. The owner of a company sends you an e-mail express- 

ing concern that the company is not taking advantage of its discounts offered by vendors. The company 

currently uses the gross method of recording purchases. The owner is considering a review of all invoices 

and payments from the previous period. Due to the volume of purchases, however, the owner recognizes 

that this is time-consuming and costly. The owner seeks your advice about monitoring purchase discounts 

in the future. Provide a response in memorandum form. (Hint: It will help to review the recording of pur- 

chase discounts in Appendix 4C.) 

BTN 6-5 Visit the Association of Certified Fraud Examiners website at acfe.com. Find and open the file 

“2014 Report to the Nations.” Read the two-page Executive Summary and fill in the following blanks. (The 

report is under its Fraud Resources tab or use the Search tab.) 

1. The median loss caused by the frauds in our study was ______.. Additionally, ______ of the cases 

involved losses of at least $1 million. 

2. The typical organization loses ________ of revenues each year to fraud; this translates to a potential 

projected global fraud loss of nearly 

3. The median duration—the amount of time from when the fraud commenced until it was detected—for 

the fraud cases reported to us was 

4. Asset misappropriations are the most common fraud, occurring in ________ of the cases in our study, 
as well as the least costly, causing a median loss of 

5. Only _______ of cases involved financial statement fraud, but those cases had the greatest financial 

impact, with a median loss of ______.. Corruption schemes fell in the middle in terms of both fre- 

QUENCY, (= OMCASCS) FANCMAe TAN OSs) =a) 

6. Over _______ of all cases were detected by a tip—more than twice the rate of any other detection 

method. 

7. Owners/executives only accounted for ________ of all cases, but they caused a median loss of 

Employees committed ________ of occupational frauds but only caused a median loss of 

Managers ranked in the middle, committing ________ of frauds with a median loss of 

8. Approximately _________ of the frauds in our study were committed by individuals working in one of 

seven departments: accounting, operations, sales, executive/upper management, customer service, pur- 
chasing, and finance. 

9. The vast majority of occupational fraudsters are first-time offenders; only _______ had _ been con- 

victed of a fraud-related offense prior to committing the crimes in our study. Furthermore, __of 

fraudsters had never previously been punished or terminated by an employer for fraud-related conduct. 



Chapter 6 Reporting and Analyzing Cash, Fraud, and Internal Controls 

BTN 6-6 Organize the class into teams. Each team must prepare a list of 10 internal controls a consumer 

could observe in a typical retail department store. When called upon, the team’s spokesperson must be 

prepared to share controls identified by the team that have not been shared by another team’s spokesperson. 
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TEAMWORK IN 
ACTION 

CI 

BTN 6-7 Review the opening feature of this chapter that highlights Larry Page and Sergey Brin and their 

company, Google, Inc. Assume that Google is considering opening up retail outlets to sell its portable 

mobile, gaming, and communication products to consumers. 

Required 

1. List the seven principles of internal control and explain how a retail outlet might implement each of 

the principles in its store. 

2. Do you believe that a retail outlet will need to add controls to the business as it expands? Explain. 

BTN 6-8 Visit an area of your college that serves the student community with either products or services. 

Some examples are food services, libraries, and bookstores. Identify and describe between four and eight 

internal controls being implemented. 

ENTREPRENEURIAL 

DECISION 

cl Pl ey 

GOOGLE 

HITTING THE 
ROA 

: 

BTN 6-9 The following information is from Samsung (www.Samsung.com or its financial statements 

in Appendix A), which is a leading manufacturer of consumer electronic products. 

¥¥ in millions Prior Year Current Year 

ashi > sis eee tear ose see sree F 16,840,766 ¥ 16,284,780 

Accounts receivable ......... 28,234,485 27,875,934 

Gurrentiassets ...2.0.1..5 s.ceeee 115,146,026 110,760,271 

Ota ASSEtS: 215. eas eee eee 230,422,958 214,075,018 

Gunrent liabilities 5... 1-1 on = SOS 93 51,315,409 

Shareholders’ equity ......... 168,088, 188 150,016,010 

Netsaless fat cs i. aerte bce = 206,205,987 228,692,667 

Required 

1. For each year, compute the percentage (rounded to one decimal) that cash represents of current assets, 

total assets, current liabilities, and shareholders’ equity. Comment on any trends in these percentages. 

2. Determine the percentage change (rounded to one decimal) between the current and prior year cash 

balances. 

3. Compute the days’ sales uncollected (rounded to one decimal) at the end of both the current year and 

the prior year. Has the collection of receivables improved? Explain. 

ANSWERS TO MULTIPLE CHOICE QUIZ 

1. e; The entry follows. 

Debits to expenses (or assets) ........- 420 

Gashi@vermand Short Gace eae 5 

(OES cba vcea Las be utiet Cad caro geet re 425 

2. a; recognizes cash collection of note by bank. 

3. a: the bank reconciliation follows. 

Bank Reconciliation 

November 30 

Balance per books........----+--+- $1,742 
Balance per bank statement .....---- $1,895 

Add: Deposit in transit ........-.--- 795 Add: Note collected less fee......... 320 

Deduct: Outstanding checks .......- (638) | Deduct: Service charge ........-.--- (10) 

Reconciled balance ....-.....+--+-- $2,052 Reconciled'balance! atsamicreaens i. a. $2,052 

4. d; ($6,720/$84,000) x 365 = 29.2 days 

GLOBAL 
DECISION 

° "OG 
Samsung 



DISPOSAL AND 
ANALYSIS OF 
RECEIVABLES 

C1 Recognizing accounts C2 Computing maturity and C3 Selling and pledging 
receivable interest receivables 

ACCOUNTS NOTES 
RECEIVABLE ED RECEIVABLE 

P1 Valuing accounts Recognizing notes A1 Assessing accounts 
receivable receivable receivable turnover 

| P2 Estimating and recording P3 Valuing and settling notes 
bad debts receivable 

Learning Objectives 

CONCEPTUAL ANALYTICAL P2 Apply the allowance method 
and estimate uncollectibles 

based on sales and accounts 

receivable. 

C1 Describe accounts receivable and how A1 Compute accounts receivable turnover 

they occur and are recorded. and use it to help assess financial 

: : condition. 
C2 Describe a note receivable, the 

computation of its maturity date, and PROCEDURAL 

the recording of its existence. 

P3 Record the honoring and dishonoring 

of a note and adjustments for 

P1 = Apply the direct write-off method to interest. 
C3 Explain how receivables can be account for accounts receivable. 

converted to cash before maturity. 



© LUCAS JACKSON/Reuters/Corbis 

Love That Grub 

CHICAGO—Mike Evans and Matt 

were working late. “We were hungry, and 

sick of ordering the same pizza all the 

time,” recalls Matt. “We were frustrated by 

the lack of dinner options as well as the 

pain in the a** of calling restaurants and 

reading our credit cards.” This n 

Mike and Matt had the idea to create 

(GrubHub.com), a website that 

allows customers to order food delivery 

from their favorite restaurants. “It’s kind of 

funny that [GrubHub] really was hunger in- 

spired,” jokes Matt. 

Matt began by amassing “hundreds of 

menus” from restaurants in Chicago, and 

Mike “wrote some code” for the website. 

After a few months, the GrubHub website 

was up and running. However, Mike and 

Matt ran into issues with collecting payment 

from restaurants. “Ve thought restaurants 

would pay for the ability to capture the atten- 

tion of hungry people . . . but when we 

started asking restaurants for money, most 

of them didn’t see the value.” Mike and Matt 

reevaluated their strategy and decided that 

restaurants could pay GrubHub “a 10 percent 

commission” for sales made through 

GrubHub.com at a later date. According to 

Matt, “Restaurants loved that!” 

GrubHub’s strategy to allow restaurants 

to pay later led Matt and Mike to closely 

monitor their receivables. As shown here, 

GrubHub, Inc. 

NYSE: GRUB 
Revenue Sources 

$3.4 bil. valuation 

30,000 restaurants 

800 cities serviced 

Mobile Desktop 

orders orders 

51% 49% | 

GrubHub manages receivables to roughly 

25 percent of net sales. 

($ millions) 2012 2013 2014 

Accounts receivable........ $19 Sess $ 37 

NetGales Wan chepewsacncm te $82 $137 $254 

Accts. rec./Net sales. ...... 23% 24% 15% 

Matt and Mike quickly saw that deci- 

sions on credit sales and the policies for 

extending credit could make or break their 

start-up. To combat this risk, the pair en- 

sured that credit sales were extended to 

customers in good credit standing. Further, 

Matt and Mike study cash payment pat- 

terns that allow them to estimate uncol- 

lectibles and minimize bad debts. 

A commitment to a high-quality cus- 

tomer base is propelling GrubHub's growth 

and shattering Matt and Mike’s most opti- 

mistic goals. “It's something that | never 

imagined when we started,” admits Matt. 

Matt and Mike have also issued notes re- 

ceivable to select employees. Both ac- 

counts and notes receivable receive their 

regular attention. Moreover, GrubHub’s fi- 

nancial report states that its “allowance 

[for doubtful accounts] is based on histori- 

cal loss experience.” 

GrubHub’'s effective management of ac- 

counts receivable has improved its sales 

and limited its costs. The benefits are seen 

in the rise of operating income: 

$45 op 

o 

ae 
es $30 - 

D= 
soe 
o Se $15 
Qa 

Oo 

$0 ie rt Vl 

2012 2013 2014 

Although Matt and Mike have had financial 

success and built a $3 billion business, 

they still insist that running GrubHub is 

about a love of entrepreneurship. “If there 

are financial rewards in the future, we're 

going to welcome them,” insists Matt. 

“And hell, that’s fantastic! ” 

Sources: GrubHub website, January 2016; 

GrubHub 10-K, March 2015; Inc.com, November 

2014; Business Insider, February 2012; Yahoo 

Finance, January 2016; BizJournals, April 2010 
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ACCOUNTS RECEIVABLE 

Ci 
Describe accounts 

receivable and how they 
occur and are recorded. 

EXHIBIT 7.1 

Accounts Receivable for 

Selected Companies 

EXHIBIT 7.2 

General Ledger and the 

Accounts Receivable 

Ledger (before July 1 

transactions) 

Abercrombie 

A receivable is an amount due from another party. The two most common receivables are ac- 

counts receivable and notes receivable. Other receivables include interest receivable, rent receiv- 

able, tax refund receivable, and receivables from employees. Accounts receivable are amounts 

due from customers for credit sales. This section begins by describing how accounts receivable 
occur. It includes receivables that occur when customers use credit cards issued by third parties 

and when a company gives credit directly to customers. When a company does extend credit 

directly to customers, it (1) maintains a separate account receivable for each customer and 

(2) accounts for bad debts from credit sales. 

Recognizing Accounts Receivable 

Accounts receivable arise from credit sales to customers. Retailers such as Costco and Best 

Buy hold millions of dollars in accounts receivable. Similar amounts are held by wholesalers 

such as SUPERVALU and SYSCO. Exhibit 7.1 shows recent dollar amounts of receivables and 

their percent of total assets for four well-known companies. 

ee 

John Deere } 

is 

Callaway Golf }$110 mil. 

Pfizer 1$8,669 mil. 

es 

& Fitch 

0 2 4 6 8 10 12 14 16 18 20 

Percent of total assets 

Sales on Credit Credit sales are recorded by increasing (debiting) Accounts Receivable. A 

company must also maintain a separate account for each customer that tracks how much that 

customer purchases, has already paid, and still owes. The general ledger continues to have a 

single Accounts Receivable account (called a control account) along with the other financial 

statement accounts, but a supplementary record is created to maintain a separate account for 

each customer. This supplementary record is called the accounts receivable ledger (or accounts 

receivable subsidiary ledger). 
Exhibit 7.2 shows the relation between the Accounts Receivable account in the general led- 

ger and its individual customer accounts in the accounts receivable ledger for TechCom, a small 

electronics wholesaler. This exhibit reports a $3,000 ending balance of TechCom’s accounts 

receivable for June 30. TechCom’s transactions are mainly in cash, but it has two major credit 

customers: CompStore and RDA Electronics. Its schedule of accounts receivable shows that the 

$3,000 balance of the Accounts Receivable account in the general ledger equals the total of its 

two customers’ balances in the accounts receivable ledger. 

Accounts Receivable Ledger 

RDA Electronics 

1,000 a 1,000 soe 
Jebit 

TechCom 

Schedule of Accounts Receivable y S Wecely 2 000 
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To see how accounts receivable from credit sales are recognized in the accounting records, 

we look at two transactions on July | between TechCom and its credit customers—see Exhibit 

7.3. The first is a credit sale of $950 to CompStore. A credit sale is posted with both a debit to 

the Accounts Receivable account in the general ledger and a debit to the customer account in the 

accounts receivable ledger. The second transaction is a collection of $720 from RDA Electron- 

ics from a prior credit sale. Cash receipts from a credit customer are posted with a credit to the 

Accounts Receivable account in the general ledger and flow through to credit the customer ac- 

count in the accounts receivable ledger. (Posting debits or credits to Accounts Receivable in two 

separate ledgers does not violate the requirement that debits equal credits. The equality of debits 

and credits is maintained in the general ledger. The accounts receivable ledger is a supplemen- 

tary record providing information on each customer.) 

July | Accounts Receivable —CompStore .............-.. 950 

Sales seer kere Men ee nn aa ees 950 

Record credit sales.* 

July | Gasman es eens Mere ere See autre elias eka Sa 720 

Accounts Receivable—RDA Electronics ........ 720 

Record collection of credit sales. 

* We omit the entry to Dr. Cost of Sales and Cr. Merchandise Inventory to focus on sales and receivables; no sales returns and 

allowances are expected. 

Exhibit 7.4 shows the general ledger and the accounts receivable ledger after recording the 

two July | transactions. The general ledger shows the effects of the sale, the collection, and the 

resulting balance of $3,230. These events are also reflected in the individual customer accounts: 

RDA Electronics has an ending balance of $280, and CompStore’s ending balance is $2,950. 

The $3,230 sum of the individual accounts equals the debit balance of the Accounts Receivable 

account in the general ledger. 

General Ledger _ ig 

Accounts Receivable naa RDA Electronics : 

Credit Balance 

1,000 
280 

Accounts Receivable Ledger 

CompStore 
Balance 

TechCom 1 2,000 
Schedule of Accounts Receivable 2,950 

RDA Electronics............ 

CompStores.-.i.c. ees. 

Like TechCom, many large retailers such as Home Depot and True Value sell on credit. 

Many also maintain their own credit cards to grant credit to approved customers and to earn 

interest on any balance not paid within a specified period of time. This allows them to avoid the 

fee charged by credit card companies. The entries in this case are the same as those for Tech- 

Com except for the possibility of added interest revenue. If a customer owes interest on a bill, 

we debit Interest Receivable and credit Interest Revenue for that amount. (Many retailers re- 

quire clerks to ask customers during checkout if they wish to apply for a store credit card— 

sweeteners are often used such as: save 10% off today’s purchases if you apply now.) 

Credit Card Sales Many companies allow their customers to pay for products and services 

using third-party credit cards such as Visa, MasterCard, or American Express, and debit 

cards (also called ATM or bank cards). This gives customers the ability to make purchases with- 

out cash or checks. Customers using these cards can make single monthly payments instead of 

several payments to different creditors and can defer their payments. . 

Many sellers allow customers to use third-party credit cards and debit cards instead of Guile 

ing credit directly for several reasons. First, the seller does not have to evaluate each customer's 
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EXHIBIT 7.3 

Accounts Receivable 

Transactions 

\ssets = Liabilities + Equity 

+-95() +950 

Assets = Liabilities + Equity 

EXHIBIT 7.4 

General Ledger and the 

Accounts Receivable 

Ledger (after July 1 

transactions) 

Ken Reid/Photographer’s Choice/ 

Getty Images 

Point: Visa USA now 

transacts more than $1 trillion 

from its credit, debit, and 

prepaid cards. 



320 

Point: Enter a web search 
with “how debit (or credit) 

card processing works” for 

diagrams and explanations, 
including YouTube videos. 

Point: Web merchants often 

pay twice as much in credit 

card association fees as other 

retailers because they suffer 

10 times as much fraud. 

Assets = Liabilities + Equity 

+96 +100 

ah 

Point: Expense recognition 

principle requires that we 

record credit card expense 

when we record sales. 

Assets = Liabilities + Equity 

+96 +100 

—4 

Assets = Liabilities + Equity 

+96 

—96 

Chapter 7 Reporting and Analyzing Receivables 

credit standing or make decisions about who gets credit and how much. Second, the seller 

avoids the risk of extending credit to customers who cannot or do not pay (this risk is transferred 

to the card company). Third, the seller typically receives cash from the card company sooner 

than had it granted credit directly to customers. Fourth, a variety of credit options for customers 

offer a potential increase in sales volume. Sears historically offered credit only to customers 

using a Sears card but later changed its policy to permit customers to charge purchases to third- 

party credit card companies in a desire to increase sales. It reported: “SearsCharge increased its 

share of Sears retail sales even as the company expanded the payment options available to its customers 

with the acceptance ... of Visa, MasterCard, and American Express in addition to the [Sears] Card.” 

There are guidelines for how companies account for credit card and debit card sales. Some 

credit cards, but nearly all debit cards, credit a seller’s Cash account immediately upon deposit, 

via electronic funds transfer. The majority of credit cards, however, remit electronically the de- 

tails of the card and the proposed transaction to the card company, but receipt of cash usually 

takes 2 to 5 business days. Until payment is received, the seller has an account receivable from 

the card company. In both cases, the seller pays a fee for services provided by the card company, 

often ranging from 1% to 5% of card sales. This charge is deducted from the credit to the sell- 

er’s account or the cash payment to the seller. (Many retailers accept MasterCard and Visa, but 

not American Express. The reason is that American Express usually charges retailers a higher 

percentage fee than other credit card companies.) 

™ Decision insight @ 

Debit Card vs. Credit Card A buyer's debit card purchase reduces the buyer's cash account balance at the 

card company, which is often a bank. Since the buyer’s cash account balance is a liability (with a credit balance) for 

the card company to the buyer, the card company would debit that account for a buyer's purchase—hence, the 

term debit card. A credit card reflects authorization by the card company of a line of credit for the buyer with pre- 

set interest rates and payment terms—hence, the term credit card. Most card companies waive interest charges 

if the buyer pays its balance each month. Mf 

The procedures used in accounting for credit card sales depend on whether cash is received 

immediately on deposit or cash receipt is delayed until payment is received by the seller. 

Cash Received Immediately on Deposit To illustrate, if TechCom has $100 of credit card 

sales with a 4% fee, and its $96 cash is received immediately on deposit, the entry is 

July 15 CaS eso BO Sonics iors ant Gunes nny oe teeny eee 96 

Sales es ou icars aba ator gsc naan tiene ortega ane 100 

Record credit card sales less a 4% credit card expense.* 

* We omit the entry to Dr. Cost of Sales and Cr. Merchandise Inventory to focus on credit card expense. 

Cash Received Sometime after Deposit However, if instead TechCom remits electronically 

the credit card sales details to the credit card company and must wait for the $96 cash payment, 
the entry on the date of sale is 

July 15 Accounts Receivable—Credit Card Co. ................ 96 

Credit: Cardi Expense. nisi mmr ecu ate ces reer ere 4 

Sales Shai. chien noel ene re So Gt retenae Emon ct anrae 100 

Record credit card sales less 4% credit card expense.* 

* We omit the entry to Dr. Cost of Sales and Cr. Merchandise Inventory to focus on credit card expense. 

When cash is later received for the credit card sales, usually through electronic funds transfer, 

the entry is 

July 20 ASHI. see s/s 's, wish Sherer aueise, Syoher air cna reese eeayt as, Pe tamuiee Seated ech ie 96 

Accounts Receivable—Credit Card Co.................. 96 

Record cash receipt. 
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Some firms report credit card expense in the incoine statement as a type of discount deducted 
from sales to get net sales. Other companies classify it as a selling expense or even as an admin- 
istrative expense. Arguments can be made for each approach. In this book we classify credit 
card expense as a selling expense. 

Installment Sales and Receivables Many companies allow their credit customers to 
make periodic payments over several months. For example, Ford Motor Company reports 
more than $80 billion in installment receivables. The seller refers to such assets as install- 
ment accounts (or finance) receivable, which are amounts owed by customers from credit 

sales for which payment is required in periodic amounts over an extended time period. 

Source documents for installment accounts receivable include sales slips or invoices 

describing the sales transactions. The customer is usually charged interest. Although install- 
Robert Laberge/NASCAR via Getty 
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Point: Third-party credit card 

costs can be large. JCPenney 

reported third-party credit card 

costs exceeding $10 million. 

ment accounts receivable can have credit periods of more than one year, they are classified images 

as current assets if the seller regularly offers customers such terms. 

® Decision Maker @ 

Entrepreneur As asmall retailer, you are considering allowing customers to buy merchandise using credit cards. 

Until now, your store accepted only cash and checks. What analysis do you use to make this decision? Hl [Answers 

follow the chapter’s Summary.] 

A small retailer allows customers to use two different credit cards in charging purchases. With the AA 

Bank Card, the retailer receives an immediate credit to its account when it deposits sales receipts. AA 

Bank assesses a 5% service charge for credit card sales. The second credit card that the retailer accepts is 

the VIZA Card. The retailer sends (batches) its credit card data to VIZA on a daily basis and is paid by 

VIZA about 5 business days later. VIZA assesses a 3% charge on sales for using its card. Prepare journal 

entries to record the following selected credit card transactions for the retailer. (The retailer uses the per- 

petual inventory system for recording sales.) 

Jan. 2 Sold merchandise for $1,000 (that had cost $600) and accepted the customer’s AA Bank Card. 

AA Bank immediately transferred funds to the retailer's bank account. 

Jan. 6 Sold merchandise for $400 (that had cost $300) and accepted the customer’s VIZA Card. Trans- 

ferred $400 of credit card data to VIZA, requesting payment. 

Jan. 12 Received VIZA’s transfer of funds for the January 6 billing, less the service charge. 

Solution 

Jane a2 (GEN ele creche oa Pee tad One OREO aot ote bien 950 

Gredit Gardiexpensesaeperte c= tienen aete ae eer 50 

SEG nak Sete ne SERCE MCT a Omori tee Birra THT ey 1,000 

Record credit card sales less 5% fee. *($1,000 x 0.05) 

Jan. 2 (Eee Ohi (Clore Sellen eee Ain gane eee usao edd ogo uae ol 600 

Merchandise Inventory 2-0... 2 6. ee eee errr 600 

Record cost of sales. 

Jan. 6 Accounts Receivable—VIZA ......... 00sec eee eee eee 388 

Gredit.GardiExpense™ aamnocerem-t att ao -etisbie rere 12 

SF See ee MeN per cae Pee cern Mdeeae ea ous 400 

Record credit card sales less 3% fee. *($400 x 0.03) 

Jan. 6 Gast of GoodsiSOld..s sae seein se ree eo ete tice 300 

Merchandise Inventory.........-0++ee sere reece 300 

Record cost of sales. 

Jan. 12 CEL ee ee EE el eet ea ue tos ed Pee eer, soe Oe 388 

Accounts Receivable—VIZA ......-.-55-0+ see eee 388 

Record cash received on credit sales less fees. 

NEED-TO-KNOW jee 

Credit Card Sales 

Ci 

Do More: OS 7-1, E 7-2 | 
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PI 
Apply the direct write-off 
method to account for 

accounts receivable. 

Point: Managers realize that 
some portion of credit sales 

will be uncollectible, but which 

credit sales are uncollectible is 

unknown. 

Assets = Liabilities + Equity 

—520 —520 

Point: /f a customer fails to 

pay within the credit period, 

most companies send out re- 

peated billings and make other 

efforts to collect. 

Point: Recovery of a bad 

debt always requires two 

journal entries. 

Assets = Liabilities + Equity 

+520 +520 

Assets = Liabilities + Equity 

+520 

—520 

Direct write-off method 

Advantages: 

* Simple 

* No estimates required 

Disadvantages: 

* Receivables and income 

temporarily overstated 

* Bad debts expense often not 

matched with sales 

Point: Under direct write-off, 

expense is recorded each time 

an account is written off. 

Under the allowance method, 

expense is recorded with an 

adjusting entry equal to the 

total estimated uncollectibles 

for that period’s sales. 
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Valuing Accounts Receivable—Direct Write-Off Method 

When a company directly grants credit to its customers, it expects that some customers will not 

pay what they promised. The accounts of these customers are uncollectible accounts, commonly 

called bad debts. The total amount of uncollectible accounts is an expense of selling on credit. 

Why do companies sell on credit if they expect some accounts to be uncollectible? The answer 

is that companies believe that granting credit will increase total sales and net income enough to 

offset bad debts. Companies use two methods to account for uncollectible accounts: (1) direct 

write-off method and (2) allowance method. 

Recording and Writing Off Bad Debts The direct write-off method of accounting for 

bad debts records the loss from an uncollectible account receivable when it is determined to be 

uncollectible. No attempt is made to predict bad debts expense. To illustrate, if TechCom deter- 

mines on January 23 that it cannot collect $520 owed to it by its customer J. Kent, it recognizes 

the loss using the direct write-off method as follows: 

Jan. 23 Bad Debts Expense seis cn toi eee 520 

Accounts Receivable—|. Kent. ......0.¢...0<4. 520 

Write off an uncollectible account. 

The debit in this entry charges the uncollectible amount directly to the current period’s Bad 

Debts Expense account. The credit removes its balance from the Accounts Receivable account 

in the general ledger (and its subsidiary ledger). 

Recovering a Bad Debt Although uncommon, sometimes an account written off is later 

collected. This can be due to factors such as continual collection efforts or a customer’s good 

fortune. If the account of J. Kent that was written off directly to Bad Debts Expense is later col- 

lected in full, the following two entries record this recovery: 

Mar. || Accounts Receivable—J. Kent.................---. 520 

Bad Debts Expenses2.2 Sens cit eaten 520 

Reinstate account previously written off. 

Mar. || Cashin & eae neni ae eeeaye sania mie 520 

Accounts Receivable—]. Kent................- 520 

Record full payment of account. 

Assessing the Direct Write-Off Method Many publicly-traded companies and thou- 

sands of privately-held companies use the direct write-off method; they include Rand Medical 

Billing, Gateway Distributors, Microwave Satellite Technologies, First Industrial Realty, 

New Frontier Energy, Globalink, Solar3D, and Sub Surface Waste Management. The fol- 

lowing disclosure by Pharma-Bio Serv is typical of the justification for this method: Bad debts 

are accounted for using the direct write-off method whereby an expense is recognized only when a 

specific account is determined to be uncollectible. The effect of using this method approximates that of 

the allowance method. Companies weigh at least two concepts when considering use of the direct 

write-off method: (1) expense recognition (matching) principle and (2) materiality constraint. 

Matching Principle Applied to Bad Debts The expense recognition (matching) principle 

requires expenses to be reported in the same period as the sales they helped produce. This 

means that if extending credit to customers helped produce sales, the bad debts expense linked 

to those sales is matched and reported in the same period. The direct write-off method usu- 

ally does not best match sales and expenses because bad debts expense is not recorded until 

an account becomes uncollectible, which often occurs in a period after that of the credit sale. 

Materiality Constraint Applied to Bad Debts The materiality constraint states that an 

amount can be ignored if its effect on the financial statements is unimportant to users’ business 

decisions. The materiality constraint permits the use of the direct write-off method when bad 

debts expenses are not significant. 
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A retailer applies the direct write-off method in accounting for uncollectible accounts. Prepare journal 
entries to record the following selected transactions. 

Feb.14 The retailer determines that it cannot collect $400 of its accounts receivable from a customer 
named ZZZ Company. 

Apr. | ZZZ Company unexpectedly pays its account in full to the retailer, which then records its 

recovery of this bad debt. 

Solution 

Feb. 14 BadiDebtsiExpense-, tse al, seh tasise Pech arseree 400 

Accounts! Receivable=-22. 2, |}Cow) een. ae 400 

To write off an account. 

Apr. | Accounts Receiyable—ZZZ ‘Go. «2 ans See ee 400 

Bad:Debts: Expenseent an cmemin. scntsts so meee 400 

To reinstate an account previously written off. 

Apr. | Cashin kre eae taste inncentnn is Art enrren ohana: Se 400 

Accounts Receivable—ZZZ Co. ................-- 400 

To record cash received on account. 

Valuing Accounts Receivable— Allowance Method 

The allowance method of accounting for bad debts matches the estimated loss from uncollect- 

ible accounts receivable against the sales they helped produce. We must use estimated losses 

because when sales occur, management does not know which customers will not pay their bills. 

This means that at the end of each period, the allowance method requires an estimate of the total 

bad debts expected to result from that period’s sales. This method has two advantages over the 

direct write-off method: (1) it records estimated bad debts expense in the period when the re- 

lated sales are recorded and (2) it reports accounts receivable on the balance sheet at the esti- 

mated amount of cash to be collected. 

Recording Bad Debts Expense The allowance method 
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NEED-TO-KNOW ie 

Entries under Direct 

Write-Off Method 

PI 

Do More: QS 7-2, QS 7-3, 

E7-3 

P2 
Apply the allowance method 
and estimate uncollectibles 

based on sales and 

accounts receivable. 

Method Bad Debts Expense Recognized | 

estimates bad debts expense at the end of each accounting pe- ji ite 
riod and records it with an adjusting entry. TechCom. for in- DINECHWILe-Ollhaeuse aise In future when account deemed uncollectible. 

stance, had credit sales of $300,000 during its first year of 

operations. At the end of the first year, $20,000 of credit sales nme tneoteced Based on 

the experience of similar businesses, TechCom estimated that $1,500 of its accounts receivable 

would be uncollectible. This estimated expense is recorded with the following adjusting entry: 

Dec. 31 Bad! DebtsvExmense:jq orca 1c erreroneleicuav eis sins anne Salat 1,500 

Allowance for Doubtful Accounts ............. 1,500 

Record estimated bad debts. 

The estimated bad debts expense of $1,500 is reported on the income statement (as either a sell- 

ing expense or an administrative expense) and offsets the $300,000 credit sales it helped pro- 

duce. The Allowance for Doubtful Accounts is a contra asset account. A contra account is used 

instead of reducing accounts receivable directly because at the time of the adjusting entry, the 

company does not know which customers will not pay. After the bad debts adjusting entry 1S 

posted, TechCom’s account balances (in T-account form) for Accounts Receivable and its Al- 

lowance for Doubtful Accounts are as shown in Exhibit 7.5. 

Accounts Receivable Allowance for Doubtful Accounts 

Dec. 31 20,000 7 | Dec 3| 1,500 

The Allowance for Doubtful Accounts credit balance of $1,500 has the effect of reducing 

accounts receivable to its estimated realizable value. Realizable value refers to the expected 

) PALOWAaNGG Ns aerre se aha Currently, pesos Accts. Rec. bal. 

Allowance method 

Advantages 

Receivables fairly stated 

* Bad debts expense matched 

with sales 

* Writing off bad debt does 

not affect net receivables or 

. 

income 

Disadvantages 

* Estimates required 

EXHIBIT 7.5 

Ledger after Bad Debts 

Adjusting Entry 
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EXHIBIT 7.6 

Balance Sheet for the 

Allowance for Doubtful 

Accounts 

EXHIBIT 7.7 

Alternative Presentation of 

the Allowance for Doubtful 

Accounts 

Assets = Liabilities + Equity 

+520 

—520 

Point: The Bad Debts 

Expense is not debited in the 

write-off because it was re- 

corded in the period when 

sales occurred. 

EXHIBIT 7.8 

Ledger after Write-Off 

Point: In posting a write-off, 

the ledger’s Explanation column 

indicates the reason for this 

credit so it is not misinter- 

preted as payment in full. 

EXHIBIT 7.9 

Realizable Value before 

and after Write-Off of a 

Bad Debt 

Point: Recovery of a bad 

debt always requires two 

journal entries. 

Assets = Liabilities + Equity 

+520 

—520 

Assets = Liabilities + Equity 

+520 

—520 
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proceeds from converting an asset into cash. Although credit customers owe $20,000 to Tech- 

Com, only $18,500 is expected to be realized in cash collections from these customers. (Tech- 

Com continues to bill its customers a total of $20,000, the amounts from the subsidiary ledger.) 

In the balance sheet, the Allowance for Doubtful Accounts is subtracted from Accounts Receiv- 

able and is often reported as shown in Exhibit 7.6. 

Current assets 

$20,000 

1,500 

Accounts receivable. .................. cece eee Se 

Less allowance for doubtful accounts............... $18,500 

Sometimes the Allowance for Doubtful Accounts is not reported separately. This alternative 

presentation is shown in Exhibit 7.7 (also see Appendix A). 

Current assets 

Accounts receivable (net of $1,500 doubtful accounts)........... $18,500 

Writing Off a Bad Debt When specific accounts are identified as uncollectible, they are 

written off against the Allowance for Doubtful Accounts. To illustrate, TechCom decides that J. 

Kent’s $520 account is uncollectible and makes the following entry to write it off. 

Jan. 23 Allowance for Doubtful Accounts ...............-- 520 

Accounts Receivable—J. Kent...............+- 520 

Write off an uncollectible account. 

Posting this write-off entry to the Accounts Receivable account removes the amount of the bad 

debt from the general ledger (it is also posted to the accounts receivable subsidiary ledger). The 

general ledger accounts now appear as in Exhibit 7.8 (assuming no other transactions affecting 

these accounts). 

Accounts Receivable Allowance for Doubtful Accounts 

Dec. 31 20,000 Dec. 31 1,500 

Jan. 23 520 Jan. 23 520 

The write-off does not affect the realizable value of accounts receivable as shown in Exhibit 7.9. 

Neither total assets nor net income is affected by the write-off of a specific account. Instead, 

both assets and net income are affected in the period when bad debts expense is predicted and 

recorded with an adjusting entry. 

Before Write-Off After Write-Off 

Accounts receivable: 3.45. <c... so ee  caenes Soe $ 20,000 $ 19,480 

Less allowance for doubtful accounts ................5 1,500 980 

Estimated realizable accounts receivable ......... $18,500 $18,500 

Recovering a Bad Debt When a customer fails to pay and the account is written off as uncol- 

lectible, his or her credit standing is jeopardized. To help restore credit standing, a customer some- 

times volunteers to pay all or part of the amount owed. A company makes two entries when collecting 

an account previously written off by the allowance method. The first is to reverse the write-off and 
reinstate the customer’s account. The second entry records the collection of the reinstated account. To 

illustrate, if on March 11 Kent pays in full his account previously written off, the entries are 

Mar. || Accounts Receivable—J. Kent..........:..2..0.0. 520 

Allowance for Doubtful Accounts.............. 520 

Reinstate account previously written off. 

Mar. || Gash aic sc Giclee eae Austen aero er capes ese 520 

Accounts Receivable—J. Kent................. 520 

Record full payment of account. 
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In this illustration, Kent paid the entire amount previously written off, but sometimes a customer 
pays only a portion of the amount owed. A question then arises as to whether the entire balance 
of the account or just the amount paid is returned to accounts receivable. This is a matter of 
judgment. If we believe this customer will later pay in full, we return the entire amount owed to 
accounts receivable, but if we expect no further collection, we return only the amount paid. 

© Decision Insight @ 

On the Money PayPal is legally just a money transfer agent, but 

it is increasingly challenging big credit card brands—see chart. C 
PayPal is successful because: (1) online credit card processing fees g 

can exceed $0.15 per dollar, but PayPal's fees are under $0.10 per 8 
< 1S} 

dollar; (2) PayPal’s merchant fraud losses are under 0.2% of reve- = ‘ 

nues, which compares to nearly 2% for online merchants using 8 a 

credit cards. & eg he Mi caer tates Mae 
36 2 2 ee ge 8S 

o fo} oO Lo = BiG =< 
= o > 

oe = Oe ote = Eu a 

A retailer applies the allowance method in accounting for uncollectible accounts. Prepare journal entries 

to record the following selected transactions. 

2015 

Dec.31 The retailer estimates $3,000 of its accounts receivable are uncollectible. 

2016 

Feb. 14 The retailer determines that it cannot collect $400 of its accounts receivable from a customer 

named ZZZ Company. 

Apr. 1 ZZZ Company unexpectedly pays its account in full to the retailer, which then records its 

recovery of this bad debt. 

Solution 

2015 

Dec. 31 Bad) Debtsiexpenser. sts a cts ronnie Se senses onto sisthe es 3,000 

Allowance for Doubtful Accounts...............-. 3,000 

Record estimated bad debts. 

2016 
Feb. 14 Allowance for Doubtful Accounts ........;5....:. 000+: 400 

Accounts Receivable—ZZZ Co. ..........0005000e 400 

Write off an account. 

Apr. | Accounts Receivable- 2 ZZ. | GOs iawne ecianns sine ee 400 

Allowance for Doubtful Accounts................. 400 

Reinstate an account previously written off. 

Apr. | GEESN 5 5 ctw. ka Chere cheney Boke Baa ooo PIN Dare eR one 400 

Accounts Receivable—ZZZ Go. 2. on. sss. seus eee 400 

Record cash received on account. 
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Example: If TechCom used 

a collection agency and paid 

a 35% commission on $520 

collected from Kent, how is this 

recorded? Answer: 

Cash 338 

Collection Expense 182 

Accts. Rec.—J. Kent 520 

Point: Bad Debts Expense is 

also called Uncollectible Accounts 

Expense. The Allowance for 

Doubtful Accounts is also 

called Allowance for Uncollectible 

Accounts 

NEED-TO-KNOW Wwe 
Entries under 

Allowance Method 

P2 

| Do More: OS 7-5 

Estimating Bad Debts— Percent of Sales Method 

The allowance method requires an estimate of bad debts expense to prepare an adjusting entry 

at the end of each accounting period. There are two common methods. One is based on the in- 

come statement relation between bad debts expense and sales. The second is based on the bal- 

ance sheet relation between accounts receivable and the allowance for doubtful accounts. 

The percent of sales method, also referred to as the income statement method, is based on the 

idea that a given percent of a company’s credit sales for the period is uncollectible. To illustrate, 

assume that Musicland has credit sales of $400,000 in year 2016. Based on past experience, 

Musicland estimates 0.6% of credit sales to be uncollectible. This implies that Musicland 

Point: Focus is on credit sales 

because cash sales do not pro- 

duce bad debts. If cash sales are a 

small or stable percent of credit 

sales, total sales can be used 
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Assets = Liabilities + Equity 

—2,400 —2,400 

Bad Debts Expense 

Unadj. 0 

Adj. (% Sales) 2,400 

Est. bal 2.400 | 

Point: When using the 
percent of sales method for 

estimating uncollectibles, and 

because the “Unadj. bal.” in 

Bad Debts Expense is always 

$0, the adjusting entry amount 

always equals the % of sales. 

Point: When using an ac- 
counts receivable method for 

estimating uncollectibles, the 

allowance account balance is 

adjusted to equal the estimate 

of uncollectibles. 

EXHIBIT 7.10 

Allowance for Doubtful 

Accounts after Bad Debts 

Adjusting Entry 

Assets = Liabilities + Equity 

—2,300 —2,300 
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expects $2,400 of bad debts expense from its sales (computed as $400,000 x 0.006). The adjust- 

ing entry to record this estimated expense is 

Dec. 31* BadiDebtsiExpense..7 3) iciae. te cine te ne 2,400 

Allowance for Doubtful Accounts ............. 2,400 

Record estimated bad debts. 

* The adjusting entry above applies our 3-step adjusting entry process from Chapter 3: 

Step 1: Current balance for Bad Debts Expense is $0 debit (as the expense account was closed in prior period). 

Step 2: Current balance for Bad Debts Expense should be $2,400 debit. 

Step 3: Record entry to get from step | to step 2. 

The allowance account ending balance on the balance sheet for this method would rarely equal the 

bad debts expense on the income statement. This is because unless a company is in its first period 

of operations, its allowance account has a zero balance only if the prior amounts written off as un- 

collectible exactly equal the prior estimated bad debts expenses. (When computing bad debts ex- 

pense as a percent of sales, managers monitor and adjust the percent so it is not too high or too low.) 

Estimating Bad Debts—Percent of Receivables Method 

The accounts receivable methods, also referred to as balance sheet methods, use balance sheet rela- 

tions to estimate bad debts—mainly the relation between accounts receivable and the allowance 

amount. The goal of the bad debts adjusting entry for these methods is to make the Allowance for 

Doubtful Accounts balance equal to the portion of accounts receivable that is estimated to be uncol- 

lectible. The estimated balance for the allowance account is obtained in one of two ways: (1) com- 

puting the percent uncollectible from the total accounts receivable or (2) aging accounts receivable. 

The percent of accounts receivable method assumes that a given percent of a company’s 

receivables is uncollectible. This percent is based on past experience and is impacted by current 

conditions such as economic trends and customer difficulties. The total dollar amount of all 

receivables is multiplied by this percent to get the estimated dollar amount of uncollectible 

accounts—reported in the balance sheet as the Allowance for Doubtful Accounts. 

To illustrate, assume that Musicland has $50,000 of accounts receivable on December 31, 

2016. Experience suggests 5% of its receivables is uncollectible. This means that after the ad- 

justing entry is posted, we want the Allowance for Doubtful Accounts to show a $2,500 credit 

balance (5% of $50,000). We are also told that its beginning balance is $2,200, which is 5% of 

the $44,000 accounts receivable on December 31, 2015—see Exhibit 7.10. 

Allowance for Doubtful Accounts 
Prior-year estimate 

of allowance for 

doubtful accounts 

Unadjusted bal. 200 

Dec. 31 adjustment 2,300 
Current-year 

estimate of allowance 

for doubtful accounts 

Dec. 31, 2015, bal. 

Feb. 6 800 

Novy. 20 500 

Dec. 31, 2016, bal. 2,500 

During 2016, accounts of customers are written off on February 6, July 10, and November 20. 

Thus, the account has a $200 credit balance before the December 31, 2016, adjustment. The 

adjusting entry to give the allowance account the estimated $2,500 balance is 

Dec. 31* Bad‘Debts Expense. avicrces eaten esas 2,300 

Allowance for Doubtful Accounts ............. 

Record estimated bad debts. 

2,300 

* The adjusting entry above applies our 3-step adjusting entry process from Chapter 3: 

Step 1: Current balance for Allowance account is $200 credit. 

Step 2: Current balance for Allowance account should be $2,500 credit. 

Step 3: Record entry to get from Step | to Step 2. 
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© Decision |osigh* 

Come of Age Unlike wine, accounts receivable do not im- 
prove with age. Experience shows that the longer a receivable 
is past due, the less likely it is to be collected. An aging schea- 
ule uses this knowledge to estimate bad debts. The chart here 
is from a survey that reported estimates of bad debts for re- 

ceivables grouped by how long they were past their due 

dates. Each company sets its own estimates based on its cus- 

tomers and its experiences with those customers’ payment 

patterns. @ 

Bad debts percentage 

Months past due 

0% 100% 

Estimating Bad Debts— Aging of Receivables Method 

The aging of accounts receivable method uses both past and current receivables information to 

estimate the allowance amount. Specifically, each receivable is classified by how long it is past 

its due date. Then estimates of uncollectible amounts are made assuming that the longer an 

amount is past due, the more likely it is to be uncollectible. Classifications are often based on 

30-day periods. After the amounts are classified (or aged), experience is used to estimate the 

percent of each uncollectible class. These percents are applied to the amounts in each class and 

then totaled to get the estimated balance of the Allowance for Doubtful Accounts. This compu- 

tation is performed by setting up a schedule such as Exhibit 7.11. 

MUSICLAND 
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EXHIBIT 7.11 

Aging of Accounts 

Receivable 

Schedule of Accounts Receivable by Age 
December 31,2016 

1 to 30 31 to 60 61 to 90 Over 

Not Yet Days Days Days 90 Days 
Customer Totals Due PastDue PastDue PastDue Past Due 

Carlie Abbott............... $ 5,890 $ 5,890 7 

Jamie Allen, c2-c25.2.2 505. 710 $ 710 

Each receivable is grouped Chavez Andres............. 10,500 10,300 $ 200 Senciese 

Balicia Company. Wacatege ssa 2,800 $1,900 $ 900 is past its due date. 

Texas Rawhide............. 9,100 6,110 2,990 

Zamora Services..........- 21,000 20,810 190 =! Each age group is 
Pree + es Sau multiplied by its estimated 

Total receivables ....... $50,000 $37,000 $6,500 $3,700 $1,900 $29008| 4 bad debts percent. 

Percent uncollectible...... x2% x 5% x 10% x 25% x 40% 4 
Estimated bad debts for 

Estimated uncollectible... each group are votaled, 

Exhibit 7.11 lists each customer’s individual balances assigned to one of five classes based 

on its days past due. The amounts in each class are totaled and multiplied by the estimated per- 

cent of uncollectible accounts for each class. The percents used are regularly reviewed to reflect 

changes in the company and economy. 

To explain, Musicland has $3,700 in accounts receivable that are 31 to 60 days past due. Its 

management estimates 10% of the amounts in this age class are uncollectible, or a total of 

$370 (computed as $3,700 x 10%). Similar analysis is done for each of the other four classes. 

The final total of $2,270 ($740 + $325 + $370 + $475 + $360) shown in the first column is the 

estimated balance for the Allowance for Doubtful Accounts. Exhibit 7.12 shows that since the 

Step I: Current account balance equals Unadjusted balance ............. $ 200 credit 

Step 2: Determine what account balance should be Estimated balance .............. 2,270 credit 

Step 3: Make adjustment to get from step | to step 2 Required adjustment ......... $2,070 credit 

EXHIBIT 7.12 

Computation of the 

Required Adjustment for 

the Accounts Receivable 

Method 
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Allowance for Doubtful Accounts 

+ Unadj. bal. 200 | 
| Req. adj. 2,070 

| Estim, bal. 2,270 

Assets = Liabilities + Equity 

—2,070 —2,070 

Point: A debit balance implies 

that write-offs for that period 

exceed the total allowance. 

Allowance for Doubtful Accounts 

Unadj. bal. 500| 

|Req. adj. 2,770 

Estim. bal. 2,270 

Assets = Liabilities + Equ 

—2,770 —2,770 

Point: Credit approval is usu- 

ally not assigned to the selling 

dept. because its goal is to 

increase sales, and it may 

approve customers at the cost 

of increased bad debts. Instead, 

approval is assigned to a 

separate credit-granting or 

administrative dept. 

EXHIBIT 7.13 

Methods to Estimate 

Bad Debts 

Point: Some companies use 

an Allowance for Returns, 

which is a contra account to 

receivables. Accounting for this 

is covered in advanced courses. 
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allowance account has an unadjusted credit balance of $200, the required adjustment to the 

Allowance for Doubtful Accounts is $2,070. (We could also use a T-account for this analysis as 

shown nearby.) This analysis yields the following end-of-period adjusting entry: 

Dec. 31 Bad) Debts, Expense occ vic tcreiatnee aerator 2,070 

Allowance for Doubtful Accounts...........--- 2,070 

Record estimated bad debts. 

Alternatively, if the allowance account had an unadjusted debit balance of $500 (instead of 

the $200 credit balance), its required adjustment would be computed as follows. (Again, a 

T-account can be used for this analysis as shown nearby.) 

Step |: Current account balance equals Unadjusted balanceec 0 2 $ 500 debit 

+ aes & i Current-year estimate of 
Step 2: Determine what account balance should be Estimated balance......... 2,270 credit i Me 

er allowance for doubtful accounts 

Step 3: Make adjustment to get from step | to step 2 Required adjustment sees $ 2,770 credit 

Adjusting entry 

amount 

The entry to record the end-of-period adjustment for this alternative case is 

Dec. 31 Bad’ Debts Expense ccs ly cre eine git 2,770 

Allowance for Doubtful Accounts ............- 2710 

Record estimated bad debts. 

The aging of accounts receivable method is an examination of specific accounts and is usually 

the most reliable of the estimation methods. 

Estimating Bad Debts—Summary of Methods Exhibit 7.13 summarizes the principles 

guiding all three estimation methods and their focus of analysis. Percent of sales, with its in- 

come statement focus, does a good job at matching bad debts expense with sales. The accounts 

receivable methods, with their balance sheet focus, do a better job at reporting accounts receiv- 

able at realizable value. 

_Bad Debts Estimati 
1, | 

Income Statement Focus 

{Emphasis on Matching] [Empt asis on Realizab 

pe P fSales _ PercentofSales — : : : ae 
0; | Ces : Percent of Receivables Aging of Receivables 

Sales x Rate = Bad Debts Expense | ~ Accounts % f : = Allowance - 3 ‘Accounts — i Allowance | 

' Receivable ~ for Doubtful ‘Receivable * (b ee = for Doubtful: 

| Accounts || (byage) PYA8°) Accounts ' 

Adj. Entry Amt. = Percent of Sales 

@® Decision Maker °« 

Labor Union Chief One week prior to labor contract negotiations, financial statements are released showing 

no income growth. A 10% growth was predicted. Your analysis finds that the company increased its allowance for 

uncollectibles from 1.5% to 4.5% of receivables. Without this change, income would show a 9% growth. Does 

this analysis impact negotiations? ll [Answers follow the chapter's Summary.] 
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At its December 31 year-end, a company estimates uncollectible accounts using the allowance method. 

1. It prepared the following aging of receivables analysis. (a) Estimate the balance of the Allowance for 

Doubtful Accounts using the aging of accounts receivable method. (b) Prepare the adjusting entry to 

record bad debts expense using the estimate from part a. Assume the unadjusted balance in the 
Allowance for Doubtful Accounts is a $10 debit. 

Days Past Due 

Total 0 I to 30 31 to 60 61 to 90 Over 90 

Accounts receivable.......... $2,600 $2,000 $300 $80 $100 $120 

Percent uncollectible......... 1% 2% 5% 7% 10% 

2. (a) Estimate the balance of the Allowance for Doubtful Accounts assuming the company uses 2% of 

total accounts receivable to estimate uncollectibles instead of the aging of receivables method in ques- 

tion |. (b) Prepare the adjusting entry to record bad debts expense using the estimate from part a. 

Assume the unadjusted balance in the Allowance for Doubtful Accounts is a $4 credit. 

3. (a) Estimate the balance of the uncollectibles assuming the company uses 0.5% of annual credit sales (an- 

nual credit sales were $10,000). (b) Prepare the adjusting entry to record bad debts expense using the esti- 

mate from part a. Assume the unadjusted balance in the Allowance for Doubtful Accounts is a $4 credit. 

Solutions 

1a. Computation of the estimated balance of the allowance for uncollectibles: 
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Nee 7-4 

Estimating Bad Debts 

P2 

Do More: OS 7-6, E 7-4, E 7-5, 

E7-6,E 7-7,E 7-8, E 7-9 
Not due: ......6. $2,000 x 0.01 = $20 

[pto3O eae ee 300 x 0.02 = 6 

sil aeonCOk ee SE 80 x 0.05 = 4 

61160590 eee on 100 x 0.07 = 7 

OVER IO: ees in 120 x 0.10 = 2 

$49 credit 

Allowance for Doubtful Accounts 

abs Dec. 31 Bad Depisexpense. 3 as 59 ) jee aes — seeeome ci 

Allowance for Doubtful Accounts........... 59 nay ee one | Pes enrieoee 

Record estimated bad debts.* ——_————j——— 
| Est. bal. Dec. 31 49 

Ste “Unadjusted balance «4s +: $10 debit 

Ste] should be Estimated balance... 9.2 50.6... Rey credit 

te] j tep 2 Required adjustment ........... $59 credit 

2a. Computation of the estimated balance of the allowance for uncollectibles: 

$2,600 x 0.02 = $52 credit 

Allowance for Doubtful Accounts 

Ae Dec. 31 BadiWiebts Eveense: te ca we pre cmd pt ats « ois os 48 Riiesediasyiwiaaies SES es. 
| Unac Dec. 31 4 

Allowance for Doubtful Accounts .......... 48 (URae 

Record estimated bad debts.* eee 

Step | ent int *Unadjusted balance ............ $ 4 credit 

hat Bstumated Dalance we... ee _52 credit 

Required adjustment ........... $48 credit 

3a. Computation of the estimated balance of the bad debts expense: 

$10,000 x 0.005 = $50 credit 

Bad Debts Expense 

3b. Dec. 31 Bad Debisxbehe ania dicen os cise ener he 50 Grade Dee 3) 0 

Allowance for Doubtful Accounts ........-. 50 Adj. Dec. 31 50 

Record estimated bad debts. Est. bal. Dee. 31 50] 
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(2 
Describe a note receivable, 
the computation of its 
maturity date, and the 
recording of its existence. 

EXHIBIT 7.14 

Promissory Note 

EXHIBIT 7.15 

Maturity Date Computation 
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NOTES RECEIVABLE 
A promissory note is a written promise to pay a specified amount of money, usually with inter- 

est, either on demand or at a definite future date. Promissory notes are used in many transac- 

tions, including paying for products and services, and lending and borrowing money. Sellers 

sometimes ask for a note to replace an account receivable when a customer requests additional 

time to pay a past-due account. For legal reasons, sellers generally prefer to receive notes when 

the credit period is long and when the receivable is for a large amount. If a lawsuit is needed to 

collect from a customer, a note is the buyer’s written acknowledgment of the debt, its amount, 

and its terms. 
Exhibit 7.14 shows a simple promissory note dated July 10, 2016. For this note, Julia Browne 

promises to pay TechCom or to its order (according to TechCom’s instructions) a specified 

amount of money ($1,000), called the principal of a note, at a definite future date (October 8, 

2016). As the one who signed the note and promised to pay it at maturity, Browne is the maker 

of the note. As the person to whom the note is payable, TechCom is the payee of the note. To 
Browne, the note is a liability called a note payable. To TechCom, the same note is an asset 

called a note receivable. This note bears interest at 12%, as written on the note. Interest is the 

charge for using the money until its due date. To a borrower, interest is an expense. To a lender, 

it is revenue. 

Principal 

| Amount: . $1,000. Date: Jy 10,2016 Date of note 
Due date 

... Ninety days | after date ............. Nhe eee promise to pay to the order of 

TechCom Company «——— Payee 

Los Angeles, CA i 

One thousand and no/100 ---------------------------------------------------- Dollars 

for value received with interest at the annual rate of .!2%.. -——"-"""""-_-__ Interest rate 

Maker 

Computing Maturity and Interest 

This section describes key computations for notes including the determination of maturity date, 

period covered, and interest computation. 

Maturity Date and Period The maturity date of a note is the day the note (principal and 

interest) must be repaid. The period of a note is the time from the note’s (contract) date to its 

maturity date. Many notes mature in less than a full year, and the period they cover is often ex- 

pressed in days. When the time of a note is expressed in days, its maturity date is the specified 

number of days after the note’s date. As an example, a five-day note dated June 15 matures and 

is due on June 20. A 90-day note dated July 10 matures on October 8. This October 8 due date 

is computed as shown in Exhibit 7.15. The period of a note is sometimes expressed in months or 
years. When months are used, the note matures and is payable in the month of its maturity on 

the same day of the month as its original date. A nine-month note dated July 10, for instance, is 

payable on April 10. The same analysis applies when years are used. 

Days in July ccicesivteysis eco bess oat Apieroecye suse cence aan arantoceat (hares 31 

Minus the date of themote 25)... See Ge ee nee 10 

Days remaining in-julycc cs. ccc cout oe ee ee eeeitreene eh: 21 

Add dayc iv’ Aueust at as ee ee eae 3 

Add days in September rast giiseiiieccine csiee sosvienst: es ieee meee 30 

Days to equal 90 days, or maturity date of October 8 ......... £8 

Period of.the:noterinidaye: scm. iasce ee eae eu ae seme neiae 90 
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Interest Computation = /nterest is the cost of borrowing money for the borrower or, alterna- 

tively, the profit from lending money for the lender. Unless otherwise stated, the rate of interest 

on a note is the rate charged for the use of the principal for one year. The formula for computing 

interest on a note is shown in Exhibit 7.16. 

Annual 

interest rate 

Principal 

of the note 
Time expressed 

in fraction of year = Interest 

To simplify interest computations, a year is commonly treated as having 360 days (called the 

banker’s rule in the business world and widely used in commercial transactions). We treat a 

year as having 360 days for interest computations in the examples and assignments. Using 

the promissory note in Exhibit 7.14 where we have a 90-day, 12%, $1,000 note, the total interest 

is computed as follows: 

90 
$1,000 x 12% x Seo $LO000%< 0:12 x, 0:25 = 7330 

Recognizing Notes Receivable 

Notes receivable are usually recorded in a single Notes Receivable account to simplify record- 

keeping. The original notes are kept on file, including information on the maker, rate of interest, 

and due date. (When a company holds a large number of notes, it sometimes sets up a control- 

ling account and a subsidiary ledger for notes. This is similar to the handling of accounts receiv- 

able.) To illustrate the recording for the receipt of a note, we use the $1,000, 90-day, 12% 

promissory note in Exhibit 7.14. TechCom received this note at the time of a product sale to 

Julia Browne. This transaction is recorded as follows: 

July 10* 1,000 

1,000 

Sold goods in exchange for a 90-day, | 2% note. 

* We omit the entry to Dr. Cost of Sales and Cr. Merchandise Inventory to focus on sales and receivables. 

When a seller accepts a note from an overdue customer as a way to grant a time extension on a 

past-due account receivable, it will often collect part of the past-due balance in cash. This partial 

payment forces a concession from the customer, reduces the customer's debt (and the seller’s 

risk), and produces a note for a smaller amount. To illustrate, assume that TechCom agreed to 

accept $232 in cash along with a $600, 60-day, 15% note from Jo Cook to settle her $832 past- 

due account. TechCom made the following entry to record receipt of this cash and note: 

(GEIR Leh Aci esa ty Bit ated haticlets PIAeney FROST Opie ps Oe. c 232 

Notes Receivable 600 

Accounts Receivable—J. Cook...........--.-- 832 

Received cash and note to settle account. 

Oct. 5 

Valuing and Settling Notes 

Recording an Honored Note The principal and interest of a note are due on its maturity 

date. The maker of the note usually honors the note and pays it in full. To illustrate, when J. 

Cook pays the note above on its due date, TechCom records it as follows: 

(SECs, oes nc thc eid ore ceca cocaine elena 615 

NIOCeSERECCIVADIG Irritant estore ieee ieadiaue sis 600 

IntenestiReVenuciye ett mo sar ss norseee mts 15 

Collect note with interest of $600 x 15% x 60/360. 

Dec. 4 

Interest revenue, also called interest earned, is reported on the income statement. 
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EXHIBIT 7.16 

Computation of Interest 

Formula 

Point: If the banker's rule 

is not followed, interest is 

computed as: 

$1,000 x 12% x 90/365 = 

$29.589041 

The banker’s rule would yield 

$30, which is easier to account 

for than $29.589041. 

Assets = Liabilities + Equity 

+ 1.000 +1,000 

Assets = Liabilities + Equity 

P3 
Record the honoring and 
dishonoring of a note and 
adjustments for interest. 

sets = Liabilities + Equity 

615 +15 
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Point: When posting a 

dishonored note to a custom- 

er’s account, an explanation 

is included so as not to 

misinterpret the debit as a 

sale on account. 

Assets = Liabilities + Equity 

+615 +15 

—600 

Point: Reporting the details 

of notes is consistent with the 

full disclosure principle, 

which requires financial state- 

ments (including footnotes) to 

report all relevant information. 

Assets = Liabilities + Equity 

+15 +15 

Point: Assume reversing 

entries are not made unless 

otherwise stated. 

= Liabilities + Equity 

+3,060 +45 
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Recording a Dishonored Note When a note’s maker is unable or refuses to pay at matu- 

rity, the note is dishonored. The act of dishonoring a note does not relieve the maker of the ob- 

ligation to pay. The payee should use every legitimate means to collect. How do companies 

report this event? The balance of the Notes Receivable account should include only those notes 

that have not matured. Thus, when a note is dishonored, we remove the amount of this note from 

the Notes Receivable account and charge it back to an account receivable from its maker. To il- 
lustrate, assume that J. Cook dishonors the note above at maturity. The journal entry to record 

the dishonoring of the note follows: 

Dec. 4 Accounts Receivable]. Cook oi. iia ales toe ee 615 

Interest: Revenue 35.00 cs ay ata ape oe te wee 15 

Notes Receivable: 2625s iieee occas eee: 600 

Charge account of J. Cook for a dishonored note 

and interest of $600 x 15% x 60/360. 

Charging a dishonored note back to the account of its maker serves two purposes. First, it re- 

moves the amount of the note from the Notes Receivable account and records the dishonored 

note in the maker’s account. Second, and more important, if the maker of the dishonored note 

applies for credit in the future, his or her account will reveal all past dealings, including the 

dishonored note. Restoring the account also reminds the company to continue collection efforts 

from Cook for both principal and interest. The entry records the full amount, including interest, 

to ensure that it is included in collection efforts. 

Recording End-of-Period Interest Adjustment When notes receivable are outstanding 

at the end of a period, any accrued interest earned is computed and recorded. To illustrate, on 

December 16, TechCom accepts a $3,000, 60-day, 12% note from a customer in granting an 

extension on a past-due account. When TechCom’s accounting period ends on December 31, 

$15 of interest has accrued on this note ($3,000 x 12% x 15/360). The following adjusting entry 

records this revenue: 

Dec. 31 

Record accrued interest earned. 

Interest revenue appears on the income statement, and interest receivable appears on the balance 

sheet as a current asset. When the December 16 note is collected on February 14, TechCom’s 

entry to record the cash receipt is 

Feb. 14 3,060 

Interest Revenues: suc. ec uest un ieee omen oe cen 45 

Interest:Receivable:..3) <csuys cute toda pnna ineee & 15 

3,000 

Received payment of note and its interest. 

Total interest earned on the 60-day note is $60. The $15 credit to Interest Receivable on Febru- 

ary 14 reflects the collection of the interest accrued from the December 31 adjusting entry. The 

$45 interest earned reflects TechCom’s revenue from holding the note from January | to Febru- 
ary 14 of the current period. 
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a. AA Company purchases $1,400 of merchandise from ZZ on December 16, 2015. ZZ accepts AA’s 

$1,400, 90-day, 12% note as payment. ZZ’s accounting period ends on December 31, and it does not 
make reversing entries. Prepare entries for ZZ on December 16, 2015, and December 31, 2015. 

(Assume reversing entries are not made.) 

b. Using the information in part a, prepare ZZ’s March 16, 2016, entry if AA dishonors the note. 

c. Instead of the facts in part b, prepare ZZ’s March 16, 2016, entry if AA honors the note. 

d. Assume the facts in part b above (AA dishonors the note). Then, on March 31, ZZ decides to write off the 

receivable from AA Company. Prepare that write-off entry assuming that ZZ uses the allowance method. 

Solution 

a. 
Dec. 16 Note:Receivable-=AAU: 20 20 on ce ees 1,400 

Sal ese reese err niet OR ah oe 1,400 

Dec. 31 Interest: Receivable ec. eron st oe re ea if 

Interest: Revenue mck noe cee eS 7 

($1,400 x 12% x 15/360) 

Accounts Receivable—AA ...........20200 00s 

InterestiReventie 225 Actus. Satie | cee 35 

iInterestiReceivable: Gitessice wysoh ie eee 7 

Notes Receivable—-AA ...........2-22 eee 

Interest Receivablee er cnr eee ik 

Notes Receivable—AA .........-..020000- 1,400 

d. 
Mar. 31 Allowance for Doubtful Accounts .............. 1,442 

Accounts Receivable—AA Company ........ 1,442 
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NEED-TO-KNOW jie 

Honoring and 

Dishonoring Notes 

(2 P3 

Do More: OS 7-8, OS 7-9, 

QS 7-10, E 7-10, £ 7-11, 

E 7-12, E 7-13 

DISPOSAL OF RECEIVABLES 
Companies can convert receivables to cash before they are due. Reasons for this include the need 

for cash or the desire not to be involved in collection activities. Converting receivables is usually 

done either by (1) selling them or (2) using them as security for a loan. A recent survey shows 

that about 20% of companies obtain cash from either selling receivables or pledging them as se- 

curity. In some industries such as textiles, apparel, and furniture, this is common practice. 

Selling Receivables 

A company can sell all or a portion of its receivables to a finance company or bank. The buyer, 

called a factor, charges the seller a factoring fee, and then the buyer takes ownership of the re- 

ceivables and receives cash when they come due. By incurring a factoring fee, the seller receives 

cash earlier and can pass the risk of bad debts to the factor. The seller can also choose to avoid 

costs of billing and accounting for the receivables. To illustrate, if TechCom sells $20,000 of its 

accounts receivable and is charged a 4% factoring fee, it records this sale as follows: 

Aug. [5 (CRU Sa ntSoamduniond aude dente a momino meme on cree ome 19,200 

Factoring Fee Expense... .....-.. 000s s seer reece eee 800 

Accounts Receivables... 0... eect ee teense 20,000 

Sold accounts receivable for cash, less 4% fee. 

C3 
Explain how receivables 
can be converted to cash 

before maturity. 
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Global: Firms in export sales 

increasingly sell their receiv- 

ables to factors. 

Assets = Liabilities + Equity 

+35,000  +35,000 
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The accounting for sales of notes receivable is similar to that for accounts receivable. The detailed 

entries are covered in advanced courses. Remember: When factoring receivables, the company sell- 
ing receivables always receives less cash than the amount of receivables sold due to factoring fees. 

Pledging Receivables 

A company can raise cash by borrowing money and pledging its receivables as security for the 

loan. Pledging receivables does not transfer the risk of bad debts to the lender because the bor- 

rower retains ownership of the receivables. If the borrower defaults on the loan, the lender has a 

right to be paid from the cash receipts of the receivable when collected. To illustrate, when Tech- 
Com borrows $35,000 and pledges its receivables as security, it records this transaction as follows: 

Aug. 20 Gashie eas este hen Sears nuelarena ee 35,000 

Notes Payables 2.22066 cea hee 35,000 

Borrow with a note secured by pledging receivables. 

Since pledged receivables are committed as security for a specific loan, the borrower’s financial 

statements disclose the pledging of them. TechCom, for instance, includes the following note 

with its statements: Accounts receivable of $40,000 are pledged as security for a $35,000 note payable. 

Inventory and accounts receivable are two assets commonly demanded by bankers as collateral 

when making business loans. 

® Decision Maker 

Analyst/Auditor You are reviewing accounts receivable. Over the past five years, the allowance account as a 

percentage of gross accounts receivable shows a steady downward trend. What does this finding suggest? @ 

[Answers follow the chapter's Summary.] 

=) GLOBAL VIEW 
This section discusses similarities and differences between U.S. GAAP and IFRS regarding the recogni- 

tion, measurement, and disposition of receivables. 

Recognition of Receivables Both U.S. GAAP and IFRS have similar asset criteria that apply to 

recognition of receivables. Further, receivables that arise from revenue-generating activities are subject to 

broadly similar criteria for U.S. GAAP and IFRS. Specifically, both refer to the realization principle and 

an earnings process. The realization principle under U.S. GAAP implies an arm’s-length transaction oc- 

curs, whereas under IFRS this notion is applied in terms of reliable measurement and likelihood of eco- 

nomic benefits. Regarding U.S. GAAP’s reference to an earnings process, IFRS instead refers to risk 

transfer and ownership reward. While these criteria are broadly similar, differences do exist, and they arise 

mainly from industry-specific guidance under U.S. GAAP, which is very limited under IFRS. 

Valuation of Receivables Both U.S. GAAP and IFRS require that receivables be reported net of 
estimated uncollectibles. Further, both systems require that the expense for estimated uncollectibles be 

recorded in the same period when any revenues from those receivables are recorded. This means that for 

accounts receivable, both U.S. GAAP and IFRS require the allowance method for uncollectibles (unless 

uncollectibles are immaterial). The allowance method using percent of sales, percent of receivables, and 

aging was explained in this chapter. Nokia reports the following for its allowance for uncollectibles: 

Management specifically analyzes accounts receivables and historical bad debt, customer concentra- 

tions, customer creditworthiness, current economic trends and changes in our customer payment 

terms when evaluating the adequacy of the allowance. 

Disposition of Receivables Both U.S. GAAP and IFRS apply broadly similar rules in recording 

dispositions of receivables. Those rules are discussed in this chapter. We should be aware of an important 

difference in terminology. Companies reporting under U.S. GAAP disclose Bad Debts Expense, which is 

also referred to as Provision for Bad Debts or the Provision for Uncollectible Accounts. For U.S. GAAP, 

provision here refers to expense. Under IFRS, the term provision usually refers to a liability whose amount 

or timing (or both) is uncertain. 
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Sustainability and Accounting Matt Maloney, CEO and co-founder of GrubHub, strives to 
reduce his company’s impact on the environment and help end childhood hunger. When ordering food on 

GrubHub’s website, customers can opt not to receive plastic utensils. This initiative reduces the amount of 

trash in landfills and lessens the company’s impact on the environment. “Climate change is one of the 

most challenging problems of our time,” says Matt. “By taking these steps, we are helping to build a 

framework that will reduce the impact of restaurant deliveries on our environment.” 

GrubHub also partners with charities like No Kid Hungry to end childhood hunger in the U.S. To sup- 

port No Kid Hungry, GrubHub donates $1 to the charity when customers check out using a special code. 

“As a food technology company . .. we understand the importance of supporting our local communities,” 

explains Matt. “Our [partnership] allows GrubHub’s more than five million active diners a simple yet im- 

pactful opportunity to support No Kid Hungry’s numerous local initiatives—improving school breakfast 

programs, teaching families how to prepare healthy meals on a budget, and recruiting summer meal sites.” 

For a company selling on credit, we want to assess both the quality and liquidity of its accounts receivable. 

Quality of receivables refers to the likelihood of collection without loss. Experience shows that the longer 

receivables are outstanding beyond their due date, the lower the likelihood of collection. Liquidity of re- 

ceivables refers to the speed of collection. Accounts receivable turnover is a measure of both the quality 

and liquidity of accounts receivable. It indicates how often, on average, receivables are received and col- 

lected during the period. The formula for this ratio is shown in Exhibit 7.17. 

Net sales 
Accounts receivable turnover = : 

Average accounts receivable, net 

We prefer to use net credit sales in the numerator because cash sales do not create receivables. However, 

because financial statements rarely report net credit sales, our analysis uses net sales. The denominator is the 

average accounts receivable balance, computed as (Beginning balance + Ending balance) + 2. TechCom has 

an accounts receivable turnover of 5.1. This indicates its average accounts receivable balance is converted 

into cash 5.1 times during the period. Exhibit 7.18 shows graphically this turnover activity for TechCom. 

5.1 times per year 

Jan. Feb. March Apr. May June July Aug. Sept. Oct. Nov. Dec. 

Accounts receivable turnover also reflects how well management is doing in granting credit to customers in 

a desire to increase sales. A high turnover in comparison with competitors suggests that management 

should consider using more liberal credit terms to increase sales. A low turnover suggests management 

should consider stricter credit terms and more aggressive collection efforts to avoid having its resources tied 

up in accounts receivable. 

To illustrate, we take fiscal year data from two competitors: IBM and Oracle (ORCL). Exhibit 7.19 

shows accounts receivable turnover for both companies. 

Turnover 

2014 2013 tS) Company Figure ($ millions) 2012 2011 

IBM Nieticales sme tae reer $92,793 $98,367 $102,874 $105,056 3 

Average accounts receivable, net .... $ 9,778 $10,566 $ 10,923 $ 11,007 7H 

Accounts receivable turnover ... 9.5 9.3 9.6 9.5 F 

Oracle INEEGHES 3 Wo @anciedeet abe wowsen $38,275 $37,180 $ 37,121 $ 35,622 K 

Average accounts receivable, net .... $ 6,068 $ 6213 $ 6503 $$ 6,107 3 

Accounts receivable turnover ... 6.3 6.0 5.7 5.8 25 
1] 

IBM’s 2014 turnover is 9.5, computed as $92,793/$9,778 ($ millions). This means that 

IBM’s average accounts receivable balance was converted into cash 9.5 times in 2014. Its 

turnover increased in 2014 (9.5) compared with 2013 (9.3) and declined compared to 

Accounts Receivable Turnover: 

Al 
Compute accounts 
receivable turnover and 

use it to help assess 
financial condition. 

EXHIBIT 7.17 

Accounts Receivable 

Turnover 

EXHIBIT 7.18 

Rate of Accounts 

Receivable Turnover for 

TechCom 

Point: Credit risk ratio 

is computed by dividing the 

Allowance for Doubtful 

Accounts by Accounts 

Receivable. The higher this 

ratio, the higher is credit risk 

EXHIBIT 7.19 

Analysis Using Accounts 

Receivable Turnover 

Oracle IBM 
eA EAE ESTEE SELL ELL OREO ETSI ELL ELLE LLL DLS ISNT TORII 
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COMPREHENSIVE 
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2012 (9.6). However, IBM’s turnover exceeds that for Oracle in each of the years shown here. Is either 

company’s turnover too high? Because sales are relatively flat over this time period, neither company’s 

turnover rate appears to be too high. Instead, both IBM and Oracle seem to be doing an adequate job of 

managing receivables.! 

a @ Decision Maker » 
Family Physician Your medical practice is barely profitable, so you hire a health care analyst. The analyst high- 

lights several points including the following: ‘Accounts receivable turnover is too low. Tighter credit policies are 

recommended along with discontinuing service to those most delayed in payments.” How do you interpret these 

recommendations? What actions do you take? MH [Answers follow the chapter's Summary.] 

Clayco Company completes the following selected transactions during year 2016. 

July 14 Writes off a $750 account receivable arising from a sale to Briggs Company that dates to 

10 months ago. (Clayco Company uses the allowance method.) 

30 Clayco Company receives a $1,000, 90-day, 10% note in exchange for merchandise sold to 

Sumrell Company (the merchandise cost $600). 

Aug. 15 Receives $2,000 cash plus a $10,000 note from JT Co. in exchange for merchandise that sells 
for $12,000 (its cost is $8,000). The note is dated August 15, bears 12% interest, and matures in 
120 days. 

Nov. 1 Completes a $200 credit card sale with a 4% fee (the cost of sales is $150). The cash is trans- 

ferred immediately from the credit card company. 

3 Sumrell Company refuses to pay the note that was due to Clayco Company on October 28. 

Prepare the journal entry to charge the dishonored note plus accrued interest to Sumrell Com- 

pany’s accounts receivable. 

5 Completes a $500 credit card sale with a 5% fee (the cost of sales is $300). The money transfer 

from the credit card company is received on Nov. 9. 

15 Receives the full amount of $750 from Briggs Company that was previously written off on 

July 14. Record the bad debts recovery. 

Dec. 13 Receives payment of principal plus interest from JT for the August 15 note. 

Required 

1. Prepare journal entries to record these transactions on Clayco Company’s books. 

2. Prepare an adjusting journal entry as of December 31, 2016, assuming the following: 

a. Bad debts are estimated to be $20,400 by aging accounts receivable. The unadjusted balance of the 

Allowance for Doubtful Accounts is a $1,000 debit. 

b. Alternatively, assume that bad debts are estimated using the percent of sales method. The Allowance 

for Doubtful Accounts had a $1,000 debit balance before adjustment, and the company estimates 

bad debts to be 1% of its credit sales of $2,000,000. 

PLANNING THE SOLUTION 

® Examine each transaction to determine the accounts affected, and then record the entries. 

© For the year-end adjustment, record the bad debts expense for the two approaches. 

' As an estimate of average days’ sales uncollected, we compute how many days (on average) it takes to collect receiv- 

ables as follows: 365 days + accounts receivable turnover. An increase in this average collection period can signal a 
decline in customers’ financial condition. 



Chapter 7 Reporting and Analyzing Receivables 337 

SOLUTION 

1. 

July 14 Allowance for Doubtful Accounts................5. 750 

Accounts Receivable—Briggs Co. ............-. 750 

Wrote off an uncollectible account. 

July 30 Notes Receivable—Sumrell Co. ...............2-5- 1,000 

Sales ee eke erst eis uk ee oe 1,000 

Sold merchandise for a 90-day, 10% note. 

July 30 Gostiol Goods Soldiers eer cites anteees 600 

Merchandise: Inventony/ stance cet Stoica 600 

Record the cost of July 30 sale. 

Aug. 15 Gastar note are tener ys ie te Ie cane Seen ocan ates 2,000 

INotesiReceivable — |i, @Ontner aie teeters eee ere: 10,000 

Sales risers er cen eens er ne ceo rate 12,000 

Sold merchandise to customer for 

$2,000 cash and $10,000 note. 

Aug. [5 GostiofiGoods:Solditnr trek sata ti eacieons aera 8,000 

Menchandisenventory:, 2 cr senate nat eyo 8,000 

Record the cost of Aug. | 5 sale. 

Noy. | EO homes hota H Od OES oa Ce am Oy bee oa ewer SmI ROG 192 

Gredié: Gard: Expense) acu:-ry 4c eee veelzc 8 

Salesine’ Mes centechsitass Peet cok ers seaee en sss: 200 

Record credit card sale less a 4% credit card expense. 

Nov. | GostiotsGoods:Sold Serre tyre: ey eiteee st creer 150 

Merchandise Inventoryse2 22 ate aes soto. 5's 150 

Record the cost of Nov. | sale. 

Noy. 3 Accounts Receivable—Sumrell Co. ........-.--.-+. 1,025 

INECKESET REVEIIMCrerartsrae ches ah esalenet ai steemunmetlentis. 5.4 25 

Notes Receivable—Sumrell Co. ...........-.. 1,000 

Charge account of Sumrell Company 

for a $1,000 dishonored note and 

interest of $1,000 x 10% x 90/360. 

Nov. 5 Accounts Receivable—Credit Card Co.............. 475 

Gredit'Gandi Expense cre-pter em celeron ie ealeneter sic 25 

SAVES) ees ioe eS ie ie ee Rane eri a musica 500 

Record credit card sale less a 5% credit card expense. 

Noy. 5 (Gafvrigletoreky Seltel nino aan aawh dee poets oanene 300 

Merchandisednventonyensemasae net ee rs 300 

Record the cost of Nov. 5 sale. 

Nov. 9 Gash rie oer eae eee te Ree Scere: 475 

Accounts Receivable—Credit Card Co.......... 475 

Record cash receipt from Nov. 5 sale. 

Nov. 15 Accounts Receivable—Briggs Co..........--..++-5: 750 

Allowance for Doubtful Accounts ............. 750 

Reinstate account of Briggs Company previously 

written off. 

Nov. 15 (GEE iia eer Eoin in Oi COLA NERO D BO Oona c 750 

Accounts Receivable—Briggs Co. .........+++: 750 

Cash received in full payment of account. 

Dec. 13 ase ate Merits Haus aera n tb ee 10,400 

Interest: ReVenUG scene eeu cee ee eas aie 400 

Note Receivable—JT Co. .........02---2ee0s 10,000 

Collect note with interest of $10,000 x 12% x 120/360. « 
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2a. Aging of accounts receivable method. 

Bad Debts Expense 

Allowance for Doubtful Accounts 

21,400 

21,400 

Adjust allowance account from a $1,000 

debit balance to a $20,400 credit balance. 

2b. Percent of sales method.* 

Bad Debts Expense 

Allowance for Doubtful Accounts 

Record bad debts expense as 1% x $2,000,000 

of credit sales. 

* For the income statement approach, which requires estimating bad debts as a percent of sales or credit sales, the 

Allowance account balance is not considered when making the adjusting entry. 

Summary 
C1 Describe accounts receivable and how they occur and 

are recorded. Accounts receivable are amounts due from 

customers for credit sales. A subsidiary ledger lists amounts owed 

by each customer. Credit sales arise from at least two sources: 

(1) sales on credit and (2) credit card sales. Sales on credit refers 

to a company’s granting credit directly to customers. Credit card 

sales involve customers’ use of third-party credit cards. 

C2 Describe a note receivable, the computation of its matu- 

rity date, and the recording of its existence. A note re- 

ceivable is a written promise to pay a specified amount of money 

at a definite future date. The maturity date is the day the note 

(principal and interest) must be repaid. Interest rates are nor- 

mally stated in annual terms. The amount of interest on the note 

is computed by expressing time as a fraction of one year and 

multiplying the note’s principal by this fraction and the annual 

interest rate. A note received is recorded at its principal amount 

by debiting the Notes Receivable account. The credit amount is 

to the asset, product, or service provided in return for the note. 

C3 Explain how receivables can be converted to cash be- 

fore maturity. Receivables can be converted to cash be- 

fore maturity in at least two ways. First, a company can sell 

accounts receivable to a factor, who charges a factoring fee. 

Second, a company can borrow money by signing a note pay- 

able that is secured by pledging the accounts receivable. 

Al Compute accounts receivable turnover and use it to 

help assess financial condition. Accounts receivable 

turnover is a measure of both the quality and liquidity of ac- 

counts receivable. The accounts receivable turnover measure 

Guidance Answers to Decision Maker 

Entrepreneur Analysis of credit card sales should weigh the 

benefits against the costs. The primary benefit is the potential to 

increase sales by attracting customers who prefer the convenience 

of credit cards. The primary cost is the fee charged by the credit 

card company for providing this service. Analysis should therefore 

indicates how often, on average, receivables are received and 

collected during the period. Accounts receivable turnover is 

computed as net sales divided by average accounts receivable. 

P{ Apply the direct write-off method to account for ac- 

counts receivable. The direct write-off method charges 

Bad Debts Expense when accounts are written off as uncollect- 

ible. This method is acceptable only when the amount of bad 

debts expense is immaterial. 

P ? Apply the allowance method and estimate uncollectibles 

based on sales and accounts receivable. Under the allow- 

ance method, bad debts expense is recorded with an adjustment 

at the end of each accounting period that debits the Bad Debts 

Expense account and credits the Allowance for Doubtful Accounts. 

The uncollectible accounts are later written off with a debit to the 

Allowance for Doubtful Accounts. Uncollectibles are estimated by 

focusing on either (1) the income statement relation between bad 

debts expense and credit sales or (2) the balance sheet relation 

between accounts receivable and the allowance for doubtful ac- 

counts. The first approach emphasizes the matching principle using 

the income statement. The second approach emphasizes realizable 

value of accounts receivable using the balance sheet. 

P3 Record the honoring and dishonoring of a note and ad- 

justments for interest. When a note is honored, the payee 
debits the money received and credits both Notes Receivable 

and Interest Revenue. Dishonored notes are credited to Notes 

Receivable and debited to Accounts Receivable (to the account 

of the maker in an attempt to collect), and Interest Revenue is 

recorded for interest earned for the time the note is held. 

estimate the expected increase in dollar sales from allowing credit 

card sales and then subtract (1) the normal costs and expenses and 

(2) the credit card fees associated with this expected increase in 

dollar sales. If your analysis shows an increase in profit from al- 

lowing credit card sales, your store should probably accept them. 
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Labor Union Chief Yes, this information is likely to impact 
your negotiations. The obvious question is why the company 

markedly increased this allowance. The large increase in this al- 

lowance means a substantial increase in bad debts expense and a 

decrease in earnings. This change (coming immediately prior to 

labor contract discussions) also raises concerns since it reduces the 

union’s bargaining power for increased compensation. You want to 

ask management for supporting documentation justifying this in- 

crease. You also want data for two or three prior years and similar 

data from competitors. These data should give you some sense of 

whether the change in the allowance for uncollectibles is justified. 

Analyst/Auditor The downward trend suggests the company 
is reducing the relative amount charged to bad debts expense each 

year. This may reflect the company’s desire to increase net income. 
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On the other hand, it might be that collections have improved and 

the lower provision for bad debts is justified. If this is not the case, 

the lower allowances might be insufficient for bad debts. 

Family Physician The recommendations are twofold. First, 

the analyst suggests more stringent screening of patients’ credit 

standing. Second, the analyst suggests dropping patients who are 

most overdue in payments. You are likely bothered by both sug- 

gestions. They are probably financially wise recommendations, 

but you are troubled by eliminating services to those less able to 

pay. One alternative is to follow the recommendations while im- 

plementing a care program directed at patients less able to pay 

for services. This allows you to continue services to patients less 

able to pay and lets you discontinue services to patients able but 

unwilling to pay. 

Key Terms 

Accounts receivable 

Interest 

Maker of the note 

Accounts receivable turnover 

Aging of accounts receivable 

Allowance for Doubtful Accounts 

Allowance method principle 

Bad debts 

Direct write-off method 

Matching (expense recognition) 

Materiality constraint 

Maturity date of a note 

Payee of the note 

Principal of a note 

Promissory note (or note) 

Realizable value 

Multiple Choice Quiz Answers at end of chapter 

1. A company’s Accounts Receivable balance at its December 

31 year-end is $125,650, and its Allowance for Doubtful 

Accounts has a credit balance of $328 before year-end ad- 

justment. Its net sales are $572,300. It estimates that 4% of 

outstanding accounts receivable are uncollectible. What 

amount of bad debts expense is recorded at December 31? 

a. $5,354 c. $5,026 e. $34,338 

b. $328 d. $4,698 

2. A company’s Accounts Receivable balance at its December 

31 year-end is $489,300, and its Allowance for Doubtful 

Accounts has a debit balance of $554 before year-end ad- 

justment. Its net sales are $1,300,000. It estimates that 6% 

of outstanding accounts receivable are uncollectible. What 

amount of bad debts expense is recorded at December 31? 

a. $29,912 c. $78,000 e. $554 

b. $28,804 d. $29,358 

Icon denotes assignments that involve decision making. 

3. Total interest to be earned on a $7,500, 5%, 90-day note is 

a. $93.75 c. $1,125.00  e. $125.00 
b. $375.00 d. $31.25 

4. A company receives a $9,000, 8%, 60-day note. The matu- 

rity value of the note is 

a. $120 eo. $9,120 
b. $9,000 d. $720 

5. A company has net sales of $489,600 and average accounts 

receivable of $40,800. What is its accounts receivable turn- 

e. $9,720 

over? 

a. 0.08 c. 1,341.00 e. 111.78 

b. 30.41 d. 12.00 

1. How do sellers benefit from allowing their customers 

to use credit cards? 

2: €3 Why does the direct write-off method of accounting for 

bad debts usually fail to match revenues and expenses? 

3. Explain the accounting constraint of materiality. 

4. Why might a business prefer a note receivable to an account 

receivable? 
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. (3 Refer to the financial statements and 

Chapter 7 Reporting and Analyzing Receivables 

- Explain why writing off a bad debt against the Allowance 

for Doubtful Accounts does not reduce the estimated realiz- 

able value of a company’s accounts receivable. 

: Why does the Bad Debts Expense account usually not 

have the same adjusted balance as the Allowance for 

Doubtful Accounts? 

notes of Apple in Appendix A. In its presen- APPLE 

tation of accounts receivable on the balance sheet, how does 

it title accounts receivable? What does it report for its al- 
lowance as of September 27, 2014? 

(9 Refer to the balance sheet of 
Google in Appendix A. Does it use the GOOGLE 

10. 

. Refer to the financial statements of 

direct write-off method or allowance method in accounting 

for its accounts receivable? What is the realizable value of 

its receivables balance as of December 31, 2014? 

Samsung in Appendix A. What does Sa msung 
Samsung title its accounts receivable on its consolidated 

balance sheet? What are Samsung’s accounts receivable at 

December 31, 2014? 

Aa to the December 31, 2014, Sa msun g 

inancial statements of Samsung in 

Appendix A. Does Samsung report its accounts receivable 

as a current or noncurrent asset? Does Samsung report its 

accounts receivable net of an allowance? 

QUICK STUDY 

OS 7-1 

Credit card sales 

C1 

IGraw 
Hill 

Prepare journal entries for the following credit card sales transactions (the company uses the perpetual 

inventory system). 

1. Sold $20,000 of merchandise, that cost $15,000, on MasterCard credit cards. The net cash receipts 
from sales are immediately transferred to the seller’s bank account. MasterCard charges a 5% fee. 

2. Sold $5,000 of merchandise, that cost $3,000, on an assortment of credit cards. Net cash receipts are 

received 5 days later, and a 4% fee is charged. 

QS 7-2 
Direct write-off method 

Pt 

Solstice Company determines on October | that it cannot collect $50,000 of its accounts receivable from 

its customer P. Moore. Apply the direct write-off method to record this loss as of October 1. 

OS 7-3 

Recovering a bad debt 

P1 

its customer P. Moore. It uses the direct write-off method to record this loss as of October 1. On October 

30, P. Moore unexpectedly pays his account in full to Solstice Company. Record Solstice’s entry(ies) to 

reflect recovery of this bad debt. 

QS 7-4 

Distinguishing between 

the allowance method 

and direct write-off 

method 

Par P2 

The following list describes aspects of either the allowance method or the direct write-off method to ac- 

count for bad debts. For each item listed, indicate if the statement best describes either the allowance (A) 

method or the direct write-off (DW) method. 

= i 

. Accounts receivable on the balance sheet is reported at net realizable value. 

No attempt is made to predict bad debts expense. 

—— 3. The write-off of a specific account does not affect net income. 

—— 4. When an account is written off, the debit is to Bad Debts Expense. 

—— 5. Sales and any bad debts expense are usually not recorded in the same period; thus proper match- 

ing (of revenue and expense recognition) does not consistently occur. 

—_— 6. Requires a company to estimate bad debts expense related to the sales recorded in that period. 

OS 7-5 Gomez Corp. uses the allowance method to account for uncollectibles. On January 31, it wrote off an 
Allowance method for 

bad debts 

P2 

$800 account of a customer, C. Green. On March 9, it receives a $300 payment from Green. 

1. Prepare the journal entry or entries for January 31. 

2. Prepare the journal entry or entries for March 9; assume no additional money is expected from Green. 

OS 7-6 

Percent of accounts 

receivable method 

P2 

Warner Company’s year-end unadjusted trial balance shows accounts receivable of $99,000, allowance for 
doubtful accounts of $600 (credit), and sales of $280,000. Uncollectibles are estimated to be 1.5% of ac- 
counts receivable. 

1. Prepare the December 31 year-end adjusting entry for uncollectibles. 

2. What amount would have been used in the year-end adjusting entry if the allowance account had a 
year-end unadjusted debit balance of $300? 
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doubtful accounts of $600 (credit), and sales of $280,000. Uncollectibles are estimated to be 0.5% of Percent of sales method 

sales. Prepare the December 31 year-end adjusting entry for uncollectibles. P? 

On August 2, 2016, Jun Co. receives a $6,000, 90-day, 12% note from customer Ryan Albany as payment QS 7-8 

on his $6,000 account. (1) Compute the maturity date for this note. (2) Prepare Jun’s journal entry for Note receivable (2 
August 2. 

On August 2, 2016, Jun Co. receives a $6,000, 90-day, 12% note from customer Ryan Albany as payment QS 7-9 

on his $6,000 account. Prepare Jun’s journal entry assuming the note is honored by the customer on _ Note receivable 

October 31, 2016. honored P3 

Daw Company’s December 31 year-end unadjusted trial balance shows a $10,000 balance in Notes QS 7-10 

Receivable. This balance is from one 6% note dated December 1, with a period of 45 days. Prepare any Note receivable P3 

necessary journal entries for December 31 and for the note’s maturity date assuming it is honored. 

factoring fee. Disposing of 
receivables C3 

The following data are taken from the comparative balance sheets of Ruggers Company. Compute and QS 7-12 

interpret its accounts receivable turnover for year 2016 (competitors average a turnover of 7.5). Accounts receivable 

turnover 

Accounts receivable, net......... $153,400 $138,500 

INGtisalesi eo em eevee 861,105 910,600 

Answer each of the following related to international accounting standards. QS 7-13 

a. Explain (in general terms) how the accounting for recognition of receivables is different between IFRS __!nternational accounting 

and U.S. GAAP. 
standards 

b. Explain (in general terms) how the accounting for valuation of receivables is different between IFRS C1 @ 

and U.S. GAAP. 

SER = 
Lf 

6 

Vail Company recorded the following selected transactions during November 2016. EXERCISES 

Noy. 5 Accounts Receivable—Ski Shop ..............+555- 4,615 Exercise 7-1 

Sa one ae Cae Nn roe CO Sete sae EA 4,615 Accounts receivable 

subsidiary ledger; 
i — SCS. eee 1,350 

10 Accounts Receivable—Welcome Enterprises is, TR 

SALES ae ieee esata s aprictres egicapetine ace Sed ae re se : Pe eee 

13 Accounts Receivable—Zia Natara ........-..--.+-- 832 Ci 

CA ech ote Tene eerie neeee rah Omer cde tmn.con veces 832 

a Sales Returns and Allowances ........--.+-++e+eeee> 209 

Accounts Receivable—Zia Natara .........---- 209 

30 Accounts Receivable—Ski Shop .....-...+--++02-5- 2,713 

Salasreete Ghee tied ene rine salar crane ya 2,713 

1. Open a general ledger having T-accounts for Accounts Receivable, Sales, and Sales Returns and 

Allowances. Also open an accounts receivable subsidiary ledger having a T-account for each customer. 

Post these entries to both the general ledger and the accounts receivable ledger. PheeC AC Accoine 

2. Prepare a schedule of accounts receivable (see Exhibit 7.4) and compare its total with the balance of — Receivable ending balance, 

the Accounts Receivable controlling account as of November 30. $9,301 
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Exercise 7-2 

Accounting for credit 

card sales 

C1 

Levine Company uses the perpetual inventory system and allows customers to use two credit cards in 

charging purchases. With the Suntrust Bank Card, Levine receives an immediate money transfer to its ac- 

count when it processes sales receipts. Suntrust assesses a 4% service charge for credit card sales. The 

second credit card that Levine accepts is the Continental Card. Levine batches its credit sales data to 

Continental on a daily basis, and the money is transferred to its account about 4 to 7 business days later. 

Continental assesses a 2.5% charge on sales for using its card. Prepare journal entries to record the follow- 

ing selected credit card transactions of Levine Company. 

Apr. 8 Sold merchandise for $8,400 (that had cost $6,000) and accepted the customer’s Suntrust Bank 

Card. Suntrust immediately transfers funds from the credit sales to Levine’s bank account. 

12 Sold merchandise for $5,600 (that had cost $3,500) and accepted the customer’s Continental 

Card. Levine batches $5,600 of credit card sales data to Continental, requesting payment. 

20 Received Continental’s check for the April 12 billing, less the service charge. 

Exercise 7-3 

Direct write-off method 

PI 

journal entries to record the following selected transactions of Dexter. 

March 11 Dexter determines that it cannot collect $45,000 of its accounts receivable from its customer 

Lester Company. 

29 Lester Company unexpectedly pays its account in full to Dexter Company. Dexter records its 

recovery of this bad debt. 

Exercise 7-4 

Percent of sales method; 

write-off 

P2 

At year-end (December 31), Chan Company estimates its bad debts as 0.5% of its annual credit sales of 

$975,000. Chan records its bad debts expense for that estimate. On the following February 1, Chan de- 
cides that the $580 account of P. Park is uncollectible and writes it off as a bad debt. On June 5, Park un- 
expectedly pays the amount previously written off. 

Prepare the journal entries of Chan to record these transactions and events of December 31, February 1, 

and June 5. 

Exercise 7-5 

Percent of accounts 

receivable method 

P2 

bad debts. On December 31, 2016, it has outstanding accounts receivable of $55,000, and it estimates that 

2% will be uncollectible. 

Prepare the adjusting entry to record bad debts expense for year 2016 under the assumption that the 

Allowance for Doubtful Accounts has (a) a $415 credit balance before the adjustment and (b) a $291 debit 

balance before the adjustment. 

Exercise 7-6 

Aging of receivables 

method 

P2 

Exercise 7-7 

Percent of receivables 

method 

P2 

Daley Company estimates uncollectible accounts using the allowance method at December 31. It prepared 
the following aging of receivables analysis. 

Days Past Due 

toe] 31 to 60 61 to 90 Over 90 

Accounts receivable.......... $570,000 $396,000 $90,000 $36,000 $18,000 $30,000 

Percent uncollectible......... 1% 2% 5% 7% 10% 

a. Estimate the balance of the Allowance for Doubtful Accounts using the aging of accounts receivable 
method. 

b. Prepare the adjusting entry to record bad debts expense using the estimate from part a. Assume the 

unadjusted balance in the Allowance for Doubtful Accounts is a $3,600 credit. 

c. Prepare the adjusting entry to record bad debts expense using the estimate from part a. Assume the 
unadjusted balance in the Allowance for Doubtful Accounts is a $100 debit. 

a. Estimate the balance of the Allowance for Doubtful Accounts assuming the company uses 4.5% of 
total accounts receivable to estimate uncollectibles, instead of the aging of receivables method. 

b. Prepare the adjusting entry to record bad debts expense using the estimate from part a. Assume the 
unadjusted balance in the Allowance for Doubtful Accounts is a $12,000 credit. 

c. Prepare the adjusting entry to record bad debts expense using the estimate from part a. Assume the 
unadjusted balance in the Allowance for Doubtful Accounts is a $1,000 debit. 
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a. On February | of the next period, the company determined that $6,800 in customer accounts is uncol- 

lectible; specifically, $900 for Oakley Co. and $5,900 for Brookes Co. Prepare the journal entry to 

write off those accounts. 

b. On June 5 of that next period, the company unexpectedly received a $900 payment on a customer ac- 

count, Oakley Company, that had previously been written off in part a. Prepare the entries necessary 

to reinstate the account and to record the cash received. 

At December 31, Folgeys Coffee Company reports the following results for its calendar year. 

Gashisales dro MA eihe. tani ek, Gawd tre ee $900,000 

Greditisales: Sheri ah. Usa hee Soe nee 300,000 

Accounts receivable 52.4). sev dee ee ee $125,000 debit 

Allowance for doubtful accounts ............ 5,000 debit 

a. Prepare the adjusting entry to record bad debts expense assuming uncollectibles are estimated to be 

3% of credit sales. 

b. Prepare the adjusting entry to record bad debts expense assuming uncollectibles are estimated to be 

1% of total sales. 

c. Prepare the adjusting entry to record bad debts expense assuming uncollectibles are estimated to be 

6% of year-end accounts receivable. 
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Exercise 7-8 

Writing off receivables 

P2 

Exercise 7-9 

Estimating bad debts 

P2 

Check Dr. Bad Debts 

Expense: (a) $9,000 

(c) $12,500 

Prepare journal entries for the following selected transactions of Danica Company for 2015. 

2015 

Dec. 13. Accepted a $9,500, 45-day, 8% note dated December 13 in granting Miranda Lee a time exten- 

sion on her past-due account receivable. 

31 Prepared an adjusting entry to record the accrued interest on the Lee note. 

Exercise 7-10 

Notes receivable 

transactions 

(2 
Check Dec. 31, Cr. 

Interest Revenue $38 

Refer to the information in Exercise 7-10 and prepare the journal entries for the following selected trans- 

actions of Danica Company for 2016. 

2016 

Jan. 27 Received Lee’s payment for principal and interest on the note dated December 13. 

Mar. 3. Accepted a $5,000, 10%, 90-day note dated March 3 in granting a time extension on the past- 

due account receivable of Tomas Company. 

17 Accepted a $2,000, 30-day, 9% note dated March 17 in granting H. Cheng a time extension on 

his past-due account receivable. 

Apr. 16 Cheng dishonors his note when presented for payment. 

May 1 Wrote off the Cheng account against the Allowance for Doubtful Accounts. 

June 1. Received the Tomas payment for principal and interest on the note dated March 3. 

Prepare journal entries to record these selected transactions for Vitalo Company (assume that no reversing 

entries are recorded). 

Nov. 1 Accepted a $6,000, 180-day, 8% note dated November | from Kelly White in granting a time 

extension on her past-due account receivable. 

Dec. 31 Adjusted the year-end accounts for the accrued interest earned on the White note. 

Apr. 30 White honors her note when presented for payment; February has 28 days for the current year. 

Exercise 7-11 

Notes receivable 

transactions P3 

Check Jan. 27 Dr. Cash 

$9,595 

June 1, Dr. Cash 

$5,125 

Exercise 7-12 
Honoring a note 

P3 
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Exercise 7-13 

Dishonoring a note 

P3 

Prepare journal entries to record the following selected transactions of Ridge Company. 

Mar. 21 Accepted a $9,500, 180-day, 8% note dated March 21 from Tamara Jackson in granting a time 

extension on her past-due account receivable. 

Jackson dishonors her note when it is presented for payment. 

After exhausting all legal means of collection, Ridge Company writes off Jackson’s account 

against the Allowance for Doubtful Accounts. 

Sept. 17 

Dec 31 

Exercise 7-14 

Selling and pledging 

accounts receivable 

C3 

ing selected July transactions. Also prepare any footnotes to the July 31 financial statements that result 

from these transactions. (The company uses the perpetual inventory system.) 

July 4 Sold $7,245 of merchandise (that had cost $5,000) to customers on credit. 

9 Sold $20,000 of accounts receivable to Main Bank. Main charges a 4% factoring fee. 

17 Received $5,859 cash from customers in payment on their accounts. 

27 Borrowed $10,000 cash from Main Bank, pledging $12,500 of accounts receivable as security 
for the loan. 

Exercise 7-15 

Accounts receivable 

turnover 

Al 

The following information is from the annual financial statements of Raheem Company. Compute its ac- 

counts receivable turnover for 2015 and 2016. Compare the two years’ results and give a possible explana- 

tion for any change (competitors average a turnover of 11). 

2016 2015 2014 

Netsales sicher ee eae $405,140 $335,280 $388,000 

Accounts receivable, net (year-end) ......... 44,800 41,400 34,800 

Exercise 7-16 

Accounting for bad debts 

following IFRS 

"@ 

PROBLEM SETA 

Problem 7-1A 

Sales on account and 

credit card sales 

C1 

Check June 17 Dr. Cash 

$9,996 

Hitachi, Ltd., reports total revenues of ¥9,616,202 million for its fiscal year ending March 31, 2014; and 

its March 31, 2014, unadjusted trial balance reports a debit balance for trade receivables (gross) of 

¥2,797,935 million. 

a. Prepare the adjusting entry to record its bad debts expense assuming uncollectibles are estimated to be 

0.4% of total revenues and its unadjusted trial balance reports a credit balance of ¥10,000 million for 
the allowance for doubtful accounts. 

b. Prepare the adjusting entry to record bad debts expense assuming uncollectibles are estimated to be 

2.0% of year-end trade receivables (gross) and its unadjusted trial balance reports a credit balance of 
¥10,000 million for the allowance for doubtful accounts. 

Mayfair Co. allows select customers to make purchases on credit. Its other customers can use either of two 

credit cards: Zisa or Barclay. Zisa deducts a 3% service charge for sales on its credit card and transfers 

funds to the bank account of Mayfair immediately upon receiving the credit card sales data. Barclay de- 

ducts a 2% service charge and transfers the funds to Mayfair within 4 to 8 business days. Mayfair batches 

the Zisa and the Barclay credit card sales data daily to the card companies. Mayfair completes the follow- 
ing transactions in June. 

June 4 Sold $650 of merchandise (that had cost $400) on credit to Natara Morris. 

5 Sold $6,900 of merchandise (that had cost $4,200) to customers who used their Zisa cards. 

6 Sold $5,850 of merchandise (that had cost $3,800) to customers who used their Barclay 
cards. 

8 Sold $4,350 of merchandise (that had cost $2,900) to customers who used their Barclay 

cards. 

13 Wrote off the account of Abigail McKee against the Allowance for Doubtful Accounts. The 

$429 balance in McKee’s account stemmed from a credit sale in October of last year. 

17 Received the transferred funds owed from Barclay for the June 6 and June 8 transactions. 

18 Received Morris’s check in full payment for the purchase of June 4. 

Prepare journal entries to record the preceding transactions and events. (The company uses the perpetual 
inventory system. Round amounts to the nearest dollar.) 
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At December 31, 2016, Hawke Company reports the following results for its calendar year. 

Gashisalesiecsc7 ant pert re te cea te ETRE $1,905,000 

Creditisales! 2.2). Siac ee nee ineetnen es open 5,682,000 

In addition, its unadjusted trial balance includes the following items. 

Accounts receivables ..- ne. $1,270,100 debit 

Allowance for doubtful accounts ......... 16,580 debit 

Required 

1. Prepare the adjusting entry for this company to recognize bad debts under each of the following inde- 

pendent assumptions. 

a. Bad debts are estimated to be 1.5% of credit sales. 

b. Bad debts are estimated to be 1% of total sales. 

c. An aging analysis estimates that 5% of year-end accounts receivable are uncollectible. 

2. Show how Accounts Receivable and the Allowance for Doubtful Accounts appear on its December 31, 

2016, balance sheet given the facts in part la. 

3. Show how Accounts Receivable and the Allowance for Doubtful Accounts appear on its December 31, 

2016, balance sheet given the facts in part lc. 

Jarden Company has credit sales of $3,600,000 for year 2016. On December 31, 2016, the company’s 

Allowance for Doubtful Accounts has an unadjusted credit balance of $14,500. Jarden prepares a schedule of 

its December 31, 2016, accounts receivable by age. On the basis of past experience, it estimates the percent 

of receivables in each age category that will become uncollectible. This information is summarized here. 

A 

1 December 31, 2016 Xe (=e) | Expected Percent 

2 Accounts Receivable Accounts Receivable UT afore) | (=Yeu (10) (=) 

S $830,000 Not yet due 1.25% 

4 254,000 1 to 30 days past due 2.00 

5 86,000 31 to 60 days past due 6.50 

6 38,000 61 to 90 days past due CYTES) 

7 12,000 Over 90 days past due 68.00 

[8 

Required 

1. Estimate the required balance of the Allowance for Doubtful Accounts at December 31, 2016, using 

the aging of accounts receivable method. 

2. Prepare the adjusting entry to record bad debts expense at December 31, 2016. 

Analysis Component 

3. On June 30, 2017, Jarden Company concludes that a customer’s $4,750 receivable (created in 2016) is 

uncollectible and that the account should be written off. What effect will this action have on Jarden’s 

2017 net income? Explain. 

Liang Company began operations on January 1, 2015. During its first two years, the company completed 

a number of transactions involving sales on credit, accounts receivable collections, and bad debts. These 

transactions are summarized as follows: 

2015 

a. Sold $1,345,434 of merchandise (that had cost $975,000) on credit, terms n/30. 

. Wrote off $18,300 of uncollectible accounts receivable. b 

c. Received $669,200 cash in payment of accounts receivable. 

d. In adjusting the accounts on December 31, the company estimated that 1.5% of accounts receivable 

will be uncollectible. 
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Problem 7-2A 

Estimating and reporting 

bad debts 

P2 

Check Bad Debts 

Expense: (1a) $85,230, 

(1c) $80,085 

Problem 7-3A 

Aging accounts 

receivable and 

accounting for bad debts 

2 

Check (2) Dr. Bad Debts 

Expense $27 150 

Problem 7-4A 

Accounts receivable 

transactions and bad 

debts adjustments 

Ghee PZ 

Check (d) Dr. Bad Debts 

Expense $28, 169 
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(h) Dr. Bad Debts 

Expense $32,199 
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2016 

e. Sold $1,525,634 of merchandise (that had cost $1,250,000) on credit, terms n/30. 

f. Wrote off $27,800 of uncollectible accounts receivable. 

g. Received $1,204,600 cash in payment of accounts receivable. 

h. In adjusting the accounts on December 31, the company estimated that 1.5% of accounts receivable 

will be uncollectible. 

Required 

Prepare journal entries to record Liang’s 2015 and 2016 summarized transactions and its year-end adjust- 

ments to record bad debts expense. (The company uses the perpetual inventory system and it applies the 

allowance method for its accounts receivable. Round amounts to the nearest dollar.) 

Problem 7-5A 

Analyzing and 

journalizing notes 

receivable transactions 

GZ ge Gn WPS 

Check Feb. 14, Cr. 

Interest Revenue $108 

May 31, Cr. 

Interest Revenue $122 

Nov. 2, Cr. Interest 

Revenue $35 

2015 

Dec. 16 Accepted a $10,800, 60-day, 8% note dated this day in granting Danny Todd a time extension 

on his past-due account receivable. 

31 Made an adjusting entry to record the accrued interest on the Todd note. 

2016 

Feb. 14 Received Todd’s payment of principal and interest on the note dated December 16. 

Mar. 2 Accepted a $6,100, 8%, 90-day note dated this day in granting a time extension on the past-due 

account receivable from Midnight Co. 

17 Accepted a $2,400, 30-day, 7% note dated this day in granting Ava Privet a time extension on 

her past-due account receivable. 

Apr. 16 Privet dishonored her note when presented for payment. 

May 31 Midnight Co. refuses to pay the note that was due to Ohlm Co. on May 31. Prepare the journal 

entry to charge the dishonored note plus accrued interest to Midnight Co.’s accounts receivable. 

July 16 Received payment from Midnight Co. for the maturity value of its dishonored note plus interest 

for 46 days beyond maturity at 8%. 

Aug. 7 Accepted a $7,450, 90-day, 10% note dated this day in granting a time extension on the past-due 

account receivable of Mulan Co. 

Sept. 3 Accepted a $2,100, 60-day, 10% note dated this day in granting Noah Carson a time extension 

on his past-due account receivable. 

Nov. 2 Received payment of principal plus interest from Carson for the September 3 note. 

Nov. Received payment of principal plus interest from Mulan for the August 7 note. 

Dec. 1 Wrote off the Privet account against Allowance for Doubtful Accounts. 

Required 

1. Prepare journal entries to record these transactions and events. (Round amounts to the nearest dollar.) 

Analysis Component 

2. What reporting is necessary when a business pledges receivables as security for a loan and the loan is 

still outstanding at the end of the period? Explain the reason for this requirement and the accounting 
principle being satisfied. 

PROBLEM SET B Archer Co. allows select customers to make purchases on credit. Its other customers can use either of 

Problem 7-1B 

Sales on account and 

credit card sales 

Ci 

two credit cards: Commerce Bank or Goldman. Commerce Bank deducts a 3% service charge for sales 

on its credit card and transfers funds to the bank account of Archer immediately upon receiving the credit 

card sales data. Goldman deducts a 2% service charge and transfers the funds to Archer within 4 to 8 

business days. Archer batches the Commerce Bank and Goldman credit card sales data daily to the card 
companies. Archer completes the following transactions in August. 

Aug. 4 Sold $3,700 of merchandise (that had cost $2,000) on credit to McKenzie Carpenter. 

10 Sold $5,200 of merchandise (that had cost $2,800) to customers who used their Commerce 
Bank credit cards. 

11 Sold $1,250 of merchandise (that had cost $900) to customers who used their Goldman cards. 
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14 Received Carpenter’s check in full payment for the purchase of August 4. 

1S Bue $3,250 of merchandise (that had cost $1,758) to customers who used their Goldman 

cards. 

22 Wrote off the account of Craw Co. against the Allowance for Doubtful Accounts. The $498 bal- 

ance in Craw Co.’s account stemmed from a credit sale in November of last year. 

SS Received the transferred funds owed from Goldman for the August 11 and August 15 Check Aug. 25, Dr. Cash 

transactions. $4,410 

Required 

Prepare journal entries to record the preceding transactions and events. (The company uses the perpetual 

inventory system. Round amounts to the nearest dollar.) 

Problem 7-2B 

Estimating and reporting 

Cash sales 4 ob Os lp an eee Om cee Cees $1,025,000 bad debts 

Greditisales: c.ecous aye ice eee oman eee 1,342,000 p 

In addition, its unadjusted trial balance includes the following items: 

Accounts receivables ina. sees bai ee $575,000 debit 

Allowance for doubtful accounts ......... 7,500 credit 

Required 

1. Prepare the adjusting entry for Ingleton Co. to recognize bad debts under each of the following inde- 

pendent assumptions. 

a. Bad debts are estimated to be 2.5% of credit sales. 
i Check Dr. Bad debts 

b. Bad debts are estimated to be 1.5% of total sales. expense: (1b) $35,505; 

c. An aging analysis estimates that 6% of year-end accounts receivable are uncollectible. (1c) $27,000 

2. Show how Accounts Receivable and the Allowance for Doubtful Accounts appear on its December 31, 

2016, balance sheet given the facts in part la. 

3. Show how Accounts Receivable and the Allowance for Doubtful Accounts appear on its December 31, 

2016, balance sheet given the facts in part Ic. 

Hovak Company has credit sales of $4,500,000 for year 2016. At December 31, 2016, the company’s Problem 7-3B 

Allowance for Doubtful Accounts has an unadjusted debit balance of $3,400. Hovak prepares a schedule of | Aging accounts 

its December 31, 2016, accounts receivable by age. On the basis of past experience, it estimates the percent receivable and 

of receivables in each age category that will become uncollectible. This information is summarized here. | accounting for bad debts 

P2 

1 _ December 31, 2016 PXel- Me) | Expected Percent 

2 Accounts Receivable Accounts Receivable UT Texe) |{=Yoa (1 e) (=) 

3 $396,400 Not yet due 

4 277,800 1 to 30 days past due 4.0 

5 48,000 31 to 60 days past due 8.5 

6 6,600 61 to 90 days past due 39.0 

7 2,800 Over 90 days past due 82.0 

8 

Required 

1. Compute the required balance of the Allowance for Doubtful Accounts at December 31, 2016, using 

the aging of accounts receivable method. Check (2) Dr. Bad Debts 

2. Prepare the adjusting entry to record bad debts expense at December 31, 2016. Expense $31,390 

Continued on next page... 
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Analysis Component 

3. On July 31, 2017, Hovak concludes that a customer’s $3,455 receivable (created in 2016) is uncollect- 

ible and that the account should be written off. What effect will this action have on Hovak’s 2017 net 

income? Explain. 

Problem 7-4B 

Accounts receivable 

transactions and bad 

debts adjustments 

Cl P2 

Check (d) Dr. Bad Debts 

Expense $11,287 

(h) Dr. Bad Debts 

Expense $9,773 

2016 that involved sales on credit, accounts receivable collections, and bad debts. These transactions 

are summarized as follows. 

2015 

a. Sold $685,350 of merchandise (that had cost $500,000) on credit, terms n/30. 

b. Received $482,300 cash in payment of accounts receivable. 

c. Wrote off $9,350 of uncollectible accounts receivable. 

d . In adjusting the accounts on December 31, the company estimated that 1% of accounts receivable will 

be uncollectible. 

2016 

e. Sold $870,220 of merchandise (that had cost $650,000) on credit, terms n/30. 

Received $990,800 cash in payment of accounts receivable. f. 

g. Wrote off $11,090 of uncollectible accounts receivable. 

h. In adjusting the accounts on December 31, the company estimated that 1% of accounts receivable will 

be uncollectible. 

Required 

Prepare journal entries to record Sherman’s 2015 and 2016 summarized transactions and its year-end 

adjusting entry to record bad debts expense. (The company uses the perpetual inventory system and it 

applies the allowance method for its accounts receivable. Round amounts to the nearest dollar.) 

Problem 7-5B 

Analyzing and 

journalizing notes 

receivable transactions 

C2 C3 P3 

Check Jan. 30, Cr. Interest 

Revenue $32 

April 30, Cr. 

Interest Revenue $124 

Sep. 19, Cr. 

Interest Revenue $190 

The following selected transactions are from Springer Company. 

2015 

Nov. 1 Accepted a $4,800, 90-day, 8% note dated this day in granting Steve Julian a time extension on 

his past-due account receivable. 

Dec. 31 Made an adjusting entry to record the accrued interest on the Julian note. 

2016 

Jan. 30 Received Julian’s payment for principal and interest on the note dated November 1. 

Accepted a $12,600, 30-day, 8% note dated this day in granting a time extension on the past- 
due account receivable from King Co. 

Accepted a $6,200, 60-day, 12% note dated this day in granting Myron Shelley a time exten- 

sion on his past-due account receivable. 

30 The King Co. dishonored its note when presented for payment. 

Apr. 30 Received payment of principal plus interest from M. Shelley for the March | note. 

Accepted a $2,000, 72-day, 8% note dated this day in granting a time extension on the past-due 
account receivable of Ryder Solon. 

21 Accepted a $9,500, 90-day, 8% note dated this day in granting J. Felton a time extension on his 
past-due account receivable. 

Aug. 26 Received payment of principal plus interest from R. Solon for the note of June 15. 

Sep. 19 Received payment of principal plus interest from J. Felton for the June 21 note. 

Nov. 30 Wrote off King Co.’s account against Allowance for Doubtful Accounts. 

1. Prepare journal entries to record these transactions and events. (Round amounts to the nearest dollar.) 

Analysis Component 

2. What reporting is necessary when a business pledges receivables as security for a loan and the loan is 

still outstanding at the end of the period? Explain the reason for this requirement and the accounting 
principle being satisfied. 
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(This serial problem began in Chapter I and continues through most of the book. If previous chapter seg- 

ments were not completed, the serial problem can begin at this point. It is helpful, but not necessary, to use 
the Working Papers that accompany the book.) 

SP 7 Santana Rey, owner of Business Solutions, realizes that she needs to begin accounting for bad 

debts expense. Assume that Business Solutions has total revenues of $44,000 during the first three months 

of 2017, and that the Accounts Receivable balance on March 31, 2017, is $22,867. 

Required 

1. 

Beyond the Numbers / | 

Prepare the adjusting entry needed for Business Solutions to recognize bad debts expense on March 

31, 2017, under each of the following independent assumptions (assume a zero unadjusted balance in 

the Allowance for Doubtful Accounts at March 31). 

a. Bad debts are estimated to be 1% of total revenues. (Round amounts to the dollar.) 

b. Bad debts are estimated to be 2% of accounts receivable. (Round amounts to the dollar.) 

. Assume that Business Solutions’s Accounts Receivable balance at June 30, 2017, is $20,250 and that 

one account of $100 has been written off against the Allowance for Doubtful Accounts since March 

31, 2017. If S. Rey uses the method prescribed in part 1b, what adjusting journal entry must be made 

to recognize bad debts expense on June 30, 2017? 

. Should S. Rey consider adopting the direct write-off method of accounting for bad debts expense 

rather than one of the allowance methods considered in part |? Explain. 

The General Ledger tool in Connect automates several of the procedural steps in accounting so that 

the financial professional can focus on the impacts of each transaction on various financial reports 

and performance measures. 

GL 7-1 General Ledger assignment GL 7-1, based on Problem 7-5A, focuses on transactions related 

to accounts and notes receivable and highlights the impact each transaction has on interest revenue, 

if any. Prepare the journal entries related to accounts and notes receivable; the schedules of accounts 

receivable and notes receivable are automatically completed using the General Ledger tool. Next, 

compute both the amount and timing of interest revenue for each note receivable. 

BTN 7-1 Refer to Apple’s financial statements in Appendix A to answer the following. 

1. 

2. Compute Apple’s accounts receivable turnover as of September 27, 2014. 

3. 
- 

4. Apple’s most liquid assets include (a) cash and cash equivalents, (b) short-term marketable securities, 

What is the amount of Apple’s accounts receivable as of September 27, 2014? 

How long does it take, on average, for the company to collect receivables? 

(c) receivables, and (d) inventory. Compute the percentage that these liquid assets make up of current 

liabilities as of September 27, 2014. Do the same computations for September 28, 2013. Comment on 

the company’s ability to satisfy its current liabilities as of its fiscal 2014 year-end compared to its fis- 

cal 2013 year-end. 

. What criteria did Apple use to classify items as cash equivalents? (Hint: Refer to Apple’s footnotes 

describing cash equivalents in Appendix A.) 

Fast Forward 

6. Access Apple’s financial statements for fiscal years after September 27, 2014, at its website 

(www.Apple.com) or the SEC’s EDGAR database (www.SEC.gov). Recompute parts 2 and 4 and 

comment on any changes since September 27, 2014. 
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BTN 7-2 Comparative figures for Apple and Google follow. 

Apple Google 

One One 

Current brig Current bile 

$ millions Year idalcia Year ale) g 

Accounts receivable, net. . $ 17,460 $ 13,102 $ 10,930 $ 9,383 $ 8,882 $ 7,885 

Netisales coe) toe: 182,795 170,910 156,508 66,001 Beye 46,039 

Required 

1. Compute the accounts receivable turnover for Apple and Google for each of the two most recent years 

using the data shown. 

2. Using results from part 1, compute how many days it takes each company, on average, to collect re- 

ceivables. Compare the collection periods for Apple and Google, and suggest at least one explanation 
for the difference. 

3. Which company is more efficient in collecting its accounts receivable? Explain. 

BTN 7-3 Anton Blair is the manager of a medium-size company. A few years ago, Blair persuaded the 

owner to base a part of his compensation on the net income the company earns each year. Each December 

he estimates year-end financial figures in anticipation of the bonus he will receive. If the bonus is not as 

high as he would like, he offers several recommendations to the accountant for year-end adjustments. One 

of his favorite recommendations is for the controller to reduce the estimate of doubtful accounts. 

Required 

1. What effect does lowering the estimate for doubtful accounts have on the income statement and bal- 

ance sheet? 

2. Do you believe Blair’s recommendation to adjust the allowance for doubtful accounts is within his 

rights as manager, or do you believe this action is an ethics violation? Justify your response. 

3. What type of internal control(s) might be useful for this company in overseeing the manager’s recom- 
mendations for accounting changes? 

BTN 7-4 As the accountant for Pure-Air Distributing, you attend a sales managers’ meeting devoted to a 

discussion of credit policies. At the meeting, you report that bad debts expense is estimated to be $59,000 

and accounts receivable at year-end amount to $1,750,000 less a $43,000 allowance for doubtful accounts. 

Sid Omar, a sales manager, expresses confusion over why bad debts expense and the allowance for doubt- 

ful accounts are different amounts. Write a one-page memorandum to him explaining why a difference in 

bad debts expense and the allowance for doubtful accounts is not unusual. The company estimates bad 
debts expense as 2% of sales. 

BTN 7-5 Access eBay’s February 6, 2015, filing of its 10-K report for the year ended December 31, 

2014, at www.SEC. gov. 

Required 

1. What is the amount of eBay’s net accounts receivable at December 31, 2014, and at December 31, 2013? 

2. “Financial Statement Schedule II” to its financial statements lists eBay’s allowance for doubtful accounts 

(including authorized credits). For the two years ended December 31, 2014 and 2013, compute its allow- 

ance for doubtful accounts (including authorized credits) as a percent of gross accounts receivable. 

3. Do you believe that these percentages are reasonable based on what you know about eBay? Explain. 

BTN 7-6 Each member of a team is to participate in estimating uncollectibles using the aging schedule 

and percents shown in Problem 7-3A. The division of labor is up to the team. Your goal is to accurately 

complete this task as soon as possible. After estimating uncollectibles, check your estimate with the in- 

structor. If the estimate is correct, the team then should prepare the adjusting entry and the presentation of 

accounts receivable (net) for the December 31, 2016, balance sheet. 
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BTN 7-7 Matt Maloney of GrubHub is introduced in the chapter’s opening feature. GrubHub is a web- 

site that allows customers to order food delivery from their favorite restaurants. Assume that Matt is con- 
sidering two new selling options. 

Plan A. GrubHub would begin selling packaged foods online directly to customers. The new online custom- 

ers would use their credit cards. The company currently has the capability of selling packaged foods through 

its website with no additional investment in hardware or software. Annual credit sales are expected to in- 

crease by $250,000. Costs associated with Plan A: Cost of these new sales is $135,500; credit card fees will 

be 4.75% of sales; and additional recordkeeping and shipping costs will be 6% of sales. Packaged food sales 

will reduce restaurant sales on GrubHub.com by $35,000 annually because some customers will now pur- 

chase packaged foods. Assume that restaurant sales on GrubHub.com have a 25% gross margin percentage. 

Plan B. GrubHub would expand to more cities. It would make additional annual credit sales of $500,000 to 

customers in those new cities. Costs associated with Plan B: Cost of these new sales is $375,000; additional 

recordkeeping and shipping costs will be 4% of sales; and uncollectible accounts will be 6.2% of sales. 

Required 

1. Compute the additional annual net income or loss expected under (a) Plan A and (b) Plan B. 

2. Should the company pursue either plan? Discuss both the financial and nonfinancial factors relevant to 

this decision. 

BTN 7-8 Many commercials include comments similar to the following: “We accept VISA” or “We do 

not accept American Express.” Conduct your own research by contacting at least five companies via in- 

terviews, phone calls, or the Internet to determine the reason(s) companies discriminate in their use of 

credit cards. Collect information on the fees charged by the different cards for the companies contacted. 

(The instructor can assign this as a team activity.) 
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BTN 7-9 Key information from Samsung (www.Samsung.com), which is a leading manufacturer of 

consumer electronic products, follows. 

¥W¥ in millions Current Year One Year Prior Two YearsPrior | 

Accounts receivable, net*........ WA 28,234,485 #4 27,875,934 MF 26,674,596 

Sales et era L athe eahatenedmirs sels 206,205,987 228,692,667 201,103,613 

* Samsung titles this “Trade and other receivables.” 

1. Compute the accounts receivable turnover for the current year. 

2. How long does it take on average for Samsung to collect receivables? 

3. Refer to BTN 7-2. How does Samsung compare to Apple and Google in terms of its accounts receiv- 

able turnover and its collection period? 

GLOBAL 
DECISION 
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Samsung 

APPLE 

GOOGLE 

e 

ANSWERS TO MULTIPLE CHOICE QUIZ 

1. d: Desired balance in Allowance for Doubtful Accounts = $ 5,026 cr. 3. a; $7,500 x 0.05 x 90/360 = $93.75 

($125,650 x 0.04) 4; c;Principal’amount..-... =. $9,000 

Current balance in Allowance for Doubtful Accounts = (328) cr. Tnteresteaccied sean tno 120 ($9,000 x 0.08 x 60/360) 

Bad Debts Expense to be recorded = $ 4,698 Mamuiyvahic oe $9,120 

2. a: Desired balance in Allowance for Doubtful Accounts = $29,358 cr. 5. d: $489,600/$40,800 = 12 

($489,300 x 0.06) 
= 

Current balance in Allowance for Doubtful Accounts = 554 dr. 

Bad Debts Expense to be recorded SPOON 



PLANT ASSETS , NATURAL RESOURCES INTANGIBLE ASSETS 

C1 Cost determination — P3 Cost determination P4 Cost determination 

P1 Depreciation Depletion Amortization 

C2 Partial-years and changes Presentation Types of intangibles 
in estimates 

C3 Additional expenditures extracting resources 

| 
4 

Plant assets tied into | A1 Analyze asset usage 

P2 Disposal 

Learning Objectives 

CONCEPTUAL ANALYTICAL P2 Account for asset disposal through 

C1 Explain the cost principle for computing AT Compute total asset turnover and apply discarding or selling an asset. 

the cost of plant assets. it to analyze a company’s use of assets. P3 Account for natural resource assets and 
i ai ' their depletion. C2 Fes ee fs partial years PROCEDURAL = 

and changes in estimates. 
Ef P1 Compute and record depreciation using 4 Account for intangible assets. 

C3 Distinguish between revenue and the straight-line, units-of-production, P5 Appendix 8A—Account for asset 
capital expenditures, and account and declining-balance methods. exchanges. 

for them. 
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In Spades 

NEW YORK—Most women put their money 

in their handbags—that is where trendy de- 

signer Kate Spade is making hers. Kate's 

lines of elegant and whimsical bags, which 

range from pink herringbone carryalls and 

velvet tigerprint shoppers to simple nylon 

totes, are among fashion’s hottest must- 

haves. Kate and her husband, Andy, started 

their business from a New York City loft 

apartment with $35,000 of his savings. A 

Kansas City native, Kate has scored by mak- 

ing handbags fashionable as well as func- 

tional. Kate’s business was merged into Liz 

Claiborne, Inc., in 2006 for $124 million 

Given the success of the Kate Spade brand, 

Liz Claiborne was renamed Kate Spade & 

Company (KateSpadeandCompany.com) 

in 2014. 

While her designs yield 

money, business is her focus. “It was 

less about wanting to be a designer and 

more wanting to start a business,” insists 

Kate. To achieve that level, her company 

carefully manages its long-term assets, 

including machinery, equipment, build- 

ings, leasehold improvements, furniture, 

and fixtures. Her careful management 

and effective use of property, plant, and 

equipment have yielded over a 100% In- 

crease in sales over the past two years! 

This dramatic sales growth occurred 

bags of 

Retailers with Highest Sales 
Kate Spade per Square Foot 
& Company 

NYSE: KATE 
$5,000 

$4,000 

$3.3 bil. valuation $3,000 

$1.14 bil. in sales 
$0.93 bil. in total assets 

$0.45 bil. in long-term 

assets 

$2,000 

$1,000 

} Apple Tiffany Michael Lululemon Kate 
& Co. Kors Spade 

& Co 

without the purchase of additional long- 

term assets, as shown here: 

($ millions) 2012 2013 2014 

Ota Sales. ie tae mer ets $545 $803 $1,139 

Long-term assets .......... 450 326 452 

Property, plant & 

equipment ......... 220 149 174 

Intangibles ........ = N63] 9\ 90 

GOodWilla wise. cmetane 60 49 65 

Her company's efficiency in using Its as- 

sets, reflected in its asset turnover, has 

made her company as popular on Wall 

Street as on Main Street (and malls). The 

company’s stock price has skyrocketed in 

the past three years 

$40 
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2011 2012 2013 2014 2015 

Kate Spade & Company is on a roll—it 

now has 150 stores in the United States 

and 46 stores in foreign countries. It also 

reports $159 million in net income and a 

positive cash flow for 2014. The challenge 

for Kate is to maintain the right kind 

and amount of assets to meet business 

demands and be profitable and keep 

growing. 

Management at Kate Spade & Company 

believes that available cash, marketable 

securities, and the cash generated from 

operations are sufficient to fund its opera- 

ions. Management also understands that 

its success depends on continued monitor 

ng and control of the types and costs of 

ong-term assets. Each of its tangible and 

ntangible assets commands management 

attention, and the focus is on recovering 

hose costs and returning a profit. 

As market analysts predict even greater 

success for Kate Spade & Company in fu- 

ture years, Kate remains humble, saying, 

“Luckily, | haven't had to go and get my old 

job back." 

Sources: Kate Spade website, January 2016; 

Kate Spade & Company 10-K, January 2015; 

Urban Desires, 1996; BusinessWeek, January 

2000 
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Section 1—Plant Assets 
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EXHIBIT 8.1 

Plant Assets of Selected 

Companies 

Point: The phrase capital- 
intensive refers to companies 

with large amounts invested 

in plant assets. 

Point: It can help to view 

plant assets as prepaid 

expenses that benefit several 

future accounting periods. 

EXHIBIT 8.2 

Issues in Accounting for 

Plant Assets 

Plant assets are tangible assets used in a company’s operations that have a useful life of more 

than one accounting period. Plant assets are also called plant and equipment; property, plant 

and equipment; or fixed assets. For many companies, plant assets make up the single largest 
class of assets they own. 

Exhibit 8.1 shows plant as- 

sets as a percentage of total 

assets for several companies. 

Not only do they make up a 

large percentage of many 

companies’ assets, but their 

dollar values are large. Mc- 

Donald’s plant assets, for in- 
stance, are reported at nearly 

30% $25 billion, while Walmart 
reports plant assets of more 

than $115 billion. 
Plant assets are set apart from other assets by two important features. First, plant assets are 

used in operations. This makes them different from, for instance, inventory that is held for sale 

and not used in operations. The distinctive feature here is use, not type of asset. A company that 

purchases a computer to resell it reports it on the balance sheet as inventory. If the same com- 

pany purchases this computer to use in operations, however, it is a plant asset. Another example 

is land held for future expansion, which is reported as a long-term investment. However, if this 

land holds a factory used in operations, the land is part of plant assets. Another example is 

equipment held for use in the event of a breakdown or for peak periods of production, which is 

reported in plant assets. If this same equipment is removed from use and held for sale, however, 

it is not reported in plant assets. 

The second important feature is that plant assets have useful lives extending over more than 

one accounting period. This makes plant assets different from current assets such as supplies 

that are normally consumed in a short time period after they are placed in use. 

Accordingly, because plant assets are used in operations, we try to match their costs against 

the revenues they generate. Also, since their useful lives extend over more than one period, our 

matching of costs and revenues must extend over several periods. Specifically, we value plant 

assets (balance sheet effect) and then, for many of them, we allocate their costs to periods ben- 

efiting from their use (income statement effect). An important exception is land; land cost is 

not allocated to expense when we expect it to have an indefinite life. 

Exhibit 8.2 shows four main issues in accounting for plant assets: (1) computing the costs of 

plant assets, (2) allocating the costs of most plant assets (less any salvage amounts) against 

McDonald's 

CIS ERR SES EE 

Boston Beer ||$382 mil. 

Walmart 

eBay 
igee ie 

= See 

0% 20% 40% 60% 

As a Percentage of Total Assets 



Chapter 8 Reporting and Analyzing Long-Term Assets 355 

revenues for the periods they benefit, (3) accounting for expenditures such as repairs and 
improvements to plant assets, and (4) recording the disposal of plant assets. The following sec- 
tions discuss these issues. 

COST DETERMINATION 
Plant assets are recorded at cost when acquired. This is consistent with the cost principle. Cost C1 

includes all normal and reasonable expenditures necessary to get the asset in place and ready for ee 

its intended use. The cost of a factory machine, for instance, includes its invoice cost less any seb aceon: 

cash discount for early payment, plus any necessary freight, unpacking, assembling, installing, plant assets. 

and testing costs. Examples are the costs of building a base or foundation for a machine, provid- 

ing electrical hookups, and testing the asset before using it in operations. 

To be recorded as part of the cost of a plant asset, an expenditure must be normal, reasonable, 

and necessary in preparing it for its intended use. If an asset is damaged during unpacking, the re- 

pairs are not added to its cost. Instead, they are charged to an expense account. Nor is a paid traffic 

fine for moving heavy machinery on city streets without a proper permit part of the machinery’s 

cost; but payment for a proper permit is included in the cost of machinery. Charges are sometimes 

incurred to modify or customize a new plant asset. These charges are added to the asset’s cost. We 

explain in this section how to determine the cost of plant assets for each of its four major classes. 

Machinery and Equipment 

The costs of machinery and equipment consist of all costs normal and necessary to purchase 

them and prepare them for their intended use. These include the purchase price, taxes, transporta- 

tion charges, insurance while in transit, and the installing, assembling, and testing of the machin- 

ery and equipment. 

Buildings 

A Building account is charged for the costs of purchasing or constructing a building that is used in 

operations. When purchased, a building’s costs usually include its purchase price, brokerage fees, 

taxes, title fees, and attorney fees. Its costs also include all expendi- 

tures to ready it for its intended use, including any necessary repairs 

or renovations such as wiring, lighting, flooring, and wall cover- 

ings. When a company constructs a building or any plant asset for 

its own use, its costs include materials and labor plus a reasonable 

amount of indirect overhead cost. Overhead includes the costs of 

items such as heat, lighting, power, and depreciation on machinery 

used to construct the asset. Costs of construction also include de- 

sign fees, building permits, and insurance during construction. 

However, costs such as insurance to cover the asset affer it is placed in use are operating expenses. 

PhotoLink/Getty Images 

Land improvements 

Land improvements are additions to land and have limited useful lives. Examples are parking 

lot surfaces, driveways, walkways, fences, landscaping, and sprinkling and lighting systems. 

Costs of land improvements include expenditures necessary to make those improvements ready 

for their intended use. While the costs of these improvements increase the usefulness of the 

land, they are charged to a separate Land Improvement account so that their costs can be allo- 

cated to the periods they benefit. 

Land 

Land is the earth’s surface and has an indefinite (unlimited) life. Costs of land include expendi- 

tures necessary to make that property ready for its intended use. When land is purchased for a 

building site, its cost includes the total amount paid for the land, including any real estate 

commissions, title insurance fees, legal fees, and any accrued property taxes paid by the 
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EXHIBIT 8.3 

Computing Cost of Land 

Example: If appraised values 

in Exhibit 8.4 are building, 

$84,000; land improvements, 

$12,000; and land, $24,000, 

what cost is assigned to the 

building? Answer: 

(1) $84,000 + $12,000 + 

$24,000 = $120,000 

(total appraisal) 

(2) $84,000/$120,000 = 70% 
(building's percent of total) 

(3) 70% x $90,000 = $63,000 

(building’s apportioned cost) 

EXHIBIT 8.4 

Computing Costs ina 

Lump-Sum Purchase 

NEED-TO-KNOW jis 

Cost Determination 

C1 

Do More: QS 8-1, OS 8-2, 

E 8-1, E 8-2, E 8-3 

DEPRECIATION | 

Point: Depreciation is cost 

allocation, not asset valuation 
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purchaser. Payments for surveying, clearing, grading, and draining also are included in the cost 

of land. Other costs include government assessments, whether incurred at the time of purchase or 

later, for items such as public roadways, sewers, and sidewalks. These assessments are included 

because they permanently add to the land’s value. Land purchased as a building site sometimes 

includes structures that must be removed. In such cases, the total purchase price is charged to the 

Land account as is the cost of removing the structures, less any amounts recovered through sale 

of salvaged materials. To illustrate, assume that Starbucks paid $167,000 cash to acquire land 

for a retail store. This land had an old service garage that was removed at a net cost of $13,000 

($15,000 in costs less $2,000 proceeds from salvaged materials). Additional closing costs total 

$10,000, consisting of brokerage fees ($8,000), legal fees ($1,500), and title costs ($500). The 

cost of this land to Starbucks is $190,000 and is computed as shown in Exhibit 8.3. 

Gash: price of lands... 5250: seeia. $ 167,000 

Net cost of garage removal......... 13,000 

Closing Costs 22-5 sais iteacie ae 10,000 

Costiofland 3.) 2 en $190,000 

Lump-Sum Purchase 

Plant assets sometimes are purchased as a group in a single transaction for a lump-sum price. 

This transaction is called a lump-sum purchase, or group, bulk, or basket purchase. When this 

occurs, we allocate the cost of the purchase among the different types of assets acquired based 

on their relative market values, which can be estimated by appraisal or by using the tax-assessed 

valuations of the assets. To illustrate, assume CarMax paid $90,000 cash to acquire a group of 

items consisting of a building appraised at $60,000, land improvements appraised at $10,000, 

and land appraised at $30,000. The $90,000 cost is allocated on the basis of these appraised 

values as shown in Exhibit 8.4. 

Appraised Value Percent of Total Apportioned Cost 

Buildings cent toms oe $ 60,000 60% ($60,000/$100,000) $54,000 ($90,000 x 60%) 

Land improvements.......... 10,000 10 ($10,000/$ 100,000) 9,000 ($90,000 x 10%) 

Landi saa Se cere 30,000 30 ($30,000/$ 100,000) 27,000 ($90,000 x 30%) 

NOtalSance ce $100,000 100% $90,000 

Compute the amount recorded as the cost of a new machine given the following payments related to its 

purchase: gross purchase price, $700,000; sales tax, $49,000; purchase discount taken, $21,000; freight 

cost—terms FOB shipping point, $3,500; normal assembly costs, $3,000; cost of necessary machine plat- 

form, $2,500; cost of parts used in maintaining machine, $4,200. 

Solution 

$737,000 = $700,000 + $49,000 — $21,000 + $3,500 + $3,000 + $2,500 

Depreciation is the process of allocating the cost of a plant asset to expense in the accounting 

periods benefiting from its use. Depreciation does not measure the decline in the asset’s market 

value each period, nor does it measure the asset’s physical deterioration. Since depreciation re- 

flects the cost of using a plant asset, depreciation charges are only recorded when the asset is 

actually in service. This section describes the factors we must consider in computing 
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depreciation, the depreciation methods used, revisions in depreciation, and depreciation for par- 
tial periods. 

Factors in Computing Depreciation 

Factors that determine depreciation are (1) cost, (2) salvage value, and (3) useful life. 

Cost The cost of a plant asset consists of all necessary and reasonable expenditures to acquire 

it and to prepare it for its intended use. 

Salvage Value The total amount of depreciation to be charged off over an asset’s benefit pe- 
riod equals the asset’s cost minus its salvage value. Salvage value, also called residual value or 

scrap value, is an estimate of the asset’s value at the end of its benefit period. This is the amount 

the owner expects to receive from disposing of the asset at the end of its benefit period. If the as- 

set is expected to be traded in on a new asset, its salvage value is the expected trade-in value. 

Useful Life The useful life of a plant asset is the length of time it is productively used in a 

company’s operations. Useful life, also called service life, might not be as long as the asset’s 

total productive life. For example, the productive life of a computer can be eight years or more. 

Some companies, however, trade in old computers for new ones every two years. In this case, 

these computers have a two-year useful life, meaning the cost of these computers (less their 

expected trade-in values) is charged to depreciation expense over a two-year period. 

Several variables often make the useful life of a plant asset difficult to predict. A major vari- 

able is the wear and tear from use in operations. Two other variables, inadequacy and obsoles- 

cence, also require consideration. Inadequacy refers to the insufficient capacity of a company’s 

plant assets to meet its growing production demands. Obsolescence refers to the condition of a 

plant asset that is no longer useful in producing goods or services with a competitive advantage 

because of new inventions and improvements. Both inadequacy and obsolescence are difficult 

to predict because of demand changes, new inventions, and improvements. A company usually 

disposes of an inadequate or obsolete asset before it wears out. 

A company is often able to better predict a new asset’s useful life when it has past experience 

with a similar asset. When it has no such experience, a company relies on the experience of oth- 

ers or on engineering studies and judgment. In note | of its annual report, Tootsie Roll, a snack 

food manufacturer, reports the following useful lives: 

20-35 years 

5-20 years 

Buildingsee eter cekvesss, sects attic 

Machinery and Equipment......... 

@ Decision Insight @ 

Good Life Life expectancy of plant assets is often in the eye of the beholder. 

For instance, Hershey Foods and Tootsie Roll are competitors and apply similar 

manufacturing processes, yet their equipment's life expectancies are different. 

Hershey depreciates equipment over 3 to 15 years, but Tootsie Roll depreciates 

them over 5 to 20 years. Such differences markedly impact financial statements. &@ 

Sergey Lavrentev/iStock/360/ 

Getty Images 

Depreciation Methods 

Depreciation methods are used to allocate a plant asset’s cost over the accounting periods in its 

useful life. The most frequently used method of depreciation is the straight-line method. An- 

other common depreciation method is the units-of-production method. We explain both of these 

methods in this section. This section also describes accelerated depreciation methods, with a 

focus on the declining-balance method. 

The computations in this section use information about a machine that inspects athletic shoes 

before packaging. Manufacturers such as Converse, Reebok, Adidas, and Fila use this ma- 

chine. Data for this machine are in Exhibit 8.5. 
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Pi 
Compute and record 
depreciation using the 
straight-line, units-of- 
production, and declining- 
balance methods. 

Point: If we expect additional 

costs in preparing a plant asset 

for disposal, the salvage value 

equals the expected amount 

from disposal less any disposal 

costs 

Point: Useful life and salvage 
value are estimates. Estimates 
require judgment based on all 

available information. 

Point: Land is recorded at 

cost but not depreciated 

because it is assumed to have 

an indefinite life 
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EXHIBIT 8.5 

Data for Athletic Shoe- 

Inspecting Machine 

EXHIBIT 8.6 

Straight-Line Depreciation 

Formula and Example 

Assets = Liabilities + Equity 

—1.800 —1,800 

EXHIBIT 8.7 

Financial Statement 

Effects of Straight-Line 

Depreciation 

Book value = Cost — Accumulated 
depreciation 

Point: Once an asset's book 

value equals its salvage value, 

depreciation stops. 
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COSGi ss eke anv ok tae $10,000 Useful life: 

Salvage valle. f. 3.0 26 ve wets ce 1,000 Accounting periods ......... 5 years 

Depreciable cost .............. $ 9,000 Units inspected 4.05 0... 36,000 shoes 

Straight-Line Method Straight-line depreciation charges the same amount of expense to 

each period of the asset’s useful life. A two-step process is used. We first compute the depre- 

ciable cost of the asset, also called the cost to be depreciated. It is computed by subtracting the 

asset’s salvage value from its total cost. Second, depreciable cost is divided by the number of 

accounting periods in the asset’s useful life. The formula for straight-line depreciation, along 

with its computation for the inspection machine just described, is shown in Exhibit 8.6. 

Cost — Salvage value — $10,000 — $1,000 

Useful life in periods 5 years 
= $1,800 per year 

If this machine is purchased on December 31, 2015, and used throughout its predicted useful 

life of five years, the straight-line method allocates an equal amount of depreciation to each of 

the years 2016 through 2020. We make the following adjusting entry at the end of each of the 

five years to record straight-line depreciation of this machine. 

Dec. 31 DepreciationiEXpense sic cc cue seer i 1,800 

Accumulated Depreciation—Machinery ........ 1,800 

Record annual depreciation. 

The $1,800 Depreciation Expense is reported on the income statement among operating ex- 

penses. The $1,800 Accumulated Depreciation is a contra asset account to the Machinery ac- 

count in the balance sheet. The graph on the left in Exhibit 8.7 shows the $1,800 per year 

expenses reported in each of the five years. The graph on the right shows the amounts reported 

on each of the six December 31 balance sheets. 

Depreciation Expense Asset Book Value 

(on Income Statement) (on Balance Sheet) 

# h | 

$1,800 J 4 $10,000 } 
a i | 

g ¢ 8,000 © 

Perey ‘ 6,000 ‘ 5 a S : i 

= 6008 = 4,000 | 
2,000 

2015 2016 2017 2018 2019 2020 2015 2016 2017 2018 2019 2020 

For Year Ended December 31 As of December 31 

The net balance sheet amount is the asset book value, or simply book value, and is computed 

as the asset’s total cost less its accumulated depreciation. For example, at the end of year 2 

(December 31, 2017), its book value is $6,400, which is $10,000 less $3,600 (2 years x $1,800), 

and is reported in the balance sheet as follows: 

Machinery: 22. oi isk eau erm raerantentiens $10,000 

Less accumulated depreciation ......... 3,600 $6,400 

The book value of this machine declines by $1,800 each year due to depreciation. The left-side 

graphic in Exhibit 8.7 reveals why this method is called straight-line. 

We also can compute the straight-line depreciation rate, defined as 100% divided by the 

number of periods in the asset’s useful life. For the inspection machine, this rate is 20% 
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(100% +5 years, or 1/5 per period). We use this rate, along with other information, to com- 
pute the machine’s straight-line depreciation schedule shown in Exhibit 8.8. Note three 
points in this exhibit. First, depreciation expense is the same each period. Second, accumu- 
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Example: If salvage value of 

the machine is $2,500, what is 

the annual depreciation? 

Answer: ($10,000 — $2,500) / 
lated depreciation is the sum of current and prior periods’ depreciation expense. Third, book 5 years = $1,500 
value declines each period until it equals salvage value at the end of the machine’s useful 
life. 

Depreciation for the Period End of Period EXHIBIT 8.8 
: Straight-Line Depreciation 

Annual Depreciable Depreciation Depreciation Accumulated Book rae | Oise 
Period Cost* Rate Expense Depreciation Value 

2015 — —_ — — $10,000 

2016 $9,000 20% $1,800 $1,800 8,200 

2017 9,000 20 1,800 3,600 6,400 

2018 9,000 20 1,800 5,400 4,600 

2019 9,000 20 1,800 7,200 2,800 

2020 9,000 20 1,800 9,000 1,000 Salvage value is not depreciated 

Ses cs | (6101000 coe — 91.000 savage) | 

* $10,000 — $1,000. " Book value is total cost minus accumulated depreciation. 

Units-of-Production Method The straight-line method charges an equal share of an as- 

set’s cost to each period. If plant assets are used up in about equal amounts each accounting 

period, this method produces a reasonable matching of expenses with revenues. However, 

the use of some plant assets varies greatly from one period to the next. A builder, for in- 

stance, might use a piece of construction equipment for a month and then not use it again for 

several months. When equipment use varies from period to period, the units-of-production 

depreciation method can better match expenses with revenues. Units-of-production depre- 

ciation charges a varying amount to expense for each period of an asset’s useful life depend- 

ing on its usage. 

A two-step process is used to compute units-of-production depreciation. We first compute 

depreciation per unit by subtracting the asset’s salvage value from its total cost and then divid- 

ing by the total number of units expected to be produced during its useful life. Units of produc- 

tion can be expressed in product or other units such as hours used or miles driven. The second 

step is to compute depreciation expense for the period by multiplying the units produced in the 

period by the depreciation per unit. The formula for units-of-production depreciation, along 

with its computation for the machine described in Exhibit 8.5, is shown in Exhibit 8.9. (Note: 

7,000 shoes are inspected and sold in its first year.) 

Step 1 
Cost — Salvage value 10,000 — $1,000 

Depreciation per unit = 2 at = $0.25 per shoe 
Total units of production ~ 36,000 shoes 

Step 2 | 

Depreciation expense = Depreciation per unit X Units produced in period 

$0.25 per shoe X 7,000 shoes = $1,750 

Using data on the number of shoes inspected by the machine, we can compute the units-of- 

production depreciation schedule shown in Exhibit 8.10. For example, depreciation for the first 

year is $1,750 (7,000 shoes at $0.25 per shoe). Depreciation for the second year is $2,000 

(8,000 shoes at $0.25 per shoe). Other years are similarly computed. Exhibit 8.10 shows that 

(1) depreciation expense depends on unit output, (2) accumulated depreciation is the sum of 

current and prior periods’ depreciation expense, and (3) book value declines each period until it 

EXHIBIT 8.9 

Units-of-Production 

Depreciation Formula 

and Example 



360 

Example: Refer to Exhibit 

8.10. If the number of shoes 

inspected in 2020 is 5,500, 

what is depreciation for 2020? 

Answer: $1,250 (never depreciate 

below salvage value) 

EXHIBIT 8.10 

Units-of-Production 

Depreciation Schedule 

($10,000 cost — $1,000 salvage) 

Salvage value is not depreciated 

Point: |n the DDB method, 

double refers to the rate and 

declining balance refers to book 

value. The rate is applied to be- 

ginning book value each period. 

EXHIBIT 8.11 

Double-Declining-Balance 

Depreciation Formula* 

100% 
SL rate = — 

Useful life 

200% 
DDB rate = 

Useful life 

Example: What is the DDB 

depreciation in year 2019 if 

salvage value is $2,000? 

Answer: $2,160 — $2,000 = $160 
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equals salvage value at the end of the asset’s useful life. Deltic Timber is one of many compa- 

nies using the units-of-production depreciation method. It reports that depreciation “is calcu- 

lated over the estimated useful lives of the assets by using the units of production method for 

machinery and equipment.” 

Depreciation for the Period End of Period 

Annual Number of Depreciation per Depreciation Accumulated Book 

ligt cece! Units Unit Expense Depreciation Value 

2015 — — o — $10,000 

2016 7,000 $0.25 $1,750 $1,750 8,250 

2017 8,000 0.25 2,000 3,750 6,250 

2018 9,000 0.25 2,250 6,000 4,000 

2019 7,000 0.25 1,750 7,750 2,250 

2020 _5,000 0.25 _ 1,250 9,000 1,000 

36,000 units $9,000 

Declining-Balance Method An accelerated depreciation method yields larger deprecia- 

tion expenses in the early years of an asset’s life and less depreciation in later years. The most 

common accelerated method is the declining-balance method of depreciation, which uses a 

depreciation rate that is a multiple of the straight-line rate and applies it to the asset’s beginning- 

of-period book value. The amount of depreciation declines each period because book value 

declines each period. 
A common depreciation rate for the declining-balance method is double the straight-line rate. 

This is called the double-declining-balance (DDB) method. This method is applied in three 

steps: (1) Compute the asset’s straight-line depreciation rate, (2) double the straight-line rate, 

and (3) compute depreciation expense by multiplying this rate by the asset’s beginning-of- 

period book value. To illustrate, let’s return to the machine in Exhibit 8.5 and apply the double- 

declining-balance method to compute depreciation expense. Exhibit 8.11 shows the first-year 

depreciation computation for the machine. The three-step process is to (1) divide 100% by five 

years to determine the straight-line rate of 20%, or 1/5, per year; (2) double this 20% rate to get 

the declining-balance rate of 40%, or 2/5, per year; and (3) compute depreciation expense as 

40%, or 2/5, multiplied by the beginning-of-period book value. 

Step 1 

Straight-line rate = 100% + Useful life = 100% =~ 5 years = 20% 

Step 2 

Double-declining-balance rate = 2 x Straight-line rate = 2 x 20% = 40% 

Step 3 

Depreciation expense = Double-declining-balance rate x Beginning-period book value 

40% X $10,000 = $4,000 (for 2016) 

* In simple form: DDB depreciation = (2 x Beginning-period book value)/Useful life. 

The double-declining-balance depreciation schedule is shown in Exhibit 8.12. The sched- 

ule follows the formula except for year 2020, when depreciation expense is $296. This $296 

is not equal to 40% x $1,296, or $518.40. If we had used the $518.40 for depreciation ex- 

pense in 2020, the ending book value would equal $777.60, which is less than the $1,000 

salvage value. Instead, the $296 is computed by subtracting the $1,000 salvage value from the 

$1,296 book value at the beginning of the fifth year (the year when DDB depreciation cuts 

into salvage value). 
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Depreciation for the Period End of Period EXHIBIT 8.12 

Beginning Cy Depreciation Depreciation Accumulated Book eerie betas! 

Period Book Value Rate Expense Depreciation Value pia pike ges 

2015 — a — — $10,000 

2016 $10,000 40% $4,000 $4,000 6,000 

2017 6,000 40 2,400 6,400 3,600 

2018 3,600 40 1,440 7,840 2,160 

2019 2,160 40 864 8,704 1,296 

2020 1,296 40 296* 9,000 1,000 Salvage value is not depreciated 

Oe eee ee | 610.000 cone — $1,000 sanage) | 
($10,000 cost — $1,000 salvage) 

* Year 2019 depreciation is $1,296 — $1,000 = $296 (never depreciate book value below salvage value). 

Comparing Depreciation Methods Exhibit 8.13 shows depreciation expense for each 

year of the machine’s useful life under each of the three depreciation methods. While deprecia- 

tion expense per period differs for different methods, total depreciation expense of $9,000 is the 

same over the machine’s useful life. 

A B Cc 

Period Straight-Line Units-of-Production 

EXHIBIT 8.13 

Depreciation Expense for wake Double-Declining-Balance 

2 2016 $1,800 $1,750 $4,000 the Different Methods 

3 2017 1,800 2,000 2,400 

4 2018 1,800 2,250 1,440 

5 2019 1,800 WehSw 864 

6 2020 1,800 1,250 296 

ve Totals $9,000 $9,000 $9,000 

_ Leal 

Each method starts with a total cost of $10,000 and ends with a salvage value of $1,000. s:«| 

The difference is the pattern in depreciation expense over the useful life. The book value, =~ 

of the asset when using straight-line is always greater than the book value from using 2%| 

double-declining-balance, except at the beginning and end of the asset’s useful life, when = 

it is the same. Also, the straight-line method yields a steady pattern of depreciation ex- #3" 

pense while the units-of-production depreciation depends on the number of units pro- & 

duced. Each of these methods is acceptable because it allocates cost in a systematic and i 

rational manner. _ Doublesbaaining Balence | Stsighi-Line | Upte of reduction 

2016 «~=—«2017,~—«=“‘<«KHSCSC*« 2020 

™ Decision os 90% 

Survey Says About 85% of companies use straight-line deprecia- 

tion for plant assets, 5% use units-of-production, and 4% use 

declining-balance. Another 6% use an unspecified accelerated 

method—most likely declining-balance. & 

Accelerated 

and other, 

6% 

Declining-balance, 

4% 

Units-of-production, 

5% 

Depreciation for Tax Reporting The records a company keeps for financial accounting 

purposes are usually separate from the records it keeps for tax accounting purposes. This is so 

because financial accounting aims to report useful information on financial performance and 

position, whereas tax accounting reflects government objectives in raising revenues. 

Differences between these two accounting systems are normal and expected. Depreciation is a 

common example of how the records differ. For example, many companies use accelerated 

depreciation in computing taxable income. Reporting higher depreciation expense in the early 

years of an asset’s life reduces the company’s taxable income in those years and increases it in 

later years, when the depreciation expense is lower. The company’s goal here is to postpone its 

tax payments. 
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Point: Understanding depre- 

ciation for financial accounting 

will help in learning MACRS 

for tax accounting. Rules 

for MACRS are available from 

www.IRS.gov. 

(2 
Explain depreciation for 
partial years and changes 

in estimates. 

Point: Assets purchased on 

days | through 15 of a month 

are usually recorded as pur- 

chased on the Ist of that 

month. Assets purchased on 

days 16 to the month-end are 

recorded as if purchased on the 

Ist of the next month. 

Point: Many firms use a 

“half-year convention,” which 

records 6 months’ depreciation 

in the year of purchase, 

regardless of the purchase date. 

Example: If the machine's 

salvage value is zero and 

purchase occurs on Oct. 8, 

2015, how much depreciation 

is recorded at Dec. 31, 2015? 
Answer: $10,000/5 x 3/12 = 

$500 

Point: Remaining depreciable 

cost equals book value less 

revised salvage value at the 

point of revision. 

EXHIBIT 8.14 

Computing Revised 

Straight-Line Depreciation 

Example: If at the start of its 

second year the machine's re- 

maining useful life changes from 

4 to 3 years and salvage value 
from $1,000 to $400, how 

much straight-line depreciation 

is recorded in remaining years? 

Answer: Revised depreciation = 

($8,200 — $400)/3 = $2,600 

Chapter 8 Reporting and Analyzing Long-Term Assets 

The U.S. federal income tax law has rules for depreciating assets. These rules include the 

Modified Accelerated Cost Recovery System (MACRS), which allows straight-line deprecia- 

tion for some assets but requires accelerated depreciation for most kinds of assets. MACRS 
separates depreciable assets into different classes and defines the depreciable life and rate for 

each class. MACRS is not acceptable for financial reporting because it often allocates costs over 
an arbitrary period that is less than the asset’s useful life and it fails to estimate salvage value. 

Details of MACRS are covered in tax accounting courses. 

Partial-Year Depreciation 

Plant assets are purchased and disposed of at various times. When an asset is purchased (or dis- 

posed of) at a time other than the beginning or end of an accounting period, depreciation is re- 

corded for part of a year. This is done so that the year of purchase or the year of disposal is 

charged with its share of the asset’s depreciation. 
To illustrate, assume that the machine in Exhibit 8.5 is purchased and placed in service on 

October 8, 2015, and the annual accounting period ends on December 31. Since this machine is 
purchased and used for nearly three months in 2015, the calendar-year income statement should 

report depreciation expense on the machine for that part of the year. Normally, depreciation as- 

sumes that the asset is purchased on the first day of the month nearest the actual date of pur- 

chase. In this case, since the purchase occurred on October 8, we assume an October | purchase 

date. This means that three months’ depreciation is recorded in 2015. Using straight-line depre- 

ciation, we compute three months’ depreciation of $450 as follows. 

$10,000 — $1,000 3 
x — = $450 

5 years iz 

A similar computation is necessary when an asset disposal occurs during a period. To illus- 

trate, assume that the machine is sold on June 24, 2020. Depreciation is recorded for the period 

January | through June 24 when it is disposed of. This partial year’s depreciation, computed to 

the nearest whole month, is 

$10,000 — $1,000 6 
X= = $900 

5 years 1% : 

Change in Estimates for Depreciation 

Depreciation is based on estimates of salvage value and useful life. During the useful life of an 

asset, new information may indicate that these estimates are inaccurate. If our estimate of an 

asset’s useful life and/or salvage value changes, what should we do? The answer is to use the 

new estimate to compute depreciation for current and future periods. This means that we revise 

the depreciation expense computation by spreading the cost yet to be depreciated over the re- 
maining useful life. This approach is used for all depreciation methods. 

Let’s return to the machine described in Exhibit 8.8 using straight-line depreciation. At the begin- 

ning of this asset’s third year, its book value is $6,400, computed as $10,000 minus $3,600. Assume 
that at the beginning of its third year, the estimated number of years remaining in its useful life 

changes from three to four years and its estimate of salvage value changes from $1,000 to $400. 

Straight-line depreciation for each of the four remaining years is computed as shown in Exhibit 8.14. 

Book value — Revised salvage value me $6,400 — $400 

Revised remaining useful life 2 
= $1,50 ee $1,500 per year 

Thus, $1,500 of depreciation expense is recorded for the machine at the end of the third through 

sixth years—each year of its remaining useful life. Since this asset was depreciated at $1,800 
per year for the first two years, it is tempting to conclude that depreciation expense was over- 

stated in the first two years. However, these expenses reflected the best information available at 

that time. We do not go back and restate prior years’ financial statements for this type of new 
information. Instead, we adjust the current and future periods’ statements to reflect this new 

information. Revising an estimate of the useful life or salvage value of a plant asset is referred 
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to as a change in an accounting estimate and is reflected in current and future financial state- 
ments, not in prior statements. 

Reporting Depreciation 

Both the cost and accumulated depreciation of plant assets are reported on the balance sheet or 

in its notes. Dale Jarrett Racing Adventure, for instance, reports the following. 

Racemwvehiciesrandiother.:=....05 coin ee ee $ 778,704 

Furniture, software, DJ] Graphics, and equipment ......... 105,032 

Shop: andtrackc equipmentectasestr ct cs tenis ote cise 173,739 

Property andiequipment, sross: 3. -:. 26 0c eh 1,057,475 

Kesstaccumulated:depreciation.<.'4..-...5- s: sss -secen oa: 884,772 

Rroperty-and equipment neti. a0. 0... 84.06. ace $ 172,703 

Chris Trotman/NASCAR/Getty Images 

Many companies also show plant assets on one line with the net amount of cost less accumu- 

lated depreciation. When this is done, the amount of accumulated depreciation is disclosed in a 

note. Apple reports only the net amount of its property, plant, and equipment in its balance 

sheet. To satisfy the full-disclosure principle, Apple describes its depreciation methods in its 

Note | and the amounts comprising plant assets in its Note 3—see its 10-K at www.SEC. gov. 

Reporting both the cost and accumulated depreciation of plant assets helps users compare the 

assets of different companies. For example, a company holding assets costing $50,000 and ac- 

cumulated depreciation of $40,000 is likely in a situation different from a company with new 

assets costing $10,000. While the net undepreciated cost of $10,000 is the same in both cases, 

the first company may have more productive capacity available but likely is facing the need to 

replace older assets. These insights are not provided if the two balance sheets report only the 

$10,000 book values. 

Users must remember that plant assets are reported on a balance sheet at their undepreciated 

costs (book value), not at fair (market) values. This emphasis on costs rather than fair values is 

based on the going-concern assumption described in Chapter 1. This assumption states that, unless 

there is evidence to the contrary, we assume that a company continues in business. This implies that 

plant assets are held and used long enough to recover their cost through the sale of products and 

services. Because plant assets are not for sale, their fair values are not reported. An exception is 

when there is a permanent decline in the fair value of an asset relative to its book value, called an 

asset impairment. In this case the company writes the asset down to this fair value (details for the 

two-step process for assessing and computing the impairment loss are in advanced courses). 

Accumulated Depreciation is a contra asset account with a normal credit balance. It does not 

reflect funds accumulated to buy new assets when the assets currently owned are replaced. Ifa 

company has funds available to buy assets, the funds are shown on the balance sheet among 

liquid assets such as cash or investments. 

@ Decision Ethics eum 

Controller You are the controller for a struggling company. Its operations require regular investments in equip- 

ment, and depreciation is its largest expense. Its competitors frequently replace equipment—often depreciated 

over three years. The company president instructs you to revise useful lives of equipment from three to six years 

and to use a six-year life on all new equipment. What actions do you take? il [Answers follow the chapter's Summary. ] 

Part 1. A machine costing $22,000 with a five-year life and an estimated $2,000 salvage value is installed on 

January 1. The manager estimates the machine will produce 1,000 units of product during its life. It actually 

produces the following units: 200 in Ist year, 400 in 2nd year, 300 in 3rd year, 80 in 4th year, 30 in Sth year. 

The total units produced by the end of year 5 exceed the original estimate—this difference was not predicted. 

(The machine must not be depreciated below its estimated salvage value.) Prepare a table with the following 

column headings— Year, Straight-Line, Units-of-Production, Double-Declining-Balance—and then compute 

depreciation expense for each year (and total depreciation for all years combined) under each method. 

Part 2. In early January 2014, a company acquires equipment for $3,800. The company estimates this 

equipment to have a useful life of three years and a salvage value of $200. Early in 2016, the company 
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Point: A company usually 

keeps records for each asset 

showing its cost and depreciation 

to date. The combined records 

for individual assets are a type of 

plant asset subsidiary ledger. 

Example: Assume equipment 
carries a book value of $800 

($900 cost léss $100 accumulated 

depreciation) and a fair (market) 

value of $750, and this $50 de- 

cline in value meets the two-step 

impairment test. The entry to 

record this impairment is 

Impairment Loss $50 

Accum Depr—Equip. $50 

NEED-TO-KNOW jis 

Depreciation 

Computations 

Pi 



Do More: OS 8-3 through 

OS 8-7, E 8-4 through E 8-13 
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changes its estimates to a total four-year useful life and zero salvage value. Using the straight-line method, 

what is depreciation expense for the year ended 2016? - 

Solution—Part 1 

Year Straight-Line* Units-of-Production® Double-Declining-Balance‘ 

een eee Noe $ 4,000 $ 4,000 $ 8,800 

2 icietire. cot sti oh ie 4,000 8,000 5,280 

See Pre tu amaring 4,000 6,000 3,168 

GRIER Serre ee 4,000 1,600 1,901 

Se acca 4,000 400 851 

ulOtals =. ne $20,000 $20,000 $20,000 

>Units-of-production: Cost per unit = ($22,000 — $2,000)/1,000 units = $20 per unit 

Year Units Depreciation per Unit Depreciation 

ete ne eeene 200 $20 '$ 4,000 ; 

DIN MER 400 20 ! 8,000 | 
Sethi: aaa 300 20 ' 6,000 | 
Ae Re 80 20 : 1,600 | 
Be eds ot 30 20 i 400%! 
Tora ' $20,000 | 

* Set depreciation in year 5 to reduce book value to the $20,000 salvage value; namely, 

instead of $600 (30 x $20), we use the maximum of $400 ($20,000 — $19,600 accum depr). 

‘Double-declining-balance: (100% /5) x 2 = 40% depreciation rate 

Annual Accumulated Ending Book Value 

Depreciation Depreciation ($22,000 Cost Less 

Beginning (40% of at the End of Accumulated 

Year Book Value Book Value) the Year Depreciation) 

SAcase $22,000 '$ 8,800 | $ 8,800 $13,200 
Piacapbell 13,200 5300 14,080 7,920 
a eee 7,920 etree 17,248 4,752 
Uh ssgcnti. 4,752 i 1.901% | 19,149 2,851 
pee ate 2,85 iggy! 20,000 2,000 
Total $20,000 

* Rounded to the nearest dollar. 

** Set depreciation in year 5 to reduce book value to the $20,000 salvage value; namely, instead 

of $1,140 ($2,851 x 40%), we use the maximum of $851 ($2,851 — $2,000). 

Solution—Part 2 

($3,800 — $200)/3 years = $1,200 (original depreciation per year) 

$1,200 x 2 years = $2,400 (accumulated depreciation at date of change in estimate) 

($3,800 — $2,400)/2 years = $700 (revised depreciation) 

ADDITIONAL EXPENDITURES 

es 
Distinguish between 
revenue and capital 
expenditures, and account 

for them. 

After a company acquires a plant asset and puts it into service, it often makes additional expen- 

ditures for that asset’s operation, maintenance, repair, and improvement. In recording these ex- 
penditures, it must decide whether to capitalize or expense them (to capitalize an expenditure is 

to debit the asset account). The issue is whether these expenditures are reported as current- 

period expenses or added to the plant asset’s cost and depreciated over its remaining useful life. 
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Revenue expenditures, also called income statement expenditures, are additional 

costs of plant assets that do not materially increase the asset’s life or productive capabili- 

ties. They are recorded as expenses and deducted from revenues in the current period’s 
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Financial Statement Effect 

income statement. Examples of revenue expenditures are cleaning, repainting, adjust- 

ments, and lubricants. Capital expenditures, also called balance sheet expenditures, are 

additional costs of plant assets that provide benefits extending beyond the current period. 

They are debited to asset accounts and reported on the balance sheet. Capital expendi- 

tures increase or improve the type or amount of service an asset provides. Examples are 

roofing replacement, plant expansion, and major overhauls of machinery and equipment. 

Financial statements are affected for several years by the accounting choice of recording 

costs as either revenue expenditures or capital expenditures. This decision is based on whether 

the expenditures are identified as ordinary repairs or as betterments and extraordinary repairs. 

Entrepreneur Your start-up Internet services company needs cash, and you are preparing financial statements 

to apply for a short-term loan. A friend suggests that you treat as many expenses as possible as capital expendi- 

tures. What are the impacts on financial statements of this suggestion? What do you think is the aim of this sug- 

gestion? 

® Decision Maker 

{Answers follow the chapter's Summary.] 

Ordinary Repairs 

Ordinary repairs are expenditures to keep an asset in normal, good operating condition. They 

are necessary if an asset is to perform to expectations over its useful life. Ordinary repairs do not 

extend an asset’s useful life beyond its original estimate or increase its productivity beyond 

original expectations. Examples are normal costs of cleaning, lubricating, adjusting, oil chang- 

ing, and replacing small parts of a machine. Ordinary repairs are treated as revenue expendi- 

tures. This means their costs are reported as expenses on the current-period income statement. 

Following this rule, Brunswick reports that “maintenance and repair costs are expensed as 

incurred.” If Brunswick’s current-year repair costs are $9,500, it makes the following entry. 

Dec. 31 9,500 

9,500 

Record ordinary repairs of equipment. 

Betterments and Extraordinary Repairs 

Accounting for betterments and extraordinary repairs is similar—both are treated as capital 

expenditures. 

Betterments (Improvements) Betterments, also called improvements, are expenditures that 

make a plant asset more efficient or productive. A betterment often involves adding a component to 

an asset or replacing one of its old components with a better one and does not always increase an 

asset’s useful life. An example is replacing manual controls on a machine with automatic controls. 

One special type of betterment is an addition, such as adding a new wing or dock to a warehouse. 

Since a betterment benefits future periods, it is debited to the asset account as a capital expenditure. 

The new book value (less salvage value) is then depreciated over the asset's remaining useful life. 

To illustrate, suppose a company pays $8,000 for a machine with an eight-year useful life and no 

salvage value. After three years and $3,000 of depreciation, it adds an automated control system to 

the machine at a cost of $1,800. This results in reduced labor costs in future periods. The cost of the 

betterment is added to the Machinery account with this entry. 

a eae ee tere tas ayetiysis wine erase ae seaas 1,800 
Jan. 2 

1,800 

Record installation of automated system. 

After the betterment is recorded, the remaining cost to be depreciated is $6,800, computed as 

$8,000 — $3,000 + $1,800. Depreciation expense for the remaining five years is $1,360 per 

year, computed as $6,800/5 years. 

Expense 

Accounting Timing 

Revenue Income stmt. | Expensed 
expenditure account debited currently 

Capital Balance sheet | Expensed 
expenditure account debited in future 

Point: Many companies apply 

the materiality constraint to 

treat low-cost plant assets 

(say, less than $500) as revenue 

expenditures. This practice is 

referred to as a “capitalization 

policy.” 

= Liabilities + Equity 

—9 500 

Example: Assume a firm 

owns a web server. Identify 

each cost as a revenue or capi- 

tal expenditure: (1) purchase 

price, (2) necessary wiring, 

(3) platform for operation, 

(4) circuits to increase capacity, 

(5) cleaning after each month 

of use, (6) repair of a faulty 

switch, and (7) replacement 

of a worn fan. Answer: Capital 

expenditures: |, 2, 3, 4; revenue 

expenditures: 5, 6, 7 

- Liabilities + Equity 
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Point: Both extraordinary 
repairs and betterments require 

revising future depreciation. 

Chapter 8 Reporting and Analyzing Long-Term Assets 

Extraordinary Repairs (Replacements) Extraordinary repairs are expenditures 

extending the asset’s useful life beyond its original estimate. Extraordinary repairs are capital 

expenditures because they benefit future periods. Their costs are debited to the asset account (or 

to accumulated depreciation). For example, Delta Air Lines reports, “modifications that . . . 

extend the useful lives of airframes or engines are capitalized and amortized [depreciated] over 
the remaining estimated useful life of the asset.” 

§!) Decision !nsight 

Far Out If we owned a 20-year-old truck and planned to use it in 

our work for another 40 years, we would expect some extraordinary 

repairs in future years. A similar situation confronts Whiteman Air 

Force Base, home to the B-2 stealth bomber, which rolled out of a 

Northrop Grumman hangar in the 1980s. The plan is to keep those 

bat-winged bombers flying until 2058. The Pentagon is moving for 

ward with a $2 billion, 10-year effort to modernize the bombers’ de- 

fensive capabilities. & 
Purestock/Superstock 

DISPOSALS OF PLANT ASSETS 

P2 
Account for asset disposal 

through discarding or 
selling an asset. 

EXHIBIT 8.15 

Accounting for Disposals 

of Plant Assets 

Assets = Liabilities + Equity 

+9000 

—9.000 

Point: Recording depreciation 

expense up-to-date gives an 

up-to-date book value for 

determining gain or loss. 

Assets = Liabilities + Equity 

—500 

Plant assets are disposed of for several reasons. Some are discarded because they wear out or 

become obsolete. Others are sold because of changing business plans. Regardless of the reason, 

disposal of plant assets occurs in one of three basic ways: discarding, sale, or exchange. The 

general steps in accounting for a disposal of plant assets are described in Exhibit 8.15. 

. Record depreciation up to the date of disposal—this also updates Accumulated Depreciation. 

. Record the removal of the disposed asset’s account balances—including its Accumulated Depreciation. 

. Record any cash (and/or other assets) received or paid in the disposal. 

hh WN — . Record any gain or loss—computed by comparing the disposed asset’s book value with the market value of any 

assets received.* 

* An exception to step 4 is the case of an exchange that lacks commercial substance—see Appendix 8A. 

Discarding Plant Assets 

A plant asset is discarded when it is no longer useful to the company and it has no market value. 

To illustrate, assume that a machine costing $9,000 with accumulated depreciation of $9,000 is 

discarded. When accumulated depreciation equals the asset’s cost, it is said to be fully depreci- 

ated (zero book value). The entry to record the discarding of this asset is 

June 5 Accumulated Depreciation—Machinery 9,000 

Machinenystc so ase 400 a eine rea eet | 9,000 

Discarding of fully depreciated machinery. 

This entry reflects all four steps of Exhibit 8.15. Step | is unnecessary since the machine is 
fully depreciated. Step 2 is reflected in the debit to Accumulated Depreciation and credit to 
Machinery. Since no other asset is involved, step 3 is irrelevant. Finally, since book value is zero 
and no other asset is involved, no gain or loss is recorded in step 4. 

How do we account for discarding an asset that is not fully depreciated or one whose depre- 
ciation is not up-to-date? To answer this, consider equipment costing $8,000 with accumulated 
depreciation of $6,000 on December 31 of the prior fiscal year-end. This equipment is being 
depreciated using the straight-line method over eight years with zero salvage. On July 1 of the 
current year it is discarded. Step 1 is to bring depreciation up-to-date. 

July | Depreciation Expense 22. sete ce eee 500 

Accumulated Depreciation—Equipment......... 500 

Record 6 months’ depreciation ($1,000 x 6/12). 
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Steps 2 through 4 of Exhibit 8.15 are reflected in the second (and final) entry. 

July | Accumulated Depreciation—Equipment ............ 6,500 

Loss on Disposal of Equipment ................--. 1,500 

EqUuIPMCNE cc iw ee ac eee p ker 8,000 

Discarding equipment with a $1,500 book value. 

This loss is computed by comparing the equipment’s $1,500 book value ($8,000 — $6,000 — 
$500) with the zero net cash proceeds. The loss is reported in the Other Expenses and Losses 
section of the income statement. Discarding an asset can sometimes require a cash payment that 

would increase the loss. 

Selling Plant Assets 

Companies often sell plant assets when they restructure or downsize operations. To illustrate the 

accounting for selling plant assets, we consider BTO’s March 31 sale of equipment that cost 

$16,000 and has accumulated depreciation of $12,000 at December 31 of the prior calendar 

year-end. Annual depreciation on this equipment is $4,000 computed using straight-line depre- 

ciation. Step | of this sale is to record depreciation expense and update accumulated deprecia- 

tion to March 31 of the current year. 

March 31 DopreciavioniEXpenseme, «<r r ein atin eerie: 1,000 

Accumulated Depreciation—Equipment ........ 1,000 

Record 3 months’ depreciation ($4,000 x 3/12). 

Steps 2 through 4 of Exhibit 8.15 can be reflected in one final entry that depends on the amount 

received from the asset’s sale. We consider three different possibilities. 

Sale at Book Value If BTO receives $3,000 cash, an amount equal to the equipment’s book 

value as of March 31 (book value = $16,000 — $12,000 — $1,000), no gain or loss occurs on 

disposal. The entry is 

March 31 CEG Fics nest ouanttcu a oan cnyuceven Bian onarc Oe cen nes aarti 3,000 

Accumulated Depreciation—Equipment ..........-- 13,000 

SOOM oe cn lnoas Ao DOO Domo Dom OUU MARDEN 16,000 

Record sale of equipment for no gain or loss. 

Sale above Book Value If BTO receives $7,000, an amount that is $4,000 above the equip- 

ment’s $3,000 book value as of March 31, a gain on disposal occurs. The entry is 

March 31 (GES nk BE AA iG US OU ee ORI TRAE OMT ORE 7,000 

Accumulated Depreciation—Equipment ..........-. 13,000 

Gain on Disposal of Equipment ............--- 4,000 

EQUIDINICIIC seth tocrl sete ere teietoictt- usiaretencrers 16,000 

Record sale of equipment for a $4,000 gain. 

Sale below Book Value _ If BTO receives $2,500, an amount that is $500 below the equip- 

ment’s $3,000 book value as of March 31, a loss on disposal occurs. The entry 1s 

March 31 Gasiiic ccaetii a crohns epecams Parente ore a a ake eho 2,500 

Loss on Disposal of Equipment ......----..+..+55 500 

Accumulated Depreciation—Equipment..........--- 13,000 

EQUIDINGMG ar rpes rere tt eee erode 16,000 

Record sale of equipment for a $500 loss. 

= 
IFRS 

Life Changing Unlike U.S. GAAF IFRS requires an annual review of useful life and salvage value estimates. 

IFRS also permits revaluation of plant assets to market if market value is reliably determined. i 

= | jabilities + Equity 

6.500 1.500 

6,000 

Point: Gain or loss is 

determined by comparing 

“value given” (book value) 

to “value received.” 

Assets = Liabilities + Equity 

— 1,000 —},000 

: Sale price = Book value > No gain 
Boece * or loss 

Sale price > Book value > Gain 

Assets = Liabilities + Equity 

+4 000 

Sale price < Book value ;— Loss 
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Neue 8-3 

Additional 

Expenditures and 

Asset Disposals 

(3 P2 

Do More: OS 8-8, OS 8-9, 

E 8-14, E 8-15, E 8-16, 

E 8-17 
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Part 1. A company pays $1,000 for equipment expected to last four years and have a $200 salvage value. 

Prepare journal entries to record the following costs related to the equipment. 

a. During the second year of the equipment’s life, $400 cash is paid for a new component expected to 

increase the equipment’s productivity by 20% a year. 

b. During the third year, $250 cash is paid for normal repairs necessary to keep the equipment in good 

working order. 

c. During the fourth year, $500 is paid for repairs expected to increase the useful life of the equipment 

from four to five years. 

Part 2. A company owns a machine that cost $500 and has accumulated depreciation of $400. Prepare the 

entry to record the disposal of the machine on January 2 under each of the following independent situations. 

a. The machine needed extensive repairs, and it was not worth repairing. The company disposed of the 

machine, receiving nothing in return. 

b. The company sold the machine for $80 cash. 

c. The company sold the machine for $100 cash. 

d. The company sold the machine for $110 cash. 

Solutions—Part 1 

Record ordinary repairs. 

Equipment 

Record extraordinary repairs. 

Solutions—Part 2 [Note: Book value of machine = $500 — $400 = $100] 

a. Disposed of at no value 

Loss on Disposal of Machine 

Accumulated Depreciation—Machine 

b. Sold for $80 cash 

Accumulated Depreciation—Machine ........... 400 

Machine: ooo oat See Nauta ma mete eras in 500 

Record cash sale of machine (below book value). 

c. Sold for $100 cash 

Jan. 2 GL irre eet Setanta Tennceean gs 100 

Accumulated Depreciation—Machine ........... 400 

Machine =\:...7. cette aunceak oe eecaat ee ea aera 500 

Record cash sale of machine (at book value). 

d. Sold for $110 cash 

Accumulated Depreciation—Machine 

Gain on Sale of Machine 

Machine 

Record cash sale of machine (above book value). 
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Natural resources are assets that are physically consumed when used. Examples are standing 

timber, mineral deposits, and oil and gas fields. Since they are consumed when used, they are often 

called wasting assets. These assets represent soon-to-be inventories of raw materials that will be 

converted into one or more products by cutting, mining, or pumping. Until that conversion takes 

place, they are noncurrent assets and are shown in a balance sheet using titles such as Timberlands, 

Mineral deposits, or Oil reserves. Natural resources are reported under either plant assets or their 

own separate category. Alcoa, for instance, reports its natural resources under the balance sheet 

title Properties, plants and equipment. In a note to its financial statements, Alcoa reports a separate 

amount for Land and land rights, including mines. Weyerhaeuser, on the other hand, reports its 

timber holdings in a separate balance sheet category titled Timber and timberlands. 

Cost Determination and Depletion 

Natural resources are recorded at cost, which includes all expenditures necessary to acquire the re- 

source and prepare it for its intended use. Depletion is the process of allocating the cost of a natural 

resource to the period when it is consumed. Natural resources are reported on the balance sheet at 

cost less accumulated depletion. The depletion expense per period is usually based on units ex- 

tracted from cutting, mining, or pumping ExxonMobil. This is 

similar to units-of-production depreciation. ExxonMobil uses 

this approach to amortize the costs of discovering and operat- 

ing its oil wells. 
To illustrate depletion of natural resources, let’s consider a 

mineral deposit with an estimated 250,000 tons of available 

ore. It is purchased for $500,000, and we expect zero salvage 

value. The depletion charge per ton of ore mined is $2, com- 

puted as $500,000 + 250,000 tons. If 85,000 tons are mined 

and sold in the first year, the depletion charge for that year is 

$170,000. These computations are detailed in Exhibit 8.16. Digital Vision/Getty Images 

Step 1 
Cost — Salvage value — $500,000 — $0 

Total units of capacity 250,000 tons 
Depletion per unit = = $2 per ton 

Step 2 

Depletion expense = Depletion per unit X Units extracted and sold in period 

= $2 X 85,000 = $170,000 

Depletion expense for the first year is recorded as follows. 

170,000 
Dec. 3] Depletion Expense—Mineral Deposit ..........--.- 

Accumulated Depletion—Mineral Deposit ...... 170,000 

Record depletion of the mineral deposit. 

The period-end balance sheet reports the mineral deposit as shown in Exhibit 8.17. 

$500,000 

170,000 

Mineral deposit ict sens einen e are ners 

Less accumulated depletion ........ $330,000 

Since all 85,000 tons of the mined ore are sold during the year, the entire $170,000 of depletion 

is reported on the income statement. If some of the ore remains unsold at year-end, however, the 

depletion related to the unsold ore is carried forward on the balance sheet and reported as 

Ore Inventory, a current asset. To illustrate, and continuing with our example, assume that 
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40,000 tons are mined in the second year, but only 34,000 tons are sold. We record depletion of 

$68,000 (34,000 tons x $2 depletion per unit) and the remaining Ore Inventory of $12,000 
(6,000 tons x $2 depletion per unit) as follows. 

Dec. 31] Depletion Expense—Mineral Deposit............... 68,000 

OresINVentory aio os ete ceca cae hum cetee rece 12,000 

Accumulated Depletion—Mineral Deposit....... 80,000 

Record depletion and inventory of mineral deposit. 

Plant Assets Tied into Extracting 

The conversion of natural resources by mining, cutting, or pumping usually requires machinery, 

equipment, and buildings. When the usefulness of these plant assets is directly related to the deple- 

tion of a natural resource, their costs are depreciated using the units-of-production method in propor- 

tion to the depletion of the natural resource. For example, if a machine is permanently installed in a 

mine and 10% of the ore is mined and sold in the period, then 10% of the machine’s cost (less any 

salvage value) is allocated to depreciation expense. The same procedure is used when a machine is 
abandoned once resources have been extracted. If, however, a machine will be moved to and used at 

another site when extraction is complete, the machine is depreciated over its own useful life. 

Fraud 

In Control Long-term assets must be safeguarded against theft, misuse, and other 

damages. Controls take many forms depending on the asset, including use of security tags, 

A company acquires a zinc mine at a cost of $750,000 on January 1. At that same time it incurs additional 

costs of $100,000 to access the mine, which is estimated to hold 200,000 tons of zinc. The estimated value 

of the land after the zinc is removed is $50,000. 

1. Prepare the January | entry(ies) to record the cost of the zinc mine. 

2. Prepare the December 31 year-end adjusting entry if 50,000 tons of zinc are mined, but only 40,000 

tons are sold the first year. 

Solution 

1. 
850,000 

850,000 
Record cost of zinc mine. 

2. Depletion per unit = ($750,000 + $100,000 — $50,000)/200,000 tons = $4.00 per ton 

Depletion Expense—Zinc Mine 160,000 

Zinc Inventory 40,000 

Accumulated Depletion—Zinc Mine : 200,000 

Record depletion of zinc mine (50,000 x $4.00). 

| 

Intangible assets are nonphysical assets (used in operations) that confer on their owners long- 
term rights, privileges, or competitive advantages. Examples are patents, copyrights, licenses, 
leaseholds, franchises, goodwill, and trademarks. Lack of physical substance does not necessar- 
ily imply an intangible asset. Notes and accounts receivable, for instance, lack physical sub- 
stance, but they are not intangibles. This section identifies the more common types of intangible 
assets and explains the accounting for them. 



Chapter 8 Reporting and Analyzing Long-Term Assets 371 

Cost Determination and Amortization 

An intangible asset is recorded at cost when purchased. Intangibles are then separated into those with 

limited lives or indefinite lives. If an intangible has a limited life, its cost is systematically allocated 

to expense over its estimated useful life through the process of amortization. If an intangible asset 
has an indefinite life—meaning that no legal, regulatory, contractual, competitive, economic, or 

other factors limit its useful life—it should not be amortized. (If an intangible with an indefinite life 

is later judged to have a limited life, it is amortized over that limited life.) Amortization of intangible 

assets is similar to depreciation of plant assets and the depletion of natural resources in that it is a 

process of cost allocation. However, only the straight-line method is used for amortizing intangibles 

unless the company can show that another method is preferred. The effects of amortization are re- 

corded in a contra account (Accumulated Amortization). The gross acquisition cost of intangible 

assets is disclosed in the balance sheet along with their accumulated amortization (these disclosures Pe! Depreciation, 
are new). The eventual disposal of an intangible asset involves removing its book value, recording Ri at 
any other asset(s) received or given up, and recognizing any gain or loss for the difference. describes cost allocation. 

Many intangibles have limited lives due to laws, contracts, or other asset characteristics. Ex- 

amples are patents, copyrights, and leaseholds. Other intangibles such as goodwill, trademarks, 

and trade names have lives that cannot be easily determined. The cost of intangible assets is 

amortized over the periods expected to benefit by their use, but in no case can this period be 

longer than the asset’s legal existence. The values of some intangible assets such as goodwill — Point: Goodwill is not 

continue indefinitely into the future and are not amortized. (An intangible asset that is not am-— 2M0"7ec Instead, ies annually 

ortized is tested annually for impairment—if necessary, an impairment loss is recorded. Details ea 

for this test are in advanced courses.) 

Intangible assets are often shown in a separate section of the balance sheet immediately after 

plant assets. Callaway Golf, for instance, follows this approach in reporting nearly $90 million 

of intangible assets in its balance sheet, plus nearly $30 million in goodwill. Companies usually 

disclose their amortization periods for intangibles. The remainder of our discussion focuses on 

accounting for specific types of intangible assets. 

Types of Intangibles 

Patents The federal government grants patents to encourage the invention of new technology, 

mechanical devices, and production processes. A patent is an exclusive right granted to its owner 

to manufacture and sell a patented item or to use a process for 20 years. When patent rights are 

purchased, the cost to acquire the rights is debited to an account called Patents. If the owner en- 

gages in lawsuits to successfully defend a patent, the cost of lawsuits is debited to the Patents 

account: if the defense is unsuccessful, the book value of the patent is expensed. However, the 

costs of research and development leading to a new patent are expensed when incurred. 

A patent’s cost is amortized over its estimated useful life (not to exceed 20 years). If we pur- 

chase a patent costing $25,000 with a useful life of 10 years, we make the following adjusting 

entry at the end of each of the 10 years to amortize one-tenth of its cost. 

Scott Halleran/Getty Images 

Dec. 31 Amortization Expense—Patents .............+++-- 2,500 Assets = Liabilities + Equity 

ati 
500 2.500 

Accumulated Amortization—Patents........... 2,500 4.) 

Amortize patent costs over its useful life. 

The $2,500 debit to Amortization Expense appears on the income statement as a cost of the 

product or service provided under protection of the patent. The Accumulated Amortization— 

Patents account is a contra asset account to Patents. 

Meds Mention “drug war” and most people think of illegal drug trade. But another Prescriptions That 

drug war is under way: Brand-name drugmakers are fighting to stop generic copies Specify Generics 

of their products from hitting the market once patents expire. Delaying a generic rival ae 

can yield millions in extra sales. One way drugmakers fight patent expirations is to jogo, 

alter drug delivery. The first patent might require a patient to take a pill 4x/day. When — 29% _ 

that patent expires, the drugmaker can “improve” the drug's delivery release system — 0% uma 

to 2x/day, and then 1 x/day, and so forth. @ 1980 1990 2000 2010 
DT ieaees 
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to record this impairment is: 

Impairment Loss. $25 

Goodwill........ $25 
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Copyrights A copyright gives its owner the exclusive right to publish and sell a musical, 

literary, or artistic work during the life of the creator plus 70 years, although the useful life of 

most copyrights is much shorter. The costs of a copyright are amortized over its useful life. The 

only identifiable cost of many copyrights is the fee paid to the Copyright Office of the federal 

government or international agency granting the copyright. If this fee is immaterial, it is charged 
directly to an expense account; but if the identifiable costs of a copyright are material, they are 

capitalized (recorded in an asset account) and periodically amortized by debiting an account 

called Amortization Expense—Copyrights. 

™ Decision !nsight 

Mickey Mouse Protection Act The Walt Disney Company success- 

fully lobbied Congress to extend copyright protection from the life of the 

creator plus 50 years to the life of the creator plus 70 years. This extension 

allows the company to protect its characters for 20 additional years before 

the right to use them enters the public domain. Mickey Mouse is now 

protected by copyright law until 2023. The law is officially termed the 

Copyright Term Extension Act (CTEA), but it is also known as the Mickey 

Mouse Protection Act. 

Yoshikazu Tsuno/AFP/Getty Images 

Franchises and Licenses Franchises and licenses are rights that a company or govern- 

ment grants an entity to deliver a product or service under specified conditions. Many organiza- 

tions grant franchise and license rights—Anytime Fitness, Firehouse Subs, and Major League 
Baseball are just a few examples. The costs of franchises and licenses are debited to a Franchises 
and Licenses asset account and are amortized over the life of the agreement. If an agreement is 

for an indefinite or perpetual period, those costs are not amortized. 

Trademarks and Trade Names Companies often adopt unique symbols or select unique 

names and brands in marketing their products. A trademark or trade (brand) name is a sym- 

bol, name, phrase, or jingle identified with a company, product, or service. Examples are Nike 

swoosh, Marlboro Man, Big Mac, Coca-Cola, and Corvette. Ownership and exclusive right to 

use a trademark or trade name are often established by showing that one company used it before 

another. Ownership is best established by registering a trademark or trade name with the gov- 

ernment’s Patent Office. The cost of developing, maintaining, or enhancing the value of a trade- 

mark or trade name (such as advertising) is charged to expense when incurred. If a trademark or 

trade name is purchased, however, its cost is debited to an asset account and then amortized over 

its expected life. If the company plans to renew indefinitely its right to the trademark or trade 

name, the cost is not amortized. 

Goodwill Goodwill has a specific meaning in accounting. Goodwill is the amount by which a 

company’s value exceeds the value of its individual assets and liabilities. This usually implies that 
the company as a whole has certain valuable attributes not measured among its individual assets 

and liabilities. These can include superior management, skilled workforce, good supplier or cus- 

tomer relations, quality products or services, good location, or other competitive advantages. 

To keep accounting information from being too subjective, goodwill is not recorded unless 

an entire company or business segment is purchased. Purchased goodwill is measured by taking 

the purchase price of the company and subtracting the market value of its individual net assets 

(excluding goodwill). For instance, Google paid $1.19 billion to acquire YouTube; about $1.13 
of the $1.19 billion was for goodwill. Goodwill was also a major portion of the $19 billion that 
Facebook paid to acquire WhatsApp. 

Goodwill is measured as the excess of the cost of an acquired entity over the value of the 

acquired net assets. Goodwill 1s recorded as an asset, and it is not amortized. Instead, goodwill 

is annually tested for impairment. If the book value of goodwill does not exceed its fair (market) 

value, goodwill is not impaired. However, if the book value of goodwill does exceed its fair 

value, an impairment loss is recorded equal to that excess. (Details of this test are in advanced 

courses.) 
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Leaseholds Property is rented under a contract called a lease. The property’s owner, called 

the lessor, grants the lease. The one who secures the right to possess and use the property is 

called the lessee. A leasehold refers to the rights the lessor grants to the lessee under the terms 

of the lease. A leasehold is an intangible asset for the lessee. 

Certain leases require no advance payment from the lessee but require monthly rent pay- 

ments. In this case, we do not set up a Leasehold account. Instead, the monthly payments are 

debited to a Rent Expense account. If a long-term lease requires the lessee to pay the final pe- 

riod’s rent in advance when the lease is signed, the lessee records this advance payment with a 
debit to the Leasehold account. Since the advance payment is not used until the final period, the 

Leasehold account balance remains intact until that final period, when its balance is transferred 

to Rent Expense. (Some long-term leases give the lessee essentially the same rights as a pur- 

chaser. This results in a tangible asset and a liability reported by the lessee. Chapter 10 describes 

these so-called capital leases.) 

A long-term lease can increase in value when current rental rates for similar property rise 

while the required payments under the lease remain constant. This increase in value of a lease is 

not reported on the lessee’s balance sheet. However, if the property is subleased and the new 

tenant makes a cash payment to the original lessee for the rights under the old lease, the new 

tenant debits this payment to a Leasehold account, which is amortized to Rent Expense over the 

remaining life of the lease. 

Leasehold Improvements A lessee sometimes pays for alterations or improvements to the 

leased property such as partitions, painting, and storefronts. These alterations and improve- 

ments are called leasehold improvements, and the lessee debits these costs to a Leasehold 

Improvements account. Since leasehold improvements become part of the property and revert to 

the lessor at the end of the lease, the lessee amortizes these costs over the life of the lease or the 

life of the improvements, whichever is shorter. The amortization entry debits Amortization 

Expense—Leasehold Improvements and credits Accumulated Amortization—Leasehold 

Improvements. 

Other Intangibles There are other types of intangible assets such as software, noncompete 

covenants, customer lists, and so forth. Our accounting for them is the same. First, we record the 

intangible asset’s costs. Second, we determine whether the asset has a limited or indefinite life. 

If limited, we allocate its costs over that period. If indefinite, its costs are not amortized. 

Fraud 

Into Hiding Most people view fraud involving long-term assets as low risk. Yet, opportunity 

a 
concealment of an asset can include recording it as scrap, obsolete, donated, or destroyed—for example: 

for fraud in a one-time transaction is a higher risk and requires scrutiny. Theft involving 

* Recording an asset disposal as a customer adjustment, as a no-charge item, or as promotional. 

Part 1. A publisher purchases the copyright on a book for $1,000 on January 1 of this year. The copyright 

legally protects its owner for five more years. The company plans to market and sell prints of the original 

for seven years. Prepare entries to record the purchase of the copyright on January | of this year, and its 

annual amortization on December 31 of this year. 

Part 2. On January 3 of this year, a retailer incurs a $9,000 cost to modernize its store. Improvements in- 

clude lighting, partitions, and sound system. These improvements are estimated to yield benefits for five 

years. The retailer leases its store and has three years remaining on its lease. Prepare the entry to record 

(a) the cost of modernization and (b) amortization at the end of this current year. 
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Part 3. On January 6 of this year, a company pays $6,000 for a patent with a remaining 12-year legal life 

to produce a supplement expected to be marketable for 3 years. Prepare entries to record its acquisition 

and the December 31 amortization entry for this current year. 

Solution—Part 1 

Copyright 

Record purchase of copyright. 

Amortization Expense—Copyright 

Accumulated Amortization—Copyright 

Record amortization of copyright [$1,000/5 years]. 

Solution—Part 2 

Record leasehold improvements. 

Amortization Expense—Leasehold Improvements 

Accumulated Amortization—Leasehold 

Improvements 

Record amortization of leasehold over 

remaining lease life.* 

*Amortization = $9,000/3-year lease term = $3,000 per year 

Solution—Part 3 

Record purchase of patent. 

Amortization Expense* 

Do More: OS 8-12, E 8-19, Accumulated Amortization—Patents 

E 8-20 Record amortization of patent. *$6,000/3 years = $2,000 

GLOBAL VIEW 

This section discusses similarities and differences between U.S. GAAP and IFRS in accounting and 
reporting for plant assets and intangible assets. 

Accounting for Plant Assets Issues involving cost determination, depreciation, additional ex- 
penditures, and disposals of plant assets are subject to broadly similar guidance for both U.S. GAAP and 

IFRS. Although differences exist, the similarities vastly outweigh the differences. Nokia describes its 

accounting for plant assets as follows: 

Property, plant and equipment are stated at cost less accumulated depreciation. Depreciation is re- | 

corded on a straight-line basis over the expected useful lives of the assets. Maintenance, repairs and 

renewals are generally charged to expense during the financial period in which they are incurred. 

However, major renovations are capitalized and included in the carrying amount of the coe .. Major 
renovations are depreciated over the remaining useful life of the related asset. pe 

“hn 

One area where notable differences exist is in accounting for changes in the value of plant assets (between 

the time they are acquired and when they are disposed of). Namely, how do IFRS and U.S. GAAP treat 

decreases and increases in the value of plant assets subsequent to acquisition? 
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Decreases in the Value of Plant Assets When the value of plant assets declines after acquisition, but 

before disposition, both U.S. GAAP and IFRS require companies to record those decreases as impair- 

ment losses. While the test for impairment uses a different base between U.S. GAAP and IFRS, a more 

fundamental difference is that U.S. GAAP revalues impaired plant assets to fair value whereas IFRS 

revalues them to a recoverable amount (defined as fair value less costs to sell). 

Increases in the Value of Plant Assets U.S. GAAP prohibits companies from recording increases in 

the value of plant assets. However, IFRS permits upward asset revaluations. Namely, under IFRS, if an 

impairment was previously recorded, a company would reverse that impairment to the extent necessary 

and record that increase in income. If the increase is beyond the original cost, that increase is recorded 

in comprehensive income. 

Accounting for Intangible Assets For intangible assets, the accounting for cost determination, 
amortization, additional expenditures, and disposals is subject to broadly similar guidance for U.S. GAAP 

and IFRS. Although differences exist, the similarities vastly outweigh differences. Again, and consistent 

with the accounting for plant assets, U.S. GAAP and IFRS handle decreases and increases in the value of 

intangible assets differently. However, IFRS requirements for recording increases in the value of intangi- 

ble assets are so restrictive that such increases are rare. Nokia describes its accounting for intangible as- 

sets as follows: 

[Intangible assets] are capitalized and amortized using the straight-line method over their useful 

lives. Where an indication of impairment exists, the carrying amount of the related intangible as- 

set is assessed for recoverability. Any resulting impairment losses are recognized immediately in 

the income statement. 

Sustainability and Accounting Kate Spade & Company is committed to sustainable corpo- 

rate citizenship and giving back to the community. Its charitable foundation has launched many programs 

geared toward empowerment of women. “Every woman should have the opportunity to reach her full po- 

tential and to become financially self-sufficient,” says the Kate Spade website. Further, the company 

matches the donations of its employees up to $10,000 per year, and it encourages employees to volunteer 

and “meet community needs, specifically those of women and girls” to “make a difference.” 

Kate Spade & Company takes several steps to reduce its environmental footprint. When constructing a 

building, it utilizes energy-saving designs, including high-efficiency metal halide lighting and low-E glass 

to reduce energy consumption and prevent heat gain in summer. In addition to raising its own standard on 

sustainability, Kate Spade & Company “insists that suppliers maintain a fair and humane workplace.” It 

now monitors its suppliers to ensure they adhere to all applicable laws and regulations. In 2015, the com- 

pany hired third-party auditors to evaluate the working conditions in 92 of its 99 active factories. Its web- 

site asserts that it desires to “develop direct communication channels with workers” and “ensure [workers] 

are aware of their rights . . . built around Fair Labor Association best practices.” 

A company’s assets are important in determining its ability to generate sales and earn income. Managers 

devote much attention to deciding what assets a company acquires, how much it invests in assets, and how 

to use assets most efficiently and effectively. One important measure of a company’s ability to use its as- 

sets is total asset turnover, defined in Exhibit 8.18. 

Net sales 
Total asset turnover = 

Average total assets 

The numerator reflects the net amounts earned from the sale of products and services. The denominator 

reflects the average total resources devoted to operating the company and generating sales. 

To illustrate, let’s look at total asset turnover in Exhibit 8. 19 for two competing companies: Molson 

Coors and Boston Beer. 

To show how we use total asset turnover, let’s look at Molson Coors. We express Molson Coors’s use of 

assets in generating net sales by saying “it turned its assets over 0.28 times during 2014.” This means that each 

$1.00 of assets produced $0.28 of net sales. Is a total asset turnover of 0.28 good or bad? It is safe to say that 

all companies desire a high total asset turnover. Like many ratio analyses, however, a company s total asset 

turnover must be interpreted in comparison with those of prior years and of its competitors. Interpreting the 
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© Jurgen Frank/Corbis 

Al 
Compute total asset turn- 
over and apply it to analyze 
a company’s use of assets. 

EXHIBIT 8.18 

Total Asset Turnover 
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EXHIBIT 8.19 Company. Figure ($ millions) 2014 2013 2012 2011 2010 

Analysis Using Total 
Asset Turnover Molson Coors Netisalesweiee. cence ates $ 4,146.3 $ 4,206.1 $ 3,916.5 $ 3,515.7 $ 3,254.4 

Average total assets ....... $14,788.2 $15,896.2 $14,318.0 $12,560.7 $12,359.4 

Total asset turnover..... 0.28 0.26 0.27 0.28 0.26 

Boston Beer Netwsalessuatacjecrns: See $9030) $i 739! led wD S02 ee pam ||3 OMOEA O StS 

Average total assets ....... SPS 24:6 Say 40S) BSE sil6 One Same? 6Seome ome OON, 

Total asset turnover .... 1.72 1.84 1.84 1.93 1.78 

oe ' 
1.9 | ; total asset turnover also requires an understanding of the company’s operations. Some operations 

| j are capital-intensive, meaning that a relatively large amount is invested in assets to generate sales. 

1.0 | i This suggests a relatively lower total asset turnover. Other companies’ operations are labor-inten- 

| i sive, meaning that they generate sales more by the efforts of people than the use of assets. In that 
0.14 PT CRIETCaEE TEREST case, we expect a higher total asset turnover. Companies with low total asset turnover require higher 

' i Nees oie a profit margins (examples are hotels and real estate); companies with high total asset turnover can 
Total Asset Turnover: _ Molson Coors __ Boston Beer . ‘ . 
Lain  §UCCeed with lower profit margins (examples are food stores and toy merchandisers). Molson 

Point: An estimate of plant 

asset useful life equals the 

plant asset cost divided by 

depreciation expense. 

Point: The plant asset age 

is estimated by dividing accu- 

mulated depreciation by depre- 

ciation expense. Older plant 

assets can signal needed asset 

replacements; they may also 

signal less efficient assets. 

NEED-TO-KNOW fia 

COMPREHENSIVE 

Coors’s turnover is much lower than that for Boston Beer and many other competitors. Total asset 

turnover for Molson Coors’s competitors, available in industry publications such as Dun & Bradstreet, is gen- 
erally in the range of 0.5 to 1.0 over this same period. Overall, Molson Coors must improve relative to its 

competitors on total asset turnover. 

® Decision Maker 

Environmentalist A paper manufacturer claims it cannot afford more environmental controls. It points to its 

low total asset turnover of 1.9 and argues that it cannot compete with companies whose total asset turnover is 

much higher. Examples cited are food stores (5.5) and auto dealers (3.8). How do you respond? 

the chapter’s Summary.] 

{Answers follow 

On July 14, 2015, Tulsa Company pays $600,000 to acquire a fully equipped factory. The purchase in- 

volves the following assets and information. 

Appraised Salvage Useful Depreciation 

Asset WELT Value Life Method 

Lando sehii: steer ee see $160,000 Not depreciated 

Land improvements ......... 80,000 $ 0 10 years Straight-line 

Buildings iis see ncn say: 320,000 100,000 10 years Double-declining-balance 

Machinery errr tae craic 240,000 20,000 10,000 units Units-of-production* 

ROGAN tains ocres ete cecusr severed ras $800,000 

* The machinery is used to produce 700 units in 2015 and 1,800 units in 2016. 

Required 

1. Allocate the total $600,000 purchase cost among the separate assets. 

2. Compute the 2015 (six months) and 2016 depreciation expense for each asset, and compute the com- 
pany’s total depreciation expense for both years. 

3. On the last day of calendar year 2017, Tulsa discarded machinery that had been on its books for five 

years. The machinery’s original cost was $12,000 (estimated life of five years) and its salvage value 

was $2,000. No depreciation had been recorded for the fifth year when the disposal occurred. Journalize 
the fifth year of depreciation (straight-line method) and the asset’s disposal. 

4. At the beginning of year 2017, Tulsa purchased a patent for $100,000 cash. The company estimated the 

patent’s useful life to be 10 years. Journalize the patent acquisition and its amortization for the year 2017. 

5. Late in the year 2017, Tulsa acquired an ore deposit for $600,000 cash. It added roads and built mine 

shafts for an additional cost of $80,000. Salvage value of the mine is estimated to be $20,000. The 

company estimated 330,000 tons of available ore. In year 2017, Tulsa mined and sold 10,000 tons of 

ore. Journalize the mine’s acquisition and its first year’s depletion. 

64(This question applies this chapter’s Appendix coverage.) On the first day of 2017, Tulsa ex- 

changed the machinery that was acquired on July 14, 2015, along with $5,000 cash for machinery with 
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a $210,000 market value. Journalize the exchange of these assets assuming the exchange lacked com- 

mercial substance. (Refer to background information in parts | and 2.) 

PLANNING THE SOLUTION 

® Complete a three-column table showing the following amounts for each asset: appraised value, percent 

of total value, and apportioned cost. 

® Using allocated costs, compute depreciation for 2015 (only one-half year) and 2016 (full year) for each 

asset. Summarize those computations in a table showing total depreciation for each year. 

® Depreciation must be recorded up-to-date before discarding an asset. Calculate and record depreciation 

expense for the fifth year using the straight-line method. Since salvage value is not received at the end 

of a discarded asset’s life, the salvage value becomes a loss on disposal. Record the loss on the disposal 

as well as the removal of the discarded asset and its related accumulated depreciation. 

® Record the patent (an intangible asset) at its purchase price. Use straight-line amortization over its use- 

ful life to calculate amortization expense. 

) - ® Record the ore deposit (a natural resource asset) at its cost, including any added costs to ready the mine 

Y for use. Calculate depletion per ton using the depletion formula. Multiply the depletion per ton by the 

amount of tons mined and sold to calculate depletion expense for the year. 

® Remember that gains and losses on asset exchanges that lack commercial substance are not recognized. 

Make a journal entry to add the acquired machinery to the books and to remove the old machinery, 

along with its accumulated depreciation, and to record the cash given in the exchange. 

SOLUTION 

1. Allocation of the total cost of $600,000 among the separate assets. 

s Appraised _ Percent of Apportioned 

WELT Total Value Cost . 

andi ee nee ak $160,000 20% $120,000 ($600,000 x 20%) 

Land improvements......... 80,000 10 60,000 ($600,000 x 10%) 

Buildingueemneercs cet cae y rs 320,000 40 240,000 ($600,000 x 40%) 

Machinery eecse nantes a one 240,000 30 180,000 ($600,000 x 30%) 

WOtalipenrrte tutte ana: $800,000 100% $ 600,000 

2. Depreciation for each asset. (Land is not depreciated.) 

Land Improvements 

(GCEKE Bac dee ot ORG AI 5S SCOR IOS RIO ci OE rae $ 60,000 

SAVE GWEIUS oo na bnoognosdsne aaaueoneoueden codaieD ED o 0 

: Bepracble costa cit eis gsdle etait Saleen $ 60,000 

: WEAN iaco soosue span otenG bee sede acouenas ood mos oaom 10 years 

% Annual depreciation expense ($60,000/10 years) ......-.-+-. $ 6,000 

i 2015 depreciation ($6,000 x 6/12) ......-----+++e sees $ 3,000 

2016 depreciation ............ 0.0. e cece eee neenet eee $ 6,000 

Building 

Straight-line rate = 100%/10 years = 10% 

Double-declining-balance rate = 10% x 2 = 20% 

2015 depreciation ($240,000 x 20% x Of Per eect.c0.0.30.5e $ 24,000 

a 
é eee 

. 2016 depreciation [($240,000 — $24/000)) x 20%]. 2 eee $ 43,200 

; Machinery 

4 cee aie as btinn poral See eta S $180,000 

4 Baivnpe anion Pete teks cy 6 239: hand 20,000 

Depreciable costs jcc etree bis OH rs Sen sien he sm $160,000 

Total expected units of production. ......-.+-++eeeeeeee ees 10,000 units 

Depreciation per unit ($160,000/10,000 units).........-+.--- $ 16 

2015 depreciation ($16 x TOONINICS) eon erst eee tae gan $11,200 

2016 depreciation ($16 x 1,800 units) ......--.+--ss sees $ 28,800 
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Total depreciation expense for each year: 

Land improvements......... $ 3,000 $ 6,000 

BuUUdING “3.0 store 24,000 43,200 

Machineliys secs. comic ce ot 11,200 28,800 

TOtale rience sateen oo mesiuseaetets $38,200 $78,000 

3. Record the depreciation up-to-date on the discarded asset. 

Depreciation Expense—Machinery 

Accumulated Depreciation—Machinery 

Record depreciation on date of disposal: ($12,000 — $2,000) /5 

Record the removal of the discarded asset and its loss on disposal. 

Accumulated Depreciation—Machinery 

Loss on Disposal of Machinery 

Machinery 

Record the discarding of machinery with a $2,000 book value. 

100,000 

100,000 

Record patent acquisition. 

Amortization Expense—Patent 10,000 

Accumulated Amortization—Patent 10,000 

Record amortization expense: $100,000/10 years = $10,000. 

680,000 

680,000 

Record ore deposit acquisition and its related costs. 

Depletion Expense—Ore Deposit 20,000 

Accumulated Depletion—Ore Deposit 20,000 

Record depletion expense: ($680,000 — $20,000) /330,000 tons = $2 per ton. 

10,000 tons mined and sold x $2 = $20,000 depletion. 

6. Record the asset exchange: The book value on the exchange date is $180,000 (cost) — $40,000 (accu- 

mulated depreciation). The book value of the machinery given up in the exchange ($140,000) plus the 

$5,000 cash paid is less than the $210,000 value of the machine acquired. The entry to record this ex- 
change of assets that lacks commercial substance does not recognize the $65,000 “gain.” 

Machinery (new) 145,000* 

Accumulated Depreciation—Machinery (old) 40,000 

Machinery (old) 180,000 

5,000 

Record asset exchange that lacks commercial substance. 

* Market value of the acquired asset of $210,000 minus $65,000 “gain.” 
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APPENDIX 

Exchanging Plant Assets 
Many plant assets such as machinery, automobiles, and office equipment are disposed of by exchanging 

them for newer assets. In a typical exchange of plant assets, a trade-in allowance is received on the old 

asset and the balance is paid in cash. Accounting for the exchange of assets depends on whether the trans- 

action has commercial substance (commercial substance implies that it alters the company’s future cash 

flows). If an asset exchange has commercial substance, a gain or loss is recorded based on the difference 

between the book value of the asset(s) given up and the market value of the asset(s) received. If an asset 

exchange lacks commercial substance, no gain or loss is recorded, and the asset(s) received is recorded 

based on the book value of the asset(s) given up. An exchange has commercial substance if the company’s 

future cash flows change as a result of the transaction. This section describes the accounting for the ex- 

change of assets. 

Exchange with Commercial Substance: A Loss A company acquires $42,000 in new equipment. In ex- 

change, the company pays $33,000 cash and trades in old equipment. The old equipment originally cost 

$36,000 and has accumulated depreciation of $20,000, which implies a $16,000 book value at the time of 

exchange. We are told this exchange has commercial substance and that the old equipment has a trade-in 

allowance of $9,000. This exchange yields a loss as computed in the middle (Loss) columns of Exhibit 8A.1; 

the loss is computed as Asset received — Assets given = $42,000 — $49,000 = $(7,000). We can also com- 

pute the loss as Trade-in allowance — Book value of assets given = $9,000 — $16,000 = $(7,000). 

Gain Asset Exchange Has Commercial Substance Loss 

Market value of asset received ............6. 205s eeeee $42,000 $52,000 

Book value of assets given: 

Equipment ($36,000 — $20,000) .................:. $16,000 $16,000 

(CAG 4 so Rolsorata acon aie iced ares are eee eels arc 33,000 49,000 33,000 49,000 

Gain (loss) on exchange ..........--..-+-eeeeeeee $(7,000) $ 3,000 

The entry to record this asset exchange is 

Jan. 3 Equipment (N€W) 22 jac eee a cn dee eee pies er 42,000 

oss on Exchange of Assets’ «2... 005. .2 3-24. 7508. 7,000 

Accumulated Depreciation—Equipment (old) ....... 20,000 

Equipment (Old) -32-~- 6.0 ees e eee 36,000 

Cas et rere eee ole ore, rat enn 33,000 

Record exchange (with commercial substance) of 

old equipment and cash for new equipment. 

Exchange with Commercial Substance: A Gain Let's assuine the same facts as in the preceding asset ex- 

change except that the new equipment received has a market value of $52,000 instead of $42,000. We are 

told that this exchange has commercial substance and that the old equipment has a trade-in allowance of 

$19,000. This exchange yields a gain as computed in the right-most (Gain) columns of Exhibit 8A.1; the 

gain is computed as Asset received — Assets given = $52,000 — $49,000 = $3,000. We can also compute 

the gain as Trade-in allowance — Book value of assets given = $19,000 — $16,000 = $3,000. The entry to 

record this asset exchange is 

52,000 

20,000 
Equipment (new) 

Accumulated Depreciation—Equipment (old) 
Jan. 3 

Equipment (old) .........-.---++eer errr ees 36,000 

Cashiegin ooh) EEE onset ayershors emirates 33,000 

3,000 
Gain on Exchange of Assets ........--+++++0> 

Record exchange (with commercial substance) 

of old equipment and cash for new equipment. 

_ oh 
Account for asset 

exchanges. 

EXHIBIT 8A.1 

Computing Gain or Loss 

on Asset Exchange with 

Commercial Substance 

Assets = Liabilities + Equity 

+42 000 —7.000 

+96 .000 

36,000 

33,000 

Point: Parenthetical notes to 

“new” and “old” equipment are 

for illustration only. Both the 

debit and credit are to the 

same Equipment account 

Assets = Liabilities + Equity 

+5? 000 £3,000 

+2). 000 

36,000 

43,000 
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Assets = Liabilities + Equity 

+49, 000 

+20.000 

—36,000 

—33,000 

Point: No gain or loss is 

recorded for exchanges without 

commercial substance. 

EXHIBIT 8A.2 

Cost Basis of New Asset 

When Gain Not Recorded 

on Asset Exchange without 

Commercial Substance 

Cy ° 
Asset Exchange 

Pb 

Do More: QS 8-23 

Summary 
C1 Explain the cost principle for computing the cost of 

plant assets. Plant assets are set apart from other tangible 

assets by two important features: use in operations and useful 

lives longer than one period. Plant assets are recorded at cost 

when purchased. Cost includes all normal and reasonable ex- 

penditures necessary to get the asset in place and ready for its 

Chapter 8 Reporting and Analyzing Long-Term Assets 

Exchanges without Commercial Substance Let’s assume the same facts as in the preceding asset ex- 

change involving new equipment received with a market value of $52,000, but let’s instead assume the 

transaction lacks commercial substance. The entry to record this asset exchange 1s 

Jan. 3 Equipment (NEW). 5 oc) ao sess ne Seer ee ee 

Accumulated Depreciation—Equipment (old)........ 

Equipment: (Old) ose cat te omueoents care 

Record exchange (without commercial substance) 

of old equipment and cash for new equipment. 

The $3,000 gain recorded when the transaction has commercial substance is not recognized 

in this entry because of the rule prohibiting recording a gain or loss on asset exchanges without 

commercial substance. The $49,000 recorded for the new equipment equals its cash price 

($52,000) less the unrecognized gain ($3,000) on the exchange. The $49,000 cost recorded is 

called the cost basis of the new machine. This 

Gost of old equipment <i. -5....<. 2 -- $ 36,000 

Less accumulated depreciation ....... 20,000 

Book value of old equipment ........ 16,000 

Cash paid in the exchange .......... 33,000 

Cost recorded for new 

equipment ................... $49,000 

cost basis is the amount we use to compute de- 

preciation and its book value. The cost basis of 

the new asset also can be computed by sum- 

ming the book values of the assets given up as 

shown in Exhibit 8A.2. The same analysis and 

approach are taken for a loss on an asset ex- 
change without commercial substance. 

A company acquires $45,000 in new web servers. In exchange, the company trades in old web servers 

along with a cash payment. The old servers originally cost $30,000 and had accumulated depreciation of 

$23,400 at the time of the trade. Prepare entries to record the trade under two different assumptions where 

(a) the exchange has commercial substance and the old servers have a trade-in allowance of $3,000 and 

(b) the exchange lacks commercial substance and the old servers have a trade-in allowance of $7,000. 

Solution 

(a) Equipment (new) 

Loss on Exchange of Assets 

Accumulated Depreciation—Equipment (old) 

Equipment (old) 

Cash ($45,000 — $3,000) 

(b) Equipment (new)* 

Accumulated Depreciation—Equipment (old) 

Equipment (old) 

Cash ($45,000 — $7,000) 

* Includes $400 unrecognized gain. 

among its individual assets. 

45,000 

3,600 

23,400 

44,600 

23,400 

30,000 

42,000 

30,000 

38,000 

intended use. The cost of a lump-sum purchase is allocated 

(? Explain depreciation for partial years and changes 

in estimates, Partial-year depreciation is often required 

because assets are bought and sold throughout the year. 
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Depreciation is revised when changes in estimates such as sal- 
vage value and useful life occur. If the useful life of a plant asset 
changes, for instance, the remaining cost to be depreciated is 
spread over the remaining (revised) useful life of the asset. 

C3 Distinguish between revenue and capital expenditures, 

and account for them. Revenue expenditures expire in 
the current period and are debited to expense accounts and 

matched with current revenues. Ordinary repairs are an example 

of revenue expenditures. Capital expenditures benefit future 

periods and are debited to asset accounts. Examples of capital 

expenditures are extraordinary repairs and betterments. 

Al Compute total asset turnover and apply it to analyze a 

company’s use of assets. Total asset turnover measures a 

company’s ability to use its assets to generate sales. It is defined 

as net sales divided by average total assets. While all companies 

desire a high total asset turnover, it must be interpreted in com- 

parison with those for prior years and its competitors. 

P{ Compute and record depreciation using the straight- 

line, units-of-production, and declining-balance meth- 

ods. Depreciation is the process of allocating to expense the 

cost of a plant asset over the accounting periods that benefit 

from its use. Depreciation does not measure the decline in a 

plant asset’s market value or its physical deterioration. Three 

factors determine depreciation: cost, salvage value, and useful 

life. Salvage value is an estimate of the asset’s value at the end 

of its benefit period. Useful (service) life is the length of time an 

asset is productively used. The straight-line method divides cost 

less salvage value by the asset’s useful life to determine depre- 

ciation expense per period. The units-of-production method 

divides cost less salvage value by the estimated number of units 

Guidance Answers to Decision Maker and Decision Ethics 

Controller The president’s instructions may reflect an honest 

and reasonable prediction of the future. Since the company is 

struggling financially, the president may have concluded that the 

normal pattern of replacing assets every three years cannot con- 

tinue. Perhaps the strategy is to avoid costs of frequent replace- 

ments and stretch use of equipment a few years longer until 

financial conditions improve. However, if you believe the presi- 

dent’s decision is unprincipled, you might confront the president 

with your opinion that it is unethical to change the estimate to in- 

crease income. Another possibility is to wait and see whether the 

auditor will prohibit this change in estimate. In either case, you 

should insist that the statements be based on reasonabie estimates. 

Entrepreneur Treating an expense as a capital expenditure 

means that reported expenses will be lower and income higher in 

the short run. This is so because a capital expenditure is not 

the asset will produce over its life to determine depreciation per 

unit. The declining-balance method multiplies the asset’s begin- 

ning-of-period book value by a factor that is often double the 

straight-line rate. 

p ? Account for asset disposal through discarding or selling 

an asset. When a plant asset is discarded or sold, its cost 

and accumulated depreciation are removed from the accounts. Any 

cash proceeds from discarding or selling an asset are recorded and 

compared to the asset’s book value to determine gain or loss. 

P3 Account for natural resource assets and their deple- 

tion. The cost of a natural resource is recorded in a non- 

current asset account. Depletion of a natural resource is 

recorded by allocating its cost to depletion expense using the 

units-of-production method. Depletion is credited to an 

Accumulated Depletion account. 

Pp 4 Account for intangible assets. An intangible asset is re- 

corded at the cost incurred to purchase it. The cost of an 

intangible asset with a definite useful life 1s allocated to expense 

using the straight-line method, and 1s called amortization. 

Goodwill and intangible assets with an indefinite useful life 
are not amortized—they are annually tested for impairment. 

Intangible assets include patents, copyrights, leaseholds, 

goodwill, and trademarks. 

pphA Account for asset exchanges. For an asset exchange with 

commercial substance, a gain or loss is recorded based on 

the difference between the book value of the asset given up and the 

market value of the asset received. For an asset exchange without 

commercial substance, no gain or loss is recorded, and the asset 

received is recorded based on the book value of the asset given up. 

expensed immediately but is spread over the asset’s useful life. 

Treating an expense as a capital expenditure also means that asset 

and equity totals are reported at larger amounts in the short run. 

This continues until the asset is fully depreciated. Your friend is 

probably trying to help, but the suggestion is misguided. Only an 

expenditure benefiting future periods is a capital expenditure. 

Environmentalist The paper manufacturer’s comparison of 

its total asset turnover with food stores and auto dealers is misdi- 

rected. These other industries’ turnovers are higher because their 

profit margins are lower (about 2%). Profit margins for the paper 

industry are usually 3% to 3.5%. You need to collect data from 

competitors in the paper industry to show that a 1.9 total asset 

turnover is about the norm for this industry. You might also want to 

collect data on this company’s revenues and expenses, along with 

compensation data for its high-ranking officers and employees. 

COCO ee ae 
Accelerated depreciation method Betterments 

Amortization 

Asset book value 

Capital expenditures 

Change in an accounting estimate 

Copyright 

Cost 

Declining-balance method 
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Depletion Leasehold 

Depreciation Leasehold improvements 

Extraordinary repairs Lessee 

Franchises Lessor 

Goodwill Licenses 

Impairment Limited life 

Inadequacy Modified Accelerated Cost Recovery 

Indefinite life System (MACRS) 

Intangible assets 

Land improvements 
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Natural resources 

Obsolescence 

Patent 

Plant asset age 

Plant asset useful life 

Plant assets 

Revenue expenditures 

Salvage value 

Straight-line depreciation 

Total asset turnover 

Trademark or trade (brand) name 

Units-of-production depreciation 

Lease Ordinary repairs Useful life 

1. A company paid $326,000 for property that included land, 3. A company purchased machinery for $10,800,000 on 

land improvements, and a building. The land was appraised January 1, 2016. The machinery has a useful life of 

at $175,000, the land improvements were appraised at 10 years and an estimated salvage value of $800,000. What 

$70,000, and the building was appraised at $105,000. What is is the depreciation expense on the machinery for the 

the allocation of property costs to the three assets purchased? year ended December 31, 2017, assuming that the double- 

a. Land, $150,000; Land Improvements, $60,000; Building, declining-balance method is used? 

$90,000 a. $2,160,000 c. $1,728,000 e. $1,600,000 

b. Land, $163,000; Land Improvements, $65,200; Building, b. $3,888,000 d. $2,000,000 

$97,800 4. A company sold a machine that originally cost $250,000 for 

c. Land, $150,000; Land Improvements, $61,600; Building, $120,000 when accumulated depreciation on the machine 

$92,400 was $100,000. The gain or loss recorded on the sale of this 

d. Land, $159,000; Land Improvements, $65,200; Building, machine is 

$95,400 a. $0 gain or loss. d. $30,000 gain. 
e. Land, $175,000; Land Improvements, $70,000; Building, b. $120,000 gain. e. $150,000 loss. 

$105,000 c. $30,000 loss. 

2. A company purchased a truck for $35,000 on January 1, 5. A company had average total assets of $500,000, gross 

2016. The truck is estimated to have a useful life of four sales of $575,000, and net sales of $550,000. The compa- 

years and an estimated salvage value of $1,000. Assuming ny’s total asset turnover is 

that the company uses straight-line depreciation, what is the A. ital d. 0.87 

depreciation expense on the truck for the year ended b. 1.10 e. 1.05 

December 31, 2017? c. 0.91 

a. $8,750 c. $8,500 e. $25,500 

b. $17,500 d. $17,000 

A Superscript letter A denotes assignments based on Appendix 8A. 

Icon denotes assignments that involve decision making. 

BI ETHIET tle) MOll-ty a felat 

1. 

2. 

3. 

4. 

He What characteristics of a plant asset make it different 

from other assets? 

What is the general rule for cost inclusion for plant assets? 

What is different between land and land improvements? 

Why is the cost of a lump-sum purchase allocated to the 

individual assets acquired? 

; 6 Does the balance in the Accumulated Depreciation— 

Machinery account represent funds to replace the machin- 

ery when it wears out? If not, what does it represent? 

. Why is the Modified Accelerated Cost Recovery System 

not generally accepted for financial accounting purposes? 

7. 

8. 

9. 

10. 

11. 

12. 

0 What accounting concept justifies charging low-cost 

plant asset purchases immediately to an expense account? 

What is the difference between ordinary repairs and ex- 

traordinary repairs? How should each be recorded? 

63 Identify events that might lead to disposal of a plant 

asset. 

What is the process of allocating the cost of natural re- 
sources to expense as they are used? 

Is the declining-balance method an acceptable way to com- 

pute depletion of natural resources? Explain. 

What are the characteristics of an intangible asset? 



13. 

14. 

15. 

16. 
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What general procedures are applied in accounting for the 
acquisition and potential cost allocation of intangible assets? 

When do we know that a company has goodwill? When 
can goodwill appear in a company’s balance sheet? 

Assume that a company buys another business and pays 

for its goodwill. If the company plans to incur costs each 

year to maintain the value of the goodwill, must it also am- 

ortize this goodwill? 

How is total asset turnover computed? Why would a fi- 
nancial statement user be interested in total asset turnover? 

19. 

20. 
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and equipment assets does Google list on its balance sheet? 

What is the book value of its total net property, plant, and 

equipment assets at December 31, 2014? 

AG Refer to Samsung’s balance 

sheet in Appendix A. What does it Samsu ng 

title its plant assets? What is the book value of its plant as- 

sets at December 31, 2014? 

Refer to the December 31, 2014, bal- 

ance sheet of Samsung in Appendix A. Samsun g 
What long-term assets discussed in this chapter are reported 

17. On its recent balance sheet in Appendix A, APPLE by the company? 
Apple lists its plant assets as “Property, plant 21. Identify the main difference between (a) plant assets and 

and equipment, net.” What does “net” mean in this title? current assets, (b) plant assets and inventory, and (c) plant 

18. Refer to Google’s recent balance sheet assets and long-term investments. 
GOOGLE in Appendix A. What property, plant, 

ic © 
IGraw 
itt 

Kegler Bowling installs automatic scorekeeping equipment with an invoice cost of $190,000. The electri- 

cal work required for the installation costs $20,000. Additional costs are $4,000 for delivery and $13,700 

for sales tax. During the installation, a component of the equipment is carelessly left on a lane and hit by 

QUICK STUDY 

‘ QS 8-1 
the automatic lane-cleaning machine. The cost of repairing the component is $1,850. What is the total Cot of plant assets 

recorded cost of the automatic scorekeeping equipment? a 

Listed below are certain costs (or discounts) incurred in the purchase or construction of new plant assets. 

(1) Indicate whether the costs should be expensed or capitalized (meaning they are included in the cost of the 

plant assets on the balance sheet). (2) For costs that should be included in plant assets, indicate in which cat- 

egory of plant assets (Equipment, Building, or Land) the related costs should be recorded on the balance sheet. 

Assigning costs to 

plant assets 

| gy 

Asset 

Category 
Expensed or 

Capitalized 

=_ Charges incurred to train employees to use new equipment 

LS) . Invoice cost to purchase new equipment 

Ww . Deduction for an early payment discount taken on the purchase of 

new equipment 

. Real estate commissions incurred on land purchased for a new plant 

. Property taxes on land incurred after it was purchased 

Costs of tune-up for the truck used to deliver new equipment 

Costs to lay the foundation for a new building 

SNOW Insurance on a new building during the construction phase 

QS 8-3 
Straight-line depreciation 

On January 2, 2016, the Matthews Band acquires sound equipment for concert performances at a cost of 

$65,800. The band estimates it will use this equipment for four years, during which time it anticipates per- 

forming about 200 concerts. It estimates that after four years it can sell the equipment for $2,000. During year py 

2016, the band performs 45 concerts. Compute the year 2016 depreciation using the straight-line method. 

On January 2, 2016, the Matthews Band acquires sound equipment for concert performances at a cost of 

$65,800. The band estimates it will use this equipment for four years, during which time it anticipates 

performing about 200 concerts. It estimates that after four years it can sell the equipment for $2,000. 

During year 2016, the band performs 45 concerts. Compute the year 2016 depreciation using the units- 

of-production method. 

OS 8-4 
Units-of-production 

depreciation P1 

OS 8-5 
Computing revised 

depreciation (2 
the equipment for $2,000. Matthews Band uses straight-line depreciation but realizes at the start of the second 

year that due to concert bookings beyond expectations, this equipment will last only a total of three years. The 

salvage value remains unchanged. Compute the revised depreciation for both the second and third years. 
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QS 8-6 

Double-declining-balance 

method P1 

A fleet of refrigerated Helen, trucks is seo on January 5, 2016, at a cost of $830,000 with an esti- 

mated useful life of eight years and an estimated salvage value of $75,000. Compute the depreciation ex- 

pense for the first three years using the double-declining-balance method. 

Qs 8-7 
Recording plant asset 

impairment C2 

Assume a company’s equipment carries a book value af $16,000 ($16,500 cost ee $500 accumulated 

depreciation) and a fair value of $14,750, and that the $1,250 decline in fair value in comparison to the 

book value meets the two-step impairment test. Prepare the entry to record this $1,250 impairment. 

OS 8-8 
Revenue and capital 

expenditures 

3 @ 

1. Classify the followin as dither a revenue expenditure or a capital expenditure. 

___a. Paid $40,000 cash to replace a compressor on a refrigeration system that extends its useful 

life by four years. 

____b. Paid $200 cash per truck for the cost of their annual tune-ups. 

___e. Paid $175 for the monthly cost of replacement filters on an air-conditioning system. 

____d. Completed an addition to an office building for $225,000 cash. 

2. Prepare the journal entries to record transactions a and d of part I. 

Qs 8-9 
Disposal of assets P2 

Garcia Co. owns soutien that cost $76, 800, oath eeumulted depreciation of $40,800. Garcia sells the 

equipment for cash. Record the sale of the equipment under the following three separate cases assuming 

Garcia sells the equipment for (1) $47,000 cash, (2) $36,000 cash, and (3) $31,000 cash. 

as 8-10 

Natural resources and 

depletion 

Perez Company acquires an ore mine at a cost of $1,400,000. It incurs additional costs of $400, 000 to ac- 

cess the mine, which is estimated to hold 1,000,000 tons of ore. The estimated value of the land after the 

ore is removed is $200,000. 

P3 1. Prepare the entry(ies) to record the cost of the ore mine. 

2. Prepare the year-end adjusting entry if 180,000 tons of ore are mined and sold the first year. 

Qs 8-11 Identify the follornioes assets a through h as joponea on the balance sheet as intangible assets (IA), natural 

Classifying assets 

P3 4 

resources (NR), or other (O). 

—__ a. Oil well ____ d.. Gold mine ____. g.. Franchise 

___ b. Trademark ___ e. Building ___ h. Timberland 

—___ G. easenold Hisl> if Copyright 

QS 8-12 
Intangible assets and 

amortization 

P4 

On January 4 of this year, Diaz Restenen incurs a $105,000 cost to modernize its store. Improvements 

include new floors, ceilings, wiring, and wall coverings. These improvements are estimated to yield ben- 

efits for 10 years. Diaz leases its store and has eight years remaining on the lease. Prepare the entry to 

record (1) the cost of modernization and (2) amortization at the end of this current year. 

QS 8-13 

Computing total asset 

turnover Al 

asic Company reports the alanine ($000s): net sales of $14, 800 i 2016 and $13,990 for 2015; Se 

of-year total assets of $19,100 for 2016 and $17,900 for 2015. Compute its total asset turnover for 2016, 

and assess its level if competitors average a total asset turnover of 2.0 times. 

Qs 8-144 
Asset exchange 

Pb 

Caleb Co. owns a machine that costs $42,400 with accumulated depreciation of $18,400. Caleb exchanges 

the machine for a newer model that has a market value of $52,000. (1) Record the exchange assuming 

Caleb paid $30,000 cash and the exchange has commercial substance. (2) Record the exchange assuming 

Caleb pays $22,000 cash and the exchange lacks commercial substance. 

QS 8-15 
International accounting 

standards 

"@ 

Answer each of the alesis eined to international Ponti standards. 

1. Accounting for plant assets involves cost determination, depreciation, additional expenditures, and 

disposals. Is plant asset accounting broadly similar or dissimilar between IFRS and U.S. GAAP? 

Identify one notable difference between IFRS and U.S. GAAP in accounting for plant assets. 

2. Describe how IFRS and U.S. GAAP treat increases in the value of plant assets subsequent to their 

acquisition (but before their disposition). 
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Rizio Co. purchases a machine for $12,500, terms 2/10, n/60, FOB shipping point. The seller prepaid the EXERCISES 
$360 freight charges, adding the amount to the invoice and bringing its total to $12,860. The machine re- 
quires special steel mounting and power connections costing $895. Another $475 is paid to assemble the 
machine and get it into operation. In moving the machine to its steel mounting, $180 in damages occurred. 
Materials costing $40 are used in adjusting the machine to produce a satisfactory product. The adjust- 
ments are normal for this machine and are not the result of the damages. Compute the cost recorded for Ct 
this machine. (Rizio pays for this machine within the cash discount period.) 

Exercise 8-1 

Cost of plant assets 

Cala Manufacturing purchases a large lot on which an old building is located as part of its plans to builda Exercise 8-2 

new plant. The negotiated purchase price is $280,000 for the lot plus $110,000 for the old building. The — Recording costs of assets 

company pays $33,500 to tear down the old building and $47,000 to fill and level the lot. It also pays a C1 

total of $1,540,000 in construction costs—this amount consists of $1,452,200 for the new building and 

$87,800 for lighting and paving a parking area next to the building. Prepare a single journal entry to re- 

cord these costs incurred by Cala, all of which are paid in cash. 

land appraised at $157,040; land improvements appraised at $58,890; and a building appraised at $176,670. | Lump-sum purchase of 

Allocate the total cost among the three purchased assets and prepare the journal entry to record the purchase. plant assets C1 

Exercise 8-4 
year at a cost of $43,500. The machine’s useful life is estimated at 10 years, or 385,000 units of product, Straight-line depreciation 

with a $5,000 salvage value. During its second year, the machine produces 32,500 units of product. pj 

Determine the machine’s second-year depreciation under the straight-line method. 

year at a cost of $43,500. The machine’s useful life is estimated at 10 years, or 385,000 units of product, — Units-of-production 

with a $5,000 salvage value. During its second year, the machine produces 32,500 units of product. depreciation PI 

Determine the machine’s second-year depreciation using the units-of-production method. 

Ramirez Company installs a computerized manufacturing machine in its factory at the beginning of the Exercise 8-6 

year at a cost of $43,500. The machine’s useful life is estimated at 10 years, or 385,000 units of product, | Double-declining-balance 

with a $5,000 salvage value. During its second year, the machine produces 32,500 units of product: depreciation Pt 

Determine the machine’s second-year depreciation using the double-declining-balance method. 

In early January 2016, NewTech purchases computer equipment for $154,000 to use in operating activities Exercise 8-7 

for the next four years. It estimates the equipment’s salvage value at $25,000. Prepare a table showing _ Straight-line depreciation 

depreciation and book value for each of the four years assuming straight-line depreciation. PI 

Exercise 8-9 

By using the equipment in its operations for five years, the company expects to earn $88,500 annually, Straight-line depreciation 

after deducting all expenses except depreciation. Prepare a table showing income before depreciation, and income effects 

depreciation expense, and net (pretax) income for each year and for the total five-year period, assuming pj 

straight-line depreciation. 

ory Enterprises pays $238,400 for equipment that will last five years and have a $43,600 salvage value. Exercise 8-10 

By using the equipment in its operations for five years, the company expects to earn $88,500 annually, Double-declining-balance 

after deducting all expenses except depreciation. Prepare a table showing income before depreciation, depreciation P| 

depreciation expense, and net (pretax) income for each year and for the total five-year period, assuming e 

double-declining-balance depreciation is used. 
Check Year 3 Ni, $54,170 

On April 1, 2015, Cyclone’s Backhoe Co. purchases a trencher for $280,000. The machine is expectedto Exercise 8-11 

last five years and have a salvage value of $40,000. Compute depreciation expense for both 2015 and 2016 — Straight-line, partial-year 

assuming the company uses the straight-line method. depreciation [2 
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Exercise 8-12 
Double-declining- 

balance, partial-year 

depreciation C2 

On April 1, 2015, Cyclone’s Backhoe Co. purchases a trencher for $280,000. The machine is expected to 

last five years and have a salvage value of $40,000. Compute depreciation expense for both 2015 and 2016 

assuming the company uses the double-declining-balance method. 

Exercise 8-13 
Revising depreciation 

(2 

Check (2) $3,710 

Apex Fitness Club uses straight-line depreciation for a machine costing $23,860, with an estimated four- 

year life and a $2,400 salvage value. At the beginning of the third year, Apex determines that the machine 

has three more years of remaining useful life, after which it will have an estimated $2,000 salvage value. 

Compute (1) the machine’s book value at the end of its second year and (2) the amount of depreciation for 

each of the final three years given the revised estimates. 

Exercise 8-14 

Ordinary repairs, 

extraordinary repairs, 

and betterments 

03 

Oki Company pays $264,000 for equipment expected to last four years and have a $29,000 salvage value. 

Prepare journal entries to record the following costs related to the equipment. 

1. During the second year of the equipment’s life, $22,000 cash is paid for a new component expected to 

increase the equipment’s productivity by 10% a year. 

2. During the third year, $6,250 cash is paid for normal repairs necessary to keep the equipment in good 

working order. 

3. During the fourth year, $14,870 is paid for repairs expected to increase the useful life of the equipment 

from four to five years. 

Exercise 8-15 
Extraordinary repairs; 

plant asset age 

“@ 

Check (3) $211,350 

Martinez Company owns a building that appears on its prior year-end balance sheet at its original $572,000 

cost less $429,000 accumulated depreciation. The building is depreciated on a straight-line basis assuming 

a 20-year life and no salvage value. During the first week in January of the current calendar year, major 

structural repairs are completed on the building at a $68,350 cost. The repairs extend its useful life for 

5 years beyond the 20 years originally estimated. 

1. Determine the building’s age (plant asset age) as of the prior year-end balance sheet date. 

2. Prepare the entry to record the cost of the structural repairs that are paid in cash. 

3. Determine the book value of the building immediately after the repairs are recorded. 

4. Prepare the entry to record the current calendar year’s depreciation. 

Exercise 8-16 

Disposal of assets 

P2 

Diaz Company owns a milling machine that cost $250,000 and has accumulated depreciation of $182,000. 

Prepare the entry to record the disposal of the milling machine on January 3 under each of the following 

independent situations. 

1. The machine needed extensive repairs, and it was not worth repairing. Diaz disposed of the machine, 

receiving nothing in return. 

2. Diaz sold the machine for $35,000 cash. 

3. Diaz sold the machine for $68,000 cash. 

4. Diaz sold the machine for $80,000 cash. 

Exercise 8-17 

Partial-year depreciation; 

disposal of plant asset 

P2 

Rayya Co. purchases and installs a machine on January 1, 2016, at a total cost of $105,000. Straight-line 

depreciation is taken each year for four years assuming a seven-year life and no salvage value. The ma- 

chine is disposed of on July 1, 2020, during its fifth year of service. Prepare entries to record the partial 

year’s depreciation on July 1, 2020, and to record the disposal under the following separate assumptions: 

1. The machine is sold for $45,500 cash. 

2. An insurance settlement of $25,000 is received due to the machine’s total destruction in a fire. 

Exercise 8-18 
Depletion of natural 

resources 

PT eek 

company installs machinery in the mine costing $213,500, with an estimated seven-year life and no sal- 

vage value. The machinery will be abandoned when the ore is completely mined. Montana begins mining 

on May 1, 2016, and mines and sells 166,200 tons of ore during the remaining eight months of 2016. 

Prepare the December 31, 2016, entries to record both the ore deposit depletion and the mining machinery 

depreciation. Mining machinery depreciation should be in proportion to the mine’s hee Denon ao) 1 

Uni gf production 
Exercise 8-19 

Amortization of 

intangible assets P4 

Milano Gallery purchases the copyright on an oil painting for $418,000 on January 1, 2016. The copyright 

legally protects its owner for 10 more years. The company plans to market and sell prints of the original 

for 11 years. Prepare entries to record the purchase of the copyright on January 1, 2016, and its annual 

amortization on December 31, 2016. 
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1. What is the amount of goodwill that Robinson records at the purchase date? 
2. Explain how Robinson would determine the amount of goodwill amortization for the year ended 

December 31, 2016. 

3. Robinson Company believes that its employees provide superior customer service, and through their 
efforts, Robinson Company believes it has created $900,000 of goodwill. How would Robinson 
Company record this goodwill? 

Exercise 8-20 

Goodwill 

P4 

2014, to answer the following. 

1. What amount of cash is used to purchase property and equipment? 

2. How much depreciation and amortization of property and equipment are recorded? 

3. What total amount of net cash is used in investing activities? 

Exercise 8-21 

Cash flows related to 

assets C1 

GOOGLE 

assets are 2014, $1,686,000; 2015, $1,800,000; and 2016, $1,982,000. (a) Compute Lok’s total asset turn- 

over for 2015 and 2016. (b) Comment on Lok’s efficiency in using its assets if its competitors average a 

total asset turnover of 3.0. 

Exercise 8-22 

Evaluating efficient use 

ofassets Al @® 

paying the remaining $83,000 in cash. The old tractor had cost $96,000, and straight-line accumulated 

depreciation of $52,500 had been recorded to date under the assumption that it would last eight years and 

have a $12,000 salvage value. Answer the following questions assuming the exchange has commercial 

substance. 

1. What is the book value of the old tractor at the time of exchange? 

2. What is the loss on this asset exchange? 

3. What amount should be recorded (debited) in the asset account for the new tractor? 

On January 2, 2016, Bering Co. disposes of a machine costing $44,000 with accumulated depreciation of 

$24,625. Prepare the entries to record the disposal under each of the following separate assumptions. 

1. The machine is sold for $18,250 cash. 

2. The machine is traded in for a newer machine having a $60,200 cash price. A $25,000 trade-in allowance 

is received, and the balance is paid in cash. Assume the asset exchange lacks commercial substance. 

3. The machine is traded in for a newer machine having a $60,200 cash price. A $15,000 trade-in allow- 

ance is received, and the balance is paid in cash. Assume the asset exchange has commercial substance. 

Volkswagen Group reports the following information for property, plant, and equipment as of December 

31, 2014, along with additions, disposals, depreciation, and impairments for the year ended December 31, 

2014 (euros in millions): 

Property, plant, and equipment, net ...............--- €46,169 

Additions to property, plant, and equipment........... 11,560 

Disposals of property, plant, and equipment ........... 2,430 

Depreciation on property, plant, and equipment ........ 7,509 

ewan trey: 143 Impairments to property, plant, and equipment 

1. Prepare Volkswagen’s journal entry to record its depreciation for 2014. 

2. Prepare Volkswagen’s journal entry to record its additions for 2014 assuming they are paid in cash and 

are treated as “betterments (improvements)” to the assets. 

3. Prepare Volkswagen’s journal entry to record its €2,430 in disposals for 2014 assuming it receives 

€720 cash in return and the accumulated depreciation on the disposed assets totals €1,195. 

4. Volkswagen reports €143 of impairments. Do these impairments increase or decrease the Property, 

Plant, and Equipment account? By what amount? 

Exercise 8-234 
Exchanging assets 

Pb 

Check (2) $14,500 

Recording plant asset 

disposals P2 Pb 

Check (2) Dr. Machinery 

(new), $54,575 

Exercise 8-25 
Accounting for plant 

assets under IFRS 

(2 Pi P2 ¢F 
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PROBLEM SETA 

Problem 8-1A 

Plant asset costs; 

depreciation methods 

Ci Pl 

Check (2) $30,000 

(3) $10,800 

Chapter 8 Reporting and Analyzing Long-Term Assets 

Timberly Construction negotiates a lump-sum purchase of several assets from a company that is going out 

of business. The purchase is completed on January 1, 2016, at a total cash price of $900,000 for a building, 

land, land improvements, and four vehicles. The estimated market values of the assets are building, 

$508,800; land, $297,600; land improvements, $28,800; and four vehicles, $124,800. The company’s fis- 

cal year ends on December 31. 

Required 

1. Prepare a table to allocate the lump-sum purchase price to the separate assets purchased (round per- 

cents to the nearest 1%). Prepare the journal entry to record the purchase. 

2. Compute the depreciation expense for year 2016 on the building using the straight-line method, as- 

suming a 15-year life and a $27,000 salvage value. 

3. Compute the depreciation expense for year 2016 on the land improvements assuming a five-year life 

and double-declining-balance depreciation. 

Analysis Component 

4. Defend or refute this statement: Accelerated depreciation results in payment of less taxes over the 

asset’s life. 

Problem 8-2A 

Depreciation methods 

PI 

Check Year 4: units-of- 

production depreciation, 

$4,300; DDB depreciation, 

$12,187 

A machine costing $257,500 with a four-year life and an estimated $20,000 salvage value is installed in 

Luther Company’s factory on January 1. The factory manager estimates the machine will produce 475,000 

units of product during its life. It actually produces the following units: 220,000 in Ist year; 124,600 in 

2nd year; 121,800 in 3rd year; 15,200 in 4th year. The total number of units produced by the end of year 

4 exceeds the original estimate—this difference was not predicted. (The machine must not be depreciated 

below its estimated salvage value.) 

Required 

Prepare a table with the following column headings and compute depreciation for each year (and total 

depreciation of all years combined) for the machine under each depreciation method. 

Straight-Line Units-of-Production Double-Declining-Balance 

Problem 8-3A 

Asset cost allocation; 

straight-line depreciation 

se 

Check (1) Land costs, 

$2,115,800; Building 2 costs, 

$598,000 

(3) Depr—Land 

Improv. 1 and 2, $32,500 and 

$8,200 

In January 2016, Mitzu Co. pays $2,600,000 for a tract of land with two buildings on it. It plans to demol- 

ish Building 1 and build a new store in its place. Building 2 will be a company office; it is appraised at 

$644,000, with a useful life of 20 years and a $60,000 salvage value. A lighted parking lot near Building 

1 has improvements (Land Improvements 1) valued at $420,000 that are expected to last another 12 years 

with no salvage value. Without the buildings and improvements, the tract of land is valued at $1,736,000. 

The company also incurs the following additional costs: 

Gost to demolishiBuilding bose = 5. seis sls a ee cei ee $ 328,400 

Gost of additionaliland’grading<: co... cvcias actvache cm eevaniane teen ten men 175,400 

Cost to construct new building (Building 3), having a useful life 

of 25 years and a $392,000 salvage value ...... 62.00. e ee seis tee ee eee 2,202,000 

Cost of new land improvements (Land Improvements 2) near Building 2, having a 

20-year useful life and no salvage value ..........--. 0. es eee ee ere ete eee ee 164,000 

Required 

1. Prepare a table with the following column headings: Land, Building 2, Building 3, Land Improvements 

1, and Land Improvements 2. Allocate the costs incurred by Mitzu to the appropriate columns and 

total each column (round percents to the nearest 1%). 

2. Prepare a single journal entry to record all the incurred costs assuming they are paid in cash on 

January 1, 2016. 

3. Using the straight-line method, prepare the December 31 adjusting entries to record depreciation for 

the 12 months of 2016 when these assets were in use. 
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: wing transactions and events involving the purchase and opera- 
tion of equipment in its business. 

2015 

Jan. 1 Paid $287,600 cash plus $11,500 in sales tax and $1,500 in transportation (FOB shipping point) 
for a new loader. The loader is estimated to have a four-year life and a $20,600 salvage value. 
Loader costs are recorded in the Equipment account. 

Jan. 3 Paid $4,800 to enclose the cab and install air-conditioning in the loader to enable operations under 

harsher conditions. This increased the estimated salvage value of the loader by another $1,400. 
Dec. 31 Recorded annual straight-line depreciation on the loader. 

Jan. 1 Paid $5,400 to overhaul the loader’s engine, which increased the loader’s estimated useful life 

by two years. 

Feb. 17 Paid $820 to repair the loader after the operator backed it into a tree. 
Dec. 31 Recorded annual straight-line depreciation on the loader. 

Required 

Prepare journal entries to record these transactions and events. 

Problem 8-4A 

Computing and revising 

depreciation; revenue 

and capital expenditures 

Ci 2 6 

Check Dec. 31, 2015, 

Dr. Depr. Expense—Equip., 

$70,850 

Dec. 31, 2016, 

Dr. Depr. Expense—Equip., 

$43,590 

Yoshi Company completed the following transactions and events involving its delivery trucks. 

2015 

Jan. 1 Paid $20,515 cash plus $1,485 in sales tax for a new delivery truck estimated to have a five-year 

life and a $2,000 salvage value. Delivery truck costs are recorded in the Trucks account. 

Dec. 31 Recorded annual straight-line depreciation on the truck. 

Dec. 31 Due to new information obtained earlier in the year, the truck’s estimated useful life was 

changed from five to four years, and the estimated salvage value was increased to $2,400. Re- 

corded annual straight-line depreciation on the truck. 

2017 

Dec. 31 Recorded annual straight-line depreciation on the truck. 

Dec. 31 Sold the truck for $5,300 cash. 

Required 

Prepare journal entries to record these transactions and events. 

Computing and revising 

depreciation; selling 

plant assets 

Pl it) 2 

Check Dec. 31, 2016, 

Dr. Depr. Expense—Trucks, 

$5,200 

Dec. 31, 2017, 

Dr. Loss on Disposal of 

Trucks, $2,300 

Onslow Co. purchases a used machine for $178,000 cash on January 2 and readies it for use the next day 

at a cost of $2,840. On January 3, it is installed on a required operating platform costing $1,160, and it is 

further readied for operations. The company predicts the machine will be used for six years and have a 

$14,000 salvage value. Depreciation is to be charged on a straight-line basis. On December 31, at the end 

of its fifth year in operations, it is disposed of. 

Required 

1. Prepare journal entries to record the machine’s purchase and the costs to ready and install it. Cash is 

paid for all costs incurred. 

2. Prepare journal entries to record depreciation of the machine at December 31 of (a) its first year in 

operations and (b) the year of its disposal. 

3. Prepare journal entries to record the machine’s disposal under each of the following separate assump- 

tions: (a) it is sold for $15,000 cash; (b) it is sold for $50,000 cash; and (c) it is destroyed in a fire and 

the insurance company pays $30,000 cash to settle the loss claim. 

Problem 8-6A 

Disposal of plant assets 

8 Ia loa 

Check (2b) Depr. Exp., 

$28,000 

(3c) Dr. Loss from 

Fire, $12,000 

and is capable of mining the ore deposit in eight years. The machinery is paid for on July 25, seven days 

before mining operations begin. The company removes and sells 480,000 tons of ore during its first five 

months of operations ending on December 31. Depreciation of the machinery is in proportion to the 

mine’s depletion as the machinery will be abandoned after the ore is mined. 

Problem 8-7A 

Natural resources 

P3 
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Check (c) Depletion, 

$441,600; 

(d) Depreciation, 

$38,400 
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Required 

Prepare entries to record (a) the purchase of the land, (b) the cost and installation of machinery, (c) the 

first five months’ depletion assuming the land has a net salvage value of zero after the ore is mined, and 

(d) the first five months’ depreciation on the machinery. 

Analysis Component 

Describe both the similarities and differences in amortization, depletion, and depreciation. 

Problem 8-8A 
Intangible assets 

Check Dr. Rent Expense 

for (2a) $10,000, (2c) $40,000 

PROBLEM SET B 

Problem 8-1B 

Plant asset costs; 

depreciation methods 

Ci Pi 

Check (2) $65,000 

(3) $50,400 

rent to the building owner beginning July 1, 2016. After taking possession of the leased space, Ryan pays 

for improving the office portion of the leased space at a $130,000 cost. The improvements are paid for by 

Ryan on July 5, 2016, and are estimated to have a useful life equal to the 16 years remaining in the life of 

the building. 

Required 

1. Prepare entries for Ryan to record (a) its payment to Falk for the right to sublease the building space, 

(b) its payment of the 2016 annual rent to the building owner, and (c) its payment for the office im- 

provements. 

2. Prepare Ryan’s year-end adjusting entries required at December 31, 2016, to (a) amortize the $200,000 

cost of the sublease, (b) amortize the office improvements, and (c) record rent expense. 

Nagy Company negotiates a lump-sum purchase of several assets from a contractor who is relocating. The 

purchase is completed on January 1, 2016, at a total cash price of $1,800,000 for a building, land, land im- 

provements, and five trucks. The estimated market values of the assets are building, $890,000; land, $427,200; 

land improvements, $249,200; and five trucks, $213,600. The company’s fiscal year ends on December 31. 

Required 

1. Prepare a table to allocate the lump-sum purchase price to the separate assets purchased (round per- 

cents to the nearest 1%). Prepare the journal entry to record the purchase. 

2. Compute the depreciation expense for year 2016 on the building using the straight-line method, as- 

suming a 12-year life and a $120,000 salvage value. 

3. Compute the depreciation expense for year 2016 on the land improvements assuming a 10-year life 

and double-declining-balance depreciation. 

Analysis Component 

4. Defend or refute this statement: Accelerated depreciation results in payment of more taxes over the 

asset’s life. 

Problem 8-2B 

Depreciation methods 

Pi 

Check DDB Depreciation, 

year 3, $46,656; U-of-P 

Depreciation, year 4, 

$68,720 

and an estimated $30,000 salvage value. Management estimates the machine will produce 1,470,000 units 

of product during its life. Actual production of units is as follows: 355,600 in Ist year; 320,400 in 2nd 

year; 317,000 in 3rd year; 343,600 in 4th year; 138,500 in Sth year. The total number of units produced by 

the end of year 5 exceeds the original estimate—this difference was not predicted. (The machine must not 

be depreciated below its estimated salvage value.) 

Required 

Prepare a table with the following column headings and compute depreciation for each year (and total 

depreciation of all years combined) for the machine under each depreciation method. 

Units-of-Production Straight-Line Double-Declining-Balance 
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years with no salvage value. Without the buildings and improvements, the tract of land is valued at 
$795,200. The company also incurs the following additional costs. 

Cast te demolish Bildings Alc cote ee oe a ee $ 122,000 

ost OCandiional and gracing) 285,08 ce 6.8 Sean: caeecet cas Sees 174,500 

Cost to construct new building (Building C), having a useful life of 20 years 

ands $258,000 salvage valle cc), cess vac dos str gum oe ook Pek ed A 1,458,000 

Cost of new land improvements (Land Improvements C) near Building C, 

haying a 10-year useful life and no salvage value..........-.0.00.e0ceeces cesses 103,500 

Required 

1. Prepare a table with the following column headings: Land, Building B, Building C, Land Improvements Check (1) Land costs, 

B, and Land Improvements C. Allocate the costs incurred by ProTech to the appropriate columns and $1,164,500; Building B 

total each column (round percents to the nearest 1%). costs, $527,000 

2. Prepare a single journal entry to record all incurred costs assuming they are paid in cash on January 1, 

2016. 
F ; : (3) Depr.—Land 

3. Using the straight-line method, prepare the December 31 adjusting entries to record depreciation for — |mprov. B and C, $31,000 

the 12 months of 2016 when these assets were in use. and $10,350 

operation of equipment for its business. Computing and revising 

2015 
depreciation; revenue 

and capital expenditures 

Jan. 1 Paid $25,860 cash plus $1,810 in sales tax for a new delivery van that was estimated to have a tf 02 8 

five-year life and a $3,670 salvage value. Van costs are recorded in the Equipment account. 

Jan. 3 Paid $1,850 to install sorting racks in the van for more accurate and quicker delivery of pack- 

ages. This increases the estimated salvage value of the van by another $230. 

Dec. 31 Recorded annual straight-line depreciation on the van. Check Dec. 31, 2015, 
Dr. Depr. Expense—Equip., 

ZUIe $5,124 

Jan. 1 Paid $2,064 to overhaul the van’s engine, which increased the van’s estimated useful life by two 

years. 
May 10 Paid $800 to repair the van after the driver backed it into a loading dock. 
Dec.31 Record annual straight-line depreciation on the van. (Round to the nearest dollar.) Dec. 31, 2016, 

Dr. Depr. Expense—Equip., 

Required $3,760 

Prepare journal entries to record these transactions and events. 

Problem 8-5B 
Computing and revising 

York Instruments completed the following transactions and events involving its machinery. 

2015 depreciation; selling 

Jan. 1 Paid $107,800 cash plus $6,470 in sales tax for a new machine. The machine is estimated to _ plant assets 

have a six-year life and a $9,720 salvage value. C2 Pl P2 

Dec.31 Recorded annual straight-line depreciation on the machinery. 

Dec.31 Due to new information obtained earlier in the year, the machine’s estimated useful life was | Check Dec. 31, 2016, Dr 

changed from six to four years, and the estimated salvage value was increased to $14,345. Re-  Depr. Expense—Machinery, 

corded annual straight-line depreciation on the machinery. $27,500 

2017 

Dec.31 Recorded annual straight-line depreciation on the machinery. 

Dec.31 Sold the machine for $25,240 cash. Dec. 31, 2017 
Dr. Loss on Disposal of 

Required Machinery, $16,605 

Prepare journal entries to record these transactions and events. 
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Problem 8-6B 

Disposal of plant assets 

cere re 

Check (2b) Depr. Exp., 

$20,000 

(8c) Dr. Loss from 

Fire, $13,110 

On January 1, Walker purchases a used machine for $150,000 and readies it for use the next day at a cost 

of $3,510. On January 4, it is mounted on a required operating platform costing $4,600, and it is further 

readied for operations. Management estimates the machine will be used for seven years and have an 

$18,110 salvage value. Depreciation is to be charged on a straight-line basis. On December 31, at the end 

of its sixth year of use, the machine is disposed of. 

Required 

1. Prepare journal entries to record the machine’s purchase and the costs to ready and install it. Cash is 

paid for all costs incurred. 

2. Prepare journal entries to record depreciation of the machine at December 31 of (a) its first year in 

operations and (b) the year of its disposal. 

3. Prepare journal entries to record the machine’s disposal under each of the following separate assump- 

tions: (a) it is sold for $28,000 cash; (b) it is sold for $52,000 cash; and (c) it is destroyed in a fire and 

the insurance company pays $25,000 cash to settle the loss claim. 

Problem 8-7B 

Natural resources 

P3 

Check (c) Depletion, 

$342,900; 

(d) Depreciation, 

$25,400 

On February 19 of the current year, Quartzite Co. pays $5,400,000 for land estimated to contain 4 million 

tons of recoverable ore. It installs machinery costing $400,000 that has a 16-year life and no salvage value 

and is capable of mining the ore deposit in 12 years. The machinery is paid for on March 21, eleven days 

before mining operations begin. The company removes and sells 254,000 tons of ore during its first nine 

months of operations ending on December 31. Depreciation of the machinery is in proportion to the 

mine’s depletion as the machinery will be abandoned after the ore is mined. 

Required 

Prepare entries to record (a) the purchase of the land, (b) the cost and installation of the machinery, 

(c) the first nine months’ depletion assuming the land has a net salvage value of zero after the ore is 

mined, and (d) the first nine months’ depreciation on the machinery. 

Analysis Component 

Describe both the similarities and differences in amortization, depletion, and depreciation. 

Problem 8-8B 

Intangible assets 

Check Dr. Rent Expense: 

(2a) $8,000, (2c) $36,000 

SERIAL 
PROBLEM 
Business Solutions 

Pi Al 

On January 1, 2009, Mason Co. entered into a 12-year lease on a building. The lease contract requires 

(1) annual (prepaid) rental payments of $36,000 each January | throughout the life of the lease and (2) for 

the lessee to pay for all additions and improvements to the leased property. On January 1, 2016, Mason 

decides to sublease the space to Stewart Co. for the remaining five years of the lease—Stewart pays 

$40,000 to Mason for the right to sublease and agrees to assume the obligation to pay the $36,000 annual 

rent to the building owner beginning January 1, 2016. After taking possession of the leased space, Stewart 

pays for improving the office portion of the leased space at a $20,000 cost. The improvements are paid for 

by Stewart on January 3, 2016, and are estimated to have a useful life equal to the 13 years remaining in 

the life of the building. 

Required 

1. Prepare entries for Stewart to record (a) its payment to Mason for the right to sublease the building 

space, (b) its payment of the 2016 annual rent to the building owner, and (c) its payment for the office 

improvements. 

2. Prepare Stewart’s year-end adjusting entries required on December 31, 2016, to (a) amortize the 

$40,000 cost of the sublease, (b) amortize the office improvements, and (c) record rent expense. 

(This serial problem began in Chapter 1 and continues through most of the book. If previous chapter seg- 

ments were not completed, the serial problem can begin at this point. It is helpful, but not necessary, to use 

the Working Papers that accompany the book.) 

SP 8 Selected ledger account balances for Business Solutions follow. 
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For Three Months 

Ended December 31, 2016 

For Three Months 

Ended March 31, 2017 

Officeiequipment: +. 4..46 4. eres: $ 8,000 $ 8,000 

Accumulated depreciation— 

Office equipment.40 621 ose 2. 6a 400 800 

Computer equipment .............. 20,000 20,000 

Accumulated depreciation— 

Computer equipment ............ 1,250 2,500 

GlotalinevenUies 224.0): c-s eect ec 31,284 44,000 

HOtaliassets ree ns ee 83,460 120,268 

Required 

1. Assume that Business Solutions does not acquire additional office equipment or computer equipment 

in 2017. Compute amounts for the year ended December 31, 2017, for Depreciation Expense—Office 

Equipment and for Depreciation Expense—Computer Equipment (assume use of the straight-line 

method). 

2. Given the assumptions in part 1, what is the book value of both the office equipment and the computer 

equipment as of December 31, 2017? 

3. Compute the three-month total asset turnover for Business Solutions as of March 31, 2017. Use total 

revenue for the numerator and average the December 31, 2016, total assets and the March 31, DOMME 

total assets for the denominator. Interpret its total asset turnover if competitors average 2.5 for annual 

periods. (Round turnover to two decimals.) 

Beyond the Numbers _ 

BTN 8-1 Refer to the financial statements of Apple in Appendix A to answer the following. 

1. What percent of the original cost of Apple’s property and equipment remains to be depreciated as of 

September 27, 2014, and September 28, 2013? Assume these assets have no salvage value. 

2. Over what length(s) of time is Apple depreciating its major categories of property and equipment? 

3. What is the change in total property, plant, and equipment (before accumulated depreciation) for the 

year ended September 27, 2014? What is the amount of cash provided (used) by investing activities for 

property and equipment for the year ended September 27, 2014? What is one possible explanation for 

the difference between these two amounts? 

4. Compute Apple’s total asset turnover for the year ended September 27, 2014, and the year ended 

September 28, 2013. Assume total assets at September 29, 2012, are $176,064 ($ millions). 

Fast Forward 

5. Access Apple’s financial statements for fiscal years ending after September 27, 2014, at its website 

(Apple.com) or the SEC’s EDGAR database (www.SEC.gov). Recompute Apple’s total asset turn- 

over for the additional years’ data you collect. Comment on any differences relative to the turnover 

computed in part 4. 
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Check (3) Three-month 

(annual) turnover = 

0.43 (1.73 annual) 

REPORTING IN 
ACTION 

APPLE 

BTN 8-2. Comparative figures for Apple and Google follow. 

Apple betefey a(S 
SS SEER 

One One B Ze) 

Year Current Year Years 

§$ millions Prior brie dalla idalole 

Mota assets he teine $231,839 $207,000 $176,064 $131,133 $110,920 $93,798 

Netsalese conc ee 182,795 170,910 156,508 66,001 55,519 46,039 

Required 

1. Compute total asset turnover for the most recent two years for Apple and Google using the data shown. 

2. Which company is more efficient in generating net sales given the total assets it employs? Assume an 

industry average of 1.0 for asset turnover. 

COMPARATIVE 
ANALYSIS 

Al 
APPLE 
GOOGLE 
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ETHICS 
CHALLENGE 

COMMUNICATING 
IN PRACTICE 

Al 
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BTN 8-3 Flo Choi owns a small business and manages its accounting. Her company just finished a year 

in which a large amount of borrowed funds was invested in a new building addition as well as in equip- 

ment and fixture additions. Choi’s banker requires her to submit semiannual financial statements so he can 

monitor the financial health of her business. He has warned her that if profit margins erode, he might raise 

the interest rate on the borrowed funds to reflect the increased loan risk from the bank’s point of view. 

Choi knows profit margin is likely to decline this year. As she prepares year-end adjusting entries, she 

decides to apply the following depreciation rule: All asset additions are considered to be in use on the first 

day of the following month. (The previous rule assumed assets are in use on the first day of the month 

nearest to the purchase date.) 

Required 

1. Identify decisions that managers like Choi must make in applying depreciation methods. 

2. Is Choi’s rule an ethical violation, or is it a legitimate decision in computing depreciation? 

3. How will Choi’s new depreciation rule affect the profit margin of her business? 

BTN 8-4 Teams are to select an industry, and each team member is to select a different company in that 

industry. Each team member is to acquire the financial statements (Form 10-K) of the company selected— 

see the company’s website or the SEC’s EDGAR database (www.SEC.goy). Use the financial statements 

to compute total asset turnover. Communicate with teammates via a meeting, e-mail, or telephone to dis- 

cuss the meaning of this ratio, how different companies compare to each other, and the industry norm. The 

team must prepare a one-page report that describes the ratios for each company and identifies the conclu- 

sions reached during the team’s discussion. 

TAKING IT TO 
THE NET 

P4 ASa 

(J x 4 

BTN 8-5 Access the Yahoo! (ticker YHOO) 10-K report for the year ended December 31, 2014, filed on 

February 27, 2015, at www.SEC. gov. 

Required 

1. What amount of goodwill is reported on Yahoo!’s balance sheet? What percentage of total assets does 

its goodwill represent? Is goodwill a major asset for Yahoo!? Explain. 

2. Locate Note 5 to its financial statements. Identify the change in goodwill from December 31, 2013, to 

December 31, 2014. Comment on the change in goodwill over this period. 

3. Locate Note 6 to its financial statements. What are the three categories of intangible assets that Yahoo! 

reports at December 31, 2014? What proportion of total assets do the intangibles represent? 

4. What does Yahoo! indicate is the life of “Trade names, trademarks, and domain names” according to 

its Note 6? Comment on the difference between the estimated useful life and the legal life of Yahoo!’s 

trademark. 

TEAMWORK IN 
ACTION 

| 

Point: This activity can follow 

an overview of each method. 

Step | allows for three areas 

of expertise. Larger teams will 

have some duplication of areas, 

but the straight-line choice 

should not be duplicated. 

Expert teams can use the book 

and consult with the instructor. 

BTN 8-6 Each team member is to become an expert on one depreciation method to facilitate teammates’ 

understanding of that method. Follow these procedures: 

a. Each team member is to select an area of expertise from one of the following depreciation methods: 

straight-line, units-of-production, or double-declining-balance. 

b. Expert teams are to be formed from those who have selected the same area of expertise. The instructor 
will identify the location where each expert team meets. 

c. Using the following data, expert teams are to collaborate and develop a presentation answering the require- 

ments. Expert team members must write the presentation in a format they can show to their learning teams. 

Data and Requirements On January 8, 2014, Whitewater Riders purchases a van to transport rafters back to 

the point of departure at the conclusion of the rafting adventures they operate. The cost of the van is $44,000. 

It has an estimated salvage value of $2,000 and is expected to be used for four years and driven 60,000 miles. 

The van is driven 12,000 miles in 2014; 18,000 miles in 2015; 21,000 in 2016; and 10,000 in 2017. 

1. Compute the annual depreciation expense for each year of the van’s estimated useful life. 

2. Explain when and how annual depreciation is recorded. 

3. Explain the impact on income of this depreciation method versus others over the van’s life. 

4. Identify the van’s book value for each year of its life and illustrate the reporting of this amount for 
any one year. 

d. Re-form original learning teams. In rotation, experts are to present to their teams the results from part 

c. Experts are to encourage and respond to questions. 
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BTN 8-7 Review the chapter’s opening feature involving Kate Spade and her company, Kate Spade & ENTREPRENEURIAL 
Company. Assume that the company currently has net sales of $8,000,000, and that it is planning an ex- DECISION 

pansion that will increase net sales by $4,000,000. To accomplish this expansion, Kate Spade & Company M ; 
must increase its average total assets from $2,500,000 to $3,000,000. 0 I u 

Required 

1. Compute the company’s total asset turnover under (a) current conditions and (b) proposed conditions. 

2. Evaluate and comment on the merits of the proposal given your analysis in part 1. Identify any con- 

cerns you would express about the proposal. 

BTN 8-8 Team up with one or more classmates for this activity. Identify companies in yourcommunity HITTING THE 

or area that must account for at least one of the following assets: natural resource; patent; lease; leasehold ROAD 
improvement; copyright; trademark; or goodwill. You might find a company that has more than one type P3 PA 

of asset. Once you identify a company with a specific asset, describe the accounting this company uses to 

allocate the cost of that asset to the periods that benefit from its use. 

BTN 8-9 Samsung (www.Samsung.com), Apple, and Google are all competitors in the global market- GLOBAL 

place. Comparative figures for these companies’ recent annual accounting periods follow. DECISION 

“ Samsung (¥¥ millions) Apple | Google 
tn millions, 

except Current Prior Two Years Current dated a Current galt 

turnover Year Year lvatela Year Year Year Year 

HO€S) ASSCtS. nw whens 230,422,958  ¥¥214,075,018  ¥4181,071,570 $231,839 $207,000 $131,133 $110,920 

Netsalesy; iansare cy 206,205,987 228,692,667 201,103,613 182,795 170,910 66,001 SES) 

Total asset turnover. ... ? ? == 0.83 0.89 0.55 054: 

Required q | Samsung 
1. Compute total asset turnover for the most recent two years for Samsung using the data shown. 

2. Which company is most efficient in generating net sales given the total assets it employs? APPLE 

J 

ANSWERS TO MULTIPLE CHOICE QUIZ 

aD; 
4. c; 

Appraisal Total Gost of machine «--.- 1. 

= bs — pnoees = Accumulated depreciation 

Eaaidigee eae ere se ae $175,000 50% $326,000 $163,000 Book value .....+--..+. 

Land improvements ..... 70,000 20 326,000 65,200 Cash received .......-. 

Balding Se nee.: 105,000 30 326,000 97,800 Loss onsale ........... 

ie 2S pee ee $350,000 $326,000 

$250,000 

100,000 

150,000 

120,000 

$ 30,000 

5. b; $550,000/$500,000 = 1.15 

2. c: ($35,000 — $1,000)/4 years = $8,500 per year 

3. c: 2016: $10,800,000 x (2 x 10%) = $2,160,000 

2017: ($10,800,000 — $2,160,000) x (2 x 10%) = $1,728,000 



Chapter Preview 

CHARACTERISTICS - 
OF LIABILITIES 

C1 Reporting liabilities 

KNOWN 
LIABILITIES 

C2 Accounts payable, 

ESTIMATED 
LIABILITIES 

P4 Reporting for: 

CONTINGENCIES 
AND ANALYSIS 

C3 Accounting for 
based on: contingencies based 

on notions of 
probable, possible, 
remote 

sales taxes payable, 
and unearned 
revenues 

P1 Short-term notes 

Health and pension 

Definition benefits 

Classification Vacation benefits 

A Times interest 
earned ratio 

Uncertainty Bonus plans 
P2 Employee 

deductions Warranty liabilities 

_ P3 Employer payroll 

Learning Objectives 

CONCEPTUAL ANALYTICAL P3 Compute and record employer payroll 

C1 Describe current and long- A1 Compute the times interest earned expenses and liabilities. 

term liabilities and their ratio and use it to analyze liabilities. P4 Account for estimated liabilities 

characteristics. including warranties and bonuses. 

C2 |dentify and describe known current FLD bet into P entify an i n cu ix 9A— 
abilities. P11 Prepare entries to account for short- erg ge ite) Cass omy end ¢ aree tit: 

details of payroll reports, records, and 
term notes payable. 

eth procedures. C3 Explain how to account for contingent 
liabilities. P2 Compute and record employee payroll 

deductions and liabilities. 
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Using His Noodles 

BOULDER, CO—Aaron Kennedy never 

planned to be an entrepreneur. An evening 

dinner at a noodle shop in New York's 

Greenwich Village changed all that. “All of a 

sudden this idea hit me,” explains Aaron. 

“There are noodle dishes all over the world. 

| thought, ‘What if they were all on one 

menu? Why not bring all of these influences 

together and make it affordable and fast.” 

Aaron quickly developed his global noo- 

die concept: “high-quality food made to 

order” He wanted his noodles “quick and 

convenient, very affordable, and served in 

a very appealing dining environment.” This 

led to his launch o 

(Noodles.com). “We're not fast food— 

we're casual dining,” insists Aaron 

Aaron devoted himself to financial suc- 

cess, including the important task of man- 

aging liabilities for payroll, supplies, 

employee benefits, vacations, training, and 

taxes. He insists that effective manage- 

ment of liabilities, especially payroll and 

employee benefits, Is crucial to success 

In its recent financial report, Noodles 

states it has “approximately 9,500 employ- 

ees, including approximately 900 salaried 

employees and approximately 8,600 hourly 

employees.” Its labor costs Now exceed 

Noodles & Company 

NASDAQ: NDLS 

Operating Costs 

Other 16% — 

$457 mil. valuation — Cost 

439 restaurants pet! 7. of 
Z Ng 3% \ 

9,500 employees \ Labor i] Sales 

37% 33% 

$120 million and have grown markedly over 

the past 5 fiscal years—see graph. 

$140.00 9- 

$120.00 

= $100.00 + 

e 
0 $80.00 F 

3 $60.00 - 

8 $40.00 + 
§ 

$20.00 - 

$0.00 a! i 1 j 

2010 2011 2012 2013 2014 

Aaron stresses that monitoring and 

controlling liabilities are a must. Noodles & 

Company's balance sheet currently reveals 

a debt ratio under 42%, meaning that 58% 

of the business is equity financed. 

With grit and determination, Aaron 

launched the first noodle shop in Denver, 

by a second in Madison, 

“The first two restaurants 

followed 

Wisconsin. 

nearly killed us—physically and fiscally,’ re- 

calls Aaron. Yet Noodles not only achieved 

the income to pay the liabilities but also 

produced revenue growth for expansion. 

Aaron then took on additional financing, 

which he successfully predicted would 

“culminate in accelerating growth.” 

Aaron's hard work continues to pay off, 

as revenues for the past three years have 

substantially risen while liabilities remain in 

check. 

($ millions) 2012 2013 2014 
pe eet 

Revenllesmaneaneer inertia $300 $35] $404 

rabies: ncaa phe acne 143 63 99 

Aaron admits he is both surprised and 

humbled by Noodles & Company's suc- 

cess, but he realizes that simple concepts 

are often the best. “Noodles are staples,’ 

Aaron says. Our task is to “bring the noo- 

dies to the people.” By all accounts, Aaron 

has applied his noodles well. 

Sources: Noodles & Company website, January 

2016; Pinoy Business, November 2008; Rocky 

Mountain News, February 2002; Augustana 

Magazine, Fall 2002; Inc., January and October 

2007; Food Business Review, April 2008 
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RACTERISTICS OF LIABILITIES 

Ci 
Describe current and 

long-term liabilities and 
their characteristics. 

EXHIBIT 9.1 

Characteristics of a Liability 

Point: Account titles using 

“payable” and “unearned” refer 

to liabilities. Unearned accounts 

are liabilities that must be 

fulfilled rather than repaid. 

Point: Improper classification 

of liabilities can distort ratios 

used in financial statement anal- 

ysis and business decisions. 

This section discusses important characteristics of liabilities and how liabilities are classified 

and reported. 

Defining Liabilities 

A liability is a probable future payment of assets or services that a company is presently obligated 

to make as a result of past transactions or events. This definition includes three crucial factors: 

1. A past transaction or event. 

2. A present obligation. 

3. A future payment of assets or services. 

These three important elements are portrayed visually in Exhibit 9.1. Liabilities reported in fi- 

nancial statements exhibit those characteristics. No liability is reported when one or more of 

those characteristics is absent. For example, most companies expect to pay wages to their em- 
ployees in upcoming months and years, but these future payments are not liabilities because no 

past event such as employee work resulted in a present obligation. Instead, such liabilities arise 

when employees perform their work and earn the wages. 

Sompany has 
-apresent 

| Past Present Future 

Classifying Liabilities 

Information about liabilities is more useful when the balance sheet identifies them as either cur- 

rent or long term. Decision makers need to know when obligations are due so they can plan for 

them and take appropriate action. 

Current Liabilities Current liabilities, also called short-term liabilities, are obligations 

due within one year or the company’s operating cycle, whichever is longer. They are expected to 

be paid using current assets or by creating other current liabilities. Common examples of current 

liabilities are accounts payable, short-term notes payable, wages payable, warranty liabilities, 

lease liabilities, taxes payable, and unearned revenues. 

Current liabilities differ across companies because they depend on the type of company op- 

erations. MGM Resorts, for instance, included the following current liabilities related to its 

gaming, hospitality, and entertainment operations ($000s): 

Advance deposits and ticket sales ......... $103,440 

Casino outstanding chip liability ........... 294,466 

Casino front money deposits ............. 122,184 

114,165 Other gaming-related accruals ............ 

Harley-Davidson reports a much different set of current liabilities. It discloses current liabili- 
ties made up of items such as warranty, recall, and dealer incentive liabilities. 

Long-Term Liabilities A company’s obligations not expected to be paid within the longer of 

one year or the company’s operating cycle are reported as long-term liabilities. They can include 

long-term notes payable, warranty liabilities, lease liabilities, and bonds payable. They are some- 

times reported on the balance sheet in a single long-term liabilities total or in multiple categories. 
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Domino’s Pizza, for instance, reports long-term liabilities of $1,573 million. They are reported 
after current liabilities. A single liability also can be divided between the current and noncurrent 
sections if a company expects to make payments toward it in both the short and long term. Domi- 

no’s reports long-term debt, $1,524 million; and current portion of long-term debt, $1 million, 

which is less than 1%. The second item is reported in current liabilities. We sometimes see liabili- 
ties that do not have a fixed due date but instead are payable on the creditor’s demand. These are 

reported as current liabilities because of the possibility of payment in the near term. Exhibit 9.2 

shows amounts of current liabilities and as a percentage of total liabilities for selected companies. 

Columbia Sportswear 

Bowl America 

Apple 

Six Flags 

0% 20% 40% 60% 80% 100% 

As a percentage of total liabilities 

Uncertainty in Liabilities 

Accounting for liabilities involves addressing three important questions: Whom to pay? When 

to pay? How much to pay? Answers to these questions are often decided when a liability is in- 

curred. For example, if a company has a $100 account payable to a specific individual, payable 

on March 15, the answers are clear. The company knows whom to pay, when to pay, and how 

much to pay. However, the answers to one or more of these questions are uncertain for some 

liabilities. 

Uncertainty in Whom to Pay Liabilities can involve uncertainty in 

whom to pay. For instance, a company can create a liability with a 

known amount when issuing a note that is payable to its holder. In this 

case, a specific amount is payable to the note’s holder at a specified date, 

but the company does not know who the holder is until that date. Despite this uncertainty, the 

company reports this liability on its balance sheet. 

Uncertainty in When to Pay A company can have 

an obligation of a known amount to a known creditor but 

not know when it must be paid. For example, a legal ser- 

vices firm can accept fees in advance from a client who 

plans to use the firm’s services in the future. This means 

+ that the firm has a liability that it settles by providing ser- 

~~ vices at an unknown future date. Although this uncer- 

tainty exists, the legal firm’s balance sheet must report this liability. These types of obligations 

are reported as current liabilities because they are likely to be settled in the short term. 

25 26 27 | 28 29 30 | 31 

Uncertainty in How Much to Pay A company can be aware of an 

obligation, but not know how much will be required to settle it. For exam- 

ple, a company using electrical power is billed only after the meter has 

been read. This cost is incurred and the liability created before a bill is re- 

ceived. A liability to the power company is reported as an estimated amount if the balance sheet 

is prepared before a bill arrives. 

IFRS 
IERS records a contingent liability when an obligation exists from a past event if there is a “probable” outflow of 

resources and the amount can be estimated reliably. However, IFRS defines probable as “more likely than not” 

while U.S. GAAP defines it as “likely to occur.” i 
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Point: The current portion of 

any long-term debt is a current 

liability. 

EXHIBIT 9.2 

Current Liabilities of 

Selected Companies 

Point: An accrued expense is 

an unpaid expense and is also 

called an accrued liability. 
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KNOWN LIABILITIES 

(2 
Identify and describe 

known current liabilities. 

Chapter 9 Reporting and Analyzing Current Liabilities 

Most liabilities arise from situations with little uncertainty. They are set by agreements, con- 

tracts, or laws and are measurable. These liabilities are known liabilities, also called definitely 

determinable liabilities. Known liabilities include accounts payable, notes payable, payroll, 

sales taxes, unearned revenues, and leases. We describe how to account for these known liabili- 

ties in this section. 

Accounts Payable 

Accounts payable, or trade accounts payable, are amounts owed to suppliers, also called ven- 

dors, for products or services purchased on credit. Accounting for accounts payable is primarily 

explained and illustrated in our chapter on merchandising activities. 

Sales Taxes Payable 

Nearly all states and many cities levy taxes on retail sales. Sales taxes are stated as a percent of 

selling prices. The seller collects sales taxes from customers when sales occur and remits these 

collections (often monthly) to the proper government agency. Since sellers currently owe these 

collections to the government, this amount is a current liability. Home Depot, for instance, 

reports sales taxes payable of $434 million in its recent annual report. To illustrate, if Home 

Depot sells materials on August 31 for $6,000 cash that are subject to a 5% sales tax, the rev- 

enue portion of this transaction is recorded as follows. (The entry for cost of sales is omitted 

for simplicity.) 

Assets = Liabilities + Equity Aug. 31 OE ei ae ea Aare aati Min alent reestals 6,300 
+6,300 

Point: To defer a revenue 

means to postpone recognition 

of a revenue collected in ad- 

vance until it is earned. Sports 

teams must defer recognition 

of ticket sales until games are 

played. 

Assets 

+5,000.000 

+300 
+6,000 Sales ieee re sig cry ac Ae ee eer eco Soren 6,000 

Sales Taxes Payable ($6,000 x 0.05) ................. 300 

Record cash sales and 5% sales tax. 

Sales Taxes Payable is debited and Cash credited when it remits these collections to the govern- 

ment. Sales Taxes Payable is not an expense. It arises because laws require sellers to collect this 

cash from customers for the government.! 

Unearned Revenues 

Unearned revenues (also called deferred revenues, collections 

in advance, and prepayments) are amounts received in advance 

from customers for future products or services. Advance ticket 

sales for sporting events or music concerts are examples. 

Rihanna, for instance, has “deferred revenues” from advance 

ticket sales. To illustrate, assume that Rihanna sells $5 million 

in tickets for eight concerts; the entry is: 

Liabilities + Equity June 30 Gashiartinsiaatomeismiicun sutenesaram toners cagareny tae section are 5,000,000 
+5,000,000 

Wrearned Ticket: Revenuesc.uaediecs wisi ti wraia renee 5,000,000 

Record sale of concert tickets. 

' Sales taxes can be computed from total sales receipts when sales taxes are not separately identified on the register. To illus- 

trate, assume a 5% sales tax and $420 in total sales receipts (which includes sales taxes). Sales are computed as follows: 

Sales = Total sales receipts/(1 + Sales tax percentage) = $420/1.05 = $400 

Thus, the sales tax amount equals total sales receipts minus sales, or $420 — $400 = $20. Sellers are required to act as 
“agents” for the government and collect sales tax. This extra work can be offset by the sellers’ ability to use or invest 
that cash until it must be paid to the government. 
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When a concert is played, Rihanna would record revenue for the portion earned. 

Oct. 3 Unearned Ticket Revenue 625,000 

Ticket Revenue? 625,000 

Record concert ticket revenues earned. %$5,000,000 x 1/8 

Unearned Ticket Revenue is an unearned revenue account and is reported as a current liability. 

Unearned revenues also arise with airline ticket sales, magazine subscriptions, construction 

projects, hotel reservations, gift card sales, and custom orders. 

Short-Term Notes Payable 

A short-term note payable is a written promise to pay a specified amount on a definite 

future date within one year or the company’s operating cycle, whichever is longer. These 

promissory notes are negotiable (as are checks), meaning they can be transferred from party 

to party by endorsement. The written documentation provided by notes is helpful in resolv- 

ing disputes and for pursuing legal actions involving these liabilities. Most notes payable 

bear interest to compensate for use of the money until payment is made. Short-term notes 

payable can arise from many transactions. A company that purchases merchandise on credit 

can sometimes extend the credit period by signing a note to replace an account payable. 

Such notes also can arise when money is borrowed from a bank. We describe both of these 

cases. 

Note Given to Extend Credit Period A company can replace an account payable with a 

note payable. A common example is a creditor that requires the substitution of an interest- 

bearing note for an overdue account payable that does not bear interest. A less common situa- 

tion occurs when a debtor’s weak financial condition motivates the creditor to accept a note, 

sometimes for a lesser amount, and to close the account to ensure that this customer makes no 

additional credit purchases. 

To illustrate, let’s assume that on August 23, Brady Company asks to extend its past-due 

$600 account payable to McGraw. After some negotiations, McGraw agrees to accept $100 cash 

and a 60-day, 12%, $500 note payable to replace the account payable. Brady records the trans- 

action with this entry: 

Aug. 23 Accounts Payable—McGraw......--.++----e-see es 600 

(Cees viggimtocOb Oa OO ae ee OL UU am Cra ao. 100 

Notes Payable—McGraw........-----+-+s005: 500 

Gave $100 cash and a 60-day, 12% note 

for payment on account. 

Signing the note does not resolve Brady’s debt. Instead, the form of debt is changed from an 

account payable to a note payable. McGraw prefers the note payable over the account payable 

because it earns interest and it is written documentation of the debt’s existence, term, and 

amount. When the note comes due, Brady pays the note and interest by giving McGraw a check 

for $510. Brady records that payment with this entry: 

Oct. 22 Notes Payable—McGraw .......-----00se eee eeeee 500 

Mriterest Expenses ar crater sve uti Vale terra 10 

(Gen eo est ou Ome COBO RDO OSC Ory our y © 510 

Paid note with interest ($500 x 12% x 60/360). 

Interest expense is computed by multiplying the principal of the note ($500) by the annual 

interest rate (12%) for the fraction of the year the note is outstanding (60 days/360 days). 

Note Given to Borrow from Bank A bank nearly always requires a borrower to sign a 

promissory note when making a loan. When the note matures, the borrower repays the note with 

an amount larger than the amount borrowed. The difference between the amount borrowed and 

the amount repaid is interest. This section considers a type of note whose signer promises to pay 

401 

Assets = Liabilities Equity 

+25 000 

P1 
Prepare entries to account 

for short-term notes 

payable. 

Point: Required characteristics 

for negotiability of a note 

(1) unconditional promise, (2) in 

writing, (3) specific amount, and 

(4) definite due date. 

ets = Liabilities + Equity 

—~100 —600 

+500 

Point: Accounts payable are 

detailed in a subsidiary ledger, 

but notes payable sometimes 

are not. A file with copies of 

notes can serve as a subsidiary 

ledger 

Assets = Liabilities + Equity 

510 —500 Ale 

Point: Commercial compa- 

nies commonly compute inter- 

est using a 360-day year. This is 

known as the banker's rule. 
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Point: When money is 

borrowed from a bank, the 

loan is reported as an asset 

(receivable) on the bank’s 

balance sheet. 

EXHIBIT 9.3 

Note with Face Value Equal 

to Amount Borrowed 

Assets = Liabilities + Equity 

+2,000  +2,000 

Assets = Liabilities + Equity 

—2,040  —2,000 ~40 

Example: If this note is dated 

Dec. | instead of Dec. 16, how 

much expense is recorded on 

Dec. 31? Answer: $2,000 x 

12% x 30/360 = $20 

Assets = Liabilities + 

—2 040 —10 —30 

—2,000 

Equity 
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principal (the amount borrowed) plus interest. In this case, the face value of the note equals the 

principal. Face value is the value shown on the face (front) of the note. To illustrate, assume that 

a company needs $2,000 for a project and borrows this money from a bank at 12% annual inter- 

est. The loan is made on September 30, 2016, and is due in 60 days. Specifically, the borrowing 

company signs a note with a face value equal to the amount borrowed. The note includes a state- 

ment similar to this: “J promise to pay $2,000 plus interest at 12% within 60 days after 

September 30.” This simple note is shown in Exhibit 9.3. 

Promissory Note 
£2,000 Sept. 30, 20/6 

Face Value Date 

Sixty days _ after date, inh glee promise to pay to the order of 

National Bank 
Boston, MA 

Two thousand and no/100 --------------------------- Dollars 

plus interest at the annual rate of 12% 

The borrower records its receipt of cash and the new liability with this entry: 

Sept. 30 Cash Seis a asta ees ey eee ae 2,000 

Notés'Payablansi csi i) ee ce 2,000 

Borrowed $2,000 cash with a 60-day, | 2%, $2,000 note. 

When principal and interest are paid, the borrower records payment with this entry: 

Noy. 29 Notes'Payablec so. sictnne hye tote 2,000 

Interest-Expenseici 2k: caidas sieccun atte nen mene eee: 40 

Gashitern C208 Ae eae ore eee 2,040 

Paid note with interest ($2,000 x 12% x 60/360). 

End-of-Period Interest Adjustment When the end of an accounting period occurs between 

the signing of a note payable and its maturity date, the expense recognition (matching) principle 

requires us to record the accrued but unpaid interest on the note. To illustrate, return to the 

note in Exhibit 9.3, but assume that the company borrows $2,000 cash on December 16, 2016, 

instead of September 30. This 60-day note matures on February 14, 2017, and the company’s 

fiscal year ends on December 31. Thus, we need to record interest expense for the final 15 

days in December. This means that one-fourth (15 days/60 days) of the $40 total interest is an 

expense of year 2016. The borrower records this expense (assuming no reversing entries were 

made) with the following adjusting entry: 

2016 

Dec. 31 interest:Expense Goss. set ee hoe ec 10 

Ineerest:Payablet sc cusiaoeets cane oeemere en 10 

Record accrued interest ($2,000 x 12% x 15/360). 

When this note matures on February 14, the borrower must recognize 45 days of interest ex- 

pense for year 2017 and remove the balances of the two liability accounts: 

2017 

Feb. 14 InterestiExpense™ 200 cue cunt een ee 30 

Interest Payable clei sate eerie 10 

Notes; Payable. oe So sas een any nate 2,000 

CASH ee He iia tec ey caecesaiv ino kamer teresa ame ters 

Paid note with interest. *$2,000 x 12% x 45/360 
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© Decision !nsight @ 

Sweet Notes Many franchisors, such as Baskin-Robbins, Planet Smoothie, and 

Cold Stone Creamery, use notes to help entrepreneurs acquire their own franchises, 

including using notes to pay for the franchise fee and any equipment. Payments on these 

notes are usually collected monthly and often are secured by the franchisees’ assets. For 

example, a McDonald's franchise can cost from under $200,000 to over $2 million, de- a 

pending on the type selected; see FranchiseFoundations.com. ™ imme Es 
Adam Gault/OJO Images/Getty Images 

Part 1. A retailer sells merchandise for $500 cash on June 30 (cost of merchandise is $300). The sales tax 

law requires the retailer to collect 7% sales tax on every dollar of merchandise sold. Record the entry for 

the $500 sale and its applicable sales tax. Also record the entry that shows the remittance of the 7% tax on 

this sale to the state government on July 15. 

Part 2. A ticket agency receives $40,000 cash in advance ticket sales for a four-date tour of Haim. Record 

the advance ticket sales on April 30. Record the revenue earned for the first concert date of May 15, as- 

suming it represents one-fourth of the advance ticket sales. 

Part 3. On November 25 of the current year, a company borrows $8,000 cash by signing a 90-day, 5% 

note payable with a face value of $8,000. (a) Compute the accrued interest payable on December 31 of the 

current year, (b) prepare the journal entry to record the accrued interest expense at December 31 of the 

current year, and (c) prepare the journal entry to record payment of the note at maturity. 

Solution—Part 1 
i 

June 30 GASH) aie ote tes rote eran atone see ares 535 

Salesane ci ee re ree rae laennegene 500 

Sales Taxes Payable=ite, oc ae cei ete tite 35 

Record cash sales and 7% sales tax. 

June 30 Gostiof GoodsiSOldi ee See en 300 

Merchandise Inventony:..5 f2.0 ase oe ee 300 

Record cost of June 30 sales. 

July 15 Salesilaxes: Payablevi en ne we toneren ee aeir sn 35 

GEM be tase orca) Jace eo od anand cre ca ee pean 35 

Solution—Part 2 

Apr. 30 (Gash Se eee inte Pears cea Savicca ara senna siamese’ 40,000 

Unearned Ticket Revenue .........-.----000-s 40,000 

Record sales in advance of concerts. 

May I5 Unearned Ticket Revenue ..........-00+-+-eeeeee- 10,000 

Earned Ticket Revenue .........--+-+eseeeees 10,000 

Record concert revenues earned. 

Solution—Part 3 

Computation of interest payable at December 31: 

Days from November 25 to December Oy eri taeatace acum aioe 36 days 

Accrued interest (5% x $8,000 x 36/360).........-.---. $40 

Dec. 31 Interest EXPeENse 2.0.0.2 ce eee neers reser ert ee 40 

Interest Payable ...........2-++225-2+-++ece> 40 

Record accrued interest (5% x $8,000 x 36/360). | 

Feb. 23 IALEKESCEXDENSCs cnt lche wk Po eeitirters ga = aah 60 

WnteresG PayAaDle le cient att met-ta siete te pte stil ontke 40 

Notes Pay ablese ee pramirt attire feleserers oci-ieertyeicio 8,000 

(ORG eb. bBo Ge Oo oe aE nH Coe eo os 8,100 

Record payment of note plus interest 

(5% x $8,000 x 90/360 = $100 total interest) 

(5% x $8,000 x 54/360 = $60 interest expense). 
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NEED-TO-KNOW fet 

Accounting for Known 

Liabilities 

Pt (2 

Point: Feb. 23 entry assumes 

no reversing entry was made. 

| Do More: OS 9-2, OS 9-3, 

QS 9-4, E 9-2, E 9-3, E 9-4 
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P2 
Compute and record 
employee payroll 

deductions and liabilities. 

Point: Deductions at some 

companies, such as those 

for insurance coverage, are 

“required” under its labor 

contracts. 

EXHIBIT 9.4 

Payroll Deductions 

Chapter 9 Reporting and Analyzing Current Liabilities 

Payroll Liabilities 

An employer incurs several expenses and liabilities from having employees. These expenses 

and liabilities are often large and arise from salaries and wages earned, from employee benefits, 

and from payroll taxes levied on the employer. Boston Beer, for instance, reports payroll- 

related current liabilities of more than $14.528 million from accrued “employee wages, benefits 
and reimbursements.” We discuss payroll liabilities and related accounts in this section. Appen- 

dix 9A describes details about payroll reports, records, and procedures. 

Employee Payroll Deductions Gross pay is the total compensation an employee earns in- 

cluding wages, salaries, commissions, bonuses, and any compensation earned before deductions 

such as taxes. (Wages usually refer to payments to employees at an hourly rate. Salaries usually 
refer to payments to employees at a monthly or yearly rate.) Net pay, also called take-home pay, is 

gross pay less all deductions. Payroll deductions, commonly called withholdings, are amounts 

withheld from an employee’s gross pay, either required or voluntary. Required deductions result 

from laws and include income taxes and Social Security taxes. Voluntary deductions, at an em- 

ployee’s option, include pension and health contributions, health and life insurance premiums, 

union dues, and charitable giving. Exhibit 9.4 shows the typical payroll deductions of an em- 

ployee. The employer withholds payroll deductions from employees’ pay and is obligated to trans- 

mit this money to the designated organization. The employer records payroll deductions as current 
liabilities until these amounts are transmitted. This section discusses the major payroll deductions. 

FICA Taxes 

(Social Security) 

FICA Taxes 

(Medicare) 

} } } 

Lor 
Employee FICA Taxes The federal Social Security system provides retirement, disability, 

survivorship, and medical benefits to qualified workers. Laws require employers to withhold 

Federal Insurance Contributions Act (FICA) taxes from employees’ pay to cover costs of the 

system. Employers usually separate FICA taxes into two groups: (1) retirement, disability, and 

survivorship and (2) medical. For the first group, the Social Security system provides monthly cash 

payments to qualified retired workers for the rest of their lives. These payments are often called 
Social Security benefits. Taxes related to this group are often called Social Security taxes. For the 

second group, the system provides monthly payments to deceased workers’ surviving families and 

to disabled workers who qualify for assistance. These payments are commonly called Medicare 

benefits; like those in the first group, they are paid with Medicare taxes (part of FICA taxes). 

Law requires employers to withhold FICA taxes from each employee’s salary or wages on 

each payday. The taxes for Social Security and Medicare are computed separately. For 2015 and 

2016, the amount scheduled to be withheld from each employee’s pay for Social Security tax is 

6.2% of the first $118,500 the employee earns in the calendar year. The Medicare tax is 1.45% 

of all amounts the employee earns; there is no maximum limit to Medicare tax. A 0.9% Addi- 

tional Medicare Tax is imposed on the employee for pay in excess of $200,000 (this additional 
tax is not imposed on the employer, whereas the others are). 

Voluntary 

Deductions 

State and Local 

Income Taxes 

Federal 

Income Tax 
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Employers must pay withheld taxes to the Internal Revenue Service (IRS) on specific filing 

dates during the year. Employers who fail to send the withheld taxes to the IRS on time can be 

assessed substantial penalties. Until all the taxes are sent to the IRS, they are included in em- 

ployers’ current liabilities. For any changes in rates or with the maximum earnings level, check 

the IRS website at www.IRS.gov or the SSA website at www.SSA. gov. 

Employee Income Tax Most employers are required to withhold federal income tax from 

each employee’s paycheck. The amount withheld is computed using tables published by the 

IRS. The amount depends on the employee’s annual earnings rate and the number of with- 

holding allowances the employee claims. Allowances reduce the amount of taxes one owes 

the government. The more allowances one claims, the less tax the employer will withhold. 

Employees can claim allowances for themselves and their dependents. They also can claim ad- 

ditional allowances if they expect major declines in their taxable income for medical expenses. 

(An employee who claims more allowances than appropriate is subject to a fine.) Most states 

and many local governments require employers to withhold income taxes from employees’ pay 

and to remit them promptly to the proper government agency. Until they are paid, withholdings 

are reported as a current liability on the employer’s balance sheet. 

Employee Voluntary Deductions Beyond Social Security, Medicare, and income taxes, em- 

ployers often withhold other amounts from employees’ earnings. These withholdings arise 

from employee requests, contracts, unions, or other agreements. They can include amounts for 

charitable giving, medical and life insurance premiums, pension contributions, and union dues. 

Until they are paid, such withholdings are reported as part of employers’ current liabilities. 

Recording Employee Payroll Deductions Employers must accrue payroll expenses and li- 

abilities at the end of each pay period. To illustrate, assume that an employee earns a salary 

of $2,000 per month. At the end of January, the employer’s entry to accrue payroll expenses 

and liabilities for this employee is 

Jan. 31 Salanies Expense, sane <1 cq)tasth ee ase 2,000 

FiCA—Social Security Taxes Payable (6.2%) ..... 124 

FICA—Medicare Taxes Payable (1.45%) ......... 29 

Employee Federal Income Taxes Payable* ....... 213 

Employee Medical Insurance Payable* .......... 85 

Employee Union Dues Payable* .........-.-.-- 25 

Salanies!Payables naar: rs cts ort sire ret ay 1,524 

Record accrued payroll for January. 

* Amounts taken from employer’s accounting records. 

Salaries Expense (debit) shows that the employee earns a gross salary of $2,000. The first five 

payables (credits) show the liabilities the employer owes on behalf of this employee to cover 

FICA taxes, income taxes, medical insurance, and union dues. The Salaries Payable account 

(credit) records the $1,524 net pay the employee receives from the $2,000 gross pay earned. 

When the employee is paid, another entry (or a series of entries) is required to record the check 

written and distributed (or funds transferred). The February | entry to record cash payment to 

this employee is to debit Salaries Payable and credit Cash for $1,524. 

Feb. | 1,524 
(GEA Nhe Neuen tea ie 0 Gin loess Nia ao ciokca nia tenes anc [5524 

Fraud 

Eyes of the Law “Failure to pay employment taxes is stealing from the employees of the 

business,” alleges former IRS Commissioner Mark W. Everson. “The IRS pursues business Sar 
owners who don't follow the law, and those who embrace these schemes face civil or criminal sanctions.” 

mployers do not withhold or pay employment taxes. Some attempt to use the 

x Ti eS Bh ee 5 AT eevee eters ocean Grice ee There are many reasons e 
i rE. 2 ernment a a “bank ey fo e ome collect the 

porrow M 
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Point: Sources of U.S. tax re- 

ceipts follow 

50% Personal income tax 

35 FICA and FUTA taxes 

10 Corporate income tax 

5 Other taxes 

Point: Part-time employees 
may claim “exempt from with- 

holding” if they did not have 

any income tax liability in the 

prior year and do not expect 

any in the current year. 

Point: IRS withholding tables 

are based on projecting weekly 

(or other period) pay into an 

annual figure 

Point: Is there a maximum to 

the withholding allowances one 

can claim? Recall, the more 

allowances, the lower the with- 

holding. However, an employee 

who claims, say, over 10 allow- 

ances on the W-4 is likely to 

receive an IRS inquiry asking to 

justify the number of allowances. 

ts = Liabilities + Equity 

124 —2.000 
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P3 
Compute and record 
employer payroll expenses 
and liabilities. 

Example: If the employer's 

merit rating in this example 

reduces its SUTA rate to 

2.9%, what is its SUTA liability? 

Answer: SUTA payable = 

$2,000 x 2.9% = $58 

Assets = Liabilities + Equity 

+124 —273 

pe 

+108 

+12 

Point: Internal control is im- 

portant for payroll accounting. 

Managers must monitor (1) em- 

ployee hiring, (2) timekeeping, 

(3) payroll listings, and (4) pay- 

roll payments. Poor controls 

led the U.S. Army to pay nearly 

$10 million to deserters, 

fictitious soldiers, and other 

unauthorized entities. 
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Employer PayrollTaxes Employers must pay payroll taxes in addition to those required of 

employees. Employer taxes include FICA and unemployment taxes. 

Employer FICA Tax Employers must pay FICA taxes on their payroll to employees. For 

2015 and 2016, the employer must pay Social Security tax of 6.2% on the first $118,500 earned 

by each employee, and 1.45% Medicare tax on all earnings of each employee. An employer’s 

tax is credited to the same FICA Taxes Payable accounts used to record the Social Security 

and Medicare taxes withheld from employees. (A self-employed person must pay both the 

employee and employer FICA taxes.) 

Federal and State Unemployment Taxes The federal government participates with states in 

a joint federal and state unemployment insurance program. Each state administers its program. 

These programs provide unemployment benefits to qualified workers. The federal government 

approves state programs and pays a portion of their administrative expenses. 

Federal Unemployment Tax Act (FUTA). Employers are subject to a federal unemployment 

tax on wages and salaries paid to their employees. For the recent year, employers were required 

to pay FUTA taxes of as much as 6.0% of the first $7,000 earned by each employee. This federal 

tax can be reduced by a credit of up to 5.4% for taxes paid to a state program. As a result, the net 

federal unemployment tax is often only 0.6%. 

State Unemployment Tax Act (SUTA). All states support their unemployment insurance pro- 

grams by placing a payroll tax on employers. (A few states require employees to make a contribu- 

tion. In the book’s assignments, we assume that this tax is only levied on the employer.) In most 

states, the base rate for SUTA taxes is 5.4% of the first $7,000 paid each employee. This base rate 

is adjusted according to an employer’s merit rating. The state assigns a merit rating that reflects a 

company’s stability or instability in employing workers. A good rating reflects stability in employ- 

ment and means an employer can pay less than the 5.4% base rate. A low rating reflects high turn- 

over or seasonal hirings and layoffs. To illustrate, an employer with 50 employees, each of whom 

earns $7,000 or more per year, saves $15,400 annually if it has a merit rating of 1.0% versus 5.4%. 

This is computed by comparing taxes of $18,900 at the 5.4% rate to only $3,500 at the 1.0% rate. 

Recording Employer Payroll Taxes Employer payroll taxes are an added expense beyond 

the wages and salaries earned by employees. These taxes are often recorded in an entry separate 

from the one recording payroll expenses and deductions. To illustrate, assume that the $2,000 

recorded salaries expense from the previous example is earned by an employee whose earn- 

ings have not yet reached $5,000 for the year. This means the entire salaries expense for this 

period is subject to tax because year-to-date pay is under $7,000. Also assume that the federal 

unemployment tax rate is 0.6% and the state unemployment tax rate is 5.4%. Consequently, 

the FICA portion of the employer’s tax is $153, computed by multiplying both the 6.2% and 

1.45% by the $2,000 gross pay. Moreover, state unemployment (SUTA) taxes are $108 (5.4% 
of the $2,000 gross pay), and federal unemployment (FUTA) taxes are $12 (0.6% of $2,000). 

The entry to record the employer’s payroll tax expense and related liabilities is 

Jan. 31 RayrollsTaxes Expense ==. .4. «ne aysih eiac acre aes 273 

FICA—Social Security Taxes Payable (6.2%)...... 124 

FICA—Medicare Taxes Payable (1.45%) ......... 29 

State Unemployment Taxes Payable ............ 108 

Federal Unemployment Taxes Payable .......... 12 

Record employer payroll taxes. 

@ Decision Ethics 

Web Designer You take a summer job working for a family friend who runs a small IT service. On your first 

payday, the owner slaps you on the back, gives you full payment in cash, winks, and adds: “No need to pay those 

high taxes, eh.” What action, if any, do you take? MM ~[Answers follow the chapter's Summary. ] 
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Multi-Period Known Liabilities 

Many known liabilities extend over multiple periods. These often include unearned revenues 

and notes payable. For example, if Sports Illustrated sells a three-year magazine subscription, 

it records amounts received for this subscription in an Unearned Subscription Revenues ac- 

count. Amounts in this account are liabilities, but are they current or long term? They are both. 

The portion of the Unearned Subscription Revenues account that will be fulfilled in the next 

year is reported as a current liability. The remaining portion is reported as a long-term liability. 

The same analysis applies to notes payable. For example, a borrower reports a three-year 

note payable as a long-term liability in the first two years it is outstanding. In the third year, the 

borrower reclassifies this note as a current liability since it is due within one year or the operat- 

ing cycle, whichever is longer. The current portion of long-term debt refers to that part of 

long-term debt due within one year or the operating cycle, whichever is longer. Long-term debt 

is reported under long-term liabilities, but the current portion due is reported under current lia- 

bilities. To illustrate, assume that a $7,500 debt is paid in installments of $1,500 per year for five 

years. The $1,500 due within the year is reported as a current liability. No journal entry is neces- 

sary for this reclassification. Instead, we simply classify the amounts for debt as either current 

or long term when the balance sheet is prepared. 

Some known liabilities are rarely reported in long-term liabilities. These include accounts 

payable, sales taxes, and wages and salaries. 

Fraud 

False Move Probably the greatest number of frauds involve payroll. Controls include 

Eile. 
A common fraud is a manager adding a fictitious employee to the payroll and then cashing the fictitious 

proper approvals and processes for employee additions, deletions, and pay rate changes. 

employee's check. A study reports that 42' % of employees in operations and service areas witnessed — 

violations of employee wage, overtime, rul | rer 33% or benefit rules in * (KPMG 2013). Another 33% — 

A company’s first weekly pay period of the year ends on January 8. On that date, the column totals in its 

payroll register show that sales employees earned $30,000 and office employees earned $20,000 in sala- 

ries. The employees are to have withheld from their salaries FICA Social Security taxes at the rate of 

6.2%, FICA Medicare taxes at the rate of 1.45%, $9,000 of federal income taxes, $2,000 of medical insur- 

ance deductions, and $1,000 of pension contributions. No employee earned more than $7,000 in the first 

pay period. 

Part 1. Compute FICA Social Security taxes payable and FICA Medicare taxes payable. Prepare the jour- 

nal entry to record the company’s January 8 (employee) payroll expenses and liabilities. (Round amounts 

to cents.) 

Part 2. Prepare the journal entry to record the company’s (employer) payroll taxes resulting from the 

January 8 payroll. Its merit rating reduces its state unemployment tax rate to 3.4% of the first $7,000 paid 

to each employee. The federal unemployment tax rate is 0.6%. (Round amounts to cents.) 

Solution—Part 1 

Jan. 8 les Balaries Expense Oe tact sarap Re etree ates ebirrnses 30,000.00 

Ofc TP Me, cca tne sere eee 20,000.00 

FICA—Social Security Taxes Payable* .......... 3,100.00 

FICA—Medicare Taxes Payable’ ..........--.-- 725.00 

Employee Fed. Income Taxes Payable ........--- 9,000.00 

Employee Med. Insurance Payable ....-.-.-.--- 2,000.00 

Employee Pensions Payable .......-+-++-+-+-+5 1,000.00 

34,175.00 
Salaries Payable .... 02.025 2+0-seeeece eee eee: 

Record payroll for period. 

* $50,000 x 6.2% = $3,100 

* $50,000 x 1.45% = $725 
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Point: Some accounting 

systems do make an entry to 

transfer the current amount 

due out of Long-Term Debt 

and into the Current Portion 

of Long-Term Debt as follows: 

Long-Term Debt .. 1,500 

Current Portion 

of L-T Debt 1,500 

Ceridian Connection reports 

8.5% of fraud is tied to payroll; 

$72,000 is the median loss per 

payroll fraud; and 24 months 

is the median time to uncover 

payroll fraud 

eS ne 9-2 

Payroll Liabilities 

Pp?  P3 
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Do More: QS 9-5, QS 9-6, 

E 9-5, E 9-6, £ 9-7, E 9-8, 

E9-9 

Chapter 9 Reporting and Analyzing Current Liabilities 

Solution—Part 2 

Payroll Taxes Expense 5,825.00 

FICA—Social Security Taxes Payable 3,100.00 © 

FICA—Medicare Taxes Payable 725.00 — 

State Unemployment Taxes Payable* 1,700.00 

Federal Unemployment Taxes Payable* 300.00 

Record employer payroll taxes. 

* $50,000 x 3.4% = $1,700 

* $50,000 x 0.6% = $300 

ESTIMATED LIABILITIES 

P4 
Account for estimated 
liabilities, including 

warranties and bonuses. 

Assets = Liabilities + Equity 

+8.000 —20),000 

+12.000 

An estimated liability is a known obligation that is of an uncertain amount but that can be reason- 
ably estimated. Common examples are employee benefits such as pensions, health care, and vaca- 

tion pay, and warranties offered by a seller. We discuss each of these in this section. Other examples 

of estimated liabilities include property taxes and certain contracts to provide future services. 

Health and Pension Benefits 

Many companies provide employee benefits beyond salaries and wages. An employer often 

pays all or part of medical, dental, life, and disability insurance. Many employers also contrib- 

ute to pension plans, which are agreements by employers to provide benefits (payments) to 

employees after retirement. Many companies also provide medical care and insurance benefits 

to their retirees. When payroll taxes and charges for employee benefits are totaled, payroll cost 

often exceeds employees’ gross earnings by 25% or more. 

To illustrate, assume that an employer agrees to (1) pay an amount for medical insurance 

equal to $8,000 and (2) contribute an additional 10% of the employees’ $120,000 gross salaries 
to a retirement program. The entry to record these accrued benefits is 

Dec. 31 Employee Benefits ‘Expense. 03. Gs s4 ese ok 20,000 

Employee Medical Insurance Payable ........... 8,000 

Employee Retirement Program Payable ......... 12,000 

Record costs of employee benefits. 

© Decision Insight 

Win-Win Baseball was the first pro sport to set up a pension, originally up 

to $100 per month depending on years played. Many former players now 

take home six-figure pensions. Cal Ripken Jr’s pension when he reaches 62 

is estimated at $160,000 per year (he played 21 seasons). The requirement is 

only 43 games for a full pension and just one game for full medical benefits 

for life. & 

Focus on Sport/Getty Images 

Vacation Benefits 

Many employers offer paid vacation benefits, also called paid absences or compensated ab- 

sences. To illustrate, assume that salaried employees earn 2 weeks’ vacation per year. This ben- 

efit increases employers’ payroll expenses because employees are paid for 52 weeks but work 

for only 50 weeks. Total annual salary is the same, but the cost per week worked is greater than 

the amount paid per week. For example, if an employee is paid $20,800 for 52 weeks but works 

only 50 weeks, the total weekly expense to the employer is $416 ($20,800/50 weeks) instead of 
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the $400 cash paid weekly to the employee ($20,800/52 weeks). The $16 difference between 

these two amounts is recorded weekly as follows: 

Vacation Benefits Expense 

Vacation Benefits Payable: 22.20.02. Ac). - 16 

Record vacation benefits accrued. 

Vacation Benefits Expense is an operating expense, and Vacation Benefits Payable is a current 

liability. When the employee takes, say, a one-week vacation, the employer reduces (debits) the 

Vacation Benefits Payable and credits Cash (with no other expense recorded) for the employer’s 

$416 total weekly expense. 

Vacation’ Benefits: Payableses 0502s -e oa faeries 416 

LORS tA ere eyed Oo pttrac on rampart ceercidas gin cities he 416 

Record vacation benefits taken. 

Bonus Plans 

Many companies offer bonuses to employees, and many of the bonuses depend on net income. 

To illustrate, assume that an employer offers a bonus to its employees equal to 5% of the com- 

pany’s annual net income (to be equally shared by all). The company’s expected annual 

pre-bonus net income is $210,000. The year-end adjusting entry to record this $10,000 bonus is 

Dec. 31 Employee Bonus Expense*.......-...+.:-4++-+=+- 10,000 

Bonus: Payable tess ceca lene dearer te iano 10,000 

Record expected bonus costs. 

* Bonus Expense (B) equals 5% of net income, where net income equals $210,000 minus the bonus; the bonus is computed as: 

B = 0.05 ($210,000 — B) 

B = $10,500 — 0.05B 

1.05B = $10,500 

B = $10,500/1.05 = $10,000 

When the bonus is paid, Bonus Payable is debited and Cash is credited for $10,000. 

Warranty Liabilities 

A warranty is a seller’s obligation to replace or correct a product (or service) that fails to per- 

form as expected within a specified period. Most new cars, for instance, are sold with a warranty 

covering parts for a specified period of time. Ford Motor Company reported nearly $11 billion 

in “dealer and dealers’ customer allowances and claims” in its annual report. To comply with 

the full disclosure and matching principles, the seller reports the expected warranty expense in 

the period when revenue from the sale of the product or service is reported. The seller reports 

this warranty obligation as a liability, although the existence, amount, payee, and date of future 

sacrifices are uncertain. This is because such warranty costs are probable and the amount can be 

estimated using, for instance, past experience with warranties. 

To illustrate, a dealer sells a used car for $16,000 on December 1, 2016, with a one-year or 

12,000-mile warranty covering parts. This dealer’s experience shows that warranty expense av- 

erages about 4% of a car’s selling price, or $640 in this case ($16,000 x 4%). The dealer records 

the estimated expense and liability related to this sale with this entry: 

2016 

Dec. | Warranty Expense .......---+0+ sess eee eee tees 640 

Estimated Warranty Liability.........----.--.- 640 

Record estimated warranty expense. 

This entry alternatively could be made as part of end-of-period adjustments. Either way, the 

estimated warranty expense is reported on the 2016 income statement and the warranty lia- 

bility on the 2016 balance sheet. To further extend this example, suppose the customer re- 

turns the car for warranty repairs on January 9, 2017. The dealer performs this work by 
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A \ssets = Liabilities + Equity 

+16 —16 

Assets = Liabilities + 

+10,000 

Equity 

—10,000 

Point: Fiat, maker of the 

Ferrari, recently reported 

about $5 billion in warranty 

claims 

Liabilities + Equity 

—640) 

Assets = 

L6AN 
+040 

Point: Recognition of war- 

ranty liabilities is necessary 

to comply with the expense 

recognition (matching) and full 

disclosure principles 
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Assets = Liabilities + Equity 

—200 —200 

Point: Both U.S. GAAP and 
IFRS account for restructuring 

costs in a manner similar to 

accounting for warranties. 
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replacing parts costing $200. The entry to record partial settlement of the estimated warranty 

liability is 

2017 | 
Jan. 9 Estimated Warranty Liability. .2.0..-cccce sees: 200 

AutorParts Inventory fetes sa cece 200 

Record costs of warranty repairs. 

This entry reduces the balance of the estimated warranty liability. Warranty expense was previ- 

ously recorded in 2016, the year the car was sold with the warranty. Finally, what happens if 

total warranty expenses are more or less than the estimated 4%, or $640? The answer is that 

management should monitor actual warranty expenses to see whether the 4% rate is accurate. If 

experience reveals a large difference from the estimate, the rate for current and future sales 

should be changed. Differences are expected, but they should be small. 

® Decision !nsight 

Turn a Profit When we purchase a new laptop at Best = Warranty contracts as a percentage of sales .... 4% 

Buy, a sales clerk commonly asks: “Do you want the Geek 

Squad Protection Plan?" Best Buy earns about a 60% profit 

margin on such warranty contracts, and those contracts are 

a large part of its profit—see table here (BusinessWeek). B 

Warranty contracts as a percentage 

Of operating proficme)-eene eeeee 45% 

Profit margin on warranty contracts.......... 60% 

Multi-Period Estimated Liabilities 

Estimated liabilities can be both current and long term. For example, pension liabilities to em- 

ployees are long term to workers who will not retire within the next period. For employees who 

are retired or will retire within the next period, a portion of pension liabilities is current. Other 

examples include employee health benefits and warranties. Specifically, many warranties are for 

30 or 60 days in length. Estimated costs under these warranties are properly reported in current 

liabilities. Many other automobile warranties are for three years or 36,000 miles. A portion of 

these warranties is reported as long term. 

CONTINGENT LIABILITIES 

C3 
Explain how to account for 
contingent liabilities. 

A contingent liability is a potential obligation that depends on a future event arising from a past 

transaction or event. An example is a pending lawsuit. Here, a past transaction or event leads to 

a lawsuit whose financial outcome depends on the result of the suit. Future payment of a contin- 
gent liability depends on whether an uncertain future event occurs. 

Accounting for Contingent Liabilities 

Accounting for contingent liabilities depends on the likelihood that a future event will occur and 

the ability to estimate the future amount owed if this event occurs. Three different possibilities 

are identified in the following chart: record liability, disclose in notes, or no disclosure. 

Future event is Amount owed is a 
Record 
liability. 

timable | —————+ — 

Probable ce 

Contin ent ee Possible _ 
liability 

Remote LILES EI TTT NY LISCIOSULE 0. 
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The conditions that determine each of these three possibilities follow: 

1. The future event is probable (likely) and the amount owed can be reasonably estimated. 

We then record this amount as a liability. Examples are the estimated liabilities described 

earlier such as warranties, vacation pay, and income taxes. 

2. The future event is reasonably possible (could occur). We disclose information about this 

type of contingent liability in notes to the financial statements. 

3. The future event is remote (unlikely). We do not record or disclose information on remote 

contingent liabilities. 

Reasonably Possible Contingent Liabilities 

This section identifies and discusses contingent liabilities that commonly fall in the second 
category—when the future event is reasonably possible. Disclosing information about contin- 

gencies in this category is motivated by the full disclosure principle, which requires information 

relevant to decision makers be reported and not ignored. 

Potential Legal Claims Many companies are sued or at risk of being sued. The accounting 

issue is whether the defendant should recognize a liability on its balance sheet or disclose a 

contingent liability in its notes while a lawsuit is outstanding and not yet settled. The answer is 

that a potential claim is recorded in the accounts only if payment for damages is probable and 

the amount can be reasonably estimated. If the potential claim cannot be reasonably estimated 

or is less than probable but reasonably possible, it is disclosed. Ford Motor Company, for ex- 

ample, includes the following note in its annual report: “Various legal actions, proceedings, and 

claims are pending . . . arising out of alleged defects in our products.” 

Debt Guarantees Sometimes a company guarantees the payment of debt owed by a sup- 

plier, customer, or another company. The guarantor usually discloses the guarantee in its finan- 

cial statement notes as a contingent liability. If it is probable that the debtor will default, the 

guarantor needs to record and report the guarantee in its financial statements as a liability. The 

Boston Celtics report a unique guarantee when it comes to coaches and players: “Certain of the 

contracts provide for guaranteed payments which must be paid even if the employee [player] is 

injured or terminated.” 

Other Contingencies Other examples of contingencies include environmental damages, 

possible tax assessments, insurance losses, and government investigations. Chevron, for in- 

stance, reports that it “is subject to loss contingencies pursuant to laws, regulations, private 

claims and legal proceedings related to environmental matters that are subject to legal settle- 

ments or that in the future may require the company to take action to correct or ameliorate 

the effects on the environment of prior release of chemicals or petroleum substances. . . . Such 

contingencies may exist for various sites. ... These future costs are not fully determinable.” 

Many of Chevron’s contingencies are revealed only in notes. 

@ Decision Insight ¢=mmm 

At What Price? What's it worth to see from one side of the Grand Canyon to 

the other? What's the cost when Gulf Coast beaches are closed due to an oil well 

disaster? A method to measure environmental liabilities is contingent valuation, 

by which people answer such questions. Regulators use their answers to levy 

fines and assess punitive damages. @ 

John Burcham/National 

Geographic/Getty Images 

Uncertainties That Are Not Contingencies 

All organizations face uncertainties from future events such as natural disasters and the develop- 

ment of new competing products or services. These uncertainties are not contingent liabilities be- 

cause they are future events not arising from past transactions. Accordingly, they are not disclosed. 
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Point: A contingency is an if. 

Namely, if a future event occurs, 

then financial consequences are 

likely for the entity. 

Point: A sale of a note 
receivable “with recourse” is a 

contingent liability. It becomes 

a liability if the original signer 

of the note fails to pay it at 

maturity. 

Point: Auditors and managers 

often have different views 

about whether a contingency 

is recorded, disclosed, or 

omitted 
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Part 1. A company’s salaried employees earn two weeks’ vacation per year. It pays $208,000 in total 

employee salaries for 52 weeks, but its employees work only 50 weeks. This means its total weekly ex- 

pense is $4,160 ($208,000/50 weeks) instead of the $4,000 cash paid weekly to the employees 

($208,000/52 weeks). Record the company’s regular weekly vacation benefits expense. 

Part 2. For the current year ended December 31, a company has implemented an employee bonus program 

equal to 5% of its net income, which employees share equally. Its net income (pre-bonus) is expected to be 

$840,000, and bonus expense is deducted in computing net income. (a) Compute the bonus payable to the 

employees at year-end using the method described in the chapter and round to the nearest dollar; then pre- 

pare the journal entry at December 31 of the current year to record the bonus due. (b) Prepare the journal 

entry at January 20 of the following year to record payment of that bonus to employees. 

Part 3. On June 11 of the current year, a retailer sells a trimmer for $400 with a one-year warranty that 

covers parts. Warranty expense is estimated at 5% of sales. On March 24 of the next year, the trimmer is 

brought in for repairs covered under the warranty requiring $15 in materials taken from the Repair Parts 

Inventory. Prepare the (a) June 11 entry to record the trimmer sale—ignore the cost of sales part of this 

sales entry—and (b) March 24 entry to record warranty repairs. 

Part 4. The following legal claims exist for a company. Identify the accounting treatment for each claim 

as either (i) a liability that is recorded or (ii) an item described in notes to its financial statements. If an 

item is to be recorded, prepare the entry (date any entry Dec. 31). 

a. The company (defendant) estimates that a pending lawsuit could result in damages of $500,000; it is 

reasonably possible that the plaintiff will win the case. 

b. The company faces a probable loss on a pending lawsuit; the amount is not reasonably estimable. 

c. The company estimates environmental damages in a pending case at $900,000 with a high probability 

of losing the case. 

Solution—Part 1 

Weekly Vacation Benefits: Expense™ 3), case cnt sucess acta 160 

Vacation Benefits Payable = o\.jcu- aie oes oie ctn 160 

Record vacation benefits accrued. *$4,160 — $4,000 

Solution—Part 2 

a. B = 0.05 ($840,000 — B) 

B = $42,000 — 0.05B 
1.05B = $42,000 
B = $40,000 

Employee Bonus Expense 40,000 

Bonus Payable 

Record expected bonus costs. 

Jan. 20 Bonus: Payables cn: icicir eae. tne paugene ce gueusnrs sks 40,000 

USES a ica ROUT Ses Ree ee UDINE, a yataR MRD OUTER cin ical nee 40,000 

Solution—Part 3 

Record trimmer sales. 

Warranty Expense 

Estimated Warranty Liability 

Record estimated warranty expense ($400 x 5%). 

Estimated Warranty Liability 

Repair Parts Inventory 

Record cost of warranty repairs. 
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Solution—Part 4 

a. (ii); reason—is reasonably estimated but not a probable loss. 

b. (ii); reason—probable loss but cannot be reasonably estimated. 

c. (i); reason—can be reasonably estimated and loss is probable. The journal entry follows: 

Environmental Contingent Expense 900,000 

Environmental Contingent Liability 900,000 

Record environmental contingent liability. 

~ GLOBAL VIEW 
This section discusses similarities and differences between U.S. GAAP and IFRS in accounting and re- 

porting for current liabilities. 

Characteristics of Liabilities The definitions and characteristics of current liabilities are 
broadly similar for both U.S. GAAP and IFRS. Although differences exist, the similarities vastly outweigh 

any differences. Remembering that “provision” is typically used under IFRS to refer to what is titled “li- 

ability” under U.S. GAAP, Nokia describes its recognition of liabilities as follows: 

Provisions are recognized when the Group has a present legal or constructive obligation as a result of past 

events, it is probable that an outflow of resources will be required to settle the obligation and a reliable 

estimate of the amount can be made. 

Known (Determinable) Liabilities When there is little uncertainty surrounding current liabili- 

ties, both U.S. GAAP and IFRS require companies to record them in a similar manner. This correspon- 

dence in accounting applies to accounts payable, sales taxes payable, unearned revenues, short-term notes, 

and payroll liabilities. Of course, tax regulatory systems of countries are different, which implies use of 

different rates and levels. Still, the basic approach is the same. 

Estimated Liabilities When there is a known current obligation that involves an uncertain amount, 

but one that can be reasonably estimated, both U.S. GAAP and IFRS require similar treatment. This treat- 

ment extends to many obligations such as those arising from vacations, warranties, restructurings, pensions, 

and health care. Both accounting systems require that companies record estimated expenses related to these 

obligations when they can reasonably estimate the amounts. Nokia reports wages, sala- 

ries, and bonuses of €3,215 million. It also reports pension expenses of €207 million. 

Sustainability and Accounting Noodles & Company, the focus of this 

chapter’s opener, implements a strategy that is geared toward both sustainability and 

management of costs. Noodles & Company aims to use a relatively small space to 

prepare food and serve customers. Its annual report states that its “restaurants are 

typically 2,600 to 2,700 square feet.” Further, it often utilizes space outside of its res- 

taurants for customers to sit and enjoy their meals. Smaller restaurants require much 

less energy to heat, cool, and provide light. Noodles & Company also strategically 

locates many of its restaurants in urban areas. This encourages customers to walk to 

its restaurants rather than drive, resulting in less carbon emissions and a more sustain- 
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Do More: QS 9-7, QS 9-8, 

QS 9-9, OS 9-10, E 9-10, 

E 9-11, E 9-12, E 9-13 

able planet. 
Aaron Ontiveroz/The Denver Post via Getty Images 

Times Interest Eamed Ratio (()@§(_) Decision Analysis 

A company incurs interest expense on many of its current and long-term liabilities. Examples extend from 

its short-term notes and the current portion of long-term liabilities to its long-term notes and bonds. 

Interest expense is often viewed as a fixed expense because the amount of these liabilities is likely to 

remain in one form or another for a substantial period of time. This means that the amount of interest 

is unlikely to vary due to changes in sales or other operating activities. While fixed expenses can be 

Al 
Compute the times 
interest earned ratio and 

use it to analyze liabilities. 
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advantageous when a company is growing, they create risk. This risk stems from the possibility that a 

company might be unable to pay fixed expenses if sales decline. To illustrate, consider Diego Co.’s results 

for 2016 and two possible outcomes for year 2017 in Exhibit 9.5. 

EXHIBIT 9.5 2017 Projections 

Actual and Projected 
Results $ millions Sales Increase Sales Decrease 

Sales) nc ho hice weenie seats & $600 $900 $300 

Expenses (75% of sales)......... _450 _675 e225 

Income before interest.......... 150 225 75 

Interest expense (fixed) ......... _ 60 _ 60 60) 

Netincome: a pasa cers ae cence ae $ 90 $165 $15 

Expenses excluding interest are at, and expected to remain at, 75% of sales. Expenses such as these that 
change with sales volume are called variable expenses. However, interest expense is at, and expected to 

remain at, $60 million per year due to its fixed nature. 

The middle numerical column of Exhibit 9.5 shows that Diego’s income increases by 83% to 

$165 million if sales increase by 50% to $900 million. In contrast, the far right column shows that in- 
come decreases by 83% if sales decline by 50%. These results reveal that the amount of fixed interest 

expense affects a company’s risk of its ability to pay interest, which is numerically reflected in the 

times interest earned ratio in Exhibit 9.6. 

ey 3.6 Income before interest expense and income taxes 
Times Interest Earned Times interest earned = 

Interest expense 

es Timsineret — For 2016, Diego’s times interest earned is computed as $150 mil./$60 mil., or 2.5 times. This ratio 

$200 j feo suggests that Diego faces low to moderate risk because its sales must decline sharply before it 

a L e would be unable to cover its interest expenses. (Diego is an LLC and does not pay income taxes.) 

coo yo° Experience shows that when times interest earned falls below 1.5 to 2.0 and remains at that 

$400 | & level or lower for several periods, the default rate on liabilities increases sharply. This reflects in- 

onl 120 creased risk for companies and their creditors. We also must interpret the times interest earned ra- 
ed i tio in light of information about the variability of a company’s income before interest. If income is 

Sales rease Sales Flat Sales Increase stable from year to year or if it is growing, the company can afford to take on added risk by bor- 

rowing. If its income greatly varies from year to year, fixed interest expense can increase the risk 

that it will not earn enough income to pay interest. 

Net Income LU Sales — Times Interest Earned 

@ Decision Maker « 

Entrepreneur You wish to invest in a franchise for either one of two national chains. Each franchise has an 

expected annual net income after interest and taxes of $100,000. Net income for the first franchise includes a 

regular fixed interest charge of $200,000. The fixed interest charge for the second franchise is $40,000. Which 

franchise is riskier to you if sales forecasts are not met? Does your decision change if the first franchise has more 

variability in its income stream? [Answers follow the chapter's Summary.] 

The following transactions and events took place at Kern Company during its recent calendar-year report- 
NEED-TO-KNOW 9-4 ing period (Kern does not use reversing entries). 

COMPREHENSIVE a. In September 2016, Kern sold $140,000 of merchandise covered by a 180-day warranty. Prior experience 

shows that costs of the warranty equal 5% of sales. Compute September’s warranty expense and prepare the 

adjusting journal entry for the warranty liability as recorded at September 30. Also prepare the journal entry 

on October 8 to record a $300 cash expenditure to provide warranty service on an item sold in September. 

b. On October 12, 2016, Kern arranged with a supplier to replace Kern’s overdue $10,000 account pay- 

able by paying $2,500 cash and signing a note for the remainder. The note matures in 90 days and has 
a 12% interest rate. Prepare the entries recorded on October 12, December 31, and January 10, 2017, 

related to this transaction. 

c. In late December, Kern learns it is facing a product liability suit filed by an unhappy customer. Kern’s 

lawyer advises that although it will probably suffer a loss from the lawsuit, it is not possible to estimate 

the amount of damages at this time. 
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. Sally Bline works for Kern. For the pay period ended November 30, her gross earnings are $3,000. 

Bline has $800 deducted for federal income taxes and $200 for state income taxes from each paycheck. 

Additionally, a $35 premium for her health care insurance and a $10 donation to the United Way are 

deducted. Bline pays FICA Social Security taxes at a rate of 6.2% and FICA Medicare taxes at a rate 

of 1.45%. She has not earned enough this year to be exempt from any FICA taxes. Journalize the ac- 

crual of salaries expense of Bline’s wages by Kern. 

e. On November 1, Kern borrows $5,000 cash from a bank in return for a 60-day, 12%, $5,000 note. 

Record the note’s issuance on November | and its repayment with interest on December 31. 

£8 (Part f covers Appendix 9B.) Kern has estimated and recorded its quarterly income tax payments. In 

reviewing its year-end tax adjustments, it identifies an additional $5,000 of income tax expense that 

should be recorded. A portion of this additional expense, $1,000, is deferred to future years. Record 

this year-end income taxes expense adjusting entry. 

. For this calendar year, Kern’s net income is $1,000,000, its interest expense is $275,000, and its in- 

come taxes expense is $225,000. Compute Kern’s times interest earned ratio. 

PLANNING THE SOLUTION 

@ For a, compute the warranty expense for September and record it with an estimated liability. Record 

the October expenditure as a decrease in the liability. 

@ For bd, eliminate the liability for the account payable and create the liability for the note payable. 

Compute interest expense for the 80 days that the note is outstanding in 2016 and record it as an addi- 

tional liability. Record the payment of the note, being sure to include the interest for the 10 days in 2017. 

® For c, decide whether the company’s contingent liability needs to be disclosed or accrued (recorded) 

according to the two necessary criteria: probable loss and reasonably estimable. 

@ Ford, set up payable accounts for all items in Bline’s paycheck that require deductions. After deduct- 

ing all necessary items, credit the remaining amount to Salaries Payable. 

® Fore, record the issuance of the note. Compute 60 days’ interest due using the 360-day convention in 

the interest formula. 

@ For f, determine how much of the income taxes expense is payable in the current year and how much 

needs to be deferred. 

® For g, apply and compute times interest earned. 

SOLUTION 

a. Warranty expense = 5% x $140,000 = $7,000 

Sept. 30 Warranty, EXDenSeis te iets sicrety ofa eilecs scree sort 7,000 

Estimated Warranty Liability.................. 7,000 

Record warranty expense for month. 

©ct.-8 Estimated Warranty Liability..............-.-.--.. 300 

(GAS Wyo tae Sch acer irc io Cuca mon aera Ties Fe ORCA 300 

Record cost of warranty service. 

b. Interest expense for 2016 = 12% x $7,500 x 80/360 = $200 

Interest expense for 2017 = 12% x $7,500 x 10/360 = $25 

Oct. 12 NEON NSN ANNES SonaoconbatssusonhooveeuouLoe 10,000 

Notes Payables aj: «jc em stoarncisicaier opis ieee 7,500 

Gashictee tenance toeipt eee aeons pecan eak hens 2,500 

Paid $2,500 cash and gave a 90-day, 12% note 

to extend due date on the account. 

Dec. 31 Interest Expense... 0... 66.2 eee eee ete eee es 200 

InterestPayapie ws simgirl ntiet eo acean 200 

Accrue interest on note payable. 

Jan. 10 Interest Expense. ........06- 02s eects eee tenes 25 

Interest Payable .........-..--2-. essences eee 200 

Notes Payable 2. em te be eee ert eno 7,500 

Cars RE 8 5 cs Bole dB cn tn ae occ 7,725 

Paid note with interest, including accrued interest payable. 

415 
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c. Disclose the pending lawsuit in the financial statement notes. Although the loss is probable, no liability 

can be accrued since the loss cannot be reasonably estimated. 

a: Novy. 30 Salaries Expense\s. 5c. een ayer nese 3,000.00 

FICA—Social Security Taxes Payable (6.2%) ..... 186.00 

FICA—Medicare Taxes Payable (1.45%) ........ 43.50 

Employee Federal Income Taxes Payable ........ 800.00 

Employee State Income Taxes Payable .......... 200.00 

Employee Medical Insurance Payable ........... 35.00 

Employee United Way Payable ............... 10.00 

Salaries Payables: aewige in meee aeration 1,725.50 

Record Bline’s accrued payroll. 

Notes Payable 

Borrowed cash with a 60-day, | 2% note. 

Paid note with interest ($5,000 x 12% x 60/360). 

Income Taxes Expense 

Income Taxes Payable 

Deferred Income Tax Liability 

Record added income taxes expense and the 

deferred tax liability. 

mimes interest eamed a 2120002000 + $275,000 + $225,000 _ 
FI Imes interes = =). mes 

7 $275,000 MSe A INISS 

APPENDIX 

Payroll Reports, Records, and Procedures 

Pb 
Identify and describe the 

details of payroll reports, 
records, and procedures. 

Understanding payroll procedures and keeping adequate payroll reports and records are essential to a 

company’s success. This appendix focuses on payroll accounting and its reports, records, and procedures. 

Payroll Reports Most employees and employers are required to pay local, state, and federal payroll 

taxes. Payroll expenses involve liabilities to individual employees, to federal and state governments, and 

to other organizations such as insurance companies. Beyond paying these liabilities, employers are re- 

quired to prepare and submit reports explaining how they computed these payments. 

Reporting FICA Taxes and Income Taxes The Federal Insurance Contributions Act (FICA) requires each 

employer to file an Internal Revenue Service (IRS) Form 941, the Employer’s Quarterly Federal Tax Return, 

within one month after the end of each calendar quarter. A sample Form 941 is shown in Exhibit 9A.1 for 

Phoenix Sales & Service, a landscape design company. Accounting information and software are helpful in 

tracking payroll transactions and reporting the accumulated information on Form 941. Specifically, the em- 

ployer reports total wages subject to income tax withholding on line 2 of Form 941. (For simplicity, this ap- 

pendix uses wages to refer to both wages and salaries.) The income tax withheld is reported on line 3. The 

combined amount of employee and employer FICA (Social Security) taxes for Phoenix Sales & Service is 



rorm 941 Employer’s QUARTERLY Federal Tax Return EXHIBIT 9A.1 
Department of the Treasury — Internal Revenue Service F 9 4 1 

orm 

hall eg identification number [6] a [7] 

Name (not your trade name) [ Phoenix Sales ¥ Service on 

a + Trade name (if any) CL] 2: April, May, June 

pes 1214 Mill Road LJ 3: July, August, September 
Number Street Suite or room number ! 

4: Octo! 

[ihicntt s § WE Hie ee on 51 8562/ ber, November, December 
Sa) 

State ZIP code Ee —— ; ee 

1 Number of employees who received wages, tips, or other compensation for the pay period 

including: Mar. 12 (Quarter 1), June 12 (Quarter 2), Sept. 12 (Quarter 3), Dec. 12 (Quarter 4) A 

2 Wages, tips, and other compensation . : : 5 A i. rs s 2 

3 Total income tax withheld from wages, tips, and other compensation. A “ J 3 

4 If no wages, tips, and other compensation are subject to social security or Medicare tax, . O Check and go to line 6. 

5 Taxable social security and Medicare wages and tips: 

Column 1 Column 2 

5a Taxable social security wages .  . 36,597400 |x 124= 4 538 28 Point: Line 5a shows the 

5b Taxable social security tips . : . iy Layahesy aa xX .124= ia ad sexe matching nature of FICA tax as 

6.2% x 2, or 12.4%; which is 
5c Taxable Medicare wages &tips . i 36,597.00 |x .029= /,06/ 437 c 

shown as 0.124. 

5d Total social security and Medicare taxes (Column 2, lines 5a + 5b + 5c=line 5d) , . 5d 5,599%— 65 

6 Total taxes before adjustments (lines 3 + 5d = line 6) . A 2 : é : ; 6 8.6560 /2 

7 TAX ADJUSTMENTS (Read the instructions for line 7 before completing lines 7a through 7h.): 

7a Current quarter’s fractions of cents , dj S . . fan bamiiacl 
7b Current quarter's sick pay. 2 6 ses et lie aed a tbael 

7c Current quarter’s adjustments for tips and group-term life insurance Bae 

7d Current year’s income tax withholding (attach Form 941c) . ry are. 

7e Prior quarters’ social security and Medicare taxes (attach Form 941c) te Fan Sie 

7f Special additions to federal income tax (attach Form 941c) . ; [eomeeyes | 

7g Special additions to social security and Medicare (attach Form 941c) Ea 

7h TOTAL ADJUSTMENTS (Combine all amounts: lines 7a through 7g.) . il BAe aes = fh 

8 Total taxes after adjustments (Combine lines 6 and 7h.) SCE red ee, erate les terecO 8.6565 /2 

9 Advance earned income credit (EIC) payments made to employees . 5 e = pelt) 

10 Total taxes after adjustment for advance EIC (lines 8-line9=line 10). . . . «10 8,656.0 /2 

41 Total deposits for this quarter, including overpayment applied from a prior quarter . . 11 8,656. /2 

412 Balance due (If line 10 is more than line 11, write the difference here). . . . «12 
Make checks payable to United States Treasury. 

13 Overpayment (If line 11 is more than line 10, write the difference here.) Check ene Apply to next return. 

Send a refund. 

Part 2: Tell us about your deposit schedule and tax liability for this quarter. 

If you are unsure about whether you are a monthly schedule depositor or a semiweekly schedule depositor, see Pub. 15 

(Circular E), section 11. 

Write the state abbreviation for the state where you made your deposits OR write “MU” if you made your 

14 deposits in multiple states. 

15 Check one: ‘a Line 10 is less than $2,500. Go to Part 3. 

[x] You were a monthly schedule depositor for the entire quarter. Fill out your tax 

liability for each month. Then go to Part 3. 

Tax liability: Month 1 i 3.079611 _| 

Month 2 2,049.77 

Month 3 = 3,527.24 ] 

Total liability for quarter 6.6560/2 Total must equal line 10. 

(| You were a semiweekly schedule depositor for any part of this quarter. Fill out Schedule B (Form 941): 

Report of Tax Liability for Semiweekly Schedule Depositors, and attach it to this form. 

Part 3: Tell us about your business. If a question does NOT apply to your business, leave it blank. Point: Auditors rely on the 

» ee ee A check here, and four 941 forms filed during a 
16 If your business has closed or you stopped paying wages , Fy 

year when auditing a company’s 
enter the final date you paid wages / / annual wages and salaries ex- 

17 If you are a seasonal employer and you do not have to file a return for every quarter of the year, a] Check here. 

Part 4; May we speak with your third-party designee? 

Do you want to allow an employee, a paid tax preparer, or another person to discuss this return with the IRS? See the 

instructions for details. 
i 

B Yes. Designee’s name 

Phone [: ) = Personal Identification Number (PIN) i | iol L] al a 

4) No. 

Part 5: Sign here. You MUST fill out both sides of this form and SIGN it. e: 

Under penalties of perjury, | declare that | have examined this return, including accompanying schedules and statements, and to 

the best of my knowledge and belief, it is true, correct, and complete. 

x Sign your name here [ 
= 

Print name and title 
iat 

Date / / Phone ( ) - ral 

pense account 

417 
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Point: Deposits for federal 

payroll taxes must be made by 

electronic funds transfer (EFT). 

EXHIBIT 9A.2 

Form W-2 
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reported on line 5a (taxable Social Security wages, $36,599 x 12.4% = $4,538.28). The 12.4% is the sum of 

the Social Security tax withheld, computed as 6.2% tax withheld from the employee wages for the quarter, 

plus the 6.2% tax levied on the employer. The combined amount of employee Medicare wages is reported on 

line 5c. The 2.9% is the sum of 1.45% withheld from employee wages for the quarter plus 1.45% tax levied 

on the employer. Total FICA taxes are reported on line 5d and are added to the total income taxes withheld of 

$3,056.47 to yield a total of $8,656.12. For this year, assume that income up to $118,500 is subject to Social 

Security tax. There is no income limit on amounts subject to Medicare tax. Congress sets rates owed for Social 

Security tax (and it typically changes each year). 

Federal depository banks are authorized to accept deposits of amounts payable to the federal 

government. Deposit requirements depend on the amount of tax owed. For example, when the sum of 

FICA taxes plus the employee income taxes is less than $2,500 for a quarter, the taxes can be paid 

when Form 941 is filed. Companies with large payrolls are often required to pay monthly or even 

semiweekly. 

Reporting FUTA Taxes and SUTA Taxes An employer’s federal unemployment taxes (FUTA) are reported 

on an annual basis by filing an Annual Federal Unemployment Tax Return, IRS Form 940. It must be 

mailed on or before January 31 following the end of each tax year. Ten more days are allowed if all re- 

quired tax deposits are filed on a timely basis and the full amount of tax is paid on or before January 31. 

FUTA payments are made quarterly to a federal depository bank if the total amount due exceeds $500. If 

$500 or less is due, the taxes are remitted annually. Requirements for paying and reporting state unem- 

ployment taxes (SUTA) vary depending on the laws of each state. Most states require quarterly payments 

and reports. 

Reporting Wages and Salaries Employers are required to give each employee an annual report of his or 

her wages subject to FICA and federal income taxes along with the amounts of these taxes withheld. 

This report is called a Wage and Tax Statement, or Form W-2. It must be given to employees before 

January 31 following the year covered by the report. Exhibit 9A.2 shows Form W-2 for one of the em- 

ployees at Phoenix Sales & Service. Copies of the W-2 Form must be sent to the Social Security 

Administration, where the amount of the employee’s wages subject to FICA taxes and FICA taxes with- 

held are posted to each employee’s Social Security account. These posted amounts become the basis for 

determining an employee’s retirement and survivors’ benefits. The Social Security Administration also 

transmits to the IRS the amount of each employee’s wages subject to federal income taxes and the 

amount of taxes withheld. 

W. 2 Wage and Tax : 
Form = Statement Department of Treasury—internal Revenue Service 

Copy 1—For State. City, or Local Tax Department 

a Control number 

c emplnre name, address and ZIP code 

Phoenix Sales é Service | 

(214 Mill Road 
Phoenix, AZ 8562! | 

d Employee's social security number 

333-22-9999_| basa 

e Employee's first name and initial Last name i 12a Code 

__Robert J __| eS 

f Employee's address and ZIP code Te eae AGC Se a 12b Code 

18 Roosevelt Blvd. Apt EG | { Fei} ‘a ary 

Tempe. AZ 66322 uy 14 Other 12¢ Code 

12d Code 

15 State Employer's state ID number | 16 State wages, tips, etc. | 17 State income tax | 18 Local wages, tips, etc. 

13-9023! | 4910.00 _} __ 26.66 | ‘= * cereal 

Payroll Records Employers must keep payroll records in addition to reporting and paying taxes. 
These records usually include a payroll register and an individual earnings report for each employee. 
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1 Phoenix Sales & Service 
2 Payroll Register 

3 For Week Ended Jan. 8, 2016 

4 
. panes ID Gross Pay FIT SIT FICA-SS_EE FICA-Med_EE 
6 SS No. P [blank] [blank] [blank] [blank] 

ay | Pay | Gross | FUuTA | SUTA |FICA-SS_ER|FICA-M Net 7 Refer.,Date | Type Hours _ Pay - ee ee as, 

8 AR101 Regular 40.00} 400.00; —28.99| —2.32 —24.80 —5.80 338.09 

9 Robert Austin Overtime 0.00 0.00 

10 333-22-9999 400.00 = 2-40) —10:80 —24.80 —5.80 

11 9001, 1/8/16 

Jz, CJ102 Regular 40.00 560.00 -—52.97 —4.24 —36.02 —8.42 

13 Judy Cross Overtime 1.00 21.00 
14 299-11-9201 581.00 =3.49)) — 10:69 —36.02 —8.42 

15 9002, 1/8/16 

16 DJ103 Regular 40.00 560.00 —48.33 —3.87 SOleoe One 

17 John Diaz Overtime 2.00 42.00 
18 444-411-9090 602.00 Oo OllM mel Oreo ae OlEOL {sine 

19 9003, 1/8/16 

20 KK104 Regular 40.00 560.00 —68.57 —5.49 =—O4. (2 =8.112 

21 Kay Keife Overtime 0.00 0.00 
22 909-11-3344 560.00 Bieler, | = 11), 112 Sey Ome 

23 9004, 1/8/16 

24 ML105 Reguiar 40.00 560.00 —34.24 —2.74 —34.72 =e 

25 Lee Miller Overtime 0.00 0.00 
26 444-56-3211 560.00 SOTO ON melon —O4ue =ehileZ 

27 9005, 1/8/16 

28 SD106 Regular 40.00 560.00 -—-68.57 —5.49 —84./2 SB 

29 Dale Sears Overtime 0.00 0.00 
30 909-33-1234 560.00 =8. 93) =WalZ — 34.72 = 12 

31 9006, 1/8/16 

P) Toials Regular 240.00 3,200.00 —301.67 —24.15 —202.30 =47.31 | 2,687.57 
33 Overtime 3.00 63.00 

34 3)260:00)) 19:58) 66:10 —202.30 —47.31 

Payroll Register A payroll register usually shows the pay period dates, hours worked, gross pay, deduc- 

tions, and net pay of each employee for each pay period. Exhibit 9A.3 shows a payroll register for Phoenix 

Sales & Service. It is organized into nine columns: 

Col. 1 Employee identification (ID); Employee name; Social Security number (SS No.); Reference 

(check number); and Date (date check issued) 

Col. 2 Pay Type (regular and overtime) 

Col. 3 Pay Hours (number of hours worked as regular and overtime) 

Col. 4 Gross Pay (amount of gross pay)? 

Col.5 FIT (federal income taxes withheld); FUTA (federal unemployment taxes) 

Col. 6 SIT (state income taxes withheld); SUTA (state unemployment taxes) 

Col. 7 FICA-SS_EE (Social Security taxes withheld, employee); FICA-SS_ER (Social Security taxes, 

employer) 

Col. 8 FICA-Med_EE (Medicare tax withheld, employee); FICA-Med_ER (Medicare tax, employer) 

Col.9 Net Pay (Gross pay less amounts withheld from employees) 

Net pay for each employee is computed as gross pay minus the items on the first line of columns 5—8. The 

employer’s payroll tax for each employee is computed as the sum of items on the third line of columns 

5-8. A payroll register includes all data necessary to record payroll. In some software programs the entries 

to record payroll are made in a special payroll journal. 

2 The Gross Pay column shows regular hours worked on the first line multiplied by the regular pay rate—this equals 

regular pay. Overtime hours multiplied by the overtime premium rate equals overtime premium pay reported on the 

second line. If employers are engaged in interstate commerce, federal law sets a minimum overtime rate of pay to 

employees. For this company, workers earn 150% of their regular rate for hours in excess of 40 per week. 

EXHIBIT 9A.3 

Payroll Register 

419 
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Payroll Check Payment of payroll is usually done by check or electronic funds transfer. Exhibit 9A.4 

shows a payroll check for a Phoenix employee. This check is accompanied with a detachable statement of 

earnings (at top) showing gross pay, deductions, and net pay. 

EXHIBIT 9A.4 EMPLOYEE NO. EMPLOYEE NAME SOCIAL SECURITY NO. PAY PERIOD END CHECK DATE 

Check and Statement of APO mae | {Robert Austin | [333-22-9999 fo 1) S116 an ay WS6 ae 

Earnings HOURS TOTAL TEM THIS CHECK YEAR TO DATE 

[ Rqdar py «1000 em 40.00 © | 400.00 | [ Can pe ~~ 400.00 | 400.00 
Greve 15.00 Fed: Income tax | -28.99 -28.99 

FIGASoct Sen | 24.80 24.80 
FICA-Medicare | -5.80 5.80 

| GH ee: 2.32 2.32 

GROSS YEAR TO DATE 

| 40.00 fii 00:00 aes [400.000 | 
(Detach and retain for your records) 

PHOENIX SALES & SERVICE Phoenix Bank and Trust No. 9001 

1214 Mill Road Phoenix, AZ 85621 
Phoenix, AZ 85621 3312-87044 DATE ..Jenuary... 20 ./6.. 
602-555-8900 Check No. ....799/.. 

Amount ....../Aree Hundred Thirty-Eight and 9/00 Dollars cece $ MRE OS 

Robert Austin 

18 Roosevelt Blud., Apt C 
BS ea ee 
order of 

AUTHO! iho SIGNATURE 

Employee Earnings Report An employee earnings report is a cumulative record of an employee’s hours 

worked, gross earnings, deductions, and net pay. Payroll information on this report is taken from the 

payroll register. The employee earnings report for R. Austin at Phoenix Sales & Service is shown in 

Exhibit 9A.5. An employee earnings report accumulates information that can show when an employee’s 

earnings reach the tax-exempt points for FICA, FUTA, and SUTA taxes. It also gives data an employer 

needs to prepare Form W-2. 

Payroll Procedures Employers must be able to compute federal income tax for payroll purposes. 

This section explains how we compute this tax and how to use a payroll bank account. 

Computing Federal Income Taxes To compute the amount of taxes withheld from each employee’s wages, 

we need to determine both the employee’s wages earned and the employee’s number of withholding 

allowances. Each employee records the number of withholding allowances claimed on a withholding 

allowance certificate, Form W-4, filed with the employer. When the number of withholding allowances 

increases, the amount of income taxes withheld decreases. 

Employers often use a wage bracket withholding table similar to the one shown in Exhibit 9A.6 to 

compute the federal income taxes withheld from each employee’s gross pay. The table in Exhibit 9A.6 

is for a single employee paid weekly. Tables are also provided for married employees and for biweekly, 

semimonthly, and monthly pay periods (most payroll software includes these tables). When using a wage 

bracket withholding table to compute federal income tax withheld from an employee’s gross wages, we 

need to locate an employee’s wage bracket within the first two columns. We then find the amount withheld 

by looking in the Withholding Allowance column for that employee. 

Payroll Bank Account Companies with few employees often pay them with checks drawn on the com- 

pany’s regular bank account. Companies with many employees often use a special payroll bank ac- 

count to pay employees. When this account is used, a company either (1) draws one check for total 

payroll on the regular bank account and deposits it in the payroll bank account or (2) executes an elec- 

tronic funds transfer to the payroll bank account. Individual payroll checks are then drawn on this pay- 

roll bank account. Since only one check for the total payroll is drawn on the regular bank account each 

payday, use of a special payroll bank account helps with internal control. It also helps in reconciling the 

regular bank account. When companies use a payroll bank account, they usually include check numbers 

in the payroll register. The payroll register in Exhibit 9A.3 shows check numbers in column 1. For 
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EXHIBIT 9A.5 
1 

Phoenix Sales & Service Employee Earnings Report 

2 na} e)Con'(=1-m =t-Taalale om at-) oe as 

2 me) ame) al ante tale (-Yo Ml BY-Yomuch Bars 0 bs [3] 

4 Employee ID FIT SIT FICA-SS_EE FICA-Med EE 
5 Employee Date Gross [blank] [blank] [blank] [blank] et 

6 SS No. Reference Pay  FUTA  SUTA FICA-SS_ER FICA-Med ER pay 

7 Beginning 11/26/16 2,910.00 —188.42 —15.08 —180.42 —42.20 2,483.88 
g Balance for (balance) 

Robert Austin 
9 =17.46; —78.57 —180.42 — 42.20 

10 AR101 12/03/16 400.00 —28.99 SB —24.80 —5.80 338.09 | 

41 Robert Austin 9049 
333-22-9999 

12 —2.40; =—10.80 —24.80 —5.80 

13 ARIO1 12/10/16 400.00 -28.99 ~-2.32  ~—24.80 —5.80 338.09 
44 Robert Austin 9055 

333-22-9999 
15 ee Ol en OLOO —24.80 —5.80 ny 

16 AR101 12/17/16 400.00 —28.99 = 2S —24.80 —5.80 338.09 
47 Robert Austin 9061 

333-22-9 18 ad -2.40 -10.80  —24.80 —5.80 
19 AR101 12/24/16 400.00 —28.99 — YE —24.80 =9:80 338.09 

29 Robert Austin 9067 

eae =2 Aoi == 10:60) mn e4e0 5.80 
22 AR101 12/31/16 400.00 —28.99 = Zee —24.80 —5.80 338.09 
23 Robert Austin 9073 

333-22-9999 
24 =2.40} —10:80 —24.80 =0:00 

25 Total 5-wk month 2,000.00 —144.95 —11.60 —124.00 —29.00 1,690.45 

26 thru 12/31/16 

27 ail OOM 04.00 —124.00 —29.00 

28 Year-to-date 12/31/16 | 4,910:00'| —333:37 | —26.68 —304.42 20 4,174.33 

29 Total for Robert (balance) P. 
Austin 

joint: Year-end balances 
30 —29.46 —132.57 —304.42 -71.20 smetwich WE 

instance, Check No. 9001 is issued to Robert Austin. With this information, the payroll register serves as 

a supplementary record of wages earned by and paid to employees. 

Who Pays What Payroll Taxes and Benefits We conclude this appendix with the following 

table identifying who pays which payroll taxes and which common employee benefits such as medical, 

disability, pension, charitable, and union costs. Who pays which employee benefits, and what portion, 1s 

subject to agreements between companies and their workers. Also, self-employed workers must pay both 

the employer and employee FICA taxes for Social Security and Medicare. 

EXHIBIT 9A.6 

Wage Bracket Withholding 

Table 
And the number of withholding allowances claimed is— 

The amount of income tax to be withheld is— 

ODNOG RWH-O 

ONOAR WH-OCO CO000O 
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Point: IRS Statistics of Income Employer Payroll Taxes and Costs Employee Payroll Deductions 

Bulletin (Winter 2012) reports 
the following average (effective) ¢ FICA—Social Security taxes ¢ FlCA—Social Security taxes 

income tax rate for different ¢ FICA—Medicare taxes ° FiCA—Medicare taxes 

pap eotics Of Ure-incolnie * FUTA (federal unemployment taxes) * Federal income taxes 
earners: 

Top 1% 94% * SUTA (state unemployment taxes) ¢ State and local income taxes 
OP W/o. . 2 sees wees fo f 

Top eu eee. 30% ¢ Share of medical coverage, if any ¢ Share of medical coverage, if any 

ey») [OVise Seen a. | WEA ¢ Share of pension coverage, if any ¢ Share of pension coverage, if any 

Bottom 50%........ 1.85% ¢ Share of other benefits, if any ¢ Share of other benefits, if any 

Corporate Income Taxes 
This appendix explains current liabilities involving income taxes for corporations. 

= IncomeTax Liabilities Corporations are subject to income taxes and must estimate their income tax liabil- 

"ity when preparing financial statements. Since income tax expense is created by earning income, a liabil- 

ity is incurred when income is earned. This tax must be paid quarterly under federal regulations. To 

illustrate, consider a corporation that prepares monthly financial statements. Based on its income in 

January 2016, this corporation estimates that it owes income taxes of $12,100. The following adjusting 

entry records this estimate: 

Assets = Liabilities + Equity Jan. 31 Income Taxes Expense. .s.0.. 2. ce co ec cus eset a 12,100 
+12,100 —12,100 

a Income Taxes Payable. 5.2 it aad 12,100 

Accrue January income taxes. 

The tax liability is recorded each month until the first quarterly payment is made. If the company’s esti- 

mated taxes for this first quarter total $30,000, the entry to record its payment is 

Assets = Liabilities + Equity Apr. 10 Income: Taxes Payable... ue. ne Seiineras os mete hee 30,000 
—30,000 —30,000 Cash 30.000 ses West iavets oie, die eee om ie icin Miler ; 

Paid estimated quarterly income taxes based on 

first-quarter income. 

This process of accruing and then paying estimated income taxes continues through the year. When annual 

financial statements are prepared at year-end, the corporation knows its actual total income and the actual 

amount of income taxes it must pay. This information allows it to properly record income taxes expense 

for the fourth quarter so that the total of the four quarters’ expense amounts equals the actual taxes paid to 

the government. 

Deferred Income Tax Liabilities An income tax liability for corporations can arise when the amount of 

income before taxes that the corporation reports on its income statement is not the same as the amount of 

income reported on its income tax return. This difference occurs because income tax laws and GAAP 

measure income differently. (Differences between tax laws and GAAP arise because Congress uses tax 

laws to generate receipts, stimulate the economy, and influence behavior, whereas GAAP is intended to 

provide financial information useful for business decisions. Also, tax accounting often follows the cash 
basis, whereas GAAP follows the accrual basis.) 

Some differences between tax laws and GAAP are temporary. Temporary differences arise when the 

tax return and the income statement report a revenue or expense in different years. As an example, com- 

panies are often able to deduct higher amounts of depreciation in the early years of an asset’s life and 

smaller amounts in later years for tax reporting in comparison to GAAP. This means that in the early 

years, depreciation for tax reporting is often more than depreciation on the income statement. In later 
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years, depreciation for tax reporting is often less than depreciation on the income statement. When tempo- 
rary differences exist between taxable income on the tax return and the income before taxes on the income 
statement, Corporations compute income taxes expense based on the income reported on the income state- 
ment. The result is that income taxes expense reported in the income statement is often different from the 
amount of income taxes payable to the government. This difference is the deferred income tax liability. 

To illustrate, assume that in recording its usual quarterly income tax payments, a corporation computes 
$25,000 of income taxes expense. It also determines that only $21,000 is currently due and $4,000 is 
deferred to future years (a timing difference). The entry to record this end-of-period adjustment is 

Dec: 31 Income Taxes Expense 

Income Waxes Payables... 2 succes 

Deferred Income Tax Liability.............. 

Record tax expense and deferred tax liability. 

ae 25,000 

te 21,000 

tee 4,000 +4,000 

Assets = Liabilities + Equity 

+21,000 25,000 

The credit to Income Taxes Payable reflects the amount currently due to be paid. The credit to Deferred 

Income Tax Liability reflects tax payments deferred until future years when the temporary difference reverses. 

Temporary differences also can cause a company to pay income taxes before they are reported on the 

income statement as expense. If so, the company reports a Deferred Income Tax Asset on its balance sheet. 

Summary 
C1 Describe current and long-term liabilities and their 

characteristics. Liabilities are probable future payments 

of assets or services that past transactions or events obligate an 

entity to make. Current labilities are due within one year or the 

operating cycle, whichever is longer. All other liabilities are 

long term. 

C2 Identify and describe known current liabilities. Known 

(determinable) current liabilities are set by agreements or 

laws and are measurable with little uncertainty. They include ac- 

counts payable, sales taxes payable, unearned revenues, notes pay- 

able, payroll liabilities, and the current portion of long-term debt. 

C3 Explain how to account for contingent liabilities. [f an 

uncertain future payment depends on a probable future 

event and the amount can be reasonably estimated, the payment is 

recorded as a liability. The uncertain future payment is reported 

as a contingent liability (in the notes) if (a) the future event is rea- 

sonably possible but not probable or (b) the event is probable but 

the payment amount cannot be reasonably estimated. 

Al Compute the times interest earned ratio and use it to 

analyze liabilities. Times interest earned is computed by 

dividing a company’s net income before interest expense and in- 

come taxes by the amount of interest expense. The times inter- 

est earned ratio reflects a company’s ability to pay interest 

obligations. 

P1 Prepare entries to account for short-term notes payable. 

Short-term notes payable are current liabilities; most bear 

Guidance Answers to Decision Maker and Decision Ethics 

Web Designer You need to be concerned about being an 

accomplice to unlawful payroll activities. Not paying federal and 

state taxes on wages earned is illegal and unethical. Such pay- 

ments also will not provide the employee with Social Security 

interest. When a short-term note’s face value equals the amount 

borrowed, it identifies a rate of interest to be paid at maturity. 

P? Compute and record employee payroll deductions and 

liabilities. Employee payroll deductions include FICA 

taxes, income taxes, and voluntary deductions such as for pen- 

sions and charities. They make up the difference between gross 

and net pay. 

P3 Compute and record employer payroll expenses and 

liabilities. An employer’s payroll expenses include em- 

ployees’ gross earnings, any employee benefits, and the payroll 

taxes levied on the employer. Payroll liabilities include employ- 

ees’ net pay amounts, withholdings from employee wages, any 

employer-promised benefits, and the employer’s payroll taxes. 

Pp 4 Account for estimated liabilities, including warranties 

and bonuses. Liabilities for health and pension benefits, 

warranties, and bonuses are recorded with estimated amounts. 

These items are recognized as expenses when incurred and 

matched with revenues generated. 

PHA Identify and describe the details of payroll reports, 

records, and procedures. Employers report FICA taxes 

and federal income tax withholdings using Form 941. FUTA 

taxes are reported on Form 940. Earnings and deductions are 

reported to each employee and the federal government on Form 

W-2. An employer’s payroll records often include a payroll 

register for each pay period, payroll checks and statements of 

earnings, and individual employee earnings reports. 

and some Medicare credits. The best course of action is to 

request payment by check. If this fails to change the owner's 

payment practices, you must consider quitting this job. 
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Entrepreneur Risk is partly reflected by the times interest 

earned ratio. This ratio for the first franchise is 1.5 [($100,000 + 

$200,000)/$200,000], whereas the ratio for the second franchise 

is 3.5 [($100,000 + $40,000)/$40,000]. This analysis shows that 

the first franchise is more at risk of incurring a loss if its sales 

decline. The second question asks about variability of income. If 

income greatly varies, this increases the risk an owner will not 

earn sufficient income to cover interest. Since the first franchise 

has the greater variability, it is a riskier investment. 

Contingent liability Federal Insurance Contributions Act Merit rating 

Current liabilities (FICA) taxes Net pay 

Current portion of long-term Federal Unemployment Tax Act (FUTA) —_ Payroll bank account 

debt Form 940 Payroll deductions 

Deferred income tax liability Form 941 Payroll register 

Employee benefits Form W-2 Short-term note payable 

Employee earnings report Form W-4 State Unemployment Tax Act (SUTA) 

Estimated liability Gross pay Times interest earned 

Federal depository bank Known liabilities Wage bracket withholding table 

Federal income taxes withheld Long-term liabilities Warranty 

Multiple Choice Quiz 

1. On December 1, a company signed a $6,000, 90-day, 5% 

note payable, with principal plus interest due on March | of 

the following year. What amount of interest expense should 

be accrued at December 31 on the note? 

a. $300 c. $100 e. $0 
b. $25 d. $75 

2. Anemployee earned $50,000 during the year. FICA tax for 

Social Security is 6.2% and FICA tax for Medicare is 

1.45%. The employer’s share of FICA taxes is 

a. Zero, since the employee’s pay exceeds the FICA limit. 

b. Zero, since FICA is not an employer tax. 

c. $3,100 

d 

e 

ees 
- $3,825 

3. Assume the FUTA tax rate is 0.6% and the SUTA tax rate 
is 5.4%. Both taxes are applied to the first $7,000 of an 

employee’s pay. What is the total unemployment tax an 

employer must pay on an employee’s annual wages of 

$40,000? 
a. $2,400 

b. $420 

ae) Superscript letter A (B) denotes assignments based on Appendix 9A (9B). 

1. 63 What is the difference between a current and a long- 

term liability? 

2. What is an estimated liability? 

3. What are the three important questions concerning the 

uncertainty of liabilities? 

Answers at end of chapter 

Icon denotes assignments that involve decision making. 

c. $42 

d. $378 
e. Zero; the employee’s wages exceed the $7,000 maximum. 

4. A company sells big-screen televisions for $3,000 each. 

Each television has a two-year warranty that covers the 

replacement of defective parts. It is estimated that 1% of all 

televisions sold will be returned under warranty at an aver- 

age cost of $250 each. During July, the company sold 

10,000 big-screen televisions, and 80 were serviced under 

the warranty during July at a total cost of $18,000. The 

credit balance in the Estimated Warranty Liability account 

at July 1 was $26,000. What is the company’s warranty 

expense for the month of July? 
a. $51,000 c. $25,000 e. $18,000 

b. $1,000 d. $33,000 

5. Employees earn vacation pay at the rate of one day per 

month. During October, 150 employees qualify for one vaca- 

tion day each. Their average daily wage is $175 per day. 

What is the amount of vacation benefit expense for October? 

a. $26,250 c. $2,100 e. $150 
b. $175 d. $63,875 

4. If $988 is the total of a sale that includes sales tax of 4%, 

what is the selling price of the item only? 

5. What is the combined amount (in percent) of the employee 

and employer Social Security tax rate? (Assume wages do 

not exceed $118,500 per year.) 
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What is the current Medicare tax rate? This rate is applied 

to what maximum level of salary and wages? 

7. Which payroll taxes are the employee’s responsibility and 

which are the employer’s responsibility? 

(Use Exhibit 9A.6.) 

14. 

. What determines the amount deducted from an employee’s 

wages for federal income taxes? 

. What is an employer’s unemployment merit rating? How 15. 

are these ratings assigned to employers? 

10. Why are warranty liabilities usually recognized on the 2 
balance sheet as liabilities even when they are uncertain? 16. Refer to Samsung’s balance 

11. (°) Suppose that a company has a facility located where sheet in Appendix A. List Samsung's 
disastrous weather conditions often occur. Should it report a 

probable loss from a future disaster as a liability on its bal- 

ance sheet? Explain. 

124 What is a wage bracket withholding table? 

134 What amount of income tax is withheld from the salary 

of an employee who is single with two withholding 

17. | 

identified. 

Which of the following items are normally classified as current liabilities for a company that has a 

15-month operating cycle? 

1. Portion of long-term note due in 15 months. ___ 4. Note payable due in 11 months. 

____ 5. FICA taxes payable. 

___ 6. Salaries payable. 

____ 2. Note payable maturing in 2 years. 

____ 3. Note payable due in 18 months. 

Refer to Apple’s balance sheet in Appendix 
A. What is the amount of Apple’s accounts 

payable as of September 27, 2014? 

Refer to Google’s balance sheet in 

Appendix A. What accrued expenses 

(liabilities) does Google report at December 31, 2014? 

©@ Refer to Samsung’s recent bal- 

ance sheet in Appendix A. What cur- 

rent liabilities related to income taxes are on its balance 

sheet? Explain the meaning of each income tax account 

425 

allowances and earning $725 per week? What if the em- 

ployee earns $625 and has no withholding allowances? 

APPLE 

GOOGLE 

Samsung 
current liabilities as of December 31, 2014. 

Samsung 

QUICK STUDY 

QS 9-1 

Classifying liabilities 

Dextra Computing sells merchandise for $6,00 

The sales tax law requires Dextra to collect 5% sales tax on every dollar of merchandise sold. Record the 

entry for the $6,000 sale and its applicable sales tax. Also record the entry that shows the remittance of the 

5% tax on this sale to the state government on October 15. 

Accounting for sales 

taxes (2 

Ticketsales, Inc., receives $5,000,000 cash in advance ticket sales for a four-date tour of Bon Jovi. Record 

the advance ticket sales on October 31. Record the revenue earned for the first concert date of November 5, 

assuming it represents one-fourth of the advance ticket sales. 

QS 9-3 
Unearned revenue C2 

entry to record payment of the note at maturity. 

Qs 9-4 

Interest-bearing note 

transactions P| 

On January 15, the end of the first biweekly pay period of the year, North Company’s payroll register 

showed that its employees earned $35,000 of sales salaries. Withholdings from the employees’ salaries 

include FICA Social Security taxes at the rate of 6.2%, FICA Medicare taxes at the rate of 1.45%, $6,500 

of federal income taxes, $772.50 of medical insurance deductions, and $120 of union dues. No employee 

earned more than $7,000 in this first period. Prepare the journal entry to record North Company’s January 15 

(employee) payroll expenses and liabilities. (Round amounts to cents.) 

Co. has 10 employees, each of whom earns $2,000 per month and has been employed since 

January 1. FICA Social Security taxes are 6.2% of the first $118,500 paid to each employee, and jel CN 

Medicare taxes are 1.45% of gross pay. FUTA taxes are (0.6% and SUTA taxes are 5.4% of the first $7,000 

paid to each employee. Prepare the March 31 journal entry to record the March payroll taxes expenses. 

(Round amounts to cents.) 

chmoldt 

Os 9-5 
Recording employee 

payroll taxes 

P2 

Qs 9-6 
Recording employer 

payroll taxes 

P3 

@tinian Company offers an annual bonus to employees if the co 

Prepare the journal entry to record a $15,000 bonus owed to its workers (to be shared equally) at calendar 

year-end. 

QS 9-7 
Accounting for bonuses 

PA 
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QS 9-8 
Accounting for vacations 

P4 

Chavez Co.’s salaried employees earn four weeks’ vacation per year. It pays $312,000.00 in total em- 

ployee salaries for 52 weeks, but its employees work only 48 weeks. This means Chavez’s total weekly 

expense is $6,500 ($312,000/48 weeks) instead of the $6,000 cash paid weekly to the employees 

($312,000/52 weeks). Record Chavez’s weekly vacation benefits expense. 

Qs 9-9 

Recording warranty 

repairs P4 

Warranty expense is estimated at 8% of sales. On July 24, 2016, the mower is brought in for repairs covered 

under the warranty requiring $35 in materials taken from the Repair Parts Inventory. Prepare the September 

11, 2015, entry to record the mower sale, and the July 24, 2016, entry to record the warranty repairs. 

QS 9-10 
Accounting for 

contingent liabilities 

C3 ¢@ 

either (a) a liability that is recorded or (b) an item described in notes to its financial statements. 

___ 1. M. Finger (defendant) estimates that a pending lawsuit could result in damages of $1,250,000; it 

is reasonably possible that the plaintiff will win the case. 

____ 2. M. Finger faces a probable loss on a pending lawsuit; the amount is not reasonably estimable. 

___ 3. M. Finger estimates damages in a case at $3,500,000 with a high probability of losing the case. 

QS 9-11 
Times interest earned Al 

Compute the times interest earned for Park Company, which reports income before interest expense and 

income taxes of $1,885,000 and interest expense of $145,000. Interpret its times interest earned (assume 

that its competitors average a times interest earned of 4.0). 

QS 9-124 
Net pay and tax 

computations 

Pb 

Check Net pay, $579.99 

for the weekly pay period ending September 30, 2016. Derr is single and claims one allowance. Compute 

her Social Security tax (6.2%), Medicare tax (1.45%), federal income tax withholding, state income tax 

(1.0%), and net pay for the current pay period. (Use the withholding table in Exhibit 9A.6 and round tax 

amounts to the nearest cent.) 

Total (gross) earnings for current pay period ......... 

Cumulative earnings of previous pay periods.......... $9,700 

QS 9-13® 
Recording deferred 

income tax liability P4 

Sera Corporation has made and recorded its quarterly income tax payments. After a final review of taxes 

for the year, the company identifies an additional $40,000 of income tax expense that should be recorded. 

A portion of this additional expense, $6,000, is deferred for payment in future years. Record Sera’s year- 

end adjusting entry for income tax expense. 

QS 9-14 
International accounting 

standards 

Ci (2 Qs 

EXERCISES 

Exercise 9-1 

Classifying liabilities 

Exercise 9-2 

Recording known current 

liabilities 

(2 

a. In general, how similar or different are the definitions and characteristics of current liabilities between 

IFRS and U.S. GAAP? 

b. Companies reporting under IFRS often reference a set of current liabilities with the title financial lia- 

bilities. Identify two current liabilities that would be classified under financial liabilities per IFRS. 
(Hint: Samsung lists some in Appendix A.) 

The following items appear on the balance sheet of a company with a two-month operating cycle. Identify 

the proper classification of each item as follows: C if it is a current liability, L if it is a long-term liability, 
or N if it is not a liability. 

1. Notes payable (due in 13 to 24 months) 

2. Notes payable (due in 6 to 12 months) 

3. Notes payable (mature in five years) 

6. FUTA taxes payable 

7. Accounts receivable 

8. Sales taxes payable 

4. Current portion of long-term debt 

5. Notes payable (due in 120 days) 

9. Salaries payable 

cial statements for each of the following separate transactions and events. 

1. Piper Company records a year-end entry for $10,000 of previously unrecorded cash sales (costing 
$5,000) and its sales taxes at a rate of 4%. 

2. The company earned $50,000 of $125,000 previously received in advance and originally recorded as 
unearned services revenue. 
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1. On what date does this note mature? 

2 Suppose the face value of the note equals $110,000, the principal of the loan. Prepare the journal en- 

tries to record (a) issuance of the note and (b) payment of the note at maturity. 

Exercise 9-3 

Accounting for note 

payable 

Check (2b) Interest 

expense, $2,200 

Keesha Co. borrows $200,000 cash on November 1, 2016, by signing a 90-day, 9% note with a face value 

of $200,000. 

1. On what date does this note mature? 

2. How much interest expense results from this note in 2016? (Assume a 360-day year.) 

3. How much interest expense results from this note in 2017? (Assume a 360-day year.) 

4 . Prepare journal entries to record (a) issuance of the note, (b) accrual of interest at the end of 2016, and 

(c) payment of the note at maturity. (Assume no reversing entries are made.) 

Exercise 9-4 
Interest-bearing notes 

payable with year-end 

adjustments 

Check (2) $3,000 

Check (3) $1,500 

employee, and FICA Medicare taxes are 1.45% of gross pay. For BMX, FUTA taxes are 0.6% and SUTA 

taxes are 2.9% of the first $7,000 paid to its employee. Compute BMX’s amounts for each of these four 

taxes as applied to the one employee’s gross earnings for September under each of three separate situa- 

tions (a), (b), and (c). (Round amounts to cents.) 

- Gross Pay through August Gross Pay for September 

a. $ 6,400 $ 800 

b. 18,200 2,100 

112,200 8,000 

Exercise 9-5 
Computing payroll taxes 

P2 P3 

Check (a) FUTA, $3.60; 

SUTA, $17.40 

Using the data in situation a of Exercise 9-5, prepare the employer’s September 30 journal entries to 

record salary expense and its related payroll liabilities for this employee. The employee’s federal income 

taxes withheld by the employer are $80 for this pay period. (Round amounts to cents.) 

Exercise 9-6 
Payroll-related journal 

entries 

Using the data in situation a of Exercise 9-5, prepare the employer’s September 30 journal entries to 

record the employer’s payroll taxes expense and its related liabilities. (Round amounts to cents.) 

Exercise 9-7 
Payroll-related journal 

entries 

ployee, and FICA Medicare taxes are 1.45% of gross pay. FUTA taxes are 0.6% and SUTA taxes are 5.4% of 

the first $7,000 paid to each employee. Cumulative pay for the current year for each of its employees follows. 

Employee Cumulative Pay Employee Cumulative Pay Employee Cumulative Pay 

KemiSuannen ee $ 6,000 Michael M...... $143,500 LOTT Kater thane $121,000 

Time ee oe 60,200 KylevBaeeraceaant 106,900 Kitkey2@ leer 36,900 

SEVEKSH e ccive « 87,000 Michelle N...... 118,500 enti) soccccon 4,000 

a. Prepare a table with the following six column headings. Compute the amounts in this table for each 

employee and then total the numerical columns. 

Pay Subject 
to SUTA 

Taxes 

Pay Subject 
to FUTA 
Taxes 

Pay Subject 

to FICA 

Medicare 

Pay Subject to 
FICA Social 
Security 

Cumulative 

Pay Employee 

Continued on next page - . - 

Exercise 9-8 

Recording payroll 

P2 P3 

Exercise 9-9 
Computing payroll taxes 

P2 P3 
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b. For the company, compute each total for: FICA Social Security taxes, FICA Medicare taxes, FUTA 

taxes, and SUTA taxes. (Hint: Remember to include in those totals any employee share of taxes that 

the company must collect.) (Round amounts to cents.) 

Exercise 9-10 

Warranty expense and 

liability computations 

andentries P4 

Check (1) $240 

(4) $31 

$6,000 cash. Hitzu uses the perpetual inventory system. On November 22, 2017, the copier requires on-site 

repairs that are completed the same day. The repairs cost $209 for materials taken from the Repair Parts Inventory. 

These are the only repairs required in 2017 for this copier. Based on experience, Hitzu expects to incur warranty 

costs equal to 4% of dollar sales. It records warranty expense with an adjusting entry at the end of each year. 

1. How much warranty expense does the company report in 2016 for this copier? 

. How much is the estimated warranty liability for this copier as of December 31, 2016? 

. How much warranty expense does the company report in 2017 for this copier? 

- How much is the estimated warranty liability for this copier as of December 31, 2017? 

. Prepare journal entries to record (a) the copier’s sale; (b) the adjustment on December 31, 2016, to 

recognize the warranty expense; and (c) the repairs that occur in November 2017. 

ao khWN 

Exercise 9-11 

Computing and recording 

bonuses 

Check (1) $14,563 

For the year ended December 31, 2016, Lopez Company has implemented an employee bonus program 

equal to 3% of Lopez’s net income, which employees will share equally. Lopez’s net income (pre-bonus) 

is expected to be $500,000, and bonus expense is deducted in computing net income. 

1. Compute the amount of the bonus payable to the employees at year-end (use the method described in 

the chapter and round to the nearest dollar). 

2. Prepare the journal entry at December 31, 2016, to record the bonus due the employees. 

3. Prepare the journal entry at January 19, 2017, to record payment of the bonus to employees. 

Exercise 9-12 

Accounting for estimated 

liabilities P4 

Prepare any necessary adjusting entries at December 31, 2016, for Maxum Company’s year-end financial 

statements for each of the following separate transactions and events. 

1. Employees earn vacation pay at a rate of one day per month. During December, 20 employees qualify 

for one vacation day each. Their average daily wage is $160 per employee. 

2. During December, Maxum Company sold 12,000 units of a product that carries a 60-day warranty. 

December sales for this product total $460,000. The company expects 10% of the units to need 

warranty repairs, and it estimates the average repair cost per unit will be $15. 

Exercise 9-13 

Accounting for 

contingent liabilities 

03 

Prepare any necessary adjusting entries at December 31, 2016, for Melbourn Company’s year-end finan- 

cial statements for each of the following separate transactions and events. 

1. Melbourn Company guarantees the $100,000 debt of a supplier. It is not probable that the supplier will 

default on the debt. 

2. A disgruntled employee is suing Melbourn Company. Legal advisers believe that the company will 

probably need to pay damages, but the amount cannot be reasonably estimated. 

Exercise 9-14 

Computing and 

interpreting times 

interestearned Al (9 

Check  (b) 11.00 

company indicates the strongest ability to pay interest expense as it comes due? (Round ratios to two decimals.) 

Net Income (Loss) Interest Expense Income Taxes 

a. $115,000 $44,000 $ 35,000 

b. 110,000 16,000 50,000 

c. 100,000 12,000 70,000 

d. 235,000 14,000 130,000 

e. 59,000 14,000 30,000 

f. (5,000) 10,000 0 

Exercise 9-15° 

Accounting for income 

taxes P4 

Nishi Corporation prepares financial statements for each month-end. As part of its accounting process, 

estimated income taxes are accrued each month for 30% of the current month’s net income. The income 

taxes are paid in the first month of each quarter for the amount accrued for the prior quarter. The following 

information is available for the fourth quarter of year 2016. When tax computations are completed on 
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January 20, 2017, Nishi determines that the quarter’s Income Taxes Payable account balance should be 

$28,300 on December 31, 2016 (its unadjusted balance is $24,690). 

October 2016 net income........... $28,600 

November 2016 net income......... 19,100 

December 2016 net income......... 34,600 

1. Determine the amount of the accounting adjustment (dated as of December 31, 2016) to produce the Check (|) $3,610 

proper ending balance in the Income Taxes Payable account. 

2. Prepare journal entries to record (a) the December 31, 2016, adjustment to the Income Taxes Payable 

account and (b) the January 20, 2017, payment of the fourth-quarter taxes. 

per hour, and his wages are subject to no deductions other than FICA Social Security, FICA Medicare, and Gross and net pay 

federal income taxes. He claims two withholding allowances. Compute his regular pay, overtime pay (for computation 

this company, workers earn 150% of their regular rate for hours in excess of 40 per week), and gross pay. ph 

Then compute his FICA tax deduction (use 6.2% for the Social Security portion and 1.45% for the 

Medicare portion), income tax deduction (use the wage bracket withholding table from Exhibit 9A.6), 

total deductions, and net pay. (Round tax amounts to the nearest cent.) Check Net pay, $596.30 

Stark Company has five employees. Employees paid by the hour receive a $10 per hour pay rate for the Exercise 9-17 

regular 40-hour workweek plus one and one-half times the hourly rate for each overtime hour beyond the Preparing payroll register 

40 hours per week. Hourly employees are paid every two weeks, but salaried employees are paid monthly —_ and related entries 

on the last biweekly payday of each month. FICA Social Security taxes are 6.2% of the first $118,500 — ps 

paid to each employee, and FICA Medicare taxes are 1.45% of gross pay. FUTA taxes are 0.6% and SUTA 

taxes are 5.4% of the first $7,000 paid to each employee. The company has a benefits plan that includes 

medical insurance, life insurance, and retirement funding for employees. Under this plan, employees must 

contribute 5 percent of their gross income as a payroll withholding, which the company matches with 

double that amount. Following is the partially completed payroll register for the biweekly period ending 

August 31, which is the last payday of August. 

‘Cumulative | CurrentPeriodGrossPay | FIT _—FUTA FICA-SS_EE/ FICA-Med EE posttiae iin ramets 
| Withholding Net Pay 
|ER-Ben_Plan (Current 
| Expense Period) 

| | | ~ $2,000.00 | | 
| = Wh i O a ——t cca = ae fe eee ence 

$116,700.00 Salary © $7,000.0 300.00 | 

Employee | Pay (Excludes on oc a. ee i ; 

| Current Period . Pay Pay «Goes 
Type Hours Pay SA ICA-SS ER FICA-Med ER 

Kathleen 

Anthony | 6,800.00 | Salary | -- | — 500.00;—— —- $$ — 

Regular 80 (eS 1101001 
Overtime 8 | 25.00 | 
Regular 80 ; {| __100.00 | 

‘Overtime 4. | 22.00 

‘Regular 74 740.00| 90.00 | i= nt ee ee | 

‘Overtime 0 0.00. 21.00 | | | | | 

| 2,380.00 | (re i! goa |=. ae 

388.00. 

Nichole 15,000.00 

6,500.00 

Gracie | 5,000.00 

Totals $150,000.00 

a. Complete this payroll register by filling in all cells for the pay period ended August 31. Hint: See 

Exhibit 9A.5 for guidance. (Round amounts to cents.) 

b. Prepare the August 31 journal entry to record the accrued biweekly payroll and related liabilities for 

deductions. 

c. Prepare the August 31 journal entry to record the employer’s cash payment of the net payroll of part b. 

d. Prepare the August 31 journal entry to record the employer’s payroll taxes including the contribution 

to the benefits plan. 

e. Prepare the August 31 journal entry to pay all liabilities (except for the net payroll in part c) for this 

biweekly period. 
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Exercise 9-18 

Accounting for current 

liabilities under IFRS 

"@® 

PROBLEM SETA 

Problem 9-1A 

Short-term notes payable 

transactions and entries 

PI 

Check (2) Loco, $875 

(3) $308 

(4) $252 

Problem 9-2A 

Entries for payroll 

transactions 

EL re 

Check (1) Cr. Salaries 

Payable, $66,782.10 

(2) Dr. Payroll Taxes 

Expense, $10,853.50 

with provisions and utilizations of warranty liabilities for the year ended December 31, 2014 (SEK in millions). 

Provision for product warranty WVarranty provisions are estimated with consideration of historical claims 

statistics, the warranty period, the average time-lag between faults occurring and claims to the company 

and anticipated changes in quality indexes. Estimated costs for product warranties are recognized as cost 

of sales when the products are sold . . . Differences between actual warranty claims and the estimated 
claims generally affect the recognized expense and provisions in future periods. Refunds from suppliers, 

that decrease the Volvo Group’s warranty costs, are recognized to the extent these are considered to be 

certain. As of December 31, 2014 (2013) warranty cost provisions amount to 10,583 (9,881). 

Product warranty liabilities, December 31, 2013................ SEK 9,881 

Additional provisions to product warranty liabilities ............. 7,836 

Utilizations and reductions of product warranty liabilities ........ (7,134) 

Product warranty liabilities, December 31, 2014................ 10,583 

1. Prepare Volvo’s journal entry to record its estimated warranty liabilities (provisions) for 2014. 

2. Prepare Volvo’s journal entry to record its costs (utilizations) related to its warranty program for 2014. 

Assume those costs involve replacements taken out of Inventory, with no cash involved. 

Tyrell Co. entered into the following transactions involving short-term liabilities in 2015 and 2016. 

2015 

Apr. 20 Purchased $40,250 of merchandise on credit from Loco, terms n/30. Tyrell uses the perpetual 

inventory system. 

3. How much warranty expense does Volvo report for 2014? 

May 19 Replaced the April 20 account payable to Loco with a 90-day, $35,000 note bearing 10% 
annual interest along with paying $5,250 in cash. 

July 8 Borrowed $80,000 cash from NBR Bank by signing a 120-day, 9% interest-bearing note with a 

face value of $80,000. 
uy Paid the amount due on the note to Loco at the maturity date. 

2? Paid the amount due on the note to NBR Bank at the maturity date. 

Nov. 28 Borrowed $42,000 cash from Fargo Bank by signing a 60-day, 8% interest-bearing note with a 

face value of $42,000. 
Dec. 31 Recorded an adjusting entry for accrued interest on the note to Fargo Bank. 

2016 

? Paid the amount due on the note to Fargo Bank at the maturity date. 

Required 

. Determine the maturity date for each of the three notes described. 

- Determine the interest due at maturity for each of the three notes. (Assume a 360-day year.) 

1 

2 

3. Determine the interest expense to be recorded in the adjusting entry at the end of 2015. 

4. Determine the interest expense to be recorded in 2016. 

5 . Prepare journal entries for all the preceding transactions and events for years 2015 and 2016. 

that its employees earned $22,760 of office salaries and $65,840 of sales salaries. Withholdings from 

the employees’ salaries include FICA Social Security taxes at the rate of 6.2%, FICA Medicare taxes at 

the rate of 1.45%, $12,860 of federal income taxes, $1,340 of medical insurance deductions, and $840 

of union dues. No employee earned more than $7,000 in this first pay period. 

1. Compute FICA Social Security taxes payable and FICA Medicare taxes payable. Prepare the journal 

entry to record Regis Company’s January 8 (employee) payroll expenses and liabilities. (Round 
amounts to cents.) 

2. Prepare the journal entry to record Regis’s (employer) payroll taxes resulting from the January 8 pay- 

roll. Regis’s merit rating reduces its state unemployment tax rate to 4% of the first $7,000 paid each 

employee. The federal unemployment tax rate is 0.6%. (Round amounts to cents.) 
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Paloma Co. has four employees. FICA Social Security taxes are 6.2% of the first $118,500 paid to each Problem 9-34 

employee, and FICA Medicare taxes are 1.45% of gross pay. Also, for the first $7,000 paid to each Payroll expenses, 

employee, the company’s FUTA taxes are 0.6% and SUTA taxes are 2.15%. The company is preparing withholdings, and taxes 

its payroll calculations for the week ended August 25. Payroll records show the following information p) p43 

for the company’s four employees. 

A B Cc D 

1 Gross Pay Current Week 

2 Name through Aug. 18 Gross Pay Takexe)iat=MaE-PanUtinlare) feltare | 

3 Dali $117,400 $2,000 $284 

4 Trey 117,600 900 145 

5 Kiesha 6,900 450 39 

6 Chee laZo0 400 30 

Le | 

In addition to gross pay, the company must pay two-thirds of the $60 per employee weekly health insur- 

ance; each employee pays the remaining one-third. The company also contributes an extra 8% of each 

employee’s gross pay (at no cost to employees) to a pension fund. 

Required 

Compute the following for the week ended August 25 (round amounts to the nearest cent): 

Employer’s SUTA taxes. 

Each employee’s net (take-home) pay. (7) Total net pay, 

1. Each employee’s FICA withholdings for Social Security. 

2. Each employee’s FICA withholdings for Medicare. 

3. Employer’s FICA taxes for Social Security. Check (3) $176.70 

4. Employer’s FICA taxes for Medicare. (4) $54.38 

5. Employer’s FUTA taxes. (5) $3.00 

6. 

a 

8 . Employer’s total payroll-related expense for each employee. $2,940.92 

On October 29, 2015, Lobo Co. began operations by purchasing razors for resale. Lobo uses the perpetual Problem 9-4A 

inventory method. The razors have a 90-day warranty that requires the company to replace any nonwork- Warranty expense and 

ing razor. When a razor is returned, the company discards it and mails a new one from Merchandise _ liability estimation 

Inventory to the customer. The company’s cost per new razor is $20, and its retail selling price is $75 in pg 

both 2015 and 2016. The manufacturer has advised the company to expect warranty costs to equal 8% 

of dollar sales. The following transactions and events occurred. 

2015 

Nov. 11 Sold 105 razors for $7,875 cash. 

30 Recognized warranty expense related to November sales with an adjusting entry. 

Dec. 9 Replaced 15 razors that were returned under the warranty. 

16 Sold 220 razors for $16,500 cash. 

29 Replaced 30 razors that were returned under the warranty. 

31 Recognized warranty expense related to December sales with an adjusting entry. 

2016 

Jan. 5 Sold 150 razors for $11,250 cash. 

17. Replaced 50 razors that were returned under the warranty. 

31 Recognized warranty expense related to January sales with an adjusting entry. 

Required 

1. Prepare journal entries to record these transactions and adjustments for 2015 and 2016. 

How much warranty expense is reported for November 2015 and for December 2015? 

_ How much warranty expense is reported for January 2016? Check (3) $900 

What is the balance of the Estimated Warranty Liability account as of December 31, 2015? (4) $1,050 Cr 

What is the balance of the Estimated Warranty Liability account as of January 31, 2016? (5) $950 Cr 
gp WN 
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Problem 9-5A 

Computing and analyzing 

times interest earned 

Check 

income, $200,000 (43% 

increase) 

(3) Miller net 

(6) Weave net 

income, $100,000 (29% 

decrease) 

Shown here are condensed income statements for two different companies (both are organized as LLCs 

and pay no income taxes). 

Miller Company Weave Company 

Salesie cease chee $1,000,000 Sales shite oie ane gies $1,000,000 

Variable expenses (80%) ......... 800,000 Variable expenses (60%) ......... 600,000 

Income before interest .......... 200,000 Income before interest .......... 400,000 

Interest expense (fixed) A eatip cas 60,000 Interest expense (fixed) ......... 260,000 

Netincome cc.nicds en cre scage ae $ 140,000 Netincome siiiae cae. nity ae oi $ 140,000 

Required 

. Compute times interest earned for Miller Company. 

. Compute times interest earned for Weave Company. 

. What happens to each company’s net income if sales increase by 30%? 

. What happens to each company’s net income if sales increase by 50%? 

. What happens to each company’s net income if sales increase by 80%? 

. What happens to each company’s net income if sales decrease by 10%? 

. What happens to each company’s net income if sales decrease by 20%? 

ONO AWN =o . What happens to each company’s net income if sales decrease by 40%? 

Analysis Component 

9. Comment on the results from parts 3 through 8 in relation to the fixed-cost strategies of the two 

companies and the ratio values you computed in parts | and 2. 

Problem 9-6A4 
Entries for payroll 

transactions 

Ee Fo 

Check March 31: Salaries 

Payable, $21,858 

March 31: 

Dr. Payroll Taxes Expenses, 

$2,786 

April 15: Cr. Cash, 

$8,284 (Swift Bank) 

Francisco Company has 10 employees, each of whom earns $2,800 per month and is paid on the 

last day of each month. All 10 have been employed continuously at this amount since January 1. On 

March 1, the following accounts and balances exist in its general ledger: 

a. FICA—Social Security Taxes Payable, $3,472; FICA—Medicare Taxes Payable, $812. (The balances 

of these accounts represent total liabilities for both the employer’s and employees’ FICA taxes for the 

February payroll only.) 

b. Employees’ Federal Income Taxes Payable, $4,000 (liability for February only). 

c. Federal Unemployment Taxes Payable, $336 (liability for January and February together). 

d. State Unemployment Taxes Payable, $2,240 (liability for January and February together). 

During March and April, the company had the following payroll transactions. 

Mar. 15 Issued check payable to Swift Bank, a federal depository bank authorized to accept employers’ 

payments of FICA taxes and employee income tax withholdings. The $8,284 check is in pay- 

ment of the February FICA and employee income taxes. 

31 Recorded the journal entry for the March salaries payable. Then recorded the cash payment of the 

March payroll (the company issued checks payable to each employee in payment of the March 

payroll). The payroll register shows the following summary totals for the March pay period. 

lari 

a Federal 

Office Shop Gross FICA ~— Income Net 

Salaries Salaries Pay Taxes* BE Pay 

$11,200 | $16,800 | $28,000 | $1,736 $4,000 | $21,858 

$ 406 

* PICA taxes are Social Security and Medicare, respectively. 

31 Recorded the employer’s payroll taxes resulting from the March payroll. The company has a 

merit rating that reduces its state unemployment tax rate to 4.0% of the first $7,000 paid each 
employee. The federal rate is 0.6%. 

Apr. 15 Issued check to Swift Bank in payment of the March FICA and employee income taxes. 

15 Issued check to the State Tax Commission for the January, February, and March state unem- 

ployment taxes. Filed the check and the first-quarter tax return with the Commission. 

30 Issued check payable to Swift Bank in payment of the employer’s FUTA taxes for the first quar- 
ter of the year. 
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30. Filed Form 941 with the IRS, reporting the FICA taxes and the employees’ federal income tax 

withholdings for the first quarter. 

Required 

Prepare journal entries to record the transactions and events for both March and April. 

e 

Warner Co. entered into the following transactions involving short-term liabilities in 2015 and 2016. PROBLEM SET B 

2015 | 
Problem 9-1B 
Short-term notes payable 

transactions and entries 

Apr. 22. Purchased $5,000 of merchandise on credit from Fox-Pro, terms n/30. Warner uses the perpet- 

ual inventory system. 
May 23 Replaced the April 22 account payable to Fox-Pro with a 60-day, $4,600 note bearing 15% 

annual interest along with paying $400 in cash. | 

July 15 Borrowed $12,000 cash from Spring Bank by signing a 120-day, 10% interest-bearing note 

with a face value of $12,000. 
Paid the amount due on the note to Fox-Pro at maturity. 

2 Paid the amount due on the note to Spring Bank at maturity. 

Dec. 6 Borrowed $8,000 cash from City Bank by signing a 45-day, 9% interest-bearing note with a 

face value of $8,000. 

31 Recorded an adjusting entry for accrued interest on the note to City Bank. 

x Paid the amount due on the note to City Bank at maturity. 

Required 

1. Determine the maturity date for each of the three notes described. 

. Determine the interest due at maturity for each of the three notes. (Assume a 360-day year.) Check (2) FoxPro, $115 
2 

3. Determine the interest expense to be recorded in the adjusting entry at the end of 2015. (3) $50 

4. Determine the interest expense to be recorded in 2016. (4) $40 

5 . Prepare journal entries for all the preceding transactions and events for years 2015 and 2016. 

Tavella Company’s first weekly pay period of the year ends on January 8. On that date, the column totals Problem 9-2B 

in Tavella’s payroll register indicate its sales employees earned $34,745, its office employees earned — Entries for payroll 

$21,225, and its delivery employees earned $1,030 in salaries. The employees are to have withheld from transactions 

their salaries FICA Social Security taxes at the rate of 6.2%, FICA Medicare taxes at the rate of 1.45%, pp) p3 

$8,625 of federal income taxes, $1,160 of medical insurance deductions, and $138 of union dues. No 

employee earned more than $7,000 in the first pay period. 

Required 

1. Compute FICA Social Security taxes payable and FICA Medicare taxes payable. Prepare the journal Check (1) Cr. Salaries 

entry to record Tavella Company’s January 8 (employee) payroll expenses and liabilities. (Round Payable, $42,716.50 

amounts to cents.) 

2. Prepare the journal entry to record Tavella’s (employer) payroll taxes resulting from the January 8 (2) Dr. Payroll Taxes 

payroll. Tavella’s merit rating reduces its state unemployment tax rate to 3.4% of the first $7,000 paid Expense, $6,640.50 

each employee. The federal unemployment tax rate is 0.6%. (Round amounts to cents.) 

Fishing Guides Co. has four employees. FICA Social Security taxes are 6.2% of the first $118,500 paid Problem 9-3B 

to each employee, and FICA Medicare taxes are 1.45% of gross pay. Also, for the first $7,000 paid Payroll expenses, 

to each employee, the company’s FUTA taxes are 0.6% and SUTA taxes are 1.75%. The company is withholdings, and taxes 

preparing its payroll calculations for the week ended September 30. Payroll records show the following Pp? P3 

information for the company’s four employees. 

A B 

Gross Pay - Current Week 

through Sept. 23 Gross Pay Income Tax Withholding 

Ahmed $116,900 $2,500 $198 

Carlos 116,985 LSS 182 

Jun 6,650 475 32 

Marie 23,700 1,000 68 

NOOO f WN = 
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Check (3) $284.58 

(4) $79.61 

(5) $2.10 

(7) Total net pay, 

$4,565.81 
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In addition to gross pay, the company must pay 60% of the $50 per employee weekly health insurance; 

each employee pays the remaining 40%. The company also contributes an extra 5% of each employee’s 

gross pay (at no cost to employees) to a pension fund. 

Required 

Compute the following for the week ended September 30 (round amounts to the nearest cent): 

- Each employee’s FICA withholdings for Social Security. 

. Each employee’s FICA withholdings for Medicare. 

- Employer’s FICA taxes for Social Security. 

. Employer’s FICA taxes for Medicare. 

. Employer’s FUTA taxes. 

. Employer’s SUTA taxes. 

. Each employee’s net (take-home) pay. 

ON Ooh WHND wa . Employer’s total payroll-related expense for each employee. 

Problem 9-4B 
Warranty expense and 

liability estimation 

P4 

Check (3) $200 

4) $698 Cr. 

5) $34 Cr. 

On November 10, 2015, Lee Co. hoe operations by purchasing coffee grinders for resale. Lee uses the 

perpetual inventory method. The grinders have a 60-day warranty that requires the company to replace 

any nonworking grinder. When a grinder is returned, the company discards it and mails a new one from 

Merchandise Inventory to the customer. The company’s cost per new grinder is $24, and its retail selling 

price is $50 in both 2015 and 2016. The manufacturer has advised the company to expect warranty costs 

to equal 10% of dollar sales. The following transactions and events occurred. 

2015 

Nov. 16 Sold 50 grinders for $2,500 cash. 

30 Recognized warranty expense related to November sales with an adjusting entry. 

Dec. 12 Replaced six grinders that were returned under the warranty. 

18 Sold 200 grinders for $10,000 cash. 

28 Replaced 17 grinders that were returned under the warranty. 

31 Recognized warranty expense related to December sales with an adjusting entry. 

2016 

Sold 40 grinders for $2,000 cash. 
21 Replaced 36 grinders that were returned under the warranty. 

31 Recognized warranty expense related to January sales with an adjusting entry. 

Required 

1. Prepare journal entries to record these transactions and adjustments for 2015 and 2016. 

- How much warranty expense is reported for November 2015 and for December 2015? 

- How much warranty expense is reported for January 2016? 

. What is the balance of the Estimated Warranty Liability account as of December 31, 2015? 

. What is the balance of the Estimated Warranty Liability account as of January 31, 2016? ao khWN 

Problem 9-5B 

Computing and analyzing 

times interest earned 

| @ 

Shown here are condensed income statements for two different companies (both are organized as LLCs 
and pay no income taxes). 

Ellis Company Seidel Company 

Sales i nis oe seen $240,000 Sales coe een ee $240,000 

Variable expenses (50%) ......... 120,000 Variable expenses (75%) ......... 180,000 

Income before interest .......... 120,000 Income before interest .......... 60,000 

Interest expense (fixed).......... 90,000 Interest expense (fixed) ......... 30,000 

Net incomes: 25 tnt $ 30,000 Netincomes= = 9 2 a $ 30,000 
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Required 

. Compute times interest earned for Ellis Company. 

. Compute times interest earned for Seidel Company. 

. What happens to each company’s net income if sales increase by 10%? 

What happens to each company’s net income if sales increase by 40%? Check (4) Ellis net 

What happens to each company’s net income if sales increase by 90%? pclae 

. What happens to each company’s net income if sales decrease by 20%? ae (6) Seidel net 

. What happens to each company’s net income if sales decrease by 50%? income, $18,000 (40% 

. What happens to each company’s net income if sales decrease by 80%? ig) ON OOAWHN = 

Analysis Component 

9. Comment on the results from parts 3 through 8 in relation to the fixed-cost strategies of the two com- 

panies and the ratio values you computed in parts | and 2. 

MLS Company has five employees, each of whom earns $1,600 per month and is paid on the last day Problem 9-6B* 

of each month. All five have been employed continuously at this amount since January 1. On June 1, — Entries for payroll 

the following accounts and balances exist in its general ledger: transactions 

a. FICA—Social Security Taxes Payable, $992; FICA—Medicare Taxes Payable, $232. (The balances of P2 P3 Ph 

these accounts represent total liabilities for both the employer’s and employees’ FICA taxes for the 

May payroll only.) 

b. Employees’ Federal Income Taxes Payable, $1,050 (liability for May only). 

c. Federal Unemployment Taxes Payable, $66 (liability for April and May together). 

d. State Unemployment Taxes Payable, $440 (liability for April and May together). 

During June and July, the company had the following payroll transactions. 

June 15 Issued check payable to Security Bank, a federal depository bank authorized to accept employ- 

ers’ payments of FICA taxes and employee income tax withholdings. The $2,274 check is in 

payment of the May FICA and employee income taxes. 

30. Recorded the journal entry for the June salaries payable. Then recorded the cash payment of the Check June 30: 

June payroll (the company issued checks payable to each employee in payment of the June — Salaries Payable, $6,338 

payroll). The payroll register shows the following summary totals for the June pay period. 

—— Federal —— EEE 

Office Shop Gross FICA Income Net 

Salaries Salaries Pay Taxes* Taxes Pay 

$3,800 $4,200 $8,000 $496 $1,050 $6,338 

$116 

* FICA taxes are Social Security and Medicare, respectively. 

30 Recorded the employer’s payroll taxes resulting from the June payroll. The company has a June 30: Dr. Payroll 

merit rating that reduces its state unemployment tax rate to 4.0% of the first $7,000 paid each Taxes Expenses, $612 

employee. The federal rate is 0.6%. 

July 15 Issued check payable to Security Bank in payment of the June FICA and employee income taxes. | July 15: Cr. Cash 

15 Issued check to the State Tax Commission for the April, May, and June state unemployment $2,274 (Security Bank) 

taxes. Filed the check and the second-quarter tax return with the State Tax Commission. 

31 Issued check payable to Security Bank in payment of the employer’s FUTA taxes for the first 

quarter of the year. 

31 Filed Form 941 with the IRS, reporting the FICA taxes and the employees’ federal income tax 

withholdings for the second quarter. 

Required 

Prepare journal entries to record the transactions and events for both June and July. 
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SERIAL 
PROBLEM 
Business Solutions 

he. Po 2 

e 

COMPREHENSIVE 
PROBLEM 
Bug-Off Exterminators 

(Review of Chapters 1-9) 

Chapter 9 Reporting and Analyzing Current Liabilities 

(This serial problem began in Chapter I and continues through most of the book. If previous chapter seg- 

ments were not completed, the serial problem can begin at this point. It is helpful, but not necessary, to use 

the Working Papers that accompany the book.) 

SP 9 Review the February 26 and March 25 transactions for Business Solutions (SP 4) from Chapter 4. 

Required 

1. Assume that Lyn Addie is an unmarried employee. Her $1,000 of wages are subject to no deductions 

other than FICA Social Security taxes, FICA Medicare taxes, and federal income taxes. Her federal 

income taxes for this pay period total $159. Compute her net pay for the eight days’ work paid on 

February 26. (Round amounts to the nearest cent.) 

2. Record the journal entry to reflect the payroll payment to Lyn Addie as computed in part 1. 

3. Record the journal entry to reflect the (employer) payroll tax expenses for the February 26 payroll 

payment. Assume Lyn Addie has not met earnings limits for FUTA and SUTA (the FUTA rate is 0.6% 

and the SUTA rate is 4% for the company). (Round amounts to the nearest cent.) 

4. Record the entry(ies) for the merchandise sold on March 25 if a 4% sales tax rate applies. 

CP 9 Bug-Off Exterminators provides pest control services and sells extermination products manufac- 

tured by other companies. The following six-column table contains the company’s unadjusted trial balance 

as of December 31, 2016. 

BUG-OFF EXTERMINATORS 

December 31, 2016 

Unadjusted Adjusted 

Bigcie=ricisa Adjustments Trial Balance 

Merchandisesinventory 29. nasssa. 11,700 

TUCKS BiG ek. ch retains aie sores te pete 32,000 

Accum. depreciation—Trucks ......... 0 

EQuipitient 22. cones ee 45,000 

Accum. depreciation—Equipment ...... 12,200 

Accounts:payable avian ee 5,000 

Estimated warranty liability............ 1,400 

Unearned services revenue............ 0 

Interest payable... 4s xmracce so, an eee 0 

Long-term notes payable.............. 15,000 

Gommomnstock))<2eecren ce trace oe 10,000 

Retained: earnings <2 3.50.5 oon toass e 49,700 

Dividends 7) cues tae ce 10,000 

Extermination services revenue ........ 60,000 

Interest: revenue. -4 225 2.27 SS ae 872 

Sales (of merchandise) ............... 71,026 

Gostrofigoods sold 3 eanitian. outa ce 46,300 

Depreciation expense—Trucks......... 0 

Depreciation expense—Equipment ..... 0 

Wages expeliser ii af ete is hae oven 35,000 

Interest'expense’: <i. SSE es 0 

Rent expense... hi): 0 28 Seas cae. 9,000 

Bad:debts expense. 3... ..a5 saa ens 0 

Miscellaneous expense ............... 1,226 

Repaifis €xpense «icc ccm ass yet 8,000 

Utilities;expense, hs eeu ee 6,800 

Warranty expense: sin. 6.4.6. 0 

VOtalssc.cc5 fen ge eo oes Selma enue $226,026 $226,026 
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The following information in a through h applies to the company at the end of the current year. 

a. The bank reconciliation as of December 31, 2016, includes the following facts. 

Gasit balance:per bank picnic. 0.) ro eee $15,100 

Gash: balance per books? ss 5 cn Merwe eetts 17,000 

Outstanding checks7 hase ss he 1,800 

Depositiinitransit seeks sine cei ee 2,450 

Interest earned (on bank account) ................4- 52 

Bank service charges (miscellaneous expense) ........ 15 

Reported on the bank statement is a canceled check that the company failed to record. (Information 

from the bank reconciliation allows you to determine the amount of this check, which is a payment 

on an account payable.) 

b. An examination of customers’ accounts shows that accounts totaling $679 should be written off as 

uncollectible. Using an aging of receivables, the company determines that the ending balance of the 

Allowance for Doubtful Accounts should be $700. 

c. A truck is purchased and placed in service on January 1, 2016. Its cost is being depreciated with the 

straight-line method using the following facts and estimates. 

@riginal:COstw ee eso $32,000 

Expected salvage value ........ 8,000 

Useful life (years) ...........- 4 

d. Two items of equipment (a sprayer and an injector) were purchased and put into service in early 

January 2014. They are being depreciated with the straight-line method using these facts and estimates. 

Sprayer injector 

@riginalGOst, ear $27,000 $18,000 

Expected salvage value ........ 3,000 2,500 

Useful life (years)........----- 8 5 

e. On August |, 2016, the company is paid $3,840 cash in advance to provide monthly service for an 

apartment complex for one year. The company began providing the services in August. When the cash 

was received, the full amount was credited to the Extermination Services Revenue account. 

f. The company offers a warranty for the services it sells. The expected cost of providing warranty ser- 

vice is 2.5% of the extermination services revenue of $57,760 for 2016. No warranty expense has been 

recorded for 2016. All costs of servicing warranties in 2016 were properly debited to the Estimated 

Warranty Liability account. 

g. The $15,000 long-term note is an 8%, five-year, interest-bearing note with interest payable annually 

on December 31. The note was signed with First National Bank on December 31, 2016. 

h. The ending inventory of merchandise is counted and determined to have a cost of $11,700. Bug-Off 

uses a perpetual inventory system. 

Required 

1. Use the preceding information to determine amounts for the following items. 

a. Correct (reconciled) ending balance of Cash, and the amount of the omitted check. Check (1a) Reconciled 
: F s — 3 i= 

b. Adjustment needed to obtain the correct ending balance of the Allowance for Doubtful Accounts. Caras! ee as 
D C real 

c. Depreciation expense for the truck used during year 2016. 

d. Depreciation expense for the two items of equipment used during year 2016. 

e. The adjusted 2016 ending balances of the Extermination Services Revenue and Unearned Services 

Revenue accounts. 

The adjusted 2016 ending balances of the Warranty Expense and Estimated Warranty Liability (1f) Estimated 

Warranty Liability, $2,844 Cr. ™ 

accounts. 

g. The adjusted 2016 ending balances of the Interest Expense and Interest Payable accounts. (Round 

amounts to the nearest whole dollar.) 

Continued on next page . - . 



438 Chapter 9 Reporting and Analyzing Current Liabilities 

(2) Adjusted trial 2. Use the results of part 1 to complete the six-column table by first entering the appropriate adjustments 

balance totals, $238,207 for items a through g and then completing the Adjusted Trial Balance columns. (Hint: Item b requires 
two adjustments.) 

3. Prepare journal entries to record the adjustments entered in the six-column table. Assume Bug-Off’s 

adjusted balance for Merchandise Inventory matches the year-end physical count. 

(4) Net income, 4. Prepare a single-step income statement, a statement of retained earnings (cash dividends during 2016 

$9,274; Total assets, $82,771 were $10,000), and a classified balance sheet. 

e 

GENERAL GL 9-1 General Ledger assignment GL 9-1, based on Problem 9-1A, focuses on transactions related 

LEDGER to accounts and notes payable and highlights the impact each transaction has on interest expense, if 

PROBLEM any. Prepare the journal entries related to accounts and notes payable; the schedules for accounts 

payable and notes payable are automatically completed using the General Ledger tool. Compute 

Available in Connect _ both the amount and timing of interest expense for each note. Prepare the subsequent-period journal 
| comnect entries related to accrued interest. 

| Beyond the Numbers / 

REPORTING IN BTN 9-1_ Refer to the financial statements of Apple in Appendix A to answer the following. 

ACTION 1. Compute times interest earned for the fiscal years ended 2014, 2013, and 2012. Apple reports that in 

Al Pl og 2014 interest expense was $384 million, in 2013 interest expense was $136 million, and in 2012 it 

r- “had no debt outstanding and accordingly did not incur any related interest expense”; however, for 

purposes of learning from this assignment, assume that Apple had interest expense of $100 million for 

AP PLE 2012. Comment on Apple’s ability to cover its interest expense for this period. Assume an industry 

average of 10 for times interest earned. 

2. Apple’s current liabilities include “Deferred revenue”; assume that this account reflects “Loyalty re- 

ward liabilities.” Is this a known or an estimated liability? Explain how this liability is created. 

3. Identify Apple’s total of accrued expenses and search its footnotes to list the six accounts that make up 

accrued expenses. 

Fast Forward 

4. Access Apple’s financial statements for fiscal years ending after September 27, 2014, at its website 

(Apple.com) or the SEC’s EDGAR database (www.SEC.gov). Compute its times interest earned for 

years ending after September 27, 2014, and compare your results to those in part 1. If no interest ex- 

pense is reported, assume $100 million of interest expense in each year. 

COMPARATIVE BTN 9-2 Key figures for Apple and Google follow. 

ANALYSIS 

4 uo Google 

APPL _ 
Current L@ntigacliis Year 

GOOG LE Reatiitceleey Year Arla idatsig 

Netincome 7.2. samen: $39,510 $37,037 $41,773 $14,444 $| 2,920 $10,737 

Income taxess.. ance: 13,973 13,118 14,030 335 2552 2,916 

Interest expense ........ 384 136 100* 101 8| 85 - 

* Apple did not report interest expense for this period. Amount included here is assumed for purposes of this analysis. 
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1. Compute times interest earned for the three years’ data shown for each company. 

2. Comment on which company appears stronger in its ability to pay interest obligations if income 

should decline. Assume an industry average of 10. 

BTN 9-3 Cameron Bly is a sales manager for an automobile dealership. He earns a bonus each year 

based on revenue from the number of autos sold in the year less related warranty expenses. Actual war- 

ranty expenses have varied over the prior 10 years from a low of 3% of an automobile’s selling price to a 

high of 10%. In the past, Bly has tended to estimate warranty expenses on the high end to be conservative. 

He must work with the dealership’s accountant at year-end to arrive at the warranty expense accrual for 

cars sold each year. 

1. Does the warranty accrual decision create any ethical dilemma for Bly? 

2. Since warranty expenses vary, what percent do you think Bly should choose for the current year? 

Justify your response. 
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ETHICS 
CHALLENGE 

P4 

BTN 9-4 Dusty Johnson is the accounting and finance manager for a manufacturer. At year-end, he must 

determine how to account for the company’s contingencies. His manager, Tom Pretti, objects to Johnson’s 

proposal to recognize an expense and a liability for warranty service on units of a new product introduced 

in the fourth quarter. Pretti comments, “There’s no way we can estimate this warranty cost. We don’t owe 

anyone anything until a product fails and it is returned. Let’s report an expense if and when we do any 

warranty work.” 

Required 

Prepare a one-page memorandum for Johnson to send to Pretti defending his proposal. 

COMMUNICATING 
IN PRACTICE 

C3 

BTN 9-5 Access the February 24, 2015, filing of the December 31, 2014, annual 10-K report of 

McDonald’s Corporation (ticker MCD), which is available from www.SEC.gov. 

Required 

1. Identify the current liabilities on McDonald’s balance sheet as of December 31, 2014. 

2. What portion (in percent) of McDonald’s long-term debt matures within the next 12 months? 

3. Use the consolidated statement of income for the year ended December 31, 2014, to compute 

McDonald’s times interest earned ratio. Comment on the result. Assume an industry average of 15.0. 

TAKING IT TO 
THE NET 

Ci Al @3 

BTN 9-6 Assume that your team is in business and you must borrow $6,000 cash for short-term needs. 

You have been shopping banks for a loan, and you have the following two options. 

A. Sign a $6,000, 90-day, 10% interest-bearing note dated June 1. 

B. Sign a $6,000, 120-day, 8% interest-bearing note dated June 1. 

Required 

1. Discuss these two options and determine the best choice. Ensure that all teammates concur with the 

decision and understand the rationale. 

2. Each member of the team is to prepare one of the following journal entries. 

a. Option A—at date of issuance. 

b. Option B—at date of issuance. 

c. Option A—at maturity date. 

d. Option B—at maturity date. 

3. In rotation, each member is to explain the entry he or she prepared in part 2 to the team. Ensure that all 

team members concur with and understand the entries. 

Continued on next page. . . 

TEAMWORK IN 
ACTION 

(2 Pl 



ENTREPRENEURIAL 

DECISION 

“@ 

4. Assume that the funds are borrowed on December | (instead of June 1) and your business operates on 

a calendar-year reporting period. Each member of the team is to prepare one of the following entries. 

a. Option A—the year-end adjustment. 

b. Option B—the year-end adjustment. 

c. Option A—at maturity date. 

d. Option B—at maturity date. 

5. In rotation, each member is to explain the entry he or she prepared in part 4 to the team. Ensure that all 

team members concur with and understand the entries. 

BTN 9-7 Review the chapier’s opening feature about Aaron Kennedy and the business he founded, 
Noodles & Company. Assume that current management is considering expanding the business to open a 

location in Europe, and that the current abbreviated income statement appears as follows. 

NOODLES & COMPANY 

Income Statement 

For Year Ended December 31, 2016 

Assume also that Noodles & Company currently has no interest-bearing debt. If it expands to open a 

European location, it will require a $300.000 loan. Noodles & Company has found a bank that will loan it the 

money on a 7% note payable. The company believes that. at least for the first few years, sales at its European 

location will equal $250,000, and that all expenses at both locations will continue to equal 55% of sales. 

Required 

1. Prepare an income statement (showing three separate columns for current operations, European, and 

total) for the company assuming that it borrows the funds and expands to Europe. Annual revenues for 

current operations are expected to remain at $1.000.000. 

2. Compute the company’s times interest earned under the expansion assumptions in part 1. 

3. Assume sales at its European location are $400,000. Prepare an income statement (with columns for 
current operations. European. and total) for the company and compute times interest earned. 

4. Assume sales at its European location are $100,000. Prepare an income statement (with columns for 

current operations. European, and total) for the company and compute times interest earned. 

5. Comment on your results from parts | through 4. 

HITTING THE 
ROAD 

P2 

GLOBAL 
DECISION 

"@ 
Samsung 

APPLE 

GOOGLE 

BTN 9-8 Check your phone book or the Social Security Administration website (www.SSA.gov) to locate 

the Social Security office near you. Visit the office to request a personal earnings and estimate form. Fill out 

the form and mail according to the instructions. You will receive a statement from the Social Security 

Administration regarding your earings history and future Social Security benefits you can receive. 

(Formerly the request could be made online. The online service has been discontinued and is now under re- 
view by the Social Security Administration due to security concerns: however, it might once again be avail- 

able online.) It is good to request an earnings and benefit statement every 5 to 10 years to make sure you have 

received credit for all wages earned and for which you and your employer have paid taxes into the system. 

BTN 9-9 Samsung. Apple. and Google are all competitors in the global marketplace. Comparative 

figures for Samsung (www.Samsung.com), along with selected figures from Apple and Google, follow. 

Apple Google 

Current 

Year 

Prior Prior 

Year 

Current 

Necaxtme sn ets ¥23,394358 80474764 ae = a 
Income taxes .....-.--------- 4.480.676 7989515 3 — Lost a atk 
Interest expense ............- 7,294,002 7,754,972 —_ — oa — 

Tames interest eamed ......... 2 ? 14028 36979 17699-19201 
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1. Compute the times interest earned ratio for the most recent two years for Samsung using the data 

shown. 

2. Which company of the three presented provides the best coverage of interest expense? Explain. 

ANSWERS TO MULTIPLE CHOICE QUIZ 
1. b; $6,000 x 0.05 x 30/360 = $25 4. c: 10,000 television sets X 0.01 x $250 = $25,000 

2. e: $50,000 x (0.062 + 0.0145) = $3,825 5. a; 150 employees x $175 per day x 1 vacation day earned = 

3. b; $7,000 x (0.006 + 0.054) = $420 $26,250 

441 



BOND BASICS 
BOND 

ISSUANCES 
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RETIREMENT 
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NOTES 

A1 Fundamentals of: 

Bond financing 
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P3 Issuance ata 

premium 
Bond issuance 

procedures 

P1 Issuance at par 

P2 Issuance at a 
discount 

retirement: 

At maturity 

By conversion 
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Learning Objectives 

CONCEPTUAL 

C1 

C2 

C3 

C4 

Explain the types of notes and prepare 

entries to account for notes. 

Appendix 10A—Explain and compute 

the present value of an amount(s) to be 

paid at a future date(s). 

Appendix 10C—Describe interest 

accrual when bond payment periods 

differ from accounting periods. 

Appendix 100—Describe accounting 

for leases and pensions. 

ANALYTICAL 

Al 

A2 

A3 

Compare bond financing with stock 

financing. 

Assess debt features and their 

implications. 

Compute the debt-to-equity ratio and 

explain its use. 

PROCEDURAL 

P1 

P2 

Prepare entries to record bond issuance 

and interest expense. 

Compute and record amortization of 

bond discount using straight-line method. 

P4 Accounting for bond 

Before maturity 

P3 

P4 
P5 

P6 

C1 Types of notes 

Recording notes 

DEBT ANALYSIS 

A2 Debt features 

A3 Debt-to-equity 

Compute and record amortization of 

bond premium using straight-line 

method. 

Record the retirement of bonds. 

Appendix 10B—Compute and record 

amortization of bond discount using 

effective interest method. 

Appendix 10B—Compute and record 

amortization of bond premium using 

effective interest method. 
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BOX Office Success 

LOS ALTOS, CA—Aaron Levie, Dylan 

Smith, Jeff Queisser, and Sam Ghods met 

in high school. “[Aaron] was a magician, 

and | was very much a hard core nerd,’ re- 

calls Jeff. Beyond magic and nerdiness, the 

four friends were interested in entrepre- 

neurship. “Aaron and | were always bounc- 

ing ideas off of each other just because we 

were generating them a mile a minute,” 

insists Dylan. The four friends attended 

different colleges, but Dylan explains that 

they “stayed in pretty close contact.” Then, 

during their sophomore year, Aaron ditched 

his idea of a company to Dylan, Jeff, and 

Sam. Although initially reluctant, the three 

friends joined Aaron and they launched 

(Box.com), a cloud storage solution 

for businesses and individuals 

An immediate concern was 

finance the business. “We had a lot 0 

successful pitches In the venture capital 

community,’ explains Dylan. “A couple of 

19- and 20-year-olds starting a business 

isn't that old school.” Then a pleasant 

surprise occurred, and the founders were 

able to secure financing from a very un- 

likely source. As a result of a cold e-mail to 

Mark Cuban, owner of the Dallas Mavericks 

NBA team and Shark Tank TV star, the 

Box founders received an investment 

of $350,000. That investment from 

Mark Cuban helped legitimize and grow 

the business—see its revenue growth in 

the nearby chart. 

how to 

Ual= 

Box, Inc. 

NYSE: BOX 

User Composition 

Paying Users 

7% 

$2 billion valuation 

25 million users 

Free Users 

93% 

Financing comes in two flavors: debt 

and equity. According to CrunchBase, Box 

has raised over $500 million in 10 rounds of 

financing since Cuban's investment. After 

10 rounds of financing, with much of it 

equity financing, Aaron had the largest 

remaining ownership share of the four 

founders with roughly 4%. The founders, 

alternatively, could have pursued more 

debt financing using notes and bonds. This 

would have had the benefit of greater 

owner investment and, given the success 

of Box, generated much more wealth for 

the founders. 

$225 1 

Fr a oO 
T 

$75 a 

Revenue ($ millions) 

$0 i 1 1 J 

2012 2013 2014 

Box's financing preferences, however, 

might be changing. In 2013, Box secured a 

$100 million revolving credit facility. It has 

already drawn on $34 million of this debt 

financing at a rate of 3.4%. Aaron, now 

CEO of Box, knows that effective manage- 

ment of those liabilities, especially long- 

term financing from sources such as notes 

and bonds, is crucial. Namely, Box must 

produce sufficient income to pay for inter 

est and principal. Its recent three income 

statements reveal operating losses and, to 

meet those obligations, operating results 

must turn positive for long-run success. 

($ millions) 2012 2013 2014 
Se eee 

INetincOmescs.ccnes <= $(113) $(169) $(168) 

Interest expense. ....... 2 4 72 

Long-term debt ......... 30 34 4| 

The larger message of Box according to 

Aaron is, “Take the stodgiest, oldest, slow- 

est moving industry you can find. And build 

amazing software for it. . . that's what we 

do at Box.” Aaron also offers advice to aspir 

ing entrepreneurs: “Take risks. Fail fast . . . 

[because] if we fail fast, we can correct mis- 

takes quickly.’ 

Sources: Box website, January 2016; Yahoo 

Finance, January 2016; Inc., October 2012; 

BBC, May 2013; TechRepublic, March 2014; 

CrunchBase.com, 2016 
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BASICS OF BONDS - 

Al 
Compare bond financing 
with stock financing. 

Point: Financial leverage 

reflects issuance of bonds, 

notes, and preferred stock. 

Example: Compute return 

on equity for all three plans 

if Magnum is subject to a 40% 

income tax. Answer ($ mil.) 

A = 6.0% ($100[! — 0.4]/$1,000) 
B = 9.0% ($225[| — 0.4]/$1,500) 

C= 10.5% ($175[1 — 0.4] /$1,000) 

EXHIBIT 10.1 

Financing with Bonds 

versus Equity 

This section explains the basics of bonds and a company’s motivation for issuing them. 

Bond Financing 

Projects that demand large amounts of money often are funded from bond issuances. (Both for- 

profit and nonprofit companies, as well as governmental units, such as nations, states, cities, and 

school districts, issue bonds.) A bond is its issuer’s written promise to pay an amount identified as 
the par value of the bond with interest. The par value of a bond, also called the face amount or 

face value, is paid at a specified future date known as the bond’s maturity date. Most bonds also 

require the issuer to make semiannual interest payments. The amount of interest paid each period 
is determined by multiplying the par value of the bond by the bond’s contract rate of interest for 

that same period. This section explains both advantages and disadvantages of bond financing. 

Advantages of Bonds There are three main advantages of bond financing: 

1. Bonds do not affect owner control. Equity financing reflects ownership in a company, 

whereas bond financing does not. A person who contributes $1,000 of a company’s 

$10,000 equity financing typically controls one-tenth of all owner decisions. A person 
who owns a $1,000, 11%, 20-year bond has no ownership right. This person, or bond- 

holder, is to receive from the bond issuer 11% interest, or $110, each year the bond is 

outstanding and $1,000 when it matures in 20 years. 

2. Interest on bonds is tax deductible. Bond interest payments are tax deductible for the is- 

suer, but equity payments (distributions) to owners are not. To illustrate, assume that a 

corporation with no bond financing earns $15,000 in income before paying taxes at a 40% 

tax rate, which amounts to $6,000 ($15,000 x 40%) in taxes. If a portion of its financing 

is in bonds, however, the resulting bond interest is deducted in computing taxable income. 

That is, if bond interest expense is $10,000, the taxes owed would be $2,000 ({[$15,000 — 

$10,000] x 40%), which is less than the $6,000 owed with no bond financing. 

3. Bonds can increase return on equity. A company that earns a higher return with borrowed 

funds than it pays in interest on those funds increases its return on equity. This process is 

called financial leverage or trading on the equity. 

To illustrate the third point, consider Magnum Co., which has $1,000 million in equity and is 

planning a $500 million expansion to meet increasing demand for its product. Magnum predicts 

the $500 million expansion will yield $125 million in additional income before paying any in- 

terest. It currently earns $100 million per year and has no interest expense. Magnum is consider- 

ing three plans. Plan A is to not expand. Plan B is to expand and raise $500 million from equity 

financing. Plan C is to expand and issue $500 million of bonds that pay 10% annual interest 

($50 mil.). Exhibit 10.1 shows how these three plans affect Magnum’s net income, equity, and 

return on equity (net income/equity). The owner(s) will earn a higher return on equity if expan- 

sion occurs. Moreover, the preferred expansion plan is to issue bonds. Projected net income 

under Plan C ($175 mil.) is smaller than under Plan B ($225 mil.), but the return on equity is 
larger because of less equity investment. Plan C has another advantage if income is taxable. This 

illustration reflects a general rule: Return on equity increases when the expected rate of return 

from the new assets is higher than the rate of interest expense on the debt financing. 

Plan A: Plan B: Plan C: 

Do Not Equity Bond 

$ millions _ Expand Financing Financing 

Income before interest expense......... $ 100 $ 225 $2225 

Interestiexpens@ sooo. Ba oe = — (50) 

Netincome 202 .¢snceee ees te $ 100 $ 225 $ 175 

EqQuityscty ec ipaeuc ee roe ec $1,000 $1,500 $1,000 

Return on equity................... 10.0% 15.0% 17.5% 
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Disadvantages of Bonds The two main disadvantages of bond financing are these: 

1. Bonds can decrease return on equity. When a company earns a lower return with the borrowed 

funds than it pays in interest, it decreases its return on equity. This downside risk of financial 

leverage is more likely to arise when a company has periods of low income or net losses. 

2. Bonds require payment of both periodic interest and the par value at maturity. Bond pay- 

ments can be especially burdensome when income and cash flow are low. Equity financ- 

ing, in contrast, does not require any payments because cash withdrawals (dividends) are 

paid at the discretion of the owner (or board). 

A company must weigh the advantages and disadvantages of bond financing when deciding 

whether to issue bonds to finance operations. 

Bond Trading 

Bonds are securities, and many can be readily bought and sold. A large number of bonds trade on 

both the New York Exchange and the American Exchange. A bond issue consists of a number 
of bonds, usually in denominations of $1,000 or $5,000, and is sold to many different lenders. After 

bonds are issued, they often are bought and sold by investors, meaning that any particular bond prob- 

ably has a number of owners before it matures. Since bonds are exchanged (bought and sold) in the 

market, they have a market value (price). For convenience, bond market values are expressed as a 

percent of their par (face) value. For example, a company’s bonds might be trading at 103’, meaning 

they can be bought or solid for 103.5% of their par value. Bonds can also trade below par value. For 

instance, if a company’s bonds are trading at 95, they can be bought or sold at 95% of their par value. 

© Decision ©) 6) 

Mat Yld_ Vol Close 

121.18 

Rate 

IBM Dwi, 17 ANF NEO) 

Chg 

+0.24% 

Quotes The IBM bond quote here is interpreted (left to Bonds 

right) as Bonds, issuer name; Rate, contract interest rate 

(5.7%); Mat, matures in year 2017 when principal is paid; 

Yld, yield rate (4.7%) of bond at current price; Vol, daily dollar worth ($130,000) of trades (in 1,000s); Close, closing 

price (121.18) for the day as percentage of par value; Chg, change (+0.24%) in closing price from prior day's close. if 

Bond-Issuing Procedures 

State and federal laws govern bond is- 

suances. Bond issuers also want to en- 

sure that they do not violate any of their 

existing contractual agreements when 

issuing bonds. Authorization of bond 

issuances includes the number of bonds 

authorized, their par value, and the con- 

tract interest rate. The legal document 

identifying the rights and obligations of 

both the bondholders and the issuer is 

called the bond indenture, which is 

the legal contract between the issuer 

and the bondholders (and specifies how 

often interest is paid). A bondholder 

may also receive a bond certificate as 

evidence of the company’s debt. A bond certificate, such as that shown in Exhibit 10.2, includes 

specifics such as the issuer’s name, the par value, the contract interest rate, and the maturity date. 

Many companies reduce costs by not issuing paper certificates to bondholders. ! 

J Sein, 
f MN Vikings Est. 1961 i 

ORCS LSgSD CADET EISEN 

SPRINT ROO 

his certifies that 

Pug Sala e ESATO MESSE DADA NE OES! 

Courtesy of RBC Wealth Management 

| The issuing company normally sells its bonds to an investment firm called an underwriter, which resells them to the 

public. An issuing company can also sell bonds directly to investors. When an underwriter sells bonds to a large number 

of investors, a trustee represents and protects the bondholders’ interests. The trustee monitors the issuer to ensure that it 

complies with the obligations in the bond indenture. Most trustees are large banks or trust companies. The trustee writes 

and accepts the terms of a bond indenture before it is issued. When bonds are offered to the public, called floating an 

issue, they must be registered with the Securities and Exchange Commission (SEC). SEC registration requires the issuer 

to file certain financial information. Most company bonds are issued in par value units of $1,000 or $5,000. A baby bond 

has a par value of less than $1,000, such as $100. 
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Point: There are nearly 5 mil- 

lion individual U.S. bond issues, 

ranging from huge treasuries to 

tiny municipalities. This com- 

pares to about | 2,000 individual 

U.S. stocks that are traded 

Point: Debt financing is desir- 

able when interest is tax de- 

ductible, when owner control 

is preferred, and when return 

on equity exceeds the debt's 

interest rate. 

Point: The phrase debt is 

cheaper than equity refers in part 

to interest expense on bonds 

being tax deductible whereas 

dividends on stock are not 

Point: Two of the largest bond 

issuances in history were: 

$49 billion 

$17 billion 

Verizon 

Apple 

Point: A bond with a par value 
of $1,000 trading at 103'/ sells 

for $1,035 ($1,000 x 1.035). 

A bond with a par value of 

$1,000 trading at 95'/ sells for 

$955 ($1,000 x 0.955) 

EXHIBIT 10.2 

Bond Certificate 

Point: Indenture refers to a 

bond’s legal contract; debenture 

refers to an unsecured bond 

Point: The spread between 

the dealer’s cost and what buy- 

ers pay can be huge. Dealers 

earn more than $25 billion 

annually in spread revenue 

Global: In the United 
Kingdom, government bonds 

are called gilts—short for 

gilt-edged investments 
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BOND ISSUANCES 

PI 
Prepare entries to record 
bond issuance and interest 
expense. 

Assets = Liabilities + Equity 

+800,000 +800,000 

Assets = Liabilities + Equity 

—36,000 —36,000 

Assets = Liabilities + Equity 

—800.000 | —800,000 

Chapter 10 Reporting and Analyzing Long-Term Liabilities 

This section explains accounting for bond issuances at par, below par (discount), and above par 

(premium). It also describes how to amortize a discount or premium and record bonds issued 

between interest payment dates. 

issuing Bonds at Par 

To illustrate an issuance of bonds at par value, suppose a company receives authorization to is- 

sue $800,000 of 9%, 20-year bonds dated January 1, 2016, that mature on December 31, 2035, 

and pay interest semiannually on each June 30 and December 31. After accepting the bond in- 

denture on behalf of the bondholders, the trustee can sell all or a portion of the bonds to an un- 

derwriter. If all bonds are sold at par value, the issuer records the sale as follows. 

2016 

Jan. | Gash a rer terns Sco ee rr rue he serrate TE 800,000 

Bonds: Payable gina: on canes. See rman oe 800,000 

Sold bonds at par. 

This entry reflects increases in the issuer’s cash and long-term liabilities. 

The issuer records the first semiannual interest payment as follows. 

2016 

June 30 Bond: Interest Expense sc. 652 nee cece ec ae 36,000 

Cashiers ices cee 2 ee aoe Ronee eee 36,000 

Paid semiannual interest (9% x $800,000 x / year). 

The issuer pays and records its semiannual interest obligation every six months until the bonds 
mature. When they mature, the issuer records its payment of principal as follows. 

2035 

Dec. 31 Bonds Payable;c: hive eee. ces 800,000 

CASS ee Or aaree acer) aaa ik Re 800,000 

Paid bond principal at maturity. 

Bond Discount or Premium 

The bond issuer pays the interest rate specified in the indenture, the contract rate, also referred 

to as the coupon rate, stated rate, or nominal rate. The annual interest paid is determined by 
multiplying the bond par value by the contract rate. The contract rate is usually stated on an an- 

nual basis, even if interest is paid semiannually. For example, if a company issues a $1,000, 8% 
bond paying interest semiannually, it pays annual interest of $80 (8% x $1,000) in two semian- 

nual payments of $40 each. 
The contract rate sets the amount of interest the issuer pays in cash, which is not necessarily 

the bond interest expense actually incurred by the issuer. Bond interest expense depends on the 

bond’s market value at issuance, which is determined by market expectations of the risk of lend- 

ing to the issuer. The bond’s market rate of interest is the rate that borrowers are willing to pay 
and lenders are willing to accept for a particular bond and its risk level. As the risk level in- 

creases, the rate increases to compensate purchasers for the bonds’ increased risk. Also, the 

market rate is generally higher when the time period until the bond matures is longer due to the 
risk of adverse events occurring over a longer time period. 

Many bond issuers try to set a contract rate of interest equal to the market rate they expect as 
of the bond issuance date. When the contract rate and market rate are equal, a bond sells at par 
value, but when they are not equal, a bond does not sell at par value. Instead, it is sold at a pre- 

mium above par value or at a discount below par value. Exhibit 10.3 shows the relation between 
the contract rate, the market rate, and a bond’s issue price. 
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Bond Sets Market Sets Bond Price Determined 

~ Contract rate ‘ Contract rate > Market rate —_— Bond sells at premium | Market rate 

Contract rate = Market rate Bape Bond sells at par 

_ 
eee S Contract rate < Market rate mili Bond sells at discount 

Issuing Bonds at a Discount 

A discount on bonds payable occurs when a company issues bonds with a contract rate less 

than the market rate. This means that the issue price is less than par value. To illustrate, assume 

that Fila announces an offer to issue bonds with a $100,000 par value, an 8% annual contract 

rate (paid semiannually), and a two-year life. Also assume that the market rate for Fila bonds is 

10%. These bonds then will sell at a discount since the contract rate is less than the market rate. 

The exact issue price for these bonds is stated as 96.454 (implying 96.454% of par value, or 

$96,454); we show how to compute this issue price later in the chapter. These bonds obligate the 

issuer to pay two separate types of future cash flows: 

1. Par value of $100,000 cash at the end of the bonds’ two-year life. 

2. Cash interest payments of $4,000 ($100,000 x 8% x 1/2 year) at the end of each semian- 

nual period during the bonds’ two-year life. 

The exact pattern of cash flows for the Fila bonds is shown in Exhibit 10.4. 

sich de edd \ $116,000 total 
$4,000 $4,000 $4,000 $4,000 

OOO Oo _|_ ——o 

0 6 mo. 12 mo. 18 mo. 24 mo. 

When Fila accepts $96,454 cash for its bonds on the issue date of December 31, 2016, it records 

the sale as follows. 

96,454 

3,546 

Dec. 31 

Discount onssondssravebir irate maa te = eters 

Bonds Rayablevesm mcr mumcencrnti rhea etary 100,000 

Sold bonds at a discount on their issue date. 

These bonds are reported in the long-term liability section of the issuer’s December 31, 2016, bal- 

ance sheet as shown in Exhibit 10.5. A discount is deducted from the par value of bonds to yield 

the carrying (book) value of bonds. Discount on Bonds Payable is a contra liability account. 

Long-term liabilities 

Bonds payable, 8%, due December 31, 2018 ......... 

Less discount on bonds payable 

$100,000 

3,546 $96,454 <— carrying (book) value | 

Amortizing a Bond Discount Fila receives $96,454 for its bonds; in return it must pay 

bondholders $100,000 after two years (plus semiannual interest payments). The $3,546 discount 

is paid to bondholders at maturity and is part of the cost of using the $96,454 for two years. The 

upper portion of panel A in Exhibit 10.6 shows that total bond interest expense of $19,546 is the 

difference between the total amount repaid to bondholders ($116,000) and the amount borrowed 

from bondholders ($96,454). Alternatively, we can compute total bond interest expense as the 

sum of the four interest payments and the bond discount. This alternative computation is shown 

in the lower portion of panel A. 
| 

The total $19,546 bond interest expense must be allocated across the four semiannual periods 

in the bonds’ life, and the bonds’ carrying value must be updated at each balance sheet date. 
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EXHIBIT 10.3 

Relation between Bond 

Issue Price, Contract Rate, 

and Market Rate , 
ee / 1 reef 

} / 

P2 
Compute and record 

amortization of bond 
discount using straight-line 
method. 

Point: The difference be- 

tween the contract rate and 

the market rate of interest on a 

new bond issue is usually a frac- 

tion of a percent. We use a dif- 

ference of 2% to emphasize the 

effects. 

EXHIBIT 10.4 

Cash Flows for Fila Bonds 

+ Equity 

Point: Book value at issuance 

always equals the issuer’s cash 

borrowed. 

EXHIBIT 10.5 

Balance Sheet 

Presentation of Bond 

Discount 
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EXHIBIT 10.6 

Interest Computation and 

Entry for Bonds Issued at a 

Discount 

Point: Amortization always 

results in the carrying value of 

a bond moving closer to its par 

value. 

EXHIBIT 10.7 

Straight-Line Amortization 

of Bond Discount 

The two columns 

Chapter 10 Reporting and Analyzing Long-Term Liabilities 

Panel A: Interest Computations 

Amount repaid to bondholders 

Four interest payments of $4,000 (4 pymts x [$100,000 x 0.08 x 1/2 yr]).... 

Par. valle at maturity... 3.2.5 ...0...: eens Bees eee es cane 

Total repaid to bondholders 

Less amount borrowed from bondholders 

Total bond interest expense 

Alternative Computation 

Four payments of $4,000 (4 pymts x [$100,000 x 0.08 x 1/2 yr]).........--. 

Plus discount 

$ 16,000 

Bond interest expense _ Total bond interest expense _ $19,546 
= = = $4,887 

(per interest period) Number of interest periods 4 : 

Panel B: Entry to Record Interest Payment and Amortization 

2017-2018 Discount + 
June 30 and Bond Interest Expense «2... «3... -. 4,887 periods 
Dec. 31 Discount on Bonds Payable .......... 887 

Cash .. vera ee — 4,000 Bun vale 5 

Record semiannual interest and discount Coat ae 

amortization (straight-line method). 

This is accomplished using the straight-line method (or the effective interest method in Appen- 

dix 10B). Both methods systematically reduce the bond discount to zero over the two-year life. 

This process is called amortizing a bond discount. 

The following section on discount amortization uses the Straight-Line Method. Appendix | 0B uses the effective 

interest method. An instructor can choose to cover either one or both methods. If the straight-line method is 

skipped, then move forward to the section titled “Issuing Bonds at a Premium.” 

Straight-Line Method The straight-line bond amortization method allocates an equal por- 

tion of the total bond interest expense to each interest period. To apply the straight-line method to 

Fila’s bonds, we divide the total bond interest expense of $19,546 by 4 (the number of semiannual 

periods in the bonds’ life). This gives a bond interest expense of $4,887 per period, which is $4,886.5 

rounded to the nearest dollar per period (all computations, including those for assignments, are 

rounded to the nearest whole dollar). Alternatively, we can find this number by first dividing the 

$3,546 discount by 4, which yields the 
$887 amount of discount to be amortized 
each interest period. When the $887 is 

added to the $4,000 cash payment, the 

Unamortized 

Discount® — 

Semiannual Carrying 

Value? Period-End 

(0) AZBIDOIS <0. ae $3,546 $ 96,454 
(iy eGO0IT. ae 2,659 97,34| bond interest expense for each period is 

(2) DBI DOlGe a 1,772 98,228 $4,887. Panel B of Exhibit 10.6 shows 

G) 620208... 885 99,115 how the issuer records bond interest ex- 
(4) 12/31/2018 ........ 0: 100,000 pense and updates the balance of the bond 

A ‘ liability account at the end of each of the 
always sum to par value 

for a discount bond. 

TE AEE RES: La ae 

Carrying value 
$104,000 

$100,000 | 

$96,000 | + 

© A 
ONO 

aS S oO 
YW & 

* Total bond discount (of $3,546) less accumulated periodic four semiannual interest periods (June 30, 

amortization ($887 per semiannual interest period). 2017, through December 31 ; 2018). 

Exhibit 10.7 shows the pattern of de- 
creases in the Discount on Bonds Pay- 

able account and the pattern of increases in the bonds’ carrying value. The following points 

summarize the discount bonds’ straight-line amortization: 

* Bond par value (of $100,000) less unamortized discount. 

* Adjusted for rounding. 

1. At issuance, the $100,000 par value consists of the $96,454 cash received by the is- 

suer plus the $3,546 discount. 

2. During the bonds’ life, the (unamortized) discount decreases each period by the $887 

amortization ($3,546/4), and the carrying value (par value less unamortized discount) 

increases each period by $887. 

3. At maturity, the unamortized discount equals zero, and the carrying value equals the 

$100,000 par value that the issuer pays the holder. 
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We see that the issuer incurs a $4,887 bond interest expense each period but pays only $4,000 
cash. The $887 unpaid portion of this expense is added to the bonds’ carrying value. (The total 
$3,546 unamortized discount is “paid” when the bonds mature; $100,000 is paid at maturity but 
only $96,454 was received at issuance.) 

12/31/2018 100,000 

Discount on Bonds Payable 
© Decision (ys o% 

Ratings Game_ Many bond buyers rely on rating services to assess bond risk. The best known are Standard 

& Poor’s, Moody’s, and Fitch. These services focus on the issuer's financial statements and other factors in set- 

ting ratings. Standard & Poor's ratings, from best quality to default, are AAA, AA, A, BBB, BB, B, CCC, CC, C, and 

D. Ratings can include a plus (+) or minus (—) to show relative standing within a category. Bonds rated in the A and 

B range are referred to as investment grade; lowerrated bonds are considered much riskier. & 

A company issues 8%, two-year bonds on December 31, 2016, with a par value of $7,000 and semiannual NEED T0 KNOW 10-1 

interest payments. On the issue date, the annual market rate for these bonds is 10%, which implies a sell- Soak 

ing price of 96.46 or $6,752. (a) Prepare an amortization table like the one in Exhibit 10.7 for these bonds; 
; ‘ : ; Recording Discount 

use the straight-line method to amortize the discount. Then, prepare journal entries to record (b) the issu- : 

ance of bonds on December 31, 2016; (c) the first through fourth interest payments on each June 30 and Bones 

December 31; and (d) the maturity of the bond on December 31, 2018. Puke 

Solution Interest computations for solutions a, b, and c 

Amount repaid to bondholders: 

a. Unamorized’ Carrying Four interest payments of $280 

SemiannualPeriodnd Discount Value pyr yaleat matty assesses 7000 
WO) F231 0l6s. se: $248 $6,752 Total repaid to bondholders ................ $8,120 

(ty 6) S001 Tse ye 186 6,814 Less amount borrowed from bondholders 

NBN IIBOONT ceo. 124 6,876 ($7,000 A 09646) waned ccd ict s scene 6,752 

Gir C30 0lbe- es ae, 62 6,938 gor bond interest ere? Be ore tswisnate ss 1,368 

DOIG ee 0 7,000 ena by number of Poca So Lasgo ae +4 

ond interest expense per period............ $ 342 

ie 2016 
Dec. 3] (Genk. cea a Mere oat coi oe Ge amin EN no oo Oe ee areas: 6,752 

Discountion Bonds |Payableme 7.563.) sr es es 248 

Bondsipayableyus ccmryen cr. 35 cent iene 7,000 

Sold bonds at discount. 

© 2017 
June 30 Bondiintenestexpensenn saci ers tact ae eit 342 

Discountiom Bonds: rayablecmire aerate: setae 62 

(GAA Nise en Reto Fe ink Peto lae os iret hi ay anes cen kt eec eee 280 

Pay semiannual interest and record amortization. 

2017 SPONGE Baybee 
Dec. 3] Bond Interest Expense rrr .s.a0 mera cteteleyetete cai eke esac tbe i 342 

BiscountioniBongs payables my eripre ter nein errr is 62 

(GE Ua pele tea leroes SOT Re ORO cai oman hee as acta t 280 

Pay semiannual interest and record amortization. 

2018 

June 30 Bondi InterestiexPemSe craters icpeisiersiets cia ieratietete's veh Neuacrsis 342 

DiscountoniBonds Payable* . 02... .02.2..+5--. =~ 62 

ashi AHeh eos ca tone rreper hee Raley tere ceacecto yas 280 

Pay semiannual interest and record amortization. 

2018 

Dec. 31 Bond Interest Expenseis... os mime see see es teenie ® 342 

Discounton Bonds Rayable*s. 3.) 3.1 se misses em ras 62 

GETS SHS A cas Bane bs Sain ac Cocker deine opreclona’ chee soacreatonn 280 

Pay semiannual interest and record amortization. el 

* $248 /4 + $7,000 x 8% x 1/2 

a 2018 
; 

Dec. 31 Bonds Payable... 5 <mce< cenlak t dale oun dns awl dnpee tie Bb 7,000 Do More: OS 10-2, OS 10-6, 

(GEV Rees Sein, ba On ce io ao ene 7,000 QS 10-7, E 10-1, E 10-2, 

Record maturity and payment of bonds. E 10-4, E 10-5 
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P3 
Compute and record 

amortization of bond 

premium using straight-line 
method. 

Bond: Contract rate yields 

Cash int. pymt. Market rate 

yields Interest expense. If Cash 

int. pymt. > Int. expense, then: 

* Bond sells at premium. 

* Carrying value > par value. 

* Carrying value declines over 

time. 

EXHIBIT 10.8 

Cash Flows for Adidas 

Bonds 

Assets = Liabilities + Equity 

+103,546 +100,000 

+3,546 

EXHIBIT 10.9 

Balance Sheet 

Presentation of Bond 

Premium 

Point: The phrase ability to 

service debt refers to making 

interest and principal payments 

on time. 
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Issuing Bonds at a Premium 

When the contract rate of bonds is higher than the market rate, the bonds sell at a price higher 

than par value. The amount by which the bond price exceeds par value is the premium on 

bonds, To illustrate, assume that Adidas issues bonds with a $100,000 par value, a 12% annual 

contract rate, semiannual interest payments, and a two-year life. Also assume that the market 

rate for Adidas bonds is 10% on the issue date. The Adidas bonds will sell at a premium because 

the contract rate is higher than the market rate. The issue price for these bonds is stated as 

103.546 (implying 103.546% of par value, or $103,546); we show how to compute this issue 

price later in the chapter. These bonds obligate the issuer to pay out two separate future cash 

flows: 

1. Par value of $100,000 cash at the end of the bonds’ two-year life. 

2. Cash interest payments of $6,000 ($100,000 x 12% x 1/2 year) at the end of each semi- 

annual period during the bonds’ two-year life. 

The exact pattern of cash flows for the Adidas bonds is shown in Exhibit 10.8. 

sleo.oue \ $124,000 total 
$6,000 $6,000 $6,000 $6,000 

OO Oo —_—_\_—§—o 

0 6 mo. 12 mo. 18 mo. 24 mo. 

When Adidas accepts $103,546 cash for its bonds on the issue date of December 31, 2016, it 

records this transaction as follows. 

Dec. 31 103,546 

Premium on Bonds Payable...............-.-- 3,546 

Bonds Rayable.2% «scene eee 100,000 

Sold bonds at a premium on their issue date. 

These bonds are reported in the long-term liability section of the issuer’s December 31, 2016, 

balance sheet as shown in Exhibit 10.9. A premium is added to par value to yield the carrying 

(book) value of bonds. Premium on Bonds Payable is an adjunct liability account. 

Long-term liabilities 

Bonds payable, 12%, due December 31, 2018 ......... 

Plus premium on bonds payable ................ 

$100,000 

3,546 $103,546 

Amortizing a Bond Premium Adidas receives $103,546 for its bonds; in return, it pays 

bondholders $100,000 after two years (plus semiannual interest payments). The $3,546 pre- 

mium not repaid to bondholders at maturity goes to reduce the issuer’s expense of using the 

$103,546 for two years. The upper portion of panel A of Exhibit 10.10 shows that total bond 

interest expense of $20,454 is the difference between the total amount repaid to bondholders 

($124,000) and the amount borrowed from bondholders ($103,546). Alternatively, we can 

compute total bond interest expense as the sum of the four interest payments less the bond 

premium. The premium is subtracted because it will not be paid to bondholders when the 
bonds mature; see the lower portion of panel A. Total bond interest expense must be allocated 

over the four semiannual periods using the straight-line method (or the effective interest 

method in Appendix 10B). 
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Panel A: Interest Computations 

Amount repaid to bondholders 

Four interest payments of $6,000 (4 pymts x [$100,000 x 0.12 x 1/2 yr])..... $ 24,000 

pata vallieratimaClrityc ree tata Aer eae ng he tienes ure eater gl 100,000 

Hotalnepaid:tojbondholders..:ky cece ee a, i ee oi ee 124,000 

Less amount borrowed from bondholders ..............00ceceereueeeeee (103,546) 

Total bond interest expense .................0 00.0 ccc eee c eee eee $20,454 

Alternative Computation 

Four payments of $6,000 (4 pymts x [$100,000 x 0.12 x 1/2 yr]) ........... $ 24,000 Equal 

PSS SED HeMMUN cites ter nce anes cen ae assets els ae Nw (3,546) 

Total bond interest expense .............. 0.0.0 cece eee eee eens $20,454 

Bond interest expense Total bond interest expense $20,454 

(per interest period) ~ Number of interest periods 4 ee 

Panel B: Entry to Record Interest Payment and Amortization 

2017-2018 

June 30 and —_ Bond Interest Expense. .........-....0..4.00-- 5,113 Premium + 

Dec. 31 Premium: on Bonds Payables. 25. s22 se. 52.4.8: 887 periods 

Record semiannual interest and premium 

amortization (straight-line method). 

6,000 Par value x 

contract rate 

The following section on premium amortization uses the Straight-Line Method. Appendix | OB uses the effective in- 

terest method. An instructor can choose to cover either one or both methods. If the straight-line method is skipped, 

then move forward to the section titled “Bond Pricing.” 
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EXHIBIT 10.10 

Interest Computation and 

Entry for Bonds Issued at a 

Premium 

Bonds Payable 

lizair016 1 100,000 

| 6/30/2017 
| > - 

Gee 12/31/2017 

| 

| 
! 11/31/2018 100,000 

Pren num on Bonds Pi ayable 

dizi 2016 3.546 

Straight-Line Method The straight-line method allocates an equal portion of total bond 

interest expense to each of the bonds’ semiannual interest periods. To apply this method to 

Adidas bonds, we divide the two years’ 

total bond interest expense of $20,454 

by 4 (the number of semiannual peri- 

ods in the bonds’ life). This gives a to- 

Unamortized 

Premium* 

Semiannual 

Period-End 

Carrying 

Value? 

Point: A premium decreases 

Bond Interest Expense; a 

discount increases it 

EXHIBIT 10.11 

Straight-Line Amortization 

of Bond Premium 

tal bond interest expense of $5,113 per * gets oe Ps Gee 

period, which is $5,113.5 rounded Q) 12B120I7 ese 1,772 101,772 
down so that the journal entry balances (3) 6302018 ........ ahr oe 

and for simplicity in presentation (al- (4) 12/31/2018 ........ ot 100,000 During the bond life, 

ternatively, one could carry cents). carrying value is adjusted 

Panel B of Exhibit | 0. 10 shows how * Total bond premium (of $3,546) less accumulated periodic to pat and the amortized 

Bae ercre cords ond interest ex= <TmOmzeten 8 ipa semmiainnal interest pono’) premium to zero. 

pense and updates the balance of the ‘Bond par value (of $100,000) plus unamortized premium. Ores : 

bond liability account for each semian- “#4 Forrounding 

nual period (June 30, 2017, through 
| 

December 31, 2018). 
$100,000 H#==<-=<=== 

Exhibit 10.11 shows the pattern of decreases in the unamortized Premium on Bonds 

Payable account and in the bonds’ carrying value. The following points summarize 

straight-line amortization of the premium bonds: 

1. At issuance, the $100,000 par value plus the $3,546 premium equals the $103,546 

cash received by the issuer. 

$96,000 + 

x\ 
Na we x S 

> 2) oY oy NO) wv 
& Rs 

2. During the bonds’ life, the (unamortized) premium decreases each period by the $887 

amortization ($3,546/4), and the carrying value decreases each period by the same $887. 

3. At maturity, the unamortized premium equals zero, and the carrying value equals the 

$100,000 par value that the issuer pays the holder. 
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Ca 102 
Recording Premium 

Bonds 
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A company issues 8%, two-year bonds on December 31, 2016, with a par value of $7,000 and semiannual 

interest payments. On the issue date, the annual market rate for these bonds is 6%, which implies a selling 

price of 103.71 or $7,260. (a) Prepare an amortization table like the one in Exhibit 10.11 for these bonds; 

use the straight-line method to amortize the premium. Then, prepare journal entries to record (b) the issu- 

ance of bonds on December 31, 2016; (c) the first through fourth interest payments on each June 30 and 

PS December 31; and (d) the maturity of the bond on December 31, 2018. 

Solution 

Si Unamortized — Carrying Interest computations for solutions a, b, and c 

Semiannual Period-End Premium Value Amount repaid to bondholders: 

Four interest payments of $280 
(GC)? 12/3 | DOG wey $260 $7,260 [4 pymts x ($7,000 x 0.08 x I/2yr)] ...-.- $1,120 

Be OO are 2 oie Par'valuevat Maturity: 32.6555 ences 7,000 

ES AON Wee ee Total repaid to bondholders ................ $8,120 

le oO oe - Uae Less amount borrowed from bondholders 

(4) 12/31/2018............ 0 7,000 ($7000: 1.097) osc 7,260 
Total bond interest expense ...............- $ 860 

Divided by number of periods............... + 4 

Bond interest expense per period............ $ 215 

Bonds Payable 

12/31/2016 7,000 

6S0201% 
12/31/2017 = 

12/31/2017 65 | 
6/30/2018 65 | 

12/31/2018 65 | 

| 12/31/2018 0 

6/30/2017 65 | 

| 

| 

Do More: OS 10-8, E 10-6, 

E 10-7, P 10-3, P 10-4 

Premium on Bonds Payable 

Bonds Payable 

Sold bonds at premium. 

© | 2017 
June 30 BondinterestiExpense +425 eae ten eee cee ee a 215 

Premiumvon Bonds: Payable™.. 2... .5.00 252. eae 65 

Gashih Gk nl. ae eens 280 

Pay semiannual interest and record amortization 

2017 

Dec. 31 Bondilnterest/Expensé se fete cet e mers meee 215 

Premium on Bonds Payable®.. 5.5 scre scree ec e 65 

Gashie ants cies cine, annie Mice mecca creennteces 280 

Pay semiannual interest and record amortization 

2018 

June 30 Bondilnterest'expense 23) ss..c cc Wj cinerea snc 215 

Premium on;Bonds Payables... uiose sue: sets sce oe 65 

(GE Wieee eeNS eG ceanaue a rane ne 280 

Pay semiannual interest and record amortization 

2018 

Dec. 31 Bondilnterest Expense... crjccccieci cto uate eee 215 

Premiumon: Bonds Payable..i). i-layer 2 oleae 65 

Gash te petit Ne MEM Conte Muna nicm e efiore coe eee 280 

Pay semiannual interest and record amortization. 

* $260/4 * $7,000 x 8% x Ya 

Record maturity and payment of bonds. 
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The next section describes bond pricing. An instructor can choose to cover bond pricing or not. Assignments 
requiring the “Bond Pricing” section are Quick Study 10-3 and 10-5 and Exercises 10-3 and 10-8. 

Bond Pricing 

Prices for bonds traded on an organized exchange are commonly published online. This informa- 
tion normally includes the bond price (called quote), its contract rate, and its current market (called 

yield) rate. However, only a fraction of bonds are traded on organized exchanges. To compute the 

price of a bond, we apply present value concepts. This section explains how to use present value 
concepts to price the Fila discount bond and the Adidas premium bond described earlier. 

Present Value of a Discount Bond The issue price of bonds is found by computing the 
present value of the bonds’ cash payments, discounted at the bonds’ market rate. When com- 

puting the present value of the Fila bonds, we work with semiannual compounding periods 

because this is the time between interest payments; the annual market rate of 10% is consid- 

ered a semiannual rate of 5%. Also, the two-year bond life is viewed as four semiannual peri- 

ods. The price computation is twofold: (1) Find the present value of the $100,000 par value 

paid at maturity and (2) find the present value of the series of four semiannual payments of 

$4,000 each; see Exhibit 10.4. These present values can be found by using present value ta- 

bles. Appendix B at the end of this book shows present value tables and describes their use. 

Table B.1 in Appendix B is used for the single $100,000 maturity payment, and Table B.3 in 

Appendix B is used for the $4,000 series of interest payments. Specifically, we go to Table 

B.1, row 4, and across to the 5% column to identify the present value factor of 0.8227 for 

the maturity payment. Next, we go to Table B.3, row 4, and across to the 5% column, where 

the present value factor is 3.5460 for the series of interest payments. We compute the bond 

price by multiplying the cash flow payments by their corresponding present value factors 

and adding them together; see Exhibit 10.12. 

Present Value Present 

Cash Flow Factor Amount Value 

$100,000 par (maturity) value......... B.I (PV of 1) 0.8227 x $100,000 = $82,270 

$4,000 interest payments............. B.3 (PV of ann.) 3.5460 x 4,000 = 14,184 

PRICRTONDONG ht eas he ee $96,454 

Present Value of a Premium Bond We find the issue price of the Adidas bonds by using 

the market rate to compute the present value of the bonds’ future cash flows. When computing 

the present value of these bonds, we again work with semiannual compounding periods because 

this is the time between interest payments. The annual 10% market rate is applied as a semian- 

nual rate of 5%, and the two-year bond life is viewed as four semiannual periods. The computa- 

tion is twofold: (1) Find the present value of the $100,000 par value paid at maturity and (2) find 

the present value of the series of four payments of $6,000 each; see Exhibit 10.8. These present 

values can be found by using present value tables. First, go to Table B.1, row 4, and across to the 

5% column where the present value factor is 0.8227 for the maturity payment. Second, go to 

Table B.3, row 4, and across to the 5% column, where the present value factor is 3.5460 for the 

series of interest payments. The bonds’ price is computed by multiplying the cash flow pay- 

ments by their corresponding present value factors and adding them together; see Exhibit 10.13. 

Present Present 

Cash Flow - Value Factor Amount Value 

$100,000 par (maturity) ValUGiiee co shri B.1 (PV of 1) 0.8227 x $100,000 = $ 82,270 

$6,000 interest payments........----- B.3 (PY of ann.) 3.5460 x C000 = eee e276 

Price:o1 bOnd: =o. coe ere ee ee $103,546 
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Point: Zero-coupon bonds do 

not pay periodic interest (con- 

tract rate is zero). These bonds 

always sell at a discount be- 

cause their 0% contract rate is 

always below the market rate 

Point: InvestinginBonds.com 

is a bond research and learning 

source 

Point: A bond’s market value 

(price) at issuance equals the 

present value of its future cash 

payments, where the interest 

(discount) rate used is the 

bond’s market rate 

Point: Many calculators have 

present value functions for 

computing bond prices 

EXHIBIT 10.12 

Computing Issue Price for 

the Fila Discount Bonds 

EXHIBIT 10.13 

Computing Issue Price for 

the Adidas Premium Bonds 
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™ Decision |nsight ' 

Equivalent Payments Concept Business decisions frequently involve concepts using the time value of 

money. To help in those decisions, the present value factors can be thought of as equivalent payments. For ex 

ample, using the data in Exhibit 10.12, one payment of $100,000 scheduled two years from today is the equivalent 

of a 0.8227 payment of $100,000 today (assuming a market with 10% return). Similarly, four semiannual pay- 

ments of $4,000 over the next two years are the equivalent of 3.5460 payments of $4,000 today (again, assuming 

a 10% return). @ 

BOND RETIREMENT 

P4 
Record the retirement of 

bonds. 

Assets = Liabilities + Equity 

—100.000 —100.000 

Point: Bond retirement is also 
referred to as bond redemption. 

Point: Gains and losses from 

retiring bonds were previously 

reported as extraordinary 

items. New standards require 

that they now be judged by 

the “unusual and infrequent” 

criteria for reporting purposes. 

Assets = Liabilities + Equity 

—103.000 —100,000 £1,500 

—4,500 

This section describes the retirement of bonds (1) at maturity, (2) before maturity, and (3) by 

conversion to stock. 

Bond Retirement at Maturity 

The carrying value of bonds at maturity always equals par value. For example, both Exhi- 

bits 10.7 (a discount) and 10.11 (a premium) show that the carrying value of bonds at the end 

of their lives equals par value ($100,000). The retirement of these bonds at maturity, assuming 

interest is already paid and entered, is recorded as follows: 

2018 

Dec. 31 Bonds: Payable: (ose ochre ae 100,000 

Cashier ck es as ee 100,000 

Record retirement of bonds at maturity. 

Bond Retirement before Maturity 

Issuers sometimes wish to retire some or all of their bonds prior to maturity. For instance, if 

interest rates decline greatly, an issuer may wish to replace high-interest-paying bonds with 

new low-interest bonds. Two common ways to retire bonds before maturity are to (1) exercise 

a call option or (2) purchase them on the open market. In the first instance, an issuer can re- 

serve the right to retire bonds early by issuing callable bonds. The bond indenture can give the 

issuer an option to call the bonds before they mature by paying the par value plus a call pre- 

mium to bondholders. In the second case, the issuer retires bonds by repurchasing them on the 
open market at their current price. Whether bonds are called or repurchased, the issuer is un- 

likely to pay a price that exactly equals their carrying value. When a difference exists between 

the bonds’ carrying value and the amount paid, the issuer records a gain or loss equal to the 

difference. 
To illustrate the accounting for retiring callable bonds, assume that a company issued callable 

bonds with a par value of $100,000. The call option requires the issuer to pay a call premium of 

$3,000 to bondholders in addition to the par value. Next, assume that after the June 30, 2016, 

interest payment, the bonds have a carrying value of $104,500. Then on July 1, 2016, the issuer 

calls these bonds and pays $103,000 to bondholders. The issuer recognizes a $1,500 gain from 

the difference between the bonds’ carrying value of $104,500 and the retirement price of 

$103,000. The issuer records this bond retirement as follows. 

July | Bonds Payables. cise acne Us i she toenr ti 100,000 - 

Premium on Bonds Payable ic... sea. te ues ans : 4,500 2 — 

Gain on Bond Retirement... .....5...4.2.. 6. 1,500 

Gashicg ce i ees erates Sete teeter 103,000 

Record retirement of bonds before maturity. : 
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An issuer usually must call all bonds when it exercises a call option. However, to retire as many 
or as few bonds as it desires, an issuer can purchase them on the open market. If it retires less 
than the entire class of bonds, it recognizes a gain or loss for the difference between the carrying 
value of those bonds retired and the amount paid to acquire them. 

Bond Retirement by Conversion 

Holders of convertible bonds have the right to convert their bonds to stock. When conver- 

sion occurs, the bonds’ carrying value is transferred to equity accounts and no gain or loss 

is recorded. (We further describe convertible bonds in the Decision Analysis section of 
this chapter.) 

To illustrate, assume that on January | the $100,000 par value bonds of Converse, 

with a carrying value of $100,000, are converted to 15,000 shares of $2 par value com- 

mon stock. The entry to record this conversion follows (the market prices of the bonds 

and stock are not relevant to this entry; the material in Chapter 11 is helpful in under- 

standing this transaction): 

Convertible Bond 

Jan. | Bonds'Payables.at8 Aras. ie oetetnh) eae tele 100,000 Assets = Liabilities + Equity 

GommonStock seat ee ee 30,000 es Men 
+70,000 

Paid-In Capital in Excess of Par Value........... 70,000 ais 

Record retirement of bonds by conversion. 

® Decision insight @ 

Junk Bonds Junk bonds are company bonds with low credit ratings 

due to a higherthan-average likelihood of default. On the upside, the high 

risk of junk bonds can yield high returns if the issuer survives and repays 

its debt. Investors in junk bonds identify and buy bonds with low credit 

ratings when they believe those bonds will survive and pay off their obli- 

gations. & 

LONG-TERM NOTES PAYABLE 
Like bonds, notes are issued to obtain assets such as cash. Unlike bonds, notes are typically C1 

transacted with a single lender such as a bank. An issuer initially records a note at its selling De rene 

price—that is, the note’s face value minus any discount or plus any premium. Over the note’s and prepare entries to 

life, the amount of interest expense allocated to each period is computed by multiplying the — account for notes. 

market rate (at issuance of the note) by the beginning-of-period note balance. The note’s carry- 

ing (book) value at any time equals its face value minus any unamortized discount or plus any 

unamortized premium; carrying value is also computed as the present value of all remaining 

payments, discounted using the market rate at issuance. 

Installment Notes 

An installment note is an obligation requiring a series of payments to the lender. Install- 

ment notes are common for franchises and other businesses when lenders and borrowers 

agree to spread payments over several periods. To illustrate, assume that Foghog borrows 

$60,000 from a bank to purchase equipment. It signs an 8% installment note requiring Six 
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annual payments of principal plus interest and it records the note’s issuance at January i 

2016, as follows. 

Assets = Liabilities + Equity Jan. | Cash co es ees 60,000 
+60,000 +60,000 

: 

: a Notes Payable. 5 es epee eta a 60,000 

Borrowed $60,000 by signing an 8%, 

six-year note. 

Payments on an installment note normally include the accrued interest expense plus a portion of 

the amount borrowed (the principal). This section describes an installment note with equal pay- 

ments. 

Years The equal total payments pattern consists of changing amounts of both interest and 

2016 2017 2018 2019 2020 2021 _ principal. To illustrate, assume that Foghog borrows $60,000 by signing a $60,000 note 

| that requires six equal payments of $12,979 at the end of each year. (The present value of 

an annuity of six annual payments of $12,979, discounted at 8%, equals $60,000; we 

show this computation in footnote 2.) The $12,979 includes both interest and principal, 

; the amounts of which change with each payment. Exhibit 10.14 shows the pattern of 

equal total payments and its two parts, interest and principal. Column A shows the note’s begin- 

ning balance. Column B shows accrued interest for each year at 8% of the beginning note bal- 

ance. Column C shows the impact on the note’s principal, which equals the difference between 
Point: Most consumer notes : : 5 5 

BR e ese: the total payment in column D and the interest expense in column B. Column E shows the note’s 
; s that re- 

quire equal total payments. year-end balance. 

EXHIBIT 10.14 Payments 

Installment Note: Equal 

Total Payments (A) i) (C) © (E). 

Amortization Schedule Debit Debit Credit 
Beginning _ Interest Notes Ending 

Balance Expense + Payable Cash Balance 

8% x (A) (2) ee (=) (computed) (A) — (C) 

NG QMPIZISH2016 oc $60,000 $ 4,800 $ 8,179 $12,979 $51,821 

ae \ QV A2BNQ0 irs aa: 51,821 4,146 8,833 12,979 42,988 

ar (GB) 12S W201B ee ce 42,988 3,439 9,540 12,979 33,448 

> 3 (4) P23 I2019 Fe. 33,448 2,676 10,303 12,979 23,145 

t (5) 12/31/2020) 23,145 1,852 Hig l227/ 12,979 12,018 

j (6), AQBI202l 2s ... 12,018 96 12,018 12,979 0 

WY $17,874 $60,000 $77,874 
hy ae SSS — —_—= 

MY Oe Decreasing Increasing Equal 

FS “\JInterest } Principal Accrued Principal Total 
Interest Component Payments 

| Pic 
2016 

2017 

2018 

2019 - 
End of Year 

2020 

2021 

0 $2,500 $5,000 $7500 $10,000 $12,500 $15,000 
Cash Payment Pattern 
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Although the six cash payments are equal, accrued interest decreases each year because the 

principal balance of the note declines. As the amount of interest decreases each year, the portion 

of each payment applied to principal increases. This pattern is graphed in the lower part of Ex- 

hibit 10.14. Foghog uses the amounts in Exhibit 10.14 to record its first two payments (for years 

2016 and 2017) as follows: 

2016 

Dec. 31 INne€erestiExpensee a ser center ce cer ase 4,800 

Notes: Pavabletansc oo ea vnahitr eit aiee 8,179 

Cashisc Siac sedtetes ee ge soeemaseeat Sif cush ren onaees 12,979 

Record first installment payment. 

2017 

Dec. 31 INteESEEXPEHSe ys team ae ets ey tae ee rele 4,146 

Notes Payable... ... 2.6.6... eee e eect eee ee 8,833 

Gases: ec eee eG Se eect 12,979 

Record second installment payment. 

Foghog records similar entries but with different amounts for each of the remaining four pay- 

ments. After six years, the Notes Payable account balance is zero.” 

Fraud 

Missing Debt A study reports that 29% of employees in finance and accounting 
Poe 
2013). This includes nondisclosure of special concern with long-term liabilities. Another study report 

se 

witnessed the falsifying or manipulating of accounting information in the past year (KPMG 

Mortgage Notes and Bonds 

A mortgage is a legal agreement that helps protect a lender if a borrower fails to make required 

payments on notes or bonds. A mortgage gives the lender a right to be paid from the cash pro- 

ceeds of the sale of a borrower’s assets identified in the mortgage. A legal document, called a 

mortgage contract, describes the mortgage terms. 

Mortgage notes carry a mortgage contract pledging title to specific assets as security for the note. 

Mortgage notes are especially popular in the purchase of homes and the acquisition of plant assets. 

Less common mortgage bonds are backed by the issuer’s assets. Accounting for mortgage notes 

and bonds is similar to that for unsecured notes and bonds, except that the mortgage agreement 

must be disclosed. For example, TIBCO Software reports that its “mortgage note payable . . . is 

collateralized by the commercial real property acquired [corporate headquarters].” 

® Decision Maker @ f? 

Entrepreneur You are a furniture retailer planning a Super Bowl sale on a home theater system that requires 

no payments for two years. At the end of two years, buyers must pay the full amount. The system's suggested 

retail price is $4,100, but you are willing to sell it today for $3,000 cash. What is your sale price if payment will not 

occur for two years and the market interest rate is 10%? M@ [Answers follow the chapter's Summary. ] 

2 Table B.3 in Appendix B is used to compute the dollar amount of the six payments that equal the initial note balance 

of $60,000 at 8% interest. We go to Table B.3, row 6, and across to the 8% column, where the present value factor is 

4.6229. The dollar amount is then computed by solving this equation: 

Present Value 

$60,000 

Present Value Factor Dollar Amount 

4.6229 x i = 
Table 

B.3 

The dollar amount is computed by dividing $60,000 by 4.6229, yielding $12,979. 

Assets = Liabilities + Equity 

— {12,979 —8,179 —4,800 

Assets = Liabilities + Equity 

—12,979 —8.833 —4,146 

Point: The Truth in Lending 

Act requires lenders to provide 

information about loan costs 

including finance charges and 

interest rate 

Global: Countries vary in the 

preference given to debthold- 

ers vs. stockholders when a 

company is in financial distress 

Some countries such as 

Germany, France, and Japan 

give preference to stockholders 

over debtholders 

Example: Suppose the 

$60,000 installment loan has 

an 8% interest rate with eight 

equal annual payments. What 

is the annual payment? 

Answer (using Table B.3) 

$60,000/5.7466 = $10,441 
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NEED-T0-KNOW {0-3 On January 1, 2016, a company borrows $1,000 cash by signing a four-year, 5% installment note. The 

note requires four equal total payments of accrued interest and principal on December 31 of each year 

Recording Installment from 2016 through 2019. 
Note 1. Compute the amount of each of the four equal total payments. 

C1 PS 2. Prepare an amortization table for this installment note like the one in Exhibit 10.14. 

3. Prepare journal entries to record the loan on January 1, 2016, and the four payments from December 31, 

2016, through December 31, 2019. 

Solution 

1. Amount of each payment = Initial note balance/PV of annuity (from Table B.3) 

= $1,000/3.5460 = $282 (rounded) 

2. Amortization table for loan 

Payments 

(A) (B) (C) (D) (E) 
Debit Debit 

Period Beginning Interest Notes Credit Ending 

Ending Balance Expense Payable Cash Balance 

Date [Prior (E)] [5%x(A)] + [(D)-—(B)] = [computed]  [(A) —(C)] 

DONO ea $1,000 $ 50 $9232 $ 282 $768 

DONT re ace 768 38 244 282 524 

DOUG aN er he 524 26 256 282 268 

PAO Bn ors es Ose 268 eesti __ 268 282 0 

$128 $1,000 $1,128 
* Adjusted for rounding. 

2016 

Jan. | GaShine ee Hoe ners etanere oe we ev epee o ccc rer etl nena 1,000 

Notes Payables sc Mee ee te ee 

Borrowed $1,000 by signing a 5% note. 

2016 

Dec. 31 Interest’Expenses: sc cio cS ee een mane ea utine 50 

Notes Payablescc. a6 orn tie he oe cae alee sos 232 

Gas hyenas ieee Gere, terres ete ent ron mee nae 

Record first installment payment. 

2017 

Dec. 31 Interest Expelise 3 hire Se ee ee a 38 

Notes: Payable sais 2.icocias sents aun ins ediominate ens econin we acc rmuene 244 

Gash ravi We fee J hoes canisins he ee ee eke 

Record second installment payment. 

2018 

Dec. 31 Interest:Expense: oi Ac users udice seine ouetg walaneas 26 

Notes: Payablémcicr sna scie tn icuset aera eras 256 

Gash iii cleat Sen en ain cane nitane nei Se nae Ceca 

Record third installment payment. 

2019 

Dec. 31 Interest Expense ic.4 cone ae nee ac eee 14 

Notes: Payable: 5. 52 ecct acd in aati sence 268 

Do More: OS 10-11, E 10-10, Gasligs vg cern tie ek ree eo cen 

E 10-11 Record fourth installment payment. 
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This section discusses similarities and differences between U.S. GAAP and IFRS in accounting and re- 

porting for long-term liabilities such as bonds and notes. 

Accounting for Bonds and Notes The definitions and characteristics of bonds and notes are 

broadly similar for both U.S. GAAP and IFRS. Although slight differences exist, accounting for bonds 

and notes under U.S. GAAP and IFRS is similar. Specifically, the accounting for issuances (including re- 

cording discounts and premiums), market pricing, and retirement of both bonds and notes follows the 

procedures in this chapter. Nokia describes its accounting for bonds, which follows the amortized cost 

approach explained in this chapter (and in Appendix 10B), as follows: Loans payable [bonds] are recog- 

nized initially at fair value, net of transaction costs incurred. In the subsequent periods, loans payable are 

measured at amortized cost using the effective interest method. 
Both U.S. GAAP and IFRS allow companies to account for bonds and notes using fair value (different 

from the amortized value described in this chapter). This method is referred to as the fair value option. 

This method is similar to that applied in measuring and accounting for debt and equity securities. Fair 

value is the amount a company would receive if it settled a liability (or sold an asset) in an orderly transac- 

tion as of the balance sheet date. Companies can use several sources of inputs to determine fair value, and 

those inputs fall into the following three classes (ranked in order of preference). The procedures for mark- 

ing liabilities to fair value at each balance sheet date are in advanced courses. 

Level 1: Observable quoted market prices in active markets for identical items. 

Level 2: Observable inputs other than those in Level 1 such as prices from inactive markets or from 

similar, but not identical, items. 
Level 3: Unobservable inputs reflecting a company’s assumptions about value. 

Accounting for Leases and Pensions Both U.S. GAAP and IFRS require companies to dis- 

tinguish between operating leases and capital leases; the latter are referred to as finance leases under 

IFRS. The accounting and reporting for leases are broadly similar for both U.S. GAAP and IFRS. The 

main difference is the criteria for identifying a lease as a capital lease are more general under IFRS. 

However, the basic approach applies. 

For pensions, both U.S. GAAP and IFRS require companies to record costs of retirement 

benefits as employees work and earn them. The basic methods are similar in accounting and 

reporting for pensions. 

Sustainability and Accounting Box, the company from this chapter’s opening fea- 

ture, provides nonprofit organizations with a way to store content, share files, and collaborate 

on key ideas. Box runs a special website, Box.org, that is solely committed to helping non- 

profit organizations be more productive and collaborative in achieving their missions. This is 

important to Box because 87% of nonprofits are without a dedicated IT department; Box’s 

ease of use lessens the need for an IT department. Over 1,000 nonprofits have teamed with 

Box and utilize their services. These nonprofits include Teach for America, Boys & Girls 

Clubs, and Livestrong Foundation. Box reports: “At Box, we believe that those committed — images 

to doing good should have the best tools available to them.” 

Kathryn Scott Osler/The Denver Post via Getty 

Point: Lease accounting is 

expected to change over the 

next year or so. 

Collateral agreements can reduce the risk of loss for both bonds and notes. Unsecured bonds and notes are 

riskier because the issuer’s obligation to pay interest and principal has the same priority as all other unse- 

cured liabilities in the event of bankruptcy. If a company is unable to pay its debts in full, the unsecured 

creditors (including the holders of debentures) lose all or a portion of their balances. These types of legal 

agreements and other characteristics of long-term liabilities are crucial for effective business decisions. 

The first part of this section describes the different types of features sometimes included with bonds and 

notes. The second part explains and applies the debt-to-equity ratio. 

Features of Bonds and Notes 

This section describes common teatures of debt securities. 

Secured or Unsecured Secured bonds (and notes) have specific 

assets of the issuer pledged (or mortgaged) as collateral. This arrangement Secured Debt 

A2 
Assess debt features and 

their implications. 

Contract 

Unsecured Debt 
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Point: More than a million 

municipal bonds, or “munis,” 

exist, and many are tax exempt. 

Munis are issued by state, city, 

town, and county governments 

to pay for public projects in- 

cluding schools, libraries, roads, 

bridges, and stadiums. 

Convertible Debt 

A3 
Compute the debt-to- 

equity ratio and explain 
its use. 

EXHIBIT 10.15 

Debt-to-Equity Ratio 

EXHIBIT 10.16 

Amazon's Debt-to-Equity 

Ratio 

py 
2014 2013 2012 

Debt-to-Equity Ratio: |_ Industry 

Callable Debt 

ALTE 
¢ 

. Amazon — 
tae ata RES DEIS GEE EH RIOR LOSE LIES EELS LEE ITNT: 
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gives holders added protection against the issuer’s default. If the issuer fails to pay interest or par value, 

the secured holders can demand that the collateral be sold and the proceeds used to pay the obligation. 

Unsecured bonds (and notes), also called debentures, are backed by the issuer’s general credit standing. 

Unsecured debt is riskier than secured debt. Subordinated debentures are liabilities that are not repaid until 

the claims of the more senior, unsecured (and secured) liabilities are settled. 

Term or Serial Term bonds (and notes) are scheduled for maturity on one specified date. Serial bonds 

(and notes) mature at more than one date (often in series) and thus are usually repaid over a number of 

periods. For instance, $100,000 of serial bonds might mature at the rate of $10,000 each year from 6 to 

15 years after they are issued. Many bonds are sinking fund bonds, which, to reduce the holder’s risk, re- 

quire the issuer to create a sinking fund of assets set aside at specified amounts and dates to repay the bonds. 

Registered or Bearer Bonds issued in the names and addresses of their holders are registered 

bonds. The issuer makes bond payments by sending checks (or cash transfers) to registered holders. A 

registered holder must notify the issuer of any ownership change. Registered bonds offer the issuer the 

practical advantage of not having to actually issue bond certificates. Bonds payable to whoever holds 

them (the bearer) are called bearer bonds or unregistered bonds. Sales or exchanges might not be re- 

corded, so the holder of a bearer bond is presumed to be its rightful owner. As a result, lost bearer bonds 

are difficult to replace. Many bearer bonds are also coupon bonds. This term reflects interest coupons 

that are attached to the bonds. When each coupon matures, the holder presents it to a bank or broker for 

collection. At maturity, the holder follows the same process and presents the bond certificate for collec- 

tion. Issuers of coupon bonds cannot deduct the related interest expense for taxable income. This is to 

prevent abuse by taxpayers who own coupon bonds but fail to report interest income on their tax returns. 

Convertible and/or Callable Convertible bonds (and notes) can be ex- 

changed for a fixed number of shares of the issuing corporation’s common stock. 

Convertible debt offers holders the potential to participate in future increases in 

stock price. Holders still receive periodic interest while the debt is held and the par 

value if they hold the debt to maturity. In most cases, the holders decide whether 

and when to convert debt to stock. Callable bonds (and notes) have an option 

exercisable by the issuer to retire them at a stated dollar amount before maturity. 

= ~ iy 

® Decision !nsight @ 

Collateral Lenders prefer that more liquid assets serve as collateral for loans. These usually are current assets 

such as accounts receivable or inventory. The reason is if borrowers default and collateral must be seized, then 

lenders desire assets that are easily sold to recover losses. ™ 

Debt-to-Equity Ratio 

Beyond assessing different characteristics of debt as just described, we want to know the level of debt, 

especially in relation to total equity. Such knowledge helps us assess the risk of a company’s financing 

structure. A company financed mainly with debt is more risky because liabilities must be repaid—usually 

with periodic interest—whereas equity financing does not. A measure to assess the risk of a company’s 
financing structure is the debt-to-equity ratio (see Exhibit 10.15). 

Total liabilities 
Debt-to-equity = Tolabeoale 

The debt-to-equity ratio varies across companies and industries. To apply the debt-to-equity ratio, let’s 

look at this measure for Amazon.com in Exhibit 10.16. 

$ millions 2014 2013 2012 2011 

Totaliliabilities\..esvaarae eet $43,764 $30,413 $24,363 $17,521 

Totakequityett scarce ee ene $10,741 $ 9,746 $ 8,192 $ 7,757 

: Debt-to-equity ................. 4.1 3.1 3.0 es 

Industry debt-to-equity ............ 1.8 1.6 [eS IS 

Amazon’s 2014 debt-to-equity ratio is 4.1, meaning that debtholders contributed $4.10 for each $1 con- 

__ tributed by equity holders. This implies a riskier-than-usual financing structure for Amazon. A similar 

__ interpretation is drawn from a comparison of Amazon with its competitors, where the 2014 industry ratio 

_ is 1.8. Analysis across the years shows that Amazon’s financing structure has risen to a riskier level in 
recent years. Given its growth in revenues and innovative past, investors have been patient in waiting for 

income. However, debtholders will grow increasingly concerned if income fails to rise in the near future. 
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® Decision Maker 
scsi 

Bond Investor You plan to purchase debenture bonds from one of two companies in the same industry that 

are similar in size and performance. The first company has $350,000 in total liabilities and $1,750,000 in equity. 

The second company has $1,200,000 in total liabilities and $1,000,000 in equity. Which company’s debenture 

bonds are less risky based on the debt-to-equity ratio? Ml [Answers follow the chapter’s Summary.] 

Water Sports Company (WSC) patented and successfully test-marketed a new product. To expand its abil- 

ity to produce and market the new product, WSC needs to raise $800,000 of financing. On January 1, 

2016, the company obtained the money in two ways: 

a. WSC signed a $400,000, 10% installment note to be repaid with five equal annual installments to be 

made on December 31 of 2016 through 2020. 

b. WSC issued five-year bonds with a par value of $400,000. The bonds have a 12% annual contract rate 

and pay interest on June 30 and December 31. The bonds’ annual market rate is 10% as of January 1, 

2016. 

Required 

1. For the installment note, (a) compute the size of each annual payment, (b) prepare an amortization ta- 

ble similar to Exhibit 10.14, and (c) prepare the journal entry for the first payment. 

2. For the bonds, (a) compute their issue price; (b) prepare the January 1, 2016, journal entry to record 

their issuance; (c) prepare an amortization table using the straight-line method; (d) prepare the June 30, 

2016, journal entry to record the first interest payment; and (e) prepare a journal entry to record retiring 

the bonds at a $416,000 call price on January 1, 2018. 

3® Redo parts 2(c), 2(d), and 2(e) assuming the bonds are amortized using the effective interest method. 

PLANNING THE SOLUTION 

® For the installment note, divide the borrowed amount by the annuity factor (from Table B.3) using the 

10% rate and five payments to compute the amount of each payment. Prepare a table similar to Exhibit 

10.14 and use the numbers in the table’s first line for the journal entry. 

® Compute the bonds’ issue price by using the market rate to find the present value of their cash flows 

(use tables found in Appendix B). Then use this result to record the bonds’ issuance. Next, prepare an 

amortization table like Exhibit 10.11 (and Exhibit 10B.2) and use it to get the numbers needed for the 

journal entry. Also use the table to find the carrying value as of the date of the bonds’ retirement that 

you need for the journal entry. 

SOLUTION 

Part 1: Installment Note 

a. Annual payment = Note balance/PV annuity factor = $400,000/3.7908 = $105,519 (The present value 

annuity factor is for five payments and a rate of 10%.) 

b. An amortization table for the long-term note payable follows. 

Payments ESE ANODE CE | Lb a ABO eae STEMS 
(a) (b) (c) (d) (e) 

Debit Debit Credit 
Beginning Interest Notes Ending 

Balance Expense + Payable = Cash Balance 

10% x (a) (d) — (b) (computed) (a) — (c) 

On oO a Lf @O NH. — 

(1) 12/31/2016 $400,000  $ 40,000 SS eal’ $105,519 $334,481 

(2) 12/31/2017 334,481 33,448 72,071 1OS og 262,410 

(8) 12/31/2018 262,410 26,241 79,278 105,519 183,132 

(4) 12/31/2019 183,132 18,313 87,206 105,519 95,926 

10 (5) 12/31/2020 95:926 9,593 95,926 105,519 0 

$127,099 $400,000 $527,595 

12 

461 

Neer a 10-4 

COMPREHENSIVE 
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c. Journal entry for December 31, 2016, payment. 

40,000 

105,519 

Record first installment payment. 

Part 2: Bonds (Straight-Line Amortization) 

a. Compute the bonds’ issue price. 

Present Value 

Cash Flow Factor®* 

Par (maturity) value........ B.I in App. B (PV of 1) 0.6139 x 400,000 = $245,560 

Interest payments.......... B.3 in App. B (PY of annuity) 77217 x 24,000, = 185,321 

Price of bond i... 2 3.5... $430,881 

* Present value factors are for 10 payments using a semiannual market rate of 5%. 

b. Journal entry for January 1, 2016, issuance. 

430,881 

Premium on Bonds Payable 30,88 | 

Bonds Payable 400,000 

Sold bonds at a premium. 

1 Semiannual Unamortized Carrying 
2 Period-End Discount Value 

3 (0) 1/1/2016 $ 30,881 $ 430,881 

4 (1) 6/30/2016 ZS 427,793 

5 (2) 12/31/2016 24,705 424,705 

6 (3) 6/30/2017 21,617 421,617 

7 (4) 12/31/2017 18,529 418,529 
8 (5) 6/30/2018 15,441 415,441 

9 (6) 12/31/2018 12,353 ANZF3OS 

10 (7) 6/30/2019 9,265 409,265 

1 (8) 12/31/2019 Clit 406,177 

12 (9) 6/30/2020 3,089 403,089 

13 (10) 12/31/2020 0* 400,000 

14 

* Adjusted for rounding. 

d. Journal entry for June 30, 2016, bond payment. 

20,912 

3,088 

Paid semiannual interest on bonds. 

e. Journal entry for January 1, 2018, bond retirement. 
po 

Jan. | Bonds) Payables. , a acne rte inte nee 400,000 

Premium: on Bonds: Payables ear csat c ukenurwme s 18,529 

Cashiie ite ian ne homes een ac bia eens _ 416,000 

Gain on Retirement of Bonds ................. 2529 

Record bond retirement (carrying value at 

Dec. 31, 2017). 
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Part 3: Bonds (Effective Interest Amortization)—Appendix 10B 

c. The effective interest amortization table for premium bonds. 

A B c D E F 

Semiannual Bad Woes peolue 0) = i ei namortized Carrying 

3 Interest Interest Paid Expense Amortization Premium Value 

4 Period 6% x $400,000 5% x Prior (E) 7.) ee (=) Prior (DB) — (C) $400,000 com (>) 

5 (0) 1/1/2016 $30,881 $430,881 

6 (1) 6/30/2016 $ 24,000 $ 21,544 $ 2,456 28,425 428,425 

7 (2) 12/31/2016 24,000 21,421 2,579 25,846 425,846 

8 (3) 6/30/2017 24,000 21,292 2,708 23,138 423,138 

9 (4) 12/31/2017 24,000 PRET! 2,843 20,295 420,295 

10 (5) 6/30/2018 24,000 21,015 2,985 17,310 417,310 

11 (6) 12/31/2018 24,000 20,866 3,134 14,176 414,176 

12 (7) ~=—«6/30/2019 24,000 20,709 3,291 10,885 410,885 

13 (8) 12/31/2019 24,000 20,544 3,456 7,429 407,429 

14 (9) 6/30/2020 24,000 20,371 3,629 3,800 403,800 

1S (10) 12/31/2020 24,000 20,200* 3,800 0 400,000 

16 $240,000 $209,119 $30,881 
Ke 

* Adjusted for rounding. 

d. Journal entry for June 30, 2016, bond payment. 

June 30 Bond Interestexpens@e: 6s eo oh ee tae 21,544 

Premium: ons Bonds Payables ae sere e taut nae 2,456 

Casherets oh athe ner ser eea oe 24,000 

Paid semiannual interest on bonds. 

e. Journal entry for January 1, 2018, bond retirement. 

Jan. | Bondsdayable-meer vrei ee eer amen on 400,000 

Premium oniBonds Payables... 2.0.2. -355.-0.04.-- 20,295 

(CET, pasta oceans coca tie Re meta aie Src Rea aOR 416,000 

Gain on Retirement of Bonds ..............+-- 4,295 

Record bond retirement (carrying value at 

Dec. 31, 2017). 

Present Values of Bonds and Notes = INA 
This appendix explains how to apply present value techniques to measure a long-term liability when it is C? 

created and to assign interest expense to the periods until it is settled. Appendix B at the end of the book 

provides additional discussion of present value concepts. 
Explain and compute 
the present value of an 

, : x ; : : amount(s) to be paid at 

Present Value Concepts The basic present value concept 1s that cash paid (or received) in the fu- 4 future date(s). 

ture has less value now than the same amount of cash paid (or received) today. To illustrate, if we must pay 

$1 one year from now, its present value is less than $1. To see this, assume that we borrow $0.9259 today 

that must be paid back in one year with 8% interest. 

Our interest expense for this loan 1s computed as pene EXHIBIT 10A.1 

& y - o—) (7 O o $ inter- Amount borrowed. .........---- : 
$0.9259 x 8%, or $0.0741. When the $0.0741 inte 1 : Rice eee 

est is added to the $0.9259 borrowed, we get the $1 Interest for one year at 8%......... 0.074 | me 

payment necessary to repay our loan with interest. Amount owed after | year ....--..- $ 1.0000 

This is formally computed in Exhibit 10A.1. The 
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Point: Benjamin Franklin is 

said to have described com- 

pounding as “the money, 

money makes, makes more 

money.” 

EXHIBIT 10A.2 

Components of a Two-Year 

Loan 

EXHIBIT 10A.3 

Present Value of 1 

Example: Use Exhibit 10A.3 

to find the present value of $1 

discounted for 2 years at 6%. 

Answer: $0.8900 

EXHIBIT 10A.4 

Present Value of a Series 

of Unequal Payments 
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$0.9259 borrowed is the present value of the $1 future payment. More generally, an amount borrowed 

equals the present value of the future payment. (This same interpretation applies to an investment. If 

$0.9259 is invested at 8%, it yields $0.0741 in revenue after one year. This amounts to $1, made up of prin- 

cipal and interest.) 
To extend this example, assume that we owe $1 two years from now instead of in one year, and the 

8% interest is compounded annually. Compounded means that interest during the second period is 

based on the total of the amount borrowed plus the interest accrued from the first period. The second 

period’s interest is then computed as 8% multiplied by the sum of the amount borrowed plus interest 

earned in the first period. Exhibit 10A.2 shows how we compute the present value of $1 to be paid in 

two years. This amount is $0.8573. The first year’s interest of $0.0686 is added to the principal so that 

the second year’s interest is based on $0.9259. Total interest for this two-year period is $0.1427, com- 

puted as $0.0686 plus $0.0741. 

Amount borrowed..................00-000: $0.8573 

Interest for first year ($0.8573 x 8%) ............ 0.0686 

Amount owed after I year..................45. 0.9259 

Interest for second year ($0.9259 x 8%).......... 0.0741 

Amount owed after 2 years.............022005- $ 1.0000 

Present Value Tables The present value of $1 that we must repay at some future date can be 

computed by using this formula: 1/(1 + 7)". The symbol i is the interest rate per period, and n is the 

number of periods until the future payment must be made. Applying this formula to our two-year loan, 

we get $1/(1.08)’, or $0.8573. This is the same value shown in Exhibit 10A.2. We can use this formula 

to find any present value. However, a simpler method is to use a present value table, which lists pres- 

ent values computed with this formula for various interest rates and time periods. Many people find it 

helpful in learning present value concepts to first 

work with the table and then move to using a cal- 

culator. 
Exhibit 10A.3 shows a present value table for a 

future payment of | for up to 10 periods at three 

Rate 

igsiatelehy 6% 8% 

u 0.9434 0.9259 0.9091 different interest rates. Present values in this table 
2 0.8900 0.8573 0.8264 are rounded to four decimal places. This table is 

3 0.8396 0.7938 0.7513 drawn from the larger and more complete Table B.1 

4 07921 07850 0.6830 in Appendix B at the end of the book. Notice that 

5 0.7473 0.6806 0.6209 the first value in the 8% column is 0.9259, the value 
6 0.7050 0.6302 0.5645 we computed earlier for the present value of a $1 

7 0.6651 0.5835 0.5132 loan for one year at 8% (see Exhibit 10A.1). Go to 

8 0.6274 05403 0.4665 the second row in the same 8% column and find the 

present value of | discounted at 8% for two years, 

RAEN Wie es or 0.8573. This $0.8573 is the present value of our 
10 0.5584 0.4632 0.3855 obligation to repay $1 after two periods at 8% inter- 

est (see Exhibit 10A.2). 

Applying a Present ValueTable To illus- 

trate how to measure a liability using a present 

value table, assume that a company plans to bor- 

row cash and repay it as follows: $2,000 after one 

Present 

Value of 

Payments 

Present 

Value of 

Periods Payments | at 10% 

| $2,000 0.909! $1,818 year, $3,000 after two years, and $5,000 after 

2 3,000 0.8264 2,479 three years. How much does this company receive 

3 5,000 0.7513 3,757 today if the pee rate on ae loan is 10%? To 

fraiche due erlrtanane $8,054 A answer, we need to compute the present value of 

the three future payments, discounted at 10%. 

This computation is shown in Exhibit 10A.4 using 

present values from Exhibit 10A.3. The company 

can borrow $8,054 today at 10% interest in exchange for its promise to make these three payments at 
the scheduled dates. 

Present Value of an Annuity The $8,054 present value for the loan in Exhibit 10A.4 equals the 

sum of the present values of the three payments. When payments are not equal, their combined present 
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value is best computed by adding the individual present values as shown in Exhibit 10A.4. Sometimes 

payments follow an annuity, which is a series of equal payments at equal time intervals. The present 

value of an annuity is readily computed. 

To illustrate, assume that a company must repay 

a 6% loan with a $5,000 payment at each year-end 

for the next four years. This loan amount equals the 

present value of the four payments discounted at 

Present Present 

Value of 

Payments 

Value of 

| at 6% Periods Payments 

6%. Exhibit 10A.5 shows how to compute this | $5,000 0.9434 $ 4,717 

loan’s present value of $17,326 by multiplying each 2 5,000 0.8900 4,450 
payment by its matching present value factor taken 3 5,000 0.8396 4,198 

from Exhibit 10A.3. 4 5,000 0.7921 3,961 

However, the series of $5,000 payments is an Present value of res 

annuity, SO we can compute its present value with all payments ....... 3.4651 $17,326 
either of two shortcuts. First, the third column of 

Exhibit 10A.5 shows that the sum of the present 
values of | at 6% for periods | through 4 equals 3.4651. One shortcut is to multiply this total of 3.4651 by 

the $5,000 annual payment to get the combined present value of $17,326. It requires one multiplication 

instead of four. 

The second shortcut uses an annuity table such 

as the one shown in Exhibit 10A.6, which is drawn 

from the more complete Table B.3 in Appendix B. 

We go directly to the annuity table to get the pres- 

ent value factor for a specific number of payments 

and interest rate. We then multiply this factor by the 

ilalere ts 

| 0.9434 0.9259 0.9091 

amount of the payment to find the present value of 7 18334. -*1.7833_—‘1.7355 

the annuity. Specifically, find the row for four peri- 3 56730 25771 2.4869 

ods and go across to the 6% column, where the fac- 4 ie An RD 

tor is 3.4651. This factor equals the present value of ; 5 

an annuity with four payments of |, discounted at ? EEA SAE EIA: 

6%. We then multiply 3.4651 by $5,000 to get the 6 49173 4.6229 4.3553 

$17,326 present value of the annuity. 7 5.5824 5.2064 4.8684 
8 6.2098 5.7466 5.3349 

Compounding Periods Shorter Than a 9 6.8017 6.2469 5.7590 

Year The present value examples all involved 10 7.3601 6.7101 6.1446 

periods of one year. In many situations, however, 

interest is compounded over shorter periods. For 

example, the interest rate on bonds is usually stated as an annual rate, but interest is often paid every 

six months (semiannually). This means that the present value of interest payments from such bonds 

must be computed using interest periods of six months. 

Assume that a borrower wants to know the present value of a series of 10 semiannual payments of 

$4,000 made over five years at an annual interest rate of 12%. The interest rate is stated as an annual rate 

of 12%, but it is actually a rate of 6% per semiannual interest period. To compute the present value of this 

series of $4,000 payments, go to row 10 of Exhibit 10A.6 and across to the 6% column to find the factor 

7.3601. The present value of this annuity is $29,440 (7.3601 x $4,000). 

Appendix B further describes present value concepts and includes more complete present 

value tables and assignments. 
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EXHIBIT 10A.5 

Present Value of a Series 

of Equal Payments 

(Annuity) by Discounting 

Each Payment 

Point: Four payments of 

$5,000 at the end of each 

of the next 4 years is the 

equivalent of 3.4651 

payments of $5,000 today. 

EXHIBIT 10A.6 

Present Value of 

an Annuity of 1 

Example: Use Exhibit 10A.6 

to find the present value of an 

annuity of eight $15,000 pay- 

ments with an 8% interest rate 

Answer: $15,000 x 5.7466 = 

$86,199 

Example: If this borrower 

makes five semiannual payments 

of $8,000, what is the present 

value of this annuity at a 

12% rate? Answer: 4.2124 x 

$8,000 = $33,699 

APPENDIX 

Effective Interest Amortization 
Effective Interest Amortization of a Discount Bond The straight-line method yields 

changes in the bonds’ carrying value while the amount for bond interest expense remains constant. This 

gives the impression of a changing interest rate when users divide a constant bond interest expense over a 

changing carrying value. As a result, accounting standards allow use of the straight-line method only 

when its results do not differ materially from those obtained using the effective interest method. The 

effective interest method, or simply interest method, allocates total bond interest expense over the bonds’ 

lb 
Compute and record 

amortization of bond 
discount using effective 
interest method. 
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Points The effective interest 

method computes bond inter- 

est expense using the market 

rate at issuance. This rate is 

applied to a changing carrying 

value. 

Point: Contract rate deter- 

mines cash interest paid, but 

the market rate determines the 

actual interest expense. 

EXHIBIT 10B.1 

Effective Interest 

Amortization of Bond 

Discount 

$104,000 | 
= Carrying value 
a 

$100,000 

$96,000 Lo 
So wv OG ~ “ “ “ “ 

we Ra ww Rs ww 
WYP SF YW XK 

Discot Bonds Payable 

P6 
Compute and record 
amortization of bond 
premium using effective 
interest method. 

PPO STIS 
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life in a way that yields a constant rate of interest. This constant rate of interest is the market rate at the 

issue date. Thus, bond interest expense for a period equals the carrying value of the bond at the beginning 

of that period multiplied by the market rate when issued. 

Exhibit 10B.1 shows an effective interest amortization table for the Fila bonds (as described in 

Exhibit 10.4). The key difference between the effective interest and straight-line methods lies in comput- 

ing bond interest expense. Instead of assigning an equal amount of bond interest expense to each period, 

the effective interest method assigns a bond interest expense amount that increases over the life of a 

discount bond. Both methods allocate the same $19,546 of total bond interest expense to the bonds’ 

life, but in different patterns. Specifically, the amortization table in Exhibit 10B.1 shows that the bal- 

ance of the discount (column D) is amortized until it reaches zero. Also, the bonds’ carrying value (col- 

umn E) changes each period until it equals par value at maturity. Compare columns D and E to the 

corresponding columns in Exhibit 10.7 to see the amortization patterns. Total bond interest expense is 

$19,546, consisting of $16,000 of semiannual cash payments and $3,546 of the original bond discount, 

the same for both methods. 

A B C D E E 

{ Bonds: $100,000 Par Value, Semiannual Interest Payments, Two-Year Life, 

B 4% Semiannual Contract Rate, 5% Semiannual Market Rate 

3 (A) i=) (C) (D) (E) 
4 Semiannual Cash = Toy ate 

Interest Interest Interest Discount Unamortized Carrying 

5 Period-End Paid Expense Amortization Discount Value 

6 4% x $100,000 5% x Prior (E) (=) ey) Prior (D) — (C) $100,000 — (D) 

7 (0) 12/31/2016 $3,546 $ 96,454 

8 (1) 6/30/2017 $4,000 $4,823 $ 823 2,723 97,277 

9 (2) 2/3/20 i, 4,000 4,864 864 1,859 98,141 

10 (3) 6/30/2018 4,000 4,907 907 952 99,048 

11 (4) 12/31/2018 4,000 4,952 952 co) 100,000 

12 $16,000 $19,546 $3,546 

13 

Column (A) is the par value ($100,000) multiplied by the semiannual contract rate (4%). 

Column (B) is the prior period’s carrying value multiplied by the semiannual market rate (5%). 

Column (C) is the difference between interest paid and bond interest expense, or [(B) — (A)]. 

Column (D) is the prior period’s unamortized discount less the current period’s discount amortization. 

Column (E) is the par value less unamortized discount, or [$100,000 — (D)]. 

Except for differences in amounts, journal entries recording the expense and updating the liability bal- 

ance are the same under the effective interest method and the straight-line method. We can use the num- 

bers in Exhibit 10B.1 to record each semiannual entry during the bonds’ two-year life (June 30, 2017, 

through December 31, 2018). For instance, we record the interest payment at the end of the first semian- 

nual period as follows: 

4,823 

823 

Record semiannual interest and discount 

amortization (effective interest method). 

Effective Interest Amortization of a Premium Bond Exhibit 10B.2 shows the amortiza- 
tion table using the effective interest method for the Adidas bonds (as described in Exhibit 10.8). Column 

A lists the semiannual cash payments. Column B shows the amount of bond interest expense, computed 

as the 5% semiannual market rate at issuance multiplied by the beginning-of-period carrying value. The 

amount of cash paid in column A is larger than the bond interest expense because the cash payment is 

based on the higher 6% semiannual contract rate. The excess cash payment over the interest expense 

4,000 =<" 
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reduces the principal. These amounts are shown in column C. Column E shows the carrying (see continu- 

ing explanation immediately after Exhibit 10B.2) 

A B C D E F EXHIBIT 10B.2 

Bonds: $100,000 Par Value, Semiannual Interest Payments, Two-Year Life, Effective Interest 
6% Semiannual Contract Rate, 5% Semiannual Market Rate Aartiration or eone 

(A) (=) (Ce) ] ((»)] (3) Premium 
Semiannual Cash Bond 

Interest Interest Interest Premium Unamortized. Carrying $104,000 | 

Period-End Paid Expense Amortization Premium Value 
Carrying value 

1 

2 

3 

4 

5 

6 

% 

8 

9 

6% x $100,000 5% x Prior (E) 1) em (=) Prior (D) — (C) Py elem elele ram (>) i 

(0) 12/31/2016 $3,546 | $103,546 | 510000 Meee ee eo 
(1) 6/30/2017 $6,000 — $5,177 $ 823 2,723 102,723 
(2) 12/31/2017 6,000 5,136 864 1,859 101,859 
(3) 6/30/2018 6,000 5,093 907 952 100,952 | $96,000 be 

aN Ke} « @ ee 

SY GN 6,000 5,048 952 & 
we & Ros 

$24,000 $20,454 $3,546 

Column (A) is the par value ($100,000) multiplied by the semiannual contract rate (6%). 

Oo 100,000 we WY AN 

16 100.000 

Column (B) is the prior period’s carrying value multiplied by the semiannual market rate (5%). 

Column (C) is the difference between interest paid and bond interest expense, or [(A) — (B)]. 

Column (D) is the prior period’s unamortized premium less the current period’s premium amortization. 

Column (E) is the par value plus unamortized premium, or [$100,000 + (D)]. 3 100,000 

value after deducting the amortized premium in column C from the prior period’s carrying value. Column D Sete ee 

shows the premium’s reduction by periodic amortization. When the issuer makes the first semiannual pie . 

interest payment, the effect of premium amortization on bond interest expense and bond liability 1S Te- | 49/31 2017 864 | 

corded as follows: 6/30/2018 90 | 

H231/2018 0 

2017 

June 30 Bondintenese Expensem wears here. cere aa 5,177 lities + Ec 

Premiumion: Bonds Payables )--.4ns eo oe ee 223 =< at 

> GAS Wiehe es ee SG Cee eal en ene 6,000 

Record semiannual interest and premium 

amortization (effective interest method). 

Similar entries with different amounts are recorded at each payment date until the bond matures at the end 

of 2018. The effective interest method yields decreasing amounts of bond interest expense and increasing 

amounts of premium amortization over the bonds’ life. 

IFRS — 
Unlike U.S. GAAP. IFRS requires that interest expense be computed using the effective interest method with no 

exceptions. @ 

Issuing Bonds between Interest Dates aii 
An issuer can sell bonds at a date other than an interest payment date. When this occurs, the buyers nor- C3 

mally pay the issuer the purchase price plus any interest accrued since the prior interest payment date. eaten CTT 

This accrued interest is then repaid to these buyers on the next interest payment date. To illustrate, SUPPOSe en bond Satan 

Avia sells $100,000 of its 9% bonds at par on March |, 2016, 60 days after the stated issue date. The inter- periods differ from 

est on Avia bonds is payable semiannually on each June 30 and December 31. Since 60 days have passed, — accounting periods. 

the issuer collects accrued interest from the buyers at the time of issuance. This amount is $1,500 

($100,000 x 9% x °o0 year). This case is reflected in Exhibit 10C.1. 
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EXHIBIT 10C.1 

Accruing Interest between 

Interest Payment Dates 

Assets = Liabilities + Equity 

+101,500 +100,000 

+1,500 

Example: How much inter- 

est is collected from a buyer of 

$50,000 of Avia bonds sold at 

par 150 days after the contract 

issue date? Answer: $1,875 

(computed as $50,000 x 9% x 

15060 year) 

Assets = Liabilities + Equity 

—4,500 —1,500 —3,000 

Point: Computation of ac- 

crued bond interest may use 

months instead of days for sim- 

plicity purposes. For example, 

the accrued interest computa- 

tion for the Adidas bonds is 

based on months. 

Assets = Liabilities + Equity 

—591 —3,409 

+4,000 
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First interest 

date June 30 

Date of sale 

March 1 

Stated issue 

date January 1 

+——~ $1,500 accrued —— $3,000 incurred 

Issuer pays 

$4,500 to bondholder 
Bondholder pays 

$1,500 to issuer 

Avia records the issuance of these bonds on March 1, 2016, as follows: 

Mar. | 101,500 

1,500 

100,000 

Interest: Payable sc. woe or i eae ove: cee 

Bonds Payables cscs stenmmin ot nlccen aan 

Sold bonds at par with accrued interest. 

Liabilities for interest payable and bonds payable are recorded in separate accounts. When the June 30, 

2016, semiannual interest date arrives, Avia pays the full semiannual interest of $4,500 ($100,000 x 9% x 

Y2 year) to the bondholders. This payment includes the four months’ interest of $3,000 earned by the 

bondholders from March | to June 30 plus the repayment of the 60 days’ accrued interest collected by 

Avia when the bonds were sold. Avia records this first semiannual interest payment as follows: 

June 30 1,500 

3,000 

4,500 

Paid semiannual interest on the bonds. 

The practice of collecting and then repaying accrued interest with the next interest payment is to simplify 

the issuer’s administrative efforts. To explain, suppose an issuer sells bonds on 15 or 20 different dates 

between the stated issue date and the first interest payment date. If the issuer does not collect accrued in- 

terest from buyers, it needs to pay different amounts of cash to each of them according to the time that 

passed after purchasing the bonds. The issuer needs to keep detailed records of buyers and the dates they 

bought bonds. Issuers avoid this recordkeeping by having each buyer pay accrued interest at purchase. 

Issuers then pay the full semiannual interest to all buyers, regardless of when they bought bonds. 

Accruing Bond Interest Expense If a bond’s interest period does not coincide with the issuer’s 
accounting period, an adjusting entry is needed to recognize bond interest expense accrued since the most 

recent interest payment. To illustrate, assume that the stated issue date for Adidas bonds described in 

Exhibit 10.10 is September 1, 2016, instead of December 31, 2016, and that the bonds are sold on 

September 1, 2016. As a result, four months’ interest (and premium amortization) accrue before the end 

of the 2016 calendar year. Interest for this period equals $3,409, or % of the first six months’ interest of 

$5,113. Also, the premium amortization is $591, or % of the first six months’ amortization of $887. The 

sum of the bond interest expense and the amortization is $4,000 ($3,409 + $591), which equals % of the 

$6,000 cash payment due on February 28, 2017. Adidas records these effects with an adjusting entry at 
December 31, 2016. 

Dec. 3] Bond Interest Expense (So, 13° %4)) 6 a. ee 3,409 

Premium on Bonds Payable ($887 x %) ............. 591 

Interest Payable($6,000 « %)i5 2.0... ce 

Record four months’ accrued interest and 

premium amortization. 

4,000 

Similar entries are made on each December 31 throughout the bonds’ two-year life. When the 

$6,000 cash payment occurs on each February 28 interest payment date, Adidas must recognize 

bond interest expense and amortization for January and February. It must also eliminate the 
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interest payable liability created by the December 31 adjusting entry. For example, Adidas re- 

cords its payment on February 28, 2017, as follows: 

Feb. 28 Interest Payableuses ante osc eR ula 4,000 

Bond Interest Expense ($5,113 x %):..-...2.-2.2.0-. 1,704 

Premium on Bonds Payable ($887 x %) ............-. 296 

Gashieiccs pen aes ee Nera yee amet 6,000 

Record 2 months’ interest and amortization, 

and eliminate accrued interest liability. 

The interest payments made each August 31 are recorded as usual because the entire six-month interest 

period is included within this company’s calendar-year reporting period. 

® Decision Maker @ 

Bond Rater You work for Moody’s rating service and it's your job to assist in assigning a rating to a bond that re- 

flects its risk to bondholders. Identify factors you consider in assessing bond risk. Indicate the likely levels (relative 

to the norm) for the factors you identify for a bond that sells at a discount. M@ [Answers follow the chapter's Summary. ] 
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Assets = Liabilities + Equity 

6.000 —4.000 1.704 

—— 296 

| : APPENDIX 

Leases and Pensions 
This appendix briefly explains the accounting and analysis for both leases and pensions. 

Lease Liabilities A lease is a contractual agreement between a /essor (asset owner) and a lessee 

(asset renter or tenant) that grants the lessee the right to use the asset for a period of time in return for cash 

(rent) payments. Nearly one-fourth of all equipment purchases are financed with leases. The advantages 

of lease financing include the lack of an immediate large cash payment and the potential to deduct rental 

payments in computing taxable income. From an accounting perspective, leases can be classified as either 

operating or capital leases. (Lease accounting will change over the next few years, whereby operating 

leases are likely to be accounted for similar to capital leases . . . stay tuned!) 

Operating Leases Operating leases are short-term (or cancelable) leases in which the lessor retains the 

risks and rewards of ownership. Examples include most car and apartment rental agreements. The lessee 

records such lease payments as expenses; the lessor records them as revenue. The lessee does not report 

the leased item as an asset or a liability (it is the lessor’s asset). To illustrate, if an employee of Amazon 

leases a car for $300 at an airport while on company business, Amazon (lessee) records this cost as 

follows: 

July 4 Rental Expense... 2... 05... cee eee eee eee e eee eee 300 

(GSAS e oe on Doe eae none Oe te aoe 300 

Record lease rental payment. 

Capital Leases Capital leases are long-term (or noncancelable) leases by which the lessor transfers sub- 

stantially all risks and rewards of ownership to the lessee.’ Examples include most leases of airplanes and 

department store buildings. The lessee records the leased item as its own asset along with a lease liability 

at the start of the lease term; the amount recorded equals the present value of all lease payments. To 

illustrate, assume that K2 Co. enters into a six-year lease of a building in which it will sell sporting 

3 A capital lease meets any one or more of four criteria: (1) transfers title of leased asset to lessee, (2) contains a bar- 

gain purchase option, (3) has a lease term that is 75% or more of the leased asset’s useful life, or (4) has a present value 

of lease payments that is 90% or more of the leased asset’s market value. 

00 
Describe accounting for 
leases and pensions. 

Point: Home Depot re- 

ports that its rental expenses 

from operating leases total 

more than $900 million 

Assets = Liabilities + Equity 

—300 —300 
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Assets = Liabilities + Equity 

+60,000  +60,000 

Point: Home Depot 

reports “certain locations ... are 

leased under capital leases.” The 

net present value of this lease 

liability is about $400 million. 

Assets = Liabilities + Equity 

— 10,000 —10,000 

—12,979 St TAS —4,800 

Point: Fringe benefits are 

often 40% or more of salaries 

and wages, and pension benefits 

make up nearly 15% of fringe 

benefits. 

Point: Two types of pension 

plans are (1) defined benefit 

plan—the retirement benefit 

is defined and the employer 

estimates the contribution nec- 

essary to pay these benefits— 

and (2) defined contribution 

plan—the pension contribution 

is defined and the employer 

and/or employee contribute 

amounts specified in the 

pension agreement. 
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equipment. The lease transfers all building ownership risks and rewards to K2 (the present value of its 

$12,979 annual lease payments is $60,000). K2 records this transaction as follows: 

2016 

Jan. | beaséd Asset—Buildiig...c. 2. sine si ence tes 60,000 

Leaserkiability car sie a en cle cnc to a mene 60,000 

Record leased asset and lease liability. 

K2 reports the leased asset as a plant asset and the lease liability as a long-term liability. The portion of the 

lease liability expected to be paid in the next year is reported as a current liability.4 At each year-end, K2 

records depreciation on the leased asset (assume straight-line depreciation, six-year lease term, no bargain 

purchase option, and no salvage value) as follows: 

Dec. 31 Depreciation Expense—Leased Asset, Building ............. 10,000 

Accumulated Depreciation—Leased Asset, Building .... . 10,000 

Record depreciation on leased asset. 

K2 also accrues interest on the lease liability at each year-end. Interest expense is computed by multiply- 

ing the remaining lease liability by the interest rate on the lease. Specifically, K2 records its annual inter- 

est expense as part of its annual lease payment ($12,979) as follows (for its first year): 

2016 

Dec. 31 INterestiExpenSe: Go ke ee oe re 4,800 

Lease:Liabilitys; oss eee oe ances oe 8,179 

Cashion eee es ke eae Hari ton ee kere 12,979 

Record first annual lease payment.* 

* These numbers are computed from a lease payment schedule. For simplicity, we use the same numbers from Exhibit 10.14 

for this lease payment schedule—with different headings as follows: 

Payments 

(A) (B) (C) (D) (E) 
Debit Debit Credit 

Ending 

Beginning Interest Balance 

Period Balance on Lease + Lease = Cash of Lease 

Ending of Lease Liability Liability Lease Liability 

Date Liability 8% x (A) (D) - (B) Payment (A) -—(C) 

1230/2016... $60,000 = $ 4,800 = $ 8,179 $12,979 $51,821 
PY PLOIIE 5 ce slae ac $1,821 4,146 8,833 12,979 42,988 

IQ/SU/ 2003 sees ee 42,988 3,439 9,540 12,979 33,448 

WABI PONS. 5 ob eoacan 33,448 2,676 10,303 12,979 23,145 

I2/SU/ 2020 Maen 23,145 1,852 ily lle) 12,979 12,018 

12/30/2021 ae 12,018 961 12,018 12,979 0 

$17,874 $60,000 $77,874 

Pension Liabilities A pension plan is a contractual agreement between an employer and its employ- 
ees for the employer to provide benefits (payments) to employees after they retire. Most employers pay the 

full cost of the pension, but sometimes employees pay part of the cost. An employer records its payment 

into a pension plan with a debit to Pension Expense and a credit to Cash. A plan administrator receives 

payments from the employer, invests them in pension assets, and makes benefit payments to pension re- 

cipients (retired employees). Insurance and trust companies often serve as pension plan administrators. 

Many pensions are known as defined benefit plans that define future benefits; the employer’s contribu- 

tions vary, depending on assumptions about future pension assets and liabilities. Several disclosures are 

necessary in this case. Specifically, a pension liability is reported when the accumulated benefit obligation 

is more than the plan assets, a so-called underfunded plan. The accumulated benefit obligation is the pres- 
ent value of promised future pension payments to retirees. Plan assets refer to the market value of assets 

* Most lessees try to keep leased assets and lease liabilities off their balance sheets by failing to meet any one of the 
four criteria of a capital lease. This is because a lease liability increases a company’s total liabilities, making it more 
difficult to obtain additional financing. The acquisition of assets without reporting any related liabilities (or other asset 
outflows) on the balance sheet is called off-balance-sheet financing. 
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the plan administrator holds. A pension asset is reported when the accumulated benefit obligation is less 

than the plan assets, a so-called overfunded plan. An employer reports pension expense when it receives 

the benefits from the employees’ services, which is sometimes decades before it pays pension benefits to 

employees. (Other Postretirement Benefits refer to nonpension benefits such as health care and life insur- 

ance benefits. Similar to a pension, costs of these benefits are estimated and liabilities accrued when the 

employees earn them.) 

Summary 
C1 Explain the types of notes and prepare entries to ac- 

count for notes. Notes repaid over a period of time are 
called installment notes and usually follow one of two payment 

patterns: (1) decreasing payments of interest plus equal amounts 

of principal or (2) equal total payments. Mortgage notes also are 

common. Interest is allocated to each period in a note’s life by 

multiplying its beginning-period carrying value by its market 

rate at issuance. If a note is repaid with equal payments, the 

payment amount is computed by dividing the borrowed amount 

by the present value of an annuity factor (taken from a present 

value table) using the market rate and the number of payments. 

2A Explain and compute the present value of an amount(s) 

to be paid at a future date(s). The basic concept of present 

value is that an amount of cash to be paid or received in the fu- 

ture is worth less than the same amount of cash to be paid or re- 

ceived today. Another important present value concept is that 

interest is compounded, meaning interest is added to the balance 

and used to determine interest for succeeding periods. An annu- 

ity is a series of equal payments occurring at equal time inter- 

vals. An annuity’s present value can be computed using the 

present value table for an annuity (or a calculator). 

c3e Describe interest accrual when bond payment periods 

differ from accounting periods. Issuers and buyers of 

debt record the interest accrued when issue dates or accounting 

periods do not coincide with debt payment dates. 

1) Describe accounting for leases and pensions. A lease is 

a rental agreement between the lessor and the lessee. When 

the lessor retains the risks and rewards of asset ownership (an 

operating lease), the lessee debits Rent Expense and credits 

Cash for its lease payments. When the lessor substantially trans- 

fers the risks and rewards of asset ownership to the lessee (a 

capital lease), the lessee capitalizes the leased asset and records 

a lease liability. Pension agreements can result in either pension 

assets or pension liabilities. 

Al Compare bond financing with stock financing. Bond 

financing is used to fund business activities. Advantages 

of bond financing versus stock include (1) no effect on owner 

control, (2) tax savings, and (3) increased earnings due to finan- 

cial leverage. Disadvantages include (1) interest and principal 

payments and (2) amplification of poor performance. 

A2 Assess debt features and their implications. Certain 

bonds are secured by the issuer’s assets; other bonds, 

called debentures, are unsecured. Serial bonds mature at differ- 

ent points in time; term bonds mature at one time. Registered 

bonds have each bondholder’s name recorded by the issuer; 

bearer bonds are payable to the holder. Convertible bonds are 

exchangeable for shares of the issuer’s stock. Callable bonds 

can be retired by the issuer at a set price. Debt features alter the 

risk of loss for creditors. 

A3 Compute the debt-to-equity ratio and explain its use. 

Both creditors and equity holders are concerned about the 

relation between the amount of liabilities and the amount of 

equity. A company’s financing structure is at less risk when the 

debt-to-equity ratio is lower, as liabilities must be paid and 

usually with periodic interest. 

P1 Prepare entries to record bond issuance and interest 

expense. When bonds are issued at par, Cash is debited 

and Bonds Payable is credited for the bonds’ par value. At bond 
interest payment dates (usually semiannual), Bond Interest 

Expense is debited and Cash credited—the latter for an amount 

equal to the bond par value multiplied by the bond contract rate. 

P? Compute and record amortization of bond discount us- 

ing straight-line method. Bonds are issued at a discount 

when the contract rate is less than the market rate, making the 

issue (selling) price less than par. When this occurs, the issuer 

records a credit to Bonds Payable (at par) and debits both 

Discount on Bonds Payable and Cash. The amount of bond in- 

terest expense assigned to each period is computed using the 

straight-line method. 

P3 Compute and record amortization of bond premium 

using straight-line method. Bonds are issued at a pre- 

mium when the contract rate is higher than the market rate, mak- 

ing the issue (selling) price greater than par. When this occurs, 

the issuer records a debit to Cash and credits both Premium on 

Bonds Payable and Bonds Payable (at par). The amount of bond 

interest expense assigned to each period is computed using the 

straight-line method. The Premium on Bonds Payable is allo- 

cated to reduce bond interest expense over the life of the bonds. 

p 4 Record the retirement of bonds. Bonds are retired at ma- 

turity with a debit to Bonds Payable and a credit to Cash at 

par value. The issuer can retire the bonds early by exercising a 

call option or purchasing them in the market. Bondholders can 

also retire bonds early by exercising a conversion feature on con- 

vertible bonds. The issuer recognizes a gain or loss for the differ- 

ence between the amount paid and the bond carrying value. 

pps Compute and record amortization of bond discount 

using effective interest method. Bonds are issued at a dis- 

count when the contract rate is less than the market rate, making 

the issue (selling) price less than par. The amount of bond inter- 

est expense assigned to each period, including amortization of 

the discount, is computed using the effective interest method. 

pge Compute and record amortization of bond premium 

using effective interest method. Bonds are issued at a pre- 

mium when the contract rate is higher than the market rate, mak- 

ing the issue (selling) price greater than par. The amount of bond 

interest expense assigned to each period, including amortization 

of the premium, is computed using the effective interest method. 
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Guidance Answers to Decision Maker 

Entrepreneur This is a “present value” question. The market 

interest rate (10%) and present value ($3,000) are known, but the 

payment required two years later is unknown. This amount 

($3,630) can be computed as $3,000 x 1.10 x 1.10. Thus, the 
sale price is $3,630 when no payments are received for two 

years. The $3,630 received two years from today is equivalent to 

$3,000 cash today. 

Bond Investor The debt-to-equity ratio for the first company 

is 0.2 ($350,000/$1,750,000) and for the second company is 1.2 

($1,200,000/$ 1,000,000), suggesting that the financing structure 

of the second company is more risky than that of the first com- 

pany. Consequently, as a buyer of unsecured debenture bonds, 

you prefer the first company (all else equal). 

Bond Rater Bonds with longer repayment periods (life) have 
higher risk. Also, bonds issued by companies in financial diffi- 

culties or facing higher-than-normal uncertainties have higher 

risk. Moreover, companies with higher than normal debt and 

large fluctuations in earnings are considered to be higher risk. 

Discount bonds are riskier on one or more of these factors. 

Annuity 

Bearer bonds 

Bond 

Bond certificate 

Bond indenture 

Callable bonds 

Capital leases 

Carrying (book) value of bonds 

Contract rate 

Convertible bonds 

Debt-to-equity ratio 

Discount on bonds payable 

Effective interest method 

Fair value option 

Installment note 

Lease 

Market rate 

Mortgage 

Off-balance-sheet financing 

Operating leases 

Par value of a bond 

Pension plan 

Premium on bonds 

Registered bonds 

Secured bonds 

Serial bonds 

Sinking fund bonds 

Straight-line bond amortization 

Term bonds 

Unsecured bonds 

Coupon bonds 

Multiple Choice Quiz 

1. A bond traded at 97/4 means that 

a. The bond pays 974% interest. 

b. The bond trades at $975 per $1,000 bond. 
c. The market rate of interest is below the contract rate of 

interest for the bond. 

. The bonds can be retired at $975 each. 

. The bond’s interest rate is 24%. 

bondholder that owns a $1,000, 6%, 15-year (term) bond has 

. The right to receive $1,000 at maturity. 

- Ownership rights in the bond-issuing entity. 

. The right to receive $60 per month until maturity. 

. The right to receive $1,900 at maturity. 

. The right to receive $600 per year until maturity. oQ2ao0onr9 > 0 & 

3. A company issues 8%, 20-year bonds with a par value of 

$500,000. The current market rate for the bonds is 8%. The 

amount of interest owed to the bondholders for each semi- 

annual interest payment is 

Answers at end of chapter 

a. $40,000 c. $20,000 
b. $0 d. $800,000 

e. $400,000 

4. A company issued five-year, 5% bonds with a par value of 

$100,000. The company received $95,735 for the bonds. 
Using the straight-line method, the company’s interest ex- 

pense for the first semiannual interest period is 

a. $2,926.50 c. $2,500.00 e. $9,573.50 
b. $5,853.00 d. $5,000.00 

5. A company issued eight-year, 5% bonds with a par value of 

$350,000. The company received proceeds of $373,745. 
Interest is payable semiannually. The amount of premium 

amortized for the first semiannual interest period, assuming 
straight-line bond amortization, is 

a. $2,698 c. $8,750 

b. $23,745 d. $9,344 
e. $1,484 
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B(C,D 5 
(C.D) Superscript letter B(C, D) denotes assignments based on Appendix 10B(10C, 10D). 

Icon denotes assignments that involve decision making. 

1. What is the main difference between notes payable and 43. pana eayabie? €3 What obligation does an entrepreneur (owner) have to 
yable? investors that purchase bonds to finance the business? 

2. What is the main difference between a bond anda share of 44. Referto A ? : pple’s annual report in Appendix A. APPLE 

stock? Is there any indication that Apple has issued 
3. £) What is the advantage of issuing bonds instead of long-term debt? 

obtaining financing from the company’s owners? 15. By what amount did Samsung’s S 

4. What is a bond indenture? What provisions are usually long-term borrowings increase or de- amsun g 

included in it? crease in 2014? 

5. What are the duties of a trustee for bondholders? 16. Refer to the statement of cash flows S 

6. What are the contract rate and the market rate for bonds? for Samsung in Appendix A. For the amsung 

7. €9 What factors affect the market rates for bonds? year ended December 31, 2014, what was the amount for 
= é zie repayment of long-term borrowings and debentures? 

88 Does the straight-line or effective interest method pro- ge - 3 
duce an interest expense allocation that yields a constant 17. Refer to the statements for Google in GOOG LE 

rate of interest over a bond’s life? Explain. Appendix A. For the year ended 
December 31, 2014, what was its debt-to-equity ratio? 

What does this ratio tell us? 

18° When can a lease create both an asset and a liability for 

the lessee? 

9° Why does a company that issues bonds between interest 

dates collect accrued interest from the bonds’ purchasers? 

“| If you know the par value of bonds, the contract rate, 

and the market rate, how do you compute the bonds’ price? 

11. What is the issue price of a $2,000 bond sold at 984? What 

is the issue price of a $6,000 bond sold at 1014? 

12. Describe the debt-to-equity ratio and explain how creditors 

and owners would use this ratio to evaluate a company’s risk. 

19° Compare and contrast an operating lease with a capital 

lease. 

20° Describe the two basic types of pension plans. 

connect E . 

[Round dollar amounts to the nearest whole dollar. QUICK STUDY 

Identify the following as either an advantage (A) or a disadvantage (D) of bond financing. 

___ a. Bonds do not affect owner control. QS 10-1 

Bond financing 
___ b. A company earns a lower return with borrowed funds than it pays in interest. 

___ ce. Accompany earns a higher return with borrowed funds than it pays in interest. Al 

____ d.. Bonds require payment of periodic interest. 

_____ e._ Interest on bonds is tax deductible. 

_____ f.. Bonds require payment of par value at maturity. 

Enviro Company issues 8%, 10-year bonds with a par value of $250,000 and semiannual interest pay- 

ments. On the issue date, the annual market rate for these bonds is 10%, which implies a selling price of | Journalizing bond 

87/4. Prepare the journal entries for the issuance of the bonds. Assume the bonds are issued for cash on issuance PI 

January 1, 2016. 

Wain the Bondidetals in QS 10-2, confirm that the bonds’ selling price is approximately correct (within QS 10-3 

$100). Use the present value Tables B.1 and B.3 in Appendix B. Computing bond price 

PI 

Garcia Coen issues 10%, 15-year bonds with a par value of $240,000 and semiannual interest pay- as 10-4 

ments. On the issue date, the annual market rate for these bonds is 8%, which implies a selling price of — Journalizing bond 

1174. Prepare the journal entry for the issuance of these bonds. Assume the bonds are issued for cash on issuance PI 

January 1, 2016. 
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QS 10-5 
Computing bond price 

PI 

$100). Use the present value Tables B.1 and B.3 in Appendix B. 

QS 10-6 

Straight-Line: Bond 

computations 

P2 

Enviro Company issues 8%, 10-year bonds with a par value of $250,000 and semiannual interest pay- 

ments. On the issue date, the annual market rate for these bonds is 10%, which implies a selling price of 

87/4. The straight-line method is used to allocate interest expense. 

1. What are the issuer’s cash proceeds from issuance of these bonds? 

2. What total amount of bond interest expense will be recognized over the life of these bonds? 

3. What is the amount of bond interest expense recorded on the first interest payment date? 

QS 10-7 

Recording bond 

issuance and discount 

amortization 

semiannual interest payments. Use the following bond amortization table and prepare journal entries to 

record (a) the issuance of bonds on December 31, 2015; (b) the first interest payment on June 30, 2016; 

and (c) the second interest payment on December 31, 2016. 

Pi PZ 
Semiannual Period-End Unamortized Discount Carrying Value 

(O)SIZISIN2OIS nak a $7,360 $92,640 

Cie OP 0201 GC. ee gar 6,624 93,376 

(2ZIZISW QO GR ie ace ee 5,888 94,112 

Qs 10-8 Enviro Company issues 8%, 10-year bonds with a par value of $250,000 and semiannual interest pay- 
Straight-Line: Bond 

computations 

ments. On the issue date, the annual market rate for these bonds is 5%, which implies a selling price of 

123%. The straight-line method is used to allocate interest expense. 

P3 1. What are the issuer’s cash proceeds from issuance of these bonds? 

2. What total amount of bond interest expense will be recognized over the life of these bonds? 

3. What is the amount of bond interest expense recorded on the first interest payment date? 

Qs 10-9 On July 1, 2016, Alvarez Company exercises an $8,000 call option (plus par value) on its outstanding 
Bond retirement by call 

option 

bonds that have a carrying value of $416,000 and par value of $400,000. The company exercises the call 

option after the semiannual interest is paid on June 30, 2016. Record the entry to retire the bonds. 

QS 10-10 
Bond retirement by stock 

conversion P4 

On January 1, 2016, the $2,000,000 par value bonds of Spitz Company with a carrying value of $2,000,000 

are converted to 1,000,000 shares of $1.00 par value common stock. Record the entry for the conversion 
of the bonds. 

QS 10-11 

Computing payments for 

an installment note (C1 

nual payments of equal amount, with the first payment due one year after the note is signed. Use Table B.3 

in Appendix B to compute the amount of the annual payment for each of the following annual market 
rates: (a) 4%, (b) 8%, and (c) 12%. 

Bond features and 

terminology 

A2 

- Records and tracks the bondholders’ names. 

. Is unsecured; backed only by the issuer’s credit standing. 

. Has varying maturity dates for amounts owed. 

. Identifies rights and responsibilities of the issuer and the bondholders. 

Can be exchanged for shares of the issuer’s stock. 

Is unregistered; interest is paid to whoever possesses them. 

. Maintains a separate asset account from which bondholders are paid at maturity. 

. Pledges specific assets of the issuer as collateral. 

POOeNe = =O mo One 

Registered bond 5. Convertible bond 

_______ Serial bond 6. Bond indenture 

Secured bond 7. ——_ Sinking fund bond 

Bearer bond 8 Debenture 
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riskier financing structure? Explain. 

Atlanta Company Spokane Company 

Total liabilities $429,000 $ 549,000 
572,000 1,830,000 Total equity 

ng companies. Which company appears to have a 

475 

Debt-to-equity ratio 

A3 

Garcia Company issues 10%, 15-year bonds with a par value of $240,000 and semiannual interest pay- 

ments. On the issue date, the annual market rate for these bonds is 14%, which implies a selling price of 

75'4. The effective interest method is used to allocate interest expense. 

1. What are the issuer’s cash proceeds from issuance of these bonds? 

Effective Interest: 

Bond discount 

computations 

2. What total amount of bond interest expense will be recognized over the life of these bonds? Pb 

3. What amount of bond interest expense is recorded on the first interest payment date? 

Garcia Company issues 10%, 15-year bonds with a par value of $240,000 and semiannual interest pay- QS 10-15° 

ments. On the issue date, the annual market rate for these bonds is 8%, which implies a selling price of 

117%. The effective interest method is used to allocate interest expense. 

1. What are the issuer’s cash proceeds from issuance of these bonds? 

2. What total amount of bond interest expense will be recognized over the life of these bonds? 

3. What amount of bond interest expense is recorded on the first interest payment date? 

Effective Interest: 

Bond premium 

computations 

P6 

Madrid Company plans to issue 8% bonds on January 1, 2016, with a par value of $4,000,000. The com- 

pany sells $3,600,000 of the bonds on January 1, 2016. The remaining $400,000 sells at par on March 1, 

2016. The bonds pay interest semiannually as of June 30 and December 31. Record the entry for the 

March | cash sale of bonds. 

QS 10-16° 

Issuing bonds between 

interest dates C3 

Jin Li, an employee of ETrain.com, leases a car at O’ Hare airport for a three-day business trip. The rental 

cost is $250. Prepare the entry by ETrain.com to record Jin Li’s short-term car lease cost. 

Qs 10-17° 

Recording operating 

leases (4 

Algoma, Inc., signs a five-year lease for office equipment with Office Solutions. The present value of the 

lease payments is $15,499. Prepare the journal entry that Algoma records at the inception of this capital 

lease. 

Recording capital leases 

C4 

reports the following information among its bonds payable as of March 31, 2015 odafone Group Plc 

(pounds in millions). 

Financial Long-Term Liabilities Measured at Amortized Cost 

Nominal (par) Value Carrying Value Fair Value 
£ millions 

£337 £375 £367 
4.625% (US dollar 500 million) bond due July ROMS. os = 

a. What is the par value of the 4.625% bond issuance? What is its book (carrying) value? 

b. Was the 4.625% bond sold at a discount or a premium? Explain. 

QS 10-19 
International liabilities 

disclosures 

"@ 

Rerer S the orton in QS 10-19 for Vodafone Group Plc. The following price quotes (from Yahoo! 

Contract Rate (coupon) Maturity Date Market Rate (YTM) 

1.710% 4.625% 15-Jul-2018 

QS 10-20 

International liabilities 

disclosures and 

interpretations 

"@ 
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EXERCISES 

Exercise 10-1 
Recording bond issuance 

and interest 

P1 

Chapter 10 Reporting and Analyzing Long-Term Liabilities 

a. Assuming that the 4.625% bonds were originally issued at par value, what does the market price reveal 

about interest rate changes since bond issuance? (Assume that Vodafone’s credit rating has remained 

the same.) 

b. Does the change in market rates since the issuance of these bonds affect the amount of interest expense 

reported on Vodafone’s income statement? Explain. 

c. How much cash would Vodafone need to pay to repurchase the 4.625% bonds at the quoted market 

price of 111.67? (Assume no interest is owed when the bonds are repurchased.) 

d. Assuming that the 4.625% bonds remain outstanding until maturity, at what market price will the 

bonds sell on the due date in 2018? 

Round dollar amounts to the nearest whole dollar. Assume no reversing entries are used. 

On January 1, 2016, Boston Enterprises issues bonds that have a $3,400,000 par value, mature in 20 years, 

and pay 9% interest semiannually on June 30 and December 31. The bonds are sold at par. 

1. How much interest will Boston pay (in cash) to the bondholders every six months? 

2. Prepare journal entries to record (a) the issuance of bonds on January 1, 2016; (b) the first interest 

payment on June 30, 2016; and (c) the second interest payment on December 31, 2016. 

3. Prepare the journal entry for issuance assuming the bonds are issued at (a) 98 and (b) 102. 

Exercise 10-2 

Straight-Line: 

Amortization of bond 

discount 

P2 

Tano issues bonds with a par value of $180,000 on January 1, 2016. The bonds’ annual contract rate is 

8%, and interest is paid semiannually on June 30 and December 31. The bonds mature in three years. The 

annual market rate at the date of issuance is 10%, and the bonds are sold for $170,862. 

1. What is the amount of the discount on these bonds at issuance? 

2. How much total bond interest expense will be recognized over the life of these bonds? 

3. Prepare an amortization table like the one in Exhibit 10.7 for these bonds; use the straight-line method 

to amortize the discount. 

Exercise 10-3 

Computing bond interest 

and price; recording 

bond issuance 

2 

Check (4) $691,287 

Bringham Company issues bonds with a par value of $800,000 on their stated issue date. The bonds ma- 

ture in 10 years and pay 6% annual interest in semiannual payments. On the issue date, the annual market 

rate for the bonds is 8%. 

1. What is the amount of each semiannual interest payment for these bonds? 

2. How many semiannual interest payments will be made on these bonds over their life? 

3. Use the interest rates given to determine whether the bonds are issued at par, at a discount, or at a 

premium. 

4. Compute the price of the bonds as of their issue date. 

5. Prepare the journal entry to record the bonds’ issuance. 

Exercise 10-4 

Straight-Line: 

Recording bond issuance 

and discount 

amortization 

PY -P2 

semiannual interest payments. Use the following bond amortization table and prepare journal entries to 

record (a) the issuance of bonds on December 31, 2016; (5) the first interest payment on June 30, 2017; 

and (c) the second interest payment on December 31, 2017. 

Semiannual Period-End Unamortized Discount Carrying Value 

(OA PAEHIPINOS 6 iaoteioctnasnedos $13,466 $186,534 

CU) 6/30/20 ern. seein cers 11,782 188,218 

(Q)EIZISTIQONT ieee trtcre cpt Cee: 10,098 189,902 

Exercise 10-5 

Straight-Line: Recording 

bond issuance and 

discount amortization 

AP ae 

semiannual interest payments. Use the following bond amortization table and prepare journal entries 

to record (a) the issuance of bonds on December 31, 2016; (b) the first through fourth 

interest payments on each June 30 and December 31; and (c) the maturity of the bond on 
December 31, 2018. 
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‘Semiannual Period-End : : _ Unamortized Discount _ Carrying Value S 

(OM PLE PO Were wea Cowie lee « $12,000 $188,000 

(CIN GIS O12 Oe ee hee et eet 9,000 191,000 

(Qa ZiSWW 20 ore tet ee 6,000 194,000 

(BS) RGIS O/2ON Sitar wetacen x hee 3,000 197,000 

Gyoeiioie 2 ae ee 0 200,000 

Woodwick Company issues 10%, five-year bonds on December 31, 2015, with a par value of $200,000 Exercise 10-6 
and semiannual interest payments. Use the following bond amortization table and prepare journal entries Straight-Line: 

to record (a) the issuance of bonds on December 31, 2015; (b) the first interest payment on June 30, 2016; Recording bond issuance 

and (c) the second interest payment on December 31, 2016. and premium 

amortization 

. P1 P3 
(O)PIQIS ROS eee nace ce pe $16,222 $216,222 

(Wees0RG eke ee 14,600 214,600 
(2) IDISN/20 | Gree 5 cette ees 12,978 212,978 

Quatro Co. issues bonds dated January 1, 2016, with a par value of $400,000. The bonds’ annual contract Exercise 10-7 

rate is 13%, and interest is paid semiannually on June 30 and December 31. The bonds mature in three‘ Straight-Line: 

years. The annual market rate at the date of issuance is 12%, and the bonds are sold for $409,850. Amortization of bond 

1. What is the amount of the premium on these bonds at issuance? premium 

2. How much total bond interest expense will be recognized over the life of these bonds? P3 

3. Prepare an amortization table like the one in Exhibit 10.11 for these bonds; use the straight-line 

method to amortize the premium. 

Citywide Company issues bonds with a par value of $150,000 on their stated issue date. The bonds mature Exercise 10-8 

in five years and pay 10% annual interest in semiannual payments. On the issue date, the annual market Computing bond interest 

rate for the bonds is 8%. and price; recording 

4. What is the amount of each semiannual interest payment for these bonds? bond issuance 

2. How many semiannual interest payments will be made on these bonds over their life? P3 ge 

3. Use the interest rates given to determine whether the bonds are issued at par, at a discount, or at a 

premium. 

4. Compute the price of the bonds as of their issue date. Check (4) $162,172 

5. Prepare the journal entry to record the bonds’ issuance. 

On January 1, 2016, Shay issues $700,000 of 10%, 15-year bonds at a price of 9734. Six years later,on Exercise 10-9 

January 1, 2022, Shay retires 20% of these bonds by buying them on the open market at 104/. Allinterest Straight-Line: Bond 

is accounted for and paid through December 31, 2021, the day before the purchase. The straight-line | computations, 

method is used to amortize any bond discount. amortization, and 

4. How much does the company receive when it issues the bonds on January 1, 2016? bond retirement 

2. What is the amount of the discount on the bonds at January 1, 2016? P2 P4 

3. How much amortization of the discount is recorded on the bonds for the entire period from January IE 

2016, through December 31, 2021? 

4. What is the carrying (book) value of the bonds as of the close of business on December 31, 2021? 

What is the carrying value of the 20% soon-to-be-retired bonds on this same date? 

5. How much did the company pay on January 1, 2022, to purchase the bonds that it retired? 

6. What is the amount of the recorded gain or loss from retiring the bonds? Check (6) $8,190 loss 

7. Prepare the journal entry to record the bond retirement at January |, 2022. 

On lanwaty i 2016, Baats borrows $100,000 cash by signing a four-year, 7% installment note. The note Exercise 10-10 

s of accrued interest and principal on December 31 of each year from __ Installment note with 

equal total payments (1 

Check (1) $29,523 

requires four equal total payment 

2016 through 2019. 

4. Compute the amount of each of the four equal total payments. 

2. Prepare an amortization table for this installment note like the one in Exhibit 10.14. 
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Exercise 10-11 
installment note entries 

Ci 

Use the information in Exercise 10-10 to prepare the journal entries for Eagle to record the loan on 

January 1, 2016, and the four payments from December 31, 2016, through December 31, 2019. 

Exercise 10-12 
Applying debi-to-equity 

ratio 

“6 

Montclair Company is considering 2 project that will require a $500,000 loan. It presently has total liabil- 

ities of $220,000 and total assets of $620,000. 

1. Compute Montclair’s (a) present debt-to-equity ratio and (4) the debt-to-equity ratio assuming it bor- 

rows $500.000 to fund the project. 

2. Evaluate and discuss the level of risk involved if Montclair borrows the funds to pursue the project. 

Exercise 10-13 
Effective Interest: 

Amortization of bond 

discount 

P5 

Stanford issues bonds dated January 1, 2016, with a par value of $500,000. The bonds’ annual contract 

rate is 9%, and interest is paid semiannually on June 30 and December 31. The bonds mature in three 

years. The annual market rate at the date of issuance is 12%, and the bonds are sold for $463,140. 

1. What is the amount of the discount on these bonds at issuance? 

2. How much total bond interest expense will be recognized over the life of these bonds? 

3. Prepare an amortization table like the one in Exhibit 10B.1 for these bonds; use the effective interest 

method to amortize the discount. 

Exercise 10-14® 
Effective Interest: 

Amoriization of bond 

premium 

PG 

Quatro Co. issues bonds dated January 1, 2016, with a par value of $400,000. The bonds’ annual contract 

Tate is 13%. and interest is paid semiannually on June 30 and December 31. The bonds mature in three 

years. The annual market rate at the date of issuance is 12%, and the bonds are sold for $409,850. 

1. What is the amount of the premium on these bonds at issuance? 

2. How much total bond interest expense will be recognized over the life of these bonds? 

3. Prepare an amortization table like the one in Exhibit 10B.2 for these bonds: use the effective interest 

method to amortize the premium. 

Exercise 10-15 

Amortization and accrued 

bone interest expense 

C3 P2 

Duval Co. issues four-year bonds with 2 $100,000 par value on June 1. 2016, at a price of $95,948. The 

annual coniract rate is 7%, and interest is paid semiannually on November 30 and May 31. 

1. Prepare an amortization table like the one in Exhibit 10.7 for these bonds. Use the straight-line method 
OF mterest amoruzanhon. 

2. Prepare journal entmes to record the first two interest payments and to accrue interest as of December 
>+ 
31, 2016. 

Exercise 10-16° 
Recording bond issuance 

with accrued interest 

On May 1, 2016, Brussels Enterprises issues bonds dated January 1, 2016, that have a $3,400,000 par 
value, mature in 20 years. and pay 9% interest semiannually on June 30 and December 31. The bonds are 

sold at par plus four months” accrued interest. 

C3 Pi 1. How much accrued interest do the bond purchasers pay Brussels on May 1, 2016? 

Check $102,00 2. Prepare Brussels” journal entries to record (a) the issuance of bonds on May 1, 2016; (5) the first inter- 

est payment on June 30, 2016; and (c) the second interest payment on December 31, 2016. 

Exercise 10-17° Indicate whether the company in each separate case | through 3 has entered into an operating lease or a 
identifying capital and 

operating leases 

C4 

capital lease. 

1. The lessor retains utle to the asset. and the lease term is three years on an asset that has a five-year 
useful life. 

2. The ttle is transferred to the lessee, the lessee can purchase the asset for $1 at the end of the lease, and 

the lease term is five years. The leased asset has an expected useful life of six years. 

3. The present value of the lease payments is 95% of the leased asset’s market value, and the lease term 
is 70% of the leased asset's useful life. 

Exercise 10-18° 
Accounting for capital 

lease 

C4 

Harbor (lessee) signs a five-year capital lease for office equipment with a $10,000 annual lease payment. 

The present value of the five annual lease payments is $41,000, based on a 7% interest rate. 

1. Prepare the journal entry Harbor will record at inception of the lease. 

2. If the leased asset has 2 five-year useful life with no salvage value, prepare the journal entry Harbor 
will record each year to recognize depreciation expense related to the leased asset. 
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General Motors advertised three alternatives for a 25-month lease on a new Tahoe: (1) zero dollars down 
and a lease payment of $1,750 per month for 25 months, (2) $5,000 down and $1,500 per month for 
25 months, or (3) $38,500 down and no payments for 25 months. Use the present value Table B.3 in 
Appendix B to determine which is the best alternative for the customer (assume you have enough cash to 

accept any alternative and the annual interest rate is 12% compounded monthly). 

Heineken N.Y. reports the following information for its loans and borrowings as of December 31, 2014, 

including proceeds and repayments for the year ended December 31, 2014 (euros in millions). 

Loans and borrowings (noncurrent liabilities) 

Loans and borrowings, December 31, 2014..................-. € 8,933 

Proceeds (cash) from issuances of loans and borrowings. ......... 858 

Repayments (in cash) of loans and borrowings.........-....---- (2,443) 

1. Prepare Heineken’s journal entry to record its cash proceeds from issuances of its loans and borrow- 

ings for 2014. Assume that the par value of these issuances is €900. 

2. Prepare Heineken’s journal entry to record its cash repayments of its loans and borrowings for 2014. 

Assume that the par value of these issuances is €2,400, and the premium on them is €24. 

3. Compute the discount or premium on its loans and borrowings as of December 31, 2014, assuming 

that the par value of these liabilities is €8,750. 

4. Given the facts in part 3 and viewing the entirety of loans and borrowings as one issuance, was the 

contract rate on these loans and borrowings higher or lower than the market rate at the time of issu- 

ance? Explain. (Assume that Heineken’s credit rating has remained the same.) 

connect 
Round dollar amounts to the nearest whole dollar. Assume no reversing entries are used. 

Hartford Research issues bonds dated January 1, 2016, that pay interest semiannually on June 30 and 

December 31. The bonds have a $40,000 par value and an annual contract rate of 10%, and they mature in 

10 years. 

Required 

For each of the following three separate situations, (a) determine the bonds’ issue price on January 1, 

2016, and (b) prepare the journal entry to record their issuance. 

1. The market rate at the date of issuance is 8%. 

2. The market rate at the date of issuance is 10%. 

3. The market rate at the date of issuance is 12%. 

Hillside issues $4,000,000 of 6%, 15-year bonds dated January 1, 2016, that pay interest semiannually on 

June 30 and December 31. The bonds are issued at a price of $3,456,448. 

Required 

1. Prepare the January 1, 2016, journal entry to record the bonds’ issuance. 

2. For each semiannual period, compute (a) the cash payment, (b) the straight-line discount amortization, 

and (c) the bond interest expense. 

3. Determine the total bond interest expense to be recognized over the bonds’ life. 

4. Prepare the first two years of an amortization table like Exhibit 10.7 using the straight-line method. 

5. Prepare the journal entries to record the first two interest payments. 

Refer to the bond details in Problem 10-2A, except assume that the bonds are issued at a price of $4,895,980. 

Required 

1. Prepare the January 1, 2016, journal entry to record the bonds’ issuance. 

2. For each semiannual period, compute (a) the cash payment, (b) the straight-line premium amortiza- 

tion, and (c) the bond interest expense. 

[continued on next page} 

Exercise 10-20 

Problem 10-24 

479 

Exercise 10-19" 
Analyzing lease options 

(4 

Accounting for long-term 

liabilities under IFRS 

"@® 

PROBLEM SETA 

Problem 10-1A 
Computing bond price 

and recording issuance 

PI 

Check (1) Premium, $5,437 

(3) Discount, $4,588 

Straight-Line: 

Amortization of bond 

discount 

Paks 

Check (3) $4,143,552 

(4) 12/31/2017 

carrying value, $3,528,920 

Problem 10-3A 

Straight Line: 

Amortization of bond 

premium 

Pi P3 
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Check (3) $2,704,020 

(4) 12/31/2017 

carrying value, $4,776,516 
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3. Determine the total bond interest expense to be recognized over the bonds’ life. 

4. Prepare the first two years of an amortization table like Exhibit 10.11 using the straight-line method. 

5. Prepare the journal entries to record the first two interest payments. 

Problem 10-4A 
Straight-Line: 

Amortization of 

bond premium 

PL 

Check (2) 6/30/2018 

carrying value, $252,668 

Ellis issues 6.5%, five-year bonds dated January 1, 2016, with a $250,000 par value. The bonds pay 

interest on June 30 and December 31 and are issued at a price of $255,333. The annual market rate is 

6% on the issue date. 

Required 

1. Compute the total bond interest expense over the bonds’ life. 

2. Prepare a straight-line amortization table like Exhibit 10.11 for the bonds’ life. 

3. Prepare the journal entries to record the first two interest payments. 

Problem 10-5A 
Straight-Line: 

Amortization of bond 

premium and discount 

Pier Fs 
Check (2) $97,819 

(3) 12/31/2017 

carrying value, $308,589 

Legacy issues $325,000 of 5%, four-year bonds dated January 1, 2016, that pay interest semiannually 

on June 30 and December 31. They are issued at $292,181 and their market rate is 8% at the issue date. 

Required 

1. Prepare the January 1, 2016, journal entry to record the bonds’ issuance. 

2. Determine the total bond interest expense to be recognized over the bonds’ life. 

3. Prepare a straight-line amortization table like the one in Exhibit 10.7 for the bonds’ first two years. 

4. Prepare the journal entries to record the first two interest payments. 

Analysis Component 

5. Assume the market rate on January 1, 2016, is 4% instead of 8%. Without providing numbers, de- 

scribe how this change affects the amounts reported on Legacy’s financial statements. 

Problem 10-6A 

Installment notes 

C1 

Check (2) 10/31/2020 

ending balance, $46,382 

On November 1, 2016, Norwood borrows $200,000 cash from a bank by signing a five-year installment 

note bearing 8% interest. The note requires equal total payments each year on October 31. 

Required 

1. Compute the total amount of each installment payment. 

2. Complete an amortization table for this installment note similar to the one in Exhibit 10.14. 

3. Prepare the journal entries in which Norwood records (a) accrued interest as of December 31, 2016 

(the end of its annual reporting period), and (b) the first annual payment on the note. 

Problem 10-7A 

Applying the debt-to- 

equity ratio 

oe i 

At the end of the current year, the following information is available for both Pulaski Company and 
Scott Company. 

Pulaski Company Scott Company 

‘lotalassetsss + oes oe $860,000 $440,000 

Total liabilities ........ 360,000 240,000 

Total equity'.22. soe 500,000 200,000 

Required 

1. Compute the debt-to-equity ratios for both companies. 

2. Comment on your results and discuss the riskiness of each company’s financing structure. 

Problem 10-8A® 
Effective Interest: 

Amortization of bond 

discount Pl Pb f* 

Check (2) $97819 

(3) 12/31/2017 

carrying value, $307,308 

Refer to the bond details in Problem 10-5A. 

Required 

1. Prepare the January 1, 2016, journal entry to record the bonds’ issuance. 

2. Determine the total bond interest expense to be recognized over the bonds’ life. 

3. Prepare an effective interest amortization table like the one in Exhibit 10B.1 for the bonds’ first two 
years. 

4. Prepare the journal entries to record the first two interest payments. 
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Refer to the bond details in Probles 10-4A. 

Required 

1. Compute the total bond interest expense over the bonds’ life. 

2. Prepare an effective interest amortization table like the one in Exhibit 10B.2 for the bonds’ life. 

3. Prepare the journal entries to record the first two interest payments. 

4. Use the market rate at issuance to compute the present value of the remaining cash flows for these 
bonds as of December 31, 2018. Compare your answer with the amount shown on the amortization 

table as the balance for that date (from part 2) and explain your findings. 

Problem 10-9A® 

Effective Interest: 

Amortization of bond 

premium; computing 

bond price PI ¥ 

Check (2) 6/30/2018 
carrying value, $252,865 

(4) $252,326 

Ike issues $180,000 of 11%, three-year bonds dated January 1, 2016, that pay interest semiannually 

on June 30 and December 31. They are issued at $184,566. Their market rate is 10% at the issue date. 

Required 

1. Prepare the January 1, 2016, journal entry to record the bonds’ issuance. 

2. Determine the total bond interest expense to be recognized over the bonds’ life. 

3. Prepare an effective interest amortization table like Exhibit 10B.2 for the bonds’ first two years. 

4. Prepare the journal entries to record the first two interest payments. 

5. Prepare the journal entry to record the bonds’ retirement on January 1, 2018, at 98. 

Analysis Component 

6. Assume that the market rate on January 1, 2016, is 12% instead of 10%. Without presenting numbers, 

describe how this change affects the amounts reported on Ike’s financial statements. 

Problem 10-10A® 
Effective Interest: 

Amortization of bond; 

retiring bonds 

Pl Po PS Pb Og 
Check (3) 6/30/2017 

carrying value, $182,448 

(5) $5,270 gain 

year-end lease payment is $10,000, and the interest rate is 8%. 

Required 

1. Compute the present value of Rogers’s five-year lease payments. 

2. Prepare the journal entry to record Rogers’s capital lease at its inception. 

3. Complete a lease payment schedule for the five years of the lease with the following headings. Assume 

that the beginning balance of the lease liability (present value of lease payments) is $39,927. (Hint: To find 

the amount allocated to interest in year 1, multiply the interest rate by the beginning-of-year lease liability. 

The amount of the annual lease payment not allocated to interest is allocated to principal. Reduce the lease 

liability by the amount allocated to principal to update the lease liability at each year-end.) 

Ending 

Balance of 

Lease 

Liability 

Beginning 

Balance of 

Lease 

Liability 

Cash 

Lease 

Payment 

Litare(Vra ately ie) § 

Lease 

Liability 

Interest on 

Lease 

Liability 

Period 

Ending 

Date 

4. Use straight-line depreciation and prepare the journal entry to depreciate the leased asset at the end of 

year 1. Assume zero salvage value and a five-year life for the office equipment. 

[Round dollar amounts to the nearest whole dollar. Assume no reversing entries are used. 

Flagstaff Systems issues bonds dated January 1, 2016, that pay interest semiannually on June 30 and December 

31. The bonds have a $90,000 par value and an annual contract rate of 127%, and they mature in five years. 

Required 

For each of the following three separate situations, (a) determine the bonds’ issue price on January 1, 

2016, and (b) prepare the journal entry to record their issuance. 

1. The market rate at the date of issuance is 10%. 

2. The market rate at the date of issuance is 12%. 

3. The market rate at the date of issuance is 14%. 

Capital lease accounting 

C4 

Check (1) $39,927 

(3) Year 3 ending 

balance, $17,833 

PROBLEM SET B 

Problem 10-1B 
Computing bond price 

and recording issuance 

PI 

Check (1) Premium, 

$6,948 

(3) Discount, 

$6,326 
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Problem 10-2B 

Straight-Line: 

Amortization of bond 

discount 

Pi P2 

Romero issues $3,400,000 of 10%, 10-year bonds dated January 1, 2016, that pay interest semiannually 

on June 30 and December 31. The bonds are issued at a price of $3,010,000. 

Required 

1. Prepare the January 1, 2016, journal entry to record the bonds’ issuance. 

2. For each semiannual period, compute (a) the cash payment, (b) the straight-line discount amortization, 

and (c) the bond interest expense. 

3. Determine the total bond interest expense to be recognized over the bonds’ life. 

4. Prepare the first two years of an amortization table like Exhibit 10.7 using the straight-line method. 

5. Prepare the journal entries to record the first two interest payments. 

Problem 10-3B 

Straight-Line: 

Amortization of bond 

premium 

Pi P3 

Refer to the bond details in Problem 10-2B, except assume that the bonds are issued at a price of $4,192,932. 

Required 

1. Prepare the January 1, 2016, journal entry to record the bonds’ issuance. 

2. For each semiannual period, compute (a) the cash payment, (b) the straight-line premium amortiza- 

tion, and (c) the bond interest expense. 

3. Determine the total bond interest expense to be recognized over the bonds’ life. 

4. Prepare the first two years of an amortization table like Exhibit 10.11 using the straight-line method. 

5. Prepare the journal entries to record the first two interest payments. 

Problem 10-4B 

Straight-Line: 

Amortization of bond 

premium 

Pl P3 

Ripkin Company issues 9%, five-year bonds dated January 1, 2016, with a $320,000 par value. The bonds 

pay interest on June 30 and December 31 and are issued at a price of $332,988. Their annual market 

rate is 8% on the issue date. 

Required 

1. Compute the total bond interest expense over the bonds’ life. 

2. Prepare a straight-line amortization table like Exhibit 10.11 for the bonds’ life. 

3. Prepare the journal entries to record the first two interest payments. 

Problem 10-5B 

Straight-Line: 

Amortization of bond 

discount 

Gomez issues $240,000 of 6%, 15-year bonds dated January 1, 2016, that pay interest semiannually on 

June 30 and December 31. They are issued at $198,494, and their market rate is 8% at the issue date. 

Required 

1. Prepare the January 1, 2016, journal entry to record the bonds’ issuance. 

2. Determine the total bond interest expense to be recognized over the life of the bonds. 

3. Prepare a straight-line amortization table like the one in Exhibit 10.7 for the bonds’ first two years. 

4. Prepare the journal entries to record the first two interest payments. 

Problem 10-6B 

Installment notes 

Ci 

On October 1, 2016, Gordon Enterprises borrows $150,000 cash from a bank by signing a three-year 
installment note bearing 10% interest. The note requires equal total payments each year on September 30. 

Required 

1. Compute the total amount of each installment payment. 

2. Complete an amortization table for this installment note similar to the one in Exhibit 10.14. 

3. Prepare the journal entries to record (a) accrued interest as of December 31, 2016 (the end of its an- 
nual reporting period), and (b) the first annual payment on the note. 
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At the end of the current year, the following information is available for both Atlas Company and Boe 
Company. 

Atlas Company Bryan Company 

lotaliasSets#ae ee, $180,000 $750,000 

Total liabilities ........ 80,000 562,500 

Total equity .......... 100,000 187,500 

Required 

1. Compute the debt-to-equity ratios for both companies. 

2. Comment on your results and discuss what they imply about the relative riskiness of these companies. 

Problem 10-7B 

Applying the debt-to- 

equity ratio 

A3 ae 
2 

Refer to the bond details in Problem 10-5B. 

Required 

1. Prepare the January 1, 2016, journal entry to record the bonds’ issuance. 

2. Determine the total bond interest expense to be recognized over the bonds’ life. 

3. Prepare an effective interest amortization table like the one in Exhibit 10B.1 for the bonds’ first two 

years. 

4. Prepare the journal entries to record the first two interest payments. 

Effective Interest: 

Amortization of bond 

discount Pl P5 

Check § (2) $257506 

(3) 6/30/2017 

carrying value, $200,803 

Required 

1. Compute the total bond interest expense over the bonds’ life. 

2. Prepare an effective interest amortization table like the one in Exhibit 10B.2 for the bonds’ life. 

3. Prepare the journal entries to record the first two interest payments. 

4 . Use the market rate at issuance to compute the present value of the remaining cash flows for these 

bonds as of December 31, 2018. Compare your answer with the amount shown on the amortization 

table as the balance for that date (from part 2) and explain your findings. 

Problem 10-9B® 
Effective Interest: 

Amortization of bond 

premium; computing 

bond price Pi FG 

Check (2) 6/30/2018 

carrying value, $327,136 

(4) $325,807 

Valdez issues $450,000 of 13%, four-year bonds dated January 1, 2016, that pay interest semiannually on 

June 30 and December 31. They are issued at $493,608, and their market rate is 10% at the issue date. 

Required 

1. Prepare the January 1, 2016, journal entry to record the bonds’ issuance. 

2. Determine the total bond interest expense to be recognized over the bonds’ life. 

3. Prepare an effective interest amortization table like the one in Exhibit 10B.2 for the bonds’ first two 

years. 

4. Prepare the journal entries to record the first two interest payments. 

5. Prepare the journal entry to record the bonds’ retirement on January 1, 2018, at 106. 

Analysis Component 

6. Assume that the market rate on January 1, 2016, is 14% instead of 10%. Without presenting numbers, 

describe how this change affects the amounts reported on Valdez’s financial statements. 

cane onan signs a five-year capital lease with Verdi Company for office equipment. The annual 

year-end lease payment is $20,000, and the interest rate is 10%. 

Required 

1. Compute the present value of Braun’s lease payments. 

2. Prepare the journal entry to record Braun’s capital lease at its inception. 

3. Complete a lease payment schedule for the five years of the lease with the following headings. Assume 

that the beginning balance of the lease liability (present value of lease payments) is $75,816. (Hint: To find 

“Problem 10-10B® 
Effective Interest: 

Amortization of bond; 

retiring bonds 

Pi P4 PS Pc ga 

Check (3) 6/30/2017 

carrying value, $479,202 

(5) $3,088 loss 

Problem 10-11B° 
Capital lease accounting 

C4 

Check (1) $75,816 

(3) Year 3 ending 

balance, $34,712 



484 

SERIAL 
PROBLEM 
Business Solutions 

AL AB 

Check (1) $94,639 
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the amount allocated to interest in year 1, multiply the interest rate by the beginning-of-year lease liability. 
The amount of the annual lease payment not allocated to interest is allocated to principal. Reduce the lease 

liability by the amount allocated to principal to update the lease liability at each year-end.) 

Beginning Ending 

Balance of Interest on stcleltrad tel sme) § Cash Balance of 

Lease Lease Lease Lease Lease 

Liability Liability Liability Payment Liability 

4. Use straight-line depreciation and prepare the journal entry to depreciate the leased asset at the end of 

year |. Assume zero salvage value and a five-year life for the office equipment. 

(This serial problem began in Chapter 1 and continues through most of the book. If previous chapter seg- 

ments were not completed, the serial problem can begin at this point. It is helpful, but not necessary, to use 

the Working Papers that accompany the book.) 

SP 10 Santana Rey has consulted with her local banker and is considering financing an expansion of her 

business by obtaining a long-term bank loan. Assume that selected account balances at March 31, 2017, 

for Business Solutions follow. 

Total assets. ........ $120,268 Total liabilities....... $875 Total equity....... $119,393 

1. The bank has offered a long-term secured note to Business Solutions. The bank’s loan procedures re- 

quire that a client’s debt-to-equity ratio not exceed 0.8. As of March 31, 2017, what is the maximum 

amount that Business Solutions could borrow from this bank (rounded to the nearest dollar)? 

2. If Business Solutions borrows the maximum amount allowed from the bank, what percentage of assets 

would be financed (a) by debt and (b) by equity? 

3. What are some factors Santana Rey should consider before borrowing the funds? 

Beyond the Numbers 

REPORTING IN 
ACTION 
AL A2 

APPLE 

BTN 10-1 Refer to Apple’s financial statements in Appendix A to answer the following. 

1. Identify the items, if any, that make up Apple’s long-term debt as reported on its balance sheet at 

September 27, 2014. 

2. Assume that Apple has $100 million in convertible debentures that carry a 4.25% contract rate of in- 

terest. How much annual cash interest must be paid on those convertible debentures? 

3. Assume that the convertible bonds discussed in part 2 are convertible into 20,000 shares of Apple’s stock. 

If the carrying value of these bonds is $100 million, what is the entry recorded by Apple upon conversion? 

Fast Forward 

4. Access Apple’s financial statements for the years ending after September 27, 2014, from its website 

(Apple.com) or the SEC’s EDGAR database (www.SEC. gov). Has it issued additional long-term debt 

since the year-end September 27, 2014? If yes, identify the amount(s). 

COMPARATIVE 
ANALYSIS 

3s @ 
APPLE 
GOOGLE 

BTN 10-2 Key figures for Apple and Google follow. 

- Current Current 

_ $ millions Year Year 

Notal: assetsin cay: ar yo $231,839 $207,000 $131,133 $110,920 

Total liabilities ......... 120,292 83,451 26,633 23,611 

Totaliequity ie ir ay [L547 123,549 104,500 87,309 
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Required 

1. Compute the debt-to-equity ratios for Apple and Google for both the current year and the prior year. 
2. Use the ratios you computed in part | to determine which company’s financing structure is least risky. 

Assume an industry average of 0.44 for debt-to-equity. 

BTN 10-3 Traverse County needs a new county government building that would cost $10 million. The 
politicians feel that voters will not approve a municipal bond issue to fund the building since it would in- 
crease taxes. They opt to have a state bank issue $10 million of tax-exempt securities to pay for the build- 

ing construction. The county then will make yearly lease payments (of principal and interest) to repay the 

obligation. Unlike conventional municipal bonds, the lease payments are not binding obligations on the 
county and, therefore, require no voter approval. 

Required 

1. Do you think the actions of the politicians and the bankers in this situation are ethical? 

2. In terms of risk, how do the tax-exempt securities used to pay for the building compare to a conven- 

tional municipal bond issued by Traverse County? 

BTN 10-4 Your business associate mentions that she is considering investing in corporate bonds cur- 
rently selling at a premium. She says that since the bonds are selling at a premium, they are highly valued 

and her investment will yield more than the going rate of return for the risk involved. Reply with a memo- 

randum to confirm or correct your associate’s interpretation of premium bonds. 
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ETHICS 
CHALLENGE 

COMMUNICATING 
IN PRACTICE 

P3 

BTN 10-5 Access the March 26, 2015, filing of the 10-K report of Home Depot for the year ended 

February 1, 2015, from www.SEC.gov (ticker HD). Refer to Home Depot’s balance sheet, including its 

note 4 (on debt). 

Required 

1. Identify Home Depot’s long-term liabilities and the amounts for those liabilities from Home Depot's 

balance sheet at February 1, 2015. 

2. Review Home Depot’s note 4. The note reports that as of February 1, 2015, it had $2.963 billion 

of “5.875% Senior Notes; due December 16, 2036; interest payable semiannually on June 16 and 

December 16.” These notes have a face value of $3.0 billion and were originally issued at $2.958 billion. 

a. Why would Home Depot issue $3.0 billion of its notes for only $2.958 billion? 

b. How much cash interest must Home Depot pay each June 16 and December 16 on these notes? 

TAKING IT TO 
THE NET 

i \ 1 © 

BTN 10-68 Break into teams and complete the following requirements related to effective interest amor- 

tization for a premium bond. 

14. Each team member is to independently prepare a blank table with proper headings for amortization of 

a bond premium. When all have finished, compare tables and ensure that all are in agreement. 

Parts 2 and 3 require use of these facts: On January 1, 2016, McElroy issues $100,000, 9%, five-year 

bonds at 104.1. The market rate at issuance is 8%. McElroy pays interest semiannually on June 30 and 

December 31. 

2. In rotation, each team member must explain how to complete one line of the bond amortization table, 

including all computations for his or her line. (Round amounts to the nearest dollar.) All members are 

to fill in their tables during this process. You need not finish the table; stop after all members have 

explained a line. 

3. In rotation, each team member is to identify a separate column of the table and indicate what the final 

number in that column will be and explain the reasoning. 

[continued on next page] 

TEAMWORK IN 
ACTION 

P2 sg 
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Hints Rotate teams toreport 4, Reach a team consensus as to what the total bond interest expense on this bond issue will be if the 

Bp nate eneies Sonsieel = bond is not retired before maturity. 
quiring entries for issuance and 
interest payments. 5. As a team, prepare a list of similarities and differences between the amortization table just prepared 

and the amortization table if the bond had been issued at a discount. 

ENTREPRENEURIAL BTN 10-7 Aaron Levie is the co-founder of Box. Assume that his company currently has $250,000 in 

DECISION equity, and he is considering a $100,000 expansion to meet increased demand. The $100,000 expansion 

A € would yield $16,000 in additional annual income before interest expense. Assume that the business cur- 

as ? rently earns $40,000 annual income before interest expense of $10,000, yielding a return on equity of 12% 

($30,000/$250,000). To fund the expansion, he is considering the issuance of a 10-year, $100,000 note 

with annual interest payments (the principal due at the end of 10 years). 

Required 

1. Using return on equity as the decision criterion, show computations to support or reject the expansion 

if interest on the $100,000 note is (a) 10%, (b) 15%, (c) 16%, (d) 17%, and (e) 20%. 

2. What general rule do the results in part | illustrate? 

HITTING THE BTN 10-8 Visit your city or county library. Ask the librarian to help you locate the most recent financial 

ROAD records of your city or county government. Examine those records. 

A I ; Required 

1. Determine the amount of long-term bonds and notes currently outstanding. 

2. Read the supporting information to your municipality’s financial statements and record 

a. The market interest rate(s) when the bonds and/or notes were issued. 

b. The date(s) when the bonds and/or notes will mature. 

c. Any rating(s) on the bonds and/or notes received from Moody’s Investors Service, Standard & 

Poor’s Ratings Services, Fitch Ratings, or another rating agency. 

GLOBAL BTN 10-9 Samsung (Samsung.com), Apple, and Google are competitors in the global marketplace. 

DECISION Selected results from these companies follow. 

i : a Samsung Paveyel (3 beterersd (3 

: (Gagan) ($ millions) ($ millions 
Samsung oo ee 

Current Liga e Current Prior Current Prior 

APPLE Key Figures Year _ Year Year Year Year Year 

GOOG LE Total-assats: ssa. n0 oe yee 230,422,958 214,075,018 $231,839 $207,000 $131,133 $110,920 

Total-labilities: ii rhc ate ae 62,334,770 64,059,008 120,292 83,451 26,633 23,611 

TOtaliequity h.ccsccuas. 168,088, 188 150,016,010 111,547 123,549 104,500 87,309 

Debt-to-equity ratio ......... ? ? (08; 0.68 0.25 0.27 

Required 

1. Compute Samsung’s debt-to-equity ratio for the current year and the prior year. 

2. Use the data provided and the ratios computed in part | to determine which company’s financing 
structure is least risky. 
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ANSWERS TO MULTIPLE CHOICE QUIZ 
1. b 4. a; Cash interest paid = $100,000 x 5% x 4 year = $2,500 
72. Bl Discount amortization = ($100,000 — $95,735)/10 periods = 

3. c; $500,000 x 0.08 x % year = $20,000 $426.50 

Interest expense = $2,500.00 + $426.50 = $2,926.50 

5. e: ($373,745 — $350,000)/16 periods = $1,484 



COMMON WH oonienps I PREFERRED TREASURY §| REPORTING 
stock [ff STOCK | sTOCK [> ANDANALYsIS 

C1 Stock basics §@ 2 Cash dividends C2 Issuance P3 Purchasing C3 Statements of 
treasury stock retained 

earnings and 
equity 

P1 Stock issuance: | Stock Dividend 
dividends preferences Reissuing 

Nanacvalue Stock splits Convertible Py) tieasury stock dae 

‘ and callable Retiring stock | A1EPS 

Stated value Rationale | A2 PE ratio 

Noncash L _ A3 Dividend yield 
assets 

A4 Book value 

Par value 

Learning Objectives 

CONCEPTUAL ANALYTICAL PROCEDURAL 

C1 Identify characteristics of corporations A Compute earnings per share and P1 Record the issuance of corporate 

and their organization. describe its use. stock. 

C2 Explain characteristics of, and distribute A2 Compute price-earnings ratio and P2 Record transactions involving cash 
dividends between, common and describe its use in analysis. dividends, stock dividends, and stock 

referred stock. , ae splits. 
A3 Compute dividend yield and explain its a 

C3 Explain the items reported in retained use in analysis. P3 Record purchases and sales of 

earnings. treasury stock and the retirement 
A4 Compute book value and explain its use 

jf of stock. 
in analysis. 



AP Images/Imaginechina 

Open Sesame e°— Jack MA 

HANGZHOU, CHINA—"In 1995 a friend 

showed me the Internet for the first 

time,” recalls Jack Ma. “We searched the 

word beer... [then we] discovered that 

there was no data about China. We de- 

cided to launch a website.” Jack never 

looked back. “My dream was to set up 

my own e-commerce company,’ explains 

Jack. “| gathered 17 people in my apart- 

ment and spoke to them for two hours 

about my vision. Everyone put their 

money on the table.” 

Jack then needed a company name. 

“| was in San Francisco in a coffee shop, 

and | was thinking Alibaba is a good name. 

Then a waitress came, and | said do you 

know about Alibaba? And she said yes. 

| said what do you know about Alibaba, and 

she said ‘Open Sesame. And | said yes, 

this is the name! Then | went onto the 

street and found 30 people and asked 

them, ‘Do you know Alibaba?’ People from 

India, people from Germany, people from 

Tokyo and China . . . They all knew about 

Alibaba.” Thus, the 

(AlibabaGroup.com) was born. 

The success of Alibaba would not have 

been possible without good decisions re- 

garding creditor vs. equity financing. 

To make it happen, the new company had 

to deal with corporate formation, equity 

Alibaba Group © 
NYSE: BABA i 

Alibaba Owners 

— Soft Bank 

32.4% 

- Yahoo! 

16.3% 

Joseph Tsai Jack Ma 

3.2% 7.8% 

_ Others — 
40.3% 

$226 bil. valuation 

34,985 employees 

issuance, stock types, retaining earnings, 

and dividend policies. Jack eventually set 

up the Alibaba Group as a corporate-type 

entity. With his structure in place, Jack was 

ready to attack the market. Income soon 

followed, as shown here. 

$25,000 

$20,000 

$15,000 

$10,000 

$5,000 

Net Income ($ millions) 
bath 

30 a = ans Mea, 

2010 2011 =2012 82013 

The success of Alibaba’s corporate-type 

structure and its mix of creditor vs. equity 

financing brought both opportunities and 

challenges. Jack explains the empowering 

of consumers. “It's customers number 

one, employees two, and shareholders 

three,” declares Jack. “It's the sharehold- 

ers who when the crisis comes... ran 

away. My customers and my people 

stayed.” The challenge is staying the 

course. “Nobody believed in me,’ admits 

Jack. “Do not allow your colleagues and 

employees to work for you. Instead, let 

them work for a common goal.” 

There are new challenges on the hori- 

zon for Jack. One is effectively leveraging 

accounting knowledge to achieve his cur 

rent task: managing Alibaba stock on the 

NYSE. This demands knowledge of corpo- 

rate formation, stock types, and equity 

transactions. Jack’s company recently 

achieved the largest initial public offering 

of stock in history. The Alibaba Group's 

IPO made Jack Ma the richest man in 

China, with an estimated net worth of 

$25 billion. 

Through it all, Jack remains humble. 

“| call myself ‘blind man riding on the back 

of a blind tiger. ” 

Sources: Alibaba website, January 2016; Wall 

Street Journal, September 2014; Inc., January 

2008; Upstart Business Journal, September 2011; 

Talk Asia, April 2006; South China Morning Post, 

July 2013; Jungle News, May 2014; Vulcan Post, 

February 2014 
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CORPORATE FORM OF ORGANIZATION 2 

Ci 
Identify characteristics of 
corporations and their 
organization. 

Points The business entity as- 

sumption requires a corporation 

to be accounted for separately 

from its owners (shareholders). 

Point: Proprietorships and 

partnerships are not subject to 

income taxes. Their income is 

taxed as the personal income 

of their owners. 

Point: Double taxation is less 

severe when a corporation's 

owner-manager collects a salary 

that is taxed only once as part 

of his or her personal income. 

At year-end, many small corpo- 

rations distribute bonuses to 

owner-managers equal to the 

corporation's income. This 

reduces corporate income to 

$0 and avoids double taxation. 

A corporation is an entity created by law that is separate from its owners. It has most of the 

rights and privileges granted to individuals. Owners of corporations are called stockholders or 

shareholders. Corporations can be separated into two types. A privately held (or closely held) 

corporation does not offer its stock for public sale and usually has few stockholders. A publicly 

held corporation offers its stock for public sale and can have thousands of stockholders. Public 

sale usually refers to issuance of stock and trading on an organized stock market. 

Characteristics of Corporations 

Corporations represent an important type of organization. Their unique characteristics offer 

advantages and disadvantages. 

Advantages of Corporate Form 

e Separate legal entity: A corporation conducts its affairs with the same rights, duties, and re- 

sponsibilities of a person. It takes actions through its agents, who are its officers and managers. 

e Limited liability of stockholders: Stockholders are liable for neither corporate acts nor 
corporate debt. 

e Transferable ownership rights: The transfer of shares from one stockholder to another usu- 

ally has no effect on the corporation or its operations except when this causes a change in the 

directors who control or manage the corporation. 

e Continuous life: A corporation’s life continues indefinitely because it is not tied to the phys- 
ical lives of its owners. 

© Lack of mutual agency for stockholders: A corporation acts through its agents, who are its 

officers and managers. Stockholders, who are not its officers and managers, do not have the 

power to bind the corporation to contracts—referred to as lack of mutual agency. 

© Ease of capital accumulation: Buying stock is attractive to investors because (1) stockhold- 

ers are not liable for the corporation’s acts and debts, (2) stocks usually are transferred easily, 

(3) the life of the corporation is unlimited, and (4) stockholders are not corporate agents. 

These advantages enable corporations to accumulate large amounts of capital from the com- 

bined investments of many stockholders. 

Disadvantages of Corporate Form 

© Government regulation: A corporation must meet requirements of a state’s incorporation 

laws, which subject the corporation to state regulation and control. Proprietorships and part- 
nerships avoid many of these regulations and governmental reports. 

© Corporate taxation: Corporations are subject to the same property and payroll taxes as pro- 

prietorships and partnerships plus additional taxes. The most burdensome of these are federal 

and state income taxes that together can take 40% or more of corporate pretax income. 

Moreover, corporate income is usually taxed a second time as part of stockholders’ personal 

income when they receive cash distributed as dividends. This is called double taxation. 

(Dividends are normally taxed at the individual’s income tax rate; for “qualified” dividends, 

the tax rate is 0%, 15%, or 20%, depending on the individual’s tax bracket.) 

™ Decision !nsight @ 

Dorm-Corp Mark Zuckerberg took his company, Facebook, public by issuing its 

first shares on the Nasdaq exchange. The initial public offering (IPO) of Facebook 

shares raised billions in equity financing. It also raised the importance of accounting 

reports versus market hype. The IPO of Facebook shares came eight years after the 

company was founded by Zuckerberg in his college dorm room. Fast-forward to to- 

day, Zuckerberg vows to donate 99% of his Facebook shares, worth about $45 billion, 

toward charitable causes. @ AP Images/Nasdaq via 
Facebook, Zef Nikolla 
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Corporate Organization and Management 

This section describes the incorporation, costs, and management of corporate organizations. 

Incorporation A corporation is created by obtaining a charter from a state government. A 

charter application usually must be signed by the prospective stockholders called incorporators 

or promoters and then filed with the proper state official. When the application process is com- 

plete and fees paid, the charter is issued and the corporation is formed. Investors then purchase 

the corporation’s stock, meet as stockholders, and elect a board of directors. Directors oversee a 

corporation’s affairs. 

Organization Expenses Organization expenses (also called organization costs) are the 

costs to organize a corporation; they include legal fees, promoters’ fees, and amounts paid to 

obtain a charter. The corporation records (debits) these costs to an expense account called 

Organization Expenses. Organization costs are expensed as incurred because it is difficult to 

determine the amount and timing of their future benefits. 

Management of a Corporation The ultimate con- 

trol of a corporation rests with stockholders who control 

a corporation by electing its board of directors, or sim- 

ply, directors. Each stockholder usually has one vote for 

each share of stock owned. This control relation is shown 

in Exhibit 11.1. Directors are responsible for and have 

final authority for managing corporate activities. A board 

can act only as a collective body and usually limits its 

actions to setting general policy. Seine 
A corporation usually holds a stockholder meeting at ¥ 

least once a year to elect directors and transact business Employees of the Corporation 

as its bylaws require. A group of stockholders owning or 

controlling votes of more than a 50% share of a corpora- 

tion’s stock can elect the board and control the corporation. Stockholders who do not attend 

stockholders’ meetings must have an opportunity to delegate their voting rights to an agent by 

signing a proxy, a document that gives a designated agent the right to vote the stock. 

Day-to-day direction of corporate business is delegated to executive officers appointed by the 

board. A corporation’s chief executive officer (CEO) is often its president. Several vice presi- 

dents, who report to the president, are commonly assigned specific areas of management re- 

sponsibility such as finance, production, and marketing. One person often has the dual role of 

chairperson of the board of directors and CEO. In this case, the president is usually designated 

the chief operating officer (COO). 

Say) 

Stockholders of Corporations 

This section explains stockholder rights, stock purchases and sales, and the role of registrars and 

Stockholders \ 

v 
f “Board Pa 

President, Vice President, ye 
and Other Officers sie 

@ Decision Insight a 

Angel $s_ Sources for start-up money include (1) “angel” investors such as fam- 

ily, friends, or anyone who believes in a company; (2) employees, investors, and 

even suppliers who can be paid with stock; and (3) venture capitalists (investors) 

who have a record of entrepreneurial success. See the National Venture Capital 

Association (NVCA.org) for information. i 

transfer agents. 

Rights of Stockholders When investors buy stock, they acquire all specific rights the cor- 

poration’s charter grants to stockholders. They also acquire general rights granted stockholders 

by the laws of the state in which the company is incorporated. When a corporation has only one 

491 

Point: A corporation is not 

required to have an office in 

its state of incorporation 

Delaware is viewed as having 

favorable corporate laws, and 

about half of all corporations 

listed on the NYSE are incor- 

porated there 

EXHIBIT 11.1 

Corporate Structure 

Corporate governance is 

the system by which 

companies are directed 

and controlled. 

Point: Bylaws are guidelines 

that govern the behavior of 

individuals employed by and 

managing the corporation 

Global: Some corporate 

labels are 

Country Label 

United States Inc 

France. SA 

United Kingdom 

Public PLC 

Private Ltd 

Germany & Austria 

Public AG 

Private . . GmbH 

Sweden & Finland AB 

Italy SpA 

Netherlands..... NV 

Australia. . AG 

Mexico SA 

Bahamas IBC 
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EXHIBIT 11.2 

Stock Certificate 

Point: The Green Bay 

Packers are the only nonprofit, 
community-owned major 

league professional sports 

team. The NFL now prohibits 

any other teams from becoming 

community-owned. 
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class of stock, it is identified as common stock. State laws vary, but common stockholders usu- 

ally have the general right to 

1. Vote at stockholders’ meetings (or register proxy votes electronically). 

2. Sell or otherwise dispose of their stock. 

3. Purchase their proportional share of any common stock later issued by the corporation. 

This preemptive right protects stockholders’ proportionate interest in the corporation. 

For example, a stockholder who owns 25% of a corporation’s common stock has the first 

opportunity to buy 25% of any new common stock issued. 

4. Receive the same dividend, if any, on each common share of the corporation. 

5. Share in any assets remaining after creditors and preferred stockholders are paid when, 

and if, the corporation is liquidated. Each common share receives the same amount. 

Stockholders also have the right to receive timely financial reports. 

Stock Certificates and Transfer Investors who buy a corporation’s stock sometimes re- 

ceive a stock certificate as proof of share ownership. Many corporations issue only one certificate 

for each block of stock pur- 

seni: é chased. A certificate can be 
for any number of shares. 

«i Exhibit 11.2 shows a stock 

fo ann oa" certificate issued by the 

ie a Tanned || Green Bay Packers. A 

Ph Ceres || certificate shows the com- 
een pany name, stockholder 

name, number of shares, 

and other crucial informa- 
tion. Issuance of certificates 
is becoming less common. 

‘ue Instead, many stockholders 

tah CLE & poi maintain accounts with the 
= xd corporation or their stock- 

brokers and never receive 

actual certificates. 

MARCH 26, 1998 

Courtesy of JJW Images 

Registrar and Transfer Agents [If a corporation’s stock is traded on a major stock ex- 

change, the corporation must have a registrar and a transfer agent. A registrar keeps stockholder 

records and prepares official lists of stockholders for stockholder meetings and dividend pay- 

ments. A transfer agent assists with purchases and sales of shares by receiving and issuing cer- 

tificates as necessary. Registrars and transfer agents are usually large banks or trust companies 

with computer facilities and staff to do this work. 

™ Decision |nsight 

First Call A prospectus accompanies a stock’s initial public offering (IPO), giving financial information about the 

company issuing the stock. A prospectus should help answer these questions to price an IPO: (1) Is the under 

writer reliable? (2) Is there growth in revenues, profits, and cash flows? (3) What is management's view of opera- 

tions? (4) Are current owners selling? (5) What are the risks? &@ 

Basics of Capital Stock 

Capital stock is a general term that refers to any shares issued to obtain capital (owner financ- 

ing). This section introduces terminology and accounting for capital stock. 

Authorized Stock Authorized stock is the number of shares that a corporation’s charter 

allows it to sell. The number of authorized shares usually exceeds the number of shares issued 

(and outstanding), often by a large amount. (Outstanding stock refers to issued stock held by 
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stockholders.) No formal journal entry is required for stock authorization. A corporation 

must apply to the state for a change in its charter if it wishes to issue more shares than 

previously authorized. A corporation discloses the number of shares authorized in the 

equity section of its balance sheet or notes. Apple’s balance sheet reports 12.6 billion 

common shares authorized as of the start of its 2015 fiscal year. 

Selling (Issuing) Stock A corporation can sell stock directly or indirectly. To sell 

directly, it advertises its stock issuance to potential buyers. This type of issuance is most 

common with privately held corporations. To sell indirectly, a corporation pays a bro- 

kerage house (investment banker) to issue its stock. Some brokerage houses underwrite 

an indirect issuance of stock; that is, they buy the stock from the corporation and take all 

gains or losses from its resale. 

Market Value of Stock Market value per share is the price at which a stock is 

bought and sold. Expected future earnings, dividends, growth, and other company and 

economic factors influence market value. Traded stocks’ market values are available 

daily in newspapers such as the Wall Street Journal and online. The current market value of 

previously issued shares (for example, the price of stock in trades between investors) does not 

impact the issuing corporation’s stockholders’ equity. 

Classes of Stock When all authorized shares have the same rights and characteristics, the 

stock is called common stock. A corporation is sometimes authorized to issue more than one 

class of stock, including preferred stock and different classes of common stock. American 

Greetings, for instance, has two types of common stock: Class A stock has | vote per share and 

Class B stock has 10 votes per share. 

Par Value Stock Par value stock is stock that is assigned a par value, which is an 

amount assigned per share by the corporation in its charter. For example, Monster 

Worldwide, Inc.’s common stock has a par value of $0.001. Other commonly assigned par 

values are $10, $5, $1 and $0.01. There is no restriction on the assigned par value. In many 

states, the par value of a stock establishes minimum legal capital, which refers to the least 

amount that the buyers of stock must contribute to the corporation or be subject to paying at 

a future date. For example, if a corporation issues 1,000 shares of $10 par value stock, the 

corporation’s minimum legal capital in these states would be $10,000. Minimum legal capi- 

tal is intended to protect a corporation’s creditors. Since creditors cannot demand payment 

from stockholders’ personal assets, their claims are limited to the corporation’s assets and 

any minimum legal capital. At liquidation, creditor claims are paid before any amounts are 

distributed to stockholders. 

No-Par Value Stock No-par value stock, or simply no-par stock, 1s stock not assigned a 

value per share by the corporate charter. Its advantage is that it can be issued at any price with- 

out the possibility of a minimum legal capital deficiency. 

Stated Value Stock Stated value stock is no-par stock to 

which the directors assign a “stated” value per share. Stated value 

per share becomes the minimum legal capital per share in this 

case. 

Corporation 

Stockholders’ Equity A corporation’s equity is known as 

stockholders’ equity, also called shareholders’ equity or corpo- 

rate capital. Stockholders’ equity consists of (1) paid-in (or con- 

tributed) capital and (2) retained earnings; see Exhibit 11.3. 

Paid-in capital is the total amount of cash and other assets the 

corporation receives from its stockholders in exchange for its 

stock. Retained earnings is the cumulative net income (and loss) 

not distributed as dividends to its stockholders. 

jeyideo ul-pled |e}OL Normal bal. 

Retained Earnings 

Normal bal. 
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Subcategories of Authorized Stock 

Authorized 

Authorized, 

Issued, and 

Outstanding 

The innermost box shows that shares issued decline 

if a company buys back its previously issued stock. 

Point: Managers are moti- 

vated to set a low par value 

when minimum legal capital or 

state issuance taxes are based 

on par value 

Point: Minimum legal capital 
was intended to protect credi- 

tors by requiring a minimum 

level of net assets 

Point: Par, no-par, and stated 

value do not set the stock’s 

market value 

EXHIBIT 11.3 

Equity Composition 

Point: Paid-in capital comes 

from stock-related transactions, 

whereas retained earnings 

come from operations; if 

Retained Earnings has a debit 

balance, it is often titled 

Accumulated Deficit 
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™ Decision !nsight 

Price Quote The Target stock quote is in- 57 Weeks Yid Vol Net 

terpreted as (left to right): Hi, highest price in Hi Lo Sym Div % PE mil. Hi Lo Close Chg 

past 52 weeks; Lo, lowest price in past 85.81 57.26 TGT 2.24 2.70 16.6 638 58.50 57.84 57.95 —0.14 

52 weeks; Sym, company exchange symbol; 

Div, dividends paid per share in past year; Yld %, dividend divided by closing price; PE, stock price per share 

divided by earnings per share; Vol mil., number (in millions) of shares traded; Hi, highest price for the day; 

Lo, lowest price for the day; Close, closing price for the day; Net Chg, change in closing price from prior day. & 

COMMON STOCK 
P| Accounting for the issuance of common stock affects only paid-in (contributed) capital ac- 

counts; no retained earnings accounts are affected. 
Record the issuance of 
corporate stock. 

Issuing Par Value Stock 

Par value stock can be issued at par, at a premium (above par), or at a discount (below par). In 

each case, stock can be exchanged for either cash or noncash assets. 

Issuing Par Value Stock at Par When common stock is issued at par value, we record 

amounts for both the asset(s) received and the par value stock issued. To illustrate, the entry to 

record Dillon Snowboards’s issuance of 30,000 shares of $10 par value stock for $300,000 cash 

on June 5, 2016, follows: 

Assets = Liabilities + Equity June 5 Gash beg Aa ey ee ee 300,000 
+300.000 +300,000 

Te ee Stock, $10: Par Value <2 snes. 2 foo oa. 300,000 

Issued 30,000 shares of $10 par value 

common stock at par. 

Exhibit 11.4 shows the stockholders’ equity of Dillon Snowboards at year-end 2016 (its first 
year of operations) after income of $65,000 and no dividend payments. 

EXHIBIT 11.4 

Stockholders’ Equity for 
Stockholders’ Equity 

Common stock—$10 par value; 50,000 shares authorized; 

Stock Issued at Par 30;000:shares:issued and.outstanding’ oc. <.nimen re a oe ee $300,000 

Retained Carmings ver once se cure ene cree geeks ero tare re Cre eee re 65,000 

lotal: stockholders equity ett: ON ee ee ee ee ween aay ee nr ee Ie $365,000 

Issuing Par Value Stock at a Premium A premium on stock occurs when a corpora- 
Point: A premium is the tion sells its stock for more than par (or stated) value. To illustrate, if Dillon Snowboards 
amount by which issue price : it $10 | fockoat $ 12 h hi ld $2 h 
exceeds per Reta issues its par value common s ock a per share, its stock is so at a $2 per share 
It is recorded in the Paid-In premium. The premium, known as paid-in capital in excess of par value, is reported as part 
Capital in Excess of Par Value, gf equity; it is not revenue and is not listed on the income statement. The entry to record 
Common Stock account; also ; oe 
called Additional Paid-In Capital, Villon Snowboards’s issuance of 30,000 shares of $10 par value stock for $12 per share on 
Common Stock. June 5 follows: 

Assets = Liabilities + Equity 

4.360.000 4300,000 June 5 CEO ome ee Cr riciammant mater ater scare re 360,000 
460,000 a conmet Stock,-$lO:Pan Values: cnilac.s en: ae 300,000 

Paid-In Capital in Excess of oe 
Par Value, Common Stock os 60,000 

S a [$12 issue price — $10 par old and issued 30,000 shares of $10 par 

value] x 30,000 shares value common stock at $12 per share. 
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The Paid-In Capital in Excess of Par Value account is added to the par value of the stock in the 

equity section of the balance sheet as shown in Exhibit 11.5. 

Stockholders’ Equity 

Common stock—$10 par value; 50,000 shares authorized; 

S000 0isharesissuediandioutscancimcas-mr cn: wera ea rae ener ger en Met en Aenean coc $300,000 

Paid-in capital in excess of par value, common stock ............ 00000 cece eee eens 60,000 

Retainediearinesuwe ce Meas he oe ae Rc de Re eee An ene 65,000 

Toralistockholdersvequity ys: crane es. sitteates her eee ee a eI Ae le 6 aes $425,000 

Issuing Par Value Stock at a Discount A discount on stock occurs when a corporation 

sells its stock for less than par (or stated) value. Most states prohibit the issuance of stock at a 

discount. In states that allow stock to be issued at a discount, its buyers usually become contin- 

gently liable to creditors for the discount. If stock is issued at a discount, the amount by which 

issue price is less than par is debited to a Discount on Common Stock account, a contra to the 

Common Stock account, and its balance is subtracted from the par value of stock in the equity 

section of the balance sheet. This discount is not an expense and does not appear on the income 

statement. 

Issuing No-Par Value Stock 

When no-par stock is issued and is not assigned a stated value, the amount the corporation re- 

ceives becomes legal capital and is recorded as common stock. This means that the entire pro- 

ceeds are credited to a no-par stock account. To illustrate, a corporation records its October 20 

issuance of 1,000 shares of no-par stock for $40 cash per share as follows: 

Oct. 20 40,000 

Gommonistock, INo-Par Values: 42... 65-5. 40,000 

Issued 1,000 shares of no-par value common stock 

at $40 per share. 

Issuing Stated Value Stock 

When no-par stock is issued and assigned a stated value, its stated value becomes legal 

capital and is credited to a stated value stock account. Assuming that stated value stock is 

issued at an amount in excess of stated value (the usual case), the excess is credited to 

Paid-In Capital in Excess of Stated Value, Common Stock, which is reported in the stock- 

holders’ equity section. To illustrate, a corporation that issues 1,000 shares of no-par 

common stock having a stated value of $40 per share in return for $50 cash per share 

records this as follows: 

Oct. 20 COR 3 gine CARES rites AS ey Gra eons ices caer 50,000 

Common Stock, $40 Stated Value ..........-.. 40,000 

Paid-In Capital in Excess of Stated 

ValtienGommonm StOGk nar ttletanta ern 10,000 

Issued 1,000 shares of $40 per share stated 

value stock at $50 per share. 

Issuing Stock for Noncash Assets 

A corporation can receive assets other than cash in exchange for its stock. (It can also assume 

liabilities on the assets received such as a mortgage on property received.) The corporation re- 

cords the assets received at their market values as of the date of the transaction. The stock given 

in exchange is recorded at its par (or stated) value with any excess recorded in the Paid-In 

Capital in Excess of Par (or Stated) Value account. (If no-par stock is issued, the stock is 
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Point: The paid-in capital 

terminology is interchangeable 

with contributed capital. 

EXHIBIT 11.5 

Stockholders’ Equity for 

Stock Issued at a Premium 

Point: Retained earnings can 

be negative, reflecting accumu- 

lated losses. Pandora Media 
had an accumulated deficit 

of $197 million at the start 

of 2015. 

Assets = Liabilities + Equity 

+40 000 

shares 

$40 issue price x 1,000 no-par ] 

Frequency of Stock Types 

Stated 3% 

No-Par 9% 

Assets - Liabilities + Equity 

50.000 +-40,000 

+10,000 

$40 stated value x 1,000 shares | 

[$50 issue price — $40 stated 

value] x 1,000 shares 

Point: Stock issued for non- 

cash assets should be recorded 

at the market value of either 

the stock or the noncash 

assets, whichever is more 

clearly determinable 
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recorded at the assets’ market value.) To illustrate, the entry to record receipt of land valued at 

$105,000 in return for issuance of 4,000 shares of $20 par value common stock on June 10 is 

Assets = Liabilities + Equity June 10 Land: Asana ceri oe pet nae ener be gem an ane 105,000 

ae Hehe Common Stock, $20 Par Value........0.. 0000. 80,000 
+25,000 : 

Paid-In Capital in Excess of Par Value, 

| $20 par value x 4,000 shares GEommon: Stode. cn asians ciis ae eee 25,000 

| Exchanged 4,000 shares of $20 par value 

$105,000 asset value — common stock for land. 
$80,000 par value 

A corporation sometimes gives shares of its stock to promoters in exchange for their services 
Points Any type of stock can IN Organizing the corporation, which the corporation records as organization expenses. The 

BesisSUst ASmunonicast assets entry to record receipt of services valued at $12,000 in organizing the corporation in return for 

600 shares of $15 par value common stock on June 5 is 

Assets = Liabilities + Equity 
1 AND June 5 Organization Expenses. os swseen ee 12,000 —12,000 
+9 000 Common Stock, $15:Par Value. ...->.-.------ 9,000 

+3,000 Paid-In Capital in Excess of Par Value, 

GOmmoniStocks ac ease ete eee 3,000 

Gave promoters 600 shares of $15 par value 

common stock in exchange for their services. 
$12,000 services value — 

$9,000 par value 

NEED-T0-KNOW 11-1 Prepare journal entries to record the following four separate (independent) issuances of stock. 

1. A corporation issued 80 shares of $5 par value common stock for $700 cash. 

Recording Stock 2. A corporation issued 40 shares of no-par common stock to its promoters in exchange for their efforts, 
Issuance estimated to be worth $800. The stock has a $1 per share stated value. 

PI 3. A corporation issued 40 shares of no-par common stock in exchange for land, estimated to be worth 
$800. The stock has no stated value. 

4. A corporation issued 20 shares of $30 par value preferred stock for $900 cash. 

Solution 

A ee ee ee 700 

Common Stock, $5:Pate Value acu ce tot ae ae rcuennencn sti 400 

Paid-In Capital in Excess of Par Value, Common Stock**.......... 300 

Issued common stock for cash. 

*80 shares x $5 per share = $400 **$700 — $400 = $300 

“ Organization Expenses.) wie ele ie a ete a nn eee 800 

Gommion Stock, $:StatedsValule. §-. 52 anaes oe ew ee 40 

Paid-In Capital in Excess of Stated Value, Common Stock......... 760 

Issued stock to promoters. 

Preferred Stock, $30 Par Value* 

Do More: OS 11-2, OS 11-3, Paid-In Capital in Excess of Par Value, Preferred Stock** 

QS 11-4, OS 11-5, E 11-2, Issued preferred stock for cash. 

E 11-3, E 11-4 *20 shares x $30 per share = $600 — **$900 — $600 = $300 
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DIVIDENDS 
This section describes both cash and stock dividend transactions. 

Cash Dividends 

The decision to pay cash dividends rests with the board of directors and involves more than 

evaluating the amounts of retained earnings and cash. The directors, for instance, may decide to 

keep the cash to invest in the corporation’s growth, to meet emergencies, to take advantage of 
unexpected opportunities, or to pay off debt. Alternatively, many corporations pay cash divi- 

dends to their stockholders at regular dates. These cash flows provide a return to investors and 

almost always affect the stock’s market value. 

Accounting for Cash Dividends Dividend payment in- 

volves three important dates: declaration, record, and payment. 

Date of declaration is the date the directors vote to declare and pay 

a dividend. This creates a legal liability of the corporation to its 

stockholders. Date of record is the future date specified by the di- 

rectors for identifying those stockholders listed in the corporation’s 

records to receive dividends. The date of record usually follows the 

date of declaration by at least two weeks. Persons who own stock 

on the date of record receive dividends. Date of payment is the 

date when the corporation makes payment; it follows the date of record by enough time to allow 

the corporation to arrange checks, money transfers, or other means to pay dividends. 

To illustrate, the entry to record a January 9 declaration of a $1 per share cash dividend by the 

directors of Z-Tech, Inc., with 5,000 outstanding shares is 

Cash Dividend | 
to Common | 

Cash Dividend — 

to Preferred | 

70 20% 

Date of Declaration 

Jan. 9 Retained Earnings 5,000 

Gommoni Dividend Payables) sh 255.07 fa... -6 5,000 

Declared $1 per common share cash dividend. ' 

Common Dividend Payable is a current liability. The date of record for the Z-Tech dividend is 

January 22. No formal journal entry is needed on the date of record. The February | date of 

payment requires an entry to record both the settlement of the liability and the reduction of the 

cash balance, as follows: 

Date of Payment 

Feb. | 5,000 

5,000 

Paid $1 per common share cash dividend. 

Deficits and Cash Dividends A corporation with a debit (abnormal) balance for Retained 

Earnings is said to have a retained earnings deficit, which arises when a company incurs cu- 

mulative losses and/or pays more dividends than total earnings from current and prior years. A 

deficit is reported as a deduction on the balance sheet, as shown in Exhibit 11.6. Most states 

prohibit a corporation with a deficit from paying a cash dividend to its stockholders. This legal 

restriction is designed to protect creditors by preventing distribution of assets to stockholders 

when the company may be in financial difficulty. 

| An alternative entry is to debit Dividends instead of Retained Earnings. The balance in Dividends is then closed to 

Retained Earnings at the end of the reporting period. The effect is the same: Retained Earnings is decreased and a 

Dividend Payable is increased. For simplicity, all assignments in this chapter use the Retained Earnings account to 

record dividend declarations. 

40% 

P2 
Record transactions 

involving cash dividends, 
stock dividends, and stock 

splits. 

Percent of Corporations Paying Dividends 

60% 80% 100% 

Assets = Liabilities + Equity 

~5,000 +5.000 

$1 per share declared dividend x 

5,000 outstanding shares 

Assets = Liabilities + Equity 

5.000  —5,000 

Point: It is often said a divi- 

dend is a distribution of re- 

tained earnings, but it is more 

precise to describe a dividend 

as a distribution of assets to 

satisfy stockholder claims 

Point: The Retained Earnings 

Deficit account is also called 

Accumulated Deficit 
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EXHIBIT 11.6 

Stockholders’ Equity with 

a Deficit 

Point: Amazon.com has 

never declared a cash dividend. 

| 
Hint: Five Steps to Record Stock Dividends 

Step 1: Identify number of shares outstanding. 

Step 2: Identify the stock dividend percentage. 
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Common stock—$10 par value, 5,000 shares authorized, issued, and outstanding ......... $50,000 

Retained earnings deficit ...................... Me ea ri en ye (6,000) 

Total stockholders: equity). 55:55 -2 i i re $44,000 

Some state laws allow cash dividends to be paid by returning a portion of the capital contrib- 

uted by stockholders. This type of dividend is called a liquidating cash dividend, or simply 

liquidating dividend, because it returns a part of the original investment back to the stockhold- 

ers. This requires a debit entry to one of the contributed capital accounts instead of Retained 

Earnings at the declaration date. 

Stock Dividends 

A stock dividend, declared by a corporation’s directors, is a distribution of additional shares of 

the corporation’s own stock to its stockholders without the receipt of any payment in return. 

Stock dividends and cash dividends are different. A stock dividend does not reduce assets and 

equity but instead transfers a portion of equity from retained earnings to contributed capital. 

Reasons for Stock Dividends Stock dividends exist for at least two reasons. First, direc- 

tors are said to use stock dividends to keep the market price of the stock affordable. For exam- 

ple, if a corporation continues to earn income but does not issue cash dividends, the price of its 

common stock likely increases. The price of such a stock may become so high that it discour- 

ages some investors from buying the stock (especially in lots of 100 and 1,000). When a corpo- 

ration has a stock dividend, it increases the number of outstanding shares and lowers the per 

share stock price. Another reason for a stock dividend is to provide evidence of management’s 

confidence that the company is doing well and will continue to do well. 

Accounting for Stock Dividends A stock dividend affects the components of equity by 

transferring part of retained earnings to contributed capital accounts, sometimes described as 

capitalizing retained earnings. Accounting for a stock dividend depends on whether it is a small 

or large stock dividend. A small stock dividend is a distribution of 25% or less of previously 

outstanding shares. It is recorded by capitalizing retained earnings for an amount equal to the 

market value of the shares to be distributed. A large stock dividend is a dis- 

tribution of more than 25% of previously outstanding shares. A large stock 

dividend is recorded by capitalizing retained earnings for the minimum 

amount required by state law governing the corporation. Most states require 
Step 3: Compute number of new shares (step 1 x step 2). | 

Step 4: Value new shares at market (small stock dividend) | 

or par (large stock dividend). 

Step 5: Determine debit (reduction) to Retained Earnings 

capitalizing retained earnings equal to the par or stated value of the stock. 

To illustrate stock dividends, we use the equity section of Quest’s balance 

sheet shown in Exhibit 11.7 just before its declaration of a stock dividend on 
(step 3 x step 4). 

EXHIBIT 11.7 

Stockholders’ Equity 

before a Stock Dividend 

Point: Small stock dividends 

are recorded at market value. 

Equity 

—15,000 

+10,0060 

+5000 

10% dividend x 10,000 outstanding 

shares X $10 par value 

10% dividend x 10,000 

outstanding shares x [$15 

market price — $10 par value] 

| December 31. 

Stockholders’ Equity 

Common stock—$10 par value, 15,000 shares authorized, 

10,000 shares issued:and-outstanding... =. 62am. ccs an se $100,000 

Before Dividend 

Paid-in capital in excess of-par value, common.stock .........00. 0.0. c cc veces deeueees 8,000 

Retained earnings teenie onscreen Co iho GRU Roar ce eae eee eee 35,000 

otal'stockholdersiequity st 8 ves sini Ge eaten tee ee aie eee Gee Se ee $143,000 

Recording a Small Stock Dividend Assume that Quest’s directors declare a 10% stock 
dividend on December 31. This stock dividend of 1,000 shares, computed as 10% of its 10,000 
outstanding shares, is to be distributed on January 20 to the stockholders of record on January 15. 
Since the market price of Quest’s stock on December 31 is $15 per share, this small stock 
dividend declaration is recorded as follows: 

Date of Declaration—Small Stock Dividend 

Dec. 31 Retained! Earnings <. 225. mses cee hay ee 15,000 

Common Stock Dividend Distributable ......... 10,000 

Paid-In Capital in Excess of Par Value, 

Gommon Stock)... esas ue en eee 5,000 

Declared a 1,000-share (10%) stock dividend. 
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The $10,000 credit in the declaration entry equals the par value of the shares and is recorded in 

Common Stock Dividend Distributable, an equity account. Its balance exists only until the 

shares are issued. The $5,000 credit equals the amount by which market value exceeds par 

value. This amount increases the Paid-In Capital in Excess of Par Value account in anticipation 

of the issuance of shares. In general, the balance sheet changes in three ways when a stock divi- 
dend is declared. First, the amount of equity attributed to common stock increases; for Quest, 

from $100,000 to $110,000 for 1,000 additional declared shares. Second, paid-in capital in ex- 

cess of par increases by the excess of market value over par value for the declared shares. Third, 

retained earnings decreases, reflecting the transfer of amounts to both common stock and paid- 

in capital in excess of par. The impact on stockholders’ equity of Quest is shown in Exhibit 11.8 

when its 10% stock dividend is declared on December 31—see the Declaration column. 

Before After 

Stockholders’ Equity Dividend Declaration Issuance Dividend 

Common stock—$10 par value, 15,000 shares 

authorized, 10,000 shares issued and outstanding...... $100,000 ee $ 10,000 $110,000 

Common stock dividend distributable—1,000 shares ..... — 10,000 (10,000) 0 

Paid-in capital in excess of par value, common stock...... 8,000 5,000 = 13,000 

Retainedearmingsircs ac... se cers a ee ne toes 35,000 (15,000) an 20,000 

Total stockholders’ equity............ es ee ere $143,000 $ 0 $ 0 $143,000 

No entry is made on the date of record for a stock dividend. On January 20, the date of payment, 

Quest distributes the new shares to stockholders and records this entry (this entry is reflected in 

the Issuance column of Exhibit 11.8): 

Date of Payment—Small Stock Dividend 

Jan. 20 Common Stock Dividend Distributable ............. 10,000 

Gommon stock $10: Par Value S24 2s. os 10,000 

Record issuance of common stock dividend. 

The combined effect of these stock dividend entries is to transfer (or capitalize) $15,000 of re- 

tained earnings to paid-in capital accounts (see far-right column of Exhibit 11.8). The amount of 

capitalized retained earnings equals the market value of the 1,000 issued shares ($15 x 1,000 

shares). A stock dividend has no effect on the ownership percentage of individual stockholders. 

Recording a Large Stock Dividend A corporation capitalizes retained earnings equal to the 

minimum amount required by state law for a large stock dividend. For most states, this amount 

is the par or stated value of the newly issued shares. To illustrate, suppose Quest’s board declares 

4 stock dividend of 30% instead of 10% on December 31. Since this dividend is more than 25%, 

it is treated as a large stock dividend. Thus, the par value of the 3,000 (computed as 10,000 out- 

standing shares x 30%) dividend shares is capitalized at the date of declaration with this entry: 

Date of Declaration—Large Stock Dividend 

30,000 
Dec. 3] Retained) Earnings memtacceiiernscks ayaa estes tetera ye 

Common Stock Dividend Distributable ......... 30,000 

Declared a 3,000-share (30%) stock dividend. 

This transaction decreases retained earnings and increases contributed capital by $30,000. On 

the date of payment the company debits Common Stock Dividend Distributable and credits 

Common Stock for $30,000. The effects from a large stock dividend on balance sheet accounts 

are similar to those for a small stock dividend except for the absence of any effect on paid-in 

capital in excess of par. 

Stock Splits 

A stock split is the distribution of additional shares to stockholders according to their percent 

ownership. When a stock split occurs, the corporation “calls in” its outstanding shares and is- 

sues more than one new share in exchange for each old share. Splits can be done in any ratio, 
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Point: The term Distributable 

(not Payable) is used for stock 

dividends. A stock dividend is 

never a liability because it never 

reduces assets 

Point: The credit to Paid-In 

Capital in Excess of Par Value is 

recorded when the stock divi- 

dend is declared. This account 

is not affected when stock is 

later distributed. 

EXHIBIT 11.8 

Stockholders’ Equity 

before, during, and after 

a Stock Dividend 

+ Equity 

10,000 

+10,000 

Point: A stock dividend does 

not affect total assets or total 

equity. 

Point: Large stock dividends 
are recorded at par or stated 

value 

30% dividend x 10,000 outstanding 

shares x $10 par value 
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Before 5:1 Split: 1 share, $50 par 

After 5:1 Split: 5 shares, $10 par 

Point: Berkshire Hathaway 
has resisted a stock split. Its re- 

cent stock price was $200,000 

per share. 

Point: A reverse stock split 

is the opposite of a stock split. 

It increases both the market 

value per share and the par or 

stated value per share with a 

split ratio less than |-for-1, 

such as |-for-2. A reverse split 

results in fewer shares. Markets 

often read bad news into 

reverse splits. 

Ne 11-2 

Recording Dividends 

P2 
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including 2-for-1, 3-for-1, or higher. In 2014, Apple directors approved a 7-for-1 stock 

split. Stock splits reduce the par or stated value per share. The reasons for stock splits are 

similar to those for stock dividends. 

To illustrate, CompTec has 100,000 outstanding shares of $20 par value common 

stock with a current market value of $88 per share. A 2-for-1 stock split cuts par value 

in half as it replaces 100,000 shares of $20 par value stock with 200,000 shares of $10 

par value stock. Market value is reduced from $88 per share to about $44 per share. 

The split does not affect any equity amounts reported on the balance sheet or any indi- 
vidual stockholder’s percent ownership. Both the Paid-In Capital and Retained Earn- 

ings accounts are unchanged by a split, and no journal entry is made. The only effect 

on the accounts is a change in the stock account description. CompTec’s 2-for-1 split 

on its $20 par value stock means that after the split, it changes its stock account title 

to Common Stock, $10 Par Value. This stock’s description on the balance sheet also 

changes to reflect the additional authorized, issued, and outstanding shares and the 

new par value. 

The difference between stock splits and large stock dividends is often blurred. Many 

companies report stock splits in their financial statements without calling in the original shares 

by simply changing their par value. This type of “‘split” is really a large stock dividend and re- 

sults in additional shares issued to stockholders by capitalizing retained earnings or transferring 

other paid-in capital to Common Stock. This approach avoids administrative costs of splitting 

the stock. Harley-Davidson declared a 2-for-1 stock split executed in the form of a 100% stock 
dividend. 

® Decision Maker « 

Entrepreneur A company you cofounded and own stock in announces a 50% stock dividend. Has the value of 

your stock investment increased, decreased, or remained the same? Would it make a difference if it was a 3-for2 

stock split executed in the form of a dividend? lM [Answers follow the chapter's Summary.] 

A company began the current year with the following balances in its stockholders’ equity accounts. 

Common stock—$10 par, 500 shares authorized, 

200}shares\issued and/outstandings.cssas- ss. 05 ee $2,000 

Paid-in capital in excess of par, common stock................ 1,000 

Retainedieanningsis myogenesis ae Se ee _ 5,000 

Moga 252 iieysi? erteeteic.d be ciel anevnteanee Sycenrenne Geka ne ee, $8,000 

All outstanding common stock was issued for $15 per share when the company was created. Prepare jour- 
nal entries to account for the following transactions during the current year. 

Jan. 10 The board declared a $0.10 cash dividend per share to shareholders of record on January 28. 
Feb. 15 Paid the cash dividend declared on January 10. 

Mar. 31 Declared a 20% stock dividend. The market value of the stock is $18 per share. 
May 1 Distributed the stock dividend declared on March 31. 

Dec. 1 Declared a 40% stock dividend. The market value of the stock is $25 per share. 
Dec. 31 Distributed the stock dividend declared on December 1. 

Jan. 10 Retained! Earnings is--.1s.-- cere Steere eet 20 

Common Dividend Payable..................- 20 

Declared a $0.10 per share cash dividend. 

* 200 outstanding shares x $0.10 

Feb. 15 Common Dividend Payable....................... 20 

Gash 2% Site Bere ok Fors eee ee eer ee 20 

Paid $0.10 per share cash dividend. 
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Mar. 31 RetainedfEarnings? sateen customers Wana 720 

Common Stock Dividend Distributables......... 400 

Paid-In Capital in Excess of Par Value, 

Common Stocks see eh Gales w ap eerie 320 

Declared a small stock dividend of 20% or 

40 shares; market value is $18 per share. 

> 200 outstanding shares x 20% x $18 market 

© 40 new shares x $10 par 

May | Common Stock Dividend Distributable ............. 400 

Common:Stockiswsye sce en ine ress, evade 400 

Distributed 40 shares of common stock. 

Dec. | RetainedsEarnings? = sriaes on ccs ate ered 960 

Common Stock Dividend Distributable ......... 960 

Declared a large stock dividend of 40% or 96 shares 

(40% x [200 + 40]); par value is $10 per share. 

4240 outstanding shares x 40% x $10 par 

Dec. 3] Common Stock Dividend Distributable ............. 960 

S Sigel ek cs 5s MAGS aroma Gnas oer Nr ieaeae a Do More: OS 11-6, OS 11-7, 
Distributed 96 shares of common stock. OS 11-8. £ 11-5, E 11-6 

PREFERRED STOCK 
A corporation can issue two basic kinds of stock, common and preferred. Preferred stock has C2 

special rights that give it priority (or senior status) over common stock in one or more areas. oe 
elieh calleanclud f es eer iidead ined cabot f Explain characteristics of, 

Special rights typically include a preference for receiving divi ends and for the istmibutLON.OT  =..4 Gietiute dividends 

assets if the corporation is liquidated. Preferred stock carries all rights of common stock unless between, common and 

the corporate charter nullifies them. Most preferred stock, for instance, does not confer the right Preferred stock. 

to vote. Exhibit 11.9 shows that preferred stock is issued 

by about one-fourth of corporations. All corporations 1is- 

sue common stock. (While rare, not all common stock 

EXHIBIT 11.9 

Corporations and Preferred 

carries voting rights; Google’s C Class common shares Issued 9 910K 

are nonvoting.) 
Preferred 
Stock 27% 

issuance of Preferred Stock 

Preferred stock usually has a par value. Like common 

stock, it can be sold at a price different from par. 

Preferred stock is recorded in its own separate capital accounts. To illustrate, if Dillon 

Snowboards issues 50 shares of $100 par value preferred stock for $6,000 cash on July 1, 

2016, the entry is 

July | ASIN peter ao ee hon nere elie re sessional sigan Pe walieree') nivetanwenarte 6,000 Assets = Liabilities + Equity 

Preferred Stock, $100 Par Value ..........+-+- 5,000 ON fae 

Paid-In Capital in Excess of Par Value, 
see 

Preferred: StOGGa smi-wie ers morta ened Gs eteest |,000 $100 par value x 50 shares 

Issued preferred stock for cash. 
$6,000 cash — [$100 par value x 

50 shares] 

The equity section of the year-end balance sheet for Dillon Snowboards, including preferred 

stock, is shown in Exhibit 11.10. (This exhibit assumes that common stock was issued at par.) 

Issuing no-par preferred stock is similar to issuing no-par common stock. Also, the entries for 

issuing preferred stock for noncash assets are similar to those for common stock. 
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EXHIBIT 11.10 

Stockholders’ Equity with 

Common and Preferred 

Stock 

Point: Dividend preference 

does not imply that preferred 

stockholders receive more 

dividends than common 

stockholders, nor does it 

guarantee a dividend. 

EXHIBIT 11.11 

Allocation of Dividends 

(noncumulative vs. 

cumulative preferred stock) 

Example: What dividends do 

cumulative preferred stockhold- 

ers receive in 2016 if the cor- 

poration paid only $2,000 of 

dividends in 2015? How does 

this affect dividends to com- 

mon stockholders in 2016? 

Answers: $16,000 ($7,000 divi- 

dends in arrears, plus $9,000 

current preferred dividends). 

Dividends to common stock- 

holders decrease to $26,000. 
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Stockholders’ Equity 

Common stock—$10 par value; 50,000 shares authorized; 

30,000 shares issued and outstanding «wean 6-2 cage ee ee oe $300,000 

Preferred stock—$100 par value; 1,000 shares authorized; 

50 shares issued and outstanding ...................00 ee eee ee eee 5,000 

Paid-in capital in excess of par value, preferred stock............... 1,000 

Retained earningsict nce s snGtr. etme oni de ko craic a ieee eee ees 65,000 

Total stockholders jequity:). 2.5 casa nace cine on-og weemerey ote man tone $371,000 

Dividend Preference of Preferred Stock 

Preferred stock usually carries a preference for dividends, meaning that preferred stockholders are 

allocated their dividends before any dividends are allocated to common stockholders. The divi- 

dends allocated to preferred stockholders are usually expressed as a dollar amount per share or a 

percent applied to par value. A preference for dividends does not ensure dividends. If the directors 

do not declare a dividend, neither the preferred nor the common stockholders receive one. 

Cumulative or Noncumulative Dividend Most preferred stocks carry a cumulative divi- 

dend right. Cumulative preferred stock gives its owners a right to be paid both the current and 

all prior periods’ unpaid dividends before any dividend is paid to common stockholders. When 

preferred stock is cumulative and the directors either do not declare a dividend to preferred stock- 

holders or declare one that does not cover the total amount of cumulative dividend, the unpaid 

dividend amount is called dividend in arrears. Accumulation of dividends in arrears on cumula- 
tive preferred stock does not guarantee they will be paid. Noncumulative preferred stock con- 

fers no right to prior periods’ unpaid dividends if they were not declared in those prior periods. 

To illustrate the difference between cumulative and noncumulative preferred stock, assume 

that a corporation’s outstanding stock includes (1) 1,000 shares of $100 par, 9% preferred stock— 

yielding $9,000 per year (1,000 shares x $100 par x 9%) in potential dividends—and (2) 4,000 

shares of $50 par value common stock. During 2015, the first year of operations, the directors 

declare cash dividends of $5,000. In year 2016, they declare cash dividends of $42,000. See 

Exhibit 11.11 for the allocation of dividends for these two years. Allocation of year 2016 divi- 

dends depends on whether the preferred stock is noncumulative or cumulative. With noncumulative 

preferred, the preferred stockholders never receive the $4,000 skipped in 2015. If the preferred 

stock is cumulative, the $4,000 in arrears is paid in 2016 before any other dividends are paid. 

Preferred Common 

Preferred Stock Is Noncumulative 

Yeat: 20S cree. Se ee ee ee ieee $ 5,000 $ 0 

Year 2016 

Step |: Current year’s preferred dividend......... $ 9,000 

Step. 27 Remainder to common )........--..++-4: $33,000 

jlocals tor 2015=20 (6.5.20. ae ee ae, $14,000 $33,000 

Preferred Stock Is Cumulative 

Nati 20S. etic, cess che co Re Cachan Helene ee eee $ 5,000 $ 0 

Year 2016 

Step Wie Dividend invakrears:: a. cca eapemieraie teas $ 4,000 

Step 2: Current year’s preferred dividend......... 9,000 

Step 3: Remainder to common ................. $29,000 

otalsiforyearezONGis 0 ese cage eee ehaie ceronaneran $13,000 $29,000 

fotalssfor 2015320: Gexi ean cr i ee note tne $18,000 $29,000 

A liability for a dividend does not exist until the directors declare a dividend. If a preferred divi- 
dend date passes and the corporation’s board fails to declare the dividend on its cumulative preferred 
stock, the dividend in arrears is not a liability. The full disclosure principle requires a corporation to 
report (usually in a note) the amount of preferred dividends in arrears as of the balance sheet date. 

Participating or Nonparticipating Dividend Nonparticipating preferred stock has 
a feature that limits dividends to a maximum amount each year. This maximum is often stated 
as a percent of the stock’s par value or as a specific dollar amount per share. Once preferred 
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stockholders receive this amount, the common stockholders receive any and all additional divi- 

dends. Participating preferred stock has a feature allowing preferred stockholders to share with 
common stockholders any dividends paid in excess of the percent or dollar amount stated on the 

preferred stock.. This participation feature does not apply until common stockholders receive 
dividends equal to the preferred stock’s dividend percent. Many corporations are authorized to 

issue participating preferred stock but rarely do, and most managers never expect to issue it.” 

Convertible Preferred Stock 

Preferred stock is more attractive to investors if it carries a right to exchange preferred shares for 

a fixed number of common shares. Convertible preferred stock gives holders the option to 
exchange their preferred shares for common shares at a specified rate. When a company pros- 

pers and its common stock increases in value, convertible preferred stockholders can share in 

this success by converting their preferred stock into more valuable common stock. 

Callable Preferred Stock 

Callable preferred stock gives the issuing corporation the right to purchase (retire) this stock 

from its holders at specified future prices and dates. The amount paid to call and retire a pre- 

ferred share is its call price, or redemption value, and is set when the stock is issued. The call 

price normally includes the stock’s par value plus a premium giving holders additional return on 

their investment. When the issuing corporation calls and retires a preferred stock, the terms of 

the agreement often require it to pay the call price and any dividends in arrears. 

IFRS 
Like U.S. GAAP IFRS requires that preferred stocks be classified as debt or equity based on analysis of the stock's 

contractual terms. However, IFRS uses different criteria for such classification. # 

Reasons for Issuing Preferred Stock 

Corporations issue preferred stock for several reasons. One is to raise capital without sacrificing 

control. For example, suppose a company’s organizers have $100,000 cash to invest and orga- 

nize a corporation that needs $200,000 of capital to start. If they sell $200,000 worth of com- 

mon stock (with $100,000 to the organizers), they would have only 50% control and would need 

to negotiate extensively with other stockholders in making policy. However, if they issue 

$100,000 worth of common stock to themselves and sell outsiders $100,000 of 8%, cumulative 

preferred stock with no voting rights, they retain control. 

A second reason to issue preferred stock is to boost the return earned by common stockhold- 

ers. To illustrate, suppose a corporation’s organizers expect to earn an annual after-tax income of 

$24,000 on an investment of $200,000. If they sell and issue $200,000 worth of common stock, 

the $24,000 income produces a 12% return on the $200,000 of common stockholders’ equity. 

However, if they issue $100,000 of 8% preferred stock to outsiders and $100,000 of common 

stock to themselves, their own return increases to 16% per year, as shown in Ex inbieeilsh2: 

Net (after-tax) income ......- 1... se eee e eect ee erences eens $24,000 

Less preferred dividends at 8%... .... 0-6. sss eset reece eens (8,000) 

Balance to common stockholders ........-.-. 52:0 see eee $16,000 

Return to common stockholders ($16,000/$100,000)......-... 16% 

2 Participating preferred stock 1s usually authorized as a defense against a possible corporate takeover by an “un- 

friendly” investor (or a group of investors) who intends to buy enough voting common stock to gain control. Taking a 

term from spy novels, the financial world refers to this type of plan as a poison pill that a company swallows if enemy 

investors threaten its capture. A poison pill usually works as follows: A corporation’s common stockholders on a given 

date are granted the right to purchase a large amount of participating preferred stock at a very low price. This right to 

purchase preferred shares is not transferable. If an unfriendly investor buys a large block of common Shares (whose 

right to purchase participating preferred shares does not transfer to this buyer), the board can issue preferred shares at 

a low price to the remaining common shareholders who retained the right to purchase. Future dividends are then di- 

vided between the newly issued participating preferred shares and the common shares. This usually transfers value 

from common shares to preferred shares, causing the unfriendly investor’s common stock to lose much of its value and 

reducing the potential benefit of a hostile takeover. 
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Point: The issuing corpora- 

tion has the right, or option, 

to retire its callable preferred 

stock. 

EXHIBIT 11.12 

Return to Common 

Stockholders When 

Preferred Stock Is Issued 
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Point: Financial leverage also 

occurs when debt is issued and 

the interest rate paid on it is 

less than the rate earned from 

using the assets the creditors 

lend the company. 

Nee 11-3 

Allocating Cash 

Dividends 

(2 
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Common stockholders earn 16% instead of 12% because assets contributed by preferred 

stockholders are invested to earn $12,000 while the preferred dividend is only $8,000. Use of 

preferred stock to increase return to common stockholders is an example of financial leverage 

(also called trading on the equity). As a general rule, when the dividend rate on preferred stock 

is less than the rate the corporation earns on its assets, the effect of issuing preferred stock is to 

increase (or lever) the rate earned by common stockholders. 

Other reasons for issuing preferred stock include its appeal to some investors who believe 

that the corporation’s common stock is too risky or that the expected return on common stock is 

too low. 

® Decision Maker 

Concert Organizer Assume that you alter your business strategy from organizing concerts targeted at under 

1,000 people to those targeted at between 5,000 and 20,000 people. You also incorporate because of an in- 

creased risk of lawsuits and a desire to issue stock for financing. It is important that you control the company for 

decisions on whom to schedule. What types of stock do you offer? Ml [Answers follow the chapter's Summary.] 

A company’s outstanding stock consists of 80 shares of noncumulative 5% preferred stock with a $5 par 

value and also 200 shares of common stock with a $1 par value. During its first three years of operation, 

the corporation declared and paid the following total cash dividends: 

2015 total cash dividends .......... $ 15 

2016 total cash dividends .......... 5 

2017 total cash dividends .......... 200 

Part 1. Determine the amount of dividends paid each year to each of the two classes of stockholders: 

preferred and common. Also compute the total dividends paid to each class for the three years combined. 

Part 2. Determine the amount of dividends paid each year to each of the two classes of stockholders as- 
suming that the preferred stock is cumulative. Also determine the total dividends paid to each class for the 
three years combined. 

Solution—Part 1 

Noncumulative Preferred Common 

2015 ($15 paid) 

Preferred*s ts i ee $15 

Common—remainder.......... oe $0 

total forthe-yedt<. 3.50... $15 $ 0 

2016 ($5 paid) 

Preferred™sntives cotinse eee ara $5 

Common—remainder.......... ae $0 

MOtalifOf Chewy Calta cctacectecvae a $5 $ 0 

2017 ($200 paid) 

Preferredtinn nicer eae ie $20 

Common—remainder.......... wi $180 

Totalifor the year: sc 2. 6.3: os $20 $180 

2015-2017 (combined $220 paid) on 

Total for three years ........... $40 $180 

* Holders of noncumulative preferred stock are entitled to no more than $20 of dividends in 
any one year (5% x $5 x 80 shares). 
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Solution—Part 2 

Cumulative 

Preferred Common 

2015 ($15 paid) 

Rrefercedin Bs eke ese er ee er a sm ae $15 

A oO 

Total for the year 

(Note: $5 in preferred dividends in arrears; ($20 x | yr) — $15 paid.) 

2016 ($5 paid) 

Preferred—arrears from 2015 

Brofenied vss cians este eet ee ee ee ee ete ere es et See 0 

bed wn baad oO 

fA o 

Total for the year 

(Note: $20 in preferred dividends in arrears; ($20 x 2 yrs) — $15 paid — $5 paid.) 

2017 ($200 paid) 

Prefemred——at rear sano 2O1O «hv etches ios eae ie meme Sic Ghee $20 

Preferred* 

A iea) A oO | | 

Comment emalndetea ates. emiewe dete calmness aliens cain equ sue mem moines eas $160 

plotaltorsthe yeal'nss ace se erect ty cb see oe ents kn we PN eat persia $40 $160 

(Note: $0 in preferred dividends in arrears; ($20 x 3 yrs) — $15 paid — $5 paid — $40 paid.) 

2015-2017 (combined $220 paid) 

slotalifomthree:yearSemee ts toasted cis oars eer cakes cites cle Seger teuWec aeiae a= $60 $160 

laa Do More: QS 11-9, QS 11-10, 
* Holders of cumulative preferred stock are entitled to no more than $20 of dividends declared in any year (5% x $5 x 80 shares) plus Een EM oe Eco 

any dividends in arrears. : 

Corporations acquire shares of their own stock for several reasons: (1) to use their shares to P3 

acquire another corporation, (2) to purchase shares to avoid a hostile takeover of the company, 

(3) to reissue them to employees as compensation, and (4) to maintain a strong market for their Bees eres 36 

stock or to show management confidence in the current price. the retirement of stock. 

A corporation’s reacquired shares are called treasury stock, which is similar to 

unissued stock in several ways: (1) neither treasury stock nor unissued stock is an 

asset, (2) neither receives cash dividends or stock dividends, and (3) neither allows 

the exercise of voting rights. However, treasury stock does differ from unissued stock 

in one major way: The corporation can resell treasury stock at less than par without 

having the buyers incur a liability, provided it was originally issued at par value or 

higher. Treasury stock purchases also require management to exercise ethical sensi- 

tivity because funds are being paid to specific stockholders instead of all stockhold- 

ers. Managers must be sure the purchase is in the best interest of all stockholders. 

These concerns cause companies to fully disclose treasury stock transactions. 

No Treasury 

Stock 38% 

Purchasing Treasury Stock 

Purchasing treasury stock reduces the corporation’s assets and equity by equal amounts. (We 

describe the cost method of accounting for treasury stock, which is the most widely used 

method. The par value method is another method explained in advanced courses.) To illustrate, 

Exhibit 11.13 shows Cyber Corporation’s account balances before any treasury stock purchase 

(Cyber has no liabilities). 

EXHIBIT 11.13 

Account Balances before 
Assets Stockholders’ Equity 

(GEC Ny 6 ania avonars $ 30,000 Common stock—$10 par; 10,000 shares Purchasing Treasury Stock 

authorized, issued, and outstanding..........-- $100,000 

@therassets: ..ce.. 0% 95,000 Retainediearnings cr) antec ses. foe 25,000 

Wotal/assets: 52 ..---= $125,000 Total stockholders’ equity..........-..+----05: $125,000 
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Assets = Liabilities + Equity 

11,500 —11,500 

$11.50 cost per share x 

1,000 shares 

EXHIBIT 11.14 

Account Balances after 

Purchasing Treasury Stock 

Points The Treasury Stock 

account is not an asset. 

Treasury stock does not carry 

voting or dividend rights. 

Point: A treasury stock 

purchase is also called a stock 

buyback. 

Point: The phrase treasury 

stock is believed to arise from 

the fact that reacquired stock is 

held in a corporation's treasury. 

Assets = Liabilities + Equity 

+1,150 +1,150 

$11.50 cost per share x 

100 shares 

Point: Treasury stock does 

not represent ownership. A 

company cannot own a part of 

itself, 

Assets = Liabilities + 

+4800 

Equity 

+4 600 

+200 

$11.50 cost per share x 

400 shares 

[$12 issue price — $11.50 cost 

per share] x 400 shares 

Point: The Paid-In Capital, 

Treasury Stock account can 

have a zero or credit balance 

but never a debit balance. 
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Cyber then purchases 1,000 of its own shares for $11,500 on May 1, which is recorded as follows: 

May | a 

This entry reduces equity through the debit to the Treasury Stock account, which is a contra 

equity account. Exhibit 11.14 shows account balances after this transaction. 

Assets Stockholders’ Equity 

Treasury Stock, Common 11,500 

11,500 © 

Purchased 1,000 treasury shares at $! 1.50 per share. 

Gash ic es $ 18,500 Common stock—$10 par; 10,000 shares 

authorized and issued; 1,000 shares in treasury....... $100,000 

Other assets...... 95,000 Retained earnings, $11,500 restricted by 

treasury Stock: purchase’ <.2.. 32-5 ene pes aa a 25,000 

Less cost of treasury stock...................... (11,500) 

Total assets....... $113,500 otal stockholders“equity osc. ea ow ee Aare $113,500 

The treasury stock purchase reduces Cyber’s cash, total assets, and total equity by $11,500 but 

does not reduce the balance of either the Common Stock or the Retained Earnings account. The 

equity reduction is reported by deducting the cost of treasury stock in the equity section. Also, 

two disclosures are evident. First, the stock description reveals that 1,000 issued shares are in 
treasury, leaving only 9,000 shares still outstanding. Second, the description for retained earn- 
ings reveals that it is partly restricted. 

Reissuing Treasury Stock 

Treasury stock can be reissued by selling it at cost, above cost, or below cost. 

Selling Treasury Stock at Cost If treasury stock is reissued at cost, the entry is the re- 

verse of the one made to record the purchase. For instance, if on May 21 Cyber reissues 100 of 

the treasury shares purchased on May | at the same $11.50 per share cost, the entry is 

May 21 
iikeasury Stock, Commoniedsccn.: eae ae 

Received $11.50 per share for 100 treasury 

shares costing $11.50 per share. 

1,150 

1,150 

Selling Treasury Stock above Cost If treasury stock is sold for more than cost, the 

amount received in excess of cost is credited to the Paid-In Capital, Treasury Stock account. 

This account is reported as a separate item in the stockholders’ equity section. No gain is ever 

reported from the sale of treasury stock. To illustrate, if Cyber receives $12 cash per share for 
400 treasury shares costing $11.50 per share on June 3, the entry is 

June 3 4,800 

= oe 
Received $12 per share for 400 treasury 

shares costing $11.50 per share. 

Treasury stock;;Gommmon venti ae ar eee oe 4,600 

Paid-In Capital, Treasury Stock 200 

Selling Treasury Stock below Cost When treasury stock is sold below cost, the entry to 

record the sale depends on whether the Paid-In Capital, Treasury Stock account has a credit bal- 

ance. If it has a zero balance, the excess of cost over the sales price is debited to Retained 

Earnings. If the Paid-In Capital, Treasury Stock account has a credit balance, it is debited for the 

excess of the cost over the selling price but not to exceed the balance in this account. When the 

credit balance in this paid-in capital account is eliminated, any remaining difference between 

the cost and selling price is debited to Retained Earnings. To illustrate, if Cyber sells its 
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remaining 500 shares of treasury stock at $10 per share on July 10, equity is reduced by $750 

(500 shares x $1.50 per share excess of cost over selling price), as shown in this entry: 

July 10 Gash ee Lon ON nd BART ee aE ORE 5,000 

Paid-In Capital, Treasury Stock ................ 200 

Retained Earnings .cjj2c oc bthertne opiate 550 

sbreasuny.Stock, GOmMON ss asisane soos seca 

Received $10 per share for 500 treasury 

shares costing $1 1.50 per share. 

This entry eliminates the $200 credit balance in the paid-in capital account created on June 3 

and then reduces the Retained Earnings balance by the remaining $550 excess of cost over sell- 

ing price. A company never reports a loss (or gain) from the sale of treasury stock. 

Retiring Stock 

A corporation can purchase its own stock and retire it. Retiring stock reduces the number of issued 

shares. Retired stock is the same as authorized and unissued shares. Purchases and retirements of 

stock are permissible under state law only if they do not jeopardize the interests of creditors and 

stockholders. When stock is purchased for retirement, we remove all capital amounts related to the 

retired shares. If the purchase price exceeds the net amount removed, this excess is debited to Re- 

tained Earnings. If the net amount removed from all capital accounts exceeds the purchase price, 

this excess is credited to the Paid-In Capital from Retirement of Stock account. A company’s as- 

sets and equity are always reduced by the amount paid for the retiring stock. 

A company began the current year with the following balances in its stockholders’ equity accounts. 

Common stock—$10 par, 500 shares authorized, 200 shares 

ISSUGG ANGIOULSCANGI Sera mater ge ees ais merle ieee nee nes acta: $2,000 

Paid-in capital in excess of par, common stock..........--.-.--+55- 1,000 

RetaijedeannineS arteries: see sie anes ce cesses) es _5,000 

IGA, tas cndede ote ans On eGe nb Os ob cone inamarce aomoS $8,000 

All outstanding common stock was issued for $15 per share when the company was created. Prepare jour- 

nal entries to account for the following transactions during the current year. 

Purchased 30 shares of treasury stock at $20 per share. 

Sold 20 treasury shares at $26 cash per share. 

Sold the remaining 10 shares of treasury stock at $7 cash per share. 

July 1 

Septal 

Dec wel 

Ineasury stocks GOmmnOMs sleet ial nites eat kt ocr 600 

Cashin meee tial fares wakes sntcceretoneya airtel peters ete 600 

Purchased 30 common shares at $20 per share. 

July | 

43() shares x $20 cost 

Gashitueeteepaee tiny. Lis. cir oa tan ere eteabsrastostarernees 520 

Treasury Stock, Common®............++..00. 
Sept. | 

400 

Paid-In Capital, Treasury Stock ...............- 120 

Sold 20 treasury shares at $26 per share. 

‘20 shares X $26 reissue price °20 shares x $20 cost 

GaSe ey re ents e  sienes temots © 70 

Paid-In Capital, Treasury Stock®...............+000 120 
Dec. | 

RetainediEarningsi spars orotiabecrtat la toreieusditer es) ents lefetre 10 

Treasury: Stock; Common’... cone s08 5% ee anes 200 

Sold 10 treasury shares at $7 per share. 

410 shares x $7 reissue price 

Not to exceed existing balance 10 shares x $20 cost 

507 

+5 OOO 200 

[$10 issue price — $11.50 cost 

per share] x 500 shares; not to 

exceed $200 

For any amount exceeding $200 

PIC from TS 

$11.50 cost per share x 

500 shares 

Point: Recording stock retire- 

ment results in canceling the 

equity from the original issu- 

ance of the shares 

Nera ue 11-4 

Recording Treasury 

Stock 

P3 

Do More: QS 11-11, E 11-10 | 
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REPORTING OF EQUITY 

C3 
Explain the items reported 
in retained earnings. 

Point: If a year 2014 error is 

discovered in 2015, the company 

records the adjustment in 2015. 

But if the financial statements 

include 2014 and 2015 figures, 

the statements report the cor- 

rect amounts for 2014, and a 

note describes the correction. 

EXHIBIT 11.15 

Statement of Retained 

Earnings with a Prior 

Period Adjustment 

Point: Accounting for changes 
in estimates is sometimes criti- 

cized as two wrongs to make a 

right. Consider a change in an 

asset's life. In this case, the de- 

preciation for the period before 

the change would not equal the 

depreciation after the change; 

nor would they equal the de- 

preciation for the entire period 

using the actual life of the asset. 

Regulators chose this approach 

to avoid restating prior period 

numbers 

Statement of Retained Earnings 

Retained earnings generally consist of a company’s cumulative net income less any net losses 

and dividends declared since its inception. Retained earnings are part of stockholders’ claims on 

the company’s net assets, but this does not imply that a certain amount of cash or other assets is 
available to pay stockholders. For example, Abercrombie & Fitch has $2,550,673 thousand in 

retained earnings, but only $520,708 thousand in cash. This section describes events and trans- 

actions affecting retained earnings and how retained earnings are reported. 

Restrictions and Appropriations The term restricted retained earnings refers to both 

statutory and contractual restrictions. A common statutory (or legal) restriction is to limit trea- 

sury stock purchases to the amount of retained earnings. The balance sheet in Exhibit 11.14 

provides an example. A common contractual restriction involves loan agreements that restrict 

paying dividends beyond a specified amount or percent of retained earnings. Restrictions are 

usually described in the notes. The term appropriated retained earnings refers to a voluntary 

transfer of amounts from the Retained Earnings account to the Appropriated Retained Earnings 

account to inform users of special activities that require funds. 

Prior Period Adjustments Prior period adjustments are corrections of material errors in 

prior period financial statements. These errors include arithmetic mistakes, unacceptable ac- 

counting, and missed facts. Prior period adjustments are reported in the statement of retained 

earnings (or the statement of stockholders’ equity), net of any income tax effects. Prior period 

adjustments result in changing the beginning balance of retained earnings for events occurring 

prior to the earliest period reported in the current set of financial statements. To illustrate, as- 

sume that ComUS makes an error in a 2014 journal entry for the purchase of land by incorrectly 

debiting an expense account. When this is discovered in 2016, the statement of retained earn- 
ings includes a prior period adjustment, as shown in Exhibit 11.15. This exhibit also shows the 

usual format of the statement of retained earnings. 

ComUS 

Statement of Retained Earnings 

For Year Ended December 31, 2016 

Retained earnings, Dec. 31, 2015, as previously reported ..........0.. 000. c eee c eee cece $4,745,000 

Prior period adjustment 

Cost of land incorrectly expensed (net of $63,000 of income tax benefit)......... 147,000 

Retained earnings, Dec: 3l5, 20'S, as adjusted... jcc ci Acresreern ete > curve racers aercuasee eee uveee 4,892,000 

PIUS‘NEEINCOMO! sissies cyclins sae: esac Spies ae saa enen ce ae ae taint ent fan opso ant Bee an meee 1,224,300 

Less:cashi dividends declared! sii. ses occ ears or eels shane st nlnrch oes, ayers Baits aw een ctcreis (301,800) 

Retainedvearnings, Dec:.3:l) 20hGic Aue s ee ee Re as apace Ge $5,814,500 

Many items reported in financial statements are based on estimates. Future events are certain 
to reveal that some of these estimates were inaccurate even when based on the best data avail- 

able at the time. These inaccuracies are not considered errors and are not reported as prior pe- 

riod adjustments. Instead, they are identified as changes in accounting estimates and are 

accounted for in current and future periods. To illustrate, we know that depreciation is based on 

estimated useful lives and salvage values. As time passes and new information becomes avail- 

able, managers may need to change these estimates and the resulting depreciation expense for 
current and future periods. 

Closing Process The closing process was explained earlier in the book as (1) close credit bal- 

ances in revenue accounts to Income Summary, (2) close debit balances in expense accounts to 

Income Summary, and (3) close Income Summary to Retained Earnings. If dividends are recorded 

in a Dividends account, and not as an immediate reduction to Retained Earnings (as shown in this 

chapter), a fourth step is necessary to close the Dividends account to Retained Earnings. 
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Statement of Stockholders’ Equity 

Instead of a separate statement of retained earnings, companies commonly report a statement of 
stockholders’ equity that includes changes in retained earnings. A statement of stockholders’ 

equity lists the beginning and ending balances of key equity accounts and describes the changes 

that occur during the period. The companies in Appendix A report such a statement. The usual 
format is to provide a column for each component of equity and use the rows to describe events 

occurring in the period. Exhibit 11.16 shows a condensed statement for Apple. 

APPLE 

Statement of Stockholders’ Equity 

Common Common : 

Stock Stock Retained Accum. 

$ millions, shares in thousands Siikiess Amount — Earnings Other 

Balance; Sept. 28,2013: 6,294,494 $19,764 $104,256 $ (471) $123,549 

INGEIRCOMC RAT ee re ene ene oe — —— 39,510 — 39,510 

issuancelof Commomn stock is... see 60,344 (49) (399) — (448) 

Repurchase of common stock & other........ (488,677) 3,598 (45,000) 1,553 (39,849) 

Cash dividends ($11.40 per share) ........... _— — CUPS) (11,215) 

Balance; Sept:.27; 2014s ye 5,866,161 $23,313 $ 87,152 $1,082 $111,547 

Reporting Stock Options 

Many corporations whose shares are publicly traded issue stock options, which are rights to 

purchase common stock at a fixed price over a specified period. As the stock’s price rises, the 

option’s value increases. Starbucks and Home Depot offer stock options to both full- and part- 

time employees. Stock options are said to motivate managers and employees to (1) focus on 

company performance, (2) take a long-run perspective, and (3) remain with the company. A 

stock option is like having an investment with no risk (“a carrot with no stick”). 
To illustrate, Quantum grants each of its employees the option to purchase 100 shares of its 

$1 par value common stock at its current market price of $50 per share anytime within the next 

10 years. If the stock price rises to $70 per share, an employee can exercise the option at a gain 

of $20 per share (acquire a $70 stock at the $50 option price). With 100 shares, a single employee 

would have a total gain of $2,000, computed as $20 x 100 shares. Companies report the cost of 

stock options in the income statement. Measurement of this cost is explained in advanced courses. 

Fraud 

Lr Pump ’n Dump Fraudulent information can be used by the owners of a company’s 

stock to pump it up and claim it is undervalued, which causes naive investors to seek 

to acquire the stock and drive up its price. After that, those behind the release of fraudulent 

information dump the stock at an inflated price. When later information reveals that the stock is 
Oe eC a 

scneme ft: alled overvalued, its price declines and investors still holding the stock lose value. Thi vervalued, its price declin« iy nyesto tse ging ge oS 
. x /: teed Pee ata] Rend eee | “1 Se a 7 thi 

vile .’n dL ionatnan L id. eal 
try Id lea 

i O!1d, allege 
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APPLE 

EXHIBIT 11.16 

Statement of Stockholders’ 

Equity 

This section discusses similarities and differences between U.S. GAAP and IFRS in accounting and re- 

porting for equity. 

Accounting for Common Stock The accounting for and reporting of common stock under U.S. 

GAAP and IERS are similar. Specifically, procedures for issuing common stock at par, ata premium, ata 

discount, and for noncash assets are similar across the two systems. However, we must be aware of legal 
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Samsung 

Decision Analysis ()(@ ‘ee 
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and cultural differences across the world that can impact the rights and responsibilities of common share- 

holders. Samsung’s terminology is a bit different as it uses the phrase “share premium” in reference to 

what U.S. GAAP would title “paid-in capital in excess of par value” (see Appendix A). 

Accounting for Dividends Accounting for and reporting of dividends under U.S. GAAP and 
IFRS are consistent. This applies to cash dividends, stock dividends, and stock splits. Samsung “declared 

cash dividends to shareholders of common stock and preferred stock as interim dividends for the 
six-month periods . . . and as year-end dividends.” Samsung, like many other companies, follows a 

dividend policy set by management and its board. 

Accounting for Preferred Stock Accounting and reporting for preferred stock are similar for U.S. 
GAAP and IFRS, but there are some important differences. First, preferred stock that is redeemable at the op- 

tion of the preferred stockholders is reported between liabilities and equity in U.S. GAAP balance sheets. 

However, that same stock is reported as a liability in IFRS balance sheets. Second, the issue price of convert- 

ible preferred stock (and bonds) is recorded entirely under preferred stock (or bonds) and none is assigned to 

the conversion feature under U.S. GAAP. However, IFRS requires that a portion of the issue price be allocated 

to the conversion feature when it exists. Samsung has preferred stock, which is noncumulative and nonvoting. 

Accounting forTreasury Stock Both U.S. GAAP and IFRS apply the principle that companies 
do not record gains or losses on transactions involving their own stock. This applies to purchases, reissu- 

ances, and retirements of treasury stock. Consequently, the accounting for treasury stock explained in this 

chapter is consistent with that under IFRS. However, IFRS in this area is less detailed than U.S. GAAP. 

Sustainability and Accounting The founder, Jack Ma, of Alibaba Group, as introduced in this 

chapter’s opening feature, explains that sustainability is an important part of his company’s mission. Jack 

explains: “I always believe we shouldn’t build an ‘empire’; instead, we should build an ‘ecosystem.’ 

Every empire will be toppled someday, but an ecosystem is sustainable.” Since 2010, 

Alibaba has donated 0.3% of its annual revenue to fund efforts designed to “encourage 

environmental awareness and conservation.” In 2014, 0.3% of annual revenue was 

$158 million. Further, products made from endangered species, such as shark fins and 

ivory, are banned from the Alibaba marketplace. 

Alibaba is also dedicated to supporting the community. After earthquakes struck 

China’s Sichuan Province, Alibaba organized several “charity programs to provide post- 

disaster support to people affected.” Moreover, the company created a long-term pro- 

gram in the Sichuan Province to drive development and create jobs. Alibaba continues to 

provide relief to countries affected by natural disasters, including Japan, Africa, and 

islands in the Caribbean. 

Source: South China Morning Post, July 2013 

Earnings per Share, Price-Earnings Ratio, Dividend Yield, and 

Book Value per Share 

Al 
Compute earnings per 

share and describe its use. 

EXHIBIT 11.17 

Basic Earnings per Share 

Earnings per Share 

The income statement reports earnings per share, also called EPS or net income per share, which is the 

amount of income earned per share of a company’s outstanding common stock. The basic earnings per 

share formula is shown in Exhibit 11.17. When a company has no preferred stock, then preferred divi- 

dends are zero. The weighted-average common shares outstanding is measured over the income reporting 

period; its computation is explained in advanced courses. 

Net income — Preferred dividends 
Basic earnings per share = —— 

— Weighted-average common shares outstanding 

To illustrate, assume that Quantum Co. earns $40,000 net income in 2016 and declares dividends of 

$7,500 on its noncumulative preferred stock. (If preferred stock is noncumulative, the income available 

[numerator] is the current-period net income less any preferred dividends declared in that same period. If 

preferred stock is cumulative, the income.available [numerator] is the current-period net income less the 
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preferred dividends whether declared or not.) Quantum has 5,000 weighted-average common shares out- 
standing during 2016. Its basic EPS? is 

$40,000 — $7,500 

5,000 shares 
Basic earnings per share = = $6.50 

Price-Earnings Ratio 

A stock’s market value is determined by its expected future cash flows. A comparison of a company’s EPS 

and its market value per share reveals information about market expectations. This comparison is tradi- 

tionally made using a price-earnings (or PE) ratio, expressed also as price earnings, price to earnings, 

or PE. Some analysts interpret this ratio as what price the market is willing to pay for a company’s current 

earnings stream. Price-earnings ratios can differ across companies that have similar earnings because of 

either higher or lower expectations of future earnings. The price-earnings ratio is defined in Exhibit 11.18. 

Market value (price) per share 
Price-earnings ratio = : 

Earnings per share 

This ratio is often computed using EPS from the most recent period. However, many users compute this 

ratio using expected EPS for the next period. 

Some analysts view stocks with high PE ratios (higher than 20 to 25) as more likely to be overpriced and 

stocks with low PE ratios (less than 5 to 8) as more likely to be underpriced. These investors prefer to sell or 

avoid buying stocks with high PE ratios and to buy or hold stocks with low PE ratios. However, investment 

decision making is rarely so simple as to rely on a single ratio. For instance, a stock with a high PE ratio can 

prove to be a good investment if its earnings continue to increase beyond current expectations. Similarly, a 

stock with a low PE ratio can prove to be a poor investment if its earnings decline below expectations. 

® Decision Maker © L. 

Money Manager You plan to invest in one of two companies identified as having identical future prospects. 

One has a PE of 19 and the other a PE of 25. Which do you invest in? Does it matter if your estimate of PE for 

these two companies is 29 as opposed to 22? 

Dividend Yield 

Investors buy shares of a company’s stock in anticipation of receiving a return from either or both cash 

dividends and stock price increases. Stocks that pay large dividends on a regular basis, called income 

stocks, are attractive to investors who want recurring cash flows from their investments. In contrast, some 

stocks pay little or no dividends but are still attractive to investors because of their expected stock price 

increases. The stocks of companies that distribute little or no cash but use their cash to finance expansion 

are called growth stocks. One way to help identify whether a stock is an income stock or a growth stock is 

to analyze its dividend yield. Dividend yield, defined in Exhibit 11.19, shows the annual amount of cash 

dividends distributed to common shares relative to their market value. 

[Answers follow the chapter's Summary.] 

Annual cash dividends per share 
Dividend yield = Market value per share 

Dividend yield can be computed for current and prior periods using actual dividends and stock prices and 

for future periods using expected values. Exhibit 11.20 shows recent dividend and stock price data for 

Amazon and Altria Group to compute dividend yield. 

Dividend yield is zero for Amazon, implying it is a growth stock. An investor in Amazon would look 

for increases in stock prices (and eventual cash from the sale of stock). Altria has a dividend yield of 4.3%, 

implying it is an income stock for which dividends are important in assessing its value. 

3 A corporation can be classified as having either a simple or complex capital structure. The term simple capital struc- 

ture refers to a company with only common stock and nonconvertible preferred stock outstanding. The term complex 

capital structure refers to companies with dilutive securities. Dilutive securities include options, rights to purchase 

common stock, and any bonds and preferred stock that are convertible into common stock. A company with a complex. 

capital structure must often report two EPS figures: basic and diluted. Diluted earnings per share is computed by 

_ adding all dilutive securities to the denominator of the basic EPS computation. It reflects the decrease in basic EPS 

assuming that all dilutive securities are converted into common shares. 
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A2 
Compute price-earnings 

ratio and describe its use 
in analysis. 

Points The average PE ratio 

of stocks in the 1950-2015 

period is about 14. 

EXHIBIT 11.18 

Price-Earnings Ratio 

Points Average PE ratios for 

U.S. stocks increased over the 

past two decades. Some ana- 

lysts interpret this as a signal 

the market is overpriced. But 

higher ratios can at least partly 

reflect accounting changes that 

have reduced reported earnings. 

A3 
Compute dividend yield 
and explain its use in 
analysis. 

EXHIBIT 11.19 

Dividend Yield 

Point: The payout ratio equals 

cash dividends declared on 

common stock divided by net 

income. A low payout ratio sug- 

gests that a company is retain- 

ing earnings for future growth. 
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EXHIBIT 11.20 

Dividend and Stock Price 

Information 

Ad 
Compute book value and 
explain its use in analysis. 

EXHIBIT 11.21 

Book Value per Common 

Share 

Point: Book value per share is 

also referred to as stockholders’ 

claim to assets on a per share basis. 

EXHIBIT 11.22 

Book Value per Preferred 

Share 

EXHIBIT 11.23 

Stockholders’ Equity with 

Preferred and Common 

Stock 

EXHIBIT 11.24 

Computing Book Value 

per Preferred and Common 

Share 
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Market Value Cash Dividends 
Company per Share per Share Dividend Yield 

Amazomnivn eccscree: $0.00 $440 0.0% 

Altria Group......... $2.08 $ 48 4.3% 

Book Value per Share 

Case 1: Common Stock (Only) Outstanding. Book value per common share, defined in Exhibit 11.21, 

reflects the amount of equity applicable to common shares on a per share basis. To illustrate, we use Dillon 

Snowboards’s data from Exhibit 11.4. Dillon has 30,000 outstanding common shares, and the stockhold- 

ers’ equity applicable to common shares is $365,000. Dillon’s book value per common share is $12.17, 

computed as $365,000 divided by 30,000 shares. 

Stockholders’ equity applicable to common shares 
Book value per common share = F 

Number of common shares outstanding 

Case 2: Common and Preferred Stock Outstanding. To compute book value when both common and pre- 

ferred shares are outstanding, we allocate total equity between the two types of shares. The book value 

per preferred share is computed first; its computation is shown in Exhibit 11.22. 

Stockholders’ equity applicable to preferred shares 
Book val ferred share = 
Shien tes aac aden Number of preferred shares outstanding 

The equity applicable to preferred shares equals the preferred share’s call price (or par value if the pre- 

ferred stock is not callable) plus any cumulative dividends in arrears. The remaining equity is the portion 

applicable to common shares. To illustrate, consider LTD’s equity in Exhibit 11.23. Its preferred stock is 

callable at $108 per share, and two years of cumulative preferred dividends are in arrears. 

Stockholders’ Equity 

Preferred stock—$100 par value, 7% cumulative, 

2,000 shares authorized, 1,000 shares issued and outstanding..................-.- $100,000 

Common stock—$25 par value, 12,000 shares authorized, 

LO000isharesiissuedrandiotitstanding mmm ce irierney tinea a er ee eee 250,000 

Paid-in capital in excess of par value, common stock ..............222-.0-2-seeeeee 15,000 

Retained: sarningss:2e ve.<sa tp Seb eee iss Coble Reb aelels aieeraton he eee eer ee meee 82,000 

Total'stockholdets? equity fai i.5 acts stron 5 Hel cnr tea revenue eres onetnr cee meme e erty arcane $447,000 

The book value computations are in Exhibit 11.24. Equity is first allocated to preferred shares before the 

book value of common shares is computed. 

Total stockholders’ equityc. wcitacs.ccdan cee oss cds os rene oreeaer ae eso eace nae $447,000 

Less equity applicable to preferred shares 

Gallfprice (1; O00:shanessxc $08) iearenar ecient sian mittee tresses $108,000 

Dividends in arrears ($100,000 x 7% x 2 years) ................0005 14,000 — (122,000) 

Equity applicable to common shares $325,000 

Book value per preferred share ($122,000/1,000 shares 

Book value per common share ($325,000/10,000 shares) ......... 

$ 122.00 

$ 32.50 

Book value per share reflects the value per share if a company is liquidated at balance sheet amounts. 

Book value is also the starting point in many stock valuation models, merger negotiations, price setting 

for public utilities, and loan contracts. The main limitation in using book value is the potential difference 

between recorded value and market value for assets and liabilities. Investors often adjust their analysis 
for estimates of these differences. 

@ Decision Maker @@ 

mon share on the stock exchange is $7 From this information, are BMX’s net assets priced higher or lower than 

its recorded values? M [Answers follow the chapter’s Summary.] 
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Barton Corporation began operations on January 1, 2015. The following transactions relating to stock- 
holders’ equity occurred in the first two years of the company’s operations. 

2015 

Jan. 1 Authorized the issuance of 2 million shares of $5 par value common stock and 100,000 shares of 
$100 par value, 10% cumulative, preferred stock. 

Jan. 2. Issued 200,000 shares of common stock for $12 cash per share. 
Jan. 3 Issued 100,000 shares of common stock in exchange for a building valued at $820,000 and mer- 

chandise inventory valued at $380,000. 
Jan. 4 Paid $10,000 cash to the company’s founders for organization activities. 
Jan. Nn Issued 12,000 shares of preferred stock for $110 cash per share. 

2016 

June 4 Issued 100,000 shares of common stock for $15 cash per share. 

Required 

1. 

2. 

3. 

Prepare journal entries to record these transactions. 

Prepare the stockholders’ equity section of the balance sheet as of December 31, 2015, and December 
31, 2016, based on these transactions. 

Prepare a table showing dividend allocations and dividends per share for 2015 and 2016 assuming 

Barton declares the following cash dividends: 2015, $50,000, and 2016, $300,000. 

. Prepare the January 2, 2015, journal entry for Barton’s issuance of 200,000 shares of common stock 
for $12 cash per share assuming 

a. Common stock is no-par stock without a stated value. 

b. Common stock is no-par stock with a stated value of $10 per share. 

PLANNING THE SOLUTION 

Record journal entries for the transactions for 2015 and 2016. 

Determine the balances for the 2015 and 2016 equity accounts for the balance sheet. 

Prepare the contributed capital portion of the 2015 and 2016 balance sheets. 

Prepare a table similar to Exhibit 11.11 showing dividend allocations for 2015 and 2016. 

Record the issuance of common stock under both specifications of no-par stock. 

SOLUTION 

1. Journal entries. 

Jan. 2 GaSe eee oe ee seamen ti Taree emi he coe 2,400,000 

Gommoni Stock; $5 Par Valuienesats anda o er «cron 1,000,000 

Paid-In Capital in Excess of Par Value, 

Gomme Stocker. pwve vice coin eas wicserond ae me 1,400,000 

Issued 200,000 shares of common stock. 

Jan. 3 Buildiiceemevacaran tactrcasts tractor aieiter tes cansetsy se raere 820,000 

MerchandiseiInventony nests rv cnicrs enter est rer 380,000 

Gommon Stock, $5:Patr Valles. y enn cn era 500,000 

Paid-In Capital in Excess of Par Value, 

Gommionm Stock: wikier nuit sit Mancherennars 700,000 

Issued 100,000 shares of common stock. 

Jan. 4 OpganizationiexpenSesiypcmteretstae cette retainer torts 10,000 

(EEN ory ere Oe Oe OO a reo 10,000 

Paid founders for organization costs. 

Jan. 5 CASE ee renee em ee elk ents iepedsantds 1,320,000 

Preferred Stock, $100 Par Value............... 1,200,000 

Paid-In Capital in Excess of Par Value, 

Préfenred Stocker) tn oheritm wtrste esis alee 120,000 

Issued 12,000 shares of preferred stock. 

June 4 (Gash xicce reece eee ees abe ees bela 1,500,000 

GOMiMmonmiStOGks Soualiallle tore ne agree. a con we 500,000 

Paid-In Capital in Excess of Par Value, 

(EGIIIMON StOC Gs erie es tere nn eae nies 1,000,000 

Issued 100,000 shares of common stock. 
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COMPREHENSIVE 
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2. Balance sheet presentations (at December 31 year-end). 

Stockholders’ Equity 

Preferred stock—$100 par value, 10% cumulative, 100,000 

shares authorized, 12,000 shares issued and outstanding............--- $1,200,000 $1,200,000 

Paid-in capital in excess of par value, preferred stock................0055 120,000 120,000 

Total paid-in capital by preferred stockholders ..............+-++++eeees 1,320,000 1,320,000 

Common stock—$5 par value, 2,000,000 shares authorized, 

300,000 shares issued and outstanding in 2015, and 

400,000 shares issued and outstanding in 2016...............2.-+40-- 2,000,000 1,500,000 

Paid-in capital in excess of par value, common stock .........-.+.+s000es 3,100,000 2,100,000 

Total paid-in capital by common stockholders. ...........: eee eee eeee 5,100,000 3,600,000 

ToCalpaid-inicapitalis: sscc0 ern OA cure eee eis es $6,420,000 $4,920,000 

3. Dividend allocation table. 

: ‘ Common Preferred 

2015 ($50,000) 
Preferred—current year (12,000 shares x $10 = $120,000) ............. $ 0 $ 50,000 

Common—remainder (300,000 shares outstanding)................+--- 0 0 

lotalifon the yeariet 22 oe ia ee e e ee $ 0 $ 50,000 

2016 ($300,000) 

Preferred—dividend in arrears from 2015 ($120,000 — $50,000).......... $ 0 $ 70,000 

Preferred=—-current.year cc ake acsscay soe wines Se ae ere 0 120,000 

Common—remainder (400,000 shares outstanding)..................-- | 10,000 0 

slotalifor the years. orks ee cat cir ec ri aerate par es cre $110,000 $190,000 

Dividends per share 

DOWS rear Se ie er Te pee Re ene ES Ua he eee eines AO eae $ 0.00 Se 4007: 

DONG oor ee re er ey eae ce ser cers nh ae Ciena meee eae Mees $ 0.28 $ 15:83 

4. Journal entries. 

a. For 2015 (no-par stock without a stated value): 

2,400,000 

Common Stock, No-Par Value 2,400,000 

Issued 200,000 shares of no-par common 

stock at $12 per share. 

2,400,000 

Common Stock, $10 Stated Value 2,000,000 

Paid-In Capital in Excess of Stated Value, 

Common Stock 400,000 

Issued 200,000 shares of $10 stated value 

common stock at $12 per share. 

Summary 
C1 Identify characteristics of corporations and their orga- stockholder. A corporation acts through its agents, who are its 

nization. Corporations are legal entities whose stockhold- 

ers are not liable for its debts. Stock is easily transferred, and 

the life of a corporation does not end with the incapacity of a 

officers and managers. Corporations are regulated and subject 

to income taxes. Authorized stock is the stock that a corpora- 

tion’s charter authorizes it to sell. Issued stock is the portion 
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of authorized shares sold. Par value stock is a value per share 
assigned by the charter. No-par value stock is stock not assigned 
a value per share by the charter. Stated value stock is no-par 
stock to which the directors assign a value per share. 

C2 Explain characteristics of, and distribute dividends be- 
tween, common and preferred stock. Preferred stock has 

a priority (or senior status) relative to common stock in one or 
more areas, usually (1) dividends and (2) assets in case of liqui- 
dation. Preferred stock usually does not carry voting rights and 

can be convertible or callable. Convertibility permits the holder 

to convert preferred to common. Callability permits the issuer to 

buy back preferred stock under specified conditions. Preferred 
stockholders usually hold the right to dividend distributions be- 

fore common stockholders. When preferred stock is cumulative 
and in arrears, the amount in arrears must be distributed to 

preferred stockholders before any dividends are distributed to 

common stockholders. 

C3 Explain the items reported in retained earnings. 

Stockholders’ equity is made up of (1) paid-in capital and 
(2) retained earnings. Paid-in capital consists of funds raised by 

stock issuances. Retained earnings consists of cumulative net 
income (losses) not distributed. Many companies face statutory 

and contractual restrictions on retained earnings. Corporations 

can voluntarily appropriate retained earnings to inform others 

about their disposition. Prior period adjustments are corrections 

of errors in prior financial statements. 

A Compute earnings per share and describe its use. A 

company with a simple capital structure computes basic 

EPS by dividing net income less any preferred dividends by 

the weighted-average number of outstanding common shares. 

A company with a complex capital structure must usually 

report both basic and diluted EPS. 

A2 Compute price-earnings ratio and describe its use in 

analysis. A common stock’s price-earnings (PE) ratio is 

computed by dividing the stock’s market value (price) per share 

by its EPS. A stock’s PE is based on expectations that can prove 

to be better or worse than eventual performance. 

A3 Compute dividend yield and explain its use in analysis. 

Dividend yield is the ratio of a stock’s annual cash divi- 

dends per share to its market value (price) per share. Dividend 

yield can be compared with the yield of other companies to 

Guidance Answers to Decision Maker 

Entrepreneur The 50% stock dividend provides you no di- 

rect income. A stock dividend often reveals management’s opti- 

mistic expectations about the future and can improve a stock’s 

marketability by making it affordabie to more investors. 

Accordingly, a stock dividend usually reveals “good news” and 

because of this, it likely increases (slightly) the market value for 

your stock. The same conclusions apply to the 3-for-2 stock split. 

Concert Organizer You have two basic options: (1) differ- 

ent classes of common stock or (2) common and preferred stock. 

Your objective is to issue to yourself stock that has all or a majority 
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determine whether the stock is expected to be an income or 
growth stock. 

A 4 Compute book value and explain its use in analysis. 

Book value per common share is equity applicable to com- 

mon shares divided by the number of outstanding common shares. 

Book value per preferred share is equity applicable to preferred 

shares divided by the number of outstanding preferred shares. 

P4 Record the issuance of corporate stock. When stock is 

issued, its par or stated value is credited to the stock ac- 

count and any excess is credited to a separate contributed capital 

account. If a stock has neither par nor stated value, the entire 

proceeds are credited to the stock account. Stockholders must 

contribute assets equal to minimum legal capital or be poten- 

tially liable for the deficiency. 

Pp? Record transactions involving cash dividends, stock 

dividends, and stock splits. Cash dividends involve three 

events. On the date of declaration, the directors bind the com- 

pany to pay the dividend. A dividend declaration reduces re- 

tained earnings and creates a current liability. On the date of 

record, recipients of the dividend are identified. On the date of 
payment, cash is paid to stockholders and the current liability 

is removed. Neither a stock dividend nor a stock split alters the 

value of the company. However, the value of each share is less 

due to the distribution of additional shares. The distribution of 

additional shares is according to individual stockholders’ own- 

ership percentage. Small stock dividends (<25%) are recorded 

by capitalizing retained earnings equal to the market value of 

distributed shares. Large stock dividends (>25%) are recorded 

by capitalizing retained earnings equal to the par or stated value 

of distributed shares. Stock splits do not necessitate journal en- 

tries but do necessitate changes in the description of stock. 

P3 Record purchases and sales of treasury stock and the 

retirement of stock. When a corporation purchases its 

own previously issued stock, it debits the cost of these shares to 

Treasury Stock. Treasury stock is subtracted from equity in the 

balance sheet. If treasury stock is reissued, any proceeds in ex- 

cess of cost are credited to Paid-In Capital, Treasury Stock. If 

the proceeds are less than cost, they are debited to Paid-In 

Capital, Treasury Stock to the extent a credit balance exists. 

Any remaining amount is debited to Retained Earnings. When 

stock is retired, all accounts related to the stock are removed. 

of the voting power. The other class of stock would carry limited 

or no voting rights. In this way, you maintain control and are able 

to raise the necessary funds. 

Money Manager Since one company requires a payment of 

$19 for each $1 of earnings, and the other requires $25, you 

would prefer the stock with the PE of 19; it is a better deal given 

identical prospects. You should make sure these companies’ 

earnings computations are roughly the same, for example, no ex- 

traordinary items, unusual events, and so forth. Also, your PE 

estimates for these companies do matter. If you are willing to pay 
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$29 for each $1 of earnings for these companies, you obviously 

expect both to exceed current market expectations. 

Investor Book value reflects recorded values. BMX’s book 

value is $4 per common share. Stock price reflects the market’s 

Appropriated retained earnings 

Authorized stock 

Basic earnings per share 

Book value per common share 

Book value per preferred share 

Call price 

Callable preferred stock 

Capital stock 

Changes in an accounting estimate 

Common stock 

Complex capital structure 

Convertible preferred stock 

Corporation 

Cumulative preferred stock 

Date of declaration 

Date of payment 

Date of record 

Diluted earnings per share 

Dilutive securities 
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expectation of net asset value (both tangible and intangible 

items). BMX’s market value is $7 per common share. 

Comparing these figures suggests BMX’s market value of net 

Discount on stock 

Dividend in arrears 

Dividend yield 

Earnings per share (EPS) 

Financial leverage 

Large stock dividend 

Liquidating cash dividend 

Market value per share 

Minimum legal capital 

Noncumulative preferred stock 

Nonparticipating preferred stock 

No-par value stock 

Organization expenses (costs) 

Paid-in capital 

Paid-in capital in excess of par value 

Par value 

Par value stock 

Participating preferred stock 

Preemptive right 

assets is higher than its recorded values (by an amount of $7 

versus $4 per share). 

Preferred stock 

Premium on stock 

Price-earnings (PE) ratio 

Prior period adjustment 

Proxy 

Restricted retained earnings 

Retained earnings 

Retained earnings deficit 

Reverse stock split 

Simple capital structure 

Small stock dividend 

Stated value stock 

Statement of stockholders’ equity 

Stock dividend 

Stock options 

Stock split 

Stockholders’ equity 

Treasury stock 

Multiple Choice Quiz Answers at end of chapter 

1. 

3. 

A corporation issues 6,000 shares of $5 par value common 

stock for $8 cash per share. The entry to record this transac- 

tion includes: 
a. A debit to Paid-In Capital in Excess of Par Value for 

$18,000. 
b. A credit to Common Stock for $48,000. 
c. A credit to Paid-In Capital in Excess of Par Value for 

$30,000. 
d. A credit to Cash for $48,000. 
e. A credit to Common Stock for $30,000. 

. A company reports net income of $75,000. Its weighted- 

average common shares outstanding is 19,000. It has no 

other stock outstanding. Its earnings per share is: 

a. $4.69 €. 483.15 e. $4.41 
b. $3.95 d. $2.08 

A company has 5,000 shares of $100 par preferred stock 

and 50,000 shares of $10 par common stock outstanding. 

Its total stockholders’ equity is $2,000,000. Its book value 

per common share is: 

a. $100.00 
b. $10.00 

c. $40.00 
d. $30.00 

e. $36.36 

. Acompany paid cash dividends of $0.81 per share. Its earn- 

ings per share is $6.95 and its market price per share is 

$45.00. Its dividend yield is: 
a. 1.8% c. 15.4% 
b. 11.7% d. 55.6% 

e. 8.6% 

. A company’s shares have a market value of $85 per share. 

Its net income is $3,500,000, and its weighted-average 

common shares outstanding is 700,000. Its price-earnings 
ratio is: 

a. 5.9 Cale 

b. 425.0 d. 10.4 

e. 41.2 
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Discussion Questions 
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- What are organization expenses? Provide examples. 

- How are organization expenses reported? 

- () Who is responsible for directing a corporation’s af- 
fairs? 

. What is the difference between authorized shares and out- 

standing shares? 

14 

15. 

16. 

17. 

: Courts have ruled that a stock dividend is not taxable 

income to stockholders. What justifies this decision? 

How does the purchase of treasury stock affect the purchas- 

er’s assets and total equity? 

Why do laws place limits on treasury stock purchases? 

How are EPS results computed for a corporation with a 
5. What is the preemptive right of common stockholders? simple capital structure? 
6. List the general rights of common stockholders. 18. What is a stock option? 

7. What is the difference between the market value per share 19. 

and the par value per share? 

- What is the difference between the par value and the call 

How is book value per share computed for a corporation 

with no preferred stock? What is the main limitation of us- 

ing book value per share to value a corporation? 

price of a share of preferred stock? 20. Refer to Apple’s fiscal 2014 balance sheet in APPLE 

9. Why would an investor find convertible preferred stock Appendix A. How many shares of common 

attractive? stock are authorized? How many shares of voting common 

10. Identify and explain the importance of the three dates rele- stock are issued? 
vant to corporate dividends. 21. ty Refer to the 2014 balance sheet for GOOGLE 

11. Why is the term liquidating dividend used to describe cash Google in Appendix A. What is the par 
dividends debited against paid-in capital accounts? value per share of its preferred stock? Suggest a rationale 

12. is) How does declaring a stock dividend affect the corpo- he ee np unt oh ee yalne Ap asst 

ration’s assets, liabilities, and total equity? What are the ef- 22° Refer to the financial statements 

13. 

fects of the eventual distribution of that stock? 

What is the difference between a stock dividend and a 

stock split? 

Of the following statements, which are true for the corporate form of organization? 

a1 

LUE E 

3. 

aA! 

= 6 

= 6 

a 72 

. Ownership rights cannot be easily transferred. 

Owners have unlimited liability for corporate debts. 

. It is a separate legal entity. 

. It has a limited life. 

Owners are not agents of the corporation. 

stock assuming the shares sell for: 

Capital is more easily accumulated than with most other forms of organization. 

Corporate income that is distributed to shareholders is usually taxed twice. 

for Samsung in Appendix A. How Sa msung 
much were its cash payments for treasury stock purchases 

for the year ended December 31, 2014? 

QUICK STUDY 

Qs 11-1 

Characteristics of 

corporations 

CI 

Issuance of common 

a. $5 cash per share. 

b. $6 cash per share. 

Prepare the journal entry to record Jevonte Company’s issuance of 36,000 shares of its common stock as- 

suming the shares have a: 

a. $2 par value and sell for $18 cash per share. 

b. $2 stated value and sell for $18 cash per share. 

Pee the journal entry to record Autumn Company’s issuance of 63,000 shares of no-par value common 

stock assuming the shares: 

a. Sell for $29 cash per share. 

b. Are exchanged for land valued at $1,827,000. 

QS 11-3 

stock 

PI 

Issuance of par and 

stated value common 

stock P1 

QS 11-4 

Issuance of no-par 

common stock 

PI 
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QS 11-5 

Issuance of common 

stock P1 

Prepare the issuer’s journal entry for each of the following separate transactions. 

a. On March 1, Atlantic Co. issues 42,500 shares of $4 par value common stock for $297,500 cash. 

b. On April 1, Antigo Company issues no-par value common stock for $70,000 cash. 

c. On April 6, MPG issues 2,000 shares of $25 par value common stock for $45,000 of inventory, 

$145,000 of machinery, and acceptance of a $94,000 note payable. 

QS 11-6 

Accounting for cash 

dividends 

P2 

July 15 Declared a cash dividend payable to common stockholders of $165,000. 

Aug. 15 Date of record is August 15 for the cash dividend declared on July 15. 

Aug. 31 Paid the dividend declared on July 15. 

Qs 11-7 
Accounting for small 

stock dividend to the dividend). Prepare the stockholders’ equity section immediately after the stock dividend. 

P2 
Common stock—$5 par value, 375,000 shares 

authorized, 200,000 shares issued and outstanding......... $1,000,000 

Paid-in capital in excess of par value, common stock........-. 600,000 

RetainediearhingSices se. ace aici seater ere ee 833,000 

Total stockholders’ equity:. 03.5.2... - 5.5 00s teers $2,433,000 

QS 11-8 Which of the following statements are true regarding dividends? 

Accounting for dividends 

P2 

eee, 

aes 

. The date of record refers to the date a cash dividend is paid to stockholders. 

Cash and stock dividends reduce retained earnings. 

Dividends payable is recorded at the time a cash dividend is declared. 

. Stock dividends are a mechanism to keep the market price of stock affordable. 

QS 11-9 

Preferred stock issuance 

and dividends (2 

1. Prepare the journal entry to record Tamas Company’s issuance of 5,000 shares of $100 par value, 7% 

cumulative preferred stock for $102 cash per share. 

2. Assuming the facts in part 1, if Tamas declares a year-end cash dividend, what is the amount of 

dividend paid to preferred shareholders? (Assume no dividends in arrears.) 

QS 11-10 

Dividend allocation 

between classes of 

shareholders 

(2 

Stockholders’ equity of Ernst Company consists of 80,000 shares of $5 par value, 8% cumulative pre- 

ferred stock and 250,000 shares of $1 par value common stock. Both classes of stock have been outstand- 

ing since the company’s inception. Ernst did not declare any dividends in the prior year, but it now declares 

and pays a $110,000 cash dividend at the current year-end. Determine the amount distributed to each class 

of stockholders for this two-year-old company. 

Qs 11-11 

Purchase and sale of 

treasury stock P3 

QS 11-12 

Impacts of stock 

issuances, dividends, 

splits, and treasury 

transactions P2 P3 

Zirbal reissued 850 shares of this treasury stock for $8,500. Prepare the May 3 and November 4 journal 

entries to record Zirbal’s purchase and reissuance of treasury stock. 

Listed below are various transactions that a company incurred during the current year. Indicate the impact 

on total stockholders’ equity for each scenario. Specifically state whether stockholders’ equity would 

“Increase,” “Decrease,” or have “No Effect” as a result of each transaction listed below. Consider each 

transaction independently. 

vues f 

_____ 2. New shares of common stock are issued for cash. 

A stock dividend equal to 30% of the previously outstanding shares is declared. 

____ 3. Treasury shares of common stock are purchased (assume the cost method). 

____ 4. Cash dividends are paid to shareholders. 
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QOS 11-13 
1. A review of the notes payable files discovers that three years ago the company reported the entire | Accounting for changes 

amount of a payment (principal and interest) on an installment note payable as interest expense. This in estimates; error 
mistake had a material effect on the amount of income in that year. How should the correction be re- adjustments 
ported in the current-year financial statements? 

2. After using an expected useful life of seven years and no salvage value to depreciate its office equipment 
over the preceding three years, the company decided early this year that the equipment will last only two 
more years. How should the effects of this decision be reported in the current-year financial statements? 

Murray Company reports net income of $770,000 for the year. It has no preferred stock, and its weighted- QOS 11-14 
average common shares outstanding is 280,000 shares. Compute its basic earnings per share. Basic earnings per share 

Al 

Epic Company earned net income of $900,000 this year. The number of common shares outstanding dur- QS 11-15 
ing the entire year was 400,000, and preferred shareholders received a $20,000 cash dividend. Compute Basic earnings per share 
Epic Company’s basic earnings per share. Al 

and its EPS is $3.95. Would an analyst likely consider this stock potentially overpriced, underpriced, or _ Price-earnings ratio 

neither? Explain. rn 

Foxburo Company expects to pay a $2.34 per share cash dividend this year on its common stock. The cur- 

rent market value of Foxburo stock is $32.50 per share. Compute the expected dividend yield on the 

Foxburo stock. Would you classify the Foxburo stock as a growth or an income stock? Explain. 

The stockholders’ equity section of Montel Company’s balance sheet follows. The preferred stock’s call QS 11-18 

price is $40. Determine the book value per share of the common stock. Book value per common 

share 

Preferred stock—5% cumulative, $10 par value, Ad | 

20,000 shares authorized, issued, and outstanding.......... $ 200,000 

Common stock—$5 par value, 200,000 shares authorized, 

150,000 shares issued and outstanding..................- 750,000 

Retained-earn ings ec tiacerarctseclrsey ecb rersks an <gteke eregomren s 900,000 

Hotalistockholders eqlitye tiny takes atta uhtuatsoaier made $1,850,000 

Air France-KLM reports the following equity information for its fiscal year ended December 31, 2014. QS 11-19 

(euros in millions). Prepare its journal entry, using its account titles, to record the issuance of capital stock —_ International equity 

assuming that its entire par value stock was issued on December 31, 2014, for cash. disclosures 

, Pl G 
December 31 2014 ci 

Issued\capital a7 jeal:.cayew ssl € 300 

Additional paid-in capital......... 2,97 

connect é 
Describe how each of the following characteristics of organizations applies to a corporation. EXERCISES 

|. Owner authority and control 5. Duration of life Exercise 11-1 

2. Ease of formation 6. Owner liability Characteristics of 

3. Transferability of ownership 7. Legal status corporations 

4. Ability to raise large capital amounts 8. Tax status of income C1 
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Exercise 11-2 

Accounting for par, 

stated, and no-par stock 

issuances 

PI 

Rodriguez Corporation issues 19,000 shares of its common stock for $152,000 cash on February 20. 

Prepare journal entries to record this event under each of the following separate situations. 

1. The stock has a $2 par value. 

2. The stock has neither par nor stated value. 

3. The stock has a $5 stated value. 

Exercise 11-3 

Recording stock 

issuances 

PI 

Prepare journal entries to record the following four separate issuances of stock. 

1. A corporation issued 4,000 shares of $5 par value common stock for $35,000 cash. 

2. A corporation issued 2,000 shares of no-par common stock to its promoters in exchange for their 

efforts, estimated to be worth $40,000. The stock has a $1 per share stated value. 

3. A corporation issued 2,000 shares of no-par common stock to its promoters in exchange for their 

efforts, estimated to be worth $40,000. The stock has no stated value. 

4. A corporation issued 1,000 shares of $50 par value preferred stock for $60,000 cash. 

Exercise 11-4 

Stock issuance for 

noncash assets P1 

Sudoku Company issues 7,000 shares of $7 par value common stock in exchange for land and a building. 

The land is valued at $45,000 and the building at $85,000. Prepare the journal entry to record issuance of 

the stock in exchange for the land and building. 

Exercise 11-5 

Stock dividends and 

splits 

Check (1b) $1,360,000 

(2a) $660,000 

On June 30, 2016, Sharper Corporation’s common stock is priced at $62 per share before any stock divi- 

dend or split, and the stockholders’ equity section of its balance sheet appears as follows. 

Common stock—$10 par value, 120,000 shares 

authorized, 50,000 shares issued and outstanding......... $ 500,000 

Paid-in capital in excess of par value, common stock......... 200,000 

Retained, earnings ors ra rie oe mar ee 660,000 

Total stockholders: equity. <= 2522 c oye eee $1,360,000 

1. Assume that the company declares and immediately distributes a 50% stock dividend. This event is 

recorded by capitalizing retained earnings equal to the stock’s par value. Answer these questions about 

stockholders’ equity as it exists after issuing the new shares. 

a. What is the retained earnings balance? 

b. What is the amount of total stockholders’ equity? 

c. How many shares are outstanding? 

2. Assume that the company implements a 3-for-2 stock split instead of the stock dividend in part 1. 

Answer these questions about stockholders’ equity as it exists after issuing the new shares. 

a. What is the retained earnings balance? 

b. What is the amount of total stockholders’ equity? 

c. How many shares are outstanding? 

3. Explain the difference, if any, to a stockholder of receiving new shares distributed under a large stock 

dividend versus a stock split. 

Exercise 11-6 

Stock dividends and per 

share book values Common stock—$10 par value, 150,000 shares 

authorized, 60,000 shares issued and outstanding.......... $ 600,000 

Paid-in capital in excess of par value, common stock. ......... 425,000 

Retained earningse 550% Asctis ul aie wee bs Gos em eae ere 550,000 

Total'stockholdersequity.. 3. 22160 en ee $1,575,000 
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On February 5, the directors declare a 20% stock dividend distributable on February 28 to the February 15 
stockholders of record. The stock’s market value is $40 per share on February 5 before the stock dividend. 

The stock’s market value is $33.40 per share on February 28. 

1. Prepare entries to record both the dividend declaration and its distribution. 

2. One stockholder owned 800 shares on February 5 before the dividend. Compute the book value per 

share and total book value of this stockholder’s shares immediately before and after the stock dividend 

of February 5. 

ee Compute the total market value of the investor’s shares in part 2 as of February 5 and February 28. 
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Check (2) Book value per 

share: before, $26.250; after, 

$21.875 

Match each description | through 6 with the characteristic of preferred stock that it best describes by writ- 

ing the letter of that characteristic in the blank next to each description. 

A. Callable B. Convertible 

D. Noncumulative E. Nonparticipating 

C. Cumulative 

F. Participating 

1. Holders of the stock are entitled to receive current and all past dividends before common 

stockholders receive any dividends. 

. The issuing corporation can retire the stock by paying a prespecified price. 

. Holders of the stock can receive dividends exceeding the stated rate under certain conditions. 

. Holders of the stock are not entitled to receive dividends in excess of the stated rate. 

. Holders of this stock can exchange it for shares of common stock. 

ou h WN . Holders of the stock lose any dividends that are not declared in the current year. 

York’s outstanding stock consists of 80,000 shares of noncumulative 7.5% preferred stock with a $5 par 

value and also 200,000 shares of common stock with a $1 par value. During its first four years of opera- 

tion, the corporation declared and paid the following total cash dividends: 

2015 total cash dividends .......... $ 20,000 

2016 total cash dividends .......... 28,000 

2017 total cash dividends .......... 200,000 

Sida kaa eee 350,000 2018 total cash dividends 

Determine the amount of dividends paid each year to each of the two classes of stockholders: preferred 

and common. Also compute the total dividends paid to each class for the four years combined. 

Use the data in Exercise 11-8 to determine the amount of dividends paid each year to each of the two 

classes of stockholders assuming that the preferred stock is cumulative. Also determine the total dividends 

paid to each class for the four years combined. 

On October 10, the stockholders’ equity of Sherm Systems appears as follows: 

Common stock—$10 par value, 72,000 shares 

authorized, issued, and outstanding ..........-....--0-- $ 720,000 

Paid-in capital in excess of par value, common stock........- 216,000 

Retainedieanningsrace wie ace annie hoaek jehetatesrene thn tenars onedeye 864,000 

Total stockholders’ equity. ..........0 5c eee eect tenes $1,800,000 

1. Prepare journal entries to record the following transactions for Sherm Systems. 

a. Purchased 5,000 shares of its own common stock at $25 per share on October 11. 

b. Sold 1,000 treasury shares on November | for $31 cash per share. 

c. Sold all remaining treasury shares on November 25 for $20 cash per share. 

2. Explain how the company’s equity section changes after the October 11 treasury stock purchase, and 

prepare the revised equity section of its balance sheet at that date. 

Identifying characteristics 

of preferred stock 

(2 

Exercise 11-8 

Dividends on common 

and noncumulative 

preferred stock 

(2 

Check 4-year total paid to 

preferred, $108,000 

Exercise 11-9 

Dividends on common 

and cumulative preferred 

stock (2 

Exercise 11-10 
Recording and reporting 

treasury stock 

transactions 

Check 

Earnings, $14,000 

(1c) Dr. Retained 
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Exercise 11-11 

Preparing a statement of a, Balance of retained earnings, December 31, 2015, prior to discovery of error, $1,375,000. 

pocanadicalnings b. Cash dividends declared and paid during 2016, $43,000. 
3 c. It neglected to record 2014 depreciation expense of $55,500, which is net of $4,500 in tax benefits. 

d. The company earned $126,000 in 2016 net income. 

Prepare a 2016 statement of retained earnings for Amos Company. 

Exercise 11-12 Ecker Company reports $2,700,000 of net income for 2016 and declares $388,020 of cash dividends on 

Earnings per share its preferred stock for 2016. At the end of 2016, the company had 678,000 weighted-average shares of 

Al common stock. 

1. What amount of net income is available to common stockholders for 2016? 

Check (2) $3.41 2. What is the company’s basic EPS for 2016? 

Exercise 11-13 Kelley Company reports $960,000 of net income for 2016 and declares $120,000 of cash dividends on its 

Earnings per share preferred stock for 2016. At the end of 2016, the company had 400,000 weighted-average shares of com- 

AM mon stock. 

1. What amount of net income is available to common stockholders for 2016? 

Check (2) $2.10 2. What is the company’s basic EPS for 2016? Round your answer to the nearest whole cent. 

Exercise 11-14 Compute the price-earnings ratio for each of these four separate companies. Which stock might an analyst 

Price-earnings ratio likely investigate as being potentially undervalued by the market? Explain. 

computation and 

interpretation A 

A? @ 1 Earnings Market Value 
2 fereynnyer-lanyg per Share per Share 

3 1 $12.00 $176.40 

4 2 10.00 96.00 

5 3 7.50 93.75 

6 4 50.00 250.00 

7 

Exercise 11-15 Compute the dividend yield for each of these four separate companies. Which company’s stock would 

Dividend yield probably not be classified as an income stock? Explain. 

computation and 

interpretation A 

Al 1 Annual Cash Market Value 
2 Company Dividend per Share per Share 

3 1 $16.06 $220.00 

4 2 13.86 132.00 

5 3 3.96 72.00 

6 4 0.48 80.00 

if 

Exercise 11-16 

Book value per share 

The equity section of Cyril Corporation’s balance sheet shows the following: 

A4 y ; Preferred stock—6% cumulative, $25 par value, $30 call 

G0 price, 10,000 shares issued and outstanding.................. $ 250,000 

Common stock—$10 par value, 80,000 shares 

issied and outstanding. ¢ oo teeter eee oe ee cl 800,000 

Retainedieannings 10 Si? even eaoesee eet cece mee 535,000 

Totalistockholders equity: 2... ats ataseet soe ea ce $1,585,000 
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Determine the book value per share of the preferred and common stock under two separate situations. 

1. No preferred dividends are in arrears. 

2. Three years of preferred dividends are in arrears. 

523 

Check 

common, $16.06 per share 

(1) Book value of 

Unilever Group reports the following equity information for the years ended December 31, 2014 and 
2013 (euros in millions). 

December 31 2014 pA i) 

Shavexcapital’ 829.054. eee © 48400 -ce 454 

Share premiunie... 4.959. --. 145 138 

Othemreservessc ernsec acee ke (7,538) (6,746) 

Retained) profits... ae 20,560 20,468 

Shareholders’ equity ......... €13,651 €14,344 

1. Match each of the three account titles—share capital, share premium, and retained profit—with the 

usual account title applied under U.S. GAAP from the following options: 

a. Paid-in capital in excess of par value, common stock 

______ b. Retained earnings 

c. Common stock, par value 

2. Prepare Unilever’s journal entry, using its account titles, to record the issuance of capital stock assum- 

ing that its entire par value stock was issued on December 31, 2013, for cash. 

3. What were Unilever’s 2014 dividends assuming that only dividends and income impacted retained 

profit for 2014 and that its 2014 income totaled €5,092? 

Common stock—$25 par value, 50,000 shares authorized, 

30,000 shares issued and outstanding..............-...5- $ 750,000 

Paid-in capital in excess of par value, common stock.......... 50,000 

RetainecieannineSse ree crt etears ees ietie 340,000 

Toralstockholders: eGUItY:: tas cusps spouse crereliiste cheney a cteeen ga ete $1,140,000 

In year 2016, the following transactions affected its stockholders’ equity accounts. 

Purchased 3,000 shares of its own stock at $25 cash per share. 

Directors declared a $1.50 per share cash dividend payable on Feb. 28 to the Feb. 9 stockhold- 

ers of record. 

Jan. 72 

iii 4 

Feb. 28 Paid the dividend declared on January 7. 

July 9 Sold 1,200 of its treasury shares at $30 cash per share. 

Aug. 27 Sold 1,500 of its treasury shares at $20 cash per share. 

Sept. 9 Directors declared a $2 per share cash dividend payable on October 22 to the September 23 

stockholders of record. 

Paid the dividend declared on September 9. 

Closed the $52,000 credit balance (from net income) in the Income Summary account to 

Retained Earnings. 

Oct, 22 

Dec. 31 

Required 

1. Prepare journal entries to record each of these transactions for 2016. 

2. Prepare a statement of retained earnings for the year ended December 31, 2016. 

3. Prepare the stockholders’ equity section of the company’s balance sheet as of December 31, 2016. 

Exercise 11-17 

Accounting for equity 

under IFRS 

C3 PA 

Cash dividends, treasury 

stock, and statement of 

retained earnings 

Ci Pe ks 
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PROBLEM SETA 

Problem 11-1A 

Stockholders’ equity 

transactions and analysis 

(2 "1 @ 

Check (2) 20,000 shares 

(3) $500,000 

(4) $650,000 

Chapter 11 Reporting and Analyzing Equity 

Kinkaid Co. is incorporated at the beginning of this year and engages in a number of transactions. The 

following journal entries impacted its stockholders’ equity during its first year of operations. 

Gommion Stock, $25 Par Valuelii.. see. oe 

Paid-In Capital in Excess of 

Rar Valuie;\GommoniStock. scr s-. eiec riss 

b. Organization Expensesi. 25, aersetes semi ecian ee 

Gommon:Stock,:$25 Par: Values iva. c sis oe eeces < 

Paid-In Capital in Excess of 

Par Value; Gommon Stock: aacsc0 ee 

Building so ece2on OS sens eodic tie cue nae eee etc 

Notes Payables uci ine n cists nsrnisusea een ies 

Gommon Stock $25 ParVallies. 94-5. ae. 

Paid-In Capital in Excess of 

PariValue; GommonStockin an cactp ness 

Common Stock;$25 Par Values. 54.5 

Paid-In Capital in Excess of 

Par. Value, Gommon Stock:..% ... so. 2. ea 

Required 

1. 

2 

3 

4. 

5 

Explain the transaction(s) underlying each journal entry (a) through (d). 

. How many shares of common stock are outstanding at year-end? 

What is the total paid-in capital at year-end? 

earnings equals $695,000? 

300,000 

150,000 

43,000 

15,000 

81,500 

120,000 

. What is the amount of minimum legal capital (based on par value) at year-end? 

250,000 

50,000 

125,000 

25,000 

59,500 

50,000 

30,000 

75,000 

45,000 

. What is the book value per share of the common stock at year-end if total paid-in capital plus retained 

Problem 11-2A 

Cash dividends, treasury 

stock, and statement of 

retained earnings 

fs P2 PS 

Kohler Corporation reports the following components of stockholders’ equity on December 31, 2015: 

Common stock—$10 par value, 100,000 shares authorized, 

40;000'shares issued'and outstanding...9s.. ¢.- serene ot ee 

Paid-in capital in excess of par value, common stock.................% 

Retained*earmings 3.5. ie. vena ee eee erat 

‘Total: stockholders equity. cece stecevatme a cre eerie ei eee 

$400,000 

60,000 

270,000 

$730,000 

In year 2016, the following transactions affected its stockholders’ equity accounts. 

Jan. 1 Purchased 4,000 shares of its own stock at $20 cash per share. 

Jan. 5 Directors declared a $2 per share cash dividend payable on Feb. 28 to the Feb. 5 stockholders 
of record. 

Feb. 28 Paid the dividend declared on January 5. 

July 6 Sold 1,500 of its treasury shares at $24 cash per share. 

Aug. 22 Sold 2,500 of its treasury shares at $17 cash per share. 

Sept. 5 Directors declared a $2 per share cash dividend payable on October 28 to the September 25 
stockholders of record. 

Oct. 28 Paid the dividend declared on September 5. 

Dec. 31 Closed the $388,000 credit balance (from net income) in the Income Summary account to 

Retained Earnings. 
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Required 

1. Prepare journal entries to record each of these transactions for 2016. 

2. Prepare a statement of retained earnings for the year ended December 31, 2016. ria ie big oe 
earnings, Dec. 31, 3 

3. Prepare the stockholders’ equity section of the company’s balance sheet as of December 31, 2016. $504,500 

At September 30, the end of Beijing Company’s third quarter, the following stockholders’ equity ac- 
counts are reported. Equity analysis—journal 

entries and account 

Commonstocks Si? ipaevalliemnet eres cer oreo $360,000 elas 

Paid-in capital in excess of par value, common stock.......... 90,000 P2 

Retained tearningsnus rman tet is eerie Wikre enn 320,000 

In the fourth quarter, the following entries related to its equity are recorded: 

Octs 2 Retained) Earningss. cccels rs aes ais elena 60,000 

Common Dividend Payable................... 60,000 

Oct. 25 Common) DividendiPayablew. 2 ss ..ee aes sete 60,000 

Gashincer tee cet aetanion Chat at mura ionug isan 60,000 

Oct 3 Retained! Earningsie: ict oan eat eres ctiaratcsrtsbelaere 75,000 

Common Stock Dividend Distributable ......... 36,000 

Paid-In Capital in Excess of 

Ran Vallies@ommonsctocken marta rnees 39,000 

Nov. 5 Common Stock Dividend Distributable ............. 36,000 

Gomimon| Stocks. o2) Rar Vallee yecutenn cesses ae 36,000 

Dec. | Memo—Change the title of the Common Stock 

account to reflect the new par value of $4. 

Dec. 3] (HYSoSUIMMIN ss pense > Soon em ob eb enare sariaacs 210,000 

Retained Eating arteetaystracnccroe meres tiei ss. <aeestnesh? 210,000 

Required 

1. Explain the transaction(s) underlying each journal entry. 

2. Complete the following table showing the equity account balances at each indicated date (include the 

balances from September 30). 

Oct. 2 Oct.25 Oct.3! Nov. 5 Dec. I Dec. 31 

GOninOMscOck aan cinta ict ere Cad eee eS EE Sera hee 

Common stock dividend 

distributable wr etic titers eiecteniss ts: = = — eee —— aa 

Paid-in capital in 

excess of par, common stock........- ee, = pine aes sees een 

Retained earnings ........----.-22+05- aests tte pee) en —— = 
Check Total equity: Oct. 2, 

ity chee Ate setae rate ein pat eee poe Ss ce, eh ee hp 
Sotalrequity quer ett steam rite $ $ $ $ $ Sricicon Dea auiserorene 

The Pani mections from Atticus Group’s 2015 and 2016 year-end balance sheets follow. Problem 11-4A 
Analysis of changes in 

: stockholders’ equity 

Stockholders’ Equity (December 31, 2015) accounts 

Common stock—$4 par value, 100,000 shares eT 

authorized, 40,000 shares issued and outstanding........-...-+.. $160,000 3 

Paid-in capital in excess of par value, common SCOCKe ny re te ress 120,000 

Retained earniiesmrscrecn rs cre anserre tetera sesuerelecei ops iokercctsmuioasie ric 320,000 

Total stockholders’ equity.......--.--- sees e ee eee eee eee ees $600,000 
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Check (3) $88,800 

(4) $10 

(5) $248,000 

Chapter 11 Reporting and Analyzing Equity 

Stockholders’ Equity (December 31, 2016) 

Common stock—$4 par value, 100,000 shares, authorized, 

47,400 shares issued, 3,000 shares in treasury............--.005 $189,600 

Paid-in capital in excess of par value, common stock ............... 179,200 

Retained earnings ($30,000 restricted by treasury stock) ............ 400,000 

768,800 

Less cost-of treasuny Stockoik cman dale van nsies dcr eer ane ee (30,000) 

otal stockholders: equity... 23) aye steals ecie ter eevee eee hen $738,800 

The following transactions and events affected its equity during year 2016. 

Jan. 5 Declared a $0.50 per share cash dividend, date of record January 10. 

Mar. 20 Purchased treasury stock for cash. 

Apr. 5 Declared a $0.50 per share cash dividend, date of record April 10. 

July 5 Declared a $0.50 per share cash dividend, date of record July 10. 

July 31 Declared a 20% stock dividend when the stock’s market value was $12 per share. 

Aug. 14 Issued the stock dividend that was declared on July 31. 

Oct. 5 Declared a $0.50 per share cash dividend, date of record October 10. 

Required 

1. 

2 

3. 

4 

5 

How many common shares are outstanding on each cash dividend date? 

. What is the total dollar amount for each of the four cash dividends? 

What is the amount of the capitalization of retained earnings for the stock dividend? 

. What is the per share cost of the treasury stock purchased? 

- How much net income did the company earn during year 2016? 

Problem 11-5A 

Computation of book 

values and dividend 

allocations 

(2 A4 

Check (4) Book value of 

common, $56.25 

(5) Book value of 

common, $55.00 

(6) Dividends per 

common share, $1.00 

current balance sheet shows the following stockholders’ equity section: 

Preferred stock—5% cumulative, $____ par value, |,000 shares 

authorized issued,and outstanding... 2. nce. pe ee ee $ 50,000 

Common stock—$____par value, 4,000 shares authorized, issued, 

and:outstanding’: © e. sccn. se cme mimccn ecu cuca os etc ccs eee ee 80,000 

Retainedeannings: mm ...8 en oh re Wer auin «eens un ain oc ee 150,000 

Totalistockholders’ equity<.c7% 3c at oun ate ws ee te ee $280,000 

Required (Round per share amounts to cents.) 

1. 

2. 

3. 

4. 

5. 

6. 

What is the current market value (price) of this corporation’s common stock? 

What are the par values of the corporation’s preferred stock and its common stock? 

If no dividends are in arrears, what are the book values per share of the preferred stock and the com- 
mon stock? 

If two years’ preferred dividends are in arrears, what are the book values per share of the preferred 
stock and the common stock? 

If two years’ preferred dividends are in arrears and the preferred stock is callable at $55 per share, 
what are the book values per share of the preferred stock and the common stock? 

If two years’ preferred dividends are in arrears and the board of directors declares cash dividends of 

$11,500, what total amount will be paid to the preferred and to the common shareholders? What is the 

amount of dividends per share for the common stock? 

Analysis Component 

7. What are some factors that can contribute to a difference between the book value of common stock 

and its market value (price)? 
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® 

Weiss Company is incorporated at the beginning of this year and engages in a number of transactions. The PROBLEM SET B 

following journal entries impacted its stockholders’ equity during its first year of operations. 

Problem 11-1B 
a. CASH eg arate ache ee ene hene rhe est neh mined ee ceentk ss F 

@ommonrstock, $i Par Values. sen ne tee: an 3,000 Oe a a : : transactions and analysis 

Paid-In Capital in Excess of Par Value, ™ 

GommonrStockoew ah sera ener eee eters 117,000 (2 Pl 4) 

b. @feanization EXpenses ee. ae es ee 40,000 

Common StocdG oily Par; Valet sete cree 1,000 

Paid-In Capital in Excess of Par Value, 

GommoniStock pete tcu tectenitee terse epee 39,000 

ce (GER ie sie air oem Ne 5 me NOM aaa y ameaeere 13,300 

AccountsReceivable x5 secre ow «asia simetns ie Orie ee 8,000 

BUilcing as ceric creas ae cis ote ses eareheee cease toe 2 37,000 

Notes'Payables-... tins). ae todas octane om © 18,300 

‘Gommonistock; $i) Par: Valtieenc se. cn 800 

Paid-In Capital in Excess of Par Value, 

Gommon: Stocker areca crt cia oeen ree es 39,200 

d. Gash ee i ee ie ee te eres asa e sue eats 60,000 

Gomimon Stock, ol Par Value. sone 1,200 

Paid-In Capital in Excess of Par Value, 

Common: Stockseere acerca sere as 58,800 

Required 

1. Explain the transaction(s) underlying each journal entry (a) through (d). 

2. How many shares of common stock are outstanding at year-end? Check (2) 6,000 shares 

3. What is the amount of minimum legal capital (based on par value) at year-end? (3) $6,000 

4. What is the total paid-in capital at year-end? (4) $260,000 

5. What is the book value per share of the common stock at year-end if total paid-in capital plus retained 

earnings equals $283,000? 

Problem 11-2B 
Cash dividends, treasury 

Balthus Corp. reports the following components of stockholders’ equity on December Bile Olls: 

Common stock—$1 par value, 320,000 shares authorized, stock, and statement of 

200,000 shares issued and outstanding..............++2e eee ees $ 200,000 retained earnings 

Paid-in capital in excess of par value, common stock.............-- 1,400,000 C3. p7 4p9 

RetainediearningSs a, aster sees emetic te sire siere' eins one 2,160,000 

Motalistockholdens equity sayin sires elailie cues crete est por saya a as $3,760,000 

It completed the following transactions related to stockholders’ equity in year 2016: 

Jan. 10 Purchased 40,000 shares of its own stock at $12 cash per share. 

Mar. 2. Directors declared a $1.50 per share cash dividend payable on March 31 to the March 15 stock- 

holders of record. 

Mar. 31 Paid the dividend declared on March 2. 

Nov. 11 Sold 24,000 of its treasury shares at $13 cash per share. 

Noy. 25 Sold 16,000 of its treasury shares at $9.50 cash per share. 

Dec. | Directors declared a $2.50 per share cash dividend payable on January 2 to the December 10 

stockholders of record. 

Dec. 31 Closed the $1,072,000 credit balance (from net income) in the Income Summary account to 

Retained Earnings. 

Required 

; yee # - “a i : EGA 319) 
1. Prepare journal entries to record each of these transactions for 2016. Check. OliRetained 

2. Prepare a statement of retained earnings for the year ended December 31, 2016. earnings, Dec. 31, 2016) 

3. Prepare the stockholders’ equity section of the company’s balance sheet as of December 31, 2016. $2,476,000 
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Problem 11-3B At December 31, the end of Chilton Communication’s third quarter, the following stockholders’ equity 

Equity analysis—journal accounts are reported: 

entries and account 

balances 

P2 Gommonstock, S1O?par vale se ee aoe cane ae $ 960,000 

Paid-in capital in excess of par value, common stock.......... 384,000 

Retained:earnings.cnnsctiow coma sheien ae iGreen eels 1,600,000 

In the fourth quarter, the following entries related to its equity are recorded: 

Jan. 17 Retained Eanningsic ck ii nn colina cices oon 96,000 

Common Dividend Payable................... 96,000 

Feb. 5 Common: Dividend’ Payables. 22% soc. acc 96,000 

Gash carrot nc vl be Seana ee 96,000 

Feb. 28 RetainediEanningszic acnancn aya etner isen 252,000 

Common Stock Dividend Distributable ......... 120,000 

Paid-In Capital in Excess of Par Value, 

Common Stocks. ic ake cic ho ee ee 132,000 

Mar. 14 Common Stock Dividend Distributable ............. 120,000 

Gommon stock; $10:Par Values... . 1s o5 120,000 

Mar. 25 Memo—Change the title of the Common 

Stock account to reflect the new par value of $5. 

Mar. 31 Income:SUMMArY socax seins enscntcuismie Sees 720,000 

Retained Earmings cc... esee otc d hee eens 720,000 

Required 

1. Explain the transaction(s) underlying each journal entry. 

2. Complete the following table showing the equity account balances at each indicated date (include the 

balances from December 31). 

Jan. 17 Feb. 5 Feb. 28 Mar. 14 Mar. 25 

Common:stockeernt eee eee K Silas ah SRE Rei ee NESE ACNE cee. | BSG ha 

Common stock dividend 

distributabled.%,.c nase ak ceria: ore paces 

Paid-in capital in excess of par, 

COMMON) SOCK es ce eein Gs nck ee 

Check [otal equity: Retained earnings .. 02.6... o imagen ene « Ses as pe NB BD ei ete Sars We 

Jan. 17, $2,848,000; Mar. 31, Totaltequity.cesc os etme. ce oe moon ange Gres) AG ee A AG Rade On ROUT Ee ei. Ca ai Seine 
$3,568,000 

Problem 11-4B The equity sections from Hovo Corporation’s 2015 and 2016 balance sheets follow. 
Analysis of changes in 

stockholders’ equity 

ac cOnls Stockholders’ Equity (December 31, 2015) 
C3 P2 Pa y Common stock—$20 par value, 30,000 shares authorized, 

™ I:7,000;shares issued and outstanding. 00 2. 0.+...:-..2-: 9.5. $340,000 

Paid-in capital in excess of par value, common stock............... 60,000 

Retained) earnings. ia cca see emo iy tee aera eee eee ee 270,000 

Jotal:stockholdersvequity occ: cau ei ne te eee $670,000 
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Stockholders’ Equity (December 31, 2016) 

Common stock—$20 par value, 30,000 shares authorized, 

19,000 shares issued, 1,000 shares in treasury.................. $380,000 

Paid-in capital in excess of par value, common stock..............- 104,000 

Retained earnings ($40,000 restricted by treasury stock) ........... 295,200 

779,200 

Eessicost, of: treasury StOCK ment aet tare en oe emiun Ae cee a een as (40,000) 

‘Totalistockholderssequity <2. be sth hn ss tine es oe $739,200 

The following transactions and events affected its equity during year 2016. 

Feb. 15 Declared a $0.40 per share cash dividend, date of record five days later. 

Mar. 2 Purchased treasury stock for cash. 

May 15 Declared a $0.40 per share cash dividend, date of record five days later. 

Aug. 15 Declared a $0.40 per share cash dividend, date of record five days later. 

Oct. 4 Declared a 12.5% stock dividend when the stock’s market value is $42 per share. 

Oct. 20 Issued the stock dividend that was declared on October 4. 

Noy. 15 Declared a $0.40 per share cash dividend, date of record five days later. 

1. How many common shares are outstanding on each cash dividend date? 

2. What is the total dollar amount for each of the four cash dividends? 

3. What is the amount of the capitalization of retained earnings for the stock dividend? Check (3) $84,000 

4. What is the per share cost of the treasury stock purchased? (4) $40 

5. How much net income did the company earn during year 2016? (5) $136,000 

Soltech Company’s common stock is currently selling on a stock exchange at $90 per share, and its cur- Problem 11-5B 

rent balance sheet shows the following stockholders’ equity section. Computation of book 

values and dividend 

allocations 

Preferred stock—8% cumulative, $___ par value, 1,500 shares (2 A4 € 

authorized, issued, and Outstanding. .acac een elec $ 375,000 

Common stock—$____ par value, 18,000 shares authorized, 

bevel eines eliives on daa sooaneenpanoons Boban Noommn aS 60 6 900,000 

Retainedtearningsperss. scum ate arrette eve tere ere sncia tole) stannic 1,125,000 

otalistockoldenss equitye srr crete naire eee ee nel she erence ste detarauen- tr fayelse ryote $2,400,000 

Required (Round per share amounts to cents.) 

1. What is the current market value (price) of this corporation’s common stock? 

2. What are the par values of the corporation’s preferred stock and its common stock? 

3. If no dividends are in arrears, what are the book values per share of the preferred stock and the com- 

mon stock? 

4. If two years’ preferred dividends are in arrears, what are the book values per share of the preferred Check (4) Book value of 

stock and the common stock? 
common, $109.17 

5. If two years’ preferred dividends are in arrears and the preferred stock is callable at $280 per share, (5) Book value of 

what are the book values per share of the preferred stock and the common stock? common, $106.67 

6. If two years’ preferred dividends are in arrears and the board of directors declares cash dividends of (6) Dividends per 

$100,000, what total amount will be paid to the preferred and to the common shareholders? What is | common share, $0.56 

the amount of dividends per share for the common stock? 

Analysis Component 

7. Discuss why the book value of common stock is not always a good estimate of its market value. 
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SERIAL (This serial problem began in Chapter I and continues through most of the book. If previous chapter seg- 

PROBLEM ments were not completed, the serial problem can begin at this point. It is helpful, but not necessary, to use 

Business Solutions the Working Papers that accompany the book.) 

pi tht? 
SP 11 Santana Rey created Business Solutions on October 1, 2016. The company has been successful, 

and Santana plans to expand her business. She believes an additional $86,000 is needed and is investigat- 

ing three funding sources. 

a. Santana’s sister Cicely is willing to invest $86,000 in the business as a common shareholder. Since 

Santana currently has about $129,000 invested in the business, Cicely’s investment will mean 

that Santana will maintain about 60% ownership, and Cicely will have 40% ownership of Business 

Solutions. 

b. Santana’s uncle Marcello is willing to invest $86,000 in the business as a preferred shareholder. 

Marcello would purchase 860 shares of $100 par value, 7% preferred stock. 

c. Santana’s banker is willing to lend her $86,000 on a 7%, 10-year note payable. She would make 

payments of $1,000 per month for 10 years. 

Required 

1. Prepare the journal entry to reflect the initial $86,000 investment under each of the options (a), (b), 

and (c). 

2. Evaluate the three proposals for expansion, providing the pros and cons of each option. 

3. Which option do you recommend Santana adopt? Explain. 

GENERAL The following General Ledger assignments highlight the impact, or lack thereof, on financial state- 

Gl LEDGER ments from equity-based transactions. 

PROBLEMS GL 11-1 General Ledger assignment 11-1 is adapted from Problem 11-2A, including beginning 

equity balances. Prepare journal entries related to treasury stock, cash dividends, and net income. Then, 
Available in Connect : : é 

prepare the statement of retained earnings and the stockholders’ equity section of the balance sheet. 

comect GL 11-2 General Ledger assignment 11-2 is adapted from Problem 11-4A, including beginning 
and ending equity balances. Prepare journal entries related to cash dividends and stock dividends. 

Calculate the number of shares outstanding, the amount of net income, and the amount of retained 

earnings to be capitalized as a result of the stock dividend, if any. 

Beyond the Numbers 

REPORTING IN BTN 11-1 Refer to Apple’s financial statements in Appendix A to answer the following. 

ACTION 1. How many shares of common stock are issued and outstanding at September 27, 2014, and September 28, 
oy At NA : 2013? How do these numbers compare with the basic weighted-average common shares outstanding 

at September 27, 2014, and September 28, 2013? 

N . What is the book value of its entire common stock at September 27, 2014? 
APPLE 

3. What is the total amount of cash dividends paid to common stockholders for the years ended September 27, 

2014, and September 28, 2013? 

4. Identify and compare basic EPS amounts across fiscal years 2014, 2013, and 2012. Identify and com- 

ment on any notable changes. 

5. How many shares does Apple hold in treasury stock, if any, as of September 27, 2014, and September 28, 

2013? 

Fast Forward 

6. Access Apple’s financial statements for fiscal years ending after September 27, 2014, from its website 

(Apple.com) or the SEC’s EDGAR database (www.SEC.gov). Has the number of common shares 

outstanding increased since that date? Has the company increased the total amount of cash dividends 
paid compared to the total amount for fiscal year 2014? 
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BTN 11-2 Key comparative figures for Apple and Google follow. COMPARATIVE 

ANALYSIS 
Key Figures Apple Google Al A2 A3 AA 

Netincomen(inimillions) tenet one acts es See es $= 39510 $ 14,444 

Cash dividends declared per common share .............00000005 $ 1.82 $ — APPLE 

Common shares outstanding (in millions) ..............000--006- 5,866.161 680.172 

Weighted-average common shares outstanding (in millions)......... 6,085.572 675.935 GOOG LE 

Market valuei(phice) per-share... a ee ree te $ 100.75 $ 530.66 

Equity applicable to common shares (in millions).................. $ 111,547 $104,500 

Required 

1. Compute the book value per common share for each company using these data. 

2. Compute the basic EPS for each company using these data. 

3. Compute the dividend yield for each company using these data. Does the dividend yield of either of 

the companies characterize it as an income or growth stock? Explain. 

4. Compute, compare, and interpret the price-earnings ratio for each company using these data. 

BTN 11-3. Harriet Moore is an accountant for New World Pharmaceuticals. Her duties include tracking ETHICS 

research and development spending in the new product development division. Over the course of the patt_ CHALLENGE 

six months, Harriet has noticed that a great deal of funds have been spent on a particular project for a new (3 

drug. She hears “through the grapevine” that the company is about to patent the drug and expects it to be 

a major advance in antibiotics. Harriet believes that this new drug will greatly improve company perfor- 

mance and will cause the company’s stock to increase in value. Harriet decides to purchase shares of New 

World in order to benefit from this expected increase. 

Required 

What are Harriet’s ethical responsibilities, if any, with respect to the information she has learned through 

her duties as an accountant for New World Pharmaceuticals? What are the implications of her planned 

purchase of New World shares? 

BTN 11-4 Teams are to select an industry, and each team member is to select a different company in that COMMUNICATING 

industry. Each team member then is to acquire the selected company’s financial statements (or Form {N PRACTICE 

10-K) from the SEC site (www.SEC.gov). Use these data to identify basic EPS. Use the financial press AL AD 

(or finance.yahoo.com) to determine the market price of this stock, and then compute the price-earnings 

ratio. Communicate with teammates via a meeting, e-mail, or telephone to discuss the meaning of this 

ratio, how companies compare, and the industry norm. The team must prepare a single memorandum re- — ggings Make a slide of each 

porting the ratio for each company and identifying the team conclusions or consensus of opinion. shew eamermentowonmlclass 

memorandum is to be duplicated and distributed to the instructor and teammates. discussion 

BTN 11-5 Access the February 24, 2015, filing of the 2014 calendar-year 10-K report of McDonald’s TAKING IT TO 

(ticker MCD) from www.SEC. gov. THE NET 

Required nels ( ¢ 

4. Review McDonald’s balance sheet and identify how many classes of stock it has issued. 

2. What are the par values, number of authorized shares, and number of issued shares of the classes of 

stock you identified in part 1? 

3. Review its statement of cash flows and identify what total amount of cash it paid in 2014 to purchase 

treasury stock. 

4. What amount did McDonald’s pay out in common stock cash dividends for 2014? 
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TEAMWORK IN 
ACTION 

P3 

Hint: Instructor must be sure 

each team accurately completes 

part | before proceeding. 

Chapter 11. Reporting and Analyzing Equity 

BTN 11-6 This activity requires teamwork to reinforce understanding of accounting for treasury stock. 

1. Write a brief team statement (a) generalizing what happens to a corporation’s financial position when 

it engages in a stock “buyback” and (b) identifying reasons why a corporation would engage in this 

activity. 

2. Assume that an entity acquires 100 shares of its $100 par value common stock at a cost of $134 cash 

per share. Discuss the entry to record this acquisition. Next, assign each team member to prepare one 

of the following entries (assume each entry applies to all shares): 

a. Reissue treasury shares at cost. 

b. Reissue treasury shares at $150 per share. 

c. Reissue treasury shares at $120 per share; assume the paid-in capital account from treasury shares 

has a $1,500 balance. 

d. Reissue treasury shares at $120 per share; assume the paid-in capital account from treasury shares 

has a $1,000 balance. 

e. Reissue treasury shares at $120 per share; assume the paid-in capital account from treasury shares 

has a zero balance. 

3. In sequence, each member is to present his/her entry to the team and explain the similarities and dif- 

ferences between that entry and the previous entry. 

ENTREPRENEURIAL 

DECISION 

2k Og 

BTN 11-7 Assume that Alibaba Group decides to launch a new website to market discount bookkeep- 

ing services to consumers. This chain, named Aladin, requires $500,000 of start-up capital. The founder 

contributes $375,000 of personal assets in return for 15,000 shares of common stock, but he must raise 

another $125,000 in cash. There are two alternative plans for raising the additional cash. 

¢ Plan A is to sell 3,750 shares of common stock to one or more investors for $125,000 cash. 

¢ Plan B is to sell 1,250 shares of cumulative preferred stock to one or more investors for $125,000 cash 

(this preferred stock would have a $100 par value, an annual 8% dividend rate, and be issued at par). 

1. If the new business is expected to earn $72,000 of after-tax net income in the first year, what rate of 

return on beginning equity will the founder earn under each alternative plan? Which plan will provide 

the higher expected return? 

2. If the new business is expected to earn $16,800 of after-tax net income in the first year, what rate of 

return on beginning equity will the founder earn under each alternative plan? Which plan will provide 

the higher expected return? 

3. Analyze and interpret the differences between the results for parts | and 2. 

HITTING THE BTN 11-8 Review 30 to 60 minutes of financial news programming on television. Take notes on compa- 

ROAD nies that are catching analysts’ attention. You might hear reference to over- and undervaluation of firms 

AY AZ AB and to reports about PE ratios, dividend yields, and earnings per share. Be prepared to give a brief descrip- 
tion to the class of your observations. 

GLOBAL BTN 11-9 Financial information for Samsung (www.Samsung.com) follows (drawn from its financial 
DECISION statements and footnotes): 

Al €3 © 
ci Net income less dividends available to preferred shares (in millions) ......... ¥¥ 22,686,627 

Cash dividends declared for common stock (in millions)................05. ¥¥ 2,604,100 

S amsun g Cash dividends declared per common share sos 36.80. cic vy 20,000 

Number of common shares outstanding (in millions)*..................... 130.205 

Weighted average common shares outstanding (in millions)................ 148.177 

Equity applicable to common shares (in millions)t. 2.0.2.0... 0.02.00 ee ee ¥#167,968,721 

“Computed as 147.299 mil. issued shares less 17.095 mil. treasury shares. 

* Computed as ¥#168,088,188 total equity less ¥#119,467 preferred stock. 
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Required 

1. Compute book value per share for Samsung. 

2. Compute earnings per share (EPS) for Samsung. 

3. Compare Samsung’s dividends per share with its EPS. Is Samsung paying out a large or small amount 

of its income as dividends? Explain. 

ANSWERS TO MULTIPLE CHOICE QUIZ 

1. e; Entry to record this stock issuance is: 3. d; Preferred stock = 5,000 x $100 = $500,000 
Book value per share = ($2,000,000 — $500,000) /50,000 shares = 

$30 per common share 

4. a; $0.81/$45.00 = 1.8% 

5. c; Earnings per share = $3,500,000/700,000 shares = $5 per share; 

PE ratio = $85/$5 = 17.0 

Cash (6,000 x $8) 

Common Stock (6,000 x $5) 30,000 

Paid-In Capital in Excess of Par Value, 

Common Stock 18,000 

2. b; $75,000/19,000 shares = $3.95 per share 



CASH FLOWS 
FROM FINANCING 

P3 Three-stage process 
of analysis 

CASH FLOWS 
FROM INVESTING 

P3 Three-stage process 

CASH FLOWS 
FROM OPERATING 

P2 Indirect and direct 

BASICS OF CASH 
FLOW REPORTING 

C1 Purpose, 
measurement, and 

classification 

Noncash activities 

P1 Format and 
preparation 

methods of reporting 

Illustration of indirect 

method 

Summary of indirect 
method adjustments 

of analysis 

Analyzing noncurrent 
assets 

Analyzing other 
assets 

Analyzing noncurrent 
liabilities 

Analyzing equity 

Overall summary 
using T-accounts 

Al Analyzing cash 

Learning Objectives 

CONCEPTUAL PROCEDURAL P4 Appendix 12A—Illustrate use of a 

C1 Distinguish between operating, P1 Prepare a statement of cash flows. spreadsheet to prepare a statement of 
investing, and financing activities, and P2 Compute cearfowe rom cash flows. 

describe how noncash investing and 

financing activities are disclosed. 
P5 Appendix 12B—Compute cash flows 

from operating activities using the 

direct method. 

operating activities using the 

indirect method. 

ANALYTICAL P3 Determine cash flows from both 

A1 Analyze the statement of cash flows and investing and financing activities. 
apply the cash flow on total assets ratio. 
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Watching Amazon Flows 

SEATTLE—Market gurus warn us of compa- 

nies with losses and rising debt. One of 

those companies, however, |s 

(Amazon.com), the largest U.S. Internet re- 

tailer. Jeff Bezos, founder and CEO of Amazon, 

started the company in his garage. “The first 

initial start-up capital for Amazon.com came 

primarily from my parents, and they invested 

a large fraction of their life savings,’ recalls 

Jeff. “My dad's first question was, ‘What's 

the Internet?’ .. . He wasn't making a bet on 

this company or this concept. He was mak- 

ing a bet on his son.” 

Jeff has grown Amazon from an online 

bookstore into one of the world’s largest 

online retail stores to compete with the 

likes of and Amazon's in- 

come and liabilities for the past four years 

follow: 

($ millions) 2011 2012 2013 2014 
EEE 

631 $ (39) $ 274 $ (241) 
17,521 24,363 30,413 43,764 

Net income .. $ 

Liabilities .... 

Interestingly, while Amazon reports negative 

income and rising debt, the market sees the 

company in a positive light Financial publica- 

tions such as Forbes named Amazon the 6th 

“Most Innovative Company in the World” 

and ranked it as the 13th “World’s Most 

Valuable Brand.” The following graphic 

$90 Amazon.com, Inc. 

NASDAQ: AMZN 

$200 bil. valuation 

$89 bil. annual sales soe 

Revenue {in billions) 250 mil. product offerings 
$o t 

2011 2012 2013 2014 

depicts its rising market assessment over 

the past four years. 

Given Amazon's losses and debt levels, is 

the market failing to incorporate this? 

ls there something else that the market Is 

1g on? 

t's dig a bit deeper. Amazon's finan- 

atements reveal rising sales, nearly 

1g over the past four years. Although 

exceed sales in two of the recent 

four years, the growth In revenues foretells 

a positive future. Further, Amazon has pur 

sued sizeable investments in research and 

development—to the tune of $9 billion in 

2014 alone, which could yield large future 

focus 

payoffs. Finally, there are its cash flows, 

which are depicted here: 

($ millions) 2011 2012 2013 +2014 

Operating CF.. $ 3,903 $4,180 $5,475 $6,842 

(1,930) (3,595) (4,276) (5,065) 

(482) 2,259 (O82) eaaiao2 

Investing CF... 

Financing CF. . . 

A key here is its operating cash flows, 

which have increased 75% over the past 

four years .. . an impressive trend! In addi- 

tion, its large investing cash outflows are 

what we expect from a growth company. 

Also, its relatively small financing cash in- 

flows suggest that much of its expansion 

is self-funded (a positive finding). 

It is clear that analysis of Amazon re- 

quires examination and interpretation of its 

cash flows. Moreover, while there Is risk in 

investing in a company with high research 

and development outlays, the market often 

sees such outlays as a precursor to sales 

and income growth. While only the future 

can reveal the success or failure of such 

cash outlays, it is clear that the market utt- 

lizes cash flow numbers in predicting the fu- 

ture and for stock valuation. “We earn trust 

with customers over time,” insists Jeff. “And 

that actually does maximize free cash flow 

over the long term.” 

Sources: Amazon website, January 2016; 

GreenBiz, August 2014; Bloomberg, 

January 2013; Wall Street Journal, October 2011; 

Biography.com, January 2016; Fundable, 

June 2015; Inc.com, May 2014 
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BASICS OF CASH FLOW REPORTING | 

Point: Internal users rely on 

the statement of cash flows to 

make investing and financing 

decisions. External users rely 

on this statement to assess 

the amount and timing of a 
company’s cash flows. 

Bloomberg via Getty Images 

~~ 
Cash Equivalents 

Chapter 12 Reporting and Analyzing Cash Flows 

This section describes the basics of cash flow reporting, including its purpose, measurement, 

classification, format, and preparation. 

Purpose of the Statement of Cash Flows 

The purpose of the statement of cash flows is to report cash receipts (inflows) and cash pay- 

ments (outflows) during a period. This includes separately identifying the cash flows related to 

operating, investing, and financing activities. It is the detailed disclosure of individual sources 

and uses of cash that makes this statement useful to users. Information in this statement helps 

users answer questions such as these: 

® What explains the change in the cash balance? ® Why do income and cash flows differ? 

® Where does a company spend its cash? ® How much is paid in dividends? 

® How does a company receive its cash? @ Is there a cash shortage? 

Importance of Cash Flows 

Information about cash flows can influence decision makers in important ways. For instance, 

we look more favorably at a company that is financing its expenditures with cash from opera- 
tions than one that does it by selling its assets. Information about cash flows helps users decide 

whether a company has enough cash to pay its existing debts as they mature. It is also relied 

upon to evaluate a company’s ability to meet unexpected obligations and pursue unexpected op- 

portunities. External information users, especially, want to assess a company’s ability to take 

advantage of new business opportunities. Internal users such as managers use cash flow infor- 

mation to plan day-to-day operating activities and make long-term investment decisions. 

Macy’s striking turnaround is an example of how analysis and management of cash flows 

can lead to improved financial stability. Several years ago Macy’s obtained temporary protec- 

tion from bankruptcy. The company desperately needed to improve its cash flows, and it did so 

by engaging in aggressive cost-cutting measures. As a result, Macy’s annual cash flow rose to 

$210 million, up from a negative cash flow of $38.9 million in the prior year. Macy’s eventually 

met its financial obligations, and today its annual operating cash flow is $2,709 million. 

The case of W. 'T. Grant Co. is a classic example of the importance of cash flow information in 
predicting a company’s future performance and financial strength. Grant reported net income of 

more than $40 million per year for three consecutive years. At that same time, it was experiencing 

an alarming decrease in cash from its operations. For instance, net cash outflow was more than 

$90 million by the end of that three-year period. Grant soon went bankrupt. Users who relied 
solely on Grant’s income numbers were unpleasantly surprised. This reminds us that cash flows as 

well as income statement and balance sheet information are crucial in business decisions. 

© Decision !nsight 

Know Cash Flows “A lender must have a complete understanding of a borrower's cash flows to assess both 

the borrowing needs and repayment sources. This requires information about the major types of cash inflows and 

outflows. | have seen many companies, whose financial statements indicate good profitability, experience severe 

financial problems because the owners or managers lacked a good understanding of cash flows.’—Mary E. Garza, 

Bank of America & 

Measurement of Cash Flows 

Cash flows are defined to include both cash and cash equivalents. The statement of cash flows 

explains the difference between the beginning and ending balances of cash and cash equivalents. 

We continue to use the phrases cash flows and the statement of cash flows, but remember that 
both phrases refer to cash and cash equivalents. 

Recall that a cash equivalent must satisfy two criteria: (1) be readily convertible to a known 

amount of cash and (2) be sufficiently close to its maturity so its market value is unaffected by 

interest rate changes. In most cases, a debt security must be within three months of its maturity 
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to satisfy these criteria. Companies must disclose and follow a clear policy for determining cash 

and cash equivalents and apply it consistently from period to period. American Express, for 

example, defines its cash equivalents as including “highly liquid investments with original ma- 
turities of 90 days or less.” 

Classification of Cash Flows 

Since cash and cash equivalents are combined, the statement of cash flows does not report trans- 

actions between cash and cash equivalents, such as cash paid to purchase cash equivalents and 

cash received from selling cash equivalents. However, all other cash receipts and cash payments 

are classified and reported on the statement in one of three categories—operating, investing, or 

financing activities. Individual cash receipts and payments for each of these three categories are 

labeled to identify their originating transactions or events. A net cash inflow (source) occurs 

when the receipts in a category exceed the payments. A net cash outflow (use) occurs when the 

payments in a category exceed the receipts. 

Operating Activities Operating activities include those transactions and events that deter- 

mine net income. Examples are the production and purchase of inventory, the sale of goods and 

services to customers, and the expenditures to operate the business. Not all items in income, 

such as unusual gains and losses, are operating activities (we discuss these exceptions later). 

Exhibit 12.1 lists the more common cash inflows and outflows from operating activities. 

Cash Inflows 

From cash sales 

to customers 

Cash Outflows 

From receipt of 

~, dividend revenue 
= ‘\ 

To pay operating 

expenses 4 
Ws 

fo f 
y To buy trading 

From sale of = ‘fa bo’) Oe” securities 
trading securities O pay salaries fy A x 

AS ‘ ix pil, andwages & : A ie On a 
From collections ® sf | Le an and fines 

on credit sales y 

' & ~ To pay interest 

From receipt of £ | owed Operating 
interest revenue Activities ~ To pay suppliers for 

goods and services 

Investing Activities Investing activities generally include those transactions and events 

that affect long-term assets—namely, the purchase and sale of long-term assets. They also in- 

clude (1) the purchase and sale of short-term investments in the securities of other entities, ex- 

cept trading securities, and (2) lending and collecting money for notes receivable. Exhibit 12.2 

lists examples of cash flows from investing activities. Cash from collecting the principal 

amounts of notes that result from a loan to another party are classified as investing. However, 

the FASB requires that the collection of interest on notes be reported as an operating activity; 

also, if a note results from sales to customers, it is classified as operating. 

Cash Inflows Cash Outflows 

From selling property, 

plant, and equipment 
AA 

From selling 

intangible assets 
From collecting To buy To loan money 

i p rincipal on notes : 
Palit ~@ Pe property, plant, in return for gies 

long-term investments and equipment receivable 

From selling e To buy 

short-term investments, 
; 

short-term investments, 

except trading Investing except trading 
From selling Activities 

(discounting) of notes 

receivable 

To buy long-term 

investments 
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CI 
Distinguish between 

operating, investing, and 
financing activities, and 
describe how noncash 
investing and financing 

activities are disclosed. 

EXHIBIT 12.1 

Cash Flows from 

Operating Activities 

Point: FASB requires that 

cash dividends received and cash 

interest received be reported as 

operating activities 

EXHIBIT 12.2 

Cash Flows from Investing 

Activities 
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Point: Interest payments ona 

loan are classified as operating 

activities, but payments of loan 

principal are financing activities. 

EXHIBIT 12.3 

Cash Flows from 

Financing Activities 

EXHIBIT 12.4 

Linkage of Cash Flow 

Classifications to the 

Balance Sheet 

Chapter 12 Reporting and Analyzing Cash Flows 

Financing Activities Financing activities include those transactions and events that affect 

long-term liabilities and equity. Examples are (1) obtaining cash from issuing debt and repaying 

the amounts borrowed and (2) receiving cash from or distributing cash to owners. These activi- 

ties involve transactions with a company’s owners and creditors. They also involve borrowing 

and repaying principal amounts relating to both short- and long-term debt. GAAP requires that 

payments of interest expense be classified as operating activities. Exhibit 12.3 lists examples of 
cash flows from financing activities. 

Cash Inflows Cash Outflows 
From issuing its common 

and Ce ee stock To pay dividends 
to shareholders 

\ From reissuing 

peer SUDy pioc To pay withdrawals 
4 7 by owners 

To purchase 

From issuing its short- and 7. treasury stock 

long-term debt (notes 

payable and bonds payable) ‘, 
x = Z Te 2 : 3 : ee 

From contributions [é if Financing as EA To pay off its short- and 

by owners ; Activities long-term debt (notes payable 
a a and bonds payable) 

Link between Classification of Cash Flows and the Balance Sheet Operating, in- 

vesting, and financing activities are loosely linked to different parts of the balance sheet. 

Operating activities are affected by changes in current assets and current liabilities (and the in- 
come statement). Investing activities are affected by changes in long-term assets. Financing ac- 

tivities are affected by changes in long-term liabilities and equity. These links are depicted in 

Exhibit 12.4. Exceptions to these links are (1) current assets unrelated to operations, which are 

then treated as investing, and (2) current liabilities unrelated to operations, which are then 

treated as financing. Examples of the first exception are short-term notes receivable from non- 

customers and marketable (not trading) securities, which are considered investing transactions. 

Examples of the second exception are short-term notes payable and dividends payable, which 
are considered financing transactions. 

Assets Liabilities & Equity 

Current Operating Current 

assets cash flows liabilities 

Long-term Investing Financing -Long-teri T 

assets cash flows cash flows jilities & Ec 

Fraud 

Ly Where in the Statement Are Cash Flows? Cash flows can be delayed or accelerated 

at the end of a period to improve or reduce current period cash flows. Also, cash flows 

can be misclassified. Cash outflows reported under operating activities are interpreted as expense 

Noncash Investing and Financing 

Some important investing and financing activities do not affect cash receipts or payments. One 
example of such a transaction is the purchase of long-term assets using a long-term note payable 
(loan). This transaction involves both investing and financing activities but does not affect any 
(immediate) cash inflow or outflow, so it is not reported in any of the three sections of the 
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statement of cash flows. Such transactions are reported at the bottom of the statement of cash 

flows or in a note to the statement because of their importance and the full-disclosure principle. 

Exhibit 12.5 lists transactions commonly disclosed as noncash investing and financing activities. 

® Retirement of debt by issuing equity stock. 

® Conversion of preferred stock to common stock. 

® Lease of assets in a capital lease transaction. 

® Purchase of long-term assets by issuing a note or bond. 

@ Exchange of noncash assets for other noncash assets. 

® Purchase of noncash assets by issuing equity or debt. 

Format of the Statement of Cash Flows 

A statement of cash flows must report information about a company’s cash receipts and cash 

payments during the period. Exhibit 12.6 shows the usual format. A company must report cash 

flows from three activities: operating, investing, and financing. The statement then shows the 

net increase or decrease from those activities. Finally, it explains how transactions and events 

impact the prior period-end cash balance to produce its current period-end balance. Any non- 

cash investing and financing transactions are disclosed in a note disclosure or separate schedule. 

COMPANY NAME 

Statement of Cash Flows 

For period Ended date 

Cash flows from operating activities 

[Compute operating cash flows using indirect or direct method] 

Net cash provided (used) by operating activities..................+55. Se 

Cash flows from investing activities 

[List of individual inflows and outflows] 

Net cash provided (used) by investing activities..............---+++55. # 

Cash flows from financing activities 

[List of individual inflows and outflows] 

Net cash provided (used) by financing activities...............--+++-05 _# 

Net increase (decrease) in cash. ........-....0- eee e eee eee es $ # 

Cash (and equivalents) balance at prior period-end ............... _# 

Cash (and equivalents) balance at current period-end............. $ # 

® Decision Maker 

Entrepreneur You are considering purchasing a start-up business that recently reported a $110,000 annual net 

loss and a $225,000 annual net cash inflow. How are these results possible? i [Answers follow the chapter's Summary. ] 

Preparing the Statement of Cash Flows 

Preparing a statement of cash flows involves the following five steps, as also shown in Exhibit 12.7. 

Compute the net increase or decrease in cash. 

Compute and report the net cash provided or used by operating activities (using either the 

direct or indirect method; both are explained). 

Compute and report the net cash provided or used by investing activities. 

Compute and report the net cash provided or used by financing activities. 

Compute the net cash flow by combining net cash provided or used by operating, investing, 

and financing activities, and then prove it by adding it to the beginning cash balance to show 

that it equals the ending cash balance. 
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EXHIBIT 12.5 

Examples of Noncash 

Investing and Financing 

Activities 

PI 
Prepare a statement of 

cash flows. 

EXHIBIT 12.6 

Format of the Statement 

of Cash Flows 

Point: Positive cash flows 

for a section are titled net cash 

“provided by” or “from.” 

Negative cash flows are labeled 

as net cash “used by.” 

Point: View the change in 

cash as a target number (or 

check figure) that we will 

fully explain and prove in the 

statement of cash flows 
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EXHIBIT 12.7 Step[1] Compute net increase or Step |[2|Compute net cash from Step|[3|Compute net cash from 

Five Steps in Preparing the decrease in cash. operating activities. investing activities. 

Statement of Cash Flows . 

Step |4|Compute net cash from Step [5]Prove and report beginning 
financing activities. and ending cash balances. 

— Ig 
Computing the net increase or net decrease in cash is a simple but crucial computation. It 

equals the current period’s cash balance minus the prior period’s cash balance. This is the 

bottom-line figure for the statement of cash flows and is a check on accuracy. 

Analyzing the Cash Account A company’s cash receipts and cash payments are recorded 

in the Cash account in its general ledger. The Cash account is therefore a natural place to look 

for information about cash flows from operating, investing, and financing activities. To illus- 

trate, see the summarized Cash T-account of Genesis, Inc., in Exhibit 12.8. The Cash account 

increased $5,000, from $12,000 to $17,000. Individual cash transactions are summarized in this 

Cash account according to the major types of cash receipts and cash payments. For instance, 

only the total of cash receipts from all customers is listed. Individual cash transactions underly- 

ing these totals can number in the thousands. Accounting software is available to provide sum- 

marized cash accounts. 

EXHIBIT 1 2 8 ' Accounting System: 

File Edit Maintain Tasks Analysis Options Reports Window Help : 

Summarized Cash Account 

_ Balance, Dec. 31, 2015 

_ Receipts from customers Payments for inventory 

Receipts from asset sales Payments for wages and operating expenses 

_ Receipts from stock issuance... 15,000] Payments for interest 

Payments for taxes 

Payments for notes retirement 

Payments for dividends 

Balance, Dec. 31, 2016 

| Sales. Purchases 

The statement of cash flows summarizes and classifies the transactions that led to the $5,000 

increase in the Cash account. Preparing a statement of cash flows from Exhibit 12.8 requires 

determining whether an individual cash inflow or outflow is an operating, investing, or financ- 

ing activity, and then listing each by activity. However, preparing the statement of cash flows 

from an analysis of the summarized Cash account has two limitations. First, most companies 

have many individual cash receipts and payments, making it difficult to review them all. Ac- 

counting software minimizes this burden, but it is still a task requiring professional judgment 

for many transactions. Second, the Cash account does not usually carry an adequate description 

of each cash transaction, making assignment of all cash transactions according to activity diffi- 
cult. (We return to this approach in Exhibit 12.14.) 

Analyzing Noncash Accounts A second approach to preparing the statement of cash flows 

is analyzing noncash accounts. This approach uses the fact that when a company records cash 

inflows and outflows with debits and credits to the Cash account (see Exhibit 12.8), it also re- 

cords credits and debits in noncash accounts (reflecting double-entry accounting). Many of these 

noncash accounts are balance sheet accounts—for instance, from the sale of land for cash. Others 

are revenue and expense accounts that are closed to equity. For instance, the sale of services for 
cash yields a credit to Services Revenue that is closed to Retained Earnings for a corporation. In 
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sum, all cash transactions eventually affect noncash balance sheet accounts. Thus, we can deter- 

mine cash inflows and outflows by analyzing changes in noncash balance sheet accounts. 

Exhibit 12.9 uses the accounting equation to show the relation between the Cash account and 
the noncash balance sheet accounts. This exhibit starts with the accounting equation (at the top). 

It is then expanded in line (2) to separate cash from noncash asset accounts. To isolate cash on 
one side of the equation, line (3) shows noncash asset accounts being subtracted from both sides 

of the equation. Cash now equals the sum of the liability and equity accounts minus the noncash 

asset accounts. Line (4) points out that changes on one side of the accounting equation equal 

changes on the other side. It shows that we can explain changes in cash by analyzing changes 

in the noncash accounts consisting of liability accounts, equity accounts, and noncash asset 

accounts. By analyzing noncash balance sheet accounts and any related income statement 

accounts, we can prepare a statement of cash flows. 

(1) & Assets = Liabilities ++ Equity EXHIBIT 12.9 
Relation between Cash 

and Noncash Accounts 

(2) Cash + Noncashassets = Liabilities -++ Equity 

(3) Cash = Liabilities + Equity —  Noncash assets | : ) 3 
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Changes Changes in Information on changes in cash is obtained 

4 in cash = ~ noncash from analyzing either the Cash account ; rs 

account accounts or the noncash accounts. 

Information to Prepare the Statement Information to prepare the statement of cash 

flows usually comes from three sources: (1) comparative balance sheets, (2) the current income 

statement, and (3) additional information. Comparative balance sheets are used to compute 

changes in noncash accounts from the beginning to the end of the period. The current income 

statement is used to help compute cash flows from operating activities. Additional information 

often includes details on transactions and events that help explain both the cash flows and non- 

cash investing and financing activities. 

Classify each of the following cash flows as operating, investing, or financing activities. NFFD-TO-KNOW 12-1 

___ a. Purchase equipment for cash ____ g. Cash paid for utilities 

_____ b. Cash payment of wages ____h. Cash paid to acquire investments Classifying Cash Flows 

_____ ec. _ Issuance of stock for cash ___ i. Cash paid to retire debt C1 

____ d. Receipt of cash dividends from investments |= —— j. Cash received as interest on investments 

___ e. Cash collections from customers ____k. Cash received from selling investments 

____ f. Note payable issued for cash ____ I. Cash received from a bank loan 

Solution 

a. Investing c. Financing e. Operating —g. Operating i. Financing Kk. Investing Do More: OS 12-1, QS 12-2, 

b. Operating dd. Operating f. Financing hh. Investing j. Operating I. Financing pled 

CASH FLOWS FROM OPERATING 

Indirect and Direct Methods of Reporting 

Cash flows provided (used) by operating activities are reported in one of two ways: the direct 

method or the indirect method. These two different methods apply only to the operating ac- 

tivities section. 



542 

Financial Statements 

Operating 
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The direct method separately lists each major item of operating 

cash receipts (such as cash received from customers) and each major 

item of operating cash payments (such as cash paid for inventory). 

The cash payments are subtracted from cash receipts to determine the 

net cash provided (used) by operating activities. 
The indirect method reports net income and then adjusts it for 

items necessary to obtain net cash provided or used by operating ac- 

tivities. It does not report individual items of cash inflows and cash 

outflows from operating activities. Instead, the indirect method reports 

the necessary adjustments to reconcile net income to net cash pro- 

vided or used by operating activities. The net cash amount provided 

by operating activities is identical under both the direct and indirect 

methods. This equality always exists. The difference in these methods 

is with the computation and presentation of this amount. The FASB 

recommends the direct method, but because it is not required and the indirect method is arguably 

easier to compute, nearly all companies report operating cash flows using the indirect method. 
To illustrate, we prepare the operating activities section of the statement of cash flows for 

Genesis. Exhibit 12.10 shows the December 31, 2015 and 2016, balance sheets of Genesis along 

with its 2016 income statement. We use this information to prepare a statement of cash flows that 
EXHIBIT 12.10 

GENESIS 

Income Statement 

For Year Ended December 31, 2016 

Sales See ct ak ss neni $590,000 

Gost of soods:sold.. 22.6.6 sicrs. $300,000 

Wages and other 

Operating expenses........... 216,000 

Interest expense ............... 7,000 

Depreciation expense........... 24,000 (547,000) 

43,000 

Other gains (losses) 

Loss on sale of plant assets..... (6,000) 

Gain on retirement of notes ... 16,000 10,000 

Income before taxes ............ 53,000 

Income taxes expense .......... (15,000) 

NGtiNCOMe 3.5.0) ec io os $ 38,000 

Additional information for 2016 

a. The accounts payable balances result from inventory 

purchases. 

b. Purchased $60,000 in plant assets by issuing $60,000 of 

notes payable. 

c. Sold plant assets with a book value of $8,000 (original 

cost of $20,000 and accumulated depreciation of 

$12,000) for $2,000 cash, yielding a $6,000 loss. 

d. Received $15,000 cash from issuing 3,000 shares of 

common stock. 

e. Paid $18,000 cash to retire notes with a $34,000 book 

value, yielding a $16,000 gain. 

f. Declared and paid cash dividends of $14,000. 

explains the $5,000 increase in cash for 2016 as highlighted in its balance sheets. This $5,000 is 

computed as Cash of $17,000 at the end of 2016 minus Cash of $12,000 at the end of 2015. 

GENESIS 

Balance Sheets 

December 31, 2016 and 2015 

2016 2015 Change 

Assets 

Current assets 

GaSe eevee nee $ 17,000 $ 12,000 $5,000 Increase 

Accounts receivable ........ 60,000 40,000 20,000 Increase 

INVENCORY 3 ea ee ee 84,000 70,000 14,000 Increase 

Prepaid expenses. ........-. 6,000 4,000 2,000 Increase 

Total current assets......... 167,000 126,000 

Long-term assets 

Plant-assets «04. 220. fos 250,000 210,000 40,000 Increase 

Accumulated depreciation. . . (60,000) (48,000) 12,000 Increase 

Total assets. eee $357,000 $288,000 

Liabilities 

Current liabilities 

Accounts payable........... $ 35,000 $ 40,000 $ 5,000 Decrease 

Interest payable............ 3,000 4,000 1,000 Decrease 

Income taxes payable ....... 22,000 12,000 10,000 Increase 

Total current liabilities....... 60,000 56,000 

Long-term notes payable....... 90,000 64,000 26,000 Increase 

Total liabilities <2. onus 150,000 120,000 

Equity 

Common stock, $5 par........ 95,000 80,000 15,000 Increase 

Retained earnings ............ 112,000 88,000 24,000 Increase 

Totaliequity o. 0 sesges kk 207,000 168,000 

Total liabilities and equity ...... $357,000 $288,000 

The next section describes the indirect method. Appendix 12B describes the direct method. An instructor can 

choose to cover either one or both methods. Neither section depends on the other. If the indirect method is 
skipped, then read Appendix |2B and return to the section titled “Cash Flows from Investing.” 
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Applying the Indirect Method of Reporting 

Net income is computed using accrual accounting, which recognizes revenues when earned and 

expenses when incurred. Revenues and expenses do not necessarily reflect the receipt and pay- 

ment of cash. The indirect method of computing and reporting net cash flows from operating 

activities involves adjusting the net income figure to obtain the net cash provided or used by 

operating activities. This includes subtracting noncash increases from net income and adding 
noncash charges back to net income. ; 

To illustrate, the indirect method begins with Genesis’s net income of $38,000 and adjusts it 

to obtain net cash provided by operating activities of $20,000. Exhibit 12.11 shows the results 

of the indirect method of reporting operating cash flows, which adjusts net income for two types 

of adjustments. There are @ adjustments to income statement items that neither provide nor use 
cash and @) adjustments to reflect changes in balance sheet current assets and current liabilities 

(linked to operating activities). This section describes each of these adjustments. 

GENESIS 

Statement of Cash Flows—Operating Section under Indirect Method 

For Year Ended December 31, 2016 

Cash flows from operating activities 

INGE GC OMG es cree cee esc hencre corsets eed areaseuscst ce tau aus Wteswene altace ara wuate ees erence ee $ 38,000 

Adjustments to reconcile net income to net cash provided by operating activities 

Income statement items not affecting cash 

D Depreciatlomrex PeMmse wna ai iecs eee eee Se sertenei cielo ctretc Merle felay er ictal aie ere ston sketnen 24,000 

HHOSSfomeSal@ Of Plaine aASSCCS mare nsert sees acai cshs rome er tis ate tolcle reheat eie te aeeiec 0 tttfals ueten= 6,000 

(Gain Ommnecirement On mOteSi en. ee want ren tere tia erotccuche: sue eget siete ofevere ia (16,000) 

Changes in current assets and liabilities 

Increaseimaceounts FecelVaDIe. <<a arianirecvasPalelatcrl ere eke nehgie) cers iin as (20,000) 

PRG HEAS EIN IIVEMCORY career Petar stee oo ae arcin cucviecitants ievou- tc cact tes estar -neWeceeh aster -¥e ate e (14,000) 

Q) IncreasesiniprepaidiexpenseSn aac cruise ta. Geese one ele a ete eae (2,000) 

Decrease inraccounts payables ss asncess ssi. crise seis natn ers ens on etins (5,000) 

Decrease imiinterest payable mre amish iilseie ir ris hedge sinc ee (1,000) 

Increase inlincomme taxes payable camer arid weenie we lessee ai eee cir er 10,000 

Net cash provided by operating activities................-- 000s seer eee ees $20,000 

@ Adjustments for Income Statement Items Not Affecting Cash The income state- 

ment usually includes some expenses and losses that do not reflect cash outflows. Examples are 

depreciation, amortization, depletion, bad debts expense, loss from an asset sale, and loss from 

retirement of notes payable. When there are expenses and losses that do not reflect cash outflows, 

the indirect method for reporting operating cash flows requires the following adjustment: 

Expenses and losses with no cash outflows are added back to net income. 

To see the logic of this adjustment, recall that items such as depreciation, amortization, and de- 

pletion have no cash effect, and adding them back cancels their deductions. To see the logic for 

losses, consider that items such as a plant asset sale and a notes retirement are usually recorded 

by recognizing the cash, removing all plant asset or notes accounts, and recording any loss or 

gain. The cash received or paid is part of either investing or financing cash flows. Because no 

operating cash flow effect occurs, we add it back to net income to reverse the deduction. 

Similarly, when net income includes revenues that do not reflect cash inflows, the indirect 

method for reporting operating cash flows requires the following adjustment: 

Revenues and gains with no cash inflows are subtracted from net income. 

We apply these adjustments to the income statement items in Exhibit 12.10 that do not affect cash. 

Depreciation Depreciation expense is Genesis’s only operating item that has no effect on cash 

flows. We must add back the $24,000 depreciation expense to net income when computing cash 
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P2 
Compute cash flows from 
operating activities using 

the indirect method. 

EXHIBIT 12.11 

Operating Activities 

Section—Indirect Method 

Point: An income statement 

reports revenues, gains, 

expenses, and losses on an 

accrual basis. The statement 

of cash flows reports cash 

received and cash paid for 

operating, financing, and 

investing activities. 
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provided by operating activities. Adding it back cancels the expense. (We later explain that any 

cash outflow to acquire a plant asset is reported as an investing activity.) 

Loss on Sale of Plant Assets Genesis reports a $6,000 loss on sale of plant assets as part of 

net income. This loss is a proper deduction in computing income, but it is not part of operat- 

ing activities. Instead, a sale of plant assets is part of investing activities. Thus, the $6,000 
nonoperating loss is added back to net income (see Exhibit 12.11). Adding it back cancels the 

loss. We later explain how to report the cash inflow from the asset sale in investing activities. 

Gain on Retirement of Debt A $16,000 gain on retirement of debt is properly included in 

net income, but it is not part of operating activities. This means the $16,000 nonoperating gain 

must be subtracted from net income to obtain net cash provided by operating activities (see 

Exhibit 12.11). Subtracting it cancels the recorded gain. We later describe how to report the 

cash outflow to retire debt. 

These three adjustments to net income for “items not affecting cash” are shown as follows in 

the operating section: 

Nletiincomercnscein evo ete oc ee caw oer co ee oe er $ 38,000 

Adjustments to reconcile net income to net cash provided by operating activities 

Income statement items not affecting cash 

Depreciation expense sei oe et ea ee ee 24,000 

Loss-on:sale:of plantassets.:. crs ake kant ic ate enpann ee ea aes se 6,000 

Galion Retirement OFNOtES eee os se ete eee ee cree (16,000) 

@ Adjustments for Changes in Current Assets and Current Liabilities This sec- 

tion describes adjustments for changes in current assets and current liabilities. 

Adjustments for Changes in Current Assets Decreases in current assets require the fol- 

lowing adjustment: 

Decreases in current assets are added to net income. 

Increases in current assets require the following adjustment: 

Increases in current assets are subtracted from net income. 

Adjustments for Changes in Current Liabilities Increases in current liabilities require the 

following adjustment to net income when computing operating cash flows: 

Increases in current liabilities are added to net income. 

Conversely, when current liabilities decrease, the following adjustment is required: 

Decreases in current liabilities are subtracted from net income. 

To illustrate, we apply these adjustment rules to the three noncash current assets and three cur- 

rent liabilities in Exhibit 12.10, which are then reported as follows in the operating section: 

INGEGIGOMTE ete ce spc egies bale che ae ea omy Ic TCR SE ER Een ors cae mene $ 38,000 

Adjustments to reconcile net income to net cash provided by operating activities 

inerease.inraccounts) receivable nati. ease 2 ym ener ere oe acre (20,000) 

Increase indinVentoby:.<, cci6, tumceese aeteen acuece ce. tamer eae a eae (14,000) 

Increase: in, prepald:expensesesary wedeinion tach. oes hares rare ee (2,000) 

Decrease invaccounts payablenn! ce eee ces ventas ee ee (5,000) 

Decrease amintenest payableg se sat dss aera Gener eee ee a ae (1,000) 

Increase. iniincome taxes payable accra se: cr cn ino se eee ae ere 10,000 

Following is an explanation, including T-account analysis, for how these adjustments result in 
cash receipts and cash payments. 
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Accounts receivable. Following the rule above, the $20,000 increase in the current asset of Point: Operating activities to perating 
accounts receivable is subtracted from income. This increase implies that Genesis collects less “"° ?'“*"'Y ihe rie ay : ; Nee : ; nek mine income, which are often 
cash than is reported in sales. To see this it is helpful to use account analysis. This involves set- reflected in changes in current 
ting up a T-account and reconstructing its major entries to compute cash receipts Or payments as assets and current liabilities. 

follows. 

Accounts Receivable 

Numbers in black are Bal., Dec. 31, 2015 40,000 
taken from Exhibit 12.10. 

Sal ipts = Sa Se pel en ales 590,000 | Cash receipts 570,000 

computed (plug) figure. Bal.; Dec. 31, 2016 60,000 

We see that sales are $20,000 greater than cash receipts. This $20,000—teflected in the increase 

in Accounts Receivable—is subtracted from net income when computing cash provided by op- 

erating activities. 
Inventory. The $14,000 increase in inventory is subtracted from income. This increase im- 

plies that Genesis had greater cash purchases than cost of goods sold, as reflected in the follow- 

ing account analysis: 

Inventory 

Bal., Dec. 31, 2015 70,000 

Purchases = 314,000 Cost of goods sold 300,000 

Bal., Dec. 31, 2016 84,000 

Prepaid expenses. The $2,000 increase in prepaid expenses is subtracted from income, im- 

plying that Genesis’s cash payments exceed its recorded prepaid expenses and is reflected in the 

following T-account: 

Prepaid Expenses 

Bal., Dec. 31, 2015 4,000 

Cash payments = 218,000 | Wages and other operating exp. 216,000 

Bal., Dec. 31, 2016 6,000 

Accounts payable. The $5,000 decrease in the current liability for accounts payable is sub- 

tracted from income. This decrease implies that cash payments to suppliers exceed purchases, 

which is reflected in the following T-account: 

Accounts Payable 

Bal., Dec. 31, 2015 40,000 

Cash payments = 319,000 | Purchases 314,000 

Bal., Dec. 31, 2016 35,000 

Interest payable. The $1,000 decrease in interest payable is subtracted from income. This 

decrease indicates that cash paid for interest exceeds interest expense, which is reflected in the 

following T-account: 

Interest Payable 

Bal., Dec. 31, 2015 4,000 

Cash paid for interest = 8,000 | Interest expense 7,000 

Bal., Dec. 31, 2016 3,000 
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EXHIBIT 12.12 

Summary of Adjustments 

for Operating Activities— 

Indirect Method 

Nee 12-2 

Reporting Operating 

Cash Flows (Indirect) 

P2 
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Income taxes payable. The $10,000 increase in income taxes payable is added to income. 
This increase implies that reported income taxes exceed the cash paid for taxes, which is 

reflected in the following T-account: 

Income Taxes Payable 

Bal., Dec. 31, 2015 

Income taxes expense 

12,000 

15,000 Cash paid for taxes= 5,000 

Bal., Dec. 31, 2016 22,000 

Summary Adjustments for Operating Activities—Indirect Method 

Exhibit 12.12 summarizes the adjustments to net income when computing net cash provided or 

used by operating activities under the indirect method. 

Net Income (or Loss) 

@) Adjustments for operating items not providing or using cash 

+ Noncash expenses and losses 

Examples: Expenses for depreciation, depletion, and amortization; losses from disposal of long-term assets 

and from retirement of debt 

— Noncash revenues and gains 

Examples: Earnings from equity-method investments; gains from disposal of long-term assets and from 

retirement of debt 

@) Adjustments for changes in current assets and current liabilities 

+ Decrease in noncash current operating asset 

— Increase in noncash current operating asset 

+ Increase in current operating liability 

— Decrease in current operating liability 

Net cash provided (used) by operating activities 

™ Decision !nsight 

How Much Cash in Income? The difference between net in- 

come and operating cash flows can be large and sometimes re- 

flects on the quality of earnings. This bar chart shows the net Harley = 

income and operating cash flows of three companies. Operating 

cash flows can be either higher or lower than net income. & 

Hershey } 

\__ Net Income ' 

: LL. Operating 2 
Cash Flows | 

SS 

| 2 
Gap 

$0 $600 $1,200 $1,800 ei 
$ Millions 

A company’s current-year income statement and selected balance sheet data at December 31 of the current 

and prior years follow. Prepare the cash flows from operating activities section only of its statement of 

cash flows using the indirect method for the current year. 

Selected Balance Sheet Accounts Income Statement 

For Current Year Ended December 31 
At December 31 Current Yr Prior Yr 

Sales revenue seca ioe stevens $120 Accounts receivable......... $12 $10 

Expenses INVENGOrY. coos cee ea 6 9 

Gost of goods sold), 3.40.05.) 50 Accounts payable........... 7 1 

Depreciation expense ......... 30 Salaries payable... 2. 053.0 8 3 
Salaries expense. 2.50.05. 4... 17 Interest payable............ | 0 

Interest expense. ............. Sees 

Net incomes. 225 tic ne wees $ 20 
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Solution 

Cash Flows from Operating Activities—Indirect Method 

For Current Year Ended December 31 

Cash flows from operating activities 

INGEINCOM Grr teste errs yack eee ere yt ee ere are ae Fen ke Ose SE $20 

Adjustments to reconcile net income to net cash provided by operating activities 

Income statement items not affecting cash 

Depreciationrexpenser rcp tto ene oe oe wea ee ae rn es ea Rg $30 

Changes in current assets and current liabilities 

Increasevin accountsreceivables ernst ta he en eae ns ce, a ree, (2) 

DecheaseriminventOnyiis cc (ote in ee ek acu eee eee eae Mee 3 

Deereaseiinsaccounts payable cacicte we ean hee oak tas I ee Te (4) 

increase, inisalaries| payables. o.in. cise hs eee: pepe aon en Gate 5 

Increase: inxinterest payable sc srick Nears sia iete a rae waa he een OU pers les | 33 

INeticashy provided by operating activities o-  wayc e be ee ae ee ee rar $53 
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Do More: OS 12-3, QS 12-4, 

E 12-4, £ 12-5, E 12-6 

CASH FLOWS FROM INVESTING 
The third major step in preparing the statement of cash flows is to compute and report cash 

flows from investing activities. We normally do this by identifying changes in (1) all noncurrent 

asset accounts and (2) the current accounts for both notes receivable and investments in securi- 

ties (excluding trading securities). We then analyze changes in these accounts to determine their 

effect, if any, on cash and report the cash flow effects in the investing activities section of the 

statement of cash flows. Reporting of investing activities is identical under the direct 

method and indirect method. 

Three-Stage Process of Analysis 

Information to compute cash flows from investing activities is usually taken from beginning 

and ending balance sheets and the income statement. We use a three-stage process to deter- 

mine cash provided or used by investing activities: (1) identify changes in investing-related 

accounts, (2) explain these changes using reconstruction analysis, and (3) report their cash 

flow effects. 

Analyzing Noncurrent Assets 

Information about the Genesis transactions provided earlier reveals that the company both pur- 

chased and sold plant assets during the period. Both transactions are investing activities and are 

analyzed for their cash flow effects in this section. 

Plant Asset Transactions The first stage in analyzing the Plant Assets account and its 

related Accumulated Depreciation account is to identify any changes in these accounts from 

comparative balance sheets in Exhibit 12.10. This analysis reveals a $40,000 increase in plant 

assets from $210,000 to $250,000 and a $12,000 increase in accumulated depreciation from 

$48,000 to $60,000. 

The second stage is to explain these changes. Items b and c of the additional information in 

Exhibit 12.10 affect plant assets. Recall that the Plant Assets account is affected by both asset 

purchases and sales; its Accumulated Depreciation account is normally increased from depre- 

ciation and decreased from the removal of accumulated depreciation in asset sales. To explain 

changes in these accounts and to identify their cash flow effects, we prepare reconstructed 

entries from prior transactions; they are not the actual entries by the preparer. 

P3 
Determine cash flows 
from both investing and 
financing activities. 

Point: Investing activities 

include (1) purchasing and sell- 

ing long-term assets, (2) lending 

and collecting on notes receiv- 

able, and (3) purchasing and 

selling short-term investments 

other than cash equivalents and 

trading securities 

Point: Financing and 

investing info are available in 

ledger accounts to help 

explain changes in comparative 

balance sheets. Post references 

lead to relevant entries and 

explanations 
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Point: T-account analysis 

helps to reconstruct accounts 

and amounts. 

Example: If a plant asset 

costing $40,000 with $37,000 

of accumulated depreciation 

is sold at a $1,000 loss, what 

is the cash flow? What is the 

cash flow if this asset is sold 

at a gain of $3,000? 

Answers: +$2,000; +$6,000. 
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To illustrate, item b reports that Genesis purchased plant assets of $60,000 by issuing $60,000 

in notes payable to the seller. The reconstructed entry for analysis of item b follows. 

Reconstruction: Plant Assets .2. 2.25 06. oc cece c ee dete ees 60,000 

Notes Payable: nin tba oie ec mes eo 60,000 

Next, item c reports that Genesis sold plant assets costing $20,000 (with $12,000 of accumu- 

lated depreciation) for $2,000 cash, resulting in a $6,000 loss. The reconstructed entry for anal- 

ysis of item c follows. 

Reconstruction Cash... ieee tem esge wns vam ae’ 2,000 

Accumulated Depreciation ..........-....5....... 12,000 

Loss on Sale of Plant Assets: 20 0)cck sn eee 6,000 

Plate Assets cS eee ae eee 20,000 

We also reconstruct the entry for Depreciation Expense from the income statement. Deprecia- 

tion expense results in no cash flow effect. 

Reconstruction Depreciation Expense .....................0.005- 24,000 

Accumulated Depreciation ................... 24,000 

These three reconstructed entries are reflected in the following plant asset and related T-accounts. 

Plant Assets Accumulated Depreciation—Plant Assets 

Bal., Dec. 31,2015 48,000 

Depr. expense 24,000 

Bal., Dec. 31,2015 210,000 

Purchase 60,000 Sale 20,000 Sale 12,000 

Bal., Dec. 31,2016 60,000 250,000 Bal., Dec. 31, 2016 

This reconstruction analysis is complete in that the change in plant assets from $210,000 to 

$250,000 is fully explained by the $60,000 purchase and the $20,000 sale. Also, the change in 
accumulated depreciation from $48,000 to $60,000 is fully explained by depreciation expense 

of $24,000 and the removal of $12,000 in accumulated depreciation from the asset sale. 

The third stage in analyzing the Plant Assets account looks back at the reconstructed entries 

to identify any cash flows. The identified cash flow effect is reported in the investing section of 
the statement as follows: 

Cash flows from investing activities 

Cash received from sale of plant assets ............... $2,000 

The $60,000 purchase described in item b and financed by issuing notes is a noncash investing 

and financing activity. It is reported in a note or in a separate schedule to the statement as follows: 

Noncash investing and financing activity 

Purchased plant assets with issuance of notes.......... $60,000 

Analyzing Additional Assets 

Genesis did not have any additional noncurrent assets (or nonoperating current assets) and, 

therefore, we have no additional investing transactions to analyze. If other investing assets did 

exist, we would identify and report the investing cash flows using the same three-stage process 
illustrated for plant assets. 
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Use the following information to determine this company’s cash flows from investing activities. 
a. A factory with a book value of $100 and an original cost of $800 was sold at a loss of $10. 

b. Paid $70 cash for new equipment. 

c. Long-term stock investments were sold for $20 cash, yielding a loss of $4. 

d. Sold land costing $175 for $160 cash, yielding a loss of $15. 

Solution 

Cash flows from investing activities 

Cashireceived fromisale of factory* 44.4 sae $ 90 

ashipaidwonnew-equipmnent. 0-89... ee (70) 

Cash received from sale of long-term investments ........ 20 

Gashieceiveditnom salerof land’ 7. sament atc. rises _ 160 

Net cash provided by investing activities ................ $200 

* Cash received from sale of factory = Book value — Loss = $100 — $10 = $90 

CASH FLOWS FROM FINANCING 
The fourth major step in preparing the statement of cash flows is to compute and report cash 

flows from financing activities. We normally do this by identifying changes in all noncurrent 

liability accounts (including the current portion of any notes and bonds) and the equity accounts. 

These accounts include long-term debt, notes payable, bonds payable, common stock, and 

retained earnings. Changes in these accounts are then analyzed using available information to 

determine their effect, if any, on cash. Results are reported in the financing activities section of 

the statement. Reporting of financing activities is identical under the direct method and 

indirect method. 

Three-Stage Process of Analysis 

We again use a three-stage process to determine cash provided or used by financing activities: 

(1) identify changes in financing-related accounts, (2) explain these changes using reconstruc- 

tion analysis, and (3) report their cash flow effects. 

Analyzing Noncurrent Liabilities 

Information about Genesis provided earlier reveals two transactions involving noncurrent liabil- 

ities. We analyzed one of those, the $60,000 issuance of notes payable to purchase plant assets. 

This transaction is reported as a significant noncash investing and financing activity in a foot- 

note or a separate schedule to the statement of cash flows. The other remaining transaction 

involving noncurrent liabilities is the cash retirement of notes payable. 

Notes Payable Transactions The first stage in analysis of notes is to review the compara- 

tive balance sheets from Exhibit 12.10. This analysis reveals an increase in notes payable from 

$64,000 to $90,000. 

The second stage explains this change. Item e of the additional information in Exhibit 12.10 

reports that notes with a carrying value of $34,000 are retired for $18,000 cash, resulting in a 

$16,000 gain. The reconstructed entry for analysis of item e follows: 

Reconstruction Notes Payable............. 00. c eee eee eee eee eee 34,000 

16,000 

18,000 

Gain on retirement of debt 
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NTU Ue 12-3 

Reporting Investing 

Cash Flows 

P3 

Do More: QS 12-5, QS 12-6, 

QS 12-8, E 12-7 

Point: Financing activities 

generally refer to changes in 

the noncurrent liability and the 

equity accounts. Examples are 

(1) receiving cash from issuing 

debt or repaying amounts bor- 

rowed and (2) receiving cash 

from or distributing cash to 

owners 



550 Chapter 12 Reporting and Analyzing Cash Flows 

This entry reveals an $18,000 cash outflow for retirement of notes and a $16,000 gain from 

comparing the notes payable carrying value to the cash received. This gain does not reflect any 

cash inflow or outflow. Also, item b of the additional information reports that Genesis pur- 
chased plant assets costing $60,000 by issuing $60,000 in notes payable to the seller. We recon- 

structed this entry when analyzing investing activities: It showed a $60,000 increase to notes 

payable that is reported as a noncash investing and financing transaction. The Notes Payable 

account is explained by these reconstructed entries as follows: 

Notes Payable 

Bal., Dec. 31, 2015 64,000 

Retired notes 34,000 Issued notes 60,000 

Bal., Dec. 31, 2016 90,000 

The third stage is to report the cash flow effect of the notes retirement in the financing section 

of the statement as follows: 

Cash flows from financing activities 

Gashipaid to-retire notes. 22.242 ss kehace tea $(18,000) 

Analyzing Equity 

The Genesis information reveals two transactions involving equity accounts. The first is the 
issuance of common stock for cash. The second is the declaration and payment of cash divi- 

dends. We analyze both. 

Common StockTransactions The first stage in analyzing common stock is to review the 

comparative balance sheets from Exhibit 12.10, which reveal an increase in common stock from 

$80,000 to $95,000. 
The second stage explains this change. Item d of the additional information in Exhibit 12.10 

reports that 3,000 shares of common stock are issued at par for $5 per share. The reconstructed 

entry for analysis of item d follows: 

Reconscruction Cash. o.oo ee oad on ee Da oan Ov Cae 15,000 

CommoniStocdk sas hee ees 15,000 

This entry reveals a $15,000 cash inflow from stock issuance and is reflected in (and explains) 

the Common Stock account as follows: 

Common Stock 

Bal., Dec. 31, 2015 80,000 

Issued stock 15,000 

Bal., Dec. 31, 2016 95,000 

The third stage discloses the cash flow effect from stock issuance in the financing section of the 

statement as follows: 

Cash flows from financing activities 

Cash received from issuing stock ............. $15,000 

Retained Earnings Transactions The first stage in analyzing the Retained Earnings 

account is to review the comparative balance sheets from Exhibit 12.10. This reveals an increase 

in retained earnings from $88,000 to $112,000. 



Chapter 12 Reporting and Analyzing Cash Flows 

The second stage explains this change. Item f of the additional information in Exhibit 12.10 
reports that cash dividends of $14,000 are paid. The reconstructed entry follows: 

Reconstruction. Retained Earnings...... 0.0.0.6... .0 0c. e eee e ee eeees 14,000 

Casita fe ae eee ee as 14,000 

This entry reveals a $14,000 cash outflow for cash dividends. Also see that the Retained Earnings 
account 1s impacted by net income of $38,000. (Net income was analyzed under the operating 

section of the statement of cash flows.) The reconstructed Retained Earnings account follows: 

Retained Earnings 

Bal., Dec. 31, 2015 88,000 

Cash dividend 14,000 | Net income 38,000 

Bal., Dec. 31, 2016 112,000 

The third stage reports the cash flow effect from the cash dividend in the financing section of 

the statement as follows: 

Cash flows from financing activities 

Gashipaidifonidividends:. ac nt soe re $(14,000) 

We now have identified and explained all of the Genesis cash inflows and cash outflows and one 

noncash investing and financing transaction. 

Proving Cash Balances 

The fifth and final step in preparing the statement is to report the beginning and ending cash 

balances and prove that the net change in cash is explained by operating, investing, and financ- 

ing cash flows. This step is shown here for Genesis. 

Net cash provided by operating activities ......... $ 20,000 

Net cash provided by investing activities .......... 2,000 

Net cash used in financing activities .............. (17,000) 

Netinerease:in: Cashin 6 ..c ccc crn sees nee $ 5,000 

Cash balancevat. 2015 year-end 2 ..... a -106 2 oe caer 12,000 

Cash balance at 2016 year-end .................. $ 17,000 

The preceding table shows that the $5,000 net increase in cash, from $12,000 at the beginning 

of the period to $17,000 at the end, is reconciled by net cash flows from operating ($20,000 

inflow), investing ($2,000 inflow), and financing ($17,000 outflow) activities. This 1s formally 

reported at the bottom of the complete statement of cash flows as shown in Exhibit 12.13. 

@ Decision Maker « £7 

Reporter Management is in labor contract negotiations and grants you an interview. It highlights a recent 

$600,000 net loss that involves a $930,000 extraordinary loss and a total net cash outflow of $550,000 (which 

includes net cash outflows of $850,000 for investing activities and $350,000 for financing activities). What is your 

assessment of this company? MM [Answers follow the chapter's Summary.] 
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Point: Financing activities 

not affecting cash flow include 

declaration of a cash dividend, 

declaration of a stock dividend, 

issuance of a stock dividend, 

and a stock split. 

Global: There are no 

requirements to separate 

domestic and international 

cash flows, leading some users 

to ask, “Where in the world is 

cash flow?” 
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EXHIBIT 12.13 

Complete Statement of 

Cash Flows—Indirect 

Method 

Point: Refer to Exhibit 12.10 

and identify the $5,000 change 

in cash. This change is what 

the statement of cash flows 

explains; it serves as a check 

Point: The statement of 

cash flows is usually the last 

of the four required financial 

statements to be prepared 

Neer 12-4 

Reporting Financing 

Cash Flows 

P3 

Do More: OS 12-9, QS 12-10, 

QS 12-13, E 12-8 

OVERALL SUMMARY USING T-ACCOUNTS 
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GENESIS 

Statement of Cash Flows 

For Year Ended December 31, 2016 

Cash flows from operating activities 

INGtIncome:: so oe cee ce ene ker a lenee eeetmnin ce sos pnete hae Pare we coment $ 38,000 

Adjustments to reconcile net income to net cash provided by operating activities 

Income statement items not affecting cash 

Depreciation expenses < sicwsttanciractemstae simon atewtcasdmelpie Mircete slotercer ieeuameca ates 24,000 

Loss onsale, of plantvassets).05 cm Meiers nae eh conn eric oiniensmre Se abe rruete 6,000 

Gain on retirement Of notes! c2qs 2 acct sick cin names seme ees oe tevens eeaiopan (16,000) 

Changes in current assets and liabilities 

Increase inaccountss receivable. his cee es cues ares 6 Gee eens eee (20,000) 

IMEFEASE IN INVENEORY Shc eee ee ca ee nies ce erences carers we serene (14,000) 

Increasesih prepaid ExXpensese.c25 tania cys cree ee ei ee et (2,000) 

Decrease imaccounts/payablenes ee ee tee eer, (5,000) 

Decrease in interest payable si..0.. sige ia eee eo ae ae re ae eee (1,000) 

Increase in: incometaxes payable. 5... eee ee ec ee ees ee ae 10,000 

Net cash provided by operating activities «scar teens ee oes eee $20,000 

Cash flows from investing activities 

Gash received from-saletof.plant.assets: 3. 25 a en a ee ae 2,000 

Nee cashiprovided byinvesting activities = .. = 2.2 ae sce ce ee ee ee 2,000 

Cash flows from financing activities 

Gash received trom issuing StOCK?.. 7 096) cro een rn ee one tee 15,000 

Cash paid to retire Hotes) oars ce cee a otnes | winners ete (18,000) 

Gash: paid for dividendse: 0. Soccer cre toc arnt corre ecko ty cele to eae ine ae sree easels (14,000) 

Net cashwused:in financing activities: 5.7 bo Gut sioscin oe ances tee owe ieesisss cress iscets (17,000) 

Netincrease in:cashs 40.25 csr avec ee cee eis ey pee args Ao dee sles eleueuers $ 5,000 

Gash balancesat prioryvearcemd icc set ser coe sete esse si cin aay isn eae rene acetie ote 12,000 

Gash balance atcurtent yearend “ajs) cise oe ebay csr rots eee scr Career ato va $17,000 

Use the following information to determine this company’s cash flows from financing activities. 

a. Issued common stock for $40 cash. 

b. Paid $70 cash to retire a note payable at its $70 maturity value. 

c. Paid cash dividend of $15. 

d. Paid $5 cash to acquire its treasury stock. 

Solution 

Cash flows from financing activities 

Cash received from issuance of common stock........... $ 40 

Cash paid to settle note payable....................... (70) 

Cashipaid for dividend: 20.5. os ta iesisigeaaire ee acres (15) 

Cash paid to acquire treasury stock.................... (5) 

Net cash used by financing activities ................... $(50) 

A statement of cash flows is prepared by analyzing changes in noncash balance sheet accounts. 

Exhibit 12.14 uses T-accounts to summarize how changes in Genesis’s noncash balance sheet 

accounts affect its cash inflows and outflows (dollar amounts in thousands). The top of the 

exhibit shows the company’s Cash T-account, and the lower part shows T-accounts for its 
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remaining balance sheet accounts. We see that the $20,000 net cash provided by operating 

activities and the $5,000 net increase in cash shown in the Cash T-account agree with the same 
figures in the statement of cash flows in Exhibit 12.13. 

We explain Exhibit 12.14 in five parts (amounts in $ thousands): 

a. Entry (1) records $38 net income in the credit side of the Retained Earnings account and the 

debit side of the Cash account. This $38 net income in the Cash T-account is adjusted until it 

reflects the $5 net increase in cash. 

b. Entries (2) through (4) add the $24 depreciation and $6 loss on asset sale to net income, and 

subtract the $16 gain on retirement of notes. 

c. Entries (5) through (10) adjust net income for changes in current asset and current liability 

accounts. 

d. Entry (11) records the noncash investing and financing transaction involving a $60 purchase 

of assets by issuing $60 of notes. EXHIBIT 12.14 

e. Entries (12) and (13) record the $15 stock issuance and the $14 dividend. Balance sheet Accounts 
to Explain the Change in 

Cash ($ thousands) 

Cash 

(1) Net income 

(2) Depreciation 240 (4) Gain on retirement of notes 16 

(3) Loss on sale of piant assets 6 

(10) Increase in income taxes payable 10 al (5) Increase in accounts receivable 20 

(6) Increase in inventory 14 

(7) Increase in prepaid expanse 

(8) Decrease in accounts payable 5 

(9) Decrease in interest payable | 

Net cash provided by operating activities 20 

(3) Cash received from sale of plant assets 2 | (4) Cash paid to retire notes 

(13) Cash paid for dividends (12) Cash received from issuing stock 

Data to prepare 

statement of 

cash flows 
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Net increase in cash 5 

Accounts Receivable Inventory Prepaid Expenses Plant Assets 

Beg. 40 Beg. 70 Beg. 4 Beg. 210 

(5) 20 (6) 14 (7) 2) (3) 20 

(11) 60 

End. 60 End. 84 End. 6 End. 250 

Accumulated Depreciation Accounts Payable Interest Payable Income Taxes Payable 

| 

Beg. 48 Beg. 40 Beg. 4 Beg. 12 

(3) 12 | (2) 24 (8) 5 (9) | (10) 10 

End. 60 End. 35 End. 3 End. 22 

Long-Term Notes Payable Common Stock Retained Earnings 

Beg. 64 Beg. 80 Beg. 88 

(4) 34 
(1) 38 

(11) 60 (12) 15 (13) 14 

End. 90 End. 95 End. 112 
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Samsung 

=) GLOBAL VIEW 

Chapter 12 Reporting and Analyzing Cash Flows 

The statement of cash flows, which explains changes in cash (including cash equivalents) from period to 

period, is required under both U.S. GAAP and IFRS. This section discusses similarities and differences 

between U.S. GAAP and IFRS in reporting that statement. 

Reporting Cash Flows from Operating Both U.S. GAAP and IFRS permit the reporting of 
cash flows from operating activities using either the direct or indirect method. Basic requirements under- 

lying the application of both methods are fairly consistent across U.S. GAAP and IFRS. Appendix A 

shows that Samsung reports its cash flows from operating activities using the indirect method, and in a 

manner similar to that explained in this chapter. Further, the definition of cash and cash equivalents is 

roughly similar for U.S. GAAP and IFRS. 
There are some differences between U.S. GAAP and IFRS in reporting operating cash flows. We men- 

tion two of the more notable. First, U.S. GAAP requires that cash inflows from interest revenue and divi- 

dend revenue be classified as operating, whereas IFRS permits classification under operating or investing 

provided that this classification is consistently applied. Samsung reports its cash from interest received 

under operating, consistent with U.S. GAAP (no mention is made of any dividends received). Second, 

U.S. GAAP requires cash outflows for interest expense be classified as operating, whereas IFRS again 

permits classification under operating or financing provided that it is consistently applied. (Some believe 

that interest payments, like dividend payments, are better classified as financing because they represent 

payments to financiers.) Samsung reports cash outflows for interest under operating, which is consistent 

with U.S. GAAP and acceptable under IFRS. 

Reporting Cash Flows from Investing and Financing U.S. GAAP and IFRS are broadly 
similar in computing and classifying cash flows from investing and financing activities. A quick review of 

these two sections for Samsung’s statement of cash flows shows a structure similar to that explained in 

this chapter. One notable exception is that U.S. GAAP requires that cash outflows for income tax be clas- 

sified as operating, whereas IFRS permits the splitting of those cash flows among operating, investing, 

and financing depending on the sources of that tax. Samsung reports its cash outflows for income tax 

under operating, which is similar to U.S. GAAP. 

Sustainability and Accounting Amazon.com seeks to reduce its environmental impact through a 
number of sustainability initiatives. One is frustration-free packaging. This multiyear initiative is “designed 

to make it easier for customers to liberate products from their pack- 

ages.” Not only does this initiative lead to higher customer satisfaction, 

it also reduces waste and the use of plastic. According to Amazon’s 

website, the frustration-free packaging is “100% recyclable” and elimi- 

nates “hard plastic clamshell cases and plastic-coated ties.” Moreover, 

Amazon’s packaging is made up of “50% recycled content.” Since the 

program’s launch, over 2,000 brands such as Fisher-Price, Garmin, and 

SanDisk have partnered with Amazon in its sustainability initiatives. 

Amazon also supports charitable and nonprofit organizations. 

Amazon has a program called AmazonSmile. According to its web- 

site, “AmazonSmile is a simple and automatic way for you to support 

your favorite charitable organization every time you shop, at no cost 

to you.” AmazonSmile donates 0.5% of the purchase price of certain 

products to the charity or nonprofit organization of your choice. 
Programs such as the American Red Cross and Doctors Without 
Borders receive thousands in additional donations from AmazonSmile. 

Al 
Analyze the statement of 
cash flows and apply the 
cash flow on total assets 
ratio. 

Analyzing Cash Sources and Uses 
Most managers stress the importance of understanding and predicting cash flows for business decisions. 
Creditors evaluate a company’s ability to generate cash before deciding whether to lend money. Investors 
also assess cash inflows and outflows before buying and selling stock. Information in the statement of 
cash flows helps address these and other questions such as (1) How much cash is generated from or used 
in operations? (2) What expenditures are made with cash from operations? (3) What is the source of cash 
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for debt payments? (4) What is the source of cash for distributions to owners? (5) How is the increase in 

investing activities financed? (6) What is the source of cash for new plant assets? (7) Why is cash flow 

from operations different from income? (8) How is cash from financing used? 

To effectively answer these questions, it is important to separately analyze investing, financing, and 

operating activities. To illustrate, consider data from three different companies in Exhibit 12.15. These 

companies operate in the same industry and have been in business for several years. 

$ thousands BMX ATV Trex 

Cash provided (used) by operating activities ......... $90,000 $40,000 $(24,000) 

Cash provided (used) by investing activities 

Proceeds from sale of plant assets............... 26,000 

Raualekea ee spareine ole euerenerstea es (48,000) (25,000) 

Cash provided (used) by financing activities 

Purchase of plant assets 

Proceeds from issuance of debt................. 13,000 

Repayment of. debt rate aceite ramen encuaess (27,000) 

Net increase (decrease) in cash .................-- $15,000 $15,000 $ 15,000 

Each company generates an identical $15,000 net increase in cash, but its sources and uses of cash flows are 

very different. BMX’s operating activities provide net cash flows of $90,000, allowing it to purchase plant 

assets of $48,000 and repay $27,000 of its debt. ATV’s operating activities provide $40,000 of cash flows, 

limiting its purchase of plant assets to $25,000. Trex’s $15,000 net cash increase is due to selling plant assets 

and incurring additional debt. Its operating activities yield a net cash outflow of $24,000. Overall, analysis of 

these cash flows reveals that BMX is more capable of generating future cash flows than is ATV or Trex. 

@ Decision Insight 

Free Cash Flows Many investors use cash flows to value company stock. However, cash-based valuation 

models often yield different stock values due to differences in measurement of cash flows. Most models require 

cash flows that are “free” for distribution to shareholders. These free cash flows are defined as cash flows avail- 

able to shareholders after operating asset reinvestments and debt payments. Knowledge of the statement of 

cash flows is key to proper computation of free cash flows. A company’s growth and financial flexibility depend 

on adequate free cash flows. @ 

Cash Flow on Total Assets 

Cash flow information has limitations, but it can help measure a company’s ability to meet its obligations, 

pay dividends, expand operations, and obtain financing. Users often compute and analyze a cash-based 

ratio similar to return on total assets except that its numerator is net cash flows from operating activities. 

The cash flow on total assets ratio is shown in Exhibit 12.16. 

Cash flow from operations 
Cash flow on total assets = 
Se Average total assets 

This ratio reflects actual cash flows and is not affected by accounting income recognition and measure- 

ment. It can help business decision makers estimate the amount and timing of cash flows when planning 

and analyzing operating activities. 

To illustrate, the 2015 cash flow on total assets ratio for Nike is 23.3%—see Exhibit 12.17. Is a 23.3% 

ratio good or bad? To answer this question, we compare this ratio with the ratios of prior years (we could 

also compare its ratio with those of its competitors and the market). Nike’s cash flow on total assets ratio 

- Cash Flow on Return on 

Total Assets Total Assets 

20 Stree cuct 23.3% 16.3% 

DONA Rs eee. 16.6 14.9 

20 Biers oe 18.3 15.0 

DOWD earrcere cry Des 14.6 

OO eat rencecene 12.3 14.5 

555 

EXHIBIT 12.15 

Cash Flows of Competing 

Companies 

Point: CFO (Cash flow from 

operations) 

Less: Capital Expenditures 

Less: Debt Repayments 

= FCF (free cash flows) 

EXHIBIT 12.16 

Cash Flow on Total Assets 

EXHIBIT 12.17 

Nike’s Cash Flow on Total 

Assets 
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Point: Cash flow ratios are 

often used by financial analysts. 

Point: The following ratio 

helps assess whether operating 

cash flow is adequate to meet 

long-term obligations: 

Cash coverage of debt = 

Cash flow from operations + 

Noncurrent liabilities. 

A low ratio suggests a higher 

risk of insolvency; a high ratio 

suggests a greater ability to 

meet long-term obligations. 

Nee CU 12-6 

COMPREHENSIVE 
Preparing Statement of 

Cash Flows—Indirect 

and Direct Methods 

Cost of goods sold ... 

Depreciation expense 

Other gains (losses) 

Income before taxes .. 

Income taxes expense 

Netincome .......2. 

Chapter 12 Reporting and Analyzing Cash Flows 

for several prior years is in the second (middle) column of Exhibit 12.17. Results show that its 23.3% re- 

turn is its highest return over the past five years. 
As an indicator of earnings quality, some analysts compare the cash flow on total assets ratio to the 

return on total assets ratio. Nike’s return on total assets is provided in the third column of Exhibit 12.17. 
Nike’s cash flow on total assets ratio exceeds its return on total assets in three of the past five years, lead- 

ing some analysts to infer that Nike’s earnings quality is not as good for that period because much of its 

earnings are not being realized in the form of cash. 

© Decision | sigh 

Cash Flow Ratios Analysts use various other cash-based ratios, including the following two: 

Operating cash flow 
Cash f th = (1) Bele CON er age CF Et OW Cash outflow for plant assets 

where a low ratio (less than 1) implies cash inadequacy to meet asset growth, whereas a high ratio implies cash 

adequacy for asset growth. 

Operating cash flow 
O ti h flow to sales = (2) perating cash flow to sales Nereniee 

When this ratio substantially and consistently differs from the operating income to net sales ratio, the risk of 

accounting improprieties increases. 

Comparative balance sheets, income statement, and additional information follow. 

UMA COMPANY 

Balance Sheets 

December 31, 2016 and 2015 

2016 2015 

Assets 

Gash Sac cis ae es Meee oe $ 43,050 $ 23,925 

Accounts receivable... 23.6.6. tuk. 34,125 39,825 

INVENGORY ear nee Ws Sena ny 156,000 146,475 

Prepaid expenses: 00. ss es 3,600 1,650 

Total currentiassets never ee oe: 236,775 211,875 

UMA COMPANY Equipmentyc isco. 2 os a eee 135,825 146,700 

jacome Sistem Accum. depreciation—Equipment........ (61,950) (47,550) 
For Year Ended December 31, 2016 RES <a 

: Totaliassets sane ene eens $310,650 $311,025 

oe ac ares $446,100 Liabilities 

Br eens $222,300 Accounts payable: 3. ose. asc aes $ 28,800 $ 33,750 

Other operating expenses ...... 120,300 Income taxes payable ................. 5,100 4,425 

SE eanennape 25,500 (368,100) Dividends payables oie dos 0 4,500 

78,000 Total-cuirent liabilities; 40.5 es 33,900 42,675 

Bonds payables vic t dake Gunes es oy, 0 37,500 

Loss on sale of equipment..... 3,300 Total liabilities: gos ors eee aes 33,900 80,175 

Loss on retirement of bonds... 825 (4,125) Equity 

Ee Sent 73,875 Commonistock; $Oipar va so. es 168,750 168,750 

see rete Das (13,725) Retained earnings: ccc cuore ck ous 108,000 62,100 

Stee A er $ 60,150 Total liabilities and equity .............. $310,650 $311,025 

Additional Information 

a. Equipment costing $21,375 with accumulated depreciation of $11,100 is sold for cash. 
b. Equipment purchases are for cash. 

Accumulated Depreciation is affected by depreciation expense and the sale of equipment. 
. The balance of Retained Earnings is affected by dividend declarations and net income. 
. All sales are made on credit. 

. All inventory purchases are on credit. 

- Accounts Payable balances result from inventory purchases. 

. Prepaid expenses relate to “other operating expenses.” se no ao 
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Required 

1. Prepare a statement of cash flows using the indirect method for year 2016. 

28 Prepare a statement of cash flows using the direct method for year 2016. 

PLANNING THE SOLUTION 

@ Prepare two blank statements of cash flows with sections for operating, investing, and financing ac- 

tivities using the (1) indirect method format and (2) direct method format. 

® Compute the cash paid for equipment and the cash received from the sale of equipment using the ad- 

ditional information provided along with the amount for depreciation expense and the change in the 

balances of equipment and accumulated depreciation. Use T-accounts to help chart the effects of the 

sale and purchase of equipment on the balances of the Equipment account and the Accumulated 

Depreciation account. 

® Compute the effect of net income on the change in the Retained Earnings account balance. Assign the 

difference between the change in retained earnings and the amount of net income to dividends de- 
clared. Adjust the dividends declared amount for the change in the Dividends Payable balance. 

® Compute cash received from customers, cash paid for inventory, cash paid for other operating ex- 

penses, and cash paid for taxes as illustrated in the chapter. 

e Enter the cash effects of reconstruction entries to the appropriate section(s) of the statement. 

® Total each section of the statement, determine the total net change in cash, and add it to the beginning 

balance to get the ending balance of cash. 

SOLUTION 

Supporting computations for cash receipts and cash payments. 

(ii Gost of equipment SOldiai tte wits oe C3) PAIRSITAS) 

Accumulated depreciation of equipment sold............ (11,100) 

Book value of equipment sold ...........-...+---50-- 10,275 

Hoss onrsalerof GqUIDIMen tee. c ee serra wi cence aks (3,300) 

Cash received from sale of equipment .............-.-- $ 6,975 

Cost of equipment -soldiai., 2. heise ee are icles € 21375 

Less decrease in the Equipment account balance......... (10,875) 

Cash paid for new equipment ............--.++---+05- $ 10,500 

(2) Loss on retirement of bonds...........-+.--0.e2eeeee $ 825 

Carrying value of bonds retired..............-+-+05555 37,500 

Cash paid to retire bonds ...............--225--ssees $ 38,325 

(AVE NCEINCOME otras oe hte ose fp ree een eer $ 60,150 

Less increase in retained earnings .........-..-++-+++-- 45,900 

DIVIGCHOSIACCIANCA et eas aa ctoieci ese ae me ceieare atereere 14,250 

Plus decrease in dividends payable ............-...0--- 4,500 

Cash paid for dividends .......-.---- ++ sees eeeeeere es $ 18,750 

(AYP Sales tes oe eee ee ee te ene ee $ 446,100 

Add decrease in accounts receivable .............-.--- 5,700 

Gash feceived from CUStOMENS = 5 ote cicie nis cionelte oreter stalls $451,800 

(5)® Cost of goods sold........ 00-0 este este etree teense $ 222,300 

Plus increase in inventory. ... 2.26. ss eee reece eee eee ee PSV) 

PlinchaS@Sic se reteset eal gel imeeas ese eee mea oe aic 231,825 

Plus decrease in accounts payable..............++++-- 4,950 

Cash paid for inventory .....-. +++. +eee reese eee sees $236,775 

(6)® Other operating expenses .......-- 00. e sere essen ness $ 120,300 

Plus increase in prepaid expenses ......------+-+++-05 1,950 

Cash paid for other operating expenses .......-----++- $122,250 

(7)® Income taxes expense .......-- +e eee e eens cnet eee ee $) 13,725 

Less increase in income taxes payable ..............--. (675) 

Cash paid for income taxes... ... +--+ sere rere eee ees $_ 13,050 

* Supporting T-account analysis for part | follows on top of next page. 
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ee Accumulated Depreciation—Equipment ee 

Bal., Dec. 31,2015 47,550 

Depr. expense 25,500 

: Equipment 
Bal., Dec. 31,2015 146,700 

Cash purchase 10,500 Sale 21,375 Sale 11,100 

Bal., Dec. 31,2016 135,825 Bal., Dec. 31,2016 61,950 

1. Indirect method: 

UMA COMPANY 

Statement of Cash Flows (Indirect Method) 

For Year Ended December 31, 2016 

Cash flows from operating activities 

NGC INCOME eh i ee ee $ 60,150 

Adjustments to reconcile net income to net cash provided by operating activities 

Income statement items not affecting cash 

Depreciationiexpensecs 5 cet a, ia as, Ue ee ee cee) 25,500 

koss.on salevof plantassets ne sche er eae een cee 3,300 

Koss on retinementiof bonds. ec nein ty tne te ee ee 825 

Changes in current assets and current liabilities 

Decrease invaccounts receivable. veers ce a cee eee tes 5,700 

Increase ininventory =. 2.5 See ae ee (9,525) 

Increase.in;prepaid expenses:.-.22. Ja. ea eo nee ee ew (1,950) 

Decreasesinsaccounts:payable'.. oc et eee ee ee (4,950) 

Increase in income taxes payable: =.=) a 675 

Net cash provided by operating activities. 22. 4240 ee $79,725 

Cash flows from investing activities 

Gashreceived:from/sale of equipment. 2 cs 4cee).c5 ee ce 6,975 

Cash paid for EGUIDMENC 2 car neces eum eset OO Bue ila RUM cptirtice tae ov eyae Rae (10,500) 

Net-cash used in: investing activities... 0 eee te esse eee Se (3,525) 

Cash flows from financing activities ; 

Gash paid to retire:bonds payables: ve sn a (38,325) 

Gash paidifor: dividends (sco. eae senna Ss ae eee surety (18,750) 

Net cash: used in financingiactivities «5.2 cc a) ce ee ee (57,075) 

Net increase:in.cashis sors cae se ee oe Gs ee i $19,125 

Gash: balance:at prior yeatend snc. 2 eee 23,925 

Gash balance:atcurrent:year-end ai. 2 ek er a ee so ee $43,050 

28 Direct method (Appendix 12B): 

UMA COMPANY 

Statement of Cash Flows (Direct Method) 

For Year Ended December 31, 2016 

Cash flows from operating activities 

Cash received from customers ............-....... $ 451,800 

Cash paid forminventory eae eos earn (236,775) 

Cash paid for other operating expenses ............. (122,250) 

Gash: paid:for incometaxes.. °2 so.ast eee doen (13,050) 

Net cash provided by operating activities ............ $79,725 

Cash flows from investing activities 

Cash received from sale of equipment .............. 6,975 

Gash) paidifor equipment. 34: nae pete ee ieee os (10,500) 

Net cash used in investing activities................. (3,525) 

Cash flows from financing activities 

Cash paid to retire bonds payable ..05 uc. sc. se (38,325) 

Gashipaidior dividends: 03 ane (18,750) 

Net cash used in financing activities................. (57,075) 

Nétiineréaseiinicashis: isn eee ee es a ea $19,125 

Cash balance at prior year-end ....................0. 23,925 

Cash balance at current year-end .................... $43,050 
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APPENDIX 

Spreadsheet Preparation of the 
Statement of Cash Flows 
This appendix explains how to use a spreadsheet (work sheet) to prepare the statement of cash flows under 

the indirect method. 

Preparing the Indirect Method Spreadsheet Analyzing noncash accounts can be challeng- 
ing when a company has a large number of accounts and many operating, investing, and financing transac- 

tions. A spreadsheet, also called work sheet or working paper, can help us organize the information needed 

to prepare a statement of cash flows. A spreadsheet also makes it easier to check the accuracy of our work. 

To illustrate, we return to the comparative balance sheets and income statement shown in Exhibit 12.10. 

We use the following identifying letters a through g to code changes in accounts, and letters A through m 

for additional information, to prepare the statement of cash flows: 

a. Net income is $38,000. 
b. Accounts receivable increase by $20,000. 

c. Inventory increases by $14,000. 
d. Prepaid expenses increase by $2,000. 

e. Accounts payable decrease by $5,000. 

f. Interest payable decreases by $1,000. 

g- Income taxes payable increase by $10,000. 

h. Depreciation expense is $24,000. 

i. Plant assets costing $20,000 with accumulated depreciation of $12,000 are sold for $2,000 cash. This 

yields a loss on sale of assets of $6,000. 

j. Notes with a book value of $34,000 are retired with a cash payment of $18,000, yielding a $16,000 

gain on retirement. 

k. Plant assets costing $60,000 are purchased with an issuance of notes payable for $60,000. 

I. Issued 3,000 shares of common stock for $15,000 cash. 

m. Paid cash dividends of $14,000. 

Exhibit 12A.1 shows the indirect method spreadsheet for Genesis. We enter both beginning and ending 

balance sheet amounts on the spreadsheet. We also enter information in the Analysis of Changes columns 

(keyed to the additional information items a through m) to explain changes in the accounts and determine 

the cash flows for operating, investing, and financing activities. Information about noncash investing and 

financing activities is reported near the bottom. 

Entering the Analysis of Changes on the Spreadsheet The following sequence of pro- 

cedures is used to complete the spreadsheet after the beginning and ending balances of the balance sheet 

accounts are entered: 

@ Enter net income as the first item in the statement of cash flows section for computing operating cash 

inflow (debit) and as a credit to Retained Earnings. 

©) In the statement of cash flows section, adjustments to net income are entered as debits if they 

increase cash flows and as credits if they decrease cash flows. Applying this same rule, adjust net 

income for the change in each noncash current asset and current liability account related to operating 

activities. For each adjustment to net income, the offsetting debit or credit must help reconcile the 

beginning and ending balances of a current asset or current liability account. 

@) Enter adjustments to net income for income statement items not providing or using cash in the period. 

For each adjustment, the offsetting debit or credit must help reconcile a noncash balance sheet account. 

@ Adjust net income to eliminate any gains or losses from investing and financing activities. Because 

the cash from a gain must be excluded from operating activities, the gain is entered as a credit in the 

operating activities section. Losses are entered as debits. For each adjustment, the related debit and/ 

or credit must help reconcile balance sheet accounts and involve reconstructed entries to show the 

cash flow from investing or financing activities. 

6) After reviewing any unreconciled balance sheet accounts and related information, enter the remain- 

ing reconciling entries for investing and financing activities. Examples are purchases of plant assets, 

IZA 
Illustrate use of a 

spreadsheet to prepare a 
statement of cash flows. 

Point: Analysis of the changes 

on the spreadsheet are summa- 

rized here 

|. Cash flows from operating 

activities generally affect net 

income, current assets, and 

current liabilities 

2. Cash flows from investing 

activities generally affect 

noncurrent asset accounts 

3. Cash flows from financing 

activities generally affect 

noncurrent liability and 

equity accounts 
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EXHIBIT 12A.1 

Spreadsheet for Preparing 1 GENESIS 
Statement of Cash 2 Spreadsheet for Statement of Cash Flows—Indirect Method 
Flows—Indirect Method 3 sxe) am (-¥-1 al lave (Xe fy BY-Yox-111) o]-) arom Ia 0) [3] : 

4 Dec. 31, Analysis of Changes 

5 2015 Debit Credit 
6 Balance Sheet—Debit Bal. Accounts 

if Cash $ 12,000 $ 17,000 

8 Accounts receivable 40,000 (b) $ 20,000 60,000 

9 _ Inventory 70,000 (c) 14,000 84,000 
10 Prepaid expenses 4,000 (d) 2,000 6,000 
1 Plant assets 210,000 (k7) 60,000 (i) $ 20,000 250,000 

12 $336,000 $417,000 

13 Balance Sheet—Credit Bal. Accounts 
14 Accumulated depreciation $ 48,000 (i) 12,000 (h) 24,000 $60,000 
15 Accounts payable 40,000 (e) 5,000 35,000 
16 Interest payable 4,000 (f) 1,000 3,000 
17 _ Income taxes payable 12,000 (g) 10,000 22,000 
18 Notes payable 64,000 (j) 34,000 (k2) 60,000 90,000 
19 Common stock, $5 par value i (1) 15,000 95,000 
20 _ Retained earnings 88,000 (m) 14,000 (a) 38,000 112,000 
21 $336,000 $417,000 
22 Statement of Cash Flows 
23 Operating activities 
a Net income (a) 38,000 
25 Increase in accounts receivable (b) 20,000 
26 Increase in inventory (c) 14,000 
27 Increase in prepaid expenses (d) 2,000 
28 Decrease in accounts payable (e) 5,000 
29 Decrease in interest payable (f) 1,000 
30 Increase in income taxes payable (g) 10,000 
31 Depreciation expense (h) 24,000 
32 Loss on sale of plant assets (i) 6,000 
33 Gain on retirement of notes (i) 16,000 
34 Investing activities 
35 Receipts from sale of plant assets (i) 2,000 
36 Financing activities 
37 Payment to retire notes (j) 18,000 
38 Receipts from issuing stock (1) 15,000 
39 Payment of cash dividends (m) 14,000 
40 

41 Noncash Investing and Financing Activities 
42 Purchase of plant assets with notes k2 60,000 (k1 60,000 

$317,000 $317,000 

issuances of long-term debt, stock issuances, and dividend payments. Some of these may require 

entries in the noncash investing and financing section of the spreadsheet (reconciled). 

© Check accuracy by totaling the Analysis of Changes columns and by determining that the change in 
each balance sheet account has been explained (reconciled). 

We illustrate these steps in Exhibit 12A.1 for Genesis: 

QDeoec ceo. (a) 

Dice. suede. (b) through (g) 

One a: (h) 

Qs oiisses (i) through (j) 

(k) through (m) 

Since adjustments i, j, and k are more challenging, we show them in the following debit and credit format. 
These entries are for purposes of our understanding; they are not the entries actually made in the journals. 
Changes in the Cash account are identified as sources or uses of cash. 
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i. Cash—Receipt from sale of plant assets (source of cash) ......... 2,000 

OsSsthoniesaleiol plantyasSetSimn ess tures core cat oe 6,000 

eae Cad nero cua ger oti oe eee ae 12,000 

Asks ioc eiowrhg ea len ie eee Sap eeyoa ar = 20,000 

To describe sale of plant assets. 

j. Notes! payable miatas teen ity 5 oe een ccc ices ei tetas 34,000 

Cash—Payments to retire notes (use of cash)............... 18,000 

Accumulated depreciation 

Plant assets 

Gainlonmretirementiornotes, - 2). ot een oe ae 16,000 

To describe retirement of notes. 

Kehr a ANIC ASSCCS, eters en aie ree aie siceine peau stay e Gis soe: Steele 60,000 

Cash—Purchase of plant assets financed by notes ............ 60,000 

To describe purchase of plant assets. 

k2. | Cash—Purchase of plant assets financed by notes ..............-- 60,000 

INGtesipayablemeaina mins ek cued peace ciel treme unre 60,000 

To issue notes for purchase of assets. 

Direct Method of Reporting Operating Cash Flows = |B 
We compute cash flows from operating activities under the direct method by adjusting accrual-based in- Ph 

come statement items to the cash basis. The usual approach is to adjust income statement accounts related 

to operating activities for changes in their related balance sheet accounts as follows: Compute cash flows from 
operating activities using 
the direct method. 

Revenue Adjustments for Cash receipts 

or +o— changes in related — or 

expense balance sheet accounts cash payments 

The framework for reporting cash receipts and cash payments for the operating section of the cash flow 

statement under the direct method is presented in Exhibit 12B.1. We consider cash receipts first and then 

cash payments. 

EXHIBIT 12B.1 

perating cash eee | » Major Classes of Operating 

a receipts a a ‘e : Cash Flows 

“a i Customers Renters Interest Dividends 

Z| f ‘ A \ — 

A Ny 

Operations Interest 

- Operating cash 
payments 

siemes 

_ Net cash provided - 



562 

Point: An accounts receivable 

increase implies that cash 

received from customers is 

less than sales (the converse is 

also true). 

Reconstructed Entry 

Cash are 570,000 

Accts Recble. 20,000 

Salasaieec%< 590,000 

Example: If the ending bal- 

ance of Accounts Receivable is 

$20,000 (instead of $60,000), 

what is cash received from cus- 

tomers? Answer: $610,000 

EXHIBIT 12B.2 

Formula to Compute 

Cash Received from 

Customers—Direct Method 

Point: Net income is mea- 

sured using accrual accounting 

Cash flows from operations are 

measured using cash basis 

accounting. 

Chapter 12. Reporting and Analyzing Cash Flows 

Operating Cash Receipts A review of Exhibit 12.10 and the additional information reported by 

Genesis suggests only one potential cash receipt: sales to customers. This section, therefore, starts with 

sales to customers as reported on the income statement and then adjusts it as necessary to obtain cash re- 

ceived from customers to report on the statement of cash flows. 

Cash Received from Customers If all sales are for cash, the amount received from customers equals the 

sales reported on the income statement. When some or all sales are on account, however, we must adjust 

the amount of sales for the change in Accounts Receivable. It is often helpful to use account analysis to do 

this. This usually involves setting up a T-account and reconstructing its major entries, with emphasis on 

cash receipts and payments. 

To illustrate, we use a T-account that includes accounts receivable balances for Genesis on December 

31, 2015 and 2016. The beginning balance is $40,000 and the ending balance is $60,000. Next, the in- 
come statement shows sales of $590,000, which we enter on the debit side of this account. We now can 

reconstruct the Accounts Receivable account to determine the amount of cash received from customers 

as follows: 

Accounts Receivable 
Bal, Dec. 31,2015 40,000 
Sales 590,000 Cash receipts = 570,000 

Bal., Dec. 31, 2016 60,000 

This T-account shows that the Accounts Receivable balance begins at $40,000 and increases to $630,000 
from sales of $590,000, yet its ending balance is only $60,000. This implies that cash receipts from cus- 
tomers are $570,000, computed as $40,000 + $590,000 — [?] = $60,000. This computation can be rear- 
ranged to express cash received as equal to sales of $590,000 minus a $20,000 increase in accounts 
receivable. This computation is summarized as a general rule in Exhibit 12B.2. Genesis reports the 
$570,000 cash received from customers as a cash inflow from operating activities. 

crease in accounts receivable 
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Other Cash Receipts While Genesis’s cash receipts are limited to collections from customers, we often 
see other types of cash receipts, most commonly cash receipts involving rent, interest, and dividends. We 
compute cash received from these items by subtracting an increase in their respective receivable or adding 
a decrease. For instance, if rent receivable increases in the period, cash received from renters is less than 
rent revenue reported on the income statement. If rent receivable decreases, cash received is more than 
reported rent revenue. The same logic applies to interest and dividends. The formulas for these computa- 
tions are summarized later in this appendix. 

Operating Cash Payments A review of Exhibit 12.10 and the additional Genesis information 
shows four operating expenses: cost of goods sold; wages and other operating expenses; interest expense; 
and taxes expense. We analyze each expense to compute its cash amounts for the statement of cash flows. 
(We then examine depreciation and the other losses and gains.) 

Cash Paid for Inventory We compute cash paid for inventory by analyzing both cost of goods sold and 
inventory. If all inventory purchases are for cash and the ending balance of Inventory is unchanged from 
the beginning balance, the amount of cash paid for inventory equals cost of goods sold—an uncommon 
situation. Instead, there normally is some change in the Inventory balance. Also, some or all purchases are 
often made on credit, and this yields changes in the Accounts Payable balance. When the balances of both 
Inventory and Accounts Payable change, we must adjust the cost of goods sold for changes in both ac- 
counts to compute cash paid for inventory. This is a two-step adjustment. 

First, we use the change in the account balance of Inventory, along with the cost of goods sold amount, 
to compute cost of purchases for the period. An increase in inventory implies that we bought more than we 
sold, and we add this inventory increase to cost of goods sold to compute cost of purchases. A decrease in 
inventory implies that we bought less than we sold, and we subtract the inventory decrease from cost of 
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goods sold to compute purchases. We illustrate the first step by reconstructing the Inventory account of 
Genesis: 

Inventory 

Bal., Dec. 31, 2015 

Purchases = 

70,000 

314,000 | Cost of goods sold 300,000 

Bal., Dec. 31, 2016 84,000 

The beginning balance is $70,000, and the ending balance is $84,000. The income statement shows that 

cost of goods sold is $300,000, which we enter on the credit side of this account. With this information, we 

determine the amount for cost of purchases to be $314,000. This computation can be rearranged to express 

cost of purchases as equal to cost of goods sold of $300,000 plus the $14,000 increase in inventory. 

The second step uses the change in the balance of Accounts Payable, and the amount of cost of pur- 

chases, to compute cash paid for inventory. A decrease in accounts payable implies that we paid for more 

goods than we acquired this period, and we would then add the accounts payable decrease to cost of pur- 

chases to compute cash paid for inventory. An increase in accounts payable implies that we paid for less 

than the amount of goods acquired, and we would subtract the accounts payable increase from purchases 

to compute cash paid for inventory. The second step is applied to Genesis by reconstructing its Accounts 

Payable account: 

Accounts Payable 

Bal., Dec. 31, 2015 40,000 

Cash payments = 319,000 Purchases 314,000 

Bal., Dec. 31, 2016 35,000 

Its beginning balance of $40,000 plus purchases of $314,000 minus an ending balance of $35,000 yields 

cash paid of $319,000 (or $40,000 + $314,000 — [2] = $35,000). Alternatively, we can express cash paid 

for inventory as equal to purchases of $314,000 plus the $5,000 decrease in accounts payable. The 

$319,000 cash paid for inventory is reported on the statement of cash flows as a cash outflow under oper- 

ating activities. 

We summarize this two-step adjustment to cost of goods sold to compute cash paid for inventory in 

Exhibit 12B.3. 

Step I + Increase in inventory 

Purchases = Cost of goods sold — or 
— Decrease in inventory 

Step 2 + Decrease in accounts payable 

Cash paid for inventory = Purchases _ or 
— Increase in accounts payable 

Cash Paid for Wages and Operating Expenses (Excluding Depreciation) The income statement of Genesis 

shows wages and other operating expenses of $216,000 (see Exhibit 12.10). To compute cash paid for wages 

and other operating expenses, we adjust this amount for any changes in their related balance sheet accounts. 

We begin by looking for any prepaid expenses and accrued liabilities related to wages and other operating 

expenses in the balance sheets of Genesis in Exhibit 12.10. The balance sheets show prepaid expenses but no 

accrued liabilities. Thus, the adjustment is limited to the change in prepaid expenses. The amount of adjust- 

ment is computed by assuming that all cash paid for wages and other operating expenses is initially debited 

to Prepaid Expenses. This assumption allows us to reconstruct the Prepaid Expenses account: 

Prepaid Expenses 

Bal., Dec. 31, 2015 4,000 

Cash payments = 218,000 | Wages and other operating exp. 216,000 

Bal., Dec. 31, 2016 6,000 

563 

Reconstructed Entry 

300,000 

14,000 

Accounts Payable 5,000 

Cash 4 319,000 

Example: If the ending 

balances of Inventory and 

Accounts Payable are $60,000 

and $50,000, respectively 

(instead of $84,000 and 

$35,000), what is cash paid for 

inventory? Answer: $280,000 

EXHIBIT 12B.3 

Two Steps to Compute 

Cash Paid for Inventory— 

Direct Method 

Reconstructed Entry 

and Other 
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Point: A decrease in prepaid 

expenses implies that reported 

expenses include an amount(s) 

that did not require a cash out- 

flow in the period. 

EXHIBIT 12B.4 

Formula to Compute Cash 

Paid for Wages and 

Operating Expenses— 

Direct Method 

Reconstructed Entry 

Int. Expense ... . 7,000 

Int. Payable....... 1,000 

Casi tens 8,000 

Reconstructed Entry 

inc; TaxExp. ...-. [5,000 

Inc. Tax Pay. .... 10,000 

Cash Soe 5,000 

EXHIBIT 12B.5 

Formulas to Compute Cash 

Paid for Both Interest and 

Taxes—Direct Method 
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Prepaid expenses increase by $2,000 in the period, meaning that cash paid for wages and other operating 

expenses exceeds the reported expense by $2,000. Alternatively, we can express cash paid for wages and 

other operating expenses as equal to its reported expenses of $216,000 plus the $2,000 increase in prepaid 
expenses. | 

Exhibit 12B.4 summarizes the adjustments to wages (including salaries) and other operating expenses. 

The Genesis balance sheet did not report accrued liabilities, but we include them in the formula to explain 

the adjustment to cash when they do exist. A decrease in accrued liabilities implies that we paid cash for 

more goods or services than received this period, so we add the decrease in accrued liabilities to the ex- 

pense amount to obtain cash paid for these goods or services. An increase in accrued liabilities implies 

that we paid cash for less than what was acquired, so we subtract this increase in accrued liabilities from 
the expense amount to get cash paid. 

4 

a ain ESA ‘ ere re + Ine rease in prepaid + Decrease i in accrued 

Seat eT URL EL Gee Me eeAL LCL Fe eA chant i Sage pproees afidother: Se tains een ae Cees om oh 
operating expenses ate — Decrease in prepaid — Increase in accrued 
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Cash Paid for Interest and Income Taxes Computing operating cash flows for interest and taxes is similar 

to that for operating expenses. Both require adjustments to their amounts reported on the income state- 

ment for changes in their related balance sheet accounts. We begin with the Genesis income statement 

showing interest expense of $7,000 and income taxes expense of $15,000. To compute the cash paid, we 

adjust interest expense for the change in interest payable and then the income taxes expense for the change 

in income taxes payable. These computations involve reconstructing both liability accounts: 

ge ae te ES cee 
7 © 7 interest Payable =.) = 7 

Bal., Dec. 31, 2015 4,000 

Cash paid for interest = 8,000 | Interest expense 7,000 

Bal., Dec. 31, 2016 

at dete ee, eae: a ie oh Kstgecereet 

oe ue eo Income Taxes Payable=— ne 

Bal., Dec. 31, 2015 12,000 

Cash paid for taxes = 5,000 | Income taxes expense 15,000 

Bal., Dec. 31, 2016 22,000 

These T-accounts reveal cash paid for interest of $8,000 and cash paid for income taxes of $5,000. The 
formulas to compute these amounts are in Exhibit 12B.5. Both of these cash payments are reported as 
operating cash outflows on the statement of cash flows. 

aera Lh YP ee Beers rh. ,** 
seater. crease in interest payable Ate 

ie ay = Interest ex eases |b hans | atti 
Paks L\t ve 6b446 pp Galo crease in interest payable ren 

. eo Olas tieqed Lie & — 

Cash paid a7 9% ‘ $7) et Decrease i in income taxes payable. 

for taxes Income taxes expense or = Ladle 
cate SAe04660-4 0% ta. Increase in income taxes payable 

Analyzing Additional Expenses, Gains, and Losses Genesis has three additional items reported on its in- 
come statement: depreciation, loss on sale of assets, and gain on retirement of debt. We must consider 
each for its potential cash effects. 

' The assumption that all cash payments for wages and operating expenses are initially debited to Prepaid Expenses is 
not necessary for our analysis to hold. If cash payments are debited directly to the expense account, the total amount 
of cash paid for wages and other operating expenses still equals the $216,000 expense plus the $2,000 increase in 
prepaid expenses (which arise from end-of-period adjusting entries). 
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Depreciation Expense Depreciation expense is $24,000. It is often called a noncash expense because de- 

preciation has no cash flows. Depreciation expense is an allocation of an asset’s depreciable cost. The 

cash outflow with a plant asset is reported as part of investing activities when it is paid for. Thus, depre- 
ciation expense is never reported on a statement of cash flows using the direct method; nor is depletion or 

amortization expense. 

Loss on Sale ofAssets Sales of assets frequently result in gains and losses reported as part of net income, 

but the amount of recorded gain or loss does not reflect any cash flows in these transactions. Asset sales 
result in cash inflow equal to the cash amount received, regardless of whether the asset was sold at a gain 

ora loss. This cash inflow is reported under investing activities. Thus, the loss or gain on a sale of assets 

is never reported on a statement of cash flows using the direct method. 

Gain on Retirement of Debt Retirement of debt usually yields a gain or loss reported as part of net in- 

come, but that gain or loss does not reflect cash flow in this transaction. Debt retirement results in cash 

outflow equal to the cash paid to settle the debt, regardless of whether the debt is retired at a gain or loss. 

This cash outflow is reported under financing activities; the loss or gain from retirement of debt is never 

reported on a statement of cash flows using the direct method. 

Summary of Adjustments for Direct Method Exhibit 12B.6 summarizes common adjust- 
ments for net income to yield net cash provided (used) by operating activities under the direct method. 

From Income 

Statement Adjustments to Obtain Cash Flow Numbers 

Receipts 

+ Decrease in Accounts Receivable 
From sales Sales Revenue ‘ ; : 

— Increase in Accounts Receivable 

+ Decrease in Rent Receivable 
From rent Rent Revenue 

— Increase in Rent Receivable 

+ Decrease in Interest Receivable 
Interest Revenue ‘ : 

— Increase in Interest Receivable 
From interest 

ge Dividend (+ Decrease in Dividends Receivable 
From dividends ee i 

Revenue — Increase in Dividends Receivable 

Payments 

: Cost of Goods + Increase in Inventory {+ Decrease in Accounts Payable 
To suppliers : 

Sold — Decrease in Inventory |— Increase in Accounts Payable 

: Operating + Increase in Prepaids + Decrease in Accrued Liabilities 
For operations : ; : er pls 

Expense — Decrease in Prepaids | — Increase in Accrued Liabilities 

Wages (Salaries) e Decrease in Wages (Salaries) Payable 

Tolemployers Expense — Increase in Wages (Salaries) Payable 

Interest Expense : + Decrease in Interest Payable 
For interest — Increase in Interest Payable 

Income Tax + Decrease in Income Tax Payable 
For taxes a 

Expense Increase in Income Tax Payable 

Direct Method Format of Operating Activities Section Exhibit 12B.7 shows the 

Genesis statement of cash flows using the direct method. Major items of cash inflows and cash outflows 

are listed separately in the operating activities section. The format requires that operating cash outflows be 

subtracted from operating cash inflows to get net cash provided (used) by operating activities. 

The FASB recommends that the operating activities section of the statement of cash flows be reported 

using the direct method, which is considered more useful to financial statement users. However, the FASB 

requires a reconciliation of net income to net cash provided (used) by operating activities when the direct 

method is used (which can be reported in the notes). This reconciliation follows the preparation of the 

operating activities section of the statement of cash flows using the indirect method. 

IFRS 

Currently, U.S. GAAP and IFRS allow cash flows from operating activities to be reported using either the indirect 

method or the direct method. The IASB and FASB are working on joint guidance that would require the direct method 

for the operating section with the indirect method's operating section disclosed in the footnotes. Stay tuned. . .@ 
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Point: The direct method is 

usually viewed as user friendly 

because less accounting 

knowledge is required to 

understand and use it 

EXHIBIT 12B.6 

Summary of Selected 

Adjustments for Direct 

Method 

Point: Some preparers argue 

that it is easier to prepare a 

statement of cash flows using 

the indirect method. This likely 

explains its greater frequency in 

financial statements. 
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EXHIBIT 12B.7 
GENESIS 

Statement of Cash Statement of Cash Flows 

Flows—Direct Method For Year Ended December 31, 2016 

Cash flows from operating activities 

Gash. receivedifromucustomiers: 320.201 as ec ean ete $570,000 

Gash paidifor inventory 22 c.s wer ee cn Seine ee (319,000) 

Cash paid for wages and other operating expenses ......... (218,000) 

Gashtpaid:torinterest;.t re a oh cles moa crt: (8,000) 

Cash paid for taxes ..... RUSS RES cae megs es aheieuc el eee pe (5,000) 

L Net cash provided by operating activities ................. $20,000 

[ Cash flows from investing activities 

Cash received from sale of plant assets................0-- 2,000 

L Net cash provided by investing activities .................. 2,000 

[ Cash flows from financing activities 

Cash received'from: issuing stock. 20.50.6222. ¢..05- ese: 15,000 

Gash paid toiretine notes’. eto. eet cue ieee ane (18,000) 

Gash: paid fordividendsi: s\cciskce. Mavic retain vera (14,000) 

L Net cash used in financing activities .................-.-. (17,000) 

i Netiincnease in cashaiicidescnct sce ue epee aces ea eae ey: $ 5,000 

Cash balance-at prior year-end, 4.5..2.3. 5. Gee ies es - 12,000 

L Cash balance at current year-end ..............cceeeeeeees $17,000 

NEED-T0-KNOW 12-4 A company’s current-year income statement and selected balance sheet data at December 31 of the current 

and prior years follow. Prepare the cash flows from operating activities section only of its statement of 
Reporting Operating cash flows using the direct method for the current year. 

Cash Flows (Direct) 

Selected Balance Sheet Accounts income Statement 

For Current Year Ended December 31 
Pb 

At December 31 Current Yr Prior Yr 

Sales revenue =o. Sr 02s. $120 Accounts receivable......... $12 $10 

Expenses WWVENKOrY ek as ck 6 5 

Cost of goods sold............ 50 Accounts payable........... 7 I 

Depreciation expense ......... 30 Salaries payable............. 8 3 

Salatiesiexpensee.a 5 tesa 17 Interest payable ............ | 0 

Interest expense: 0 i0.5.04.0.. vee 

INetincome ss S05 ve. ec oe tie $ 20 

Solution 

Cash Flows from Operating Activities—Direct Method 

For Current Year Ended December 31 

Cash flows from operating activities* 

Cash received from customers...............0- $118 

GCashipaidifominventory:: :a,.a- eh seeie we noain: (51) 

Gashiipaid for'salariesstes ft. esbre nnrs fen eth iee (12) 

Cashipaidiforiinterestns. tt nce tenia eects (2) 

Net cash provided by operating activities........... = $53 

* Supporting computations: 

Cash received from customers = Sales of $120 — Accounts Receivable increase of $2. 

Do More: OS 12-12, QS 12-13, Cash paid for inventory = COGS of $50 — Inventory decrease of $3 + Accounts Payable 

OS 12-14, E 12-12, E 12-14, decrease of $4, 
E 12-15, E 12-16 Cash paid for salaries = Salaries Expense of $17 — Salaries Payable increase of $5. 

Cash paid for interest = Interest Expense of $3 — Interest Payable increase of $1. 
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Summary 
C1 Distinguish between operating, investing, and financing 

activities, and describe how noncash investing and fi- 

nancing activities are disclosed. The purpose of the statement 

of cash flows is to report major cash receipts and cash payments 

related to operating, investing, or financing activities. Operating 

activities include transactions and events that determine net in- 

come. Investing activities include transactions and events that 

mainly affect long-term assets. Financing activities include 

transactions and events that mainly affect long-term liabilities 

and equity. Noncash investing and financing activities must be 

disclosed in either a note or a separate schedule to the statement 

of cash flows. Examples are the retirement of debt by issuing 

equity and the exchange of a note payable for plant assets. 

Al Analyze the statement of cash flows and apply the cash 

flow on total assets ratio. To understand and predict cash 

flows, users stress identification of the sources and uses of cash 

flows by operating, investing, and financing activities. Emphasis 

is On operating cash flows since they derive from continuing op- 

erations. The cash flow on total assets ratio is defined as operat- 

ing cash flows divided by average total assets. Analysis of 

current and past values for this ratio can reflect a company’s 

ability to yield regular and positive cash flows. It is also viewed 

as a measure of earnings quality. 

P| Prepare a statement of cash flows. Preparation of a state- 

ment of cash flows involves five steps: (1) Compute the 

net increase or decrease in cash; (2) compute net cash provided 

or used by operating activities (using either the direct or indi- 

rect method); (3) compute net cash provided or used by invest- 

ing activities; (4) compute net cash provided or used by 

Guidance Answers to Decision Maker 

Entrepreneur Several factors might explain an increase in net 

cash flows when a net loss is reported, including (1) early recogni- 

tion of expenses relative to revenues generated (such as research 

and development), (2) cash advances on long-term sales contracts 

not yet recognized in income, (3) issuances of debt or equity for 

cash to finance expansion, (4) cash sale of assets, (5) delay of cash 

payments, and (6) cash prepayment on sales. Analysis needs to 

focus on the components of both the net loss and the net cash 

flows and their implications for future performance. 

financing activities; and (5) report the beginning and ending 

cash balances and prove that the ending cash balance is ex- 

plained by net cash flows. Noncash investing and financing ac- 

tivities are also disclosed. 

P? Compute cash flows from operating activities using the 

indirect method. The indirect method for reporting net 
cash provided or used by operating activities starts with net in- 

come and then adjusts it for three items: (1) changes in noncash 

current assets and current liabilities related to operating activi- 

ties, (2) revenues and expenses not providing or using cash, and 

(3) gains and losses from investing and financing activities. 

P3 Determine cash flows from both investing and financ- 

ing activities. Cash flows from both investing and financ- 

ing activities are determined by identifying the cash flow effects 

of transactions and events affecting each balance sheet account 

related to these activities. All cash flows from these activities 

are identified when we can explain changes in these accounts 

from the beginning to the end of the period. 

Pp AA Illustrate use of a spreadsheet to prepare a statement 

of cash flows. A spreadsheet is a useful tool in preparing 

a statement of cash flows. Six key steps (see Appendix 12A) are 

applied when using the spreadsheet to prepare the statement. 

pps Compute cash flows from operating activities using the 

direct method. The direct method for reporting net cash 

provided or used by operating activities lists major operating 

cash inflows less cash outflows to yield net cash inflow or out- 

flow from operations. 

Reporter Your initial reaction based on the company’s 

$600,000 loss with a $550,000 decrease in net cash is not posi- 

tive. However, closer scrutiny reveals a more positive picture of 

this company’s performance. Cash flow from operating activities 

is $650,000, computed as [?] — $850,000 — $350,000 = 

$(550,000). You also note that net income before the extraordi- 

nary loss is $330,000, computed as [?] — $930,000 = $(600,000). 

cc 
Cash flow on total assets Indirect method 

Direct method 

Financing activities 

Investing activities 

Operating activities 

Statement of cash flows 
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PAV auc) cure) enclave i e)meatelelicis Multiple Choice Quiz 

1. A company uses the indirect method to determine its cash $5,440 cash for interest. The amount reported as a use of 

flows from operating activities. Use the following informa- cash under cash flows from financing activities is 
tion to determine its net cash provided or used by operating a. Zero; this is an investing activity. 

activities. b. Zero; this is an operating activity. 

c. $73,440. 
d. $68,000. 

Net.incomiev tenet anes ees $15,200 e. $5,440. 

Pil totanabi dai icc es ogi sates 4. The following information is available regarding a compa- 
Cash payment on note payable......... 8,000 ny’s annual salaries and wages. What amount of cash is 
Gainvonrsale of land: <..00. 0. 65..5s 3,000 paid for salaries and wages? 

Incbease ini iNVeNtOrys..<...< cae sans 1,500 

Increase in accounts payable ........... 2,850 Salaries and wages expense..............+-. $255,000 

Salaries and wages payable, prior year-end..... 8,200 

a. $23,550 used by operating activities Salaries and wages payable, current year-end... . 10,900 

b. $23,550 provided by operating activities 

c. $15,550 provided by operating activities a. $252,300 c. $255,000 e. $235,900 
d. $42,400 provided by operating activities b. $257,700 d. $274,100 

e. $20,850 provided by operating activities 5. The following information is available for a company. What 
2. A machine with a cost of $175,000 and accumulated depre- amount of cash is paid for inventory for the current year? 

ciation of $94,000 is sold for $87,000 cash. The amount 

reported as a source of cash under cash flows from invest- 
: a RR Gostiofigoods:sold:.act os 237e. eee Roe $545,000 

a4 ae aS Inventory, prior year-end.................6. 105,000 

b. $6,000. Inventory, current year-end................. 112,000 

c. $87,000. Accounts payable, prior year-end ............ 98,500 

d. Zero; this is a financing activity. Accounts payable, current year-end .......... 101,300 

e. Zero; this is an operating activity. 

3. Acompany settles a long-term note payable plus interest by a. $545,000 c. $540,800 e. $549,200 
paying $68,000 cash toward the principal amount and b. $554,800 d. $535,200 

mB) Superscript letter A (B) denotes assignments based on Appendix | 2A (1 2B). 

Icon denotes assignments that involve decision making. 

1. What is the reporting purpose of the statement of cash 7. Where on the statement of cash flows is the payment of 
flows? Identify at least two questions that this statement can cash dividends reported? 
answer. 8. Lh Assume that a company purchases land for $1,000,000, 

2. What are some investing activities reported on the state- paying $400,000 cash and borrowing the remainder with 
ment of cash flows? a long-term note payable. How should this transaction be 

3. What are some financing activities reported on the state- reported on a statement of cash flows? 
ment of cash flows? 9°; hs On June 3, a company borrows $200,000 cash by giv- 

4® Describe the direct method of reporting cash flows from op- ing its bank a 90-day, interest-bearing note. On the state- 
erating activities. ment of cash flows, where should this be reported? 

5. When a statement of cash flows is prepared using the direct 10. (3 If a company reports positive net income for the year, 
method, what are some of the operating cash flows? can it also show a net cash outflow from operating activi- 

6. Describe the indirect method of reporting cash flows from ties? Explain. 
operating activities. 11. Is depreciation a source of cash flow? 
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12. Q Refer to Apple’s statement of cash flows 

in Appendix A. (a) Which method is used to APPLE 

compute its net cash provided by operating activities? 

(b) Its balance sheet shows an increase in accounts receiv- 

able from September 28, 2013, to September 27, 2014; why 

is this increase in accounts receivable subtracted when 

computing net cash provided by operating activities for the 

fiscal year ended September 27, 2014? 

Refer to Google’s statement of 
cash flows in Appendix A. What are its 

13. 
GOOGLE 
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cash flows from financing activities for the year ended 

December 31, 2014? List the items and amounts. 

14. Refer to Samsung’s 2014 state- 
ment of cash flows in Appendix A. Sa msun g 

List its cash flows from operating activities, investing ac- 
tivities, and financing activities. 

15. 0 Refer to Samsung’s statement S 

of cash flows in Appendix A. What amsung 
investing activities result in cash outflows for the year 

ended December 31, 2014? List items and amounts. 

Classify the following cash flows as either operating, investing, or financing activities. 

——— 1. Sold long-term investments for cash. 6. Issued common stock for cash. 

___— 2. Received cash payments from customers. 7. Received cash interest on a note. 

____ 3. Paid cash for wages and salaries. 8. Paid cash interest on outstanding notes. 

_____ 4. Purchased inventories for cash. 9. Received cash from sale of land at a loss. 

_____ 5. Paid cash dividends. ____ 10. Paid cash for property taxes on a building. 

QUICK STUDY 

QS 12-1 

Transaction classification 

by activity C1 I ; | 

Label the following headings, line items, and notes with the numbers / through /3 according to their se- 

quential order (from top to bottom) for presentation of the statement of cash flows. 

____ a. “Cash flows from investing activities” title 

___ b.. “For period Ended date” heading 

___ e. “Cash flows from operating activities” title 

___ d. Company name 

_____ e.. Schedule or note disclosure of noncash investing and financing transactions 

____ f.. “Statement of Cash Flows” heading 

Petes Mictease (UeCiease IM CASI trie a ema ccasiste ely poy Ge Sys) an $ # 

_____h. Net cash provided (used) by operating activities .................. $ # 

_____ i. Cash (and equivalents) balance at prior period-end ................ $ 6 6# 

_____ j.. Net cash provided (used) by financing activities................--. $ # 

_____k. “Cash flows from financing activities” title 

_____ |. Net cash provided (used) by investing activities ................... $ # 

____ m. Cash (and equivalents) balance at current period-end ............-- $ # 

For each of the following three separate cases X, Y, and Z, compute cash flows from operations using the 

(erty: x Case Y lent 4 

NetincOme tn tice ae or a ncieancter aio Sica $ 4,000 $100,000 $72,000 

Depreciation expense ........-.-+0+e ee eeeees 30,000 8,000 24,000 

Accounts receivable increase (decrease) ........ 40,000 20,000 (4,000) 

Inventory increase (decrease) .......-+--+++++- (20,000) (10,000) 10,000 

Accounts payable increase (decrease)........--. 24,000 (22,000) 14,000 

Accrued liabilities increase (decrease) ........-- (44,000) 12,000 (8,000) 

OS 12-2 
Statement of cash flows 

PI 

Indirect: Computing 

cash flows from 

operations 

P2 
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QS 12-4 Use the following information to determine this company’s cash flows from operating activities using the 
Indirect: Computing indirect method. 

cash from operations P2 

MOSS COMPANY 

Income Statement 

MOSS COMPANY For Year Ended December 31, 2016 
Selected Balance Sheet Information 

December 31, 2016 and 2015 Salestisiis ie a kine ee es $515,000 

: 2016 2015 Gost of goods sold. ..3: 25. 2: 331,600 

Cc GFOSS'Profit' same scr es aee 183,400 
urrent assets ‘ 

Cee uae $84,650 $26,800 Peeanne eee 
Accounts receivable........ 25,000 32,000 Depreciation expense... ...-... 4 mee 167500 

rentorny 60,000 54,100 Seals pst He baal eset os 
ale Income before taxes ............ 25,900 

Current liabilities Hen 

Accounts payable.......... 30,400 25,700 eee Oe ae ee 
income taxes payable... 4-5 2050 2,200 Boog a eu re elo 

QS 12-5 The plant assets section of the comparative balance sheets of Anders Company is reported below. 
Indirect: Computing 

investing cash flows ANDERS COMPANY 

P2 Comparative Balance Sheets 

2016 2015 

Plant assets 

Equipments gee). entre $ 180,000 $270,000 

Accum. Depr—Equipment......... (100,000) (210,000) 

Equipment; Neti: 5... oo en. hoes es 80,000 60,000 

Buildings: 20.25. .eguc een aac 380,000 400,000 

Accum. Depr—Buildings........... (100,000) (285,000) 

Buildings nets cee a $ 280,000 $115,000 

Refer to the balance sheet data above from Anders Company. During 2016, equipment with a book value 

of $40,000 and an original cost of $210,000 was sold at a loss of $3,000. 

1. How much cash did Anders receive from the sale of equipment? 

2. How much depreciation expense was recorded on equipment during 2016? 

3. What was the cost of new equipment purchased by Anders during 2016? 

QS 12-6 Refer to the balance sheet data in QS 12-5 from Anders Company. During 2016, a building with a book 
Indirect: Computing value of $70,000 and an original cost of $300,000 was sold at a gain of $60,000. 

investing cash flows 1. How much cash did Anders receive from the sale of the building? 

P2 2. How much depreciation expense was recorded on buildings during 2016? 

3. What was the cost of buildings purchased by Anders during 2016? 

QS 12-7 The following selected information is from Eller Company’s comparative balance sheets. 
Computing cash from 

asset sales 
At December 31 2016 2015 

P3 FUPNICUBG Ss te ee oh Reet ne na $132,000 $ 184,500 

Accumulated depreciation—Furniture ......... (88,700) (110,700) 

The income statement reports depreciation expense for the year of $18,000. Also, furniture costing 
$52,500 was sold for its book value. Compute the cash received from the sale of furniture. 
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Computing cash flows 

Sale ‘of short-terminvestments.............0....5..002. $ 6,000 from investing 

Gashicollections fromicustomers:..-.-2s, #0405. 16,000 P3 

Purchase of used equipment ................. Sen SOR 5,000 

Depreciation exDenseuer emits ala sreie ois n Mo orca aca 2,000 

The following selected information is from Princeton Company’s comparative balance sheets. Qs 12-9 

Computing financing 

At December 31 2016 2015 cash flows 

Common stock, $10 par value ......... $105,000 $100,000 P3 

Paid-in capital in excess of par.......... 567,000 342,000 

Retained earings merrier nerea ee: 313,500 287,500 

The company’s net income for the year ended December 31, 2016, was $48,000. 

1. Compute the cash received from the sale of its common stock during 2016. 

2. Compute the cash paid for dividends during 2016. 

Compute cash flows from financing activities using the following company information. QS 12-10 
Computing cash flows 

Additional short-term borrowings ...............+-- $20,000 from financing 

Purchase of short-term investments..............--- 5,000 P3 

Gashedividends: paid came cies ick eueter tee ee see 16,000 

Interest paidit-mxowusncttrns oor ech eee ened 8,000 

OS 12-11 
CRUZ, INC. 

Comparative Balance Sheets 

December 31, 2016 

Indirect: Computing 

cash from operations 

P2 
2016 2015 

Assets 

CAashitee ree re acl eee ee acc ys $ 94,800 $ 24,000 

Accounts receivable, net............... 41,000 51,000 

HN lntela? eines Ce mevseetanen Do came 85,800 95,800 

Prepaidiexpen score cet rt etic re 5,400 4,200 

SROtaCUnKeNtASSCtS aie iiss eaimewe tee terees 227,000 175,000 

RUnincine mie errr eee eaters 109,000 119,000 

Accum. depreciation—Furniture......... (17,000) (9,000) 

SIGE AIRASSCES pstree at hatrce whoaah= on aicrenahavar ere sesh $319,000 $285,000 CRUZ, INC. 

Liabilities and Equity Income Statement 

Accounts payable cs on civ va essecdees $ 15,000  $ 21,000 For Year Ended December 31, 2016 

Wages payable ........---+----+----+- 9,000 5,000 Cala ee een aie ere Ue $488,000 

Income taxes payable..........-..-.-+. 1,400 2,600 Cost of goods sold............05. 314,000 

Total current liabilities...............-- 25,400 28,600 Grose Prone as tesco eee 174,000 

Notes payable (long-term)...........--- 29,000 69,000 Operating expenses 

Hlotaltiabiitiesemme test eerie es 54,400 97,600 Depreciation expense .......... $37,600 

Equity ©ther expenses.......5.--2----- 89,100 126,700 

Common stock, $5 par value .........-- 229,000 179,000 Income before taxes .........--- 47,300 

Retained earnings. .......---++++eeeees 35,600 8,400 Income taxes expense..........- 17,300 

Total liabilities and equity ...........--- $319,000 $285,000 Netcom carmen esis oeterise $ 30,000 

Required 

Use the indirect method to prepare the cash provided or used from operating activities section only of the 

statement of cash flows for this company. 
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QS 12-12 

Computing cash from 

asset sales 

B 

Refer to the financial data in QS 12-11. 

Furniture costing $55,000 is sold at its book value in 2016. Acquisitions of furniture total $45,000 cash, 

on which no depreciation is necessary because it is acquired at year-end. What is the cash inflow related 

to the sale of furniture? 

QS 12-13 

Computing financing 

cash outflows 

3 @ 

Refer to the financial data in QS 12-11. 

1. Assume that all common stock is issued for cash. What amount of cash dividends is paid during 2016? 

2. Assume that no additional notes payable are issued in 2016. What cash amount is paid to reduce the 

notes payable balance in 2016? 

QS 12-148 

Direct: Computing cash 

received from customers 

P6 

Refer to the financial data in QS 12-11. 

1. How much cash is received from sales to customers for year 2016? 

2. What is the net increase or decrease in cash for year 2016? 

QS 12-15° 

Direct: Computing 

operating cash outflows 

Pb 

Refer to the financial data in QS 12-11. 

1. How much cash is paid to acquire inventory during year 2016? 

2. How much cash is paid for “other expenses” during year 2016? (Hint: Examine prepaid expenses and 

wages payable.) 

QS 12-168 

Direct: Computing cash 

from operations 

sg 

Refer to the financial data in QS 12-11. 

Use the direct method to prepare the cash provided or used from operating activities section only of the 

statement of cash flows for this company. 

QS 12-17 

Analyzing sources and 

uses of cash 

| @ 

Financial data from three competitors in the same industry follow. 

1. Which of the three competitors is in the strongest position as shown by its statement of cash flows? 

2. Analyze and compare the strength of Moore’s cash flow on total assets ratio to that of Sykes. 

A B Cc D 

1 ($ thousands) 

2 Cash provided (used) by operating activities $ 70,000 $ 60,000 $ (24,000) 
3 Cash provided (used) by investing activities 

4 Proceeds from sale of operating assets 26,000 
5 Purchase of operating assets (28,000) (34,000) 
6 Cash provided (used) by financing activities 
i Proceeds from issuance of debt 

8 Repayment of debt (6,000) 
9 Net increase (decrease) in cash $ 36,000. $ 26,000 
10 

I Average total assets $790,000 $625,000 $300,000 
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When a spreadsheet for a statement of cash flows is prepared, all changes in noncash balance sheet ac- 
counts are fully explained on the spreadsheet. Explain how these noncash balance sheet accounts are used 
to fully account for cash flows on a spreadsheet. 

QS 12-184 

Noncash accounts on 

a spreadsheet 

P4 

for the year ended December 31, 2016, using the indirect method and (2) analyze and briefly discuss the 

statement prepared in part | with special attention to operating activities and to the company’s cash level. 

MONTGOMERY INC. 

Comparative Balance Sheets 

December 31, 2016 and 2015 

QS 12-19 

Indirect: Preparation of 

statement of cash flows 

PL P20 P38 

2016 2015 

Assets 

Gashicnencccamnen ee. ania eine et $ 30,400 $ 30,550 

Accounts receivable, net............... 10,050 12,150 

lNventoryey cetera stsam steer che ea ate 90,100 70,150 MONTGOMERY INC. 

otalicurrent assets. uns. dealers i « 130,550 112,850 Income Statement 

Equipmente: oman cee e oe ler 49,900 41,500 For Year Ended December 31, 2016 

Accum. depreciation—Equipment........ 22,500 15,30 

Total ae Ree aaa a We : 3 : rae hoe aeons ins $ ree $ eee sp ome oe 
oS —— Costiot goods cold tana eee (18,950) 

Liabilities and Equity Grossiprofit. sen 4a te site ae 26,625 

Accounts payableicassens.ni4s tector yiieests $ 23,900 $ 25,400 Operating expenses 

Salanies/payablNn ane oe sree eae se py 500s eee O00) Depreciation expense.......... $7,200 

fotalcurment jlabilities.| veces oe cle ee @ 24,400 26,000 Other expenses..........----- 5,550 

Equity Total operating expense ......... 12,750 

Common stock, no par value ........... 110,000 100,000 Income before taxes ............ 13,875 

NEE Se lA ene soso neomsnosnoebimcan 23,550 13,050 Income taxcexpenses. 4.06. 0sse 3,375 

Total liabilities and equity .............. $157,950 $139,050 INetsincome: fener eee anes $10,500 

Additional Information 

a. No dividends are declared or paid in 2016. 

b. Issued additional stock for $10,000 cash in 2016. 

c. Purchased equipment for cash in 2016; no equipment was sold in 2016. 

Answer each of the following questions related to international accounting standards. QS 12-20 

4. Which method, indirect or direct, is acceptable for reporting operating cash flows under IFRS? ae cash flow 
isclosures 

2. For each of the following four cash flows, identify whether it is reported under the operating, invest- 

ing, or financing section (or some combination) within the indirect format of the statement of cash 

flows reported under IFRS and under U.S. GAAP. 

US GAAP Reporting IFRS Reporting Cash Flow Source 

AeINCeReSt Dald macnn raat etarer arr 

b. Dividends paid 

c. Interest received........... 

d. Dividends received ......... 

"@ 
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EXERCISES The following transactions and events occurred during the year. Assuming that this company uses the in- 

direct method to report cash provided by operating activities, indicate where each item would appear on 

Exercise 12-1 its statement of cash flows by placing an x in the appropriate column. 

Indirect: Cash flow. 

classification C1 

Noncash Not 

Investing Reported on 
Statement of Cash Flows 

Operating Investing Financing and Financing Statement 

Activities Activities Activities Activities or in Notes 

a. Declared and paid a cash dividend ................ ees ey aaeehey el ——— 

b. Recorded depreciation expense .................. Eo anes aes pea SY ee 

c. Paid cash to settle long-term note payable ......... eee 2a pa saseaes pela ER Es Sees 

d. Prepaid expenses increased in the year ............ mee ees Ses eS ees 

e. Accounts receivable decreased in the year ......... a eee — nee ee = 

f. Purchased land by issuing common stock........... =A eee nana pewat aoe 

g. Inventory increased in the year ...............44. wis. Yoel Been peseee es at Se Les 

h. Sold equipment for cash, yielding aloss............ Seen ae Eas ee pee pts Bits 

i. Accounts payable decreased in the year ........... eS ene * panna, jae eet pata: 

j. Income taxes payable increased in the year.......... peta Balin eee pa ees 

Exercise 12-2 Hampton Company reports the following information for its recent calendar year. Prepare the operating 

Indirect: Reporting cash _activities section of the statement of cash flows for Hampton Company using the indirect method. 

flows from operations 

P2 Income Statement Data Selected Year-End Balance Sheet Data 

Salesese te eer rcs $160,000 Accounts receivable increase........... $10,000 

Expenses Inventory-decrease, 2.5.0.5 lon. ae 16,000 

Cost of socdsisolds 5.5 ein 05) 100,000 Salaries payable increase ............5. 1,000 

Salaries expense xverm ict mice weiss 24,000 

Depreciation expense ............ 12,000 

INetincomeds. Gs cushomess atari $ 24,000 

Exercise 12-3 Arundel Company disclosed the following information for its recent calendar year. 
Indirect: Reporting and 

interpreting cash flows Income Statement Data Selected Year-End Balance Sheet Data 
from operations Sn eae SN ER OP may I ee Spore a ae ye CP a eS EES 

Revenues’? 3s fo. ick pen. Genero $100,000 Accounts receivable decrease.......... $24,000 

P2 Expenses Purchased a machine for cash.......... 10,000 

Salaries expense.........-....+.5 84,000 Salaries payable increase .............. 18,000 

Utilities expense. .........+....-. 14,000 Other accrued liabilities decrease....... 8,000 
Depreciation expense ............ 14,600 

Other expenses)... cia cie ce eusces 1s 3,400 

INGEN OSSi.3 2 scrise:thy Rereonsec ears siscannaronet: $ (16,000) 

Required 

1. Prepare the operating activities section of the statement of cash flows using the indirect method. 

2. What were the major reasons that this company was able to report a net loss but positive cash flow 
from operations? 

3. Of the potential causes of differences between cash flow from operations and net income, which are 
the most important to investors? 
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The following income statement and information about changes in noncash current assets and current li- 
abilities are reported. 

SONAD COMPANY 

Income Statement 

For Year Ended December 31, 2016 

Salesy writ Woke cs one ee pn UE Riders $1,828,000 

@ostiotigoods'Soldneak: cepts Nek Min fee 991,000 

GROSS: Dhofithere nce eu ates ry RS 837,000 

Operating expenses 

Salaries ‘expense... ee es $245,535 

Depreciation expense ........4....0.... 44,200 

Rent expensetis aera nee cae ane 49,600 

Amortization expenses—Patents ......... 4,200 

Weilitiestexpense shu. women tk eee 18,125 361,660 

475,340 

Gain onisale'of equipment: -.....52...5..-- 6,200 

Netincomers ss rc cre tna ta acts $ 481,540 

Changes in current asset and current liability accounts for the year that relate to operations follow. 

$30,500 increase 

25,000 increase 

$12,500 decrease 

3,500 decrease 

Accounts receivable........... Accounts payable ........ 

INVENtOny Mis. ce tena eres Salaries payable.......... 

Required 

Prepare only the cash flows from operating activities section of the statement of cash flows using the indi- 

rect method. 

activities section of its statement of cash flows for the year ended December 31, 2016. 

575 

Exercise 12-4 

Indirect: Cash flows 

from operating activities 

P2 

Selected 2016 Income Statement Data 

INGtITICONIC 16 a tes ere $374,000 

Depreciation expense ............. 44,000 

Amortization expense............. 7,200 

Gain on sale of plant assets......... 6,000 

Salud Company reports the 

Selected Year-End 2016 Balance Sheet Data 

Accounts receivable decrease ........... $17,100 

Inventory decreases jen e neo cet es 42,000 

Prepaid expenses increase.............. 4,700 

Accounts payable decrease ............. 8,200 

Salaries payable increase...............+- 1,200 

following information. Use the indirect method to prepare only the operating 

activities section of its statement of cash flows for the year ended December 31, 2016. 

Selected 2016 Income Statement Data 

NeGincomecn wie est irate aoe $400,000 

Depreciation expense ..........--. 80,000 

Gain on sale of machinery.......... 20,000 

b. Paid $89,000 cash for a new truck. 

Use the following information to determine this company’s cash flows from investing activities. 

a. Equipment with a book value of $65,300 and an original cost of $133,000 was sold at a loss of $14,000. 

Selected Year-End 2016 Balance Sheet Data 

Accounts receivable increase..........-- $40,000 

Prepaid expenses decrease ...........-- 12,000 

Accounts payable increase...........--. 6,000 

2,000 Wages payable decrease..............+- 

c. Sold land costing $154,000 for $198,000 cash, yielding a gain of $44,000. 

d. Long-term investments in stock were sold for $60,800 cash, yielding a gain of $4,150. 

Indirect: Cash flows 

from operating activities 

P2 

Exercise 12-6 

Indirect: Cash flow from 

operations 

P2 

Exercise 12-7 

Cash flows from 

investing activities 

P3 
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Exercise 12-8 Use the following information to determine this company’s cash flows from financing activities. 

Cashiflows from a. Net income was $35,000. 

pene Gra PINiniGs b. Issued common stock for $64,000 cash. 

P3 c. Paid cash dividend of $14,600. 
d. Paid $50,000 cash to settle a note payable at its $50,000 maturity value. 

e. Paid $12,000 cash to acquire its treasury stock. 

f. Purchased equipment for $39,000 cash. 

Exercise 12-9 Peugeot S.A. reports the following condensed financial information for the year ended December 31, 
Indirect: Statement of 2014 (euros in millions). Prepare its statement of cash flows under the indirect method. (Hint: Each line 

cash flows under IFRS item below is titled, and any necessary parentheses added, as it is reported in the statement of cash flows.) 
eT on 

Neeincomie (loss) vga er een € (822) Cash'fromiissuances of shares... ..00...2..-...:<- € 2,961 

Depreciation and amortization.......... 2,530 Cash paid for other financing activities ............. (1,891) 

Losses on disposals and other........... 42 Cash from disposal of plant assets 

Net decrease in current operating Sc INTANGIDIES sears otek Gere cteotere rae. 206 

aSSetS: & Other. rset ss csteasan 2,314 Cash paid for plant assets, intangibles & other....... (2,542) 

Gash paid for dividends... 224.00... (58) Cash and cash equivalents, December 31, 2013...... 8,162 

Exercise 12-10 A company reported average total assets of $1,240,000 in 2015 and $1,510,000 in 2016. Its net operating 
Analyses of cash flow on cash flow was $102,920 in 2015 and $138,920 in 2016. Calculate its cash flow on total assets ratio for 

total assets Al both years. Comment on the results and any change in performance. 

Exercise 12-11 

Indirect: Preparation of 

statement of cash flows IKIBAN INC. 

Pi P2 P3 Al 0 Comparative Balance Sheets 

June 30, 2016 and 2015 

2016 2015 

Assets 

Cashier ue cenmaite Rosen one Cue psere ees $ 87,500 $ 44,000 

Accounts receivable, net... ..05.5.5.2...5 65,000 51,000 

IAVENtORY cece tri neers 63,800 86,500 

IKIBAN INC. Prepaidrexpenses\... ssn arate 4,400 5,400 

Income Statement MOtalicitrent aSSets\os snow ye 220,700 186,900 

For Year Ended June 30, 2016 Equipment c. cient Soe ea cette cet eee 124,000 115,000 

ee ee $678,000 Accum. depreciation—Equipment......... (27,000) (9,000) 

Phe ofieir old $0. 411,000 TOtal ASSCts. ue Gar Wale te ra see mag $317,700 $292,900 

GPO et 267,000 Liabilities and Equity 
Operating expenses Accounts payables. Wetec tee he eres $ 25,000 $ 30,000 

Depreciation expense ...........-. $58,600 Wages payable’ ss\c0)5 en oe sale ature 6,000 15,000 

Other expenses..............000. 67,000 Income taxes (payable; <n... sae oe 3,400 3,800 

Total operating expenses............. 125,600 localscurrent liabilities (eens ter ce 34,400 48,800 

141,400 Notes payable (long term)............... 30,000 60,000 

Other gains (losses) otal habilities: ccc 4: snre ane ctere ae eee 64,400 108,800 

Gain on sale of equipment.......... 2,000 Equity 

Income before taxes . 60... te 3 143,400 Common stock, $5 par value ............ 220,000 160,000 

Income taxes expense............... 43,890 Retained earnings: 0: Gnesi 33,300 24,100 

Netincome: 2 aise ke as. $ 99,510 Total liabilities and equity ............... $317,700 $292,900 

Additional Information 

a. A $30,000 note payable is retired at its $30,000 carrying (book) value in exchange for cash. 

b. The only changes affecting retained earnings are net income and cash dividends paid. 
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. New equipment is acquired for $57,600 cash. 

- Received cash for the sale of equipment that had cost $48,600, yielding a $2,000 gain. 
. Prepaid Expenses and Wages Payable relate to Other Expenses on the income statement. 

- All purchases and sales of inventory are on credit. Sy {5 GG) 

Required 

1. Prepare a statement of cash flows for the year ended June 30, 2016, using the indirect method. 
2. Compute the company’s cash flow on total assets ratio for its fiscal year 2016. 

Refer to the information in Exercise 12-11. Using the direct method, prepare the statement of cash flows 
for the year ended June 30, 2016. 

Complete the following spreadsheet in preparation of the statement of cash flows. (The statement of cash 

flows is not required.) Prepare the spreadsheet as in Exhibit 12A.1; report operating activities under the 

indirect method. Identify the debits and credits in the Analysis of Changes columns with letters that cor- 

respond to the following transactions and events a through h. 

a. Net income for the year was $100,000. 

b. Dividends of $80,000 cash were declared and paid. 

c. Scoreteck’s only noncash expense was $70,000 of depreciation. 

d. The company purchased plant assets for $70,000 cash. 

e. Notes payable of $20,000 were issued for $20,000 cash. 

f. Change in accounts receivable. 

g. Change in inventory. 

h. Change in accounts payable. 

A B e D E F G 
1 SCORETECK CORPORATION 

2 Spreadsheet for Statement of Cash Flows—Indirect Method 

3 For Year Ended December 31, 2016 

4 Analysis of Changes 

5 Dec. 31, 2015 Debit Credit Dec. 31,2016 

6 Balance Sheet—Debit Bal. Accounts 
7 Cash $ 80,000 $ 60,000 

8 Accounts receivable 120,000 190,000 
9 Inventory 250,000 230,000 

10 ~—~Plant assets 600,000 670,000 
1 $1,050,000 $1,150,000 

12 Balance Sheet—Credit Bal. Accounts 

13 Accumulated depreciation $ 100,000 $ 170,000 

14 ~~ Accounts payable 150,000 140,000 

15 Notes payable 370,000 390,000 

16 Common stock 200,000 200,000 

17 ~~ Retained earnings 230,000 250,000 

18 $1,050,000 __ $1,150,000 __| 

19 Statement of Cash Flows 
20 Operating activities 
a1 Net income 
Be Increase in accounts receivable 
23 Decrease in inventory 
a. Decrease in accounts payable 
25 Depreciation expense 
26 _ Investing activities 
27 Cash paid to purchase plant assets 
28 Financing activities 
29 Cash paid for dividends 
30 Cash from issuance of notes 

Exercise 12-13 

577 

Check (1b) Cash paid for 

dividends, $90,310 

(1d) Cash received 

from equip. sale, $10,000 

Exercise 12-128 

Direct: Preparation of 

statement of cash flows 

Pia pdserd 

Indirect: Cash flows 

spreadsheet 

P4 
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Exercise 12-14® The following transactions and events occurred during the year. Assuming that this company uses the di- 

Direct: Cash flow rect method to report cash provided by operating activities, indicate where each item would appear on the 

classification statement of cash flows by placing an x in the appropriate column. 

C1 og 

iy Feyater 64) Not 
Statement of Cash Flows Z 

Investing Reported on 

Operating Investing Financing and Financing Statement 

Activities Activities Activities Activities or in Notes 

a. Retired long-term notes payable by 

Issuillag COMMON StOCK. ce ins es as poi eas eee BET a VAS 

b. Paid cash to acquire inventory ................... es pte ere gests poets 

eooldanventory for Gash <5 6 ie ese oe Sree pence anes — 

d. Paid cash dividend that was declared in 

APM PETiOd Wenz ea oe a ee ec ee wee ae See eae geisha panies 

e. Accepted six-month note receivable in 

exchange for plant assets .... 02. ..2...-000.8-. eas eee Sees eens — 

Recorded depreciation expense................... ices pREES, EEE See poe 

. Paid cash to acquire treasury stock ............... ee eee eee ee eee 

= Collected: cashitronisales. oa ee ee eS aes eee eens! heer SS 
Pe romance | 
i. Borrowed cash from bank by 

signing a nine-month note payable .............. eee oe pte eee pee 

j. Paid cash to purchase a patent... 2... 00.65.66 6. SSee eee Suwa ss dosti peteheeks 

Exercise 12-15° For each of the following three separate cases, use the information provided about the calendar-year 2016 
Direct: Computation of operations of Sahim Company to compute the required cash flow information. 

cash flows 

P5 Case X: Compute cash received from customers: 

Sales: .o5 see Oe Oe es Sees $515,000 

Accounts receivable, December 31, 2015........... 27,200 

Accounts receivable, December 31, 2016........... 33,600 

Case Y: Compute cash paid for rent: 

Rentcexpense i. Ss oe er er ne $139,800 

Rent payable, December 31, 2015................. 7,800 

Rent payable, December 31, 2016................. 6,200 

Case Z: Compute cash paid for inventory: 

Gost of goods soldi ce. sap irants vere aia koala se aes $525,000 

Inventory, December 31,2015 2.0.0. eins ss. 158,600 

Accounts payable, December 31, 2015............. 66,700 

Inventory, December 31, 2016 .................5. 130,400 

Accounts payable, December 31, 2016............. 82,000 

Exercise 12-16® ’ Refer to the information about Sonad Company in Exercise 12-4. Use the direct method to prepare only 
Direct: Cash flows from the cash provided or used by operating activities section of the statement of cash flows for this company. 

operating activities P5 

Exercise 12-178 

Direct: Preparation of of cash flows (direct method) for the year ended December 31, 2016. Use a note disclosure for any non- 

statement of cash flows cash investing and financing activities. 

and supporting note 

P1 P3 PS Cash and cash equivalents balance, December 31, 2015... 0.00... cece eee eee eee eee ees $ 40,000 

Gash and cash.equivalents balance, December 31, 20162... 02.02 ee es 148,000 

Cash: received:as: interest: cies cba s s dean cacenwacee aisnese es 3,500 

Cash patdfor salanies cs. See ca sais aie t coat aoe Re re tee Gren 76,500 

[continued on next page] 
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[continued from previous page] 

Bonds payable retired by issuing common stock (no gain or loss on retirement)........... $185,500 
Cashipald to retire long-term notes payable. <0. i... sonny sans ove he ocho ea ees 100,000 
Cash recened from Salé-of equipments: 25 Cass sane, Ue on ee 60,250 
Cash received in exchange for six-month note payable............ 00 ccc eecreeeeveeeee 35,000 
Land purchased by issuing long-term note payable..........0.. 000. cceceeceeeeeueees 105,250 
Kaci paul for, Stare GQUIDINGKE © 6 o5c105. Sees) 2 Sa Dynan os ek ee ok ames 24,750 
PPS IVICGR GS Wales ete cts cil es vate, Gers Raich ben LC) hina 10,000 
Koon Pando otier expenses. iieet oad: 4s a ecled, [ude Fale ke ee 20,000 

Casniecened tram customers CPS IS as adie), Ce GG Ee ee 495,000 

BSE DAL FOR MINERNORY ie So dy we Ps Le bE, A: BO I 254,500 

The following summarized Cash T-account reflects the total debits and total credits to the Cash account of Exercise 12-188 
Thomas Corporation for calendar-year 2016. Direct: Preparation of 
1. Use this information to prepare a complete statement of cash flows for year 2016. The cash provided statement of cash flows 

or used by operating activities should be reported using the direct method. from Cash Taccount 

2. Refer to the statement of cash flows prepared for part 1 to answer the following questions a through d: Pl P3 PS 

(a) Which section—operating, investing, or financing—shows the largest cash (1) inflow and (ii) out- 

flow? (b) What is the largest individual item among the investing cash outflows? (c) Are the cash 

proceeds larger from issuing notes or issuing stock? (d) Does the company have a net cash inflow or 

outflow from borrowing activities? 

! Accounting System: 

File Edit Maintain Tasks Analysis Options Reports Window Help 

Balance, Dec. 31, 2015 

Receipts from customers Payments for inventory 
Receipts from dividends Payments for wages 

Receipts from land sale Payments for rent 

Receipts from machinery sale Payments for interest 

Receipts from issuing stock Payments for taxes 

Receipts from borrowing Payments for machinery 

Payments for long-term investments 

Payments for note payable 

Payments for dividends 

Payments for treasury stock 

Balance, Dec. 31, 2016 

Se > General — t~ e j 
sana Purchases eee Company 

Lansing Company’s 2016 income statement and selected balance sheet data (for current assets and current PROBLEM SETA 

liabilities) at December 31, 2015 and 2016, follow. 

LANSING COMPANY Problem 12-1A 

Income Statement Indirect: Computing 
For Year Ended December 31, 2016 cash flows from 

LANSING COMPANY Salesirevenue cing vuatia nu 3 $97,200 opetauons 
Selected Balance Sheet Accounts Expenses P2 

GostiofigoodsisOldae cers. ne 42,000 
At December 31 2016 2015 Sa 
Tanne Ee aa Re OEEARS CRE ORA Depreciation expense ......... 12,000 
Accounts receivable...... $5,600 $5,800 

Salaries expense............-. 18,000 
lAVENCORY ss eee 1,980 1,540 

Rentiexpenses wecuicicc esac o.s 9,000 
Accounts payable.......-. 4,400 4,600 

Insurance expense............ 3,800 
Salaries payable.......... 880 700 

Interest expense.............- 3,600 
Utilities payable ......... 220 160 er 

Utilities expense.............- 2,800 
Prepaid insurance........ 260 280 Seabees 

NeGiIncOme:.: et fear ees $ 6,000 
Prepaid rent....-....+... 220 180 eee 

Required 

Prepare the cash flows from operating activities section only of the company’s 2016 statement of cash Check Cash from 

flows using the indirect method. operating activities, $17,780 



580 Chapter 12 Reporting and Analyzing Cash Flows 

Problem 12-2A® 
Direct: Computing cash 

flows from operations 

Pb 

Refer to the information in Problem 12-1A. 

Required 

Prepare the cash flows from operating activities section only of the company’s 2016 statement of cash 

flows using the direct method. 

Problem 12-3A 

Indirect: Statement of 

cash flows 

P2 P3 Al Pl 

Cost of goods sold....... 

Gross: PLONE ccm gars. cie os: 

Operating expenses 

Depreciation expense 

Other expenses....... 

Other gains (losses) 

Loss on sale of equipment 

Income before taxes ..... 

Income taxes expense.... 

Net income: 45.20.50 2.5 

Forten Company, a merchandiser, recently completed its calendar-year 2016 operations. For the year, 

(1) all sales are credit sales, (2) all credits to Accounts Receivable reflect cash receipts from customers, 

(3) all purchases of inventory are on credit, (4) all debits to Accounts Payable reflect cash payments for 

inventory, and (5) Other Expenses are paid in advance and are initially debited to Prepaid Expenses. The 

company’s income statement and balance sheets follow. 

FORTEN COMPANY 

Comparative Balance Sheets 

December 31, 2016 and 2015 

2016 2015 

Assets 

Casi ites ose eerie oy Sele $ 49,800  $ 73,500 

Accounts receivable... hee ie ecru oes 65,810 50,625 

IHVENLOLY nasa Nama dene ce een 275,656 251,800 

Prepaid expenses... 605.6 cheese 1,250 1,875 

‘Total.current assets siete ce ee ee 392,516 377,800 

Equipment:< i. oe sie oe nies 157,500 108,000 

FORTEN COMPANY Accum. depreciation—Equipment......... (36,625) (46,000) 

INCOME Staremene Total assets, 5 si ee ie $513,391 $439,800 
For Year Ended December 31, 2016 tects s aaa Se 

Liabilities and Equity 

Be Ree $582,500 Accounts payable. ss simisiaee eee c cee $ 53,141 $114,675 

eee tome 285,000 Short-term notes payable ............... 10,000 6,000 

Bh ese mre as 297,500 Total current liabilities.................. 63,141 120,675 

Long-term notes payable................ 65,000 48,750 

Joh Bae ee $ 20,750 Notal liabilitiesss Sec hese ie ee 128,141 169,425 

he Be 132,400 153,150 Equity 

Common stock, $5 par value ............ 162,750 150,250 

Dacia crete (5,125) Paid-in capital in excess of 

Sie ee 139,225 par, Common\stock’.< 5.6. .5ss 050s. 37,500 0 

RR Se 24,250 Retained earnings: .. 2 4.... ss 2.e ene. 185,000 120,125 

EGE onto $114,975 Total liabilities and equity ............... $513,391 $439,800 

Check Cash from 

operating activities, $40,900 

Additional Information on Year 2016 Transactions 

a. The loss on the cash sale of equipment was $5,125 (details in b). 

b. Sold equipment costing $46,875, with accumulated depreciation of $30,125, for $11,625 cash. 

c. Purchased equipment costing $96,375 by paying $30,000 cash and signing a long-term note payable 

for the balance. 

d. Borrowed $4,000 cash by signing a short-term note payable. 

e. Paid $50,125 cash to reduce the long-term notes payable. 

f. Issued 2,500 shares of common stock for $20 cash per share. 

g. Declared and paid cash dividends of $50,100. 

Required 

1. Prepare a complete statement of cash flows; report its operating activities using the indirect method. 
Disclose any noncash investing and financing activities in a note. 

Analysis Component 

2. Analyze and discuss the statement of cash flows prepared in part 1, giving special attention to the 

wisdom of the cash dividend payment. 
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about Forten Company in Problem 12-3A. Problem 12-4A4 
Indirect: Cash flows 

spreadsheet 
Prepare a complete statement of cash flows using a spreadsheet as in Exhibit 12A.1; report its operating P| P2 P3 P4 
activities using the indirect method. Identify the debits and credits in the Analysis of Changes columns 
with letters that correspond to the following list of transactions and events. 

a. Net income was $114,975. 

b. Accounts receivable increased. 

c. Inventory increased. 

Refer to the information reported 

Required 

d. Prepaid expenses decreased. 

e. Accounts payable decreased. 

f. Depreciation expense was $20,750. 

9 - Sold equipment costing $46,875, with accumulated depreciation of $30,125, for $11,625 cash. This 
yielded a loss of $5,125. 

- Purchased equipment costing $96,375 by paying $30,000 cash and (i.) by signing a long-term note 
payable for the balance. 

> 

j- Borrowed $4,000 cash by signing a short-term note payable. 

k. Paid $50,125 cash to reduce the long-term notes payable. 
Check Analysis of 

I. Issued 2,500 shares of common stock for $20 cash per share. Changes column totals 
m. Declared and paid cash dividends of $50,100. $600,775 

Refer to Forten Company’s financial statements and related information in Problem 12-3A. Problem 12-5A® 

Direct: Statement of 

Required cash flows Pl P3 P5 

Prepare a complete statement of cash flows; report its operating activities according to the direct method. Cheek Cash used in 
Disclose any noncash investing and financing activities in a note. HSIN GRAIG ee 

Golden Corp., a merchandiser, recently completed its 2016 operations. For the year, (1) all sales are credit Problem 12-6A 

sales, (2) all credits to Accounts Receivable reflect cash receipts from customers, (3) all purchases of in- Indirect: Statement of 

ventory are on credit, (4) all debits to Accounts Payable reflect cash payments for inventory, (5) Other cash flows 

Expenses are all cash expenses, and (6) any change in Income Taxes Payable reflects the accrual andcash_ py ppp} 

payment of taxes. The company’s balance sheets and income statement follow. 

GOLDEN CORPORATION 

Comparative Balance Sheets 

December 31, 2016 and 2015 

2016 2015 

Assets 

Gasper crc ore eet tears sea a $ 164,000 $107,000 

Accounts receivable a. 3 62255 scenes oe cae 83,000 71,000 

INVEMtONnYree, setae esr nu enenteiey archos 601,000 526,000 

Totalicurrent assets ara. vee ae a ue tees 848,000 704,000 

Equipmmentas:mroctmiiae + actan sokecresecnnn 335,000 299,000 

Accum. depreciation—Equipment......... (158,000) (104,000) Fefefiisti<elel fel, Vvaloie 

MOtaliaSSCtSe carte wis sire it uecrassisneeuegsaatior $1,025,000 $899,000 Income Statement _ 

Liabilities and Equity For Year Ended December 31, 2016 

INECOUNES Pay aDI@leraaate re cls aera sade $ 87,000 §$ 71,000 ek ee res eee $1,792,000 

Incometaxes payable@ =e, c2-7 oad 28,000 25,000 Castel codes ee 1,086,000 

Aotalseuncent WabiitieS sc. fy ocnale) 2 een 115,000 96,000 SE oe ie z ~ 706,000 

Equity Operating expenses 

Gommion stock, $2) parivalue. -. 2204202 « 592,000 568,000 Depreciation expense ......... $ 54,000 

Paid-in capital in excess Other expenses.........-.... 494,000 548,000 

of par value, common stock..........-- 196,000 160,000 Income before taxes ........... 158,000 

Retainedvearnings ............-.....+-.. 122,000 75,000 Income taxes expense.......... 22,000 

Total liabilities and equity..............-. $1,025,000 $899,000 Netinicomes sonra re ine $ 136,000 
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Additional Information on Year 2016 Transactions 

a. Purchased equipment for $36,000 cash. 

b. Issued 12,000 shares of common stock for $5 cash per share. 

c. Declared and paid $89,000 in cash dividends. 

Required 
Check Cash from : = 

operating activities, Prepare a complete statement of cash flows; report its cash inflows and cash outflows from operating 

$122,000 activities according to the indirect method. 

Problem 12-7A*% Refer to the information reported about Golden Corporation in Problem 12-6A. 

Indirect: Cash flows 

spreadsheet Required 

Pin Pe Bs- “Pa Prepare a complete statement of cash flows using a spreadsheet as in Exhibit 12A.1; report operating 
activities under the indirect method. Identify the debits and credits in the Analysis of Changes columns 

with letters that correspond to the following list of transactions and events. 

a. Net income was $136,000. 

b. Accounts receivable increased. 

c. Inventory increased. 

d. Accounts payable increased. 

e. Income taxes payable increased. 

f. Depreciation expense was $54,000. 

; g. Purchased equipment for $36,000 cash. 
Check Analysis of 
Changes column totals, h. Issued 12,000 shares at $5 cash per share. 

$481,000 i. Declared and paid $89,000 of cash dividends. 

Problem 12-8A® Refer to Golden Corporation’s financial statements and related information in Problem 12-6A. 

Direct: Statement of 

cash flows Required 

PE Pa - PS Prepare a complete statement of cash flows; report its cash flows from operating activities according to 

Grace cshusedin the direct method. 

financing activities, $(29,000) 

PROBLEM SET B _seLake Company’s 2016 income statement and selected balance sheet data (for current assets and current 
liabilities) at December 31, 2015 and 2016, follow. 

Problem 12-1B 
Indirect: Computing 

cash flows from LAKE COMPANY 

Income Statement 
operations 
ry) For Year Ended December 31, 2016 

Salen even ee. $156,000 
Expenses Selected Balance Sheet Accounts 

Gost of goods sold).22—. 42. ..5 72,000 AE Dbcenibar el 2016 2015 

Depreciation expense ......... 32,000 icine (Ee eae $3,600 $3,000 

Salaries expense.............. 20,000 invertor ee) 980 

REDE OM PSTSe ee Grima tee vane Accounts payable........... 2,400 2,600 

TEAM EE ONDE seca st aon) Salaries payable............. 900 600 
Interest expense.............. 2,400 Wallies cael ee 200 0 

Utilities expense.............. 2,000 Prepaid insurance, 140 180 

Netincomes: Se ancihe scenic. $ 20,000 
a Prepaid PONG. oe ee ee 100 200 
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Required 

Prepare the cash flows from operating activities section only of the company’s 2016 statement of cash Check Cash from 
flows using the indirect method. operating activities, $51,960 

Refer to the information in Problem 12-1B. 

Direct: Computing cash 

flows from operations 

Prepare the cash flows from operating activities section only of the company’s 2016 statement of cash  P5 
flows using the direct method. 

Required 

Gazelle Corporation, a merchandiser, recently completed its calendar-year 2016 operations. For the year, Problem 12-3B 
(1) all sales are credit sales, (2) all credits to Accounts Receivable reflect cash receipts from customers, Indirect: Statement of 
(3) all purchases of inventory are on credit, (4) all debits to Accounts Payable reflect cash payments for cash flows 
inventory, and (5) Other Expenses are paid in advance and are initially debited to Prepaid Expenses. The Al Pl P2 P3 
company’s balance sheets and income statement follow. 

GAZELLE CORPORATION 

Comparative Balance Sheets 

December 31,2016 and 2015 

2016 2015 

Assets 

Cashin te Sela an \erear ht nom soe eats $123,450 $ 61,550 

ACCOUNTS mecelVable a. ssace crc) eatin fe 77,100 80,750 

INVENCORYS ee eee mn ne Ge 240,600 250,700 

PrepaldiexpenSeS\. assist coe a yee sia 15,100 17,000 

Mocalicunrent-assets.c,.mimanee sahil 456,250 410,000 fe) WAiN Es ee)-\-Jo)-7-¥nle) 

EGUIPMENE recy seen eee et sarea, toe 262,250 200,000 Income Statement 

Accum. depreciation—Equipment......... (110,750) (95,000) For Year Ended December 31, 2016 

MOtAl PASSES si aetna er mea $607,750 $515,000 Gale reg eu et ae $1,185,000 

Liabilities and Equity Costiohicoodsisold. ca eet ie ee 595,000 

Accounts payable............ mane ke $ 17,750 $102,000 Grossiprofitweac 05 aeestine eee 590,000 
Short-term notes payable ............... 15,000 10,000 Operating expenses 

Totalicurrent liabilities 3. fn. wn oe se 32,750 112,000 Depreciation expense ............ $ 38,600 

Long-terminotes payable..........4:.... 100,000 77,500 Other expenses............0000- 362,850 

axel MIRE TES poeirs nolo eae oencn ab. e ue core 132,750 189,500 Total operating expenses............ 401,450 

Equity 188,550 

Gomimonmstocks po: Paneer fet -ia heresies 215,000 200,000 Other gains (losses) 

Paid-in capital in excess of par, Loss on sale of equipment......... (2,100) 

EOMMONISCOCK ticerereseee eran ata sien 30,000 0 Income before taxes ............-- 186,450 

Retained cabin gSuaertetau -iret cient as 230,000 125,500 Income taxes expense.............- 28,350 

Total liabilities and equity ............... $607,750 $515,000 Neaincom@ prin ce ete $ 158,100 

Additional Information on Year 2016 Transactions 

a. The loss on the cash sale of equipment was $2,100 (details in b). 

b. Sold equipment costing $51,000, with accumulated depreciation of $22,850, for $26,050 cash. 

c. Purchased equipment costing $113,250 by paying $43,250 cash and signing a long-term note payable 

for the balance. 

d. Borrowed $5,000 cash by signing a short-term note payable. 

e. Paid $47,500 cash to reduce the long-term notes payable. 

f. Issued 3,000 shares of common stock for $15 cash per share. 

g. Declared and paid cash dividends of $53,600. 
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Check Cash from 

operating activities, $130,200 

Chapter 12 Reporting and Analyzing Cash Flows 

Required 

1. Prepare a complete statement of cash flows; report its operating activities using the indirect method. 

Disclose any noncash investing and financing activities in a note. 

Analysis Component 

2. Analyze and discuss the statement of cash flows prepared in part 1, giving special attention to the 

wisdom of the cash dividend payment. 

Problem 12-4B4 

Indirect: Cash flows 

spreadsheet 

PL PZ ahd eaPA 

Check Analysis of 

Changes column totals, 

$681,950 

Refer to the iiomnion reported about Gazelle (Corpocton in Problew 12- 3B. 

Required 

Prepare a complete statement of cash flows using a spreadsheet as in Exhibit 12A.1; report its operating 

activities using the indirect method. Identify the debits and credits in the Analysis of Changes columns 

with letters that correspond to the following list of transactions and events. 

Net income was $158,100. 

Accounts receivable decreased. 

. Inventory decreased. 

. Prepaid expenses decreased. 

. Accounts payable decreased. 

. Depreciation expense was $38,600. 

. Sold equipment costing $51,000, with accumulated depreciation of $22,850, for $26,050 cash. This 

yielded a loss of $2,100. 

. Purchased equipment costing $113,250 by paying $43,250 cash and (i.) by signing a long-term note 

payable for the balance. 

. Borrowed $5,000 cash by signing a short-term note payable. 

. Paid $47,500 cash to reduce the long-term notes payable. 

. Issued 3,000 shares of common stock for $15 cash per share. 

. Declared and paid cash dividends of $53,600. 

> O@Omwmoagds ® 

3 ae eo 

Problem 12-5B® 
Direct: Statement of 

cash flows 

Pl Pas PS 

Check Cash used in 

financing activities, $(51,100) 

Problem 12-6B 

Indirect: Statement of 

cash flows 

Bie ke.) a 

Refer to Gazelle Guna ion S fence statements and related information in Problem 12-3B. 

Required 

Prepare a complete statement of cash flows; report its operating activities according to the direct method. 

Disclose any noncash investing and financing activities in a note. 

Satu Company, a merchandiser, recently completed its 2016 operations. For the year, (1) all sales are 

credit sales, (2) all credits to Accounts Receivable reflect cash receipts from customers, (3) all purchases 

of inventory are on credit, (4) all debits to Accounts Payable reflect cash payments for inventory, (5) Other 

Expenses are cash expenses, and (6) any change in Income Taxes Payable reflects the accrual and cash 

payment of taxes. The company’s income statement and balance sheets follow. 
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SATU COMPANY 

Comparative Balance Sheets 

December 31, 2016 and 2015 

585 

2016 2015 

Assets 

GaSe Fete Ce eae $ 58,750 $ 28,400 

AAGCOUNLS VECCIVableae ae 4 eres a 20,222 25,860 

dlotalccurrent assets-. 2. ce 78,972 54,260 

INVENtORY She ee ene ene csi eerceed 165,667 140,320 

EQuipiment 7c ect eee 107,750 77,500 oe 
Accum. depreciation—Equipment......... (46,700) (31,000) - 

NOtalraSSCtS ee ice cane $305,689 $241,080 For Year Ended December 31, 2016 

Liabilities and Equity 

Recounts payables. 5. s. /eeo nes $ 20,372 $157,530 poles Se Ger a nee oe 
Income-taxes payablel an e062 ee 2,100 6,100 Ces Ot ee a page) 

Total current liabilities........0...0.000. 22,472 ‘(163,630 Gross Profit a) 254 sees Hel poh 
Equity Operating expenses 

Common stock, $5 par value ............ 40,000 25,000 palace Sure ue ee 
en siiecl in cxanw of par OthenexpenseSian a: 22 ewg. eee 173,933 189,633 

Drain toda et 8 dor en 68,000 20,000 Income belore taxes 175 t- aS) 
Retainedvearmings-s tesa eet ete 175,217 32,450 Income taxes expense........... 89,200 

Total liabilities and equity ............... $305,689 $241,080 Net income ..............0055 $202,767 

Additional Information on Year 2016 Transactions 

a. Purchased equipment for $30,250 cash. 

b. Issued 3,000 shares of common stock for $21 cash per share. 

c. Declared and paid $60,000 of cash dividends. 

Required 

Prepare a complete statement of cash flows; report its cash inflows and cash outflows from operating 

activities according to the indirect method. 

Refer to the information reported about Satu Company in Problem 12-6B. 

Required 

Prepare a complete statement of cash flows using a spreadsheet as in Exhibit 12A.1; report operating 

activities under the indirect method. Identify the debits and credits in the Analysis of Changes columns 

with letters that correspond to the following list of transactions and events. 

. Net income was $202,767. 

. Accounts receivable decreased. 

. Inventory increased. 

Accounts payable decreased. 

Income taxes payable decreased. 

Depreciation expense was $15,700. 

Purchased equipment for $30,250 cash. 

Issued 3,000 shares at $21 cash per share. 

Declared and paid $60,000 of cash dividends. 

eS eee 

Refer to Satu Company’s financial statements and related information in Problem 12-6B. 

Required 

Prepare a complete statement of cash flows; report its cash flows from operating activities according to the 

direct method. 

Check Cash from 

operating activities, $57,600 

Problem 12-7B° 
Indirect: Cash flows 

spreadsheet 

PI) PA Rises 

Check Analysis of 

Changes column totals, 

$543,860 

Problem 12-8B® 
Direct: Statement of 

cash flows 

Pi Pd Pa 

Check Cash provided by 

financing activities, $3,000 
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e 

SERIAL (This serial problem began in Chapter I and continues through most of the book. If previous chapter seg- 

PROBLEM ments were not completed, the serial problem can begin at this point. It is helpful, but not necessary, to use 

Business Solutions the Working Papers that accompany the book.) 

(Indirect) 
SP 12 Santana Rey, owner of Business Solutions, decides to prepare a statement of cash flows for her 

business. (Although the serial problem allowed for various ownership changes in earlier chapters, we will 

prepare the statement of cash flows using the following financial data.) 

Pie 2 °P3 

BUSINESS SOLUTIONS 

Comparative Balance Sheets 

December 31, 2016, and March 31, 2017 

Mar.31,2017 Dec.31, 2016 

Assets 

Cashiers ever eae eee $ 68,057 $48,372 

Accounts receivable. 20.40.05... 5205-5 22,867 5,668 

INVeNtOny seem eee a 704 0 

Computer stppliess.. 3.2. ces. se es 2,005 580 
ene _ Prepaid insurance srexoanece csc oe 1,110 1,665 

Kor Three — ae 31,2017 Prepaiditentizcia cee oe 825 825 

Total:currentiassetss es. wi eee 95,568 57,110 

Computer services revenue........... $25,307 Office equipment..25.5....-..-..-.. 8,000 8,000 

INetisalés oe ecco Me 18,693 Accumulated depreciation—Office 

NOtal PEVENUG cctv is Weck iee uae 44,000 equipment .........- 6... sees eee (800) (400) 
Gast. ct soods 0ld...6c 1 gn wi a $14,052 Computer equipment’. 22... 2.22.2. 20,000 20,000 

Depreciation expense—Office Accumulated depreciation— 

EqUIPMBCN tit, tau fs eer pee ee 400 Computer equipment .............. __ (2,500) (1,250) 

Depreciation expense—Computer Votalassetsss eames oie Mee ies $120,268 $83,460 

CquUIDMENt Rc.) eo ees op cis sine 1,250 eee z 

WVaresiexpensela sc): cis bs so wteee ake 3,250 mimetics we 
Accounts payable.s 6. oi. seen ones $ 0 $ 1,100 

Lad a ce Relea ee on Wages payables: ssi eo 875 500 
ReEntexXDense “onc scucctcuts coe bs 2,475 

; Unearned computer service revenue .... 0 1,500 
Computer supplies expense .......... 1,305 Teasees ane 

— Total current liabilities................ 875 3,100 
Advertising expense................- 600 

Mileagetexpense tater ect scgns tee 320 Equity 

Repairs expense—Computer ......... 960 Commionstock: . cern sen ear ee 98,000 73,000 

shotaliexpensSesin... crise ac.-c asi ineternen: 25,167 Retained earnings: se.) . cian sy ees 21,393 7,360 

NGEINCOME I tite weyers eet $18,833 Total liabilities and equity ............. $120,268 $83,460 

Required 

Prepare a statement of cash flows for Business Solutions using the indirect method for the three months 
Check Cash flows used ended March 31, 2017. Recall that owner Santana Rey contributed $25,000 to the business in exchange 
by operations: $(515) for additional stock in the first quarter of 2017 and has received $4,800 in cash dividends. 

@ 

GENERAL The following General Ledger assignments highlight the impact, or lack thereof, on the statement of 

LEDGER cash flows from summary journal entries derived from consecutive trial balances. Prepare summary 
PROBLEMS journal entries reflecting changes in consecutive trial balances. Then prepare the statement of cash 

flows (direct method) from those entries. Finally, prepare the reconciliation to the indirect method for 
Available in Connect net cash provided (used) by operating activities. 

= GL 12-1 General Ledger assignment based on Exercise 12-11 = 

GL 12-2 General Ledger assignment based on Problem 12-3 

GL 12-3 General Ledger assignment based on Problem 12-6 
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Beyond the Numbers 

BTN 12-1 Refer to Apple’s financial statements in Appendix A to answer the following. REPORTING IN 

1. Is aes statement of cash flows prepared under the direct method or the indirect method? How do ACTION 
you know? | Al g@ 

2. For each fiscal year 2014, 2013, and 2012, is the amount of cash provided by operating activities more L 
or less than the cash paid for dividends? APPLE 

3. What is the largest amount in reconciling the difference between net income and cash flow from oper- 
ating activities in fiscal 2014? In fiscal 2013? In fiscal 2012? 

4. Identify the largest cash inflow and cash outflow for investing and for financing activities in fiscal 

2014 and in fiscal 2013. 

Fast Forward 

5. Obtain Apple’s financial statements for a fiscal year ending after September 27, 2014, from either its 
website (Apple.com) or the SEC’s database (www.SEC.gov). Since September 27, 2014, what are 

Apple’s largest cash outflows and cash inflows in the investing and in the financing sections of its 

statement of cash flows? 

BTN 12-2. Key figures for Apple and Google follow. COMPARATIVE 

ANALYSIS 
Apple Al \ 

Current | Year 2 Years Current “» 

Roatliiteli ey Year alla dale) g Year APPLE 

Operating cash flows........... $ 59,713 $53,666 $50,856 $ 22,376 $ 18,659 $16,619 GOOG LE 

HGtalvaSs@ts.. ea eee erie 231,839 207,000 176,064 131,133 110,920 93,798 

Required 

1. Compute the recent two years’ cash flow on total assets ratios for Apple and Google. 

2. What does the cash flow on total assets ratio measure? 

3. Which company has the highest cash flow on total assets ratio for the periods shown? 

4. Does the cash flow on total assets ratio reflect on the quality of earnings? Explain. 

BTN 12-3. Katie Murphy is preparing for a meeting with her banker. Her business is finishing its fourth ETHICS 

year of operations. In the first year, it had negative cash flows from operations. In the second and third CHALLENGE 

years, cash flows from operations were positive. However, inventory costs rose significantly in year 4, and cl AM = 

cash flows from operations will probably be down 25%. Murphy wants to secure a line of credit from her > i. 

banker as a financing buffer. From experience, she knows the banker will scrutinize operating cash flows 

for years | through 4 and will want a projected number for year 5. Murphy knows that a steady progres- 

sion upward in operating cash flows for years | through 4 will help her case. She decides to use her discre- 

tion as owner and considers several business actions that will turn her operating cash flow in year 4 from 

a decrease to an increase. 

Required 

1. Identify two business actions Murphy might take to improve cash flows from operations. 

2. Comment on the ethics and possible consequences of Murphy’s decision to pursue these actions. 

BTN 12-4 Your friend, Diana Wood, recently completed the second year of her business and just ree COMMUNICATING 

ceived annual financial statements from her accountant. Wood finds the income statement and balance IN PRACTICE 

sheet informative but does not understand the statement of cash flows. She says the first section is espe- py < 

cially confusing because it contains a lot of additions and subtractions that do not make sense to her. Wood ° Ee 

adds, “The income statement tells me the business is more profitable than last year and that’s most impor- 

tant. If I want to know how cash changes, I can look at comparative balance sheets.” 
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Write a half-page memorandum to your friend explaining the purpose of the statement of cash flows. 

Speculate as to why the first section is so confusing and how it might be rectified. 

TAKING IT TO 
THE 

TEAMWORK IN 
ACTION 

Ci Ai P2 PS 

Note: For teams of more 

than four, some pairing within 

teams is necessary. Use as an 
in-class activity or as an assign- 

ment. If used in class, specify 

a time limit on each part. 

Conclude with reports to the 

entire class, using team rota- 
tion. Each team can prepare 
responses on a transparency. 

BTN 12-5 Access the March 31, 2015, filing of the 10-K report (for year ending December 31, 2014) of 

Mendocino Brewing Company, Inc. (ticker MENB), at www.SEC. gov. 

1. 

2. 

Does Mendocino Brewing use the direct or indirect method to construct its consolidated statement of 

cash flows? 

For the year ended December 31, 2014, what is the largest item in reconciling the net income (or loss) 

to net cash provided by operating activities? 

. In the recent two years, has the company been more successful in generating operating cash flows or 

in generating net income? Identify the figures to support the answer. 

. In the year ended December 31, 2014, what was the largest cash outflow for investing activities and 

for financing activities? 

. What item(s) does the company report as supplemental cash flow information? 

. Does the company report any noncash financing activities for 2014? Identify them, if any. 

BTN 12-6 Team members are to coordinate and independently answer one question within each of the 

following three sections. Team members should then report to the team and confirm or correct teammates’ 

answers. 

1. 

oe 

Answer one of the following questions about the statement of cash flows. 

a. What are this statement’s reporting objectives? 

b. What two methods are used to prepare it? Identify similarities and differences between them. 

c. What steps are followed to prepare the statement? 

d. What types of analyses are often made from this statement’s information? 

- Identify and explain the adjustment from net income to obtain cash flows from operating activities us- 

ing the indirect method for one of the following items. 

a. Noncash operating revenues and expenses. 

b. Nonoperating gains and losses. 

c. Increases and decreases in noncash current assets. 

d. Increases and decreases in current liabilities. 

Identify and explain the formula for computing cash flows from operating activities using the direct 
method for one of the following items. 

a. Cash receipts from sales to customers. 

b. Cash paid for inventory. 

c. Cash paid for wages and operating expenses. 

d. Cash paid for interest and taxes. 

ENTREPRENEURIAL 

DECISION 

Ci Al 

BTN 12-7 Review the chapter’s opener involving Amazon.com and its founder, Jeff Bezos. 

Required 

1. In a business such as Amazon, monitoring cash flow is always a priority. Even though Amazon now 

has billions in annual sales and sometimes earns a positive net income, explain how cash flow can lag 
behind net income. 

- Amazon is a publicly traded corporation. What are potential sources of financing for its future expansion? 
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BTN 12-8 Jenna and Matt Wilder are completing their second year operating Mountain High, a down- ENTREPRENEURIAL 
hill ski area and resort. Mountain High reports a net loss of $(10,000) for its second year, which includes DECISION 

an $85,000 extraordinary loss from fire. This past year also involved major purchases of plant assets for Cl Al 

renovation and expansion, yielding a year-end total asset amount of $800,000. Mountain High’s net cash & ® 
outflow for its second year is $(5,000); a summarized version of its statement of cash flows follows: 

Net cash flow provided by operating activities.......... $ 295,000 

Net cash flow used by investing activities.............. (310,000) 

Net cash flow provided by financing activities .......... 10,000 

Required 

Write a one-page memorandum to the Wilders evaluating Mountain High’s current performance and as- 

sessing its future. Give special emphasis to cash flow data and their interpretation. 

BTN 12-9 Visit The Motley Fool’s website (Fool.com). Enter the Fool’s School (at Fool.com/School). HITTING THE 

Identify and select the link “How to Value Stocks.” (This site might ask you to register with your e-mail ROAD 

address; registration had been free and did grant access to articles.) C1 

Required 

1. Click on “Introduction to Valuation Methods,” and then “Cash-Flow-Based Valuations.” How does the 

Fool’s school define cash flow? What is the school’s reasoning for this definition? 

2. Per the school’s instruction, why do analysts focus on earnings before interest and taxes (EBIT)? 

3. Visit other links at this website that interest you such as “How to Read a Balance Sheet,” or find out 

what the “Fool’s Ratio” is. Write a half-page report on what you find. 

BTN 12-10 Key comparative information for Samsung (www.Samsung.com), which is a leading man- GLOBAL 

ufacturer of electronic consumer products, follows. DECISION 

Cl Gs 
¥¢¥ in millions Current Year | Year Prior 2 Years Prior B 

Operating cash flows ........ WE 36,975,389 # 46,707,440 ¥¥ 37,972,809 

Totes ciate Mem tea 230,422,958 214,075,018 181,071,570 Samsun g 

APPLE 

GOOGLE 
Required 

1. Compute the recent two years’ cash flow on total assets ratio for Samsung. 

2. How does Samsung’s ratio compare to Apple’s and Google’s ratios from BTN 12-2? 

ANSWERS TO MULTIPLE CHOICE QUIZ 

1. b; 3. d: FASB requires cash interest paid to be reported under operating. 

—s CCG rete ane Sate chek ce oe $15,200 
ea 4. a; Cash paid for salaries and wages = $255,000 + $8,200 — 
Depreciation expense .............++.-+- 10,000 / 

$10,900 = $252,300 
Gainion sale of land... 0.0.2 e eee nes (3,000) 

Increase in inventory......2--+0+++e0e6s (1,500) 5. e: Increase in inventory = $112,000 — $105,000 = $7,000 

Increase in accounts payable .........---: 2,850 Increase in accounts payable = $101,300 — $98,500 = $2,800 

Iiet Casi provided by Operations = at. LE Cash paid for inventory = $545,000 + $7,000 — $2,800 = $549,200 

2. c: Cash received from sale of machine is reported as an investing activity. 
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Investing In Numbers 

NEW YORK—!In preschool, most of the 

children get trophies. At Morgan Stanley 

(MorganStanley.com), the young finan- 

ciers can earn trophies, or “deal toys,” 

when they complete a deal, according to 

Nina Godiwalla, who put together a collec- 

tion of inside stories about life at the firm 

Fortunately, work is not always about tro- 

phies at Morgan Stanley, which is one of 

the most respected financial services com- 

panies in the world. Morgan Stanley ana- 

lyzes financial statements for profit 

Moreover, based on its stock price over the 

past few years, the company’s analysis 

techniques are paying off. 

One of Morgan Stanley's key tools 

for company analysis is ModelWare. 

ModelWare is a framework to analyze the 

Morgan Stanley Revenue Sources 
NYSE: MS 

Investment 

$77 billion valuation | Asset Mgmt — Banking 

56,000 employees & Other 18% 

$35 billion revenues 36% Trading & 
Investments 

comnisine Sg 31% 
& Fees 
14% 

nuts and bolts of companies’ financial 

statements, and then to compare those 

companies on the basis of head-to-head 

performance metrics. One of its key aims 

s to provide comparable information that 

ocuses on sustainable performance. To do 

his, it works with the underlying account- 

ng numbers and footnotes 

Specifically, Morgan Stanley draws on 

he accounting numbers in financial state- 

ments to produce comparable metrics us- 

ng techniques such as horizontal and 

vertical analysis. It also computes financial 

atios for analysis and interpretation. Those 

ratios include return on equity, return on as- 

sets, asset turnover, profit margin, price-to- 

earnings, and numerous others. The focus 

is to uncover the drivers of profitability and 

uture levels of those drivers to predict 

The company has experienced decades 

of success through analyzing financial 

statements. Despite its best efforts, how- 

ever, people still do not fully use the infor 

mation available in financial statements. 

Accordingly, Morgan Stanley will continue 

to reap profits from financial statement 

analysis and interpretation. 

Morgan Stanley is also proud to play 

by the rules. Fortune writes, “Five years 

after the collapse of Lehman Brothers, 

Morgan Stanley has earned some brag- 

ging rights. It's the only major bank that 

hasn't paid a federal fine related to the 

financial crisis. [It] hasn't even been 

accused of breaking the law.” James 

Gorman, its CEO, asserts that the “firm's 

reputation is Our most precious asset.” 

James also offers some advice for bud- 

ding analysts: “If you [let] your compen- 

sation _ define your overall level of 

happiness, you have a problem.” 

Sources: Morgan Stanley website, January 2016; 

Bloomberg, January 2012; Business Insider, 

January 2011; Fortune, August 2013; 

MorganStanleylQ, 8 November 2007; Wall 

Street Journal, March 2006 
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BASICS OF ANALYSIS 

Ci 
Explain the purpose and 
identify the building blocks 
of analysis. 

Point: Financial statement 
analysis tools are also used for 

personal financial investment 

decisions. 

Point: Financial statement 

analysis is a topic on the CPA, 

CMA, CIA, and CFA exams. 

Liquidity — 
& 

efficiency 

Chapter 13. Analyzing and Interpreting Financial Statements 

Financial statement analysis applies analytical tools to general-purpose financial statements 
and related data for making business decisions. It involves transforming accounting data into 

more useful information. Financial statement analysis reduces our reliance on hunches, guesses, 

and intuition as well as our uncertainty in decision making. It does not lessen the need for expert 

judgment; instead, it provides us an effective and systematic basis for making business deci- 

sions. This section describes the purpose of financial statement analysis, its information sources, 

the use of comparisons, and some issues in computations. 

Purpose of Analysis 

Internal users of accounting information are those involved in strategically managing and oper- 

ating the company. They include managers, officers, internal auditors, consultants, budget direc- 

tors, and market researchers. The purpose of financial statement analysis for these users is to 
provide strategic information to improve company efficiency and effectiveness in providing 

products and services. 

External users of accounting information are not directly involved in running the company. 

They include shareholders, lenders, directors, customers, suppliers, regulators, lawyers, brokers, 

and the press. External users rely on financial statement analysis to make better and more in- 

formed decisions in pursuing their own goals. 

We can identify other uses of financial statement analysis. Shareholders and creditors assess 

company prospects to make investing and lending decisions. A board of directors analyzes fi- 

nancial statements in monitoring management’s decisions. Employees and unions use financial 

statements in labor negotiations. Suppliers use financial statement information in establishing 

credit terms. Customers analyze financial statements in deciding whether to establish supply 

relationships. Public utilities set customer rates by analyzing financial statements. Auditors use 

financial statements in assessing the “fair presentation” of their clients’ financial results. Ana- 
lyst services such as Dun & Bradstreet, Moody’s, and Standard & Poor’s use financial state- 

ments in making buy-sell recommendations and in setting credit ratings. The common goal of 

these users is to evaluate company performance and financial condition. This includes evaluat- 

ing (1) past and current performance, (2) current financial position, and (3) future performance 

and risk. 

Building Blocks of Analysis 

Financial statement analysis focuses on one or more elements of a company’s financial condi- 

tion or performance. Our analysis emphasizes four areas of inquiry—with varying degrees of 

importance. These four areas are described and illustrated in this chapter and are considered the 
building blocks of financial statement analysis: 

® Liquidity and efficiency—ability to meet short-term obligations and to efficiently 
generate revenues. 

® Solvency—ability to generate future revenues and meet long-term obligations. 

e Profitability—ability to provide financial rewards sufficient to attract and retain 
financing. 

© Market prospects—ability to generate positive market expectations. 

Applying the building blocks of financial statement analysis involves determining (1) 

the objectives of analysis and (2) the relative emphasis among the building blocks. We 
distinguish among these four building blocks to emphasize the different aspects of a company’s 

financial condition or performance, yet we must remember that these areas of analysis are inter- 
related. For instance, a company’s operating performance is affected by the availability of fi- 
nancing and short-term liquidity conditions. Similarly, a company’s credit standing is not 
limited to satisfactory short-term liquidity but depends also on its profitability and efficiency in 
using assets. Early in our analysis, we need to determine the relative emphasis of each building 
block. Emphasis and analysis can later change as a result of evidence collected. 
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© Decision !ssight @ 

Chips and Brokers The phrase blue chips refers to stock of big, profitable companies. The phrase comes 

from poker, where the most valuable chips are blue. The term brokers refers to those who execute orders to buy 

or sell stock. The term comes from wine retailers—individuals who broach (break) wine casks. 

Information for Analysis 

Some users, such as managers and regulatory authorities, are able to receive special 

financial reports prepared to meet their analysis needs. However, most users must rely 

on general-purpose financial statements that include the (1) income statement, 

(2) balance sheet, (3) statement of stockholders’ equity (or statement of retained earn- 

ings), (4) statement of cash flows, and (5) notes to these statements. 

Financial reporting refers to the communication of financial information useful 

for making investment, credit, and other business decisions. Financial reporting in- 

cludes not only general-purpose financial statements but also information from SEC 

10-K or other filings, press releases, shareholders’ meetings, forecasts, management 

letters, auditors’ reports, and webcasts. 
Management’s Discussion and Analysis (MD&A) is one example of useful information 

outside traditional financial statements. Apple’s MD&A (available at Investor.Apple.com 

and ‘Item 7’ in the annual report), for example, begins with an overview, followed by critical 

accounting policies and estimates. It then discusses operating results followed by financial 

condition (liquidity, capital resources, and cash flows). The final few parts discuss legal pro- 

ceedings, market risk of financial instruments, and risks from interest rate and foreign cur- 

rency fluctuations. The MD&A is an excellent starting point in understanding a company’s 

business activities. 

Reaping Returns Many websites offer free access and screening of companies by key numbers such as earn- 

ings, sales, and book value. For instance, Investor’s Business Daily has information for more than 10,000 stocks 

(www.investors.com). & 

®™ Decision !os 90% 

Standards for Comparisons 

When interpreting measures from financial statement analysis, we need to decide whether the 

measures indicate good, bad, or average performance. To make such judgments, we need stan- 

dards (benchmarks) for comparisons that include the following: 

® Intracompany—The company under analysis can provide standards for comparisons based 

on its own prior performance and relations between its financial items. Apple’s current net 

income, for instance, can be compared with its prior years’ net income and in relation to its 

revenues or total assets. 

® Competitor—One or more direct competitors of the company being analyzed can provide 

standards for comparisons. Coca-Cola’s profit margin, for instance, can be compared with 

PepsiCo’s profit margin. 

e Industry—Industry statistics can provide standards of comparisons. Such statistics are avail- 

able from services such as Dun & Bradstreet, Standard & Poor’s, and Moody’s. 

© Guidelines (rules of thumb)—General standards of comparisons can develop from experi- 

ence. Examples are the 2:1 level for the current ratio or 1:1 level for the acid-test ratio. 

Guidelines, or rules of thumb, must be carefully applied because context is crucial. 

All of these comparison standards are useful when properly applied, yet measures taken from a 

selected competitor or group of competitors are often best. Intracompany and industry measures 

are also important. Guidelines or rules of thumb should be applied with care, and then only if 

they seem reasonable given past experience and industry norms. 
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C2 
Describe standards for 
comparisons in analysis. 

Point: Each chapter's 

Reporting in Action problems 

engage students in intracompany 

analysis, whereas Comparative 

Analysis problems require 

competitor analysis (Apple vs 

Google vs. Samsung). 
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Tools of Analysis 

Three of the most common tools of financial statement analysis are 

1. Horizontal analysis—comparison of a company’s financial condition and performance 

across time. 

2. Vertical analysis—comparison of a company’s financial condition and performance to a 

base amount. 

3. Ratio analysis—measurement of key relations between financial statement items. 

The remainder of this chapter describes these analysis tools and how to apply them. 

Fraud 

Busting Frauds Horizontal, vertical, and ratio analysis tools can uncover fraud by 

identifying amounts out of line with expectations. One can then follow up and ask 

Wlany past fraud S' hemes Ould nave b een identified mucn eartier had peopie applied these tools and Sal = 1G 10 MMUC - tiahe PLVPIS PP se UY 

questions that can either identify a logical reason for such results or confirm/raise suspicions of fraud. 
Ano A ie ke Fe ait yl . “ z se ; 3 “ ot : - esi 

HORIZONTAL ANALYSIS 
Analysis of any single financial number is of limited value. Instead, much of financial statement 

P{ analysis involves identifying and describing relations between numbers, groups of numbers, and 

Explain and apply methods _ Changes in those numbers. Horizontal analysis refers to examination of financial statement data 
of horizontal analysis. across time. (The term horizontal analysis arises from the left-to-right [or right-to-left] move- 

ment of our eyes as we review comparative financial statements across time.) 

Comparative Statements 

Comparing amounts for two or more successive periods often helps in analyzing financial state- 

ments. Comparative financial statements facilitate this comparison by showing financial 

amounts in side-by-side columns on a single statement, called a comparative for- 

mat. Using figures from Apple’s financial statements, this section explains how to 

2 \ compute dollar changes and percent changes for comparative statements. 

Computation of Dollar Changes and Percent Changes Comparing fi- 

nancial statements over relatively short time periods—two to three years—is often done by ana- 

lyzing changes in line items. A change analysis usually includes analyzing absolute dollar 

amount changes and percent changes. Both analyses are relevant because dollar changes can 

yield large percent changes inconsistent with their importance. For instance, a 50% change from 

Example: Which is a more a base figure of $100 is less important than the same percent change from a base amount of 

significane change, a 70% increase $10,000 in the same statement. Reference to dollar amounts is necessary to retain a proper 
ona $1,000 expense or a 30% : : 

perspective and to assess the importance of changes. We compute the dollar change for a finan- increase on a $400,000 expense? : ; 

Answer: The 30% increase. cial statement item as follows: 

Dollar change = Analysis period amount — Base period amount 

Analysis period is the point or period of time for the financial statements under analysis, and base 

period is the point or period of time for the financial statements used for comparison purposes. 
The prior year is commonly used as a base period. We compute the percent change by dividing the 

dollar change by the base period amount and then multiplying this quantity by 100 as follows: 

Analysis period amount — Base period t 

Bertentchanse(a)te as Base period areas res occ 



Chapter 13 Analyzing and Interpreting Financial Statements 

We can always compute a dollar change, but we must be aware of a few rules in working with 

percent changes. To illustrate, look at four separate cases in this chart: 

Analysis Bose Change Analysis 

Case igsacers| igstateye| Dollar igcacclils 

A $ 1,500 $(4,500) $ 6,000 — 

B (1,000) 2,000 (3,000) ~~ 

Cc 8,000 — 8,000 = 

D 0 10,000 (10,000) (100%) 

e When a negative amount is in the base period and a positive amount in the analysis period (or 

vice versa), we cannot compute a meaningful percent change; see cases A and B. 

@ When no value is in the base period, no percent change is computable; see case C. 

@ When an item has a value in the base period and zero in the analysis period, the decrease is 

100 percent; see case D. 

It is common when using horizontal analysis to compare amounts to either average or median 

values from prior periods (average and median values smooth out erratic or unusual fluctua- 

tions).! We also commonly round percents and ratios to one or two decimal places, but practice 

on this matter is not uniform. Computations are as detailed as necessary, which is judged by 

whether rounding potentially affects users’ decisions. Computations should not be excessively 

detailed so that important relations are not lost among a mountain of decimal points and digits. 

Comparative Balance Sheets Comparative balance sheets consist of balance sheet 

amounts from two or more balance sheet dates arranged side by side. The usefulness of this 

method of analysis is often improved by showing each item’s dollar change and percent change 

to highlight large changes. 
Analysis of comparative financial statements begins by focusing on items that show large 

dollar or percent changes. We then try to identify the reasons for these changes and, if possible, 

determine whether they are favorable or unfavorable. We also follow up on items with small 

changes when we expected the changes to be large. 

Exhibit 13.1 shows comparative balance sheets for Apple Inc. (Nasdaq: AAPL). A few items 

stand out on the asset side. Apple’s goodwill shows a substantial 192.7% increase. This increase 

is likely linked to acquisitions such as that of Beats Music and Beats Electronics. Other notable 

increases occur with (1) other current assets, partially related to derivatives; (2) accounts receiv- 

able, which stands out as it is markedly higher than the sales increase; and (3) vendor non-trade 

receivables. There is also an apparent shift to more long-term securities (+22.5%) and less 

short-term (—57.3%). We see an overall total asset growth of 12.0%, which must be accompa- 

nied by future income to validate these asset reinvestments. Some Apple shareholders are con- 

cerned about the company’s growing assets and declining return on assets. 

On Apple’s financing side, we see the overall 12.0% increase is driven by a 44.1% increase in li- 

abilities (equity decreased by 9.7%). The largest increase is due to issuance of long-term debt, fol- 

lowed by increases in current liabilities. We also see a 16.4% reduction ($17,104) in retained earnings 

even though net income is $39,510, which is partly due to its cash dividends and stock repurchases. 

Comparative Income Statements Comparative income statements are prepared simi- 

larly to comparative balance sheets. Amounts for two or more periods are placed side by side, 

with additional columns for dollar and percent changes. Exhibit 13.2 shows Apple’s compara- 

tive income statements. 

Apple reports substantial sales growth of 7.0% in 2014. This finding helps support manage- 

ment’s 12.0% growth in assets as reflected in the comparative balance sheets. The 5.3% growth 

in cost of sales given a larger 7.0% sales increase suggests greater control over its costs of sales. 

Conversely, the 17.8% increase in operating expenses, which exceeds the 7.0% sales growth, is 

| Median is the middle value in a group of numbers. For instance, if five prior years’ incomes are (in 000s) $15, $19, $1 8, 

$20, and $22, the median value is $19. When there are two middle numbers, we can take their average. For instance, if 

four prior years’ sales are (in 000s) $84, $91, $96, and $93, the median is $92 (computed as the average of $91 and $93). 
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Example: When there is a 

value in the base period and 

zero in the analysis period, the 

decrease is 100%. Why isn’t the 

reverse situation an increase of 

100%? Answer: A 100% increase 

of zero is still zero 

Point: Spreadsheet programs 

can help with horizontal, verti- 

cal, and ratio analyses, including 

graphical depictions of financial 

relations 

Point: Business consultants 

use comparative statement 

analysis to provide management 

advice 

Point: Percent change can 

also be computed by dividing 

the current period by the prior 

period and subtracting 1.0. For 

example, the 7.0% sales increase 

in Exhibit 13.2 is computed as: 

($182,795/$170,910) — | 
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EXHIBIT 13.1 
v AN id od =), | Oe 

Comparative Balance Comparative Balance Sheets 

Sheets September 27, 2014, and September 28, 2013 

Percent 
APPLE 2014 2013 Change RMaaiiiitesst 

Assets 

Cash and cash C@QUIVAlCNES cm scene co ee cee eee oes $ 13,844 $ 14,259 $ (415) (2.9)% 

Short-term marketable securities................. 11,233 26,287 (15,054) (57.3) 

Accounts receivable: netwonamenmn sco en 17,460 13,102 4,358 33.3 

hiventociesssc 2 asco ae ee ee re ees DE 1,764 347 19.7 

Deferred taxcassetss 2 see sch tee ee ee 4,318 3,453 865 25.1 

Vendor non-trade receivables ...............0000. 9,759 7,539 2,220 29.4 

Othemcurrent assets. cava a a 9,806 6,882 2,924 42.5 

Totabicurrentassetsir oes see ise es a 68,531 73,286 (4,755) (6.5) 

Long-term marketable securities.................. 130,162 106,215 23,947 22.5 

Property, plant and equipment, net................ 20,624 16,597 4,027 24.3 

Goodwill ei cise sean it gan ener ee ie 4,616 1,577 3,039 192.7 

Acquired intangible assets, net ...............000- 4,142 4,179 (37) (0.9) 

Otherassets 4 Gunien See aS hk seis hie ee ces 3,764 5,146 (1,382) (26.9) 

sRotaliassets sae cia cc pA nts ea eee $231,839 $207,000 $ 24,839 12.0 

Liabilities 

Accounts payable nace <r ate ey ae $ 30,196 $ 22,367 $ 7,829 35.0% 

ACeGued expenses. cane ee ere 18,453 13,856 4,597 33.2 

Deferred revenuiGsnc cess ot can os ee ee 8,49] 7,435 1,056 14.2 

Commercial: papers o.s:.1. ex loess ee ar 6,308 0 6,308 — 

Total current liabilities........... 00.00.0000 Se 63488 43,658 19,790 45.3 
Deferred revenue—noncurrent...............000- 3,031 2,625 406 15.5 

Bong-terin: debt ae shoe cnet een ree en eee 28,987 16,960 12,027 70.9 

©ther noncurrent liabilitiesacs45.... 2). Sock ccs 24,826 20,208 4,618 22.9 

sFotaliliabilities;ik, coven Bares een 120,292 83,451 36,841 44.1 

Stockholders’ Equity 

Common stockier 25 oa ees See 23,313 19,764 3,549 18.0 

Retained eammings. aco deniers a eae ea, 87,152 104,256 (17,104) (16.4) 

Accumulated other comprehensive income......... 1,082 (471) 1,553 _ 

ikotalistockholdersvequitya. +202 decane eee oe arta 111,547 123,549 (12,002) (9.7) 

Total liabilities and stockholders’ equity............ $231,839 $207,000 $ 24,839 12.0 

EXHIBIT 13.2 
APPLE INC. 

Comparative Income Comparative Income Statements 

Statements For Years Ended September 27, 2014, and September 28, 2013 

APPLE _ Dollar Percent 

$ millions, except per share 2014 2013 Change Change 

Neesalestaweotitcse aut semen aioe me he ate $182,795 $170,910 $11,885 7.0% 

Gost’ of'sales se 22 S25 rience Hae. Se oes 112,258 106,606 5,652 5.3 

Gross Mmargintiis dui rekrantor ee itome cts eran 70,537 64,304 6,233 9.7 

Research and development ...............2..0.. 6,04 | 4,475 1,566 35.0 

Selling, general and administrative................ i993 10,830 1,163 10.7 

Total operating expenses. asien- sae cs co Oe 18,034 15,305 2,729 17.8 

Operating income’. 2 is. Sete seas 52,503 48,999 3,504 7.2 

Other incomesnet-.. A dees oe ee ene eee 980 1,156 (176) (15.2) 

Income before provision for income taxes......... 53,483 50,155 3,328 6.6 

Provision tor, income;taxes:;oae.sweee oe ee 13,973 13,118 855 6.5 

Net‘income:.. 3. tices con Seana eee $ 39,510 $ 37,037 2,473 6.7 

Basic earnings per sharesiossn- a. eos mune ce ae $ 6.49 $5.72 $ 0.77 13.5 

Diluted earnings per share............... ee eye $ 645 $15.68 $ 0.77 13.6 
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not good news. Importantly, much of this 17.8% increase is driven by greater research and de- 

velopment costs, from which management/investors hope to reap future rewards. Apple reports 

an increase of 6.7% in net income, which as mentioned is mainly driven by its $6,233 million 
growth in gross margin. 

Trend Analysis 

Trend analysis, also called trend percent analysis or index number trend analysis, is a form of 

horizontal analysis that can reveal patterns in data across successive periods. It involves com- 

puting trend percents for a series of financial numbers and is a variation on the use of percent 

changes. The difference is that trend analysis does not subtract the base period amount in the 

numerator. To compute trend percents, we do the following: 

1. Select a base period and assign each item in the base period a weight of 100%. 

2. Express financial numbers as a percent of their base period number. 

Specifically, a trend percent, also called an index number, is computed as follows: 

Analysis period t 
Trend percent (%) = Do Deriee seu x 100 

Base period amount 

To illustrate trend analysis, we use the Apple data shown in Exhibit 13.3. These data are from 

Apple’s current and prior financial statements. 

$ millions 2014 2013 2012 2011 2010 

Mee sales ten Sacre etc $182,795 $170,910 $156,508 $108,249 $65,226 

Cost of sales...........000. 112,258 106,606 87,846 64,431 39,541 

Operating expenses......... 18,034 15,305 13,421 10,028 7,299 

The trend percents—using the data from Exhibit 13.3—are shown in Exhibit 13.4. The base 

period is 2010 and the trend percent is computed in each subsequent year by dividing that year’s 

amount by its 2010 amount. For instance, the revenue trend percent for 2014 is 280.3%, com- 

puted as $182,795/$65,226. 

In trend percent 2014 2013 2012 2011 2010 

Nemsalesnamr nm cce nema. 280.3% 262.0% 240.0% 166.0% 100.0% 

Gost Of Salesman 283.9 269.6 222.2 162.9 100.0 

Operating expenses........- 247.1 209.7 183.9 137.4 100.0 

Graphical depictions often aid analysis of trend percents. Exhibit 13.5 shows the trend percents 

from Exhibit 13.4 ina line graph, which can help us identify trends and detect changes in direction 

or magnitude. It reveals that the trend line for revenue consistently exceeds that for operating ex- 

penses; the same is true for cost of 

sales, but with a turn for the worse 

in 2013 and 2014. The marked in- 

crease for cost of sales in 2013 is 

especially noticeable, with a re- 

duction in the difference in trend 

lines for 2014—long-run profit- 

ability will suffer if those costs are 

not controlled. The trend line for 

operating expenses is encouraging 

because it lags revenue growth for 

each year from 2010-2014. 

300% 

200% | 

-—- Net sales 

— Cost of sales 

—- Operating expenses | 

Trend percent 
100% 

0% 
2010 2011 2012 2013 2014 
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Financial Results 
a 

Point: Index refers to the 

comparison of the analysis 

period to the base period 

Percents determined for each 

period are called index numbers 

EXHIBIT 13.3 

Sales and Expenses 

Point: Trend analysis 

expresses a percent of base, 

not a percent of change 

EXHIBIT 13.4 

Trend Percents for Sales 

and Expenses 

EXHIBIT 13.5 

Trend Percent Lines for 

Sales and Expenses of 

Apple 
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EXHIBIT 13.6 

Revenue Trend Percent 

Lines—Apple, Google, and 

Samsung 

APPLE 

GOOGLE 

Samsung 

EXHIBIT 13.7 

Sales and Asset Data 

for Apple 

NEED-TO-KNOW fe! 

Horizontal Analysis 

PI 

Do More: OS 13-3, OS 13-4, 

E 13-3 
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300% Exhibit 13.6 compares Apple’s 

revenue trend line to that of 

Google and Samsung for this 
same period. Apple is able to 

grow its revenue in each year rela- 

tive to its base year. In this respect 

Apple outperforms its competi- 

tors, although both Google and 

Samsung performed well over this 
same period of time. We can say 

2014 from these data that Apple prod- 
ucts and services have met with 

200% 

100% 

Trend in Revenue 

0% eS Ea SE e 

2010 2011 2012 2013 

consumer acceptance. 
Trend analysis of financial statement items can include comparisons of relations between 

items on different financial statements. For instance, Exhibit 13.7 compares Apple’s revenue 

and total assets. The increase in total assets (208.4%) exceeds the increase in annual revenues 

(180.3%) since 2010. Is this result favorable or not? One interpretation is that Apple was less 
efficient in using its assets in 2014 versus 2010. This means that management has not generated 

annual revenues sufficient to compensate for the asset growth. 

Change 

RMeatiitcyacs 2010 (2014 vs. 2010) 

Netsaleso ok $182,795 $65,225 180.3% 

Total assets... 00: 231,839 75,183 208.4% 

Overall we must remember that an important role of financial statement analysis is identifying 

questions and areas of interest, which often direct us to important factors bearing on a compa- 

ny’s future. Accordingly, financial statement analysis should be seen as a continuous process of 

refining our understanding and expectations of company performance and financial condition. 

® Decision Maker 

Auditor Your tests reveal a 3% increase in sales from $200,000 to $206,000 and a 4% decrease in expenses 
from $190,000 to $182,400. Both changes are within your “reasonableness” criterion of +5%, and thus you don't 
pursue additional tests. The audit partner in charge questions your lack of follow-up and mentions the joint relation 

between sales and expenses. To what is the partner referring? Ml [Answers follow the chapter's Summary] 

Compute trend percents for the following accounts, using 2013 as the base year (round percents to whole 
numbers). State whether the situation as revealed by the trends appears to be favorable or unfavorable for 
each account. 

$ millions 2016 2015 2014 2013 

Sales: eign cere nnree as $500 $350 $250 $200 

Cost of goods sold......... 400 175 100 50 

Solution 

$ millions 2016 2015 2014 2013 

Salesen Gagne see's seyret 250% 175% 125% 100% 
($500/$200) ($350/$200) ($250/$200) ($200/$200) 

Cost of goods sold......... 800% 350% 200% 100% 
($400/$50) ($175/$50) ($100/$50) ($50/$50) 

Analysis: The trend in sales is favorable; however, we need more information about economic conditions 
such as inflation rates and competitors’ performances to better assess it. Cost of sales is also rising (as 
expected with increasing sales); however, cost of sales is rising faster than the increase in sales, which is 
unfavorable and bad news. A quick analysis of the gross margin percentage would highlight this concern. 



Chapter 13 Analyzing and Interpreting Financial Statements 

Vertical analysis is a tool to evaluate individual financial statement items or a group of items in 

terms of a specific base amount. We usually define a key aggregate figure as the base, which for 

an income statement is usually revenue and for a balance sheet is usually total assets. This sec- 
tion explains vertical analysis and applies it to Apple. (The term vertical analysis arises from 
the up-down [or down-up] movement of our eyes as we review common-size financial state- 
ments. Vertical analysis is also called common-size analysis.) 

Common-Size Statements 

The comparative statements in Exhibits 13.1 and 13.2 show the change in each item over time, 

but they do not emphasize the relative importance of each item. We use common-size financial 

statements to reveal changes in the relative importance of each financial statement item. All 

individual amounts in common-size statements are redefined in terms of common-size percents. 

A common-size percent is measured by dividing each individual financial statement amount 

under analysis by its base amount: 

Analysis amount 
Common-size percent (%) = x 100 

Base amount 

Common-Size Balance Sheets Common-size statements express each item as a percent 

of a base amount, which for a common-size balance sheet is usually total assets. The base 

amount is assigned a value of 100%. (This implies that the total amount of liabilities plus equity 

equals 100% since this amount equals total assets.) We then compute a common-size percent for 

each asset, liability, and equity item using total assets as the base amount. When we present a 

company’s successive balance sheets in this way, changes in the mixture of assets, liabilities, 

and equity are apparent. 

Exhibit 13.8 shows common-size comparative balance sheets for Apple. Some relations that 

stand out on both a magnitude and percentage basis include (1) a 7.9 point decrease in percent 

of short-term securities, which reflects a $15,054 million decrease; (2) a new issuance of 

$12,027 million in long-term debt; and (3) a 12.8 point decrease in percent of retained earnings, 

which reflects a $17,104 million decrease. The absence of substantial changes in Apple’s bal- 

ance sheet suggests a mature company, but with some lack of focus as evidenced by the large 

and increasing amount of long-term securities. This buildup in securities is a concern as the re- 

turn on securities is historically smaller than the return on operating assets from successful rein- 

vestment. Time will tell whether Apple can continue to generate sufficient revenue and income 

from its expanding asset base. 

Common-Size Income Statements Analysis also benefits from use of a common-size 

‘ncome statement. Revenue is usually the base amount, which is assigned a value of 100%. Each 

common-size income statement item appears as a percent of revenue. If we think of the 100% 

revenue amount as representing one sales dollar, the remaining items show how each revenue 

dollar is distributed among costs, expenses, and income. 

Exhibit 13.9 shows common-size comparative income statements for each dollar of 

Apple’s revenue. The past two years’ common-size numbers are similar with a few excep- 

tions. One item to note is the decrease of 1.0 cent in the cost of sales, which is a positive 

development. Another is the increase of 0.9 cent in operating expense per each net sales 

dollar—evidenced by the increase in expense as a percent of net sales from 9.0% to 9.9%. 

Much of this is attributed to the rising investment in research and development from 2.6% 

to 3.3% as a percent of net sales. In sum, analysis here shows that common-size percents 

for successive income statements can uncover important changes in a company’s cost man- 

agement and growth. (Evidence of no changes, especially when changes are expected, is 

also informative. ) 
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VERTICAL ANALYSIS 

P2 
Describe and apply 

methods of vertical 
analysis. 

| Income Statement | 

| 
10,000«= 

4,000 

| Sales 
| Expenses 

| 

Income 

Point: The base amount in 

common-size analysis is an 

aggregate amount from that 

period's financial statement. 

Point: Common-size 

statements often are used 

to compare two or more 

companies in the same industry. 

Point: Common-size 

statements are also useful in 

comparing firms that report 

in different currencies 

Global: International 

companies sometimes disclose 

“convenience” financial state- 

ments, which are statements 

translated in other languages 

and currencies. However, these 

statements rarely adjust for 

differences in accounting 

principles across countries 
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EXHIBIT 13.8 
APPLE INC. 

Common-Size Comparative Common-Size Comparative Balance Sheets 

Balance Sheets September 27, 2014, and September 28, 2013 

APPLE Common-Size 

Percents* 

$ millions 2014 2013 ise =n 

Assets 

Gash-andicashvequivalentS 0.00, esac oe $ 13,844 $ 14,259 6.0% 6.9% 

Short-term marketable securities ................. 11,233 26,287 4.8 12.7 — 

Accountssreceivableoneti.c 1. oon. <2 e s ec e 17,460 13,102 7.5 6.3 

Inventories... oi re te rents Fs 2A 1,764 0.9 0.9 

Deferredtax assets... 30.04) soso ne is sie 4,318 3,453 1.9 1.7 

Vendor non-trade receivables .................05. S) less) 7559 4.2 3.6 

@then current assets es a 9,806 68827 4.2 d.3 

Total cutrent assetSvsn cc os 68,531 73,286 29.6 35.4 

Long-term marketable securities.................. 130,162 106,215 56.1 51.3 

Property, plant and equipment, net................ 20,624 16,597 8.9 8.0 

Goodwill. Sack aes ee we Se hive 4,616 1,577 2.0 0.8 

Acquired intangible assets, net ..............-..5. 4,142 4,179 1.8 2.0 

Other assctsitnsccce eas ee er see 3,764 5146 6 225 

Total assets: eye ak se $231,839 $207,000 100.0% 100.0% 

Liabilities 

ACCOUNTS Payable: oot. ks et er $ 30,196 $ 22,367 13.0% 10.8% 

AcCErued expenses 02 ec ere ee: 18,453 13,856 8.0 6.7 

Deferred: revenues. nc Veh es ee 8,491 7,435 3.7 3.6 

Commercial paper. = teahee. 3. eco Rosia Sa 6,308 0 2B) _ 0.0 

fotaltciferentsliabilitieSk. eee eee 63,448 43,658 27.4 21.1 

Deferred revenue—noncurrent.................4. 3,031 2,625 1.3 1.3 

Long=termidebt:6 ie Git ce sitan Aube ices ateae 28,987 16,960 12.5 8.2 

@ther noneurrent liabilities .:...5 4.0.0. cee. 24,826 20,208 10.7 _ 9.8 

slotal Wabilities see ee ee Rae a 120,292 83,451 51.9 40.3 

Stockholders’ Equity 

Common stock ick ee ene 23,313 19,764 10.1 9.5 

Retained earnings.) act. wet ee 87,152 104,256 37.6 50.4 

Accumulated other comprehensive income ......... 1,082 (471) 0.5 (0.2) 

Total stockholders’ equity:...c-.....0 1-5. ks 111,547 123,549 48.1 59.7 
Total liabilities and stockholders’ equity ............ $231,839 $207,000 100.0% 100.0% 

* Percents are rounded to tenths and thus may not exactly sum to totals and subtotals. 

EXHIBIT 13.9 aeece Inc. 
Common-Size Comparative Common-Size Comparative Income Statements 
Income Statements For Years Ended September 27, 2014, and September 28, 2013 

APPLE : : Common-Size 

Percents* 

$ millions 

Net sales: ici: Acuna sn uentcgs Nemerara acres aes eee $182,795 $170,910 100.0% 100.0% 
Cost of:sales: ss chi s .om eran tetera tes le 112,258 106,606 61.4 62.4 
Gross. margin 45.145 salman war seers ani 70,537 64,304 “38.6 37.6 
Research and development ..............+-2+.55 6,041 4,475 3.3 2.6 
Selling, general and administrative................ [993 10,830 6.6 6.3 
slotal Operating: CxPenseSy vat vasa wages 2 18,034 15,305 99 9.0 
Operating income. os Aen ie oes oe as 52,503 48,999 “28.7 28.7 
Other income: nétii si ou ee ee 980 ISG.” 0.5 0.7 
Income before provision for income taxes......... 53,483 50,155 29.3 29.3 

Provision for income taxesia: se anes a ek 13,973 13,118 7.6 7.7 
Netincome 22 ose we trea seers cee teae $ 39,510 $ 37,037 21.6% 21.7% 

* Percents are rounded to tenths and thus may not exactly sum to totals and subtotals. 
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Common-Size Graphics 

Two of the most common tools of common-size analysis are trend analysis of common-size 

statements and graphical analysis. The trend analysis of common-size statements is similar to 

that of comparative statements discussed under vertical analysis. It is not illustrated here because 

the only difference is the substitution of common-size percents for trend percents. Instead, this 

section discusses graphical analysis of common-size statements. 

An income statement readily 

lends itself to common-size graphi- 

cal analysis. This is so because rev- 

enues affect nearly every iteminan Net income, 

income statement. Exhibit 13.10 excluding non- 

Income taxes 

7.6% 
Research and 

development 

3.3% 

shows Apple’s 2014 common-size ape ‘ Selling, general, 
income statement in graphical  ¢xpenses Bee eo eraue 
form. This pie chart highlights the 21.1% 6.6% 

contribution of each cost compo- 

nent of net sales for net income (for 

this graph, “other income, net” is 

included in selling, general, and ad- 

ministrative costs). 

Exhibit 13.11 previews more complex graphical analyses available and the insights they pro- 

vide. The data for this exhibit are taken from Apple’s Segments footnote. Apple reports six op- 

erating segments for 2014: (1) Americas, (2) Europe, (3) China, (4) Japan, (5) Asia Pacific, and 

(6) Retail. 

$70,000 Wr 65.550 

$60,000 

$50,000 

$40,929 

$40,000 [fF =e 

$30,000 oes 

Net Sales (in mil.) 

$21,462 

$20,000 $14,982 

$10,344 : 
_ Segment percentages 

_ based on: Operating 
. income/Net sales 

$10,000 }t 

$O & 

Europe 
China} & Japan 

Americas 4 
Asia Pacific 

The bars in Exhibit 13.11 show the level of net sales for each of Apple’s six reportable seg- 

ments. Its Americas segment generates $65,232 million of its total net sales, which is roughly 

36% of its total sales. The five other bars show the level of sales generated from each of the 

other international segments, including its retail segment. Within each bar is that segment’s op- 

erating income margin, defined as segment operating income divided by segment net sales. The 

Americas segment yields a 37% operating income margin; margins for the other five segments 

are shown within each of the other segment bars. This type of graphic presentation can lead to 

questions about the profitability of each segment and discussion of further expansions into the 

more lucrative segments. For example, the Japan segment yields an operating margin of 48%. A 

natural question for management is what potential is there to further expand sales into the Japan 

segment and maintain a similar operating margin? This type of analysis can help in determining 

strategic plans and actions. 
. . i) 

Graphical analysis is also useful in identifying (1) sources of financing, including the distri- 

bution among current liabilities, noncurrent liabilities, and equity capital, and (2) focuses of in- 

vesting activities, including the distribution among current and noncurrent assets. To illustrate, 
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EXHIBIT 13.10 

Common-Size Graphic of 

Income Statement 

EXHIBIT 13.11 

Sales and Operating 

Income Margin Breakdown 

by Segment 
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EXHIBIT 13.12 

Common-Size Graphic of 

Asset Components 

EXHIBIT 13.13 

Common-Size Graphic of 

Financing Sources— 

Competitor Analysis 

APPLE 

GOOGLE 

Samsung 

Nee 13-2 

Vertical Analysis 

P2 
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Exhibit 13.12 shows a common-size graphical 

display of Apple’s assets. Common-size balance 

sheet analysis can be extended to examine the 

composition of these subgroups. For instance, in 

assessing liquidity of current assets, knowing 

what proportion of current assets consists of in- 
ventories is usually important, and not simply 

what proportion inventories are of total assets. 

Common-size financial statements are also 

useful in comparing different companies. Ex- 

hibit 13.13 shows common-size graphics of 

Apple, Google, and Samsung on financing 

sources. This graphic highlights the larger per- 

cent of equity financing for Google versus Apple 

and Samsung. It also highlights the somewhat 

larger noncurrent (debt) financing of Apple versus 

Google and Samsung. Comparison of a company’s 

common-size statements with competitors’ or in- 

dustry common-size statistics alerts us to differ- 

ences in the structure or distribution of its financial 
statements but not to their dollar magnitude. 

Cash and cash equivalents 6% 

Short-term marketable 

securities 5% 

Accounts receivable, net 7% 

Inventories 1% 

Deferred tax assets 2% 

Vendor non-trade receivables 4% 

Other current assets 4% 

Long-term marketable securities 56% 

Property, plant & equipment, net 9% 

Goodwill 2% 

Acquired intangible assets, net 2% 

Other long-term assets 2% 

Apple Google Samsung 
~ Current liabilities j é r 

é 9 ? F 

27% es eee 23% == Noncurrent liabilities i = R= | 
25% ae i 

=== Equity 5 Fi 

‘ 73% 9 
48% § . 

© Decision !nsight 

Seeing Truth na survey of nearly 200 CFOs of large 

firms, roughly 20% say that firms, based on their experi- 

ence, use accounting ruses to report earnings that do not 

fully reflect the firms’ underlying operations. One goal of 

financial analysis is to see through such ruses. The top five 

reasons CFOs gave for this behavior are shown here (Wall 

Street Journal, October 2012). & 

Percent of CFOs who agree with reason 
Influence Outside Inside Influence Senior 

the stock pressure to pressureto executive managers 
hitearnings hit earnings compensation fear for 

target target their careers 

Express the following comparative income statements in common-size percents and assess whether or not 
this company’s situation has improved in the most recent year (round percents to whole numbers). 

Comparative Income Statements 

For Years Ended December 31, 2016 and 2015 

2016 2015 

Salesir cece ee $800 $500 

Total expenses......... 560 400 

Net:income <4... cc 4 $240 $100 
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Solution 

2016 2015 

Saleseratee aaa 100% 100% 
($800 /$800) ($500/$500) 

Total expenses......... 70% 80% 
($560/$800) ($400/$500) 

Netincome: 3. a-5.. 30% 20% 

Analysis: This company’s situation has improved. This is evident from its substantial increase in net in- 

come as a percent of sales for 2016 (30%) relative to 2015 (20%). Further, the company’s sales increased 

from $500 in 2015 to $800 in 2016 (while expenses declined as a percent of sales from 80% to 70%). 
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Do More: QS 13-5, E 13-4, 

E 13-6 

RATIO ANALYSIS 
Ratios are among the more widely used tools of financial analysis because they provide clues to 

and symptoms of underlying conditions. A ratio can help us uncover conditions and trends dif- 

ficult to detect by inspecting individual components making up the ratio. Ratios, like other 

analysis tools, are usually future oriented; that is, they are often adjusted for their probable fu- 

ture trend and magnitude, and their usefulness depends on skillful interpretation. 

A ratio expresses a mathematical relation between two quantities. It can be expressed as a per- 

cent, rate, or proportion. For instance, a change in an account balance from $100 to $250 can be 

expressed as (1) 150% increase, (2) 2.5 times, or (3) 2.5 to | (or 2.5:1). Computation of a ratio is a 

simple arithmetic operation, but its interpretation is not. To be meaningful, a ratio must refer to an 

economically important relation. For example, a direct and crucial relation exists between an item’s 

sales price and its cost. Accordingly, the ratio of cost of goods sold to sales is meaningful. In con- 

trast, no obvious relation exists between freight costs and the balance of long-term investments. 

This section describes an important set of financial ratios and their application. The selected 

ratios are organized into the four building blocks of financial statement analysis: (1) liquidity 

and efficiency, (2) solvency, (3) profitability, and (4) market prospects. All of these ratios were 

explained at relevant points in prior chapters. The purpose here is to organize and apply them 

under a summary framework. We use four common standards, in varying degrees, for compari- 

sons: intracompany, competitor, industry, and guidelines. 

Liquidity and Efficiency 

Liquidity refers to the availability of resources to meet short-term cash requirements. It is af- 

fected by the timing of cash inflows and outflows along with prospects for future performance. 

Analysis of liquidity is aimed at a company’s funding requirements. Efficiency refers to how 

productive a company is in using its assets. Efficiency is usually measured relative to how much 

revenue is generated from a certain level of assets. 

Both liquidity and efficiency are important and complementary. If a company fails to 

meet its current obligations, its continued existence is doubtful. Viewed in this light, all 

other measures of analysis are of secondary importance. Although accounting measure- 

ments assume the company’s continued existence, our analysis must always assess the 

validity of this assumption using liquidity measures. Moreover, inefficient use of assets 

can cause liquidity problems. A lack of liquidity often precedes lower profitability and 

fewer opportunities. It can foretell a loss of owner control. To a company’s creditors, 

lack of liquidity can yield delays in collecting interest and principal payments or the loss of 

amounts due them. A company’s customers and suppliers of goods and services also are af- 

fected by short-term liquidity problems. Implications include a company’s inability to execute 

contracts and potential damage to important customer and supplier relationships. This section 

describes and illustrates key ratios relevant to assessing liquidity and efficiency. 

Working Capital and Current Ratio The amount of current assets less current liabilities 

is called working capital, or net working capital. A company needs adequate working capital 

P3 
Define and apply ratio 

analysis. 

Point: Some sources for 

industry norms are Annual 

Statement Studies by Robert 

Morris Associates, Industry 

Norms & Key Business Ratios by 

Dun & Bradstreet, Standard & 

Poor’s Industry Surveys, and 

Reuters.com/finance 
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EXHIBIT 13.14 

Apple’s Working Capital 

and Current Ratio 

Current ratio 

Google = 4.80 

Samsung = 2.21 

Industry = 2.5 

Point: When a firm uses 

LIFO in a period of rising costs, 

the standard for an adequate 

current ratio usually is lower 

than if it used FIFO 
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to meet current debts, to carry sufficient inventories, and to take advantage of cash discounts. A 
company that runs low on working capital is less likely to meet current obligations or to con- 

tinue operating. When evaluating a company’s working capital, we must not only look at the 

dollar amount of current assets less current liabilities, but also at their ratio. The current ratio is 

defined as follows (see Chapter 3 for additional explanation): 

Current assets 
Current ratio = = 

Current liabilities 

Drawing on information in Exhibit 13.1, $ millions 2014 2013 
Apple’s working capital and current ratio 

Gurrentiassetsayeas ey ye $68,531 $ 73,286 for both 2014 and 2013 are shown in 

Current liabilities. ........ 63,448 43,658 Exhibit 13.14. Also, Google (4.80), 

Working capital........ $ 5,083 $29,628 Samsung (2.21), and the industry’s cur- 

Current ratio rent ratio (2.5) are shown in the margin. 

$68,531 /$63,448 = 1.08 to | Apple’s 2014 ratio (1.08) is lower than 
$73,286/$43,568 = 1.68 to | competitors’ ratios, but it is not in danger 

of defaulting on loan payments. A high 
current ratio suggests a strong liquidity position and an ability to meet current obligations. A 

company can, however, have a current ratio that is too high. An excessively high current ratio 

means that the company has invested too much in current assets compared to its current obliga- 

tions. An excessive investment in current assets is not an efficient use of funds because current 

assets normally generate a low return on investment (compared with long-term assets). 

Many users apply a guideline of 2:1 (or 1.5:1) for the current ratio in helping evaluate a com- 

pany’s debt-paying ability. A company with a 2:1 or higher current ratio is generally thought to 

be a good credit risk in the short run. Such a guideline or any analysis of the current ratio must 

recognize at least three additional factors: (1) type of business, (2) composition of current assets, 

and (3) turnover rate of current asset components. 

Type of Business A service company that grants little or no credit and carries few inventories can 

probably operate on a current ratio of less than 1:1 if its revenues generate enough cash to pay its 

current liabilities. On the other hand, a company selling high-priced clothing or furniture requires 
a higher ratio because of difficulties in judging customer demand and cash receipts. For instance, 
if demand falls, inventory may not generate as much cash as expected. Accordingly, analysis of 
the current ratio should include a comparison with ratios from successful companies in the same 
industry and from prior periods. We must also recognize that a company’s accounting methods, 
especially choice of inventory method, affect the current ratio. For instance, when costs are rising, 
a company using LIFO tends to report a smaller amount of current assets than when using FIFO. 

Composition of Current Assets The composition of a company’s current assets is important to 
an evaluation of short-term liquidity. For instance, cash, cash equivalents, and short-term invest- 
ments are more liquid than accounts and notes receivable. Also, short-term receivables normally 
are more liquid than inventory. Cash, of course, can be used to immediately pay current debts. 
Items such as accounts receivable and inventory, however, normally must be converted into cash 
before payment is made. An excessive amount of receivables and inventory weakens a company’s 
ability to pay current liabilities. The acid-test ratio (see below) can help with this assessment. 

Turnover Rate of Assets Asset turnover measures a company’s efficiency in using its assets. 
One relevant measure of asset efficiency is the revenue generated. A measure of total asset 
turnover is revenues divided by total assets, but evaluation of turnover for individual assets is 
also useful. We discuss both receivables turnover and inventory turnover next. 

® Decision Maker 

Banker A company requests a one-year, $200,000 loan for expansion. This company’s current ratio is 4:1, with 
current assets of $160,000. Key competitors carry a current ratio of about 1.9:1. Using this information, do you 
approve the loan application? Does your decision change if the application is for a 10-year loan? Il [Answers follow 
the chapter's Summary.] 
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Acid-Test Ratio Quick assets are cash, short-term investments, and current receivables. 

These are the most liquid types of current assets. The acid-test ratio, also called quick ratio and 
introduced in Chapter 4, reflects on a company’s short-term liquidity. 

Cash + Short-term investments + Current receivables 

Current liabilities 
Acid-test ratio = 

Apple’s acid-test ratio is computed in Exhibit 13.15. Apple’s 2014 acid-test ratio (0.67) is lower 

than those for Google (4.44) and Samsung (1.73), as well as lower than the 1:1 common guide- 

line for an acceptable acid-test ratio. The ratio for Apple is also less than the 0.9 industry norm; 
thus, it raises some concern. As with analysis of the current ratio, we need to consider other 

factors. For instance, the frequency with which a company converts its current assets into cash 

affects its working capital requirements. This implies that analysis of short-term liquidity should 

also include an analysis of receivables and inventories, which we consider next. 

$ millions 2013 2014 

Cash and equivalents.......... $13,844 $14,259 

Short-term securities.......... 11,233 26,287 

Current receivables ..*........ 17,460 13,102 

otal quick assets.,....5....2 se .ssie $42,537 $53,648 

Gurrent liabilities c2c-cwiae sect: $63,448 $43,658 

Acid-test ratio 

$42,537 $63;448 Ses bo a 0.67 to | 

$53,648/$43,658........... 1.23 to | 

Accounts Receivable Turnover We can measure how frequently a company converts its 

receivables into cash by computing the accounts receivable turnover. This ratio is defined as 

follows (see Chapter 7 for additional explanation). 

Net sales 
Accounts receivable turnover = : 

Average accounts receivable, net 

Short-term receivables from customers are often included in the denominator along with ac- 

counts receivable. Also, accounts receivable turnover is more precise if credit sales are used for 

the numerator, but external users generally use net sales (or net revenues) because information 

about credit sales is typically not reported. Apple’s 2014 accounts receivable turnover is com- 

puted as follows ($ millions). 

$182,795 = 12.0 ti 
($13,102 + $17,460) /2 “ate 

Apple’s value of 12.0 exceeds Google’s 7.2 and Samsung’s 7.4 values. Accounts receivable 

turnover is high when accounts receivable are quickly collected. A high turnover is favorable 

because it means the company need not commit large amounts of funds to accounts receiv- 

able. However, an accounts receivable turnover can be too high; this can occur when credit 

terms are so restrictive that they negatively affect sales volume. 

Inventory Turnover How long a company holds inventory before selling it will affect work- 

ing capital requirements. One measure of this effect is inventory turnover, also called merchan- 

dise turnover or merchandise inventory turnover, which is defined as follows (see Chapter 5 for 

additional explanation). 

Cost of goods sold 
Inventory turnover = : 

Average inventory 
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EXHIBIT 13.15 

Acid-Test Ratio 

Acid-test ratio 

Google = 4.44 

Samsung = 1.73 

Industry = 0.9 

Global: Ratio analysis helps 

overcome currency translation 

problems, but it does not 

overcome differences in 

accounting principles 

Point: Some users prefer 

using gross accounts receivable 

(before subtracting the allow- 

ance for doubtful accounts) 

to avoid the influence of a 

manager's bad debts estimate 

Accounts receivable 

turnover 

Google = 7.2 

Samsung = 7.4 

Industry = 5.0 

Point: Ending accounts 

receivable can be substituted 

for the average balance in 

computing accounts receivable 

turnover if the difference 

between ending and average 

receivables is small. 
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Inventory turnover 

Google = n.a. 

Samsung = 7.04 

Industry = 7.0 

Rita Qian/AFP/Getty Images 

Days’ sales uncollected 

Google = 51.9 

Samsung = 50.0 

Days’ sales in inventory 

Samsung = 49.3 

Industry = 35 

Point: Average collection period 

is estimated by dividing 365 by 

the accounts receivable turn- 

over ratio. For example, 365 di- 

vided by an accounts receivable 

turnover of 6.1 indicates a 

60-day average collection period. 
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Using Apple’s cost of goods sold and inventories information, we compute its inventory turn- 

over for 2014 as follows (if the beginning and ending inventories for the year do not represent 

the usual inventory amount, an average of quarterly or monthly inventories can be used). 

$112,258 
oo eo ete 
($1,764 + $2,111) /2 

Apple’s inventory turnover of 57.94 is higher than Samsung’s 7.04 and the industry’s 7.0. 

A company with a high turnover requires a smaller investment in inventory than one producing 

the same sales with a lower turnover. Inventory turnover can be too high, however, if the inven- 

tory a company keeps is so small that it restricts sales volume. 

Days’ Sales Uncollected Accounts receivable turnover provides insight into how fre- 
quently a company collects its accounts. Days’ sales uncollected is one measure of this activity, 

which is defined as follows (Chapter 6 provides additional explanation). 

Accounts receivable, net 
Day’s sales uncollected = —————__LLM x 365 

Net sales 

Any short-term notes receivable from customers are normally included in the numerator. 

Apple’s 2014 days’ sales uncollected follows. 

$17,460 
oe XK OD = 949 $182,795 - 

Both Google’s days’ sales uncollected of 51.9 days and Samsung’s 50.0 days are more than the 

34.9 days for Apple. Days’ sales uncollected is more meaningful if we know company credit terms. 
A rough guideline states that days’ sales uncollected should not exceed 1% times the days in its 

(1) credit period, ifdiscounts are not offered, or (2) discount period, if favorable discounts are offered. 

Days’ Sales in Inventory Days’ sales in inventory is a useful measure in evaluating inven- 

tory liquidity. Days’ sales in inventory is linked to inventory in a way that days’ sales uncol- 

lected is linked to receivables. We compute days’ sales in inventory as follows (Chapter 5 
provides additional explanation). 

aes Ending inventory 
Day’s sales in inventory = Cost ob aoods cold x 365 

Apple’s days’ sales in inventory for 2014 follows. 

S2,111 
oe eX 309 = 6.9 days $112,258 

If the products in Apple’s inventory are in demand by customers, this formula estimates that its 
inventory will be converted into receivables (or cash) in 6.9 days. If all of Apple’s sales were 
credit sales, the conversion of inventory to receivables in 6.9 days plus the conversion of receiv- 
ables to cash in 34.9 days implies that inventory will be converted to cash in about 41.8 days 
(6.9 + 34.9). 

Total Asset Turnover otal asset turnover reflects a company’s ability to use its assets to 
generate sales and is an important indication of operating efficiency. The definition of this ratio 
follows (Chapter 8 offers additional explanation). 

Net sales 

Average total assets 
Total asset turnover = 
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Apple’s total asset turnover of 0.83 for 2014 follows, which is greater than that for Google 
(0.55) but less than that for Samsung (0.93). 

$182,795 

($207,000 + $231,839) /2 
= ().83 times 

Solvency 

Solvency refers to a company’s long-run financial viability and its ability to cover long-term ob- 
ligations. All of a company’s business activities—financing, investing, and operating—affect its 

solvency. Analysis of solvency is long term and uses less precise but more encompassing 

measures than liquidity. One of the most important components of solvency analysis is the 

composition of a company’s capital structure. Capital structure refers to a company’s fi- 

nancing sources. It ranges from relatively permanent equity financing to riskier or more 

temporary short-term financing. Assets represent security for financiers, ranging from loans 

secured by specific assets to the assets available as general security to unsecured creditors. 

This section describes the tools of solvency analysis. Our analysis focuses on a company’s ability 

to both meet its obligations and provide security to its creditors over the long run. Indicators of 

this ability include debt and equity ratios, the relation between pledged assets and secured liabil- 

ities, and the company’s capacity to earn sufficient income to pay fixed interest charges. 

Debt and Equity Ratios One element of solvency analysis is to assess the portion of a 

company’s assets contributed by its owners and the portion contributed by creditors. This rela- 

tion is reflected in the debt ratio (also described in Chapter 2). The debt ratio expresses total 

liabilities as a percent of total assets. The equity ratio provides complementary information by 

expressing total equity as a percent of total assets. Apple’s debt and equity ratios follow. 

$ millions 2014 Ratios 

Totaliliabjlities Beer are acya tak ee $120,292 51.9% [Debt ratio] 

ASANTE oe dea ems Frog oe 111,547 48.1 [Equity ratio] 

Total liabilities and equity ......... $231,839 100.0% 

Apple’s financial statements reveal slightly more debt than equity. A company is considered less 

risky if its capital structure (equity plus long-term debt) contains more equity. One risk factor is 

the required payment for interest and principal when debt is outstanding. Another factor is the 

greater the stockholder financing, the more losses a company can absorb through equity before 

the assets become inadequate to satisfy creditors’ claims. From the stockholders’ point of view, 

if a company earns a return on borrowed capital that is higher than the cost of borrowing, the 

difference represents increased income to stockholders. The inclusion of debt is described as 

financial leverage because debt can have the effect of increasing the return to stockholders. 

Companies are said to be highly leveraged if a large portion of their assets is financed by debt. 

Debt-to-Equity Ratio The ratio of total liabilities to equity is another measure of solvency. 

We compute the ratio as follows (Chapter 10 offers additional explanation). 

Total liabilities 

Total equity 
Debt-to-equity ratio = 

Apple’s debt-to-equity ratio for 2014 is 

$120,292 /$111,547 = 1.08 

Apple’s 1.08 debt-to-equity ratio is higher than those of Samsung (0.37) and Google (0.25), and 

greater than the industry ratio of 0.6. Consistent with our inferences from the debt ratio, Apple’s 
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Total asset turnover 

Google = 0.55 

Samsung = 0.93 

Industry = 1.1 

Point: For analysis purposes, 

noncontrolling interest is 

usually included in equity. 

Debt ratio :: Equity ratio 

Google = 20.3% :: 79.7% 

Samsung = 27.1% :: 72.9% 

Industry = 35% :: 65% 

Point: Bank examiners from 

the FDIC and other regulatory 

agencies use debt and equity 

ratios to monitor compliance 

with regulatory capital require- 

ments imposed on banks and 

S&Ls 

Debt-to-equity 

Google = 0.25 

Samsung = 0.37 

Industry = 0.6 
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Point: The times interest 

earned ratio and the debt and 

equity ratios are of special in- 

terest to bank lending officers. 

Times interest earned 

Google = 177.0 

Samsung = 48.0 

Profit margin 

Google = 21.9% 

Samsung = 11.3% 

Industry = 11% 
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capital structure has only slightly more debt than equity, which helps limit risk. Recall that debt 

must be repaid with interest, while equity does not. Debt requirements can be burdensome when 

the industry and/or the economy experience a downturn. A larger debt-to-equity ratio also 

implies less opportunity to expand through use of debt financing. 

Times Interest Earned The amount of income before deductions for interest expense and 

income taxes is the amount available to pay interest expense. The following times interest 

earned ratio reflects the creditors’ risk of loan repayments with interest (see Chapter 9 for 
additional explanation). 

Income before interest expense and income taxes 
Times interest earned = 

Interest expense 

The larger this ratio, the less risky is the company for creditors. One guideline says that credi- 

tors are reasonably safe if the company earns its fixed interest expense two or more times each 

year. Apple’s times interest earned ratio follows. Apple’s 140.3 result suggests that its creditors 

have little risk of nonrepayment. 

$39,510 + $384 + $13,973 
= 140.3 times 

$384 

® Decision !nsight 

Bears and Bulls A bear market is a declining market. The phrase comes from bearskin jobbers who often sold 

the skins before the bears were caught. The term bear was then used to describe investors who sold shares they 

did not own in anticipation of a price decline. A bull market is a rising market. This phrase comes from the once 

popular sport of bear and bull baiting. The term bu// came to mean the opposite of bear. & 

Profitability 

We are especially interested in a company’s ability to use its assets efficiently to produce profits 

(and positive cash flows). Profitability refers to a company’s ability to generate an adequate re- 

turn on invested capital. Return is judged by assessing earnings relative to the level and sources 

of financing. Profitability is also relevant to solvency. This section describes key profitability 
measures and their importance to financial statement analysis. 

Profit Margin A company’s operating efficiency and profitability can be expressed by two 

components. The first is profit margin, which reflects a company’s ability to earn net income 

from sales (Chapter 3 offers additional explanation). It is measured by expressing net income as 

a percent of sales (sales and revenues are similar terms). Apple’s profit margin follows. 

To evaluate profit margin, we must consider the industry. For instance, an appliance company 

might require a profit margin between 10% and 15%, whereas a retail supermarket might re- 

quire a profit margin of 1% or 2%. Both profit margin and total asset turnover make up the two 
basic components of operating efficiency. These ratios reflect on management because manag- 

ers are ultimately responsible for operating efficiency. The next section explains how we use 
both measures to analyze return on total assets. 

Return onTotal Assets Return on total assets is defined as follows. 

Net income 
Return on total assets = 

Average total assets 
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Apple’s 2014 return on total assets is 

$39,510 

($207,000 + $231,839) /2 
= 18.0% 

Apple's 18.0% return on total assets is higher than that for many businesses and is higher than 
Google’s 11.9%, Samsung’s 10.5%, and the industry’s 9% return. We also should evaluate any 
trend in the rate of return. 

The following equation shows the important relation between profit margin, total asset turn- 
over, and return on total assets. 

Profit margin x Total asset turnover = Return on total assets 

or 

Net income o Net sales * Net income 

Net sales Average total assets Average total assets 

Both profit margin and total asset turnover contribute to overall operating efficiency, as mea- 

sured by return on total assets. If we apply this formula to Apple, we get 

21.6% X 0.83 = 18.0% (with rounding) 

This analysis shows that Apple’s superior return on assets versus that of both Google and 

Samsung is driven by its higher profit in the case of Samsung, but by a better asset turnover in 

the case of Google. 

Return on Common Stockholders’ Equity Perhaps the most important goal in operat- 

ing a company is to earn net income for its owner(s). Return on common stockholders’ equity 

measures a company’s success in reaching this goal and is defined as follows. 

Net income — Preferred dividends 
Return on common stockholders’ equity = ; 

eee Average common stockholders’ equity 

Apple’s 2014 return on common stockholders’ equity is computed as follows: 

$39,510 — $0 
($123,549 + $111,547) /2 

OO 

The denominator in this computation is the book value of common equity (noncontrolling inter- 

est is often included in common equity for this ratio). In the numerator, the dividends on cumu- 

lative preferred stock are subtracted whether they are declared or are in arrears. If preferred 

stock is noncumulative, its dividends are subtracted only if declared. Apple’s return on common 

stockholders’ equity (33.6%) is superior to Google’s 15.1% and Samsung’s 14.5%, 

® Decision ns 9° 

Wall Street Wil Street is synonymous with financial markets, but its name comes from the street location of 

the original New York Stock Exchange. The street’s name derives from stockades built by early settlers to protect 

New York from pirate attacks. @ 

Market Prospects 

Market measures are useful for analyzing corporations with publicly traded stock. These 

market measures use stock price, which reflects the market’s (public’s) expectations for 

the company. This includes expectations of both company return and risk—as the market 

a 
x 
A 
SS 
x 
a 
a 
a 
x 

perceives it. 
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Return on total assets 

Google = 11.9% 

Samsung = 10.5% 

Industry = 9% 

Point: Many analysts add back 
Interest expense x (1 — Tax rate) 

to net income in computing 

return on total assets. 

Google: 21.9% x 0.55 ~ 11.9% 

Samsung: 11.3% x 0.93 ~ 10.5% 

(with rounding) 

Return on common equity 

Google = 15.1% 

Samsung = 14.5% 

Industry = 15% 
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Point: PE ratio can be viewed 

as an indicator of the market’s 

expected growth and risk for 

a stock. High expected risk 

suggests a low PE ratio. High 

expected growth suggests a 

high PE ratio. 

PE (year-end) 

Google = 24.6 

Samsung = 8.4 

Point: Some investors avoid 

stocks with high PE ratios, 

believing they are “overpriced.” 

Alternatively, some investors sell 

these stocks short—hoping for 

price declines. 

Dividend yield 

Google = 0.0% 

Samsung = 1.5% 

Point: Corporate PE ratios 

and dividend yields are found in 

daily stock market quotations 

listed in the Wall Street Journal, 

Investor’s Business Daily, or other 

publications and web services. 
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Price-Earnings Ratio Computation of the price-earnings ratio follows (Chapter 11 pro- 

vides additional explanation). 

Market price per common share 
Price-earnings ratio = 

Earnings per share 

Predicted earnings per share for the next period is often used in the denominator of this compu- 

tation. Reported earnings per share for the most recent period is also commonly used. In both 

cases, the ratio is used as an indicator of the future growth and risk of a company’s earnings as 

perceived by the stock’s buyers and sellers. 
The market price of Apple’s common stock at the start of fiscal year 2015 was $100.75. Us- 

ing Apple’s $6.49 basic earnings per share, we compute its price-earnings ratio as follows (some 

analysts compute this ratio using the median of the low and high stock prices). 

$100.75 
= 45, 

$6.49 - 

Apple’s price-earnings ratio is less than that for Google, but it is higher than that for Samsung 

and near the norm for this period. 

Dividend Yield Dividend yield is used to compare the dividend-paying performance of dif- 

ferent investment alternatives. We compute dividend yield as follows (Chapter 11 offers addi- 

tional explanation). 

Se : Annual cash dividends per share 
Dividend yield =—___ 

Market price per share 

Apple’s dividend yield, based on its fiscal year-end market price per share of $100.75 and its 

$1.82 cash dividends per share, is computed as follows. 

$1.82 
pee ae TI 
$100.75 : 

Some companies, such as Google, do not declare and pay dividends because they wish to rein- 

vest the cash to grow their businesses in the hope of generating greater future earnings and 

dividends. 

Summary of Ratios 

Exhibit 13.16 summarizes the major financial statement analysis ratios illustrated in this chapter 

and throughout the book. This summary includes each ratio’s title, its formula, and the purpose 

for which it is commonly used. 

.. !) Decision !nsight * 

Ticker Prices Jicker prices refer to a band of moving data on a monitor car 

rying up-to-the-minute stock prices. The phrase comes from ticker tape, a 

1-inch-wide strip of paper spewing stock prices from a printer that ticked as it 

ran. Most of today’s investors have never seen actual ticker tape, but the 

phrase survives. 

© Comstock Images/Jupiter Images 
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EXHIBIT 13.16 

Financial Statement Analysis Ratios* 

elatel Formula Measure of 

Liquidity and Efficiency 

Current assets 
Current rati aS eS : in 

rrent ratio Chen be Short-term debt-paying ability 

; : h - i Acid-test ratio z Cash + Short-term investments + Current receivables 
Current labilites Immediate short-term debt-paying ability 

‘ Net sales 
Accounts receivable turnover = - Efficiency of collection 

Average accounts receivable, net 

Cost of goods sold 
Inventory turnover = = - Efficiency of inventory management 

Average inventory 

Accounts receivable, net 
Days’ sales uncollected x 365 Liquidity of receivables 

Net sales 

Deena ° Ending inventory ae psec 
ys’ Sales in inventor = iquidit i 

; Cost of goods sold ee ee 

Net sales : 
Total asset turnover = Efficiency of assets in producing sales 

Average total assets 

Solvency 

‘ Total liabilities 
Debt ratio Pepe ese tot esd Creditor financing and leverage 

Total assets 

. . Total equity 
Equity ratio = a a Owner financing 

~ Total assets 

Total liabiliti 
Debt-to-equity ratio pai isial a eaibats Debt versus equity financing 

Total equity 

. . Income before interest expense and income taxes ae hn 
Times interest earned = Protection in meeting interest payments 

Interest expense 

Profitability 

Net income : ; 
Profit margin ratio ee ae Net income in each sales dollar 

Net sales 

Net sales — Cost of goods sold SS 
Gross margin ratio = Gross margin in each sales dollar 

Net sales 

Net income Overall profitability of assets Return on total assets = 
Average total assets 

Net income — Preferred dividends Ws : 
Profitability of owner investment 

Return on common stockholders’ equity = = 
Average common stockholders’ equity 

Shareholders’ equity applicable to cornmon shares repel: 
Book value per common share = ae Liquidation at reported amounts 

Number of common shares outstanding 

Net income — Preferred dividends 
Basic earnings per share Net income per common share 

~ Weighted-average common shares outstanding 

Market Prospects 

Market price per common share d : 
Market value relative to earnings 

Price-earnings ratio = - 
Earnings per share 

Annual cash dividends per share 
= Cash return per common share 

US aha Market price per share 

* Additional ratios also examined in previous chapters included credit risk ratio; plant asset useful life; plant asset age; days’ cash expense Coverage, cash coverage of growth; cash 

coverage of debt; free cash flow; cash flow on total assets; and payout ratio. 
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NEED-TO-KNOW ses 

Ratio Analysis 

P3 

Do More: OS 13-6, E 13-7, 

E 13-8, 13-9, E 13-10, 

E 13-11, P 13-4 
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For each ratio listed, identify whether the change in ratio-value from 2015 to 2016 is regarded as favorable 

or unfavorable. 

Ratio 2016 2015 Ratio 2016 2015 
ES SA SP SS TT 

|. Profit margin 6% 8% 4. Accounts receivable turnover 8.8 9.4 

2. Debt ratio 50% 70% 5. Basic earnings per share $2.10 $2.00 

3. Gross margin 40% 36% 6. Inventory turnover 3.6 4.0 

Solution 

Ratio 2016 2015 Change 

|. Profit margin ratio................45. 6% 8% Unfavorable 

2 DeDUratlOe ait en ee 50% 70% Favorable 

3. Gross marginvatiOn =. .5 2222 mes os 40% 36% Favorable 

4. Accounts receivable turnover.......... 8.8 94 Unfavorable 

5. Basic earnings per share.............. $2.10 $2.00 Favorable 

6. Inventory turnover. 7. 22. 3.6 4.0 Unfavorable 

GLOBAL VIEW 

The analysis and interpretation of financial statements are, of course, impacted by the accounting system 

in effect. This section discusses similarities and differences for analysis of financial statements when pre- 

pared under U.S. GAAP vis-a-vis IFRS. 

Horizontal and Vertical Analyses Horizontal and vertical analyses help eliminate many differ- 
ences between U.S. GAAP and IFRS when analyzing and interpreting financial statements. Financial 

numbers are converted to percentages that are, in the best-case scenario, consistently applied across and 

within periods. This enables users to effectively compare companies across reporting regimes. However, 

when fundamental differences in reporting regimes impact financial statements, such as with certain rec- 

ognition rule differences, the user must exercise caution when drawing conclusions. Some users will re- 

formulate one set of numbers to be more consistent with the other system to enable comparative analysis. 

This reformulation process is covered in advanced courses. The important point is that horizontal and 

vertical analyses help strip away differences between the reporting regimes, but several key differences 

sometimes remain and require adjustment of the numbers. 

Ratio Analysis Ratio analysis of financial statement numbers has many of the advantages and disad- 

vantages of horizontal and vertical analyses discussed above. Importantly, ratio analysis is useful for busi- 

ness decisions, with some possible changes in interpretation depending on what is and what is not included 

in accounting measures across U.S. GAAP and IFRS. Still, we must take care in drawing inferences from 

a comparison of ratios across reporting regimes because what a number measures can differ across re- 

gimes. Piaggio, which manufactures two-, three-, and four-wheel vehicles and is Europe’s leading manu- 

facturer of motorcycles and scooters, offers the following example of its own ratio analysis applied to its 

financing objectives: “The object of capital management . . . , [and] consistent with others in the indus- 

try, the Company monitors capital on the basis of a total liabilities to equity ratio. This ratio is calculated 

as total liabilities divided by equity.” 

Sustainability and Accounting Morgan Stanley’s sustainability initiative is focused on reduc- 
ing its environmental impact and investing in sustainable projects. James Gorman, CEO of Morgan 

Stanley, has made reducing his company’s carbon footprint a key priority. Gorman proclaims, “We 

achieved LEED Gold certification for our New York City headquarters . . . and we have set a new goal of 

cutting the greenhouse gas intensity of our building operations by 15 percent by 2017. This is on top of the 

26 percent reduction we achieved over the previous six years.” Morgan Stanley’s sustainability report says 

the company has earned several awards for its work on sustainability. This includes being one of three fi- 

nalists for Sustainable Global Bank of the Year, S&P 500 Carbon Performance Leadership, and Global 

500 Carbon Performance Leadership. 
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Morgan Stanley has also been a leader in sustainable investments. It launched the Total Global Office Emissions (tCO,e) 
Morgan Stanley Institute for Sustainable Investing. Morgan Stanley’s sustainability 250,000 ‘ 
report outlines three core initiatives for the Institute: 912 243 

@ By 2018, $10 billion in total client assets invested through the Investing with 200.000 JF eee 18a 
Impact Platform, which enables clients to choose investments that seek to deliver 

market-rate returns and positive environmental or social impact. 150,000 
® Investing $1 billion in a sustainable communities initiative to provide rapid access 

to capital to low- and moderate-income households. 100,000 
® Establishing a Sustainable Investing Fellowship with Columbia Business School 

to develop a cadre of emerging leaders in sustainable finance. 50,000 

James Gorman believes the Morgan Stanley Institute “is the most effective path- 

way to a global economy that safeguards scarce resources and invests wisely for the 

future.” 
2011 2012 2013 

Source: Morgan Stanley website 

Fraud 

Gs All Else Being Equal Financial regulation has several goals. Two of them are to ensure 

adequate accounting disclosure and to strengthen corporate governance. For disclosure 

purposes, companies must now provide details of related-party transactions and material off-balance-sheet 

agreements. This is motivated by several major frauds. For corporate governance, the CEO and CFO must 

now certify the fairness o ial sti d the effecti i i er ‘ify th ess i panda! seemeisand pe effectiveness of nee mai. 
Ss 0 . ° x > 

x d administrative employees c ; 1 osed a 

‘) n A - / ¥ 
{ | > | At I = > V = iwi @ iis al: y r d ) ting 

Analysis Reporting (()@§() Decision Analysis 

Understanding the purpose of financial statement analysis is crucial to the usefulness of any analysis. This Al 

understanding leads to efficiency of effort, effectiveness in application, and relevance in focus. The purpose 

of most financial statement analyses is to reduce uncertainty in business decisions through a rigorous and Summarize and report 

sound evaluation. A financial statement analysis report helps by directly addressing the building blocks of Soe 

analysis and by identifying weaknesses in inference by requiring explanation: It forces us to organize our 

reasoning and to verify its flow and logic. A report also serves as a communication link with readers, and 

the writing process reinforces our judgments and vice versa. Finally, the report helps us (re)evaluate evi- 

dence and refine conclusions on key building blocks. A good analysis report usually consists of six sections: 

1. Executive summary—brief focus on important analysis results and conclusions. 

2. Analysis overview—background on the company, its industry, and its economic setting. 

3. Evidential matter—financial statements and information used in the analysis, including ratios, 

trends, comparisons, statistics, and all analytical measures assembled, often organized under the 

building blocks of analysis. 

4. Assumptions—identification of important assumptions regarding a company’s industry and eco- 

nomic environment, and other important assumptions for estimates. 

5. Key factors—list of important favorable and unfavorable factors, both quantitative and qualitative, 

for company performance; usually organized by areas of analysis. 

6. Inferences—forecasts, estimates, interpretations, and conclusions drawing on all sections of the 

report. 

We must remember that the user dictates relevance, meaning that the analysis report should include a 

brief table of contents to help readers focus on those areas most relevant to their decisions. All irrelevant 

matter must be eliminated. For example, decades-old details of obscure transactions and detailed miscues 

of the analysis are irrelevant. Ambiguities and qualifications to avoid responsibility or hedging inferences 

must be eliminated. Finally, writing is important. Mistakes in grammar and errors of fact compromise the 

report’s credibility. 
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™ Decision !nsigh* 

Short Selling Short selling refers to selling stock before you buy it. Here’s an example: You borrow 100 shares 

of Nike stock, sell them at $40 each, and receive money from their sale. You then wait. You hope that Nike’s stock 

price falls to, say, $35 each and you can replace the borrowed stock for less than you sold it, reaping a profit of 

$5 each less any transaction costs. & 

NEED-TO-KNOW 43-4 Use the following financial statements of Precision Co. to complete these requirements. 

1. Prepare comparative income statements showing the percent increase or decrease for year 2016 in 

comparison to year 2015. 

2. Prepare common-size comparative balance sheets for years 2016 and 2015. 

3. Compute the following ratios as of December 31, 2016, or for the year ended December 31, 2016, and 

identify its building block category for financial statement analysis. 

g. Debt-to-equity ratio 

h. Times interest earned 

COMPREHENSIVE 

a. Current ratio 

b. Acid-test ratio 

c. Accounts receivable turnover 

d. Days’ sales uncollected 

e. Inventory turnover 

f. Debt ratio 

i. Profit margin ratio 

j- Total asset turnover 

k. Return on total assets 

I. Return on common stockholders’ equity 

PRECISION COMPANY 

Comparative Income Statements 

For Years Ended December 31, 2016 and 2015 

PRECISION COMPANY 

Comparative Balance Sheets 

December 31, 2016 and 2015 

2016 yA) 2016 2015 

CaS SASS a eee ee eee $2,486,000 $2,075,000 Assets 

GEostiotgoods sold: oe ccics: 3: 1,523,000 1,222,000 Current assets 

GinOssiplolite so eee 963,000 853,000 Cashes cascsiicncety seen eee caer $ 79,000 $ 42,000 

Operating expenses Short-term investments............ 65,000 96,000 

Advertising expense............. 145,000 100,000 Accounts receivable, net........... 120,000 100,000 

Sales salaries expense ........... 240,000 280,000 Merchandise inventory............. 250,000 265,000 

Office salaries expense .......... 165,000 200,000 Total current assets. 2. ...2.5...... 514,000 503,000 

Insurance expense.............. 100,000 45,000 Plant assets 

Supplies expense ............... 26,000 35,000 Store equipment, net.............. 400,000 350,000 

Depreciation expense ........... 85,000 75,000 Office equipment, net... -.......2. 45,000 50,000 

Miscellaneous expenses.......... 17,000 15,000 Buildings; neti. sts tent i coca 625,000 675,000 

Total operating expenses......... 778,000 750,000 FANG yey cio y ec eis eo waren ven 100,000 100,000 

©perating income «seca. ss es 185,000 103,000 Total plant assets... <2. .c 5. 1,170,000 1,175,000 

Interest expense.................. 44,000 46,000 NMOcal/assets. ects eee eee ete $1,684,000 $1,678,000 

Income before taxes .............. 141,000 57,000 a teas eri ae * 

Income taxes... stam soe ee 47,000 19,000 Bieten 
See ae Current liabilities 

Netiincome: =i asa. 300 2 iseurgedts $ 94,000 $ 38,000 
ee Accounts payable................. $ 164,000 $ 190,000 

Earnings pershare..........+.-.-- $ 0.99 $ 0.40 Short-term notes payable .......... 75,000 90,000 

Haxes payable sairacancmsvesc cases ae 26,000 12,000 

Total current liabilities............. 265,000 292,000 

Long-term liabilities 

Notes payable (secured by 

mortgage on buildings) .......... 400,000 420,000 

Totaliliabilities: on < 5 one os ce as 665,000 712,000 

Stockholders’ Equity 

Common stock, $5 par value ......... 475,000 475,000 

Retained earnings. .2.0¢ 5. eee 544,000 491,000 

Total stockholders’ equity............ 1,019,000 966,000 

Total liabilities and equity ............ $1,684,000 $1,678,000 
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PLANNING THE SOLUTION 

® Set up a four-column income statement; enter the 2016 and 2015 amounts in the first two columns and 
then enter the dollar change in the third column and the percent change from 2015 in the fourth column. 

® Set up a four-column balance sheet; enter the 2016 and 2015 year-end amounts in the first two columns 
and then compute and enter the amount of each item as a percent of total assets. 

® Compute the required ratios using the data provided. Use the average of beginning and ending amounts 

when appropriate (see Exhibit 13.16 for definitions). 

SOLUTION 

1. 
PRECISION COMPANY 

_ Comparative Income Statements 

For Years Ended December 31, 2016 and 2015 

Increase 

(Decrease) in 2016 

2016 2015 Amount Percent 

Sal@S ieee ee getdeh teu ee ae) reas $2,486,000 $2,075,000 $411,000 19.8% 

Gostiofisoods soldsaums. -- «aaantn: 1,523,000 1,222,000 301,000 24.6 

GLOSS: Profit, ena st eenees ear 963,000 853,000 110,000 12.9 

Operating expenses 

Advertising expense............. 145,000 100,000 45,000 45.0 

Sales salaries expense............ 240,000 280,000 (40,000) (14.3) 

Office salaries expense........... 165,000 200,000 (35,000) (17.5) 

Insurancevexpense ....h e226 ns 100,000 45,000 55,000 122.2 

Supplies expense ............... 26,000 35,000 (9,000) (25.7) 

Depreciation expense ........... 85,000 75,000 10,000 13.3 

Miscellaneous expenses.......... 17,000 15,000 2,000 13.3 

Total operating expenses......... 778,000 750,000 28,000 3.7 

@perating incomern.e eee ace 185,000 103,000 82,000 79.6 

Interestexpense tan rn cos 44,000 46,000 (2,000) (4.3) 

Incomelbefone taxcsan vse ae eee 141,000 57,000 84,000 147.4 

Income taxes. terete aes neers 3 47,000 19,000 28,000 147.4 

INGHINCOMEss Sete. atv inena $ 94,000 $ 38,000 $ 56,000 147.4 

Earnings pet; shahe, saan eons. $ 0:99 S$ 040 $ £40.59 147.5 

PRECISION COMPANY 

Common-Size Comparative Balance Sheets 

December 31, 2016 and 2015 

Common-Size 

December 31 Percents 

2016 2015 2016* 2015* 

Assets 

Current assets 

Gash MEE ES Aap rs Ae ae Bie Gia tsisiaie $ 79,000 $ 42,000 4.7% 2.5% 

Short-term investments ........... 65,000 96,000 3.9 5.7 

Accounts receivable, net........... 120,000 100,000 7.1 6.0 

Merchandise inventory ............ 250,000 265,000 14.8 15.8 

iTotalvecunnentasSsetse. se ers 514,000 503,000 30.5 30.0 

Plant assets 

Store equipment, net............-. 400,000 350,000 23.8 20.9 

Office equipment, net............. 45,000 50,000 2.7 3.0 

Buildings; netrsmm rece cca 625,000 675,000 37.1 40.2 

EV Yah Pa S tice ieee oe SOO D ome 100,000 100,000 5.9 _ 6.0 

Totaliplantassetstcn- oar ecr 1,170,000 1,175,000 69.5 70.0 

Tra talhaSSOts artes ewais cca veer eer aeyeat anise $1,684,000 $1,678,000 100.0 100.0 

[continued on next page] 
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continued from previous page f=) 

Liabilities 

Current liabilities 

Accounts payable. 2. 2.00. +e0-+ ee $ 164,000 $ 190,000 9.7% 11.3% 

Short-term notes payable .......... 75,000 90,000 4.5 5.4 

‘Taxes: payable ae Ass ccm alate 26,000 [2;000) 5 22038 

Total current liabilities............. 265,000 292,000 15.7 17.4 

Long-term liabilities 

Notes payable (secured by 
mortgage on buildings) .......... 400,000 420,000 _23.8 _25.0 

Totalliabilitlesy.ascce cn owe ees 665,000 712,000 39.5 42.4 

Stockholders’ Equity 

Common stock, $5 par value......... 475,000 475,000 28.2 28.3 

Retained earnings..............5.45. 544,000 491,000 32.3 29.3 

Total stockholders’ equity............ 1,019,000 966,000 60.5 57.6 

Total liabilities and equity ............ $1,684,000 $1,678,000 100.0 100.0 

* Columns do not always exactly add to 100 due to rounding. 

3. Ratios for 2016: 

a. Current ratio: $514,000/$265,000 = 1.9:1 (liquidity and efficiency) 

b. Acid-test ratio: ($79,000 + $65,000 + $120,000)/$265,000 = 1.0:1 (liquidity and efficiency) 

c. Average receivables: ($120,000 + $100,000)/2 = $110,000 

Accounts receivable turnover: $2,486,000/$110,000 = 22.6 times (liquidity and efficiency) 

d. Days’ sales uncollected: ($120,000/$2,486,000) x 365 = 17.6 days (liquidity and efficiency) 

e. Average inventory: ($250,000 + $265,000)/2 = $257,500 

Inventory turnover: $1,523,000/$257,500 = 5.9 times (liquidity and efficiency) 

f. Debt ratio: $665,000/$1,684,000 = 39.5% (solvency) 

g. Debt-to-equity ratio: $665,000/$1,019,000 = 0.65 (solvency) 

h. Times interest earned: $185,000/$44,000 = 4.2 times (solvency) 

. Profit margin ratio: $94,000/$2,486,000 = 3.8% (profitability) 

. Average total assets: ($1,684,000 + $1,678,000)/2 = $1,681,000 

Total asset turnover: $2,486,000/$1,681,000 = 1.48 times (liquidity and efficiency) 

k. Return on total assets: $94,000/$1,681,000 = 5.6% or 3.8% x 1.48 = 5.6% (profitability) 

. Average total common equity: ($1,019,000 + $966,000)/2 = $992,500 

Return on common stockholders’ equity: $94,000/$992,500 = 9.5% (profitability) 

3A Sustainable Income 
A? When a company’s revenue and expense transactions are from normal, continuing operations, a simple 

income statement is usually adequate. When a company’s activities include income-related events not part 

Explain the form and of its normal, continuing operations, it must disclose information to help users understand these events 
assess the content of a 

complete income 
statement. 

and predict future performance. To meet these objectives, companies separate the income statement into 

continuing operations, discontinued segments, comprehensive income, and earnings per share. For illus- 

tration, Exhibit 13A.1 shows such an income statement for ComUS. These separate distinctions help us 

measure sustainable income, which is the income level most likely to continue into the future. Sustainable 

income is commonly used in PE ratios and other market-based measures of performance. 

Continuing Operations The first major section (©) shows the revenues, expenses, and income 

from continuing operations. Users especially rely on this information to predict future operations. Many 
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ComUS 

Income Statement 

For Year Ended December 31, 2015 

Net Sales ee cae tai cae Pete arate Het sina eis lone ae Rs $8,478,000 

Operating expenses 

Gostiof:soodstsol disagree w in ween peat cee ma tle ens se At etnale wee 8 $5,950,000 

Depreciationexpenseive te meen ie corn ee ee 35,000 

Other selling, general, and administrative expenses ..............00-00- 515,000 

Interestiexpens crea sre. ceyatcracre are dete crecivaew areas cyanea cede pete eeaienees 20,000 

® Hlotalioperating-expemSeSarqrecrs anaieetnr, esr ta alisGe ee or toa Dae sean ae eran (6,520,000) 

Other unusual and/or infrequent gains (losses) 

Eossion:plantimelocationivents a meartem a cs Cote or apn nian 1: (45,000) 

Gatnronisalecof.sunplUs landz care crc sot ciakkes ete srsc lee snaeetere nee ce 72,000 

Income from continuing operations before taxes ..............2...-00005 1,985,000 

Income taxestexpenSeran ns c.ccs ete ct cn 4 Gece ete ee cuneate wk (595,500) 

Income:rom continuing operations) ras wate onc es crs oe Araneae are se cris ea: 1,389,500 

Discontinued segment 

@ 4 Income from operating Division A (net of $180,000 taxes) ..............4. 420,000 

Loss on disposal of Division A (net of $66,000 tax benefit)................ (154,000) 266,000 

INetancome miter n erie cara ty te) Seren isa, ere usie ok tent Peet coe ts sin sine neers 1,655,500 

Earnings per common share (200,000 outstanding shares) 

® Ihcometrom.continiling Operations: cass tre te vag ae acne ices $ 6.95 

Discontinued operations yyy mest yeas helena) Ate tena Aue ieie lems Sica tere is 1.33 

Net income (basic earnings pershate)) 5 <)s-cce eeu e sens one ee ee $ 8.28 

users view this section as the most important. Earlier chapters explained the items comprising income 

from continuing operations. 

Gains and losses that are neither unusual nor infrequent are reported as part of continuing operations. 

Gains and losses that are either unusual and/or infrequent are reported as part of continuing operations 

but after the normal revenues and expenses. Items typically considered unusual and/or infrequent include 

(1) expropriation (taking away) of property by a foreign government, (2) condemning of property by a 

domestic government body, (3) prohibition against using an asset by a newly enacted law, (4) losses and 

gains from an unusual and infrequent calamity (“act of God”), (5) write-downs of inventories and write- 

offs of receivables, (6) gains and losses from disposing of segments, and (7) financial effects of labor 

strikes. (At one time, the FASB identified extraordinary items; that is no longer the case.) 

Discontinued Segments A business segment is a part of a company’s operations that serves a 

particular line of business or class of customers. A segment has assets, liabilities, and financial results of 

operations that can be distinguished from those of other parts of the company. A company’s gain or loss 

from selling or closing down a segment is separately reported. Section © of Exhibit 13A.1 reports both 

(1) income from operating the discontinued segment for the current period prior to its disposal and (2) the 

loss from disposing of the segment’s net assets. The income tax effects of each are reported separately 

from the income taxes expense in section @). 

® Decision Maker 

Small Business Owner You own an orange grove near Jacksonville, Florida. A bad frost destroys about one- 

half of your oranges. You are currently preparing an income statement for a bank loan. Where on the income state- 

ment do you report the loss of oranges? MM [Answers follow the chapter's Summary.] 

Earnings per Share The final section @ of the income statement in Exhibit 13A.1 reports earnings 

per share for each of the two subcategories of income (continuing operations and discontinued segments) 

when they both exist. Earnings per share is discussed in Chapter 11. 

Changes in Accounting Principles The consistency concept directs a company to apply the 

same accounting principles across periods. Yet a company can change from one acceptable accounting 

EXHIBIT 13A.1 

Income Statement 

(all-inclusive) for a 

Corporation 

617 
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Point: Changes in principles 

are sometimes required when 

new accounting standards are 

issued. 

principle (such as FIFO, LIFO, or weighted-average) to another as long as the change improves the useful- 

ness of information in its financial statements. A footnote would describe the accounting change and why 

it is an improvement. 

Changes in accounting principles require retrospective application to prior periods’ financial 

statements. Retrospective application involves applying a different accounting principle to prior 

periods as if that principle had always been used. Retrospective application enhances the consis- 

tency of financial information between periods, which improves the usefulness of information, 

especially with comparative analyses. Accounting standards also require that a change in depre- 

ciation, amortization, or depletion method for long-term operating assets is accounted for as a 

change in accounting estimate—that is, prospectively over current and future periods. This re- 

flects the notion that an entity should change its depreciation, amortization, or depletion method 

only with changes in estimated asset benefits, the pattern of benefit usage, or information about 

those benefits. 

Summary 
C1 Explain the purpose and identify the building blocks of 

analysis. The purpose of financial statement analysis is to 

help users make better business decisions. Internal users want 

information to improve company efficiency and effectiveness in 

providing products and services. External users want informa- 

tion to make better and more informed decisions in pursuing 

their goals. The common goals of all users are to evaluate a 

company’s (1) past and current performance, (2) current financial 

position, and (3) future performance and risk. Financial state- 

ment analysis focuses on four “building blocks” of analysis: 

(1) liquidity and efficiency—ability to meet short-term obliga- 

tions and efficiently generate revenues; (2) solvency—ability 

to generate future revenues and meet long-term obligations; 

(3) profitability—ability to provide financial rewards sufficient 

to attract and retain financing; and (4) market prospects—ability 

to generate positive market expectations. 

Wd Describe standards for comparisons in analysis. 

Standards for comparisons include (1) intracompany— 

prior performance and relations between financial items for the 

company under analysis; (2) competitor—one or more direct 

competitors of the company; (3) industry—industry statistics; 

and (4) guidelines (rules of thumb)—general standards developed 

from past experiences and personal judgments. 

Al Summarize and report results of analysis. A financial 

statement analysis report is often organized around the 

building blocks of analysis. A good report separates interpreta- 

tions and conclusions of analysis from the information under- 

lying them. An analysis report often consists of six sections: 

(1) executive summary, (2) analysis overview, (3) evidential 

matter, (4) assumptions, (5) key factors, and (6) inferences. 

Guidance Answers to Decision Maker 

Auditor The joint relation referred to is the combined in- 

crease in sales and the decrease in expenses yielding more than 

a 5% increase in income. Both individual accounts (sales and 

expenses) yield percent changes within the +5% acceptable 

AA Explain the form and assess the content of a complete 

income statement. An income statement has three sec- 

tions: (1) continuing operations, (2) discontinued segments— 

provided any exist, and (3) earnings per share. 

P{ Explain and apply methods of horizontal analysis. 

Horizontal analysis is a tool to evaluate changes in data 

across time. Two important tools of horizontal analysis are com- 

parative statements and trend analysis. Comparative statements 

show amounts for two or more successive periods, often with 

changes disclosed in both absolute and percent terms. Trend 

analysis is used to reveal important changes occurring from one 

period to the next. 

P? Describe and apply methods of vertical analysis. 

Vertical analysis is a tool to evaluate each financial state- 

ment item or group of items in terms of a base amount. Two 

tools of vertical analysis are common-size statements and 

graphical analyses. Each item in common-size statements is 

expressed as a percent of a base amount. For the balance sheet, 

the base amount is usually total assets, and for the income 

statement, it is usually sales. 

P3 Define and apply ratio analysis. Ratio analysis provides 

clues to and symptoms of underlying conditions. Ratios, 

properly interpreted, identify areas requiring further investiga- 

tion. A ratio expresses a mathematical relation between two 

quantities such as a percent, rate, or proportion. Ratios can 

be organized into the building blocks of analysis: (1) liquidity 

and efficiency, (2) solvency, (3) profitability, and (4) market 

prospects. 

range. However, a joint analysis suggests a different picture. 

For example, consider a joint analysis using the profit margin 

ratio. The client’s profit margin is 11.46% ($206,000 — 

$182,400/$206,000) for the current year compared with 5.0% 
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($200,000 — $190,000/$200,000) for the prior year—yielding 
a 129% increase in profit margin! This is what concerns the 

partner, and it suggests expanding audit tests to verify or refute 
the client’s figures. 

Banker Your decision on the loan application is positive for at 

least two reasons. First, the current ratio suggests a strong ability 

to meet short-term obligations. Second, current assets. of 

$160,000 and a current ratio of 4:1 imply current liabilities of 

$40,000 (one-fourth of current assets) and a working capital ex- 

cess of $120,000. This working capital excess is 60% of the loan 

amount. However, if the application is for a 10-year loan, our 

Business segment 

Common-size financial statement 

Comparative financial statement 

Efficiency Liquidity 

Equity ratio Market prospects 

Financial reporting Profitability 

Multiple Choice Quiz 

1. A company’s sales in 2015 were $300,000 and in 2016 

were $351,000. Using 2015 as the base year, the sales trend 

percent for 2016 is: 

a. 17% c. 100% 
b. 85% d. 117% 

Use the following information for questions 2 through 5. 

e. 48% 

ELLA COMPANY 

Balance Sheet 

December 31, 2016 

Assets 

(GEIST) com cc tnc ecco ans AID ig tas Str $ 86,000 

Accounts receivable............. 76,000 

Merchandise inventory........... 122,000 

Prepaid insurance.........-..... 12,000 

Long-term investments .........- 98,000 

PlantrasSets)inet.qcc <6 os arena nere 436,000 

WotalasSGcscnwe een errr $830,000 

Liabilities and Equity 

Current liabilities ns annette $124,000 

Long-term liabilities............. 90,000 

(Calin monmcrdse. cceennsneecuas 300,000 

Retained earnings............--+- 316,000 

Total liabilities and equity ........ $830,000 

Horizontal analysis 

decision is less optimistic. The current ratio and working capital 

suggest a good safety margin, but indications of inefficiency in 

operations exist. In particular, a 4:1 current ratio is more than 

double its key competitors’ ratio. This is characteristic of ineffi- 

cient asset use. 

Smail Business Owner 
in nature, meaning that while it is reported as part of continuing 

operations, it is in the nonrecurring section. Management would 

want to highlight the frost loss apart from the ongoing, normal 

operating results, and hope the bank views this uncommon event 

separately from normal operations. 

Financial statement analysis 

General-purpose financial statements 

PNA icles) cle ciale| ele ears) etc 

Zi 

. What is Ella Company’s acid-test ratio? 

619 

The frost loss is probably unusual 

Ratio analysis 

Solvency 

Vertical analysis 

Working capital 

What is Ella Company’s current ratio? 

a. 0.69 
b. 1.31 
c. 3.88 
d. 6.69 
en 2:39 

Deh) 

0.69 
Il Sul 
6.69 

5 Sass) 

What is Ella Company’s debt ratio? 

25.78% 
100.00% 

- 74.22% 
137.78% 

34.74% 

What is Ella Company’s equity ratio? 

a. 25.78% 
b. 100.00% 

c. 34.74% 

d. 74.22% 

e. 137.78% 

eno 78 

eno 7. 
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Superscript letter A denotes assignments based on Appendix 1 3A. 

E9 Icon denotes assignments that involve decision making. 

Discussion Questions 

1. Explain the difference between financial reporting and 44, QC What ratios would you compute to evaluate manage- 

financial statements. ment performance? 

2. What is the difference between comparative financial state- 42. ifs} Why would a company’s return on total assets be dif- 

ments and common-size comparative statements? ferent from its return on common stockholders’ equity? 

3. Which items are usually assigned a 100% value on (a4) a 43. Where on the income statement does a company report an 

common-size balance sheet and (b) a common-size income unusual gain not expected to occur more often than once 
statement? every two years or so? 

4. LL What three factors would influence your evaluation as_ 44, Refer to Apple’s financial statements in 
to whether a company’s current ratio is good or bad? Appendix A. Compute its profit margin for the APPLE 

5. a Suggest several reasons why a 2:1 current ratio might years ended September 27, 2014, and September 28, 2013. 

not be adequate for a particular company. 15. Refer to Google’s financial statements GOOGLE 
6. 63 Why is working capital given special attention in the in Appendix A to compute its equity ra- 

process of analyzing balance sheets? tio as of December 31, 2014, and December 31, 2013. 

7. ok} What does the number of days’ sales uncollected 16. Refer to Samsung’s financial state- S 
indicate? ments in Appendix A. Compute its amsung 

8. §9 What does a relatively high accounts receivable turn- debt ratio as of December 31, 2014, and December 31, 
over indicate about a company’s short-term liquidity? 2013. 

9. Why is a company’s capital structure, as measured by debt 17. Use Samsung’s financial statements Sam n 
and equity ratios, important to financial statement analysts? in Appendix A to compute its return sung 

10. oO How does inventory turnover provide information on total assets for fiscal year ended December 31, 2014. 

about a company’s short-term liquidity? 

comect 
Graw Hilt 

e 1 

QUICK STUDY Which of the following items a through i are part of financial reporting but are not included as part of 

general-purpose financial statements? 

OS 13-1 ____a. Income statement __— f. Statement of cash flows 

Financial reporting ___—b. Balance sheet —__g. Stock price information and analysis 

C1 —__ ©. Prospectus ___h. Statement of shareholders’ equity 

____d. Financial statement notes ___ i. Management discussion and analysis of financial 

____ e. Company news releases performance 

QS 13-2 Identify which standard of comparison, (a) intracompany, (b) competitor, (c) industry, or (d) guidelines, is 

Standard of comparison best described by each of the following. 

C2 ______ 1. Is often viewed as the best standard of comparison. 

2. Rules of thumb developed from past experiences. 

3. Provides analysis based on a company’s prior performance. 

4. Compares a company against industry statistics. 

Horizontal analysis 

PF . r,rti—t 
Short-term investments. ........ $374,634 $234,000 

Accounts receivable............ 97,364 101,000 

Notes payable... i232 0 88,000 
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Use the following information for Topps Corporation to determine the 2015 and 2016 trend Peon fot as 13-4 

net sales using 2015 as the base year. Trend percents 

$ thousands _ 2016 ~=—s«o2015 HM 

INetisales; cou ae eee $801,810 $453,000 

Cost of goods sold......... 392,887 134,088 

Refer to the information in QS 13-4. Use that information for Topps Corporation to determine the 2015 QS 13-5 7 

and 2016 common-size percents for cost of goods sold using net sales as the base. Common-size analysis P2 

For each ratio listed, identify whether the change in ratio value from 2015 to 2016 is usually regarded as QS 13-6 

favorable or unfavorable. Ratio interpretation 

2016 2015 

a= |e Profitimardsinie.. 9% 8% ____ 5. Accounts receivable turnover. . . . 55 6.7 

eee 2 DebuiratiOn cca: A4T% 42% _____ 6. Basic earnings per share........ CHAS SENG 

eS.) GLOssimakeinw ss 34% 46% =o 17/7 InVentory, tUMMONEIe niet ior 3.6 54 

——— 4. Acid-test ratio... 1.00 ToS: pee Os Wividendivield ae. ers kee 2.0% 1.2% 

OS 13-7 The following information is available for Edison Company and Tesla Company, similar firms operating in 

the same industry. Write a half-page report comparing Edison and Tesla using the available information. Analysis of short-term 

Your discussion should include their ability to meet current obligations and to use current assets efficiently. _ financial condition 

Al @Q 

before the team can make a 

1 Edison Tesla 

2 2016 2015 2016 2015 2014 

3 Current ratio Ash 1.6 2a S2 Doll 1.9 

4 Acid-test ratio 1.0 let ee 2.8 25 1.6 Team Project: Assume that 

5 Accounts receivable turnover 30.5 25.2 29.2 16.4 15.2 16.0 piiaintersiea weet neh ae 
yb one-year loan from the team 

6 Merchandise inventory turnover 24.2 72) fall 14.5 13.0 12.6 Identify additional information 

7 Working capital $70,000 $58,000 $52,000 $131,000 $103,000 $78,000 the companies must provide 

8 loan decision 

A review of the notes payable files discovers that three years ago the company reported the entire $1,000 QS 13-84 

cash payment (consisting of $800 principal and $200 interest) toward an installment note payable as inter- Error adjustments 

est expense. This mistake had a material effect on the amount of income in that year. How should the 49 is 

correction be reported in the current-year financial statements? \ 

Answer each of the following related to international accounting and analysis. OS 13-9 

International ratio 
a. Identify a limitation to using ratio analysis when examining companies reporting under different ac- 

analysis 
counting systems such as IFRS versus U.S. GAAP. 

b. Identify an advantage to using horizontal and vertical analyses when examining companies reporting C2 B 

under different currencies. 

gi connect ‘ 

Match the ratio to the building block of financial statement analysis to which it best relates. EXERCISES 

A. Liquidity and efficiency B. Solvency C. Profitability D. Market prospects 

1. Equity ratio ___- 6. Accounts receivable turnover Exercise 13-1 

2. Return on total assets __s« 7..: Debt-to-equity Building blocks of 

3. Dividend yield _______- &.. Times interest earned analyeis 

4. Book value per common share _______ 9. Gross margin ratio Ci 

5. Days’ sales in inventory ___- 10. Acid-test ratio 
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Exercise 13-2 

Identifying financial 

ratios 

Chapter 13 Analyzing and Interpreting Financial Statements 

Identify which of the following six metrics a through f best completes questions / through 3 below. 

a. Days’ sales uncollected ; 

b. Accounts receivable turnover 

c. Working capital 

d. Return on total assets 

e. Total asset turnover 

f. Profit margin 

1. Which two ratios are key components in measuring a company’s operating efficiency? 

Which ratio summarizes these two components? 

2. What measure reflects the difference between current assets and current liabilities? 

3. Which two short-term liquidity ratios measure how frequently a company collects its accounts? 

Exercise 13-3 
Computation and 

analysis of trend 

percents 

PI 

Compute trend percents for the following accounts, using 2012 as the base year (round percents to whole 

numbers). State whether the situation as revealed by the trends appears to be favorable or unfavorable for 

each account. 

2016 2015 2014 2013 2012 

Sales Go a Maer oe aero $282,880 $270,800 $252,600 $234,560 $150,000 

Cost of goods sold.......... 128,200 122,080 115,280 106,440 67,000 

Accounts receivable......... 18,100 17,300 16,400 15,200 9,000 

Exercise 13-4 
Common-size percent 

computation and 

interpretation 

2 63 

Express the following comparative income statements in common-size percents and assess whether 

or not this company’s situation has improved in the most recent year (round the percents to one 

decimal). 

GOMEZ CORPORATION 

Comparative Income Statements 

For Years Ended December 31, 2016 and 2015 

PAU) 2015 

Sales ch icece asi coun ene: $740,000 $625,000 

Cost of goods sold.......... 560,300 290,800 

GrOSSiPFOlitc. tec seo 179,700 334,200 

Operating expenses......... 128,200 218,500 

INGEINCOM@ hc. oie oe ane $ 51,500 $115,700 

Exercise 13-5 

Determination of income 

effects from common- 

size and trend percents 

Rie Fe 

Common-size and trend percents for Rustic Company’s sales, cost of goods sold, and expenses 

follow. Determine whether net income increased, decreased, or remained unchanged in this three-year 

period. 

Common-Size Percents Trend Percents 

2016 2015 2014 pA 2015 2014 

Sales:\. ic sae ees 100.0% 100.0% 100.0% 105.4% 104.2% 100.0% 

Cost of goods sold......... 63.4 61.9 593 113.1 109.1 100.0 

Total @Xpenses seete er aie 153 14.8 15.1 106.8 102.1 100.0 
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Simon Company’s year-end balance sheets follow. Express the balance sheets in common-size percents. Exercise 13-6 

Round amounts to the nearest one-tenth of a percent. Analyze and comment on the results. Common-size percents 

At December 31 2016 2015 2014 

Assets 

BE HG charac ioe ea Sean OU ae Ment $ 31,800 $ 35,625 $ 37,800 

Accounts receivablesinet. 0 a... en see 89,500 62,500 50,200 

Merchandisenventonys. cena eke 112,500 82,500 54,000 

Prepaidiexpensesjertige sce ae te stecse: eet oe 10,700 9,375 5,000 

Plantiassets, .netiwas cvan-cacevetne ace toae eecceute 278,500 255,000 230,500 

Motalvassetse i. me cupaa. dese eo $523,000 $445,000 $377,500 

Liabilities and Equity 

ACCounts payablene, casos keahouterss sc qarcgst $129,900 $ 75,250 $ 51,250 

Long-term notes payable secured by 

mortgages on plant assets ............... 98,500 101,500 83,500 

Common stock, $10 par value .............. 163,500 163,500 163,500 

Retainediearningsa< dene. ree sire ciees ete ls 131,100 104,750 79,250 

Total liabilitiescand/equity |. 20m -see 52:2. $523,000 $445,000 $377,500 

position at the end of 2016, 2015, and 2014 by computing (1) the current ratio and (2) the acid-test ratio. Liquidity analysis 

Comment on the ratio results. (Round ratio amounts to two decimals.) P3 «ee 

Refer to the Simon Company information in Exercise 13-6. The company’s income statements for the Exercise 13-8 

years ended December 31, 2016 and 2015, follow. Assume that all sales are on credit and then compute: Liquidity analysis and 

(1) days’ sales uncollected, (2) accounts receivable turnover, (3) inventory turnover, and (4) days’ sales in _ interpretation 

inventory. Comment on the changes in the ratios from 2015 to 2016. (Round amounts to one decimal.) P3 ie 

For Year Ended December 31 2016 » 2015 

Salesmeeteter samba seaward $673,500 $532,000 

Gostioficoodsisoldist iter $411,225 $345,500 

Other operating expenses......... 209,550 134,980 

Interest expense. .........-..+++. 12,100 13,300 

IncaimentaxGs ye sarwie rears aes tate Jip2o 8,845 

Total costs and expenses.......... 642,400 502,625 

Netuncone mn reiterate sre $ 31,100 $ 29,375 

Earnings per share..........-...- See 1.90 $ 1.80 

Refer to the Simon Company information in Exercises 13-6 and 13-8. Compare the company’s long-term Exercise 13-9 

risk and capital structure positions at the end of 2016 and 2015 by computing these ratios: (1) debt and Risk and capital structure 

equity ratios—percent rounded to one decimal, (2) debt-to-equity ratio—rounded to two decimals, and analysis 

(3) times interest earned—rounded to one decimal. Comment on these ratio results. 3 ee 

Refer to Simon Company’s financial information in Exercises 13-6 and 13-8. Evaluate the company’s ef- Exercise 13-10 

ficiency and profitability by computing the following for 2016 and 2015: (1) profit margin ratio—percent Efficiency and 

rounded to one decimal, (2) total asset turnover—rounded to one decimal, and (3) return on total assets— profitability analysis 

percent rounded to one decimal. Comment on these ratio results. 



624 Chapter 13. Analyzing and Interpreting Financial Statements 

Exercise 13-11 Refer to Simon Company’s financial information in Exercises 13-6 and 13-8. Additional information 
Profitability analysis about the company follows. To help evaluate the company’s profitability, compute and interpret the fol- 

P3 lowing ratios for 2016 and 2015: (1) return on common stockholders’ equity—percent rounded to one 
decimal, (2) price-earnings ratio on December 31—rounded to one decimal, and (3) dividend yield— 

percent rounded to one decimal. 

Common stock market price, December 31, 2016......... $30.00 

Common stock market price, December 31, 2015......... 28.00 

Annual cash dividends per share in 2016 ................- 0.29 

Annual cash dividends per share in 2015 .............-... 0.24 

Exercise 13-12 Bud Company and Miller Company are similar firms that operate in the same industry. Miller began 

Analysis of efficiency and operations in 2014 and Bud in 2011. In 2016, both companies pay 7% interest on their debt to creditors. 

financial leverage The following additional information is available. 

Bud Company Miller Company 

2016 2015 2014 2016 2015 2014 

Total asset turnover .......... 3.1 2.8 3.0 1.7 1.5 I] 

Return on total assets......... 9.0% 9.6% 8.8% 5.9% 5.6% 5.3% 

Profit margin ratio... 22.202... 2.4% 2.5% 2.3% 2.8% 3.0% 2.9% 

Saless ashe i eae des $410,000 $380,000 $396,000 $210,000 $170,000 $110,000 

Write a half-page report comparing Bud and Miller using the available information. Your analysis should 

include their ability to use assets efficiently to produce profits. Also comment on their success in employ- 

ing financial leverage in 2016. 

Exercise 13-13° In 2016, Randa Merchandising, Inc., sold its interest in a chain of wholesale outlets, taking the company 
Income statement completely out of the wholesaling business. The company still operates its retail outlets. A listing of some 

categories major sections of an income statement follows: 

A? A. Net sales less operating expense section 

B. Other unusual and/or infrequent gains (losses) 

C. Taxes reported on income (loss) from continuing operations 

D. Income (loss) from operating a discontinued segment, or gain (loss) from its disposal 

Indicate where each of the following income-related items for this company appears on its 2016 income 

statement by writing the letter of the appropriate section in the blank beside each item. 

Section Item Debit Credit 

eNetisalescuyiace nes co ec eee rset ear $2,900,000 

2. Gain on state’s condemnation of company 

property, net Of Cax.. csc rni isc caters omer ees 230,000 

34 Costiof goodsisOld) arugat tans cern toeiemine $1,480,000 

4. Incometaxes expenSeein are d-c1esalcooeierstcer ae 217,000 

5 Depreciation expensecen nasi seee eta serene 232,000 

6. Gain on sale of wholesale business 

segment: (netof:tax) Ss gasnii. ceo tiene es acrers 775,000 

7. Loss from operating wholesale business 

segmenti(netjoftax): ois eiceaieesae eaten 444,000 

8. Loss of assets from meteor strike, net of tax..... 640,000 

Exercise 13-144 Use the financial data for Randa Merchandising, Inc., in Exercise 13-13 to prepare its income statement 

Income statement for calendar year 2016. (Ignore the earnings per share section.) 

presentation A2 
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Nintendo Company, Ltd., reports the following financial information as of, or for the year ended, Exercise 13-15 

March 31, 2015. Key Nintendo financial results in both Japanese yen and U.S. dollars follow (amounts Ratio analysis under 

in millions). different currencies 

P3 
Gurrentassets! ie ¥1,097,597 $9,110 B 

Wotalvassetsa mune eee oer 1,352,944 T2229; 

Current liabilities......... 144,232 oT, 

INetisales see ena eee 549,780 4,562 

INGtincome eae meien eee 41,843 347 

1. Compute Nintendo’s current ratio, net profit margin percent, and sales-to-total-assets ratio using the 

financial information reported in (a) yen and (b) dollars. Round amounts to two decimals. 

2. What can we conclude from a review of the results for part 1? 

gi comect 
Selected comparative financial statements of Haroun Company follow. PROBLEM SETA 

'HAROUNCOMPANY  —s_se_—iw Problem 13-1A 
Comparative Income Statements 

For Years Ended December 31, 2016-2010 
Calculation and analysis 

$ thousands 2016 «=. 2015 = 2014 _~—s- 2013 2012 2011 2010 

Cost of goods sold.......... i240.) 1032, 6 9022 802 | 732 cet _586 

Gross: profits my eirea 448 464 468 462 434 400 342 

Operating expenses......... OO Bee eet ape Ohm ser lAS Jo ike 8 

INGtaiinconne neers ts oeay seer $ 118 $ 208 $§$ 234 $ 292 $ 288 $ 256 $224 

HAROUN COMPANY 
Comparative Balance Sheets 

December 31, 2016-2010 

$ thousands 2016 2015 2014 «2013 2012 2011 

Assets 

(SES ra ee es Sao Sect Cae G58) 5 78 $ 82 $$ G4 “$8 § 86 S$ 87 

Accounts receivable, net .......-. 490 514 466 360 318 302 216 

Merchandise inventory........... | ,838 1,364 1,204 1,032 936 810 615 

Other current assets .........-.- 36 32 14 34 28 28 9 

Long-term investments........--- 0 0 0 146 146 146 146 

Rlantiassets  NCtamenin saa katy _2,020 _ 2,014 W752, Adee i 97G4 e860 — 125 

Wi GtaltasSctsmiec mts etna is $4,442 $4,002 $3,518 $2,600 $2,494 $2,232 $1,800 

Liabilities and Equity 

Guirrentliabilitiesm anata $1,220 $1,042 $ 718 $ 614 $ 546 $ 522 $ 282 

Long-term liabilities ..........--- 1,294 1,140 a2 570 580 620 400 

(GOMMON SOCK rer ereets =e lavas clr: 1,000 1,000 1,000 850 850 650 650 

Other paid-in capital.........---. 250 250 250 170 170 150 150 

Retained earnings ...........--+- __ 678 __570 _ 438 3% 2 348 290 38 

Total liabilities and equity.......-. $4,442 $4,002 $3,518 $2,600 $2,494 $2,232 $1,800 

Required 

4. Compute trend percents for all components of both statements using 2010 as the base year. (Round Cheek (1) 2016, Total 
: 3% 

percents to one decimal.) 
assets trend, 246.8% 

Analysis Component 

2. Analyze and comment on the financial statements and trend percents from part I. 
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Problem 13-2A Selected comparative financial statements of Korbin Company follow. 

Ratios, common-size _ 

statements, and trend 
KORBIN COMPANY percents 

P1 P2 P3 Comparative Income Statements 

For Years Ended December 31, 2016, 2015, and 2014 

2016 2015 2014 

Sales Fees ase ak ae eet $555,000 $340,000 $278,000 

Gost ofigoods'sold). : buss 283,500 212,500 153,900 

Grossiprofitven: css scsccases eee 271,500 127,500 124,100 

Sellingexpenses {5.22.22 =. 222 102,900 46,920 50,800 

Administrative expenses ........ 50,668 29,920 22,800 

MOtalGxXPenSeS a. .c4 o.oo 153,568 76,840 73,600 

Income before taxes ............ 117,932 50,660 50,500 

Incometaxese 2 ace tease 40,800 10,370 15,670 

Net: ncoméinscte. o>. .ge eee $ 77,132 $ 40,290 $ 34,830 

KORBIN COMPANY 

Comparative Balance Sheets 

December 31, 2016, 2015, and 2014 

2016 2015 2014 

Assets 

Gurrent assets = 355. sea ta oeeaee $ 52,390 $ 37,924 $ 51,748 

Long-term investments ........... 0 500 3,950 

Plantassets nether, ~ =. c.ace sree atest 100,000 96,000 60,000 

otal ASSEtS ysrscree axle: -o per eters) $1 52,390 $134,424 $115,698 

Liabilities and Equity 

Current liabilities A722 ese $ 22,800 $ 19,960 $ 20,300 

COmmMORStOCk® a1. ees 72,000 72,000 60,000 

Other paid-in capital............. 9,000 9,000 6,000 

Retainedieammings..5..--5-4" ee 48,590 33,464 29,398 

Total liabilities and equity ......... $152,390 $134,424 $115,698 

Required 

1. Compute each year’s current ratio. (Round ratio amounts to one decimal.) 

2. Express the income statement data in common-size percents. (Round percents to two decimals.) 

Check (3) 2016, Total 3. Express the balance sheet data in trend percents with 2014 as the base year. (Round percents to two 
assets trend, 131.71% decimals.) 

Analysis Component 

4. Comment on any notable relations revealed by the ratios and percents computed. 

Problem 13-3A Plum Corporation began the month of May with $700,000 of current assets, a current ratio of 2.50:1, and 

Transactions, working an acid-test ratio of 1.10:1. During the month, it completed the following transactions (the company uses 
capital, and liquidity a perpetual inventory system). 

ratios 
May 2 Purchased $50,000 of merchandise inventory on credit. 

P3 8 Sold merchandise inventory that cost $55,000 for $110,000 cash. 

10 Collected $20,000 cash on an account receivable. 

15 Paid $22,000 cash to settle an account payable. 

Check May 22: Current 17. Wrote off a $5,000 bad debt against the Allowance for Doubtful Accounts account. 

ratio, 2.19; Acid-test ratio, 1.11 22 Declared a $1 per share cash dividend on its 50,000 shares of outstanding common stock. 
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26 Paid the dividend declared on May 22. 

27 Borrowed $100,000 cash by giving the bank a 30-day, 10% note. 
28 Borrowed $80,000 cash by signing a long-term secured note. 

29 Used the $180,000 cash proceeds from the notes to buy new machinery. Ma 
PI, 99 

Required $375, 00( 5,0 

Prepare a table, similar to the following, showing Plum’s (1) current ratio, (2) acid-test ratio, and (3) working 

capital after each transaction. Round ratios to two decimals. 

Selected year-end financial statements of Cabot Corporation follow. (All sales were on credit; selected Problem 13-4A 
balance sheet amounts at December 31, 2015, were inventory, $48,900; total assets, $189,400; common Calculation of financial 

stock, $90,000; and retained earnings, $22,748.) statement ratios 

P3 

CABOT CORPORATION 

Income Statement 

For Year Ended December 31, 2016 

Sales orci eo ores $448,600 

Cost of goods sold........... 297,250 

CGiOSS Prolite. ee a cee 151,350 

Operating expenses.......... 98,600 

Interest expense............- 4,100 

Income before taxes ......... 48,650 

INCOME tAXCS pea eens ieee 19,598 

MCEINCONG a een eee e $ 29,052 

(of 4 -foy gave) ise) yale), | 

Balance Sheet 

December 31, 2016 

Assets Liabilities and Equity 

Saher ste cao els oor at aa: $ 10,000 Accounts payable 3.2 an. e elec ee $ 17,500 

Short-term investments........--- 8,400 Accrued wages payable ..........------ 3,200 

Accounts receivable, net........-- 29,200 Income taxes payable.......-....--+--- 3,300 

Notes receivable (trade)* ........- 4,500 Long-term note payable, secured by : 

Merchandise inventory.......--.-. 32,150 mortgage on piant assets.....-.------ 63,400 

Prepaid expenses.........-++-+-- 2,650 Commonistockqeerrrae oe ee eer 90,000 

Plant assets, NOt. 50 ene es eee 153,300 Retained earnings........-.---+--+++-++- 62,800 

Ttaliaspetemeeet ate retin ce lewsncretri= $240,200 Total liabilities and equity.........------ $240,200 

% These are short-term notes receivable arising from customer (trade) sales. 

Required 

Compute the following: (1) current ratio, (2) acid-test ratio, (3) days’ sales uncollected. (4) inventor} Check Acid-test ratio 22 

turnover, (5) days’ sales in inventory, (6) debt-to-equity ratio, (7) times interest earned, (8) profit margin * ventory turnover, 7.3 

ratio, (9) total asset turnover, (10) return on total assets, and (11) return on common stockholders’ equity. 

Round to one decimal place; for part 6, round to two decimals. 

Summary information from the financial statements of two companies competing in the same industry Problem 13-5A 

Comparative ratio 

follows. analysis Al P3 
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Fender Gibson Fender Gibson 
Company Company Company Company 

Data from the current year-end balance sheets Data from the current year’s income statement 

Assets SACS iia sa keene eee $770,000 $880,200 

Cashmere ei ep ee $ 19,500 $ 34,000 Gostiof goods|soldsi a. tasan- ec oe 585,100 632,500 

Accounts receivable, net .......... 37,400 57,400 Interesttexpense).7.1erc.s. ass ae 7,900 13,000 

Current notes receivable (trade)... . 9,100 7,200 Income tax expense.............. 14,800 24,300 

Merchandise inventory............ 84,440 132,500 Net income soccer etn: 162,200 210,400 

Prepaid expenses © 00 6c< se cc cto ok 5,000 6,950 Basic earnings per share........... 451 Stil 

Plantassets net: scacc wns eae 290,000 304,400 Cash dividends per share.......... 3.81 B93 

lotalvassetsia asa sens saan $445,440 $542,450 

Beginning-of-year balance sheet data 

Liabilities and Equity Accounts receivable, net.......... $ 29,800 $ 54,200 

Currentiliabilities 2 22.0.4 55 5 Secs $ 61,340 $ 93,300 Current notes receivable (trade). ... 0 0 

Long-term notes payable.......... 80,800 101,000 Merchandise inventory............ 55,600 107,400 

Common stock, $5 par value. ...... 180,000 206,000 WPOtaltassets.a.. sew or se ee ee 398,000 382,500 

Retained earnings................; 123,300 142,150 Common stock, $5 par value ...... 180,000 206,000 

Total liabilities and equity.......... $445,440 $542,450 Retained earnings............-... 98,260 93,666 

Required 

Check (1) Gibson: 

Accounts receivable turnover, 

14.8; Inventory turnover, 5.3 

(2) Fender: Profit 

margin, 21.1%; PE, 16.6 

1. For both companies compute the (a) current ratio, (b) acid-test ratio, (c) accounts (including notes) 

receivable turnover, (d) inventory turnover, (e) days’ sales in inventory, and (f) days’ sales uncollected. 

Identify the company you consider to be the better short-term credit risk and explain why. Round to 
one decimal place. 

2. For both companies compute the (a) profit margin ratio, (b) total asset turnover, (c) return on total as- 

sets, and (d) return on common stockholders’ equity. Assuming that each company’s stock can be 

purchased at $75 per share, compute their (e) price-earnings ratios and (f) dividend yields. Round to 

one decimal place. Identify which company’s stock you would recommend as the better investment 
and explain why. 

Problem 13-6A“ 
Income statement 

computations and format 

’ 6 

end December 31, 2016, follow. 

Debit Credit 

AAINCCRESE FEVENUE 3 can ssh act anes es ee RR te ee $ 14,000 

bsDepreciation expense—-Equipment:,. 32.04 7.28 Sue ee asl oe oe $ 34,000 

G Loss: on sale-of equipments cv. carns tees coe ee ee ane sen ai cases 25,850 

DisAGcounts: payable: sss): Sy. se siei os.t wether en cy SC et RENE cee p cs Suet a 44,000 

es Othel; operating: ExpenseSiawicnyteteue crac amiss Gok cts cere ncn: chee een 106,400 

f-Accumulated!depreciation—-Equipment:. 220 secs rm te cles ce accion cee re ee 71,600 

gs Gain from: settlementyot lawsuitue: aucace aotearoa ee ee 44,000 

heAccumulatedidepreciation—-Buildingsits 9c... crwenate erect wernt nr ee 174,500 

i. Loss from operating a discontinued segment (pretax).............000eeeeeeeeeee 18,250 

j. Gain on insurance recovery of tornado damage... ....56....0..ntssscceuseee eee 20,000 

WeiNetisales:.«.ssibavarns.ctealerStoysh oes alsthgctecke Ue ata tee uae ete Slr eia Gar had ol CVE seee ws gens 998,000 

[> Depreciationsexpense——BulldingSi ime. wit caer wtcqereeinrae nati eink oes eee 52,000 

m. Correction of overstatement of prior year’s sales (pretax)..............0.000 eee 16,000 

n. Gain on sale of discontinued segment’s assets (pretax)..................2..0000. 34,000 

oy Loss*from’settlement:of lawsuit:.0)5 5 vs, ec a eee, hee ceo re ee a 23,250 

p» Income taxes Expense sic or ja sancti cle = spate tent ote Ieee way eae tee ene ? 

q.:Cost: of B00dS.SOIGs f24 5. cspscn ae eieantege = | nae Sis eo Er Oe ee a ee 482,500 
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Required 

Answer each of the following questions by providing supporting computations. 

1. Assume that the company’s income tax rate is 30% for all items. Identify the tax effects and after-tax 

amounts of the three items labeled pretax. 

2. Compute the amount of income from continuing operations before income taxes. What is the amount 

of the income taxes expense? What is the amount of income from continuing operations? 

3. What is the total amount of after-tax income (loss) associated with the discontinued segment? 

4. What is the amount of net income for the year? 

Check (3) $11,025 

(4) $257,425 

Selected comparative financial statements of Tripoly Company follow. PROBLEM SET B 

Problem 13-1B 

TRIPOLY COMPANY Calculation and analysis 
Comparative Income Statements — of trend percents 

For Years Ended December 31, 2016-2010 = 

§$ thousands (2016 2015 2014 2013 Al Pi 

Sales Rape oa eee ss $560 $610 $630 $680 $740 $770 $860 

Cost of goods sold.......... C216 7290) 294 SAA 340. |, 2350) 380 

(Grossiprotitis par eecn sa 284 320 336 366 400 420 480 

Operating expenses......... yet) 108 Be 6. 140 oe LOU) 

Netincome sae ne $200 $216 $224 $240 $260 $276 $330 

TRIPOLY COMPANY | 

Comparative Balance Sheets _ 

December 31, 2016-2010 

$ thousands 2016 2015 2014 2013 2012 2011 

Assets 

Gashiveans a eee eter rece ns cere $44 $ 46 By Gk $ 60 $ 62 $ 68 

Accounts receivable, net.......-- 130 136 140 144 150 154 160 

Merchandise inventory.........-- 166 172 178 180 186 190 208 

@ther currentiassets’. ose =. 34 34 36 38 38 40 40 

Long-term investments .......--. 36 30 26 110 110 110 110 

Plantiassets meter ner reiha cr ma Sole. -5I4 520 412 420 428 44 

TAI EENAGL ob poreodooood odus $920 = $932 $952 $938 $964 $984 $1,040 

Liabilities and Equity 

Gurrent liabilitiessevere tess. $148 $156 $186 $190 $210 $260 $ 280 

Long-term liabilities..........--- 92 120 142 148 194 214 260 

(Coyne AWS soos dunugweuotoe 160 160 160 160 160 160 160 

Other paid-in capital ..........-- 70 70 70 70 70 70 70 

Retainediearnings..............- £450" 426 [374 eas/e _330 _280 __ 270 

Total liabilities and equity .......- $920 = $932 $952 $938 $964 $984 $1,040 

Required 

1. Compute trend percents for all components of both statements using 2010 as the base year. (Round Cheek (1) 2016, Total 

. 

9 

percents to one decimal.) 
assets trend, 88.5% 

Analysis Component 

2. Analyze and comment on the financial statements and trend percents from part 1. 
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Problem 13-2B Selected comparative financial statement information of Bluegrass Corporation follows. 

Ratios, common-size . 

statements, and trend 

Bee BLUEGRASS CORPORATION 
Ph fe Fe Comparative Income Statements 

— For Years Ended December 31, 2016, 2015, and 2014 

2016 2015 2014 

Sales: e8 Ss yea eer asco he $198,800 $166,000 $143,800 

Cost of goods sold.............. 108,890 86,175 66,200 

Grossiprofit’...... seinen oon 89,910 79,825 77,600 

Sellingiexpensesity 4.85, se eece ces 22,680 19,790 18,000 

Administrative expenses ......... 16,760 14,610 15,700 

Total expenses....... tsp eee coe lane 39,440 34,400 33,700 

Income before taxes ............ 50,470 45,425 43,900 
Meome.taxesicwy aren 6,050 5,910 5,300 

INetiIncomeitc. 2 en acer $ 44,420 $ 39,515 $ 38,600 

BLUEGRASS CORPORATION 

Comparative Balance Sheets 

December 31, 2016, 2015, and 2014 

2016 2015 2014 

Assets 

Curnentassets i. pss eee oy Nei $ 54,860 $ 32,660 $ 36,300 

Long-term investments ........... 0 1,700 10,600 

Plantiassets) net. ..e vee 112,810 113,660 79,000 

lotaliassets)..o tion eistesmnia sy acerevs 2. $167,670 $148,020 $125,900 

Liabilities and Equity 

Current liabilities. tse ts ee ae $ 22,370 $ 19,180 $ 16,500 

GOMMON Stocks eee 46,500 46,500 37,000 

Other paid-in capital............. 13,850 13,850 11,300 

Retained earnings. -<.......0..... 84,950 68,490 61,100 

Total liabilities and equity ......... $167,670 $148,020 $125,900 

Required 

1. Compute each year’s current ratio. (Round ratio amounts to one decimal.) 

2. Express the income statement data in common-size percents. (Round percents to two decimals.) 

Check (3) 2016, Total 3. Express the balance sheet data in trend percents with 2014 as the base year. (Round percents to two 
assets trend, 133.18% decimals.) 

Analysis Component 

4. Comment on any notable relations revealed by the ratios and percents computed. 

Problem 13-3B Koto Corporation began the month of June with $300,000 of current assets, a current ratio of 2.5:1, and an 
Transactions, working acid-test ratio of 1.4:1. During the month, it completed the following transactions (the company uses a 
capital, and liquidity perpetual inventory system). 

ratios 
1 Sold merchandise inventory that cost $75,000 for $120,000 cash. 

Check June 3: 3 Collected $88,000 cash on an account receivable. 
Current ratio, 2.88; 5 Purchased $150,000 of merchandise inventory on credit. 

Acid-test ratio, 2.40 7 Borrowed $100,000 cash by giving the bank a 60-day, 10% note. 

June 
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10 Borrowed $120,000 cash by signing a long-term secured note. 

12 Purchased machinery for $275,000 cash. 
15 Declared a $1 per share cash dividend on its 80,000 shares of outstanding common stock. 

19 Wrote off a $5,000 bad debt against the Allowance for Doubtful Accounts account. 

22 Paid $12,000 cash to settle an account payable. 
30 Paid the dividend declared on June 15. June 30: Working 

Renee capital, $(10,000); Current 

ratio, 0.97 

Prepare a table, similar to the following, showing the company’s (1) current ratio, (2) acid-test ratio, and 

(3) working capital after each transaction. Round ratios to two decimals. 

Current Acid-Test | Working 
Assets Ratio Capital 

Transaction Quick 

Assets 

Current 

Ratio 

Current 

Liabilities 

Beginning $300,000 1.40 

Problem 13-4B 

Calculation of financial 

statement ratios 

P3 

balance sheet amounts at December 31, 2015, were inventory, $17,400; total assets, $94,900; common 

stock, $35,500; and retained earnings, $18,800.) 

OVERTON CORPORATION 

Income Statement 

For Year Ended December 31, 2016 

Salesee Acces ie coer $315,500 

Gostion goods soldye. nn... 1. 236,100 

Gross proliteeee semen tract 79,400 

Operating expenses.......... 49,200 

Interest expense...........-- 2,200 

Income before taxes ........- 28,000 

Incometaxes freer retro 4,200 

INetincomessrtrr. etre Per: $ 23,800 

OVERTON CORPORATION 

Balance Sheet 

December 31, 2016 

Assets Liabilities and Equity 

(GAG OMe Sa aero e coe ae $ 6,100 Accounts payable.........-----+++2s0> $ 11,500 

Short-term investments..........- 6,900 Accrued wages payable ........-...---- 3,300 

Accounts receivable, net.......--- 12,100 Income taxes payable.........-..-+-+++ 2,600 

Notes receivable (trade)* ......... 3,000 Long-term note payable, secured 

Merchandise inventory..........-- 13,500 by mortgage on plant assets ....-..--- 30,000 

Prepaid expenses........---+++++ 2,000 Common stock, $5 par value........---- 35,000 

Plant-assetss meter ste ects evra 73,900 Retained earnings. ..........-+++++e05> 35,100 

MO CAI ASSCES ter Riders rarest toon $117,500 Total liabilities Elite Cogs neoas cen cose $117,500 

* These are short-term notes receivable arising from customer (trade) sales. 

Required 

Compute the following: (1) current ratio, (2) acid-test ratio, (3) days’ sales uncollected, (4) inventory 

turnover, (5) days’ sales in inventory, (6) debt-to-equity ratio, (7) times interest earned, (8) profit margin 

ratio, (9) total asset turnover, (10) return on total assets, and (11) return on common stockholders’ equity. 

Round to one decimal place; for part 6, round to two decimals. 

Check Acid-test ratio, 1.6 

to 1; Inventory turnover, 15.3 
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Problem 13-5B Summary information from the financial statements of two companies competing in the same industry 
Comparative ratio follows. 

analysis Al P3 

Nikon Canon Nikon Canon 

Company Company Company Company 

Data from the current year-end balance sheets Data from the current year’s income statement 

Assets Sales Gos wi eke cen nee $393,600 $667,500 

Gashtn kenge etc Sed ee $ 20,000 $ 36,500 Gost ofigoodsisoldis.2 15s 290,600 480,000 

Accounts receivable, net.......... 77,100 70,500 Interest expense................. 5,900 12,300 

Current notes receivable (trade)... . 11,600 9,000 Income tax expense.............. 5,700 12,300 

Merchandise inventory............ 86,800 82,000 Netincomee: 2 eens 33,850 61,700 

Prepaidiexpenses). 30%. 2406. - 9,700 10,100 Basic earnings per share........... 1.27 ZNO 

Plant assets net 622 fae 055 ee 176,900 252,300 — 
glotaliassets Ue ee $382,100 $460,400 

Beginning-of-year balance sheet data 

Liabilities and Equity Accounts receivable, net.......... $ 72,200 $ 73,300 

Gurrenciliabilities*..04.003 3 Soe $ 90,500 $ 97,000 Current notes receivable (trade)... . 0 0 

Long-term notes payable.......... 93,000 93,300 Merchandise inventory............ 105,100 80,500 

Common stock, $5 par value....... 133,000 141,000 Total assets cri ceca eae eens ers 383,400 443,000 

Retained earnings. .......:...... 65,600 129,100 Common stock, $5 par value ...... 133,000 141,000 

Total liabilities and equity.......... $382,100 $460,400 Retained earnings...........,.... 49,100 109,700 

Required 

Check (1) Nikon: Accounts 1. For both companies compute the (a) current ratio, (b) acid-test ratio, (c) accounts (including notes) 
receivable turnover, 4.9; receivable turnover, (d) inventory turnover, (e) days’ sales in inventory, and (f) days’ sales uncol- 
Inventory turnover, 3.0 lected. Identify the company you consider to be the better short-term credit risk and explain why. 

Round to one decimal place. 

(2) Canon: Profit 2. For both companies compute the (a) profit margin ratio, (b) total asset turnover, (c) return on total as- 

margin, 9.2%; PE, 11.4 sets, and (d) return on common stockholders’ equity. Assuming that each company paid cash dividends 

of $1.50 per share and each company’s stock can be purchased at $25 per share, compute their (e) price- 

earnings ratios and (f) dividend yields. Round to one decimal place; for part b, round to two decimals. 

Identify which company’s stock you would recommend as the better investment and explain why. 

Problem 13-6B4 Selected account balances from the adjusted trial balance for Harbor Corp. as of its calendar year-end 
Income statement December 31, 2016, follow. 

computations and format 

A2 Debit Credit 

eo 
a. Accumulated depreciation=—Buildings.. 0.0.5 et 6c Sans se $ 400,000 

by Interest revenues. 2. wma cee eo ss 20,000 

Cz, Netisalessi ao Seicm a ara et rn oe a en hee (Ee ee oe ea ear Pee 2,640,000 

de iIncome taxes expens@erenn. 9s. 5ee.tos aa comnts ine ae ee $ ? 

e. Loss on hurricane damage: 4. ¢eh argon cen ee ale i ete 48,000 

f. Accumulated depreciation—Equipment ...........022e0...se000s 220,000 

Oth eroperating<expensesam amen ey ysecy sic tencrnneis rays Scere 328,000 

Na epreciation expense—— Eq uipmneiicses mje meverenr eta ites eter er 100,000 

i Eoss fron settlementof lawsliGe-tas + err eee 36,000 

j; Gain fromysettlement of lawsult. «35a cn. soqeteene st eee ae 68,000 
ki Loss on sale of/equipmentssst.-6. gc ee we eae 24,000 

|. Loss from operating a discontinued segment (pretax) ............... 120,000 

m. Depreciation expense—Bulldings .2<. 4... ust tes oe tee ace 156,000 

n. Correction of overstatement of prior year’s expense (pretax)......... 48,000 

0. ‘Cost.of goods soldi i. oie cecuas pan en soni nee ee 1,040,000 

p. Loss on sale of discontinued segment’s assets (pretax)............... 180,000 

g. Accountsspayable). cos iic.ctie «cimesas siete irs yeaa ee rene ree eee 132,000 
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Required 

Answer each of the following questions by providing supporting computations. 

1. Assume that the company’s income tax rate is 25% for all items. Identify the tax effects and after-tax 

amounts of the three items labeled pretax. 

2. What is the amount of income from continuing operations before income taxes? What is the amount of 

income taxes expense? What is the amount of income from continuing operations? 

3. What is the total amount of after-tax income (loss) associated with the discontinued segment? 

4. What is the amount of net income for the year? 

(This serial problem began in Chapter 1 and continues through most of the book. If previous chapter seg- 

ments were not completed, the serial problem can begin at this point. It is helpful, but not necessary, to use 

the Working Papers that accompany the book.) 

SP 13 Assume the following selected data from Business Solutions’s income statement for the three 

months ended March 31, 2017, and from its March 31, 2017, balance sheet to complete the requirements 

below: computer services revenue, $25,307; net sales (of goods), $18,693; total sales and revenue, 

$44,000: cost of goods sold, $14,052; net income, $18,833; quick assets, $90,924; current assets, $95,568; 

total assets, $120,268; current liabilities, $875; total liabilities, $875; and total equity, $119,393. 

Required 

1. Compute the gross inargin ratio (both with and without services revenue) and net profit margin ratio 

(round the percent to one decimal). 

2. Compute the current ratio and acid-test ratio (round to one decimal). 

3. Compute the debt ratio and equity ratio (round the percent to one decimal). 

4. What percent of its assets are current? What percent are long term (round the percent to one decimal)? 

Beyond the Numbers © 

BTN 13-1 Refer to Apple’s financial statements in Appendix A to answer the following. 

1. Using fiscal 2012 as the base year, compute trend percents for fiscal years 2012, 2013, and 2014 for 

net sales, cost of sales, operating income, other income (expense) net, provision for income taxes, and 

net income. (Round percents to one decimal.) 

2. Compute common-size percents for fiscal years 2013 and 2014 for the following categories of assets: 

(a) total current assets; (b) property, plant and equipment, net; and (c) goodwill plus acquired intan- 

gible assets, net. (Round percents to one decimal.) 

3. Comment on any notable changes across the years for the income statement trends computed in part | 

and the balance sheet percents computed in part 2. 

Fast Forward 

4. Access Apple’s financial statements for fiscal years ending after September 27, 2014, from its website 

(Apple.com) or the SEC database (www.SEC.gov). Update your work for parts 1, 2, and 3 using the 

new information accessed. 

633 

Check (3) $(225,000) 

(4) $522,000 

e@ 

SERIAL 
PROBLEM 
Business Solutions 

P3 

REPORTING IN 
ACTION 

Al Pl P2 @@ 

APPLE 

BTN 13-2 Key figures for Apple and Google follow. 

RN aatiiicelery 

Cash and equivalents.......----- $ 13,844 $ 18,347 

Accounts receivable, net.....-..- 17,460 9,383 

lnventoriestaece aerrtertn series PN 0 

Retained earnings.........-+-+++ 87,152 75,706 

GOstionsaleSste sere 112,258 25,69 | 

RevenlCSe tee ee ei 182,795 66,001 

liataleaSSCcSennrs ieaetice tiene sous 231,839 131,133 

COMPARATIVE 
ANALYSIS 

(2 P2 
APPLE 
GOOGLE 
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Required 

1. Compute common-size percents for each of the companies using the data provided. (Round percents 
to one decimal.) 

2. Which company retains a higher portion of cumulative net income in the company? 

3. Which company has a higher gross margin ratio on sales? 

4. Which company holds a higher percent of its total assets as inventory? 

ETHICS 
CHALLENGE 

| §3 

COMMUNICATING 
IN PRACTICE 

Al P3 

TAKING IT TO 
THE NET 

BTN 13-3 As Beacon Company controller, you are responsible for informing the board of directors 

about its financial activities. At the board meeting, you present the following information. 

2016 2015 2014 

Salesithendipercentiasseusn coe. se 147.0% 135.0% 100.0% 

Selling expenses'to sales .............. 10.1% 14.0% 15.6% 

Sales to plant assets ratio ............. 3.8 to | 3.6 to | 3.3 to | 

Currentiatior cis cpt ae ne ae 2.9 to | 2.7 to | 2.4 to | 

ACIG-CeSt ation nencch a sects cee aes eae I.1 to | [4to | 1.5 to | 

Inventory turnover. <5... 00.05 0... eee 7.8 times 9.0 times 10.2 times 

Accounts receivable turnover.......... 7.0 times 7.7 times 8.5 times 

glotal asset turmOvels scien one. 2 ost 2.9 times 2.9 times 3.3 times 

Return on:totaliassets i 7-e sa 10.4% 11.0% 13.2% 

Return on stockholders’ equity......... 10.7% 11.5% 14.1% 

Brofic marsintvation, |. agement). ae 3.6% 3.8% 4.0% 

After the meeting, the company’s CEO holds a press conference with analysts in which she mentions the 
following ratios. 

2016 2015 2014 

Sales .trendipencent.. et acme ere ar 147.0% 135.0% 100.0% 

Selling expenses to sales.............. 10.1% 14.0% 15.6% 

Sales to plant assets ratio ............. 3.8 to | 3.6 to | 3.3 to | 

Currenturatioiis olen ce 2.9:t6 | 2.7 to | 2.4 to | 

Required 

1. Why do you think the CEO decided to report 4 ratios instead of the 11 prepared? 

2. Comment on the possible consequences of the CEO’s reporting of the ratios selected. 

BTN 13-4 Each team is to select a different industry, and each team member is to select a different com- 
pany in that industry and acquire its financial statements. Use those statements to analyze the company, 
including at least one ratio from each of the four building blocks of analysis. When necessary, use the fi- 
nancial press to determine the market price of its stock. Communicate with teammates via a meeting, 
e-mail, or telephone to discuss how different companies compare to each other and to industry norms. The 
team is to prepare a single one-page memorandum reporting on its analysis and the conclusions reached. 

BTN 13-5 Access the February 20, 2015, filing of the December 31, 2014, 10-K report of The Hershey 

Company (ticker HSY) at www.SEC.gov and complete the following requirements. 

Required 

Compute or identify the following profitability ratios of Hershey for its years ending December 31, 2014, 
and December 31, 2013. Interpret its profitability using the results obtained for these two years. 

1. Profit margin ratio (round the percent to one decimal). 

2. Gross profit ratio (round the percent to one decimal). 

3. Return on total assets (round the percent to one decimal). (Total assets at year-end 2012 were 
$4,754,839 in thousands.) 

4. Return on common stockholders’ equity (round the percent to one decimal). (Total shareholders’ 
equity at year-end 2012 was $1,048,373 in thousands.) 

5. Basic net income per common share (round to the nearest cent). 
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BTN 13-6 A teain approach to learning financial statement analysis is often useful. 

Required 

1. Each team should write a description of horizontal and vertical analysis that all team members agree 
with and understand. Illustrate each description with an example. 

2. Each member of the team is to select one of the following categories of ratio analysis. Expiain what 

the ratios in that category measure. Choose one ratio from the category selected, present its formula, 

and explain what it measures. 

a. Liquidity and efficiency c. Profitability 

b. Solvency d. Market prospects 

3. Each team member is to present his or her notes from part 2 to teammates. Team members are to con- 

firm or correct other teammates’ presentations. 

TEAMWORK IN 
ACTION 

PL PZ, <P 3 

Hint: Pairing within teams 

may be necessary for part 2. 

Use as an in-class activity or 

as an assignment. Consider 

presentations to the entire 

class using team rotation with 

slides. 

BTN 13-7. Assume that James Gorman of Morgan Stanley (MorganStanley.com) has impressed you 

with the company’s success and its commitment to ethical behavior. You learn of a staff opening at Morgan 

Stanley and decide to apply for it. Your resume is successfully screened from the thousands received and 

you advance to the interview process. You learn that the interview consists of analyzing the following 

financial facts and answering analysis questions below. (The data are taken from a small merchandiser in 

outdoor recreational equipment.) 

2016 2015 2014 

Salesitrendpencentsae. wo ctsmerestn seers os 137.0% 125.0% 100.0% 

Selling expenses to sales ............--- 9.8% 13.7% 15.3% 

Sales to plant assets ratio ............-. 3.5 to | 3.3 to | 3.0 to | 

Gunnenteatiomeee mente: 40sec crue 2.6 to | 2.4 to | 2.1 to | 

INST ESS UALS se scank Rabo dooongaar 0.8 to | I.1 to | 1.2 to | 

Merchandise inventory turnover......... 7.5 times 8.7 times 9.9 times 

Accounts receivable turnover.........-. 6.7 times 7.4 times 8.2 times 

Motaltasset curMOVEss sein. erent 2.6 times 2.6 times 3.0 times 

Returmronitotall assets eae cea 8.8% 9.4% 11.1% 

RetunMONieGUICYan iets sae eet 9.75% 11.50% 12.25% 

Profitmabeinatlomnyre secrce a. esr 3.3% 3.5% 3.7% 

Required 

Use these data to answer each of the following questions with explanations. 

1. Is it becoming easier for the company to meet its current liabilities on time and to take advantage of 

any available cash discounts? Explain. 

. Is the company collecting its accounts receivable more rapidly? Explain. 

Is the company’s investment in accounts receivable decreasing? Explain. 

Is the company’s investment in plant assets increasing? Explain. 

_ Is the owner’s investment becoming more profitable? Explain. 

Did the dollar amount of selling expenses decrease during the three-year period? Explain. Ou RWHN 

ENTREPRENEURIAL 

DECISION 

Al aR is P2e58s 

BTN 13-8 You are to devise an investment strategy to enable you to accumulate $1,000,000 by age 65. 

Start by making some assumptions about your salary. Next compute the percent of your salary that you 

will be able to save each year. If you will receive any lump-sum monies, include those amounts in your 

calculations. Historically, stocks have delivered average annual returns of around 10%. Given this history, 

you should probably not assume that you will earn above 10% on the money you invest. It is not necessary 

to specify exactly what types of assets you will buy for your investments; just assume a rate you expect to 

earn. Use the future value tables in Appendix B to calculate how your savings will grow. Experiment a bit 

with your figures to see how much less you have to save if you start at, for example, age 25 versus age 35 

or 40. (For this assignment, do not include inflation in your calculations. ) 

HITTING THE 
ROAD 

Ct P3 
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GLOBAL BTN 13-9 Samsung (www.Samsung.com), which is a leading manufacturer of consumer electronic 

DECISION products, along with Apple and Google, are competitors in the global marketplace. Key figures for 

Al @ Samsung follow (in KRW millions). 

S Cash and equivalents ........... ¥¥ 16,840,766 Gost:ofisales sh.c) 32 soe aie a ¥¥ 128,278,800 

amsun g Accounts receivable, net......... 28,234,485 REVENUES Ace a cee ee eee 206,205,987 

APPLE liiventories | <5 Sheaeccnccderes 17,317,504 Total assetsastacaeannuneoededs 230,422,958 
G oO O G LE Retained earnings............... 169,529,604 

Required 

1. Compute common-size percents for Samsung using the data provided. (Round percents to one decimal.) 

2. Compare the results with Apple and Google from BTN 13-2. 

ANSWERS TO MULTIPLE CHOICE QUIZ 

1. d; ($351,000/$300,000) x 100 = 117% 4. a; ($124,000 + $90,000)/$830,000 = 25.78% 

2. e; ($86,000 + $76,000 + $122,000 + $12,000)/$124,000 = 2.39 5. d; ($300,000 + $316,000)/$830,000 = 74.22% 

3. c: ($86,000 + $76,000)/$124,000 = 1.31 



This appendix includes financial information for (1) Apple, (2) Google, and (3) Samsung. Apple states that it 

designs, manufactures, and markets mobile communication and media devices, personal computers, and por- 

table digital music players, and sells a variety of related software, services, peripherals, networking solutions, 

and third-party digital content and applications; it competes with both Google and Samsung in the United States 

and globally. The information in this appendix is taken from their annual 10-K reports (or annual report for 

Samsung) filed with the SEC or other regulatory agency. An annual report is a summary of a company’s finan- 

cial results for the year along with its current financial condition and future plans. This report is directed to 

external users of financial information, but it also affects the actions and decisions of internal users. 

A company often uses an annual report to showcase itself and its products. Many annual reports in- 

clude photos, diagrams, and illustrations related to the company. The primary objective of annual reports, 

however, is the financial section, which communicates much information about a company, with most data 

drawn from the accounting information system. The layout of an annual report's financial section is fairly 

established and typically includes the following: 

Letter to Shareholders 

Financial History and Highlights 

Management Discussion and Analysis 

Management’s Report on Financial Statements and on Internal Controls 

Report of Independent Accountants (Auditor’s Report) and on Internal Controls 

Financial Statements 

Notes to Financial Statements 

List of Directors and Officers 

This appendix provides the financial statements for Apple (plus selected notes), Google, and Samsung. 

The appendix is organized as follows: 

e Apple A-2 through A-9 

@ Google A-10 through A-13 

e Samsung A-14 through A-17 

Many assignments at the end of each chapter refer to information in this appendix. We encourage readers 

to spend time with these assignments, they are especially useful in showing the relevance and diversity of 

financial accounting and reporting. 

Special note: The SEC maintains the EDGAR (Electronic Data Gathering, Analysis, and Retrieval) data- 

base at www.SEC.gov for US. filers. The Form 10-K is the annual report form for most companies. It 

provides electronically accessible information. The Form 10-KSB is the annual report form filed by small 

businesses. It requires slightly less information than the Form 10-K. One of these forms must be filed 

within 90 days after the company’s fiscal year-end. (Forms 10-K405, 10-KT, 10-KT405, and |0-KSB405 are 

slight variations of the usual form due to certain regulations or rules.) | 

APPLE 
GOOGLE 
Samsung 



: Apple Inc. . 

CONSOLIDATED BALANCE SHEETS 

(In millions, except number of shares which are reflected in thousands and par value) 

September 27, 2014 September 28, 2013 

ASSETS: 
Current assets: 

Cash and cash equivalents 13,844 14,259 
Short-term marketable securities 1116233 26,287 

Accounts receivable, less allowances of $86 and $99, respectively 17,460 13,102 

Inventories 2,4 1764: 

Deferred tax assets 4,318 3,453 

Vendor non-trade receivables 9,759 7,539 

Other current assets 9,806 6,882 

Total current assets 68,531 73,286 

Long-term marketable securities 130,162 106,215 

Property, plant and equipment, net 20,624 16,597 

Goodwill 4,616 isa 

Acquired intangible assets, net 4,142 4,179 

Other assets 3,764 5,146 

Total assets 231,839 207,000 

LIABILITIES AND SHAREHOLDERS’ EQUITY: 
Current liabilities: 

Accounts payable 30,196 22,367 

Accrued expenses 18,453 13,856 

Deferred revenue 8,491 7,435 

Commercial paper 6,308 0 

Total current liabilities 63,448 43,658 

Deferred revenue — non-current 3,031 2,625 

Long-term debt 28,987 16,960 

Other non-current liabilities 24,826 20,208 

Total liabilities 120,292 83,451 
Commitments and contingencies 

Shareholders’ equity: 

Common stock and additional paid-in capital, $0.00001 par value; 12,600,000 shares authorized; 

5,866,161 and 6,294,494 shares issued and outstanding, respectively : 23,313 19,764 

Retained earnings 87,152 104,256 

Accumulated other comprehensive income/(loss) 1,082 (471) 

Total shareholders’ equity 111,547 123,549 

Total liabilities and shareholders’ equity $ 231,839 207,000 

See accompanying Notes to Consolidated Financial Statements. 



Apple Inc. 

«1 CONSOLIDATED STATEMENTS OF OPERATIONS 

(In millions, except number of shares which are reflected in thousands and per share amounts) 

Years ended September 27, 2014 September 28, 2013 September 29, 2012 

Net sales $ 182,795 $ 170,910 $ 156,508 

Cost of sales ; Paar: 106,606 87.846 

Gross margin 70,537 64,304 68,662 

Operating expenses: 

Research and development 6,041 4,475 3,381 

Selling, general and administrative 11,993 10,830 10,040 

Total operating expenses 18,034 15,305 13,421 

Operating income 52,503 48,999 55,241 
Other income, net 980, 1,156 He) 

Income before provision for income taxes 53,483 50,155 55,763 

Provision for income taxes 13,973 13,118 14,030 

Net income 39,510 37,037 41,733 

Earnings per share: 

Basic 6.49 SD 6.38 

Diluted 6.45 5.68 6.31 

Shares used in computing earnings per share: 

Basic 6,085,572 6,477,320 6,543,726 

Diluted 6,122,663 6,521,634 6,617,483 

Cash dividends declared per common share $ 1.82 $ 1.64 0.38 

See accompanying Notes to Consolidated Financial Statements. 

Apple Inc. 

CONSOLIDATED STATEMENTS OF COMPREHENSIVE INCOME 

(In millions) 

Years ended September 27, 2014 September 28, 2013 September 29, 2012 

Net income $ 39,510 $ 37,037 $ 41,733 

Other comprehensive income/(loss): 

Change in foreign currency translation, net of tax effects of $50, $35 

and $13, respectively (137) (112) (15) 

Change in unrecognized gains/losses on derivative instruments: 

Change in fair value of derivatives, net of tax benefit/(expense) of 

$(297), $(351) and $73, respectively 1,390 o22 (131) 

Adjustment for net losses/(gains) realized and included in net income, 

net of tax expense/(benefit) of $(36), $255 and $220, respectively 149 (458) (399) 

Total change in unrecognized gains/losses on derivative 

instruments, net of tax 1,539 

Change in unrealized gains/losses on marketable securities: 

Change in fair value of marketable securities, net of tax benefit/ 

(expense) of $(153), $458 and $(421), respectively 285 Hilts 

Adjustment for net losses/(gains) realized and included in net income, 

net of tax expense/(benefit) of $71, $82 and $68, respectively (134) (114) 

Total change in unrealized gains/losses on marketable securities, 

net of tax 
151 601 

Total other comprehensive income/(loss) 1,553 56 

Total comprehensive income $ 41,063 41,789 

(530) 

See accompanying Notes to Consolidated Financial Statements. 



~ 
Apple Inc. 

CONSOLIDATED STATEMENTS OF SHAREHOLDERS’ EQUITY 

(In millions, except number of shares which are reflected in thousands) 

Accumulated 
Common Stock and Other Total 

Additional Paid-In Capital Retained Comprehensive Shareholders’ 
Shares Amount Earnings Income/(Loss) Equity 

Balances as of September 24, 2011 6,504,937 $ 
Net income 

Other comprehensive income/(loss) 

Dividends and dividend equivalents 

declared 

Share-based compensation 

Common stock issued, net of shares 

withheld for employee taxes 69,521 
Tax benefit from equity awards, including 

transfer pricing adjustments 

Balances as of September 29, 2012 

Net income 

Other comprehensive income/(loss) 

Dividends and dividend equivalents 

declared (10,676) (10,676) 

Repurchase of common stock (328,837) (22,950) (22,950) 

Share-based compensation 0 

Common stock issued, net of shares 

withheld for employee taxes 48,873 

Tax benefit from equity awards, including 

transfer pricing adjustments 

Balances as of September 28, 2013 

Net income 

Other comprehensive income/(loss) 

Dividends and dividend equivalents 

declared (11,215) (11,215) 
Repurchase of common stock (45,000) (45,000) 

Share-based compensation 

Common stock issued, net of shares 

withheld for employee taxes 

Tax benefit from equity awards, including 

transfer pricing adjustments 

Balances as of September 27, 2014 

See accompanying Notes to Consolidated Financial Statements. 



Apple Ine. 

CONSOLIDATED STATEMENTS OF CASH FLOWS 

(In millions) 

Years ended September 27, 2014 September 28, 2013 September 29, 2012 
Cash and cash equivalents, beginning of the year $ 14,259 $ 10,746 $ 9,815 
Operating activities: 

Net income 39,510 37,037 41,733 

Adjustments to reconcile net income to cash generated by operating activities: 

Depreciation and amortization 7,946 6,757 3,277 
Share-based compensation expense 2,863 2253 1,740 

Deferred income tax expense 2,347 1,141 4,405 

Changes in operating assets and liabilities: 

Accounts receivable, net (4,232) (Qi) (O51) 

Inventories (76) (973) (15) 

Vendor non-trade receivables (2,220) 223 (1,414) 

Other current and non-current assets 167 1,080 (3,162) 

Accounts payable 5,938 2,340 4,467 

Deferred revenue 1,460 1,459 2,824 

Other current and non-current liabilities 6,010 4,521 Dsey) 

Cash generated by operating activities 59,713 53,666 50,856 

Investing activities: 
Purchases of marketable securities (217,128) (148,489) ((USIE232) 

Proceeds froin maturities of marketable securities 18,810 20,317 13,035 

Proceeds from sales of marketable securities 189,301 104,130 99,770 

Payments made in connection with business acquisitions, net (3,765) (496) (350) 

Payments for acquisition of property, plant and equipment (9,571) (8,165) (8,295) 

Payments for acquisition of intangible assets (242) (911) (1,107) 

Other 16 (160) (48) 

Cash used in investing activities (22,579) (33,774) (48,227) 

Financing activities: 

Proceeds from issuance of common stock 730 530 665 

Excess tax benefits from equity awards 739 701 1,351 

Taxes paid related to net share settlement of equity awards (1,158) (1,082) (1,226) 

Dividends and dividend equivalents paid (11,126) (10,564) (2,488) 

Repurchase of common stock (45,000) (22,860) 

Proceeds from issuance of long-term debt, net 11,960 16,896 

Proceeds from issuance of commercial paper, net 6,306 0 

Cash used in financing activities (37,549) (16,379) 

Increase/(decrease) in cash and cash equivalents (415) Sheylls} 

Cash and cash equivalents, end of the year 13,844 $ 14,259 

Supplemental cash flow disclosure: 

Cash paid for income taxes, net $ 10,026 $ 9,128 

Cash paid for interest $ 339 = $ OmaS 

See accompanying Notes to Consolidated Financial Statements. 



APPLE INC. 
SELECTED NOTES TO CONSOLIDATED FINANCIAL STATEMENTS 

Basis of Presentation and Preparation 

The Company’s fiscal year is the 52- or 53-week period that 

ends on the last Saturday of September. The Company’s fis- 

cal years 2014, 2013 and 2012 ended on September 27, 

2014, September 28, 2013 and September 29, 2012, respec- 

tively. An additional week is included in the first fiscal 

quarter approximately every six years to realign fiscal quar- 

ters with calendar quarters. Fiscal years 2014 and 2013 

spanned 52 weeks each. Fiscal year 2012 spanned 53 

weeks, with a 14th week included in the first quarter of 

2012. Unless otherwise stated, references to particular 

years, quarters, months and periods refer to the Company’s 

fiscal years ended in September and the associated quarters, 

months and periods of those fiscal years. 

Common Stock Split 

On June 6, 2014, the Company effected a seven-for-one 

stock split to shareholders of record as of June 2, 2014. All 

share and per share information has been retroactively 

adjusted to reflect the stock split. 

Revenue Recognition 

Net sales consist primarily of revenue from the sale of hard- 

ware, software, digital content and applications, accessories 

and service and support contracts. The Company recog- 

nizes revenue when persuasive evidence of an arrangement 

exists, delivery has occurred, the sales price is fixed or de- 

terminable and collection is probable. Product is considered 

delivered to the customer once it has been shipped and title, 

risk of loss and rewards of ownership have been transferred. 

For most of the Company’s product sales, these criteria are 

met at the time the product is shipped. For online sales to 

individuals, for some sales to education customers in the 

U.S., and for certain other sales, the Company defers reve- 

nue until the customer receives the product because the 

Company retains a portion of the risk of loss on these sales 

during transit. The Company recognizes revenue from the 

sale of hardware products, software bundled with hardware 

that is essential to the functionality of the hardware, and 

third-party digital content sold on the iTunes Store in ac- 

cordance with general revenue recognition accounting 

guidance. The Company recognizes revenue in accordance 

with industry specific software accounting guidance for the 

following types of sales transactions: (i) standalone sales of 

software products, (ii) sales of software upgrades and 

(iii) sales of software bundled with hardware not essential 

to the functionality of the hardware. 

For the sale of most third-party products, the Company 

recognizes revenue based on the gross amount billed to 

customers because the Company establishes its own pricing 

for such products, retains related inventory risk for physical 
products, is the primary obligor to the customer and as- 

sumes the credit risk for amounts billed to its customers. 
For third-party applications sold through the App Store and 
Mac App Store and certain digital content sold through the 

iTunes Store, the Company does not determine the selling 

price of the products and is not the primary obligor to the 

customer. Therefore, the Company accounts for such sales 

on a net basis by recognizing in net sales only the commis- 

sion it retains from each sale. The portion of the gross 

amount billed to customers that is remitted by the Company 

to third-party app developers and certain digital content 

owners is not reflected in the Company’s Consolidated 

Statements of Operations. 

The Company records deferred revenue when it receives 

payments in advance of the delivery of products or the per- 

formance of services. This includes amounts that have been 

deferred for unspecified and specified software upgrade 

rights and non-software services that are attached to hard- 

ware and software products. The Company sells gift cards 
redeemable at its retail and online stores, and also sells gift 

cards redeemable on the iTunes Store for the purchase of 

digital content and software. The Company records de- 

ferred revenue upon the sale of the card, which is relieved 

upon redemption of the card by the customer. Revenue 

from AppleCare service and support contracts is deferred 

and recognized over the service coverage periods. 

AppleCare service and support contracts typically include 

extended phone support, repair services, web-based support 

resources and diagnostic tools offered under the Company’s 

standard limited warranty. 

The Company records reductions to revenue for esti- 

mated commitments related to price protection and other 

customer incentive programs. For transactions involving 

price protection, the Company recognizes revenue net of 

the estimated amount to be refunded. For the Company’s 

other customer incentive programs, the estimated cost of 

these programs is recognized at the later of the date at 

which the Company has sold the product or the date at 

which the program is offered. The Company also records 

reductions to revenue for expected future product returns 

based on the Company’s historical experience. Revenue is 

recorded net of taxes collected from customers that are re- 

mitted to governmental authorities, with the collected taxes 

recorded as current liabilities until remitted to the relevant 

government authority. 

Shipping Costs 

For all periods presented, amounts billed to customers re- 

lated to shipping and handling are classified as revenue, and 



Appendix A Financial Statement Information 

Apple Inc. Notes—continued 

the Company’s shipping and handling costs are included in 
cost of sales. 

Warranty Costs 

The Company generally provides for the estimated cost of 

hardware and software warranties at the time the related 

revenue is recognized. The Company assesses the ade- 

quacy of its pre-existing warranty liabilities and adjusts the 

amounts as necessary based on actual experience and 

changes in future estimates. 

Software Development Costs 

Research and development (“R&D”) costs are expensed as 

incurred. Development costs of computer software to be 

sold, leased, or otherwise marketed are subject to capital- 

ization beginning when a product’s technological feasibility 

has been established and ending when a product is available 

for general release to customers. In most instances, the 

Company’s products are released soon after technological 

feasibility has been established. Costs incurred subsequent 

to achievement of technological feasibility were not signifi- 

cant, and software development costs were expensed as in- 

curred during 2014, 2013 and 2012. 

Advertising Costs 

Advertising costs are expensed as incurred and included in 

selling, general and administrative expenses. Advertising 

expense was $1.2 billion, $1.1 billion and $1.0 billion for 

2014, 2013 and 2012, respectively. 

Accrued Expenses 

2014 2013 

Accrued warranty and related costs Sie 459) eee. 967/ 

Accrued marketing and selling expenses 232) 1291 

Accrued taxes 1,209 1,200 

Accrued compensation and employee benefits 1,209 959 

Deferred margin on component sales 1,057 1,262 

Other current liabilities 8,498 6,177 

Total accrued expenses $ 18,453 $ 13,856 

Other Income and Expense 

2014 2013 

Interest and dividend income $ 1,795 $ 1,616 

Interest expense (384) (136) 

Other expense, net (431) (324) 

Total other income/(expense), net $ 980 $ 1,156 

Earnings Per Share 

Basic earnings per share is computed by dividing income 

available to common shareholders by the weighted-average 

number of shares of common stock outstanding during the 

period. Diluted earnings per share is computed by dividing 

income available to common shareholders by the weighted- 

average number of shares of common stock outstanding 

during the period increased to include the number of addi- 

tional shares of common stock that would have been out- 

standing if the potentially dilutive securities had been 

issued. 

Cash Equivalents and Marketable Securities 

All highly liquid investments with maturities of three 

months or less at the date of purchase are classified as cash 

equivalents. The Company’s marketable debt and equity se- 

curities have been classified and accounted for as available- 

for-sale. Management determines the appropriate 

classification of its investments at the time of purchase and 

reevaluates the designations at each balance sheet date. The 

Company classifies its marketable debt securities as either 

short-term or long-term based on each instrument’s under- 

lying contractual maturity date. Marketable debt securities 

with maturities of 12 months or less are classified as short- 

term and marketable debt securities with maturities greater 

than 12 months are classified as long-term. The Company 

classifies its marketable equity securities, including mutual 

funds, as either short-term or long-term based on the nature 

of each security and its availability for use in current opera- 

tions. The Company’s marketable debt and equity securities 

are carried at fair value, with the unrealized gains and 

losses, net of taxes, reported as a component of share- 

holders’ equity. The cost of securities sold is based upon 

the specific identification method. 

Accounts Receivable (Trade Receivables) 

The Company has considerable trade receivables outstanding 

with its third-party cellular network carriers, wholesalers, re- 

tailers, value-added resellers, small and mid-sized businesses, 

and education, enterprise and government customers. 

As of September 27, 2014, the Company had two cus- 

tomers that represented 10% or more of total trade receiv- 

ables, one of which accounted for 16% and the other 13%. 

The Company’s cellular network carriers accounted for 

72% and 68% of trade receivables as of September 27, 

2014 and September 28, 2013, respectively. The additions 

and write-offs to the Company’s allowance for doubtful ac- 

counts during 2014, 2013 and 2012 were not significant. 

Allowance for Doubtful Accounts 

The Company records its allowance for doubtful accounts 

based upon its assessment of various factors. The Company 

considers historical experience, the age of the accounts re- 

ceivable balances, credit quality of the Company’s custom- 

ers, current economic conditions and other factors that may 

affect customers’ ability to pay. 



Apple Inc. Notes—continued 

Inventories 

Inventories are stated at the lower of cost, computed using the 

first-in, first-out method, or market. If the cost of the invento- 

ries exceeds their market value, provisions are made currently 

for the difference between the cost and the market value. 

Inventories 2014 2013 

Components $ 471 $ 683 

Finished goods 1,640 1,081 

Total inventories $ Pil 1,764 

Property, Plant and Equipment 

Property, plant and equipment are stated at cost. Depreciation 

is computed by use of the straight-line method over the esti- 

mated useful lives of the assets, which for buildings is the 

lesser of 30 years or the remaining life of the underlying 
building; between two to five years for machinery and 

equipment, including product tooling and manufacturing 

process equipment; and the shorter of lease terms or ten 

years for leasehold improvements. The Company capitalizes 

eligible costs to acquire or develop internal-use software that 

are incurred subsequent to the preliminary project stage. 

Capitalized costs related to internal-use software are amor- 

tized using the straight-line method over the estimated use- 

ful lives of the assets, which range from three to five years. 
Depreciation and amortization expense on property and 

equipment was $6.9 billion, $5.8 billion and $2.6 billion 
during 2014, 2013 and 2012, respectively. 

Property, Plant and Equipment 2014 

Land and buildings $ 4,863 
Machinery, equipment and internal-use software 29,639 

Leasehold improvements 4,513 

Gross property, plant and equipment 39,015 
Accumulated depreciation and amortization (18,391) 

Net property, plant and equipment $ 20,624 

Long-Lived Assets Including Goodwill and Other 

Acquired Intangible Assets 

The Company reviews property, plant and equipment, in- 

ventory component prepayments and certain identifiable 

intangibles, excluding goodwill, for impairment. Long- 

lived assets are reviewed for impairment whenever events 

or changes in circumstances indicate the carrying amount 

of an asset may not be recoverable. Recoverability of these 
assets is measured by comparison of their carrying amounts 

to future undiscounted cash flows the assets are expected to 

Definite-lived and amortizable acquired intangible assets $ 

generate. If property, plant and equipment, inventory com- 

ponent prepayments and certain identifiable intangibles are 

considered to be impaired, the impairment to be recognized 

equals the amount by which the carrying value of the assets 

exceeds its fair value. The Company did not record any sig- 

nificant impairments during 2014, 2013 and 2012. 

The Company does not amortize goodwill and intangi- 

ble assets with indefinite useful lives, rather such assets are 

required to be tested for impairment at least annually or 

sooner whenever events or changes in circumstances indi- 

cate that the assets may be impaired. The Company per- 

forms its goodwill and intangible asset impairment tests in 

the fourth quarter of each year. The Company did not rec- 

ognize any impairment charges related to goodwill or in- 

definite lived intangible assets during 2014, 2013 and 2012. 

The Company established reporting units based on its cur- 

rent reporting structure. For purposes of testing goodwill 

for impairment, goodwill has been allocated to these report- 

ing units to the extent it relates to each reporting unit. In 

2014 and 2013, the Company’s goodwill was allocated to 

the Americas and Europe reportable operating segments. 

The Company amortizes its intangible assets with defi- 

nite useful lives over their estimated useful lives and re- 

views these assets for impairment. The Company typically 

amortizes its acquired intangible assets with definite useful 

lives over periods from three to seven years. 

Goodwill and Other Intangible Assets 

On July 31, 2014, the Company completed 

2013 the acquisitions of Beats Music, LLC, which 

$ 3,309 offers a subscription streaming music service, 

21,242 and Beats Electronics, LLC, which makes 

eect Beats® headphones, speakers and audio soft- 
? ware (collectively, “Beats”). The total pur- 

exesor chase price consideration for these 

—— _ acquisitions was $2.6 billion, which consisted 
primarily of cash, of which $2.2 billion was allocated to good- 

will, $636 million to acquired intangible assets and $258 million 

to net liabilities assumed. The Company also completed vari- 

ous other business acquisitions during 2014 for an aggregate 

cash consideration, net of cash acquired, of $957 million, of 

which $828 million was allocated to goodwill, $257 million to 

acquired intangible assets and $128 million to net liabilities 

assumed. The Company’s gross carrying amount of goodwill 

was $4.6 billion as of September 27, 2014. The following table 

summarizes the components of gross and net intangible asset 

balances as of September 27, 2014 (in millions): 

2014 

Gross Net 

Carrying Accumulated Carrying 
Amount Amortization Amount 

7,127 $ (3,085) $ 4,042 

Indefinite-lived and non-amortizable acquired intangible assets 100 0 100 
Total acquired intangible assets 4) (3,085) $ 4,142 
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Fair Value Measurements 

The Company applies fair value accounting for all financial as- 

sets and liabilities and non-financial assets and liabilities that 

are recognized or disclosed at fair value in the financial state- 

ments on a recurring basis. The Company defines fair value as 

the price that would be received from selling an asset or paid to 

transfer a liability in an orderly transaction between market par- 

ticipants at the measurement date. When determining the fair 

value measurements for assets and liabilities, which are re- 

quired to be recorded at fair value, the Company considers the 

principal or most advantageous market in which the Company 

would transact and the market-based risk measurements or as- 

sumptions that market participants would use in pricing the as- 

set or liability, such as risks inherent in valuation techniques, 

transfer restrictions and credit risk. Fair value is estimated by 
applying the following hierarchy, which prioritizes the inputs 

used to measure fair value into three levels and bases the cate- 

gorization within the hierarchy upon the lowest level of input 

that is available and significant to the fair value measurement: 

Level 1—Quoted prices in active markets for identical as- 

sets or liabilities. 

Level 2—Observable inputs other than quoted prices in ac- 

tive markets for identical assets and liabilities, quoted 

prices for identical or similar assets or liabilities in inactive 

markets, or other inputs that are observable or can be cor- 

roborated by observable market data for substantially the 

full term of the assets or liabilities. 

Level 3—Inputs that are generally unobservable and typi- 

cally reflect management’s estimate of assumptions that mar- 

ket participants would use in pricing the asset or liability. 

The Company’s valuation techniques used to measure the fair 

value of money market funds and certain marketable equity 

securities were derived from quoted prices in active markets 

for identical assets or liabilities. The valuation techniques used 

to measure the fair value of the Company’s debt instruments 

and all other financial instruments, all of which have counter- 

parties with high credit ratings, were valued based on quoted 

market prices or model driven valuations using significant in- 

puts derived from or corroborated by observable market data. 

In accordance with the fair value accounting require- 

ments, companies may choose to measure eligible financial 

instruments and certain other items at fair value. The 

Company has not elected the fair value option for any eli- 

gible financial instruments. 

Accrued Warranty and Indemnification 

The Company offers a basic limited parts and labor warranty 

on its hardware products. The basic warranty period for hard- 

ware products is typically one year from the date of purchase 

by the end-user. The Company also offers a 90-day basic 

warranty for its service parts used to repair the Company’s 

hardware products. The Company provides currently for the 

estimated cost that may be incurred under its basic limited 

product warranties at the time related revenue is recognized. 

Factors considered in determining appropriate accruals for 

product warranty obligations include the size of the installed 

base of products subject to warranty protection, historical 

and projected warranty claim rates, historical and projected 

cost-per-claim and knowledge of specific product failures 

that are outside of the Company’s typical experience. The 

Company assesses the adequacy of its pre-existing warranty 

liabilities and adjusts the amounts as necessary based on ac- 

tual experience and changes in future estimates. The follow- 

ing table shows changes in the Company’s accrued warranties 

and related costs for 2014 and 2013 (in millions): 

) 

2014 2013 

Beginning accrued warranty and related costs $ 2,967 $ 1,638 

Cost of warranty claims (3,760) (3,703 

Accruals for product warranty 4,952 5,032 

Ending accrued warranty and related costs SPAS S29 67 

Long-Term Debt 

In the third quarter of 2014 and 2013, the Company issued 

$12.0 billion and $17.0 billion of long-term debt, respectively. 

The debt issuances included floating- and fixed-rate notes 

with varying maturities for an aggregate principal amount of 

$29.0 billion (collectively the “Notes”’). The Notes are senior 

unsecured obligations, and interest is payable in arrears, quar- 

terly for the floating-rate notes and semi-annually for the 

fixed-rate notes. The Company recognized $381 million and 

$136 million of interest expense on its long-term debt for the 

years ended September 27, 2014 and September 28, 2013, re- 

spectively. The Company did not have any long-term debt in 

2012. As of September 27, 2014 and September 28, 2013, the 

fair value of the Company’s Notes, based on Level 2 inputs, 

was $28.5 billion and $15.9 billion, respectively. 

Segment Information and Geographic Data 

The following table shows information by operating seg- 

ment for 2014, 2013 and 2012 (in millions): 

2014 2013 2012 

Americas: 

Net sales $65,232 $62,739 $57,512 
Operating income $24,316 $22,817 $23,414 

Europe: 

Net sales $40,929 $37,883 $36,323 

Operating income $14,771 $13,025 $14,869 

Greater China: 

Net sales $29,846 $25,417 $22,533 

Operating income $11,016 $ 8,541 $ 9,843 

Japan: 

Net sales $14,982 $13,462 $10,571 

Operating income $ 7,183 $ 6,819 $ 5,861 

Rest of Asia Pacific: 

Net sales $10,344 $11,181 $10,741 

Operating income $ 3,636 $ 3,753 $ 4,253 

Retail: 

Net sales $21,462 $20,228 $18,828 

Operating income $ 4,575 $ 4,025 $ 4,613 



Google Inc. 

CONSOLIDATED BALANCE SHEETS 

(In millions, except share and par value amounts which are reflected in thousands, 

and par value per share amounts) 

As of December 31 

Assets 

Current assets: 

Cash and cash equivalents 18,898 18,347 

Marketable securities 39,819 46,048 

Total cash, cash equivalents, and marketable securities (including securities loaned of 

$5,059 and $4,058) 58,717 64,395 

Accounts receivable, net of allowance of $631 and $225 8,882 9,383 

Receivable under reverse repurchase agreements 100 875 

Deferred income taxes, net 1,526 1,322 

Income taxes receivable, net 408 1,298 

Prepaid revenue share, expenses and other assets 83203) 3,412 

Total current assets 72,886 80,685 

Prepaid revenue share, expenses and other assets, non-current 1,976 3,280 

Non-marketable equity investments 1,976 3,079 

Property and equipment, net 16,524 23,883 

Intangible assets, net 6,066 4,607 

Goodwill 11,492 15,599 

Total assets 110,920 131,133 

Liabilities and Stockholders’ Equity 

Current liabilities: 

Accounts payable 2,453 ES 

Short-term debt 3,009 2,009 

Accrued compensation and benefits 2,502 3,069 

Accrued expenses and other current liabilities 3,155 4,434 

Accrued revenue share 1,729 1,952 

Securities lending payable 1,374 2,778 

Deferred revenue 1,062 752 

Income taxes payable, net 24 96 

Total current liabilities 15,908 16,805 

Long-term debt 2,236 3,228 

Deferred revenue, non-current 139 104 

Income taxes payable, non-current 2,638 3,407 

Deferred income taxes, net, non-current 1,947 1,971 

Other long-term liabilities 743 1,118 

Stockholders’ equity: 

Convertible preferred stock, $0.001 par value per share, 100,000 shares authorized; no 

shares issued and outstanding 

Class A and Class B common stock, and Class C capital stock and additional paid-in 

capital, $0.001 par value per share: 15,000,000 shares authorized (Class A 9,000,000, 

Class B 3,000,000, Class C 3,000,000); 671,664 (Class A 279,325, Class B 56,507, Class 

C 335,832) and par value of $672 (Class A $279, Class B $57, Class C $336) and 680,172 

(Class A 286,560, Class B 53,213, Class C 340,399) and par value of $680 (Class A $287, 

Class B $53, Class C $340) shares issued and outstanding 25,922 28,767 

Accumulated other comprehensive income 125 27 

Retained earnings 61,262 75,706 

Total stockholders’ equity 87,309 104,500 

Total liabilities and stockholders’ equity § 110,920 StSid33 
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Google Inc. 

CONSOLIDATED STATEMENTS OF INCOME 

(In millions, except share amounts which are reflected in thousands and per share amounts) 

Year Ended December 31 2012 2013 2014 

Revenues $ 46,039 S sss $ 66,001 
Costs and expenses: 

Cost of revenues ‘) 17,176 21,993 25,691 

Research and development “” 6,083 alow 9,832 

Sales and marketing ‘ 5,465 6,554 8,131 

General and administrative ‘ 3,481 4,432 5,851 

Total costs and expenses 32,205 40,116 49,505 

Income from operations 13,834 15,403 16,496 

Interest and other income, net 635 496 763 

Income from continuing operations before income taxes 14,469 15,899 E259) 

Provision for income taxes 2,916 DeOe B38) 

Net income from continuing operations $ R553, $ 13,347 $ 13,928 

Net income (loss) from discontinued operations (816) (427) SG 

Net income $ 10,737 $ 12,920 $ 14,444 

Net income (loss) per share - basic: 

Continuing operations $ 17.66 $ 20.05 $ 20.61 

Discontinued operations (1.25) (0.64) 0.76 

Net income (loss) per share - basic $ 16.41 $ 19.41 $ PSE 

Net income (loss) per share - diluted: 

Continuing operations $ 17:39 $ 19.70 $ 20.27 

Discontinued operations (E23) (0.63) 0.75 

Net income (loss) per share - diluted $ 16.16 $ 19.07 $ 21.02 

Shares used in per share calculation - basic 654,426 665,692 675,935 

Shares used in per share calculation - diluted 664,610 677,618 687,070 

(1) Includes stock-based compensation expense as follows: 

Cost of revenues $ 359 $ 469 $ 338) 
Research and development 1,274 1,641 2,200 
Sales and marketing 449 552 715 
General and administrative 391 465 725 
Discontinued operations 219 __216 = 14 

Total stock-based compensation expense $ 2,692 $ 3,343 $ 4,279 



Google Inc. 

CONSOLIDATED STATEMENTS OF COMPREHENSIVE INCOME 

(In millions) 

Year Ended December 31 2012 2013 2014 

Net income Se LOM $ 12,920 $ 14,444 

Other comprehensive income (loss): 

Change in foreign currency translation adjustment 75 89 (996) 

Available-for-sale investments: 

Change in net unrealized gains (losses) (392) 505 

Less: reclassification adjustment for net gains included in net 

income (162) (134) 

Net change (net of tax effect of $68, $212, $60) (554) 371 

Cash flow hedges: 

Change in unrealized gains 47 112 651 

Less: reclassification adjustment for gains included in net income (137) (60) (124) 

Net change (net of tax effect of $53, $30, $196) (90) Sy p27 

Other comprehensive income (loss) 262 (413) (98) 

Comprehensive income $ 10,999 Smale 507 $ 14,346 

Google Inc. 

CONSOLIDATED STATEMENTS OF STOCKHOLDERS’ EQUITY 

(In millions, except for share amounts which are reflected in thousands) 

Lui 
ii 
U 
O 
‘e) 
U 

Class A and Class B 

Common Stock, ClassC A ccymulated 

Capital Stock and Other Total 

Additional Paid-In Capital Comprehensive Retained Stockholders’ 

Shares Amount Income Earnings Equity 

Balance at December 31, 2011 649,790 $ 20,264 $ 276 $ 37,605 58,145 
Common stock issued 10,168 736 0 736 

Stock-based compensation expense 2,692 0 2,692 

Stock-based compensation tax benefits 166 0 166 

Tax withholding related to vesting of restricted stock units (1,023) 0 (1,023) 

Net income 0 10,737 10,737 

Other comprehensive income 0 0 262 

Balance at December 31, 2012 659,958 22,835 48,342 T1715 

Common stock issued 11,706 1,174 0 1,174 

Stock-based compensation expense 3,343 0 3,343 

Stock-based compensation tax benefits 449 0 449 

Tax withholding related to vesting of restricted stock units (1,879) 0 (1,879) 

Net income 0 12,920 12,920 

Other comprehensive income 0 0 (413) 

Balance at December 31, 2013 671,664 25,922 61,262 87,309 

Common and capital stock issued 8,508 465 465 

Stock-based compensation expense 4,279 4,279 

Stock-based compensation tax benefits 625 625 

Tax withholding related to vesting of restricted stock units (2,524) (2,524) 

Net income 0 14,444 

Other comprehensive income 0 (98) 

Balance at December 31, 2014 680,172 28,767 $ 104,500 



Google Inc. 

CONSOLIDATED STATEMENTS OF CASH FLOWS 

(In millions) 

Year Ended December 31 2012 2013 2014 

Operating activities eS nas Meas ont ~ a 

Net income $ 10,737 $ 12,920 $ 14444 || 
Adjustments: a 

Depreciation expense and loss on disposal of property and equipment 1,988 2,781 8.028 : 

Amortization and impairment of intangible and other assets 974 iMias 1,456 

Stock-based compensation expense 2,692 3,343 4,279 

Excess tax benefits from stock-based award activities (188) (481) (648) 

Deferred income taxes (266) (437) (104) | 

Gain on divestiture of businesses (188) (700) (740) a 

Gain on equity interest 0 0 (126) | 

Gain on sale of non-marketable equity investments 0 0 (159) ! 

Other (28) 106 87d 
Changes in assets and liabilities, net of effects of acquisitions: 

Accounts receivable (787) (1,307) (1,641) i 

Income taxes, net 1,492 401 283 4 

Prepaid revenue share, expenses and other assets (532) (930) 459 =| 

Accounts payable (499) 605 436 

Accrued expenses and other liabilities 762 713 TM d 

bee Accrued revenue share 299 254 245 a 

al Deferred revenue 163 DES (175) 

ms Net cash provided by operating activities 16,619 18,659 22,376 LLJ 

__ Investing activities 2 | 

Ne Purchases of property and equipment (3,273) (7,358) (10,959) E @) 

Purchases of marketable securities (33,410) (45,444) (56,310) 

____ Maturities and sales of marketable securities 35,180 38,314 Sul HS 5 @) 

Investments in non-marketable equity investments (696) (569) (1,227) iO 

Cash collateral related to securities lending (334) (299) 1,403 | 

i Investments in reverse repurchase agreements 45 600 (i) i) 

i Proceeds from divestiture of businesses 0 Qo25 386 i 

& e Acquisitions, net of cash acquired, and purchases of intangibles and other assets (10,568) (1,448) (4,888) 

ie Net cash used in investing activities (13,056) (13,679) (21,055) 

__ Financing activities i 

Net payments related to stock-based award activities (287) (781) (2,069) 

____ Excess tax benefits from stock-based award activities 188 481 648 

Proceeds from issuance of debt, net of costs 16,109 10,768 11,625 

(14,781) (11,325) (11,643) 
Repayments of debt 

Net cash provided by (used in) financing activities 1,229 (857) (1,439) 

Effect of exchange rate changes on cash and cash equivalents 3 (3) (433) || 

Net increase (decrease) in cash and cash equivalents 4,795 4,120 (551) 

Cash and cash equivalents at beginning of period 9,983 14,778 18,898 4 

Cash and cash equivalents at end of period $ 14,778 $ 18,898 $ 18,347 

Supplemental disclosures of cash flow information 
" 

Cash paid for taxes $ 2,034 Seeeo32 $ 2,819 ie 

Cash paid for interest $ 74 $ 72 $ 86 

Non-cash investing and financing activities: 
| 

Receipt of notes receivable in connection with the divestiture of | 

Motorola Mobile $ 0 $ 0 $ 1314 

Receipt of Lenovo shares in connection with the divestiture of 
| 

Motorola Mobile $ 0 $ 750 | 

Receipt of Arris shares in connection with the divestiture of Motorola Home $ $ 175 $ 0 i 

Fair value of stock-based awards assumed in connection with the 

acquisition of Motorola $ 41 $ 0 $ 0 

$ 0 $ 258 $ 250 
Leases recorded on the balance sheet during the period 



Samsung Electronics Co., Ltd. and its subsidiaries 

CONSOLIDATED STATEMENTS OF FINANCIAL POSITION 

(In millions of Korean won) December 31, 2014 December 31, 2013 

KRW KRW 

Assets 

Current assets 

Cash and cash equivalents 16,840,766 16,284,780 

Short-term financial instruments 41,689,776 36,722,702 

Available-for-sale financial assets 3,286,798 1,488,527 

Trade receivables 24,694,610 24,988,532 

Non-trade receivables 3,539,875 2,887,402 

Advances 1,989,470 1,928,188 

Prepaid expenses 3,346,593 2,472,950 

Inventories 17,317,504 19,134,868 

Other current assets 1,795,143 2,135,589 

Assets held for sale 645,491 2,716,733 

Total current assets 115,146,026 110,760,271 

Non-current assets 

Available-for-sale financial assets 12,667,509 6,238,380 

Associates and joint ventures 5,232,461 6,422,292 

Property, plant and equipment 80,872,950 75,496,388 

Intangible assets 4,785,473 3,980,600 

Long-term prepaid expenses 4,857,126 3,465,783 

Deferred income tax assets 4,526,595 4,621,780 

Other non-current assets 2,334,818 3,089,524 

Total assets 230,422,958 214,075,018 

Liabilities and Equity 

Current liabilities 

Trade and other payables 7,914,704 8,437,139 

Short-term borrowings 8,029,299 6,438,517 

Other payables 10,318,407 9,196,566 

Advances received 1,427,230 1,706,313 

Withholdings 1,161,635 1,176,046 

Accrued expenses 12,876,777 11,344,530 

Income tax payable 2,161,109 3,386,018 

Current portion of long-term borrowings and debentures 1,778,667 2,425,831 

Provisions 5,991,510 6,736,476 

Other current liabilities 326,259 467,973 

Liabilities held for sale 28,316 - 

Total current liabilities SONS ONS 51,315,409 

Non-current liabilities 

Debentures 1,355,882 1,311,068 

Long-term borrowings 101,671 985,117 

Long-term other payables 2,562,271 1,053,756 

Net defined benefit liabilities 201,342 1,854,902 

Deferred income tax liabilities 4,097,811 6,012,371 

Provisions 499,290 460,924 

Other non-current liabilities 1,502,590 1,065,461 

Total liabilities 62,334,770 64,059,008 

Equity attributable to owners of the parent 

Preferred stock 119,467 119,467 

Common stock 778,047 778,047 

Share premium 4,403,893 4,403,893 

Retained earnings 169,529,604 148,600,282 

Other components of equity (12,729,387) (9,459,073) 

Accumulated other comprehensive income 

attributable to assets held for sale 80,101 - 

162,181,725 144,442,616 

Non-controlling interests 5,906,463 5,573,394 

Total equity 168,088,188 150,016,010 

Total liabilities and equity 230,422,958 214,075,018 
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Samsung Electronics Co., Ltd. and its subsidiaries 

CONSOLIDATED STATEMENTS OF INCOME 

(In millions of Korean won) 

For the year ended December 31 2014 2013 

KRW KRW 

Revenue 206,205,987 228,692,667 

Cost of sales ~ 128,278,800 137,696,309 

Gross profit 77,927,187 90,996,358 

Selling and administrative expenses 52,902,116 54,211,345 

Operating profit 25,025,071 36,785,013 

Other non-operating income 3,801,357 2,429,551 

Other non-operating expense DD) J aMi 1,614,048 

Share of profit of associates and joint ventures 342,516 504,063 

Finance income 8,259,829 8,014,672 

Finance costs 7,294,002 7,754,972 

Profit before income tax 27,875,034 38,364,279 

Income tax expense 4,480,676 7,889,515 

Profit for the year 23,394,358 30,474,764 

Profit attributable to owners of the parent 23,082,499 29,821,215 

Profit attributable to non-controlling interests SE So. 653,549 

Earnings per share for profit attributable to owners of the parent (in Korean Won) 

—Basic 153,105 197,841 

—Diluted 153,096 197,800 

Samsung Electronics Co., Ltd. and its subsidiaries 

CONSOLIDATED STATEMENTS OF COMPREHENSIVE INCOME 

(In millions of Korean won) 

For the year ended December 31 2014 2013 

KRW KRW 

Profit for the year 23,394,358 30,474,764 

Other comprehensive loss 

Items not to be reclassified subsequently to profit or loss: 

Remeasurement of net defined benefit liabilities, net of tax (710,318) (213,113) 

Items to be reclassified subsequently to profit or loss: 

Changes in value of available-for-sale financial assets, net of tax (232,105) 186,480 

Share of other comprehensive income (loss) of associates 

and joint ventures, net of tax (128,932) 20,756 

Foreign currency translation, net of tax (922,059) (1,000,961) 

Other comprehensive loss for the year, net of tax (1,993,414) (1,006,838) 

Total comprehensive income for the year 21,400,944 29,467,926 

Comprehensive income attributable to: 

Owners of the parent 
20,990,732 28,837,590 

Non-controlling interests 
410,212 630,336 
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Samsung Electronics Co., Ltd. and its subsidiaries 

CONSOLIDATED STATEMENTS OF CHANGES IN EQUITY 

Accumulated other 

comprehensive Equity 

Other income attributable attributable 

Preferred Common Share Retained components to assets held to owners of Noncontrolling 

(In millions of Korean won) stock stock premium earnings of equity for sale the parent interests Total 

Balance as of January 1, 2013 119,467 778,047 4,403,893 119,985,689 (8,193,044) = -117,094,052 4,386,154 121,480,206 

Profit for the year ~ - = 29,821,215 - - 29,821,215 653,549 30,474,764 

Changes in value of available-for-sale 

financial assets, net of tax 187,477 187,477 (997) 186,480 

Share of other comprehensive 

income(loss) of associates and joint 

ventures, net of tax 20,949 20,949 (193) 20,756 

Foreign currency translation, net of tax (986,691) (986,691) (14,270) (1,000,961) 

Remeasurement of net defined benefit 

liabilities, net of tax — (205,360) (205,360) (7,753) (213,113) 

Total comprehensive income (loss) 29,821,215 (983,625) 28,837,590, 630,336 29,467,926 

Dividends (1,206,622) - (1,206,622) (42,155) (1,248,777) 

Capital transaction under common 

control (312,959) (312,959) 600,042 287,083 

Changes in consolidated entities - - (918) (918) 

Disposal of treasury stock 41,817 41,817 - 41,817 

Stock option activities - (11,999) (11,999) - (11,999) 

Others - 737 WES (65) 672 

Total transactions with owners (1,206,622) (282,404) (1,489,026) 556,904 (932,122) 

Balance as of December 31, 2013 119,467 778,047 4,403,893 148,600,282 (9,459,073) 144,442,616 5,573,394 150,016,010 

Profit for the year - - - 23,082,499 - 23,082,499 311,859 23,394,358 

Changes in value of available-for-sale 

financial assets, net of tax (314,069) (314,069) 81,964 (232,105) 

Share of other comprehensive 

income(loss) of associates and joint 

ventures, net of tax (128,495) (128,495) (437) (128,932) 

Foreign currency translation, net of tax (954,999) (954,999) 32,940 (922,059) 

Remeasurement of net defined benefit 

liabilities, net of tax (694,204) (694,204) (16,114) (710,318) 

Classified as held for sale - (80,101) = = = 

Total comprehensive income (loss) 23,082,499 (2,171,868) 20,990,732 410,212 21,400,944 

Dividends (2,157,011) = (2,157,011) (74,216) (2,231,227) 

Capital transaction under common 

control (158) (158) 86 

Changes in consolidated entities - - 569 

Acquisition of treasury stock (1,125,322) (1,125,322) (1,125,322) 

Disposal of treasury stock = 32,764 32,764 32,764 

Stock option activities = (9,436) (9,436) (9,436) 

Others - 3,834 3,706 7,540 (3,740) 3,800 

Total transactions with owners - (2,153,177) (1,098,446) (3,251,623) (77,143) (3,328,766) 

Balance as of December 31, 2014 119,467 778,047 4,403,893 169,529,604 = (12,729,387) 162,181,725 5,906,463 168,088,188 

weedolinss 
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Samsung Electronics Co., Ltd. and its subsidiaries 

CONSOLIDATED STATEMENTS OF CASH FLOWS 

(In millions of Korean won) 

For the year ended December 31 

3 iE 

m nation 

2014 2013 

KRW KRW 

Cash flows from operating activities 

Profit for the year 23,394,358 30,474,764 
Adjustments D323 05 23,804,832 

Changes in operating assets and liabilities (3,837,136) (1,313,245) 

Cash flows from operating activities 41,880,987 52,966,351 

Interest received 1,555,373 1,034,074 

Interest paid (463,740) (434,857) 

Dividend received 1,495,658 592.217 

Income tax paid (7,492,889) (7,450,345) 

Net cash generated from operating activities 36,975,389 46,707,440 

Cash flows from investing activities 

Net increase in short-term financial instruments (1,110,842) (19,391,643) 

Net decrease (increase) in short-term available-for-sale financial assets (713,452) 33,663 

Proceeds from disposal of long-term available-for-sale financial assets 202,904 1,691,463 

Acquisition of long-term available-for-sale financial assets (6,212,102) (UsSiahik, SK) 

Proceeds from disposal of associates and joint ventures 2,014,430 240 

Acquisition of associates and joint ventures (719,800) (181,307) 

Disposal of property, plant and equipment 385,610 377,445 

Purchases of property, plant and equipment (22,042,943) (23,157,587) 

Disposal of intangible assets S78) 4,562 

Purchases of intangible assets (1,324,307) (934,743) 

Cash outflows from business combination (176,625) (167,155) 

Others (3,141,012) (1,490,601) 

Net cash used in investing activities (32,806,408) (44,747,019) 

Cash flows from financing activities 

Net increase (decrease) in short-term borrowings 1,833,419 (1,861,536) 

Acquisition of treasury stock (253322) - 

Disposal of treasury stock 27,582 34,390 

Proceeds from long-term borrowings and debentures 1,740,573 26,672 

Repayment of long-term borrowings and debentures (3,299,595) (1,368,436) 

Payment of dividends (2,233,905) (1,249,672) 

Net increase in non-controlling interests 139 281,551 

Net cash used in financing activities (3,057,109) (4,137,031) 

Effect of exchange rate changes on cash and cash equivalents (555,886) (330,070) 

Net increase (decrease) in cash and cash equivalents 555,986 (2,506,680) 

Cash and cash equivalents 

Beginning of the year 16,284,780 18,791,460 

16,840,766 16,284,780 
End of the year 

A-17 
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VALUE OF A SINGLE 
AMOUNT 

P71 Present value of a single 
amount 

P2 Future value of a single 
amount 

PROCEDURAL 

P1 Apply present value concepts to a 
single amount by using interest tables. 

P2 Apply future value concepts to a single 

amount by using interest tables. 
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P3 Present value of an annuity 

P4 Future value of an annuity 

Apply present value concepts to an 

annuity by using interest tables. 

Apply future value concepts to an 

annuity by using interest tables. 



Appendix B- Applying Present and Future Values B-1 

PRESENT AND FUTURE VALUE CONCEPTS 
The old saying “Time is money” reflects the notion that as time passes, the values of our assets 

and liabilities change. This change is due to interest, which is a borrower’s payment to the 

owner of an asset for its use. The most common example of interest is a savings account asset. 

As we keep a balance of cash in the account, it earns interest that the financial institution pays 

us. An example of a liability is a car loan. As we carry the balance of the loan, we accumulate 

interest costs on it. We must ultimately repay this loan with interest. 

Present and future value computations enable us to measure or estimate the interest compo- 

nent of holding assets or liabilities over time. The present value computation is important when 

we want to know the value of future-day assets today. The future value computation is important 

when we want to know the value of present-day assets at a future date. The first section focuses 

on the present value of a single amount. The second section focuses on the future value of a 

single amount. Then both the present and future values of a series of amounts (called an annu- 

ity) are defined and explained. 

™ Decision 1s o%' 

What's Five Million Worth? A maintenance worker duped out of a $5 million scratch-off ticket got his winnings 

seven years later. Robert Miles bought the ticket in 2006 at a convenience store where the owner and his two sons 

convinced Miles the ticket was worth $5,000 and paid him $4,000 for it. The brothers waited until 2012 to claim the 

jackpot, prompting an investigation, which uncovered the fraud. The $5 million will be paid to Miles as a $250,000 

annuity over 20 years or as a lump-sum payment of $3,210,000, which equals about $2,124,378 after taxes. 

PRESENT VALUE OF A SINGLE AMOUNT - 
We graphically express the present value, called p, of a single future amount, called f, that is 

received or paid at a future date in Exhibit B.1. 

f 
e— e—> Time 
p 
i T 

Today Future 
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The formula to compute the present value of a single amount is shown in Exhibit B.2, where 

p = present value (PV); f= future value (FV); 7 = rate of interest per period; and n = number of 

periods. (Interest is also called the discount, and an interest rate is also called the discount rate. ) 

To illustrate present value concepts, assume that we need $220 one period from today. We want 

to know how much we must invest now, for one period, at an interest rate of 10% to provide for 

this $220. For this illustration, the p, or present value, is the unknown amount—the specifics are 

shown graphically as follows: 

(i = 0.10) f = $220 

Conceptually, we know p must be less than $220. This is obvious from the answer to this question: 

Would we rather have $220 today or $220 at some future date? If we had $220 today, we could 

Ci 
Describe the earning of 
interest and the concepts 
of present and future 
values. 

EXHIBIT B.1 

Present Value of a Single 

Amount Diagram 

PI 
Apply present value 
concepts to a single 
amount by using interest 

tables. 

EXHIBIT B.2 

Present Value of a Single 

Amount Formula 
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Point: The FV factor when 

n=2andi= 10%, is 1.2100. 

Its reciprocal, 0.8264, is the PV 

factor when n = 2 andi = 10%. 

| will pay your 
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to wait or receive its 

present value today? 

EXHIBIT B.3 

Present Value of 1 Formula 

of the month. Do you want 

Appendix B- Applying Present and Future Values 

invest it and see it grow to something more than $220 in the future. Therefore, we would prefer the 

$220 today. This means that if we were promised $220 in the future, we would take less than $220 
today. But how much less? To answer that question, we compute an estimate of the present value 

of the $220 to be received one period from now using the formula in Exhibit B.2 as follows: 

CO fe e220 
ay a + 0 to. 

Pp = $200 

We interpret this result to say that given an interest rate of 10%, we are indifferent between $200 

today or $220 at the end of one period. 

We can also use this formula to compute the present value for any number of periods. To 

illustrate, consider a payment of $242 at the end of two periods at 10% interest. The present 

value of this $242 to be received two periods from now is computed as follows: 

Together, these results tell us we are indifferent between $200 today, or $220 one period from 

today, or $242 two periods from today given a 10% interest rate per period. 

The number of periods (7) in the present value formula does not have to be expressed 

in years. Any period of time such as a day, a month, a quarter, or a year can be used. 

Whatever period is used, the interest rate (2) must be compounded for the same period. 

This means that if a situation expresses n in months and i equals 12% per year, then i is 

transformed into interest earned per month (or 1%). In this case, interest is said to be com- 

pounded monthly. For example, the present value of $1 when n is 12 months and i is 12% 

compounded monthly follows: 

P = $0.8874 
~ +001)” 

A present value table helps us with present value computations. It gives us present values (factors) 

for a variety of both interest rates (7) and periods (n). Each present value in a present value table as- 

sumes that the future value (f) equals 1. When the future value (f) is different from 1, we simply 

multiply the present value (p) from the table by that future value to give us the estimate. The formula 

used to construct a table of present values for a single future amount of 1 is shown in Exhibit B.3. 

: 1 

i (he 0° 

This formula is identical to that in Exhibit B.2 except that fequals 1. Table B.1 at the end of this 
appendix is such a present value table. It is often called a present value of 1 table. A present 
value table involves three factors: p, i, and n. Knowing two of these three factors allows us to 
compute the third. (A fourth is f, but as already explained, we need only multiply the 1 used in 
the formula by f) To illustrate the use of a present value table, consider three cases. 

Case 1 Solve for p when knowing i and n. To show how we use a present value table, let’s 
look again at how we estimate the present value of $220 (the f value) at the end of one period 
(n = 1) where the interest rate (i) is 10%. To solve this case, we go to the present value table 
(Table B.1) and look in the row for | period and in the column for 10% interest. Here we find a 
present value (p) of 0.9091 based on a future value of 1. This means, for instance, that $1 to be 
received one period from today at 10% interest is worth $0.9091 today. Since the future value in 
this case is not $1 but $220, we multiply the 0.9091 by $220 to get an answer of $200. 

Case 2 Solve for n when knowing p and i. To illustrate, assume a $100,000 future value (f) 
that is worth $13,000 today (p) using an interest rate of 12% (i) but where n is unknown. In 
particular, we want to know how many periods (n) there are between the present value and the 
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future value. To put this in context, it would fit a situation in which we want to retire with 

$100,000 but currently have only $13,000 that is earning a 12% return and we will be unable to 

save any additional money. How long will it be before we can retire? To answer this, we go to 

Table B.1 and look in the 12% interest column. Here we find a column of present values (p) 

based on a future value of |. To use the present value table for this solution, we must divide 

$13,000 (p) by $100,000 (f), which equals 0.1300. This is necessary because a present value 

table defines f equal to I, and p as a fraction of 1. We look for a value nearest to 0.1300 (p), 

which we find in the row for 18 periods (n). This means that the present value of $100,000 at the 

end of 18 periods at 12% interest is $13,000; alternatively stated, we must work 18 more years. 

Case 3 Solve for i when knowing p and n. In this case, we have, say, a $120,000 future value 

(f) worth $60,000 today (p) when there are nine periods (7) between the present and future val- 

ues, but the interest rate is unknown. As an example, suppose we want to retire with $120,000 in 

nine years, but we have only $60,000 and we will be unable to save any additional money. What 

interest rate must we earn to retire with $120,000 in nine years? To answer this, we go to the 

present value table (Table B.1) and look in the row for nine periods. To use the present value 

table, we must divide $60,000 (p) by $120,000 (f), which equals 0.5000. Recall that this step is 

necessary because a present value table defines f equal to | and p as a fraction of 1. We look for 

a value in the row for nine periods that is nearest to 0.5000 (p), which we find in the column for 

8% interest (i). This means that the present value of $120,000 at the end of nine periods at 8% 

interest is $60,000 or, in our example, we must earn 8% annual interest to retire in nine years. 

A company is considering an investment expected to yield $70,000 after six years. If this company 

demands an 8% return, how much is it willing to pay for this investment today? 

Solution 

$70,000 x 0.6302 = $44,114 (using PV factor from Table B.1, i = 8%, n = 6) 

We must modify the formula for the present value of a single amount to obtain the formula for 

the future value of a single amount. In particular, we multiply both sides of the equation in 

Exhibit B.2 by (1 + i)” to get the result shown in Exhibit B.4. 

f=pxa+i 

The future value (f) is defined in terms of p, i, and n. We can use this formula to determine 

that $200 (p) invested for 1 (1) period at an interest rate of 10% (i) yields a future value of $220 

as follows: 

We i OE wt ak 
= $200 x (1.40.10); 

= $220 

This formula can also be used to compute the future value of an amount for any number of 

periods into the future. To illustrate, assume that $200 is invested for three periods at 10%. The 

future value of this $200 is $266.20, computed as follows: 

f=px(+t+i)" 
= $00 x. 40.10) 

= $200 x 1.3310 

= $266.20 

B-3 

NEED-TO-KNOW first 

Present Value of Single 

Amount 

Pi 

FUTUREVALUEOFASINGLEAMOUNT = 

P2 
Apply future value concepts 
to a single amount by using 

interest tables. 

EXHIBIT B.4 

Future Value of a Single 

Amount Formula 

Point: The FV factor in 

Table B.2 when n = 3 and 

i= 10% is 1.3310 
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EXHIBIT B.5 

Future Value of 1 Formula 

Point: 

I/PV factor = FV factor. 

1/FV factor = PV factor. 

Ne B-2 

Future Value of Single 

Amount 

P2 
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A future value table makes it easier for us to compute future values (f) for many different 

combinations of interest rates (7) and time periods (n). Each future value in a future value table 

assumes the present value (p) is |. As with a present value table, if the future amount is some- 

thing other than 1, we simply multiply our answer by that amount. The formula used to con- 

struct a table of future values (factors) for a single amount of 1 is in Exhibit B.5. 

fa deiy 

Table B.2 at the end of this appendix shows a table of future values for a current amount of 1. 

This type of table is called a future value of 1 table. 
There are some important relations between Tables B.1 and B.2. In Table B.2, for the row 

where n = 0, the future value is | for each interest rate. This is so because no interest is earned 

when time does not pass. We also see that Tables B.1 and B.2 report the same information but in 

a different manner. In particular, one table is simply the reciprocal of the other. To illustrate this 

inverse relation, let’s say we invest $100 for a period of five years at 12% per year. How much 

do we expect to have after five years? We can answer this question using Table B.2 by finding 

the future value (f) of 1, for five periods from now, compounded at 12%. From that table we 

find f = 1.7623. If we start with $100, the amount it accumulates to after five years is $176.23 

($100 x 1.7623). We can alternatively use Table B.1. Here we find that the present value (p) of 1, 

discounted five periods at 12%, is 0.5674. Recall the inverse relation between present value and 

future value. This means that p = 1/f (or equivalently, f = 1/p). We can compute the future 
value of $100 invested for five periods at 12% as follows: f = $100 x (1/0.5674) = $176.24 
(which equals the $176.23 just computed, except for a 1 cent rounding difference). 

A future value table involves three factors: f, i, and n. Knowing two of these three factors 

allows us to compute the third. To illustrate, consider these three possible cases. 

Case 1. Solve for f when knowing i and n. Our preceding example fits this case. We found 

that $100 invested for five periods at 12% interest accumulates to $176.24. 

Case 2 Solve for n when knowing f and i. In this case, we have, say, $2,000 (p) and we want 

to know how many periods (n) it will take to accumulate to $3,000 (f) at 7% interest (i). To 

answer this, we go to the future value table (Table B.2) and look in the 7% interest column. Here 

we find a column of future values (f) based on a present value of 1. To use a future value table, 

we must divide $3,000 (f) by $2,000 (p), which equals 1.500. This is necessary because a future 

value table defines p equal to 1, and f as a multiple of I. We look for a value nearest to 1.50 (f), 
which we find in the row for six periods (n). This means that $2,000 invested for six periods at 

7% interest accumulates to $3,000. 

Case 3 Solve for i when knowing f and n. In this case, we have, say, $2,001 (p), and in 

nine years (n) we want to have $4,000 (f). What rate of interest must we earn to accomplish 

this? To answer that, we go to Table B.2 and search in the row for nine periods. To use a future 

value table, we must divide $4,000 (f) by $2,001 (p), which equals 1.9990. Recall that this is 
necessary because a future value table defines p equal to | and fas a multiple of 1. We look for 

a value nearest to 1.9990 (f), which we find in the column for 8% interest (7). This means that 

$2,001 invested for nine periods at 8% interest accumulates to $4,000. 

Assume that you win a $150,000 cash sweepstakes today. You decide to deposit this cash in an account 

earning 8% annual interest, and you plan to quit your job when the account equals $555,000. How many 
years will it be before you can quit working? 

Solution 

$555,000/$150,000 = 3.7000 (the future value factor) 

Table B.2 shows this value is not achieved until reaching 17 years at 8% interest. 



Appendix B- Applying Present and Future Values 

PRESENT VALUE OF AN ANNUITY 
An annuity is a series of equal payments occurring at equal intervals. One example is a series of 

three annual payments of $100 each. An ordinary annuity is defined as equal end-of-period pay- 

ments at equal intervals. An ordinary annuity of $100 for three periods and its present value (p) 
are illustrated in Exhibit B.6. 

$100 $100 $100 
—e— ——o— —e—_—_—_—____-@——> Time 

p 

i t. T et 
Today Future (9 = 1) Future (n = 2) Future (n = 3) 

One way to compute the present value of an ordinary annuity is to find the present value of 

each payment using our present value formula from Exhibit B.3. We then add each of the three 

present values. To illustrate, let’s look at three $100 payments at the end of each of the next 

three periods with an interest rate of 15%. Our present value computations are 

$100 $100 $100 
Pars oo a+ 3 

(1 + 0.15) (1 + 0.15) (1 + 0.15) 
Sia. 

This computation is identical to computing the present value of each payment (from Table B.1) 

and taking their sum or, alternatively, adding the values from Table B.1 for each of the three 

payments and multiplying their sum by the $100 annuity payment. 

A more direct way is to use a present value of annuity table. Table B.3 at the end of this 

appendix is one such table. This table is called a present value of an annuity of 1 table. If we 

look at Table B.3 where n = 3 and i = 15%, we see the present value is 2.2832. This means that 

the present value of an annuity of | for three periods, with a 15% interest rate, equals 2.2832. 

A present value of an annuity formula is used to construct Table B.3. It can also be con- 

structed by adding the amounts in a present value of | table. To illustrate, we use Tables B.1 and 

B.3 to confirm this relation for the prior example: 

From Table B.1 From Table B.3 

(en (S% see eae. 0.8696 
fe IS% ns Dc vee. 0.7561 
(a N5%, N= Brews so 0.6575 
(Cr sata ee P2082 © WWM Mado dea os 2.2832 

We can also use business calculators or spreadsheet programs to find the present value of an annuity. 

Count Your Blessings “| don’t have good luck—l'’m blessed,” proclaimed Andrew “Jack” Whittaker, a sewage 

treatment contractor, after winning the largest ever undivided jackpot in a U.S. lottery. Whittaker had to choose 

between $315 million in 30 annual installments or $170 million in one lump sum ($112 million after-tax). & 

™ Decision os 9% 

A company is considering an investment that would produce payments of $10,000 every six months for 

three years. The first payment would be received in six months. If this company requires an 8% annual 

return, what is the maximum amount it is willing to pay for this investment today? 

Solution 

$10,000 x 5.2421 = $52,421 is the maximum (using PV of annuity factor from Table B.3, i= 4%, n = 6) 

P3 
Apply present value 
concepts to an annuity 
by using interest tables. 

EXHIBIT B.6 

Present Value of an 

Ordinary Annuity Diagram 

Point: Excel functions follow: 

= —PV (rate, periods, payment) 

= —PV (0.15, 3, 100) 

= $228.32 

NEED-TO-KNOW iiss) 

Present Value of an 

Annuity 

P3 
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FUTURE VALUE OF AN ANNUITY 

P4 
Apply future value 
concepts to an annuity 
by using interest tables. 

EXHIBIT B.7 

Future Value of an Ordinary 

Annuity Diagram 

Points: An ordinary annuity 

is a series of equal cash flows, 

with the payment at the end 

of each period. 

Point: Excel functions follow: 

= —FV (rate, periods, payment) 

= —FV (0.15, 3, 100) 

= $347.25 

Nee B-4 

Future Value of an 

Annuity 

P4 

The future value of an ordinary annuity is the accumulated value of each annuity payment with 

interest as of the date of the final payment. To illustrate, let’s consider the earlier annuity of 
three annual payments of $100. Exhibit B.7 shows the point in time for the future value (f). The 

first payment is made two periods prior to the point when future value is determined, and the 

final payment occurs on the future value date. 

$100 $100 $100 
e eS Time 

f 

i. i ii i 
Today Future (9 = 1) Future (n = 2) Future (n = 3) 

One way to compute the future value of an annuity is to use the formula to find the future 

value of each payment and add them. If we assume an interest rate of 15%, our calculation is 

f = $100 x (1 + 0.15)? + $100 x (1 + 0.15)! + $100 x (1 + 0.15)° = $347.25 

This is identical to using Table B.2 and summing the future values of each payment, or adding 

the future values of the three payments of | and multiplying the sum by $100. 

A more direct way is to use a table showing future values of annuities. Such a table is called 

a future value of an annuity of 1 table. Table B.4 at the end of this appendix is one such table. 

Note that in Table B.4 when n = 1, the future values equal 1 (f = 1) for all rates of interest. This 

is so because such an annuity consists of only one payment and the future value is determined 

on the date of that payment—no time passes between the payment and its future value. The 

future value of an annuity formula is used to construct Table B.4. We can also construct it by 

adding the amounts from a future value of | table. To illustrate, we use Tables B.2 and B.4 to 

confirm this relation for the prior example: 

From Table B.2 From Table 8.4 

i= 15% 0200000005. 1.0000 
be IB tele eS 1.1500 
i= 154022050... 1.3225 
cot ane SATIS eS Ge 8 3.4725 

Note that the future value in Table B.2 is 1.0000 when n = 0, but the future value in Table B.4 is 

1.0000 when n = 1. Is this a contradiction? No. When n = 0 in Table B.2, the future value is 

determined on the date when a single payment occurs. This means that no interest is earned 

because no time has passed, and the future value equals the payment. Table B.4 describes 

annuities with equal payments occurring at the end of each period. When n = I, the annuity has 

one payment, and its future value equals | on the date of its final and only payment. Again, no 

time passes between the payment and its future value date. 

A company invests $45,000 per year for five years at 12% annual interest. Compute the value of this 

annuity investment at the end of five years. 

Solution 

$45,000 x 6.3528 = $285,876 (using the FV of annuity factor from Table B.4, i = 12%, n = 5) 
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Summary 
Describe the earning of interest and the concepts of 

present and future values. Interest is payment by a bor- 

rower to the owner of an asset for its use. Present and future 

value computations are a way for us to estimate the interest 

component of holding assets or liabilities over a period of time. 

P{ Apply present value concepts to a single amount by 

using interest tables. The present value of a single amount 

received at a future date is the amount that can be invested now 

at the specified interest rate to yield that future value. 

P? Apply future value concepts to a single amount by 

invested at a specified rate of interest is the amount that would 

accumulate by the future date. 

P3 Apply present value concepts to an annuity by using 

interest tables. The present value of an annuity is the 

amount that can be invested now at the specified interest rate to 

yield that series of equal periodic payments. 

P4 Apply future value concepts to an annuity by using 

interest tables. The future value of an annuity invested at 

a specific rate of interest is the amount that would accumulate 

by the date of the final payment. 

using interest tables. The future value of a single amount 

@ connect 
Assume that you must make two-year-ahead future value estimates using the future value of I table 

(Table B.2). Which interest rate column and number-of-periods row do you use when working with the 

following rates? 

1. 8% annual rate, compounded quarterly 

2. 12% annual rate, compounded annually 

3. 6% annual rate, compounded semiannually 

4 . 12% annual rate, compounded monthly (the answer for number-of-periods in part 4 is not shown in 

Table B.2) 

15 years. What is the annual rate of interest for this investment? (Use Table B.1.) 

Megan Brink is offered the possibility of investing $6,651 today at 6% interest per year in a desire to 

accumulate $10,000. How many years must Brink wait to accumulate $10,000? (Use Table B.1.) 

CII, Inc., invests $630,000 in a project expected to earn a 12% annual rate of return. The earnings will be 

reinvested in the project each year until the entire investment is liquidated 10 years later. What will the 

cash proceeds be when the project is liquidated? 

penne Distributing is considering a project that will return $150,000 annually at the end of each year for 

the next six years. If Beene demands an annual return of 7% and pays for the project immediately, how 

much is it willing to pay for the project? 

Claire Fitch is planning to begin an individual retirement program in which she will invest $1,500 at the 

end of each year. Fitch plans to retire after making 30 annual investments in the program earning a return 

of 10%. What is the value of the program on the date of the last payment (30 years from the present)? 

Qs B-4 

QS B-6 

QUICK STUDY 

QS B-1 
Identifying interest rates 

in tables 

CI 

Interest rate on an 

investment Pl 

Number of periods of an 

investment Pl 

Present value of an 

amount P| 

QS B-5 
Future value of an 

amount P2 

Present value of an 

annuity P3 

Future value of an 

annuity P4 
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EXERCISES 

Exercise B-1 

Present value of an 

amount Pi 

Appendix B- Applying Present and Future Values 

Mike Derr Company expects to earn 10% per year on an investment that will pay $606,773 six years from 

now. Use Table B.1 to compute the present value of this investment. (Round the amount to the nearest 

dollar.) 

Exercise B-2 

Present value of an 

amount 

On January 1, 2016, a company agrees to pay $20, 000 in three years. If the annual interest rate is 10%, 

determine how much cash the company can borrow with this agreement. 

Exercise B-3 

Number of periods of an 

investment P2 

Tom Thompson expects to invest $10, 000 at 12% nd at the end a; a certain peri receive $96,463. How 

many years will it be before Thompson receives the payment? (Use Table B.2.) 

Exercise B-4 

Interest rate on an 

investment P2 

Bill padieyie Eicon to invest $10, 000 for 25 years, after hicks 1 wants to receive $108,347. What rate of 

interest must Padley earn? (Use Table B.2.) 

Exercise B-5 

Future value of an 

amount P2 

Mark Welsch deposits $7,200 in an account that earns interest at an annual rate of 8%, compounded quar- 

terly. The $7,200 plus earned interest must remain in the account 10 years before it can be withdrawn. 

How much money will be in the account at the end of 10 years? 

Exercise B-6 

Future value of an 

amount P2 

Catten, Inc., invests $163,170 today earning 7% per year fo nine years. Use Table B.2 to compute the 

future value of the investment nine years from now. (Round the amount to the nearest dollar.) 

Exercise B-7 

Interest rate on an 

investment P3 

ones expects an inmediace investment of $57,466 to return $10,000 POPS for eight years, with the 

first payment to be received one year from now. What rate of interest must Jones earn? (Use Table B.3.) 

Exercise B-8 

Number of periods of an 

investment P3 

Keith Riggins expects an investment of $82, O14 t to return n $10, 000 canta for several years. If Riggins 

earns a return of 10%, how many annual payments will he receive? (Use Table B.3.) 

Exercise B-9 

Present value of an 

annuity P3 

Dave Krug finances a new Pantomobile by paying $6,500 cash and agreeing to make 40 unthly payments 

of $500 each, the first payment to be made one month after the purchase. The loan bears interest at an 

annual rate of 12%. What is the cost of the automobile? 

Exercise B-10 

Present values of 

annuities 

P3 

Bkarcies B-11 

Present value with 

semiannual 

compounding 

Ci Ps 

C&H Ski Club recently owed money and agreed to pay it beau at a series of six caer ee of 

$5,000 each. C&H subsequently borrows more money and agrees to pay it back with a series of four 

annual payments of $7,500 each. The annual interest rate for both loans is 6%. 

1. Use Table B.1 to find the present value of these two separate annuities. (Round amounts to the nearest 

dollar.) 

2. Use Table B.3 to find the present value of these two separate annuities. (Round amounts to the nearest 

dollar.) 

Otto Co. bores money on neat 30, 2016, hy promising to rine ae payments of $13,000 each on 

November 1, 2016; May 1, 2017; November 1, 2017; and May 1, 2018. 

1. How much money is Otto able to borrow if the interest rate is 8%, compounded semiannually? 

2. How much money is Otto able to borrow if the interest rate is 12%, compounded semiannually? 

3. How much money is Otto able to borrow if the interest rate is 16%, compounded semiannually? 

Exercise B-12 

Present value of bonds 

BPS 

Spiller Corp. plans to issue 10%, ies -year, r, $500, 000 par ve bonds payable that pay interest semiannu- 

ally on June 30 and December 31. The bonds are dated December 31, 2016, and are issued on that date. If 

the market rate of interest for the bonds is 8% on the date of issue, what will be the total cash proceeds 
from the bond issue? 
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Compute the amount that can be borrowed under each of the following circumstances: 

1. A promise to repay $90,000 seven years from now at an interest rate of 6%. 

2. An agreement made on February 1, 2016, to make three separate payments of $20,000 on February | 

of 2017, 2018, and 2019. The annual interest rate is 10%. 

Exercise B-13 

Present value of an 

amount and of an 

annuity Pl P3 

date of the last investment. For this to occur, what rate of interest must Algoe earn? (Use Table B.4.) 

Exercise B-14 

Interest rate on an 

investment P4 

Steffi Derr expects to invest $10,000 annually that will earn 8%. How many annual iinee NON vis oe 
make to accumulate $303,243 on the date of the last investment? (Use Table B.4.) 

Exercise B-15 

Number of periods of an 

investment 

Kelly Malone plans to have $50 withheld from her monthly paycheck and deposited in a savings account 

that earns 12% annually, compounded monthly. If Malone continues with her plan for two and one-half 

years, how much will be accumulated in the account on the date of the last deposit? 

Exercise B-16 

Future value of an 

annuity P4 

Starr Company decides to establish a fund that it will use 10 years from now to replace an aging produc- 

tion facility. The company will make a $100,000 initial contribution to the fund and plans to make quar- 

terly contributions of $50,000 beginning in three months. The fund earns 12%, compounded quarterly. 

What will be the value of the fund 10 years from now? 

terest rate is 9%. 

b. Assume that you are saving up for a trip around the world when you graduate in two years. If you can 

earn 8% on your investments, how much would you have to deposit today to have $15,000 when you 

graduate? 

c. Would you rather have $463 now or $1,000 ten years from now? Assume that you can earn 9% on your 

investments. 

d. Assume that a college parking sticker today costs $90. If the cost of parking is increasing at the rate of 

5% per year, how much will the college parking sticker cost in eight years? 

e. Assume that the average price of a new home is $158,500. If new homes are increasing at a rate of 

10% per year, how much will a new home cost in eight years? 

f. An investment will pay you $10,000 in 10 years, and it will also pay you $400 at the end of each of the 

next 10 years (years | thru 10). If the annual interest rate is 6%, how much would you be willing to 

pay today for this type of investment? 

g. Acollege student is reported in the newspaper as having won $10,000,000 in the Kansas State Lottery. 

However, as is often the custom with lotteries, she does not actually receive the entire $10 million 

now. Instead she will receive $500,000 at the end of the year for each of the next 20 years. If the an- 

nual interest rate is 6%, what is the present value (today’s amount) that she won? (Ignore taxes.) 

For each of the following situations, identify (1) the case as either (a) a present or a future value and (b) a 

single amount or an annuity, (2) the table you would use in your computations (but do not solve the prob- 

lem), and (3) the interest rate and time periods you would use. 

a. You need to accumulate $10,000 for a trip you wish to take in four years. You are able to earn 8% 

compounded semiannually on your savings. You plan to make only one deposit and let the money ac- 

cumulate for four years. How would you determine the amount of the one-time deposit? 

b. Assume the same facts as in part (a) except that you will make semiannual deposits to your savings account. 

c. You want to retire after working 40 years with savings in excess of $1,000,000. You expect to save 

$4,000 a year for 40 years and earn an annual rate of interest of 8%. Will you be able to retire with 

more than $1,000,000 in 40 years? Explain. 

d. A sweepstakes agency names you a grand prize winner. You can take $225,000 immediately or elect to 

receive annual installments of $30,000 for 20 years. You can earn 10% annually on any investments 

you make. Which prize do you choose to receive? 

Exercise B-17 

Future value of an 

amount plus an annuity 

P2 PA 

Exercise B-18 

Practical applications of 

the time value of money 

Pi P2 Pa PA 

Exercise B-19 

Using present and future 

value tables 

Gl Pierre. Pieere 
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TABLE B.1* 

Present Value of 1 
p=ia+ir 

Periods 4% 5% 6% 9% 10% 12% 15% 

0.9901 0.9804 0.9709 0.9615 0.9524 0.9434 0.9346 0.9259 0.9174 0.9091 0.8929 0.8696 | 

2 0.9803 0.9612 0.9426 0.9246 0.9070 0.8900 0.8734 0.8573 0.8417 0.8264 0.7972 0.7561 

3 0.9706 0.9423 0.9151 0.8890 0.8638 0.8396 0.8163 0.7938 0.7722 0.7513 0.7118 0.6575 

4 0.9610 0.9238 0.8885 0.8548 0.8227 0.792\ 0.7629 0.7350 0.7084 0.6830 0.6355 0.5718 

5 0.9515 0.9057 0.8626 0.8219 0.7835 0.7473 0.7130 0.6806 0.6499 0.6209 0.5674 0.4972 

6 0.9420 0.8880 0.8375 0.7903 0.7462 0.7050 0.6663 0.6302 0.5963 0.5645 0.5066 0.4323 

7 0.9327 0.8706 0.8131 0.7599 0.7107 0.665 | 0.6227 0.5835 0.5470 0.5132 0.4523 0.3759 

mons) 0.9235 0.8535 0.7894 0.7307 0.6768 0.6274 0.5820 0.5403 0.5019 0.4665 0.4039 0.3269 

9 0.9143 0.8368 0.7664 0.7026 0.6446 0.5919 0.5439 0.5002 0.4604 0.4241 0.3606 0.2843 

10 0.9053 0.8203 0.7441 0.6756 0.6139 0.5584 0.5083 0.4632 0.4224 0.3855 0.3220 0.2472 

II 0.8963 0.8043 0.7224 0.6496 0.5847 0.5268 0.4751 0.4289 0.3875 0.3505 0.2875 0.2149 

12 0.8874 0.7885 0.7014 0.6246 0.5568 0.4970 0.4440 0.3971 0.3555 0.3186 0.2567 0.1869 

13 0.8787 0.7730 0.6810 0.6006 0.5303 0.4688 0.4150 0.3677 0.3262 0.2897 0.2292 0.1625 

14 0.8700 0.7579 0.6611 0.5775 0.5051 0.4423 0.3878 0.3405 0.2992 0.2633 0.2046 0.1413 

15 0.8613 0.7430 0.6419 0.5553 0.4810 0.4173 0.3624 0.3152 0.2745 0.2394 0.1827 0.1229 

16 0.8528 0.7284 0.6232 0.5339 ~=—s-_- 0.4581 0.3936 0.3387 0.2919 0.2519 0.2176 0.1631 0.1069 

17 0.8444 0.7142 0.6050 0.5134 0.4363 0.3714 0.3166. . 02703. = 0231) 0.1978 0.1456 0.0929 

18 0.8360 0.7002 0.5874 049386 © 04155 0.3503 0.2959 0.2502 02120". 0:17.99 0.1300 0.0808 

19 0.8277 0.6864 0.5703 0.4746 0.3957 ~0:3305 7 ~0:2765 0.2317 0.1945 0.1635 0.1161 0.0703 

20 0.8195 0.6730 0.5537 0.4564 0.3769 =: 0.3 118 0.2584 O2145 40: 1784 0.1486 0.1037 0.061 | 

25 0.7798 0.6095 0.4776 0.3751 0.2953 0.2330 0.1842 0.1460 0.1160 0.0923 0.0588 0.0304 

30 0.7419 0.5521 0.4120 0.3083 0.2314 0.1741 0.1314 0.0994 0.0754 0.0573 0.0334 0.0151 

35 0.7059 0.5000 0.3554 0.2534 0.1813 0.1301 0.0937 0.0676 0.0490 0.0356 0.0189 0.0075 

40 0.6717 0.4529 0.3066 0.2083 0.1420 0.0972 0.0668 0.0460 0.0318 0.0221 0.0107 0.0037 

* Used to compute the present value of a known future amount. For example: How much would you need to invest today at 10% compounded semiannually to accumulate $5,000 in 6 years 

from today? Using the factors of n = 12 and i = 5% (12 semiannual periods and a semiannual rate of 5%), the factor is 0.5568. You would need to invest $2,784 today ($5,000 x 0.5568). 

TABLE B.2' 

Future Value of 1 
f=a+ir 

| Rate 

Periods 2% 3% 4% 5% 6% T% 8% 9% 10% 12% 

0 1.0000 ‘1.0000 1.0000 1.0000 1.0000 1.0000 1.0000 1.0000 1.0000 1.0000 1.0000 1.0000 

| 1.0100 1.0200 1.0300 1.0400 1.0500 1.0600 1.0700 1.0800 1.0900 1.1000 1.1200 1.1500 

2 1.0201 1.0404 1.0609 1.0816 1.1025 1.1236 1.1449 1.1664 1.188] 1.2100 1.2544 1.3225 

3 1.0303 1.0612 1.0927 1.1249 1.1576 1.1910 1.2250 f2597. 1.2950 1.3310 1.4049 1.5209 

4 1.0406 1.0824 1.1255 1.1699 1.2155 1.2625 1.3108 1.3605 1.4116 1.4641 5735. 1.7490 

2D 1.0510 1.1041 1.1593 1.2167 1.2763 1.3382 1.4026 1.4693 1.5386 1.6105 1.7623 2.0114 

6 1.0615 1.1262 1.1941 1.2653 1.3401 1.4185 1.5007 1.5869 1.6771 1.7716 1.9738 2.3131 

7 1.0721 1.1487 1.2299 1.3159 1.4071 1.5036 1.6058 1.7138 1.8280 1.9487 2.2107 2.6600 

8 [0829 L717 1.2668 1.3686 VATIB | 5928 1.7182 1.8509 1.9926 2.1436 2.4760 3.0590 

9 130937) = V:195t 1.3048 1.4233 1.5513 1.6895 1.8385 1.9990 2.1719 2.3579 2.773 SSI7g 

10 1.1046 1.2190 1.3439 1.4802 1.6289 1.7908 1.9672 2.1589 2.3674 2.5937 3.1058 4.0456 

11 1.1157 1.2434 1.3842 1.5395 1.7103 1.8983 2.1049 2.3316 2.5804 2.8531 3.4785 4.6524 

12 1.1268 1.2682 1.4258 1.6010 17959 2.0122 22522) 2.5182 2.8127 3.1384 3.8960 5.3503 

13 1.1381 1.2936 1.4685 1.6651 1.8856 2le29 2.4098 2.7196 3.0658 3.4523 4.3635 6.1528 

14 1.1495 1.3195 1.5126 1.7317 1.9799 2.2609 2.5785 2.9372 3.3417 37975 4.887 | 7.0757 

15 1.1610 1.3459 1.5580 1.8009 2.0789 2.3966 2.7590 3.1722 3.6425 4.1772 5.4736 8.1371 

16 1.1726 1.3728 1.6047 1.8730 2.1829 2.5404 2.9522 3.4259 3.9703 4.5950 6.1304 9.3576 

a 1.1843 1.4002 1.6528 1.9479 2.2920 2.6928 3.1588 3.7000 4.3276 5.0545 6.8660 10.7613 

ise 1.1961 1.4282 1.7024 2.0258 2.4066 2.8543 3.3799 3.9960 4.717) 55599. 7.6900 - 12.3755 

19 1.2081 1.4568 [7/535 21068 6525270 3.0256 3.6165 4.3157 5.1417 6.1159 8.6128 14.2318 — 

20 1.2202 1.4859 1.8061 21911 2.6533 3.2071 3.8697 4.6610 5.6044 6.7275 9.6463 16.3665 

25 1.2824 1.6406 2.0938 2.6658 3.3864 4.2919 5.4274 6.8485 8.6231 10.8347 17.0001 32.9190 

30 1.3478 1.8114 24273 3.2434 4.3219 5.7435 7.6123 10.0627. ~=—-:13.2677 17.4494 29.9599 66.2118 

35 1.4166 1.9999 2.8139 3.9461 5.5160 7.686 | 10.6766 14.7853 20.4140 28.1024 52.7996 133.1755 

40 1.4889 2.2080 3.2620 48010 7.0400 10.2857 14.9745 21.7245 31.4094 45.2593 93.0510 267.8635 

* Used to compute the future value of a known present amount. For example: What is the accumulated value of $3,000 invested today at 8% compounded quarterly for 5 years? 

Using the factors of n = 20 and i = 2% (20 quarterly periods and a quarterly interest rate of 2%), the factor is 1.4859. The accumulated value is $4,457.70 ($3,000 x 1.4859). 



Appendix B Applying Present and Future Values B-11 

ve 1 1 ji TABLE B.3* 
Present Value of an Annuity of 1 

Periods 1% 2% 4% 9% 10% 12% 15% 

l 0.9901 0.9804 0.9709 0.9615 0.9524 0.9434 0.9346 0.9259 0.9174 0.9091 0.8929 0.8696 
2 1.9704 1.9416 1.9135 1.8861 1.8594 1.8334 1.8080 1.7833 1.7591 1.7355 1.6901 1.6257 
3 2.9410 2.8839 2.8286 27751 2.7732) 26730 2.6243) 2577s 4 253ts = 2.4869 2 40l Ga ee 7ad0 
4 3.9020 3.8077. 3.7171 3.6299 3.5460 ~—- 3.465 3.3872 33121” ©3:2397 ~~ 3.1699 53.0373) 2.8550 
5 4.8534 4.7135 4.5797 44518 43295 42124 4.1002 3.9927 3.8897 3.7908 3.6048 3.3522 
6 B98 7 1 8.60\4*  S.4172 2 V5 042ie © 507870" 49 173 4.7665 4622 ~=4.4859 «4.3553 4.1114 3.7845 
“7 ——67282 ~ 64720 6.2303 6.0021 5.7864 5.5824 5.3893 5.2064 5.0330 4.8684 4.5638 4.1604 
8 7.6517 7.3255 7.0197 6.7327 64632 6.2098 5.9713 5.7466 5.5348 5.3349 4.9676 4.4873 
9 8.5660 8.1622 7.7861 74353" «71078. a680lT <65152 06.2469, 4 59952 5.7590 578? BA 7716 
10 9.4713 8.9826 8.5302 S109 « 277217 = 479601 7.0236 67101 64177 6.1446 5.6502 5.0188 
i 10.3676 9.7868 9.2526 8.7605 8.3064 7.8869 7.4987 7.1390 68052 64951 5.9377 5.2337 
12 11.2551 10.5753 9.9540 9.3851 88633 83838 7.9427 7.5361 7.1607 68137 6.1944 5.4206 
13 12.1337. 11.3484 ~—-10.6350 9.9856 9.3936 88527 83577 7.9038 7.4869 7.1034 6.4235 5.5831 
14 13.0037 12.1062 11.2961 10.5631 9.8986 9.2950 8.7455 82442 7.7862 7.3667 6.6282 5.7245 
15 13.8651 12.8493 11.9379 11.1184 10.3797 9.7122 9.1079 85595 80607 7.6061 68109 5.8474 
16 14.7179 13.5777. 12.5611 ~—*(11.6523 «(10.8378 ~—s-*(10.1059—s«9.4466 = 8.8514 = 8.3126 = 7.8237. = 6.9740 ~—- 5.9542 
17 Sema 142919. 13.166) 121657. 112741 104773 “9.7632 9,126" 7 85436 . S026” 7.1196.) 60472 
18 16.3983 14.9920 13.7535 12.6593 11.6896 10.8276 10.0591 9.3719 87556 82014 7.2497 6.1280 
19 17.2260 15.6785 14.3238 13.1339 12.0853 1.1581 10.3356 9.6036 89501 8.3649 7.3658 6.1982 
20 18.0456 16.3514 14.8775 13.5903 12.4622 11.4699 10.5940 9.8181 9.1285 85136 7.4694 6.2593 
25 22.0232 19.5235 17.4131 15.6221 14.0939 12.7834 11.6536 10.6748 9.8226 9.0770 7.8431 6.4641 
30 25.8077. 22.3965 19.6004 17.2920 15.3725 13.7648 12.4090 11.2578 10.2737 9.4269 8.0552 6.5660 
35 29.4086 24.9986 21.4872 18.6646 163742 14.4982 12.9477 11.6546 10.5668 9.6442 81755 6.6166 
40 32.8347. 27.3555 23.1148 19.7928 17.1591 15.0463 13.3317 11.9246 10.7574 9.7791 8.2438 6.6418 

= Used to calculate the present value of a series of equal payments made at the end of each period. For example: What is the present value of $2,000 per year for 10 years assuming 

an annual interest rate of 9%. For (n = 10, i= 9%), the PV factor is 6.4177. $2,000 per year for 10 years is the equivalent of $12,835 today ($2,000 x 6.4177). 

§ 

f=(a+i"-1)i 
TABLE B.4 

Future Value of an Annuity of 1 

-—ri“‘“iéi™isO™s—s™SOSOSOCSOCOSOOOOCCCOCOCOCOCiCCiCOCOCitisi‘C TLL 
Periods 1% 2% 3% 4% Ly 6% 1% 8% 9% 12% 15% 

| 1.0000 1.0000 1.0000 1.0000 1.0000 1.0000 1.0000 1.0000 1.0000 1.0000 1.0000 1.0000 

2 2.0100 2.0200 2.0300 2.0400 2.0500 2.0600 2.0700 2.0800 2.0900 2.1000 2.1200 2.1500 

3 3.0301 3.0604 3.0909 3.1216 BAl525 3.1836 3.2149 3.2464 3.2781 3.3100 3.3744 3.4725 

4 4.0604 4.1216 4.1836 4.2465 4.3101 4.3746 4.4399 4.5061 4.5731 4.6410 4.7793 4.9934 

5 5.1010 5.2040 5.3091 5.4163 5.5256 5.6371 5.7507 5.8666 5.9847 6.1051 6.3528 6.7424 

6 6.1520 6.308 | 6.4684 6.6330 6.8019 6.9753 75383 7.3359 7.5233 7.7\56 8.1152 8.7537 

yf 7.2135 7.4343 7.6625 7.8983 8.1420 8.3938 8.6540 8.9228 9.2004 9.4872 10.0890 11.0668 

8 8.2857 8.5830 8.8923 9.2142 9.5491 9.8975 10.2598 10.6366 11.0285 11.4359 12.2997 13.7268 

9 9.3685 9.7546 10.1591 10.5828 11.0266 11.4913 11.9780 12.4876 13.0210 13.5795 14.7757 16.7858 

10 10.4622 10.9497 11.4639 12.006] 12.5779 13.1808 13.8164 14.4866 15.1929 15.9374 17.5487 20.3037 

11 11.5668 12.1687 12.8078 13.4864 14.2068 14.9716 15.7836 16.6455 17.5603 18.5312 20.6546 24.3493 

12 12.6825 13.4121 14.1920 15.0258 15.9171 16.8699 17.8885 18.9771 20.1407 21.3843 24.1331 29.0017 

13 13.8093 14.6803 15.6178 16.6268 17.7130 18.8821 20.1406 21.4953 22.9534 24.5227 28.029 | 34.3519 

14 14.9474 15.9739 17.0863 18.2919 19.5986 21.0151 22.5505 24.2149 26.0192 27.9750 32.3926 40.5047 

15 16.0969 17.2934 18.5989 20.0236 21.5786 23.2760 25.1290 27.1521 29.3609 31.7725 37.2797 47.5804 

16 17.2579 18.6393 20.1569 21.8245 23.6575 25.6725 27.888 | 30.3243 33.0034 35.9497 42.7533 557.175 

17 18.4304 20.0121 21.7616 23.6975 25.8404 28.2129 30.8402 33.7502 36.9737 40.5447 48.8837 65.0751 

18 19.6147. 21.4123 23.4144 25.6454 28.1324 30.9057 33.9990 37.4502 41.3013 45.5992 55.7497 75.8364 

19 20.8109 22.8406 25.1169 27.6712 30.5390 33.7600 37.3790 41.4463 46.0185 51.1591 63.4397 88.2118 

20 22.0190 24.2974 26.8704 29.7781 33.0660 36.7856 40.9955 45.7620 B6Ol) 257.2750). 2 72, 05240. 1024436 

25 28.2432 32.0303 36.4593 41.6459 = 47.7271 54.8645 63.2490 73.1059 84.7009 98.3471 133.3339 212.7930 

30 34.7849 40.5681 47.5754 56.0849 66.4388 79.0582 94.4608 113.2832 136.3075 164.4940 241.3327 434.7451 

35 41.6603 49.9945 60.4621 73.6522 90.3203 111.4348 138.2369 172.3168 215.7108 271.0244 431.6635 881.1702 

40 48.8864 60.4020 75.4013 95.0255 120.7998 154.7620 199.6351 259.0565 337.8824 442.5926 767.0914 1,779.0903 

of a series of equal payments made at the end of each period. For example: What is the future value of $4,000 per year for 6 years assuming an 

8 Used to calculate the future value 

6. i= 8%), the FV factor is 7.3359. $4,000 per year for 6 years accumulates to $29,343.60 ($4,000 x 7.3359). 
annual interest rate of 8%. For (n = 
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Appendix C Investments and International Operations 

_ BASICS OF INVESTMENTS 

C-1 

In prior chapters we discussed the reporting of both equity (common and preferred stock) and 

debt (bonds and notes) from the seller’s (also called issuer or investee) standpoint. This appendix 

explains the reporting of both equity and debt from the buyer’s (also called investor) standpoint. 

The first section of this appendix describes the motivation for investments, the distinction 

between short- and long-term investments, and the different classes of investments. 

Motivation for Investments 

Companies make investments for at least three reasons. First, companies transfer excess cash 

into investments to produce higher income. Second, some entities, such as mutual funds and 

pension funds, are set up to produce income from investments. Third, companies make invest- 

ments for strategic reasons. Examples are investments in competitors, suppliers, and even cus- 

tomers. Exhibit C.1 shows short-term (S-T) and long-term (L-T) investments as a percent of 

total assets for several companies. 

Short-Term Investments Cash equiva- 
lents are investments that both are readily Coca-Cola S710 L-T 15% 

converted to known amounts of cash and 

mature within three months. Many invest- Starbucks Hae mee 

ments, however, mature between 3 and 12 Pfizer ih T 10% 

months. These investments are short-term 

investments, also called temporary invest- 

ments and marketable securities. Specifically, 

short-term investments are securities that 

(1) management intends to convert to cash 

within one year or the operating cycle, whichever is longer, and (2) are readily convertible to 

cash. Short-term investments are reported under current assets and serve a purpose similar to 

cash equivalents. 

Microsoft 

Percent of total assets 

Long-Term Investments Long-term investments in securities are Investee’s 

defined as those securities that are not readily convertible to cash or are not ee shest 
. . . . labiities 

intended to be converted into cash in the short term. Long-term investments Nites Payable 

can also include funds earmarked for a special purpose, such as bond sink- Bonds Payable 

ing funds and investments in land or other assets not used in the company’s Equity 
Common Stock 

CI 
Distinguish between debt 
and equity securities and 
between short-term and 
long-term investments. 

EXHIBIT C.1 

Investments of Selected 

Companies 

Investor’s 

Balance Sheet 

Assets 

<——+> Investment in Debt Securities 

operations. Long-term investments are reported in the noncurrent section of Preferred Stock Pr Investment in Equity Securities 

the balance sheet, often in its own separate line titled Long-Term Investments. 

Debt Securities versus Equity Securities Investments in securities can include both debt 

and equity securities. Debt securities reflect a creditor relationship such as investments in notes, 

bonds, and certificates of deposit; they are issued by governments, companies, and individuals. 

Equity securities reflect an owner relationship such as shares of stock issued by companies. 

Classification and Reporting 

Accounting for investments in securities depends on three factors: 

(1) security type, either debt or equity; (2) the company’s intent to hold 

the security either short term or long term; and (3) the company’s 

(investor’s) percentage of ownership in the other company’s (investee’s) 

equity securities. Exhibit C.2 identifies five classes of securities using 

these three factors. It describes each of these five classes of securities 

and the standard reporting required under each class. 

Debt Securities: Accounting Basics 

This section explains the accounting basics for debt securities, 

including that for acquisition, disposition, and any interest. Scott Olson/Getty Images 



C-2 

EXHIBIT C.2 

Investments in Securities 

Class 3.275 

Trading 

(Debt and noninfluential 

equity* securities that 
are actively traded] 

— 
o Fair Value* 

® Holding less than 20% of voting stock (equity securities only). 

Appendix C Investments and International Operations 

Held-to-Maturity 

(Debt securities intended 

to be held until 

maturity] 

Available-for-Sale 

{Debt and noninfluential 
equity®* securities] 

Significant Influence Controlling Influence 

{Equity securities with {Equity securities with 

significant influence?] controlling influence‘] 

wh & 
(i E : a if 

¥ 5 - . 5 a 5 = Fe " . . ae, _ Amortized Cost : é Fair Value** : Equity Method Consolidation 4 
= . 2 “ ae a tote mt 

i OT. 2 aa =3 ae 

2 Holding 20% or more, but not more than 50%, of voting stock. ° Holding more than 50% of voting stock. 

* Unrealized gains and losses reported on the income statement. 

“ Unrealized gains and losses reported in the equity section of the balance sheet and in comprehensive income. 

Assets = Liabilities + Equity 

+30,000 

—30.000 

Assets = Liabilities + Equity 

+700 +700 

EXHIBIT C.3 

Financial Statement 

Presentation of Debt 

Securities 

Assets = Liabilities + Equity 

+1,050 +350 

-700 

Point: Feb. 28 entry reflects 

4 months’ interest earned and 

accrued in 2015 and 2 months 

earned in 2016 

Acquisition Debt securities are recorded at cost when purchased. To illustrate, assume that Music 

City paid $29,500 plus a $500 brokerage fee on September 1, 2015, to buy Dell’s 7%, two-year 

bonds payable with a $30,000 par value. The bonds pay interest semiannually on August 31 and 

February 28. Music City intends to hold the bonds until they mature on August 31, 2017; conse- 

quently, they are classified as held-to-maturity (HTM) securities. The entry to record this purchase 

follows. (If the maturity of the securities was short term, and management’s intent was to hold them 

until they mature, then they would be recorded in the Short-Term Investments—HTM account.) 

2015 

Sept. | 30,000 

30,000 

Purchased bonds to be held to maturity. 

Interest Earned Interest revenue for investments in debt securities is recorded when earned. 

To illustrate, on December 31, 2015, at the end of its accounting period, Music City accrues 

interest receivable as follows. 

Dec. 31 Interest Receivable 0c ok ee 700 

Interest Revenues oc cis ae Gens ae en 700 

Accrued interest earned ($30,000 x 7% x 12). 

The $700 interest earned from September | to December 31 is computed as “Principal x Annual 

rate X Fraction of year” (shown above), which also equals 4/6 of the semiannual cash receipt of 

interest. Music City’s financial statements at December 31, 2015, report the interest revenue and 
the investment as shown in Exhibit C.3. 

On the income statement for year 2015: 

Interestirevenues 2). feo coh how che otiae ee oe a eee Oe. $ 700 

On the December 31, 2015, balance sheet: 

Long-term investments—Held-to-maturity securities (at amortized cost) ......... $30,000 

On February 28, 2016, Music City records receipt of semiannual interest. 

Feb. 28 SASH gaseie horace: grerataWiasa cela cow hbo ote Ove Ree tere RE a a 1,050 

lriterest Receivable*... va met on nea se ee 700 

Interest: Revenuel.. iii. 2) ec ee 350 

Received six months’ interest on Dell bonds. 

* $30,000 x 7% x 4/12 * $30,000 x 7% x 2/12 
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Disposition When the bonds mature, the proceeds (not including the interest entry) are 
recorded as: 

2017 

Aug. 31 Cris iterate cee Oe Ia aR ere Bee ys bane a Leary 30,000 +30,000 
—30,000 

Assets = Liabilities + Equity 

Long-Term Investments—HTM (Dell)........... 30,000 

Received cash from matured bonds. 

The cost of a debt security can be either higher or lower than its maturity value. When the Example: Whar is cost per 

investment is long term, the difference between cost and maturity value is amortized over the —°*7"°! Answer Cost per share 

remaining life of the security. We assume for ease of computations that the cost of along-term imanenmar denis aco ; including broker fees, divided 

debt security equals its maturity value. by number of shares acquired. 

Equity Securities: Accounting Basics 

This section explains the accounting basics for equity securities, including those for acquisition, 

dividends, and disposition. 

Acquisition Equity securities are recorded at cost when acquired, including commissions or 

brokerage fees paid. To illustrate, assume that Music City purchases 1,000 shares of Intex com- 

mon stock at par value for $86,000 on October 10, 2015. It records this purchase of available- 

for-sale (AFS) securities as follows. 

Oct. 10 Long-Term Investments—AFS (Intex)............... 86,000 Assets = Liabilities + Equity 

Care d Mac ria Meine s see ect len 86,000 oy 
Purchased 1,000 shares of Intex. ey, 

Dividend Earned Any cash dividends received are credited to Dividend Revenue and reported 

in the income statement. To illustrate, on November 2, Music City receives a $1,720 quarterly 

cash dividend on the Intex shares, which it records as: 

Noy. 2 (Ca ia ee Ist ip t re g ed an arti A Sar gen Pe ea 1,720 Assets = Liabilities + Equity 

Dividend’ Reventielcs sqawe nen oceans cre 1,720 +1,720 +1,720 

Received dividend of $1.72 per share. 

Disposition When the securities are sold, sale proceeds are compared with the cost, and any 

gain or loss is recorded. To illustrate, on December 20, Music City sells 500 of the Intex shares 

for $45,000 cash and records this sale as: 

Dec. 20 COTA RY be Noatiay Ga ter RCo ORT LO MR Me er mac Rn acer 45,000 Assets = Liabilities + Equity 

Long-Term Investments—AFS (Intex).......-.-. 43,000 1 

Gain on Sale of Long-Term Investments......-.--. 2,000 

Sold 500 Intex shares ($86,000 x 500/ 1,000). 

REPORTING OF NONINFLUENTIAL INVESTMENTS 

Companies must value and report most noninfluential investments at fair value. The exaci 

reporting requirements depend on whether the investments are classified as (1) trading, (2) held- 

to-maturity, or (3) available-for-sale. 

Trading Securities 

Trading securities are debt and equity securities that the company intends to actively manage P{ 

and trade for profit. Frequent purchases and sales are expected and are made to earn profits ON Agcount for trading 

short-term price changes. Trading securities are always reported as current assets. securities. 
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Valuing and Reporting Trading Securities The entire portfolio of trading securities is 

reported at its fair value; this requires a “fair value adjustment” from the cost of the portfolio. 

The term portfolio refers to a group of securities. Any unrealized gain (or loss) from a change 
in the fair value of the portfolio of trading securities is reported on the income statement. 

Point: Unrealized gain (or loss) | Most users believe accounting reports are more useful when changes in fair value for trading 
refers to a change in fair value  SeCurities are reported in income. 

a i ee yee cealizedichrough To illustrate, TechCom’s portfolio of trading securities had a total cost of $11,500 and a fair 
aie value of $13,000 on December 31, 2015, the first year it held trading securities. The difference 

Point: Fair Value Adj. between the $11,500 cost and the $13,000 fair value reflects a $1,500 gain. It is an unrealized 

isva balance sheet account gain because it is not yet confirmed by actual sales. The fair value adjustment for trading securi- 
with either a debit balance Ate dednuth ai ; h aot a atl laheraak bet 
eatavalicea Cos) cr credit ties is recorded with an adjusting entry at the end of each period to equal the difference between 

balance (Fair value < Cost). the portfolio’s cost and its fair value. TechCom records this gain as follows. 

Assets = Liabilities + Equity Dec. 31. Fair Value Adjustment—Trading ..................: 1,500 
+1,500 +1,500 Unrealized Gain—Income ...............0+-0+- 1,500 

Record an unrealized gain in fair values 

of trading securities. 

See ar Pity coat yt, 3 ie cay i mitt 7, 0 
>Step 1: Determine what unadjusted balance equals: Fair Value Adj—Trading = $0. 

$0 here because it’s the first year. | 

| Step 2: Determine what adjusted balance should equal: Fair Value Adj—Trading = $1,500 Dr. 

Explanation: $13,000 fair value > $11,500 cost, thus the Fair Value Adj—Trading requires a | 

$1,500 debit so securities are at fair value. 

Example: If TechCom’'s 

trading securities have a cost 

of $14,800 and a fair value 

Step 3: Record the $1,500 adjusting entry to get from Step | to Step 2. 

| Explanation: This implies a $1,500 debit to Fair Value Adj—Trading (and the Unrealized 

of $16,100 at Dec. 31, 2016, | —Gain). itinaietee-o0s : unecte 
its adjusting entry is ? A ‘ ; : 

Unreal. Loss—Income . . 200 The unrealized gain (or loss) is reported in the Other Revenues and Gains (or Expenses and 

FV Adj.—Trading. . . . . 200 Losses) section on the income statement. Unrealized Gain (or Loss)—Income is a temporary 
This i d as: : : : : 
$1 00 Bes Dn Bal .$200c, account that is closed to Income Summary at the end of each period. Fair Value Adjustment— 
= $1,300 End. Dr. bal. Trading is a permanent account, which adjusts the reported value of the trading securities port- 

folio from its prior period fair value to the current period fair value. The total cost of the trading 

securities portfolio is maintained in one account, and the fair value adjustment is recorded in a 

separate account. For example, TechCom’s investment in trading securities is reported in the 

current assets section of its balance sheet as follows. 

ST Investments—Trading 

Tos. at Current Assets 
aU PAY) 

Purch 11,500 | Short-term: investments——tradings(QtCOSt);2 ts o= ei ea ocr $11,500 

oe a See Se i Fair valuecadjustment——-Inadigve.-<-.e sec 950 ee ne er ee 1,500 

Short-term investments—Trading (at fair value) ..................-.. $13,000 
Fair Value Adj.—Trading 

Adj 1,500 | ; : 
— Short-term investments—Trading (at fair value; cost is $11,500)........ $13,000 

Selling Trading Securities When individual trading securities are sold, the difference be- 

tween the net proceeds (sale price less fees) and the cost of the individual trading securities 

that are sold is recognized as a gain or a loss. Any prior period fair value adjustment to 
Point: Reporting securities at th tfallcy ig peatisertet te thecal loaeit the sale of indi id 1 di 
poco ces <e ccie e portfolio is not used to compute the gain or loss from the sale of individual trading 

to-market accounting. securities. This is because the balance in the Fair Value Adjustment account is for the entire 
portfolio, not individual securities. For example, if TechCom sold some of its trading securi- 

ties that had cost $1,000 for $1,200 cash on January 9, 2016, it would record the following. 

Assets = Liabilities + Equity Jan. 9 CASH sis scu3)scu ts Siow detract ees wa ers 1,200 
+1,200 +200 

— 1,000 
Short-Term Investments—Trading ............. 1,000 

Gain on Sale of Short-Term Investments ........ 200 

Sold trading securities costing $1,000 for $1,200 cash. 



Appendix C Investments and International Operations C-5 

A gain is reported in the Other Revenues and Gains section on the income statement, whereas a 
loss is shown in Other Expenses and Losses. When the period-end fair value adjustment for the 
portfolio of trading securities is computed, it excludes the cost and fair value of any securities sold. 

Berkshire Co. purchases investments in trading securities at a cost of $130 on December 15, 2016. (This is NEED JO-KNOW C-1 
its first and only purchase of such securities.) On December 28, Berkshire received a $15 cash dividend from 

the stock purchased on December 15. At December 31, 2016, the trading securities had a fair value of $140. 

a. Prepare the December 15 acquisition entry for the trading securities’ portfolio. 

b. Prepare the December 28 receipt of cash dividends entry for the trading securities’ portfolio. 

c. Prepare the December 31 year-end adjusting entry for the trading securities’ portfolio. 

d. Explain how each account in entry c is reported in financial statements. 

e. Prepare the January 3, 2017, entry when a portion of its trading securities (that had originally cost $33) 

is sold for $36. 

Trading Securities 

Pi 

Solution 

Dec. |5 Short-Term Investments—Trading .............. 130 

Dividend Revenue 

Record dividend received on trading securities. 

Cc. 
[ Dec. 31 Fair Value Adjustment—Trading ................ 10 

Unrealized Gain—Income .................. 10 

ts Record unrealized gain in fair value of trading securities. 

d. (i) The $10 debit in the Fair Value Adjustment—Trading account is an adjunct asset account in the 

balance sheet. It increases the $130 balance of the Short-Term Investment—Trading account to its 

$140 fair value. 

(ii) The $10 credit for Unrealized Gain is reported in the Other Revenues and Gains section of the in- 

come statement. 

Jan. 3 (SEIS hs eas De idl Mein Teeatcck Secor A Slt inact tia co eacea cca 36 

Gain on Sale of Short-Term Investments ..... 3 

Short-Term Investments—Trading ........-- 33 Do More: OS C-3, OS C-4, 

Record sale of trading securities. QS C-5, E C-2, EC-3 | 

Held-to-Maturity Securities 

Held-to-maturity (HTM) securities are debt securities a company intends and is able to hold P? 

until maturity. They are reported in current assets if their maturity dates are within one year or fe RT ee es 

the operating cycle, whichever is longer. HTM securities are reported in long-term assets when Prony SecuTneS. 

the maturity dates extend beyond one year or the operating cycle, whichever is longer. All HTM 

securities are recorded at cost when purchased, and interest revenue is recorded when earned. 

The portfolio of HTM securities is usually reported at (amortized) cost, which is explained in | 

advanced courses. There is no fair value adjustment to the portfolio of HTM securities—neither phere ee 

to the short-term nor long-term portfolios. The basics of accounting for HTM securities were aetniine eautey ae rarees 

described earlier in this appendix. 
no maturity date 

®@ Decision Maker 

y fall within a few weeks and remain at this lower rate. What 
Money Manager You expect interest rates to sharpl 

is your strategy for holding investments in fixed-rate bonds and notes? Ml [Answers follow the appendix's Summary.] 
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Cy «2 
Held-to-Maturity 

Securities 

P2 

Do More: OS C-6, E C-4 

P3 
Account for available-for 

sale securities. 

EXHIBIT C.4 

Cost and Fair Value of 

Available-forSale Securities 

Example: If fair value in 

Exhibit C.4 is $70,000 (instead 

of $74,550), what entry is 

made? Answer. 

Unreal. Loss—Equity. 

FV Adj.—AFS. 

3,000 

3,000 

Assets = Liabilities + Equity 

+1,550 +1,550 

Point: Unrealized Loss— 

Equity and Unrealized Gain— 

Equity are permanent (balance 

sheet) equity accounts 

Appendix C Investments and International Operations 

Prepare journal entries to record the following transactions involving the short-term securities investments 

of LA Life. 

a. On May 15, paid $100 cash to purchase Muni’s 120-day short-term debt securities ($100 principal), 

dated May 15, that pay 6% interest (categorized as held-to-maturity securities). 

b. On September 13, received a check from Muni in payment of the principal and 120 days’ interest on 

the debt securities purchased in transaction a. 

Solution 

Short-Term Investments—HTM (Muni) 

Interest Revenue 

Collected $100 principal plus interest of $100 x 6% x 120/360. 

Available-for-Sale Securities 

Available-for-sale (AFS) securities are debt and equity securities not classified as trading or 

held-to-maturity securities. AFS securities are purchased to yield interest, dividends, or in- 

creases in fair value. They are not actively managed like trading securities. If the intent is to sell 

AFS securities within the longer of one year or the operating cycle, they are classified as short- 

term investments. Otherwise, they are classified as long-term investments. 

Valuing and Reporting Available-for-Sale Securities As with trading securities, com- 

panies adjust the cost of the portfolio of AFS securities to reflect changes in fair value. This is 

done with a fair value adjustment to its total portfolio cost. However, any unrealized gain or 

loss for the portfolio of AFS securities is not reported on the income statement. Instead, it is 

reported in the equity section of the balance sheet (and is part of comprehensive income, ex- 

plained later). To illustrate, assume that Music City had no prior period investments in available- 

for-sale securities other than those purchased in the current period. Exhibit C.4 shows both the 

cost and fair value of those investments on December 31, 2015, the end of its reporting period. 

Cost Fair Value Unrealized Gain (Loss) 

Improw bonds. 23 aoe ce en et athe $30,000 $29,050 $ (950) 

Intex common stock, 500 shares......... 43,000 45,500 2,500 

Totalen aga doce tsencak ce tee $73,000 $74,550 $1,550 

The year-end adjusting entry to record the fair value of these investments follows. 

Dec. 3] Fair Value Adjustment—Available-for-Sale (LT)........ 

WnrealizediGain==Equityivseetuca stk onc ee eis 

1,550 

1,550 

Record adjustment to fair value of 

available-for-sale securities. 

Exhibit C.5 shows the December 31, 2015, balance sheet presentation—it assumes these invest- 

ments are long term, but they can also be short term. It is also common to combine the cost of 

investments with the balance in the Fair Value Adjustment account and report the net as a single 
amount. 



Appendix C Investments and International Operations 

Assets 

Long-term investments—Available-for-sale (at cost) ..........0. cece cee eeeeeeeeee $73,000 

Faltavaluevaditustiment—Available-torssale my). ae tian 18h eer enn onc 1,550 

Long-term investments—Available-for-sale (at fair value) 

Long-term investments—Available-for-sale (at fair value; cost is $73,000) 

$74,550 

$74,550 

Equity Reconciled 

... consists of usual equity accounts ... 

Add unrealized gain on available-for-sale securities* $ 1,550 

* Often included under the caption Accumulated Other Comprehensive Income. 

Let’s extend this illustration and assume that at the end of its next calendar year (December 31, 

2016), Music City’s portfolio of long-term AFS securities has an $81,000 cost and an $82,000 

fair value. It records the adjustment to fair value as foliows. 

550 Bec:3l — Unrealized Gain—Equity 

Fair Value Adjustment—Available-for-Sale (LT) .... = 

To record adjustment to fair value of 

available-for-sale securities. 

The effects of the 2015 and 2016 securities transactions are reflected in the following T-accounts. 

Fair Value Adjustment—Available-for-Sale (LT) 

1,550 | Adj. 12/31/16 

Unrealized Gain—Equity 

550 —» Adj. 12/31/16 Bal. 12/31/15 1,550 Bal. 12/31/15 550) <—_ 

Bal. 12/31/16 1,000 Bal. 12/31/16 1,000 

i Amounts reconcile. = 

This adjustment can also be determined using our three-step adjusting process. 

Determine what unadjusted balance equals: Fair Value Adj.—AFS = $1,550 Dr. | 

Determine what adjusted balance should equal: Fair Value Adj.—AFS = $1,000 Dr. | 

Explanation: $82,000 fair value > $81,000 cost, thus Fair Value Adj.—Trading requires a | 

| $1,000 debit so securities are at fair value. 

| Step 3: Record the $550 adjusting entry to get from step | to step 2. | 

| Explanation: This implies a $550 credit to Fair Value Adj.—AFS (and reduction of Unrealized | 

| Gain). | 

| Step 1: 

| Step 2: 

| 

Selling Available-for-Sale Securities Accounting for the sale of individual AFS securities 

is identical to that described for the sale of trading securities. When individual AFS securities 

are sold, the difference between the cost of the individual securities sold and the net proceeds 

(sale price less fees) is recognized as a gain or loss. 

option allows companies to report any financial asset at fair value an 

only for trading securities, but is now an option 

as accounts and notes receivable, accounts and notes payabl 

—tLevel |: Use quoted market values. 

— Level 2: Use observable values from related assets or liabilities. 

—Level 3: Use unobservable values from estimates or assumptions. 

To date, a fairly small set of companies has chosen to broadly apply the fair value optio 

Alert: Both U.S. GAAP (and IFRS) permit companies to use fair value in reporting financial assets (referred to as the fair value option). This 

d recognize value changes in income. This method was previously reserved 

for available-for-sale and held-to-maturity securities (and other “financial assets and liabilities” such 

e, and bonds). U.S. standards also set a three-level system to determine fair value: 

n—but we continue to monitor its use. 

C-7 

EXHIBIT C.5 

Balance Sheet 

Presentation of Available- 

forSale Securities 

73,000 

73.000 | 

Point: Income is increased by 

selling AFS securities with unre- 

alized gains; income is reduced 

by selling those with unrealized 

losses. 

Assets = Liabilities + Equity 

—550 —550 

Example: If cost is $83,000 
and fair value is $82,000 at 

Dec. 31, 2016, it records the 

following adjustment: 

Unreal. Gain—Equity 1,550 

Unreal. Loss—Equity 1,000 

FV Adj—AFS 2,550 

Point: Fair Value Adj—AFS is 

a permanent account, shown as 

a deduction or addition to the 

investment account 
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NEED-TO-KNOW jis 

Available-for-Sale 

Securities 

P3 

ST Investments—AFS 

Do More: QS C-7, OS C-8, 

QS C-9, OS C-10, E C-5, 

E C-7,E C-8, E C-10 

Appendix C Investments and International Operations 

Gard Company completes the following selected transactions related to its short-term investments. 

May 8 Purchased 300 shares of FedEx stock as a short-term investment in available-for-sale securities 

at $40 per share plus $975 in broker fees. 
Sept. 2. Sold i00 shares of its investment in FedEx stock at $47 per share and held the remaining 

200 shares; broker’s commission was $225. 

Oct. 2 Purchased 400 shares of Ajay stock for $60 per share plus $1,600 in commissions. The stock is 

held as a short-term investment in available-for-sale securities. 

1. Prepare journal entries for the above transactions. 

2. Prepare a year-end adjusting journal entry as of December 31 if the fair values of the equity securities 

held by Gard are $48 per share for FedEx and $55 per share for Ajay. (This year is the first year Gard 

Company acquired short-term investments.) 

Solution 

12,975 

12,975 

Short-Term Investments—AFS (FedEx) 

Sold FedEx shares; original cost is ($12,975 x 100/300) 

Short-Term Investments—AFS (Ajay) 

Short-Term Investments Cost Fair Total Unrealized 

in Available-for-Sale per Total Value Fair Gain 

Securities Share Cost perShare Value (Loss) 

= FOGEX Hae ie he cer aes 200 $43.25 $ 8650 $48.00 $ 9,600 

Alay eee a te eee 400 64.00 25,600 55.00 22,000 

$34,250 $31,600  $(2,650) 

Dec. 31 Unnealized:Moss—-Equity 00 socket er ne 2,650 

Fair Value Adjustment—Available-for-Sale (ST)..... 2,650 

Record an unrealized loss in fair values. 

REPORTING OF INFLUENTIAL INVESTMENTS 

P4 
Account for equity 
securities with significant 
influence. 

Investment in Securities with Significant Influence 

A long-term investment classified as equity securities with significant influence implies that 

the investor can exert significant influence over the investee. An investor that owns 20% or more 

(but not more than 50%) of a company’s voting stock is usually presumed to have a significant 

influence over the investee. In some cases, however, the 20% test of significant influence is over- 

ruled by other, more persuasive, evidence. This evidence can either lower the 20% requirement 
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or increase it. The equity method of accounting and reporting is used for long-term investments 
in equity securities with significant influence, which is explained in this section. 

Long-term investments in equity securities with significant influence are recorded at cost 

when acquired. To illustrate, Micron Co. records the purchase of 3,000 shares (30%) of Star Co. 
common stock at a total cost of $70,650 on January 1, 2015, as follows. 

Jan. | Longslerm Investments —Staliocses a.) see ea 70,650 

Gashimistrrceape scr amare co cre apc ae oie Cet ced 70,650 

Record purchase of 3,000 Star shares. 

The investee’s (Star) earnings increase both its net assets and the claim of the investor (Micron) 

on the investee’s net assets. Thus, when the investee reports its earnings, the investor records its 

share of those earnings in its investment account. To illustrate, assume that Star reports net in- 
come of $20,000 for 2015. Micron then records its 30% share of those earnings as follows. 

Dec. 31 Long-Term Investments—Star..................... 6,000 

Earnings from Long-Term Investment........... 6,000 

Record 30% equity in investee earnings. 

The debit reflects the increase in Micron’s equity in Star. The credit reflects 30% of Star’s net 

income. Earnings from Long-Term Investment is a temporary account (closed to Income Sum- 

mary at each period-end) and is reported on the investor’s (Micron’s) income statement. If the 

investee incurs a net loss instead of a net income, the investor records its share of the loss and 

reduces (credits) its investment account. The investor closes this earnings or loss account to In- 

come Summary. 

The receipt of cash dividends is not revenue under the equity method because the investor 

has already recorded its share of the investee’s earnings. Instead, cash dividends received by an 

investor from an investee are viewed as a conversion of one asset to another; that is, dividends 

reduce the balance of the investment account. To illustrate, Star declares and pays $10,000 in 

cash dividends on its common stock. Micron records its 30% share of these dividends received 

on January 9, 2016, as: 

Jan. 9 Gagiisa ph be Soleo dh a omelen Hoon Gocco eon 3,000 

Long-Term Investments—Star........---+++++5 3,000 

Record share of dividend paid by Star. 

The book value of an investment under the equity method equals the cost of the investment 

plus (minus) the investor’s equity in the undistributed (distributed) earnings of the investee. 

Once Micron records these transactions, its Long-Term Investments account appears as in 

Exhibit C.6. 

Long-Term Investment—Star 

1/1/2015 Investment acquisition 70,650 

12/31/2015 Share of earnings 6,000 

12/31/2015 Balance 76,650 

1/9/2016 Share of dividend 3,000 

1/9/2016 Balance 73,650 

Micron’s account balance on January 9, 2016, for its investment in Star is $73,650. This is 

the investment’s cost plus Micron’s equity in Star’s earnings since its purchase less Micron’s 

equity in Star’s cash dividends since its purchase. When an investment in equity securities 1s 

sold, the gain or loss is computed by comparing proceeds from the sale with the book value of 

Assets = Liabilities 

+6000 

3,000 

—3 O00 

EXHIBIT C.6 

Investment in Star 

C-9 

+ Equity 

+6000 

Common Stock (Ledger 

Account) 

Point: Security prices are 

sometimes listed in fractions 

For example, a debt security 

with a price of 22; is the same 
as $22.25 
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Assets = Liabilities + Equity 

+80,000 +6,350 

—73,650 

C2 
Describe how to report 

equity securities with 
controlling influence. 

EXHIBIT C.7 

Accounting for Equity 

Investments by Percent 

of Ownership 

Appendix C_ Investments and International Operations 

the investment on the date of sale. If Micron sells its Star stock for $80,000 on January 10, 2016, 

it records the sale as: 

Jan. 10 Gash: Wiis ed ister ania aren iae rane cane hare 80,000 

Long-Term Investments—Star................. 73,650 

Gainon'Sale;of Investment:...... 62. sn. eee = 6,350 

Sold 3,000 shares of stock for $80,000. 

Investment in Securities with Controlling Influence 

A long-term investment classified as equity securities with controlling influence implies that 

the investor can exert a controlling influence over the investee. An investor who owns more than 

50% of a company’s voting stock has control over the investee. This investor can dominate all 
other shareholders in electing the corporation’s board of directors and has control over the 

investee’s management. In some cases, controlling influence can extend to situations of less 

than 50% ownership. Ex- 

hibit C.7 summarizes the 
| Behe Equity method Equity method with consolidation accounting for invest- 

(under 20%) | (20% to 50%) (more than 50%) ments in equity securities 
=: based on an investor’s 

ownership in the stock. 

The equity method with 

consolidation is used to 

account for long-term investments in equity securities with controlling influ- 

ence. The investor reports consolidated financial statements when owning 

such securities. The controlling investor is called the parent, and the investee 

is called the subsidiary. Many companies are parents with subsidiaries. Ex- 

amples are (1) Gap Inc., the parent of Gap, Old Navy, and Banana Republic; 

and (2) Whole Foods Market, Inc., the parent of Allegro Coffee, Mrs. Gooch’s 

Natural Food Markets, and other subsidiaries. A company owning all the out- 

standing stock of a subsidiary can, if it desires, take over the subsidiary’s 

assets, retire the subsidiary’s stock, and merge the subsidiary into the parent. 

| Fairvalue — 

0% 20% 50% 100% 

Investor’s percent ownership of a company’s stock 

Tim Greenway/Portland Press Herald/Getty Images However, there often are financial, legal, and tax advantages if a business oper- 

ates as a parent controlling one or more subsidiaries. When a company oper- 

ates as a parent with subsidiaries, each entity maintains separate accounting records. From a 

legal viewpoint, the parent and each subsidiary are separate entities with all rights, duties, and 

responsibilities of individual companies. 

Consolidated financial statements show the financial position, results of operations, and 

cash flows of all entities under the parent’s control, including all subsidiaries. These statements 

are prepared as if the business were organized as one entity. The parent uses the equity method 

in its accounts, but the investment account is not reported on the parent’s financial statements. 

Instead, the individual assets and liabilities of the parent and its subsidiaries are combined on 

one balance sheet. Their revenues and expenses also are combined on one income statement, 

and their cash flows are combined on one statement of cash flows. The procedures for preparing 

consolidated financial statements are in advanced courses. 

IFRS 
Unlike U.S. GAAP IFRS requires uniform accounting policies be used throughout the group of consolidated sub- 

sidiaries. Also, unlike U.S. GAAP IFRS offers no detailed guidance on valuation procedures. Hl 

Accounting Summary for Investments in Securities 

Exhibit C.8 summarizes the standard accounting for investments in securities. Recall that many in- 

vestment securities are classified as either short term or long term depending on management’s 

intent and ability to convert them in the future. Understanding the accounting for these investments 

enables us to draw better conclusions from financial statements in making business decisions. 
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Classification : Accounting | 

Short-Term Investment in Securities 

Held-to-maturity (debt) securities ................ Cost (without any discount or premium amortization) 

Trading (debt and equity) securities ............... Fair value (with fair value adjustment to income) 

Available-for-sale (debt and equity) securities........ Fair value (with fair value adjustment to equity) 

Long-Term Investment in Securities 

Held-to-maturity (debt) securities ................ Cost (with any discount or premium amortization) 

Available-for-sale (debt and equity) securities........ Fair value (with fair value adjustment to equity) 

Equity securities with significant influence .......... Equity method 

Equity securities with controlling influence ......... Equity method (with consolidation) 

Comprehensive Income Comprehensive income is defined as all changes in equity dur- 

ing a period except those from owners’ investments and dividends. Specifically, comprehensive 

income is computed by adding or subtracting other comprehensive income to net income: 

INGGNNGOmIe eis steric a co tpn eh rrr ete Ae iat $# 

@thericomprehensive INCOME. finn os betes Howie sae # 

Gompnrehensive INCOME: asi. a esceete ees Per ae eeee edil ae Ge $# 

Other comprehensive income includes unrealized gains and losses on available-for-sale securi- 
ties, foreign currency translation adjustments, and certain pension adjustments. (Accumulated 

other comprehensive income is defined as the cumulative impact of other comprehensive income.) 

Comprehensive income is reported in financial statements in one of two ways (which reflects 

new FASB guidance): 

1. Ona separate statement of comprehensive income that immediately follows the income 

statement. 

2. On the lower section of the income statement (as a single continuous statement of income 

and comprehensive income). 

Option | is the most common. Google, for example, reports a statement of comprehensive income 

following its income statement. Shown here is an abbreviated version of the Google statement: 

INGEN CONIC rt a ase Ghee iniahens $14,444 

Available-for-sale investments, net of tax..........----- 371 

Foreign currency translation from consolidation ......... (996) | Otte conpeneveecene 

Cash flow hedges, net of tax. ........-.- 2s sees sees 527 

Other comprehensive income ........--+++++++errees (98) 

Total comprehensive income.......-----+-++++++++> $14,346 

Option 2 adds the components of other comprehensive income to net income on the bottom of 

the income statement to compute a continuous statement of income and comprehensive income. 

There is no difference in the numbers; it is simply a matter of how those numbers are presented. 

A third option, which is no longer generally acceptable by itself, was to include the components 

of other comprehensive income and its total along with the total of comprehensive income 1n the 

statement of equity. 

") GLOBAL VIEW 

EXHIBIT C.8 

Accounting for 

Investments in Securities 

Point: Some users believe 

that since AFS securities are 

not actively traded, reporting 

fair value changes in income 

would unnecessarily increase 

income variability and decrease 

usefulness 

GOOGLE 

This section discusses similarities and differences for the accounting and reporting of investments when 

financial statements are prepared under U.S. GAAP vis-a-vis IFRS. 

Accounting for Noninfluential Securities The accounting for noninfluential securities is 

broadly similar between U.S. GAAP and IFRS. Trading securities are accounted for using fair values 

with unrealized gains and losses reported in net income as fair values change. Available-for-sale 
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securities are accounted for using fair values with unrealized gains and losses reported in other compre- 

hensive income as fair values change (and later in net income when realized). Held-to-maturity securities 

are accounted for using amortized cost. Similarly, companies have the option under both systems to 

apply the fair value option for available-for-sale and held-to-maturity securities. Also, both systems re- 

view held-to-maturity securities for impairment. There are some differences in terminology under IFRS: 

(1) trading securities are commonly referred to as financial assets at fair value through profit and loss 

and (2) available-for-sale securities are commonly referred to as available-for-sale financial assets. 

NOKIA reports the following categories for noninfluential securities: (1) Financial assets at fair value 

through profit or loss, consisting of financial assets held for trading and financial assets designated upon 

initial recognition as at fair value through profit or loss, and (2) Available-for-sale financial assets, 

which are measured at fair value. 

Accounting for Influential Securities The accounting for influential securities is broadly 
similar across U.S. GAAP and IFRS. Specifically, under the equity method, the share of investee’s net 

income is reported in the investor’s income in the same period the investee earns that income; also, the 

investment account equals the acquisition cost plus the share of investee income less the share of 

investee dividends (minus amortization of excess on purchase price above fair value of identifiable, 

limited-life assets). Under the consolidation method, investee and investor revenues and expenses are 

combined, absent intercompany transactions, and subtracting noncontrolling interests. Also, noninter- 

company assets and liabilities are similarly combined (eliminating the need for an investment ac- 

count), and noncontrolling interests are subtracted from equity. There are some differences in 

terminology: (1) U.S. GAAP companies commonly refer to earnings from long-term investments as 

equity in earnings of affiliates whereas IFRS companies commonly use equity in earnings of associ- 

ated (or associate) companies and (2) U.S. GAAP companies commonly refer to noncontrolling 

interests in consolidated subsidiaries as minority interests whereas IFRS companies commonly use 

noncontrolling interests. 

ision Analysis (}@§() Components of Return on Total Assets 

Al 
Compute and analyze the 
components of return on 
total assets. 

EXHIBIT C.9 

Components of Return on 

Total Assets 

EXHIBIT C.10 

Gap’s Components of 

Return on Total Assets 

A company’s return on total assets (or simply return on assets) is important in assessing financial per- 

formance. The return on total assets can be separated into two components, profit margin and total asset 

turnover, for additional analyses. Exhibit C.9 shows how these two components determine return on total 

assets. 

Return on total assets = Profit margin x Total asset turnover 

Net income Net income Net sales 
= x 

Average total assets Net sales Average total assets 

Profit margin reflects the percent of net income in each dollar of net sales. Total asset turnover reflects 

a company’s ability to produce net sales from total assets. All companies desire a high return on total 

assets. By considering these two components, we can often discover strengths and weaknesses not re- 

vealed by return on total assets alone. This improves our ability to assess future performance and com- 

pany strategy. 

To illustrate, consider return on total assets and its components for Gap, Inc., in Exhibit C.10. 

Fiscal Year Return on Total Assets = Profit Margin x Total Asset Turnover 

2015 16.3% = 7.7% x Dali 

2014 16.7 = 79 x Dalit 

2013* 15.0 = 7.3 x 2.06 

2012 JUS = By7, x 2.01 

2011 16.0 = 8.2 x 1.95 

* 2013 sales and income data scaled by 52/53 due to the 53-week year. 
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At least three findings emerge. First, Gap’s return on total assets improved over the past few years — Petumand Note Asset 

from 11.5% in 2012 to 16.3% in 2015. Second, total asset turnover has improved over this period, mn ae 

from 1.95 to 2.12. Third, Gap’s profit margin dipped in 2012, but it has otherwise stayed between to 

7.3% and 8.2%. These components reveal the dual role of profit margin and total asset turnover in 40% 

determining return on total assets. They also reveal that the drivers of Gap’s recent improvement °°” 

in return on total assets are both total asset turnover and profit margin. ee 
Generally, if a company is to maintain or improve its return on total assets, it must meet any 

decline in either profit margin or total asset turnover with an increase in the other. If not, returnon — 40% 

assets will decline. Companies consider these components in planning strategies. A component 2.0% | 

analysis can also reveal where a company is weak and where changes are needed, especially in a Oe erenrcrapreemr aparece array 

competitor analysis. If asset turnover is lower than the industry norm, for instance, a company “ fleturn.on Tota Assets Prof Margin. — Total Asset Turnover | 
should focus on raising asset turnover at least to the norm. The same applies to profit margin. i anes el 

® Decision Maker @™ 

Retailer You are an entrepreneur and owner of a retail sporting goods store. The store’s recent annual perfor 

mance reveals (industry norms in parentheses): return on total assets = 11% (11.2%); profit margin = 4.4% 

(3.5%); and total asset turnover = 2.5 (3.2). What does your analysis of these figures reveal? Ml {Answers follow the 

appendix's Summary.] 

The following transactions relate to Brown Company’s long-term investments. Brown did not own any 

long-term investments prior to these transactions. Show (1) the necessary journal entries and (2) the rele- NEED-T0-KNOW C-4 

vant portions of each year’s balance sheet and income statement that reflect these transactions for both 

years. 
COMPREHENSIVE 

2015 

Sept. 9 Purchased 1,000 shares of Packard, Inc., common stock for $80,000 cash. These shares repre- 

sent 30% of Packard’s outstanding shares. 

Oct. 2 Purchased 2,000 shares of AT&T common stock for $60,000 cash as a long-term investment. 

These shares represent less than a 1% ownership in AT&T. 

17. Purchased as a long-term investment 1,000 shares of Apple Computer common stock for 

$40,000 cash. These shares are less than 1% of Apple’s outstanding shares. 

Nov. 1. Received $5,000 cash dividend from Packard. 
30 Received $3,000 cash dividend from AT&T. 

Dec. 15 Received $1,400 cash dividend from Apple. 

31  Packard’s net income for this year is $70,000. 

31 Fair values for the investments in equity securities are Packard, $84,000; AT&T, $48,000; and 

Apple Computer, $45,000. 

31 For preparing financial statements, note the following post-closing account balances: Common 

Stock, $500,000, and Retained Earnings, $350,000. 

Jan. 1 Sold Packard, Inc., shares for $108,000 cash. 

May 30 Received $3,100 cash dividend from AT&T. 

June 15 Received $1,600 cash dividend from Apple. 

Aug. 17 Sold the AT&T stock for $52,000 cash. 

19 Purchased 2,000 shares of Coca-Cola common stock for $50,000 cash as a long-term invest- 

ment. The stock represents less than a 5% ownership in Coca-Cola. 

Dec. 15 Received $1,800 cash dividend from Apple. 

31 Fair values of the investments in equity securities are Apple, $39,000, and Coca-Cola, $48,000. 

31 For preparing financial statements, note the following post-closing account balances: Common 

Stock, $500,000, and Retained Earnings, $410,000. 

PLANNING THE SOLUTION 

@ Account for the investment in Packard under the equity method. 

® Account for the investments in AT&T, Apple, and Coca-Cola as long-term investments in available-for- 

sale securities. 



LT Investments-AFS 
siete po ey 

1/1/2015 

10/2/2015 

12/31/2015 100,000 | 

Fair Value Adj.—AFS (LT) 
PE ESA PRIEST A Soe ieee ee 

7,000 
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® Prepare the information for the two years’ balance sheets by including the relevant asset and equity 

accounts, and the two years’ income statements by identifying the relevant revenues, earnings, gains, 

and losses. : 

SOLUTION 

1. Journal entries for 2015. 

80,000 

Acquired |,000 shares, representing a 30% 

equity in Packard. 

60,000 

60,000 

Acquired 2,000 shares as a long-term 

investment in available-for-sale securities. 

40,000 

40,000 

Acquired |,000 shares as a long-term 

investment in available-for-sale securities. 

Long-Term Investments—Packard 

Received dividend from Packard. 

Received dividend from Apple. 

Long-Term Investments—Packard 

Earnings from Investment (Packard) 

Record 30% share of Packard’s annual earnings 

of $70,000. 

Unrealized Loss—Equity 

Fair Value Adjustment—Available-for-Sale (LT)*. . . . 

Record change in fair value of long-term 

available-for-sale securities. 

* Fair value adjustment computations: 

Fair Unrealized Required balance of the Fair Value 

Cost Value Gain (Loss) Adjustment— Available-for-Sale 

(El) account (Credit) ereiererere $(7,000) 

AT&T $ 60,000 $48,000 $(12,000) IDI PRIETO 5 oo oon ee seneodobe 0 

Apple 40,000 45,000 3,000 Necessary adjustment (credit) ...... $(7,000) 
Total $100,000 $93,000 $ (7,000) = 

2. The December 31, 2015, selected balance sheet items appear as follows. 

Assets 

Long-term investments 

Available-for-sale securities (at fair value; cost is $100,000) ........ $ 93,000 

Investment: inequity SECUNItICS semen aitennrae one ame earn reer 96,000 

Totalilong-tenmi investments scene create cee mete ene 189,000 

Stockholders’ Equity 

COininion: Stokes as cyved secon toe: Ace aehe een Ce oe a ee 500,000 

Retained eaniiigs.«. sah etea aa vincite tatters 350,000 

Unrealized loss—Equitye ce ccd se uct cs ee eee nes (7,000) 
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The relevant income statement items for the year ended December 31, 2015, follow. 

IDIVIGENdireVenUe cee ak armen ane (gs Bayh DUE teiton. $ 4,400 

Earnings trom investments vp. mee 16 oi ake ee nee ee sie ca 21,000 

1. Journal entries for 2016. 

Jan | Glaser crcmtesn mene ee a Neel tml ei ya th e 108,000 ip 

Long-Term Investments—Packard.............. 96,000 

Gain on Sale of Long-Term Investments......... 12,000 

Sold 1,000 shares for cash. 

May 30 (GES Nini ciate One Bei EEA Eh a aE Ak, aOR GRE 3,100 

Dividend Revenue. 338+... sc.aceencereeseer uence 3,100 

Received dividend from AT&T. 

June 15 Gasliesct en ee ee ieee oobagh heme EL Se eee 1,600 

Dividends Revenue inc... sscacpcte trockeerinenoreee ee 1,600 

Received dividend from Apple. 

Aug. 17 Gases rags ceh teats ails oe tha hyanlaue seem eateem ers 52,000 

Loss on Sale of Long-Term Investments ............. 8,000 

Long-Term Investments—AFS (AT&T) .......... 60,000 

Sold 2,000 shares for cash. 

Aug. 19 Long-Term Investments—AFS (Coca-Cola) .......... 50,000 

Gashinerrs et aie th mos pects ace erento 50,000 

Acquired 2,000 shares as a long-term 

investment in available-for-sale securities. 

Dec. I5 Cashiers eet Anes mee encore Sn 1,800 

Dividend Revenues svat siete) nevus outece te oer ier 1,800 8/1 

Receved avidend fronvAppie,. "ee ee eee | 

Dec. 3] Fair Value Adjustment—Available-for-Sale (LT)*....... 4,000 

Unrealized’ Loss—Equity . 2.6 esc oso e es eee 4,000 

Record change in fair value of long-term 

available-for-sale securities. Adj 

* Fair value adjustment computations: 

Fair Unrealized Required balance of the Fair Value 

Cost Value Gain (Loss) Adjustment— Available-for-Sale 

(ub account (credit) see $(3,000) 

Apple $40,000 $39,000 $(1,000) Existine balance (Gredit) meee (7,000) 

Coca-Cola 50,000 48,000 (2,000) Necessary adjustment (debit) ....... $ 4,000 
Total $90,000 $87,000 $(3,000) 

2. The December 31, 2016, balance sheet items appear as follows. 

Assets 

Long-term investments 

Available-for-sale securities (at fair value; cost is $90,000) ....... $ 87,000 

Stockholders’ Equity 

GGIMOM SEOCIG: rae eee ee asian teeta armies oo oramt sneha 500,000 

RetaimedieatilingSue samme ici ates aries lenses eerste aus ees 410,000 

Unrealized loss—Equity ......-. 0. cece e cece eee ees (3,000) 

The relevant income statement items for the year ended December 31, 2016, follow. 

Binitateinral WOVENUIOES 6.01 on pd oles Mo obo UES Boob GO mOUan Une $ 6,500 

Gain on sale of long-term investments. ........+-+++eeeee ee eees 12,000 

Loss on sale of long-term investments. .........5s0srr seers (8,000) 
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LT Investments—AFS 

1/1/2016 

9/2016 50.000 

100,000 | 
| 
8/17/2016 60,000 

90.000 | 

Fair Value Adj —AFS (LT) 
Ca 

| 2/31/2016 3,000 
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APPENDIX 

iA Investments in International Operations 

EXHIBIT C-A.1 

International Sales and 

Income as a Percent of 

Their Totals 

Point: Transactions listed or 

stated in a foreign currency are 

said to be denominated in that 

currency. 

C3 
Explain foreign exchange 
rates and record 
transactions listed in a 
foreign currency. 

Point: To convert currency, 

see XE.com 

EXHIBIT C-A.2 

Foreign Exchange Rates 

for Selected Currencies* 

Many entities from small entrepreneurs to large corporations conduct business internationally. Some entities’ 

operations occur in so many different countries that the companies are called multinationals. Many of us 

think of Coca-Cola and McDonald’s, for ex- 

ample, as primarily U.S. companies, but most 

of their sales occur outside the United States. 

Exhibit C-A.1 shows the percent of interna- 

tional sales and income for selected U.S. com- 

panies. Managing and accounting for 

multinationals present challenges. This sec- 

tion describes some of these challenges and 

how to account for and report these activities. 

Two major accounting challenges that 

arise when companies have international op- 

erations relate to transactions that involve 

more than one currency. The first is to account 

for sales and purchases listed in a foreign cur- 

rency. The second is to prepare consolidated financial statements with international subsidiaries. For ease in 

this discussion, we use companies with a U.S. base of operations and assume the need to prepare financial 

statements in U.S. dollars. This means the reporting currency of these companies is the U.S. dollar. 

3M 

McDonald's 

Nike 

0% 25% 50% 15% 

Percent of respective totals 

100% 

-_. International Income | International Sales 

Exchange Rates between Currencies Markets for the purchase and sale of foreign currencies 
exist all over the world. In these markets, U.S. dollars can be exchanged for Canadian dollars, British 

pounds, Japanese yen, euros, or any other legal currencies. The price of one currency stated in terms of 

another currency is called a foreign exchange rate. Exhibit C-A.2 lists recent exchange rates for selected 

currencies. The exchange rate for British pounds and U.S. dollars is $1.5506, meaning 1| British pound 

could be purchased for $1.5506. On that same day, the exchange rate between Mexican pesos and U.S. 

dollars is $0.0615, meaning | Mexican peso can be purchased for $0.0615. Exchange rates fluctuate due 

to changing economic and political conditions, including the supply and demand for currencies and 

expectations about future events. 

Price in Price in 

Source (unit) $U.S. Source (unit) $U.S. 

Britain (pound) ........ $1.5506 Canada (dollar)......... $0.7653 

Mexico (peso) ......... 0.0615 Japan: (yen)*ieasc0.h eee 0.0081 

Taiwan (dollar)......... 0.0318 Europe (euro)... 2.5.2... 1.0977 

* Rates will vary over time based on economic, political, and other changes. 

© Decision !nsight 

Greek Haircut Investors in government debt securities in the eurozone are 

wary of the heightened default risk with securities issued by certain eurozone 

member nations. For example, buyers of certain Greek bonds were repaid only 

30% of principal because of the government's inability to honor its full obligation 

on the bonds. @ 

Glow Images 

Sales and Purchases Listed in a Foreign Currency Whena U.S. company makes a credit 
sale to an international customer, accounting for the sale and the account receivable is straightforward if 

sales terms require the international customer’s payment in U.S. dollars. If sale terms require (or allow) 

payment in a foreign currency, however, the U.S. company must account for the sale and the account 
receivable in a different manner. 
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Sales in a Foreign Currency ‘To illustrate, consider the case of the U.S.-based manufacturer Boston 
Company, which makes credit sales to London Outfitters, a British retail company. A sale occurs on 

December 12, 2015, for a price of £10,000 with payment due on February 10, 2016. Boston Company 

keeps its accounting records in U.S. dollars. To record the sale, Boston Company must translate the sales 

price from pounds to dollars. This is done using the exchange rate on the date of the sale. Assuming the 

exchange rate on December 12, 2015, is $1.80, Boston records this sale as follows. 

Dec. 12 18,000 

KING OS BOT ROI ONE Se tc EAA RCI terns ae 18,000 

Record a sale at £10,000 when the exchange 

rate equals $1.80. * (£10,000 x $1.80/£) 

When Boston Company prepares its annual financial statements on December 31, 2015, the current ex- 

change rate is $1.84. Thus, the current dollar value of Boston Company’s receivable is $18,400 (£10,000 x 

$1.84/£). This amount is $400 higher than the amount recorded on December 12. Accounting principles 

require a receivable to be reported in the balance sheet at its current dollar value. Thus, Boston Company 

must make the following entry to record the increase in the dollar value of this receivable at year-end. 

Dec. 31 Accounts Receivable—London Outfitters ........... 400 

Foreign Exchange: Gainecensnes essen sare mwere ene 400 

Record increased value of British pound 

for the receivable. 

On February 10, 2016, Boston Company receives London Outfitters’s payment of £10,000. It immedi- 

ately exchanges the pounds for U.S. dollars. On this date, the exchange rate for pounds is $1.78. Thus, 

Boston Company receives only $17,800 (£10,000 x $1.78/£). It records the cash receipt and the loss 

associated with the decline in the exchange rate as follows. 

Feb. 10 17,800 

Roneignaexchamee LOSSr aerated eiater ieee pe ery se ere 600 

Accounts Receivable—London Outfitters ....... 18,400 

Received foreign currency payment of an 

account and converted it to dollars. 

Gains and losses from foreign exchange transactions are accumulated in the Foreign Exchange Gain (or 

Loss) account. After year-end adjustments, the balance in the Foreign Exchange Gain (or Loss) account is 

reported on the income statement and closed to the Income Summary account. 

Purchases in a Foreign Currency Accounting for credit purchases from an international seller is similar to 

the case of a credit sale to an international customer. In particular, if the U.S. company is required to make 

payment in a foreign currency, the account payable must be translated into dollars before the U.S. com- 

pany can record it. If the exchange rate is different when preparing financial statements and when paying 

for the purchase, the U.S. company must recognize a foreign exchange gain or loss at those dates. To 

illustrate, assume NC Imports, a U.S. company, purchases products costing €20,000 (euros) from Hamburg 

Brewing on January 15, when the exchange rate is $1.20 per euro. NC records this transaction as follows. 

Jan. 15 24,000 TIMIMCINA Lo oScbc6 moe otoe SUH Onde og aie won cone 

Accounts Payable—Hamburg Brewing .....-.--- 24,000 

Record a €20,000 purchase when exchange rate 

is $1.20 (€20,000 x $1.20/€). 

NC Imports makes payment in full on February 14 when the exchange rate is $1.25 per euro, which is 

recorded as follows. 

24,000 

1,000 
Feb. 14 Accounts Payable—Hamburg Brewing ........---+-+- 

Foreign Exchange Loss... . 
25,000 

Record cash payment toward €20,000 account 

when exchange rate is $1.25 (€20,000 x $1.25/€). 
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Assets = Liabilities + Equity 

+18.0060 +18.000 

Assets = Liabilities + Equity 

4400 +400 

Point: Foreign exchange gains 

are credits, and foreign ex- 

change losses are debits. 

Assets = Liabilities + Equity 

+{17,800 —600 

— [8,400 

Example: Assume that a U.S. 

company makes a credit pur- 

chase from a British company 

for £10,000 when the exchange 

rate is $1.62. At the balance 

sheet date, this rate is $1.72. 

Does this imply a gain or loss 

for the U.S. company? Answer 

A loss 

8 + Equity 

Assets = Liabilities + Equity 

-~25,000 4 OOO —} O00 
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Google reported $75 million 

in other comprehensive income 

as a result of consolidating the 

non-US. dollar financial state- 

ments of its subsidiaries. 

Global: A weaker U.S. dollar 

often increases global sales for 

Appendix C Investments and International Operations 

™ Decision !nsight 

Global Greenback What do changes in foreign exchange rates mean? A decline in the price of the U.S. dollar 

against other currencies usually yields increased international sales for U.S. companies, without hiking prices or 

cutting costs, and puts them on a stronger competitive footing abroad. At home, they can raise prices without fear 

that foreign rivals will undercut them. &@ 

Consolidated Statements with International Subsidiaries A second challenge in ac- 

counting for international operations involves preparing consolidated financial statements when the parent 

company has one or more international subsidiaries. Consider a U.S.-based company that owns a control- 

ling interest in a French subsidiary. The reporting currency of the U.S. parent is the dollar. The French 

subsidiary maintains its financial records in euros. Before preparing consolidated statements, the parent 

must translate financial statements of the French company into U.S. dollars. After this translation is com- 

plete (including that for accounting differences), it prepares consolidated statements the same as for do- 

mestic subsidiaries. Procedures for translating an international subsidiary’s account balances depend on 

the nature of the subsidiary’s operations. The process requires the parent company to select appropriate 

foreign exchange rates and to apply those rates to the foreign subsidiary’s account balances, and report the 

U.S. companies. 

@ Decision Maker 

change as a component of other comprehensive income. This is described in advanced courses. 

Entrepreneur Assume that Ben & Jerry’s purchases milk from dairies in both the U.S. and Canada. The price 

of the Canadian dollar in terms of the U.S. dollar jumps from US$0.70 to US$0.80. Is the ice cream maker now 

more or less likely to buy milk from Canadian or U.S. suppliers? 

Summary 
C1 Distinguish between debt and equity securities and be- 

tween short-term and long-term investments. Debt secu- 

rities reflect a creditor relationship and include investments in 

notes, bonds, and certificates of deposit. Equity securities reflect 

an owner relationship and include shares of stock issued by other 

companies. Short-term investments in securities are current assets 

that meet two criteria: (1) They are expected to be converted into 

cash within one year or the current operating cycle of the busi- 

ness, whichever is longer, and (2) they are readily convertible to 

cash, or marketable. All other investments in securities are long 

term. Long-term investments also include assets not used in 

operations and those held for special purposes, such as land for 

expansion. Investments in securities are classified into one of 

five groups: (1) trading securities, which are always short-term; 

(2) debt securities held-to-maturity; (3) debt and equity securities 

available-for-sale; (4) equity securities in which an investor has a 

significant influence over the investee; and (5) equity securities in 

which an investor has a controlling influence over the investee. 

(2? Describe how to report equity securities with control- 

ling influence. If an investor owns more than 50% of 

another company’s voting stock and controls the investee, the 

investor’s financial reports are prepared on a consolidated basis. 

These reports are prepared as if the company were organized as 

one entity. 

c3A Explain foreign exchange rates and record transactions 

listed in a foreign currency. A foreign exchange rate is 

the price of one currency stated in terms of another. An entity 

with transactions in a foreign currency when the exchange rate 

changes between the transaction dates and their settlement will 

experience exchange gains or losses. When a company makes a 

[Answers follow the appendix's Summary.] 

credit sale to a foreign customer and sales terms call for payment 

in a foreign currency, the company must translate the foreign 

currency into dollars to record the receivable. If the exchange 

rate changes before payment is received, exchange gains or 

losses are recognized in the year they occur. The same treatment 

is used when a company makes a credit purchase from a foreign 

supplier and is required to make payment in a foreign currency. 

Al Compute and analyze the components of return on 

total assets. Return on total assets has two components: 

profit margin and total asset turnover. A decline in one component 

must be met with an increase in another if return on assets is to be 

maintained. Component analysis is helpful in assessing company 

performance compared to that of competitors and its own past. 

i Account for trading securities. Investments are initially 

recorded at cost, and any dividend or interest from these 

investments is recorded in the income statement. Investments 

classified as trading securities are reported at fair value. 

Unrealized gains and losses on trading securities are reported 

in income. When investments are sold, the difference between 

the net proceeds from the sale and the cost of the securities is 

recognized as a gain or loss. 

P? Account for held-to-maturity securities. Debt securities 

held-to-maturity are reported at cost when purchased. 

Interest revenue is recorded as it accrues. The cost of long-term 

held-to-maturity securities is adjusted for the amortization of 

any difference between cost and maturity value. 

3 Account for available-for-sale securities. Debt and 

equity securities available-for-sale are recorded at cost when 

purchased. Available-for-sale securities are reported at their fair 
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values on the balance sheet with unrealized gains or losses 
shown in the equity section. Gains and losses realized on the 
sale of these investments are reported in the income statement. 

p 4 Account for equity securities with significant influence. 

The equity method is used when an investor has a signifi- 

cant influence over an investee. This usually exists when an 

Guidance Answers to Decision Maker 

Money Manager [If you have investments in fixed-rate 

bonds and notes when interest rates fall, the value of your invest- 

ments increases. This is so because the bonds and notes you hold 

continue to pay the same (high) rate while the market is demand- 

ing a new lower interest rate. Your strategy is to continue holding 

your investments in bonds and notes, and, potentially, to increase 

these holdings through additional purchases. 

Retailer Your store’s return on assets is 11%, which is similar 

to the industry norm of 11.2%. However, disaggregation of return 

on assets reveals that your store’s profit margin of 4.4% is much 

higher than the norm of 3.5%, but your total asset turnover of 2.5 

is much lower than the norm of 3.2. These results suggest that, as 

compared with competitors, you are less efficient in using assets. 

Key Terms 

Available-for-sale (AFS) securities 

Comprehensive income 

Consolidated financial statements 

Equity method 

Equity securities with controlling Multinational 

influence 

Multiple Choice Quiz 

Investments and International Operations 

Equity securities with significant influence 

Foreign exchange rate 

Held-to-maturity (HTM) securities 

Long-term investments 

Other comprehensive income 

1. A company purchased $30,000 of 5% bonds for investment 

purposes on May |. The bonds pay interest on February | 

and August 1. The amount of interest revenue accrued at 

December 31 (the company’s year-end) is: 

a. $1,500 c. $1,000 e. $300 

b. $1,375 d. $625 

2. Earlier this period, Amadeus Co. purchased its only 

available-for-sale investment in the stock of Bach Co. for 

$83,000. The period-end fair value of this stock is $84,500. 

Amadeus records a: 
Credit to Unrealized Gain—Equity for $1,500. 

Debit to Unrealized Loss—Equity for $1,500. 
Debit to Investment Revenue for $1,500. 

Credit to Fair Value Adjustment—Available-for-Sale for 

$3,500. 
e. Credit to Cash for $1,500. 

3. Mozart Co. owns 35% of Melody Inc. Melody pays $50,000 

in cash dividends to its shareholders for the period. Mozart’s 

entry to record the Melody dividend includes a: 

a. Credit to Investment Revenue for $50,000. 

b. Credit to Long-Term Investments for $17,500. 

pe es 
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investor owns 20% or more of the investee’s voting stock but 

not more than 50%. The equity method means an investor 

records its share of investee earnings with a debit to the invest- 

ment account and a credit to a revenue account. Dividends re- 

ceived reduce the investment account balance. 

You need to focus on increasing sales or reducing assets. You 

might consider reducing prices to increase sales, provided such a 

strategy does not reduce your return on assets. For instance, you 

could reduce your profit margin to 4% to increase sales. If total 

asset turnover increases to more than 2.75 when profit margin is 

lowered to 4%, your overall return on assets is improved. 

Entrepreneur You are now less likely to buy Canadian milk 

products because it takes more U.S. money to buy a Canadian 

dollar (and milk). For instance, the purchase of milk from a 

Canadian dairy with a $1,000 (Canadian dollars) price would 

have cost the U.S. company $700 (U.S. dollars, computed as 

C$1,000 x US$0.70) before the rate change, and $800 (U.S. 

dollars, computed as C$1,000 x US$0.80) after the rate change. 

Parent 

Return on total assets 

Short-term investments 

Subsidiary 

Trading securities 

Unrealized gain (loss) 

PN acess clad ale! (eit) 6) el=1ave lp. 

c. Credit to Cash for $17,500. 
d. Debit to Long-Term Investments for $17,500. 

e. Debit to Cash for $50,000. 

4. A company has net income of $300,000, net sales of 

$2,500,000, and total assets of $2,000,000. Its return on 

total assets equals: 

a. 6.7% c. 8.3% e. 

b. 12.0% d. 80.0% 

5. A company had net income of $80,000, net sales of 
$600,000, and total assets of $400,000. Its profit margin 

and total asset turnover are: 

15.0% 

Profit Margin Total Asset Turnover 

a. 1.5% 13.3 

b. 13.3% eS) 

c. 13.3% 0.7 

d. 7.0% 13:3 

e. 10.0% 26.7 
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bs Superscript A denotes assignments based on Appendix C-A. 

Icon denotes assignments that involve decision making. 

Investments and International Operations 

Discussion Questions 

1. Under what two conditions should investments be classified 

as current assets? 

2. ‘dy On a balance sheet, what valuation must be reported for 

3. 

short-term investments in trading securities? 

If a short-term investment in available-for-sale securities 

costs $10,000 and is sold for $12,000, how should the dif- 

ference between these two amounts be recorded? 

Identify the three classes of noninfluential and two classes 

of influential investments in securities. 

. Under what conditions should investments be classified as 

current assets? As long-term assets? 

. For investments in available-for-sale securities, how are un- 

realized (holding) gains and losses reported? 

. If a company purchases its only long-term investments in 

11. Under what circumstances does a company prepare con- 

solidated financial statements? 

124 Assume a U.S. company makes a credit sale to a for- 

eign customer that is required to make payment in its for- 

eign currency. In the current period, the exchange rate is 

$1.40 on the date of the sale and $1.30 on the date the cus- 

tomer pays the receivable. Will the U.S. company record an 

exchange gain or loss? 

134 What are two major challenges in accounting for inter- 

national operations? 

144 (9 If a U.S. company makes a credit sale to a foreign 

157 

customer required to make payment in U.S. dollars, can the 

U.S. company have an exchange gain or loss on this sale? 

| Refer to Apple’s statement of compre- APPLE 

hensive income in Appendix A. What is the 
amount of foreign currency translation adjustment for the 

year ended September 27, 2014? Is this adjustment an unre- 

alized gain or an unrealized loss? 

available-for-sale debt securities this period and their fair 

value is below cost at the balance sheet date, what entry is 

required to recognize this unrealized loss? 

8. On a balance sheet, what valuation must be reported for 

debt securities classified as available-for-sale? 16. 
Refer to Google’s statement of compre- 
hensive income in Appendix A. What GOOGLE 

was the amount of its 2014 change in net unrealized gains 

for its AFS investments? 

9. Under what circumstances are long-term investments in 

debt securities reported at cost and adjusted for amorti- 

zation of any difference between cost and maturity 

value? 17. 
{) Refer to the income statement of S 
Samsung in Appendix A. How can amsung 

ic: you tell that it uses the consolidated method of accounting? 
In accounting for investments in equity securities, when 

should the equity method be used? 

QUICK STUDY Which of the following statements a through g are true of long-term investments? 

___ a. They are held as an investment of cash available for current operations. 

Qs C-1 
Distinguishing between 

short- and long-term 

____ b. They can include funds earmarked for a special purpose, such as bond sinking funds. 

____ c. They can include investments in trading securities. 

____ d. They can include debt securities held-to-maturity. 
i t t : : 3 
eae ___ e. They are always easily sold and therefore qualify as being marketable. 

Ct ___ f.. They can include debt and equity securities available-for-sale. 

____. g. They can include bonds and stocks not intended to serve as a ready source of cash. 

os C- 2 A solar company invests in the ‘illo thee securities. ‘uldentity iHoseit investments as an investment 1n ener 

Distinguishing between debt (D) securities or equity (E) securities. 

debt and equity securities a. 

CI paler b: 
pec: 

Gs 

U.S. treasury bonds ____ e.. IBM corporate notes —_— 1. Chicago municipal bonds 

j. Apple stock 

___k. David Bowie bonds 

_____ |. Facebook stock 

Google stock __ f. German government bonds 

Certificate of deposit ——— g. Amazon stock 

Apple bonds ____h. Costco corporate notes 

as C-3 

Short-term equity 

investments PI 

oh Apel 18, Riley. 3) mail a fore term investment in 1 300 common a shares of XLT Co. The purchase 

price is $42 per share and the broker’s fee is $250. The intent is to actively manage these shares for profit. 

On May 30, Riley Co. receives $1 per share from XLT in dividends. Prepare the April 18 and May 30 

journal entries to record these transactions. 
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OS C-4 

May 7 Purchases 200 shares of Kraft stock as a short-term investment in trading securities at a cost of Beeordingdradiqe 

$50 per share plus $300 in broker fees. securities 

June 6 Sells 200 shares of its investment in Kraft stock at $56 per share. The broker’s commission on P1 
this sale is $150. 

Kitty Company began operations in 2015 and maintains short-term investments in trading securities. The QS C-5 
year-end cost and fair values for its portfolio of these investments follow. Prepare journal entries to record — Multiyear fair value 
each December 31 year-end fair value adjustment for these securities. adjustments to trading 

securities 

Portfolio of Trading Securities - Cost Fair Value PI 

Wecembensle 20S 2 ey tt es ee $37 $35 

Decemberssille2O 6.28 gee eee ere 42 46 

Decembernsi 0 0| 7) teense, Gace 60 69 

December sl 2 08s eect er ae 56 bp) 

their par value. The bonds pay interest semiannually on July 31 and January 31. For 2016, prepare entries Debt securities 

to record Garzon’s July 31 receipt of interest and its December 31 year-end interest accrual. transactions P2 

Derr Co. purchased short-term investments in available-for-sale securities at a cost of $50,000 on QS C-7 

November 25, 2016. At December 31, 2016, these securities had a fair value of $47,000. This is the first | Available-for-sale 

and only time the company has purchased such securities. securities 

1. Prepare the December 31, 2016, year-end adjusting entry for the securities’ portfolio. P3 ht 

2. For each account in the entry for part 1, explain how it is reported in financial statements. 

3. Prepare the April 6, 2017, entry when Derr sells one-half of these securities for $26,000. 

Riker Company completes the following transactions during the current year. Prepare the May 9 and QS C-8 
June 2 journal entries and the December 31 adjusting entry. This is the first and only time the company — Available-for-sale 

purchased such securities. securities 

May 9 Purchases 200 shares of Higo stock as a short-term investment in available-for-sale securities at P3 

a cost of $25 per share plus $150 in broker fees. 
June 2 Sells 100 shares of its investment in Higo stock at $28 per share. The broker’s commission on 

this sale is $90. 
Dec. 31 The closing market price (fair value) of the Higo stock is $23 per share. 

During the current year, Reed Consulting Group acquired long-term available-for-sale securities ata QS C-9 

$70,000 cost. At its December 31 year-end, these securities had a fair value of $58,000. This is the first Recording fair value 

and only time the company purchased such securities. adjustment for securities 

1. Prepare the necessary year-end adjusting entry related to these securities. P3 ¢ 

2. Explain how each account used in part | is reported in the financial statements. 

sition and the sale of these shares. 

ionieiGo, holds 100,000 common shares (40%) of ORD Corp. as a long-term investment. ORD Corp. QS C-11 

paid a $100,000 dividend on November 1, 2016, and reported a net income of $700,000 for 2016. Prepare Equity method 

Monte’s entries to record (a) the receipt of the dividend and (b) the December 31, 2016, year-end adjust- transactions P4 

ment required for the investment account. 
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Describing investments 

in securities 

(2 

1. Equity securities giving an investor significant influence are accounted for using the 

2. Available-for-sale debt securities are reported on the balance sheet at 

3. Trading securities are classified as assets. 

4. Accrual of interest on bonds held as long-term investments requires a credit to 

5. The controlling investor (more than 50% ownership) is called the , and the investee company 

is called the 

QS C-13 

Equity securities with 

controlling influence 

(2 

Complete the following descriptions by filling in the blanks. 

1. The controlling investor is called the , and the investee is called the 

2. A long-term investment classified as equity securities with controlling influence implies that the inves- 

tor can exert a influence over the investee. 

OS C-14 
Return on total assets 

Qs C-15 
Component return on 

total assets Al 

1. How is the return on total assets computed? 

2. What does this important ratio reflect? 

Return on total assets can be separated into two important components. 

1. Write the formula to separate the return on total assets into its two basic components. 

2. Explain how these components of the return on total assets are helpful to financial statement users for 

business decisions. 

Qs C-164 

Foreign currency 

transactions (3 

A U.S. company sells a product to a British company with the transaction listed in British pounds. On the 

date of the sale, the transaction total of $14,500 is billed as £10,000, reflecting an exchange rate of 1.45 

(that is, $1.45 per pound). Prepare the U.S. company’s entry to record (1) the sale and (2) the receipt of 

payment in pounds when the exchange rate is 1.35. 

Qs C-174 

Foreign currency 

transactions (3 

On March 1, 2016, a U.S. company made a credit sale requiring payment in 30 days from a Malaysian 

company, Hamac Sdn. Bhd., of 20,000 Malaysian ringgits. Assuming the exchange rate between 

Malaysian ringgits and U.S. dollars is $0.4538 on March | and $0.4899 on March 31, prepare the U.S. 

company’s entries to record the sale on March | and the cash receipt on March 31. 

International accounting 

for investments 

"@ 

EXERCISES 

Exercise C-1 

Debt and equity 

securities and short- and 

long-term investments 

Ci 

The Carrefour Group reports the following description of its trading securities (titled “financial assets 

reported at fair value in the income statement”). 

These are financial assets held by the Group in order to make a short-term profit on the sale. These assets are 

valued at their fair value with variations in value recognized in the income statement. 

Carrefour’s financial statements report €7 million in unrealized gains and €26 million in unrealized losses, 

both included in the fair value of those financial assets held for trading. What amount of these unrealized 

gains and unrealized losses, if any, are reported in its income statement? Explain. 

Complete the following descriptions by filling in the blanks. 

1. Debt securities reflect a 

deposit. 

relationship such as investments in notes, bonds, and certificates of 

2. Equity securities reflect an relationship such as shares of stock issued by companies. 

3. Short-term investments are securities that (1) management intends to convert to cash within ______ or 

the ______, whichever is longer, and (2) are readily convertible to 

4. Long-term investments in securities are defined as those securities that are 

or are to be converted into cash in the short term. 

convertible to cash 
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Prepare journal entries to oaenerd te follanne transactions Savona ie nore term securities investments 
of Duke Co., all of which occurred during year 2016. 
a. On March 22, purchased 1,000 shares of RIP Company stock at $10 per share plus an $80 brokerage 

fee. These shares are categorized as trading securities. 
On September 1, received a $1.00 per share cash dividend on the RIP Company stock purchased in 
transaction a. 

On October 8, sold 500 shares of RIP Co. stock for $15 per share, less a $50 eee fee, 

C-23 

Exercise c-2 

Accounting for short- 

term trading securities 

Pt 

(c) Dr. Cash $7,450 

Brook Co. puechasees various investments in Kientnn securities at a cost a $66, 000. on December 27, 
2016. (This is its first and only purchase of such securities.) At December 31, 2016, these securities had a 
fair value of $72,000. 

1. 

2. 

Se 

Prepare the December 31, 2016, year-end adjusting entry for the trading securities’ portfolio. 
Explain how each account in the entry of part | is reported in financial statements. 
Prepare the January 3, 2017, entry when Brooks sells a portion of its trading securities (that had origi- 
nally cost $33,000) for $35,000. 

Exercise C-3 

Accounting for trading 

securities 

Pl a 

Check (3) Gain, $2,000 

bone eee entries to Sees) the folie transactions canaries a sie term securities investments 
of Natura Co., all of which occurred during year 2016. 

a. On June 15, paid $1,000,000 cash to purchase Remedy’s 90-day short-term debt securities ($1,000,000 

principal), dated June 15, that pay 10% interest (categorized as held-to-maturity securities). 

On September 16, received a check from Remedy in payment of the principal and 90 days’ interest on 
the debt securities purchased in transaction a. 

b. 

pee janaa: entries to eked the alata transactions eit the on term securities investments 

of Krum Co., all of which occurred during year 2016. 

a. On August |, paid $450,000 cash to purchase Houtte’s 9% debt securities ($450,000 principal), dated 

July 30, 2016, and maturing January 30, 2017 (categorized as available-for-sale securities). 

b. On October 30, received a check from Houtte for 90 days’ interest on the debt securities purchased in 

transaction a. 

Pope Ae rena entries to Bove ite folowing transactions Cone On the eho term Acne) fone term 

investments of Cancun Corp., all of which occurred during calendar-year 2016. Use the account Short- 

Term Investments for any transactions that you determine are short term. 

On February 15, paid $160,000 cash to purchase AG’s 90-day short-term notes at par, which are dated 

February 15 and pay 10% interest (classified as held-to-maturity). 

On March 22, bought 700 shares of Fran Industries common stock at $51 cash per share plus a $150 

brokerage fee (classified as long-term available-for-sale securities). 

. On May 15, received a check from AG in payment of the principal and 90 days’ interest on the notes 

purchased in transaction a. 

. On July 30, paid $100,000 cash to purchase MP3 Electronics’s 8% notes at par, dated July 30, 2016, 

and maturing on January 30, 2017 (classified as trading securities). 

. On September 1, received a $1.00 per share cash dividend on the Fran Industries common stock pur- 

chased in transaction b. 

On October 8, sold 350 shares of Fran Industries common stock for $64 cash per share, less a $125 

brokerage fee. 

On October 30, received a check from MP3 Electronics for three months’ interest on the notes pur- 

chased in transaction d. 

b. 

g. 

Ga De one 31, 2016, Reged Cana jteld ine Tale ne Stor term investments in its ine a 

available-for-sale securities. Reggit had no short-term investments in its prior accounting periods. Prepare 

the December 31, 2016, adjusting entry to report these investments at fair value. 

: Available-for-Sale Securities Fair Value : 

Verrizano Corporation bonds payable .........-. $89,600 $91,600 

Preble Corporation notes payable ........-..-- 70,600 62,900 

86,500 83,100 Lucerne Company common stock 

Exercise C-7 

Exercise Cc-4 

Accounting for short- 

term held-to-maturity 

securities 

P2 

Exercise C-5 
Accounting for short- 

term available-forsale 

securities 

P3 

‘exavclas C-6 

Transactions in short- 

term and long-term 

investments 

eh tl oid 

Adjusting available-for- 

sale securities to fair 

value 

3s 68 

Check 

$9,100 

Unrealized loss, 
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Exercise C-8 

Fair value adjustment 

to available-for-sale 

securities 

P3 

On December 31, 2016, Lujack Co. held the following short-term available-for-sale securities. Lujack had 

no short-term investments prior to the current period. Prepare the December 31, 2016, year-end adjusting 

entry to record the fair value adjustment for these securities. 

Available-for-Sale Securities Cost Fair Value 

Nintendo Go: commonstockiy. ss e0ees a7 $44,450 $48,900 

Atlantic bonds payables. :5. i vireo ele 49,000 47,000 

Kellogg Co. notes payable... ............--.----- 25,000 23,200 

McDonald’s Corp. common stock........-.-++++-- 46,300 44,800 

Exercise C-9 
Fair value adjustment 

to available-for-sale 

securities 

P3 

Prescrip Co. began operations in 2015. The costs and fair values for its long-term investments portfolio in 

available-for-sale securities are shown below. Prepare Prescrip’s December 31, 2016, adjusting entry to 

reflect any necessary fair value adjustment for these investments. 

elagilitemeie-Velit-lej(-milerrlici ial iata( sry Cost Fair Value 

December Git 2005 sigue rece cie cs ais cee ree tons $120,483 $118,556 

December 3163201653) ois ihe ceo cies nee esees scenes 60,120 90,271 

Exercise C-10 

Multiyear fair value 

adjustments to available- 

for-sale securities 

Sg 

Ticker Services began operations in 2014 and maintains long-term investments in available-for-sale secu- 

rities. The year-end costs and fair values for its portfolio of these investments follow. Prepare journal en- 

tries to record each year-end fair value adjustment for these securities. 

Portfolio of Available-for-Sale Securities Ceres « Fair Value 

December st 20l4e 7s ee ee ee oe $372,000 $360,860 

December si 201 Sto see ee sence eee 428,500 455,800 

Becembers |) JONG sae eee eee ee 600,200 700,500 

December Sil 20s ss te arnt iin eee ee 876,900 780,200 

Exercise C-11 
Classifying investments 

in securities; recording 

fair values 

Cl P2 P3 4 

Check 

$10,825 

(2) Unrealized gain, 

Information regarding Carperk Company’s individual investments in securities during its calendar-year 

2016, along with the December 31, 2016, fair values, follows. 

b. 

Investment in Brava Company bonds: $420,500 cost, $457,000 fair value. Carperk intends to hold 

these bonds until they mature in 2021. 

Investment in Baybridge common stock: 29,500 shares; $362,450 cost; $391,375 fair value. Carperk 

owns 32% of Baybridge’s voting stock and has a significant influence over Baybridge. 

. Investment in Buffa common stock: 12,000 shares; $165,500 cost; $178,000 fair value. This invest- 

ment amounts to 3% of Buffa’s outstanding shares, and Carperk’s goal with this investment is to earn 

dividends over the next few years. 

. Investment in Newton common stock: 3,500 shares; $90,300 cost; $88,625 fair value. Carperk’s goal 
with this investment is to reap an increase in fair value of the stock over the next three to five years. 

Newton has 30,000 common shares outstanding. 

Investment in Farmers common stock: 16,300 shares; $100,860 cost; $111,210 fair value. This stock 

is marketable and is held as an investment of cash available for operations. 

Required 

1. 

2. 

Identify whether each investment should be classified as a short-term or long-term investment. For 

each long-term investment, indicate in which of the long-term investment classifications it should be 

placed. 

Prepare a journal entry dated December 31, 2016, to record the fair value adjustment of the long-term 

investments in available-for-sale securities. Carperk had no long-term investments prior to year 2016. 
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2016 

Jan. 2 Purchased 30,000 shares of Grecco Co. common stock for $408,000 cash plus a broker’s fee of 
$3,000 cash. Grecco has 90,000 shares of common stock outstanding and its policies will be 
significantly influenced by Kodax 

Sept. | Grecco declared and paid a cash dividend of $1.50 per share. 
Dec. 31 Grecco announced that net income for the year is $486,900. 

2017 

June 1 Grecco declared and paid a cash dividend of $2.10 per share. 
Dec. 31 Grecco announced that net income for the year is $702,750. 
Dec. 31 Kodax sold 10,000 shares of Grecco for $320,000 cash. 

Complete the foilowing descriptions by filling in the blanks. 

1. Consolidated show the financial position, results of operations, and cash flows of all entities 
under the parent’s control, including all subsidiaries. 

2. The equity method with 

controlling influence. 
is used to account for long-term investments in equity securities with 

The following information is available from the financial statements of Regae Industries. Compute 

Regae’s return on total assets for 2016 and 2017. (Round returns to one-tenth of a percent.) Comment on 

the company’s efficiency in using its assets in 2016 and 2017. 

$210,000 

30,200 

$340,000 

38,400 

$770,000 

60,300 

Total assets, December 31 

Net income 

1 

2 

) 

4 

Leigh of New York sells its products to customers in the United States and the United Kingdom. 

On December 16, 2016, Leigh sold merchandise on credit to Bronson Ltd. of London at a price of 

17,000 pounds. The exchange rate on that day for £1 was $1.4583. On December 31, 2016, when Leigh 

prepared its financial statements, the rate was £1 for $1.4382. Bronson paid its bill in full on January 15, 

2017, at which time the exchange rate was £1 for $1.4482. Leigh immediately exchanged the 17,000 pounds 

for U.S. dollars. Prepare Leigh’s journal entries on December 16, December 31, and January 15 (round to 

the nearest dollar). 

On May 8, 2016, Jett Company (a U.S. company) made a credit sale to Lopez (a Mexican company). The 

terms of the sale required Lopez to pay 800,000 pesos on February 10, 2017. Jett prepares quarterly finan- 

cial statements on March 31, June 30, September 30, and December 31. The exchange rates for pesos 

during the time the receivable is outstanding follow. 

MayiGr2 UG eran onan ts seas Gmc iues $0.1323 

uness 02 Ol Ore emir arr err: 0.1352 

September 30, 2016.......... 0.1368 

Decembelsgiy 20. Oeee rin 0.1335 

Februar yliOje20 Ze te occ oe ee 0.1386 

Compute the foreign exchange gain or loss that Jett should report on each of its quarterly income state- 

ments for the last three quarters of 2016 and the first quarter of 2017. Also compute the amount reported 

on Jett’s balance sheets at the end of each of its last three quarters of 2016. 

C-25 

Exercise C-12 

Securities transactions; 

equity method 

PA 

Exercise C-13 

Equity securities with 

controlling influence 

(2 

Exercise C-14 

Return on total assets 

Al 

Exercise C-15*% 
Foreign currency 

transactions 

C3 

Exercise C-164 
Computing foreign 

exchange gains and 

losses on receivables 

C3 
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Exercise C-17 

International accounting 

for investments 

"© 

PROBLEM SETA 

Problem C-1A 

The Carrefour Group reports the following description of its financial assets available-for-sale. 

| Assets available for sale are . . . valued at fair value. Unrealized . . . gains or losses are recorded as shareholders’ 

| equity until they are sold. 

Carrefour’s financial statements report €18 million in net unrealized losses (net of unrealized gains), 

which are included in the fair value of its available-for-sale securities reported on the balance sheet. 

1. What amount of the €18 million net unrealized losses, if any, is reported in the income statement? 

Explain. 

2. If the €18 million net unrealized losses are not reported in the income statement, in which statement 

are they reported, if any? Explain. 

comect 
IGraw 
Hill 

Carlsville Company, which began operations in 2016, invests its idle cash in trading securities. The fol- 

lowing transactions are from its short-term investments in trading securities. 

Recording transactions = 

and fair value Jan. 20 Purchased 800 shares of Ford Motor Co. at $26 per share plus a $125 commission. 

adjustments for trading Feb. 9 Purchased 2,200 shares of Loews at $44.25 per share plus a $578 commission. 

securities Oct. 12 Purchased 750 shares of Z-Seven at $7.50 per share plus a $200 commission. 

Pt Dec. 31 Fair value of the short-term investments in trading securities is $130,000. 

2017 

Apr. 15 Sold 800 shares of Ford Motor Co. at $29 per share less a $285 commission. 

July 5 Sold 750 shares of Z-Seven at $10.25 per share less a $102.50 commission. 

July 22 Purchased 1,600 shares of Hunt Corp. at $30 per share plus a $444 commission. 

Aug. 19 Purchased 1,800 shares of Donna Karan at $18.25 per share plus a $290 commission. 

Dec. 31 Fair value of the short-term investments in trading securities is $160,000. 

2018 

Feb. 27 Purchased 3.400 shares of HCA at $34 per share plus a $420 commission. 

Mar. 3 Sold 1,600 shares of Hunt at $25 per share less a $250 commission. 

June 21 Sold 2,200 shares of Loews at $42 per share less a $420 commission. 

June 30 Purchased 1,200 shares of Black & Decker at $47.50 per share plus a $595 commission. 

Noy. 1 Sold 1,800 shares of Donna Karan at $18.25 per share less a $309 commission. 

Dec. 31 Fair value of the short-term investments in trading securities is $180,000. 

Required 

Check Dec. 31, 2017 Prepare journal entries to record these short-term investment activities for the years shown. On 

c Fair Value Adjustment— December 31 of each year, prepare the adjusting entry to record any necessary fair value adjustment for 

fain g $24,834 the portfolio of trading securities. 

Problem C-2A Rose Company had no short-term investments prior to year 2016. It had the following transactions involv- 

Recording, adjusting, 

and reporting short-term 

available-forsale 

securities 

Bg 

ing short-term investments in available-for-sale securities during 2016. 

Apr. 16 

May | 

Purchased 4,000 shares of Gem Co. stock at $24.25 per share plus a $180 brokerage fee. 

Paid $100,000 to buy 13-week U.S. Treasury bills (debt securities): $100,000 principal amount, 

6% interest, securities dated May | and maturing July 31 with $1,500 in interest revenue. 

July 7 Purchased 2,000 shares of PepsiCo stock at $49.25 per share plus a $175 brokerage fee. 

20 Purchased 1,000 shares of Xerox stock at $16.75 per share plus a $205 brokerage fee. 

31 Received a check for principal and accrued interest on the U.S. Treasury bills that matured on 

July 31. 

Aug. 15 Received an $0.85 per share cash dividend on the Gem Co. stock. 
28 Sold 2,000 shares of Gem Co. stock at $30 per share less a $225 brokerage fee. 

Oct. 1 Received a $1.90 per share cash dividend on the PepsiCo shares. 

Dec. 15 Received a $1.05 per share cash dividend on the remaining Gem Co. shares. l 
31 Received a $1.30 per share cash dividend on the PepsiCo shares. 
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Required 

1. Prepare journal entries to record the preceding transactions and events, 
2: Prepare a table to compare the year-end cost and fair values of Rose’s short-term investments in 

available-for-sale securities. The year-end fair values per share are: Gem Co., $26.50: PepsiCo, 
$46.50; and Xerox, $13.75. 

3. Prepare an adjusting entry, if necessary, to record the year-end fair vaiue adjustment for the portfolio 
of short-term investments in available-for-sale securities. 

Analysis Component 

4. Explain the balance sheet presentation of the fair value adjustment for Rose’s short-term investments. 
5. How do these short-term investments affect Rose’s (a) income statement for year 2016 and (b) equity 

section of its balance sheet at year-end 2016? 

C-27 

Check (2) Cost = $164,220 

(3) Dr. Unrealized 

Loss—Equity $4,470 

Grass Security, which began operations in 2016, invests in long-te 
Following is a series of transactions and events determining its long-term investment activity. 

2016 

Jan. 20 Purchased 1,000 shares of Johnson & Johnson at $20.50 per share plus a $240 commission. 

Feb. 9 Purchased 1,200 shares of Sony at $46.20 per share plus a $225 commission. 

June 12 Purchased 1,500 shares of Mattel at $27.00 per share plus a $195 commission. 

Dec. 31 Per share fair values for stocks in the portfolio are: Johnson & Johnson, $21.50; Mattel, $30.90; 
Sony, $38.00. 

2017 

Apr. 15 Sold 1,000 shares of Johnson & Johnson at $23.50 per share less a $525 commission. 

July 5 Sold 1,500 shares of Mattel at $23.90 per share less a $235 commission. 
July 22 Purchased 600 shares of Sara Lee at $22.50 per share plus a $480 commission. 

Aug. 19 Purchased 900 shares of Eastman Kodak at $17.00 per share plus a $198 commission. 

Dec. 31 Per share fair values for stocks in the portfolio are: Kodak, $19.25; Sara Lee, $20.00: Sony, 

$35.00. 

2018 

Feb. 27 Purchased 2,400 shares of Microsoft at $67.00 per share plus a $525 commission. 

June 21 Sold 1,200 shares of Sony at $48.00 per share less an $880 commission. 

June 30 Purchased 1,400 shares of Black & Decker at $36.00 per share plus a $435 commission. 

Aug. 3 Sold 600 shares of Sara Lee at $16.25 per share less a $435 commission. 

Noy. 1 Sold 900 shares of Eastman Kodak at $22.75 per share less a $625 commission. 

Dec. 31 Per share fair values for stocks in the portfolio are: Black & Decker, $39.00; Microsoft, $69.00. 

Required 

1. Prepare journal entries to record these transactions and events and any year-end fair value adjustments 

to the portfolio of long-term available-for-sale securities. 

2. Prepare a table that summarizes the (a) total cost, (b) total fair value adjustment, and (c) total fair value 

of the portfolio of long-term available-for-sale securities at each year-end. 

3. Prepare a table that summarizes (a) the realized gains and losses and (b) the unrealized gains or losses 

for the portfolio of long-term available-for-sale securities at each year-end. 

events in its long-term investments. 

2016 

Jan. 5  Selk purchased 60,000 shares (20% of total) of Kildaire’s common stock for $1,560,000. 

Oct. 23 Kildaire declared and paid a cash dividend of $3.20 per share. 2 

Dec. 31. Kildaire’s net income for 2016 is $1,164,000, and the fair value of its stock at December 31 is 

$30.00 per share. 
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2017 

Oct. 15 Kildaire declared and paid a cash dividend of $2.60 per share. 

Dec. 31 Kildaire’s net income for 2017 is $1,476,000, and the fair value of its stock at December 31 is 

$32.00 per share. 

2018 

Jan. 2. Selk sold all of its investment in Kildaire for $1,894,000 cash. 

Part 1 
Assume that Selk has a significant influence over Kildaire with its 20% share of stock. 

Required 

1. Prepare journal entries to record these transactions and events for Selk. 

2. Compute the carrying (book) value per share of Selk’s investment in Kildaire common stock as 

reflected in the investment account on January 1, 2018. 

3. Compute the net increase or decrease in Selk’s equity from January 5, 2016, through January 2, 2018, 

resulting from its investment in Kildaire. 

Part 2 
Assume that although Selk owns 20% of Kildaire’s outstanding stock, circumstances indicate that it does not 

have a significant influence over the investee and that it is classified as an available-for-sale security investment. 

Required 

1. Prepare journal entries to record the preceding transactions and events for Selk. Also prepare an entry 

dated January 2, 2018, to remove any balance related to the fair value adjustment. 

2. Compute the cost per share of Selk’s investment in Kildaire common stock as reflected in the invest- 

ment account on January 1, 2018. 

3. Compute the net increase or decrease in Selk’s equity from January 5, 2016, through January 2, 2018, 

resulting from its investment in Kildaire. 

Problem C-5A 

Long-term investment 

transactions; unrealized 

and realized gains and 

losses 

C2 P3 PA 

Check (2) Cr. Unrealized 

Loss—Equity, $20,002 

Stoll Co.’s long-term available-for-sale portfolio at December 31, 2015, consists of the following. 

Available-for-Sale Securities Cost FairValue 

40,000 shares of Company A common stock. ......... $535,300 $490,000 

7,000 shares of Company B common stock.........-.. 159,380 154,000 

17,500 shares of Company C common stock.......... 662,750 640,938 

Stoll enters into the following long-term investment transactions during year 2016. 

Jan. 29 Sold 3,500 shares of Company B common stock for $79,188 less a brokerage fee of $1,500. 

Apr. 17 Purchased 10,000 shares of Company W common stock for $197,500 plus a brokerage fee of 

$2,400. The shares represent a 30% ownership in Company W. 

July 6 Purchased 4,500 shares of Company X common stock for $126,562 plus a brokerage fee of 

$1,750. The shares represent a 10% ownership in Company X. 

Aug. 22 Purchased 50,000 shares of Company Y common stock for $375,000 plus a brokerage fee of 

$1,200. The shares represent a 51% ownership in Company Y. 

Nov. 13. Purchased 8,500 shares of Company Z common stock for $267,900 plus a brokerage fee of 

$2,450. The shares represent a 5% ownership in Company Z. 

Dec. 9 Sold 40,000 shares of Company A common stock for $515,000 less a brokerage fee of $4,100. 

The fair values of its investments at December 31, 2016, are: B, $81,375; C, $610,312; W, $191,250; 

X, $118,125: Y, $531,250; and Z, $278,800. 

Required 

1. Determine the amount Stoll should report on its December 31, 2016, balance sheet for its long-term 

investments in available-for-sale securities. 

2. Prepare any necessary December 31, 2016, adjusting entry to record the fair value adjustment for the 

long-term investments in available-for-sale securities. 

3. What amount of gains or losses on transactions relating to long-term investments in available-for-sale 

securities should Stoll report on its December 31, 2016, income statement? 
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Doering Company, a U.S. corporation with customers in several foreign countries, had the following 
selected transactions for 2016 and 2017. 

2016 

Apr. 8 Sold merchandise to Salinas & Sons of Mexico for $5,938 cash. The exchange rate for pesos is 
$0.1043 on this day. 

July 21 Sold merchandise on credit to Sumito Corp. in Japan. The price of 1.5 million yen is to be paid 
120 days from the date of sale. The exchange rate for yen 1s $0.0094 on this day. 

Oct. 14 Sold merchandise for 19,000 pounds to Smithers Ltd. of Great Britain, payment in full to be 
received in 90 days. The exchange rate for pounds is $1.4566 on this day. 

Nov. 18 Received Sumito’s payment in yen for its July 21 purchase and immediately exchanged the yen 
for dollars. The exchange rate for yen is $0.0092 on this day. 

Dec. 20 Sold merchandise for 17,000 ringgits to Hamid Albar of Malaysia, payment in full to be 
received in 30 days. On this day, the exchange rate for ringgits is $0.4501. 

Dec. 31 Recorded adjusting entries to recognize exchange gains or losses on Doering’s annual financial 
Statements. Rates for exchanging foreign currencies on this day follow. 

Pesos (Mexico)... 517 4 none $0.1055 Pounds (Britain).......... $1.4620 

Ven (ilapan) tei annas trae: 0.0093 Ringgits (Malaysia) ........ 0.4456 

2017 

Jan. 12 Received full payment in pounds from Smithers for the October 14 sale and immediately 

exchanged the pounds for dollars. The exchange rate for pounds is $1.4699 on this day. 

Jan. 19 Received Hamid Albar’s full payment in ringgits for the December 20 sale and immediately 

exchanged the ringgits for dollars. The exchange rate for ringgits is $0.4420 on this day. 

Required 

1. Prepare journal entries for the Doering transactions and adjusting entries (round amounts to the near- 

est dollar). 

2. Compute the foreign exchange gain or loss to be reported on Doering’s 2016 income statement. 

Analysis Component 

3. What actions might Doering consider to reduce its risk of foreign exchange gains or losses? 

Harris Company, which began operations in 2016, invests its idle cash in trading securities. The following 

transactions relate to its short-term investments in its trading securities. 

2016 

Mar. 10 Purchased 2,400 shares of AOL at $59.15 per share plus a $1,545 commission. 
May 7 Purchased 5,000 shares of MTV at $36.25 per share plus a $2,855 commission. 

Sept. | Purchased 1,200 shares of UPS at $57.25 per share plus a $1,250 commission. 

Dec. 31 Fair value of the short-term investments in trading securities is $380,000. 

2017 

Apr. 26 Sold 5,000 shares of MTV at $34.50 per share less a $2,050 commission. 

Apr. 27 Sold 1,200 shares of UPS at $60.50 per share less a $1,788 commission. 

June 2 Purchased 3,600 shares of SPW at $172 per share plus a $3,250 commission. 

June 14. Purchased 900 shares of Walmart at $50.25 per share plus a $1,082 commission. 

Dec. 31 Fair value of the short-term investments in trading securities is $828,000. 

2018 

Jan. 28 Purchased 2,000 shares of PepsiCo at $43 per share plus a $2,890 commission. 

Jan. 31 Sold 3,600 shares of SPW at $168 per share less a $2,040 commission. 

Aug. 22 Sold 2,400 shares of AOL at $56.75 per share less a $2,480 commission. 7 

Sept. 3. Purchased 1,500 shares of Vodaphone at $40.50 per share plus a $1 680 commission. 

Oct. 9 Sold 900 shares of Walmart at $53.75 per share less a $1,220 commission. 

Dec. 31 Fair value of the short-term investments in trading securities is $140,000. 
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Required 

Check Dec. 31, 2017 Prepare journal entries to record these short-term investment activities for the years shown. On December 

Dr. Fair Value Adjustment— 31 of each year, prepare the adjusting entry to record any necessary fair value adjustment for the portfolio 

Trading, $33,298 of trading securities. 

Problem C-2B Slip Systems had no short-term investments prior to 2016. It had the following transactions involving 

Recording, adjusting, and __ short-term investments in available-for-sale securities during 2016. 

Ne pea pa Feb. 6 Purchased 3,400 shares of Nokia stock at $41.25 per share plus a $3,000 brokerage fee: 

Sa 15 Paid $20,000 to buy six-month U.S. Treasury bills (debt securities): $20,000 principal amount, 

6% interest, securities dated February 15. 

P3 Apr. 7 Purchased 1,200 shares of Dell Co. stock at $39.50 per share plus a $1,255 brokerage fee. 

June 2 Purchased 2,500 shares of Merck stock at $72.50 per share plus a $2,890 brokerage fee. 

30 Received a $0.19 per share cash dividend on the Nokia shares. 

Aug. 11 Sold 850 shares of Nokia stock at $46 per share less a $1,050 brokerage fee: 

16 Received a check for principal and accrued interest on the U.S. Treasury bills purchased 

February 15. 
24 Received a $0.10 per share cash dividend on the Dell shares. 

Nov. 9 Received a $0.20 per share cash dividend on the remaining Nokia shares. 

Dec. 18 Received a $0.15 per share cash dividend on the Dell shares. 

Required 

1. Prepare journal entries to record the preceding transactions and events. 

Check (2) Cost = $340,232 2. Prepare a table to compare the year-end cost and fair values of the short-term investments in available- 

for-sale securities. The year-end fair values per share are: Nokia, $40.25; Dell, $40.50; and Merck, $59. 

(3) Dr. Unrealized 3. Prepare an adjusting entry, if necessary, to record the year-end fair value adjustment for the portfolio 

Loss—Equity, $41,494 of short-term investments in available-for-sale securities. 

Analysis Component 

4. Explain the balance sheet presentation of the fair value adjustment to Slip’s short-term investments. 

5. How do these short-term investments affect (a) its income statement for year 2016 and (b) the equity 

section of its balance sheet at the 2016 year-end? 

Problem C-3B Paris Enterprises, which began operations in 2016, invests in long-term available-for-sale securities. 

Recording, adjusting, and _ Following is a series of transactions and events involving its long-term investment activity. 

reporting long-term 

available-for-sale 2018 

securities Mar. 10 Purchased 1,200 shares of Apple at $25.50 per share plus $800 commission. 

P3 Apr. 7 Purchased 2,500 shares of Ford at $22.50 per share plus $1,033 commission. 

Sept. 1 Purchased 600 shares of Polaroid at $47.00 per share plus $890 commission. 

Dec. 31 Per share fair values for stocks in the portfolio are: Apple, $27.50; Ford, $21.00; Polaroid, 

$49.00. 

2017 

Apr. 26 Sold 2,500 shares of Ford at $20.50 per share less a $1,207 commission. 

June 2 Purchased 1,800 shares of Duracell at $19.25 per share plus a $1,050 commission. 

June 14. Purchased 1,200 shares of Sears at $21 per share plus a $280 commission. 

Novy. 27. Sold 600 shares of Polaroid at $51 per share less an $845 commission. 

Dec. 31 Per share fair values for stocks in the portfolio are: Apple, $29.00; Duracell, $18.00; Sears, 

$23.00. 

2018 

Jan. 28 Purchased 1,000 shares of Coca-Cola Co. at $40 per share plus a $1,480 commission. 

Aug. 22 Sold 1,200 shares of Apple at $21.50 per share less a $1,850 commission. 

Sept. 3 Purchased 3,000 shares of Motorola at $28 per share plus a $780 commission. 

Oct. 9 Sold 1,200 shares of Sears at $24.00 per share less a $599 commission. 

Oct. 31 Sold 1,800 shares of Duracell at $15.00 per share less an $898 commission. 
Dec. 31 Per share fair values for stocks in the portfolio are: Coca-Cola, $48.00; Motorola, $24.00. 
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Required 

1. Prepare journal entries to record these transactions and events and any year-end fair value adjustments 
to the portfolio of long-term available-for-sale securities. 

a Prepare a table that summarizes the (a) total cost, (b) total fair value adjustment, and (c) total fair value 
for the portfolio of long-term available-for-sale securities at each year-end. 

3. Prepare a table that summarizes (a) the realized gains and losses and () the unrealized gains or losses 

for the portfolio of long-term available-for-sale securities at each year-end. 
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Check (2b) Fair Value Adj. 

bal.: 12/31/16, $2,873 Cr.; 

12/31/17, $2,220 Dr 

(3b) Unrealized 

Loss at 12/31/2018, $6,260 

tions and events in its long-term investments. 

2016 

Jan. 5 Brinkley purchased 20,000 shares (25% of total) of Bloch’s common stock for $200,500. 

Aug. | Bloch declared and paid a cash dividend of $1.05 per share. 

Dec. 31 Bloch’s net income for 2016 is $82,000, and the fair value of its stock is $11.90 per share. 

2017 

Aug. | Bloch declared and paid a cash dividend of $1.35 per share. 

Dec. 31 Bloch’s net income for 2017 is $78,000, and the fair value of its stock is $13.65 per share. 

2018 

Jan. 8 Brinkley sold all of its investment in Bloch for $375,000 cash. 

Part 1 
Assume that Brinkley has a significant influence over Bloch with its 25% share. 

Required 

1. Prepare journal entries to record these transactions and events for Brinkley. 

2. Compute the carrying (book) value per share of Brinkley’s investment in Bloch common stock as 

reflected in the investment account on January 7, 2018. 

3. Compute the net increase or decrease in Brinkley’s equity from January 5, 2016, through January 8, 

2018, resulting from its investment in Bloch. 

Part 2 
Assume that although Brinkley owns 25% of Bloch’s outstanding stock, circumstances indicate that it 

does not have a significant influence over the investee and that it is classified as an available-for-sale 

security investment. 

Required 

1. Prepare journal entries to record these transactions and events for Brinkley. Also prepare an entry 

dated January 8, 2018, to remove any balance related to the fair value adjustment. 

2. Compute the cost per share of Brinkley’s investment in Bloch common stock as reflected in the invest- 

ment account on January 7, 2018. 

3. Compute the net increase or decrease in Brinkley’s equity from January 5, 2016, through January 8, 

2018, resulting from its investment in Bloch. 

Troyer’s long-term available-for-sale portfolio at December 31, 2015, consists of the following. 

Available-for-Sale Securities Cost Fair Value 

27,500 shares of Company R common stock........-- $559,125 $599,063 

8,500 shares of Company S common stock .......---- 308,380 293,250 

147,295 151,800 
11,000 shares of Company T common stock.......-.. 

| Problem C-5B 

Problem C-4B 

Accounting for long-term 

investments in securities; 

with and without 

significant influence 

P3 PA 

Check (2) Carrying value 

per share, $9.63 

(1) 1/8/2018 Dr. 

Unrealized Gain—Equity, 

$72,500 

(3) Net increase, 

$222,500 

Long-term investment 

transactions; unrealized 

and realized gains and 

losses 

(2 Po PA 



C-32 

Check (2) Dr. Unrealized 

Loss—Equity, $16,267; Cr. 

Fair Value Adjustment—AFS 

(LT), $45,580 

Appendix C Investments and International Operations 

Troyer enters into the following long-term investment transactions during year 2016. 

Jan. 13 Sold 2,125 shares of Company S stock for $72,250 less a brokerage fee of $1,195. 
Mar. 24 Purchased 15,500 shares of Company U common stock for $282,875 plus a brokerage fee of 

$1,980. The shares represent a 62% ownership interest in Company U. 

Apr. 5 Purchased 42,500 shares of Company V common stock for $133,875 plus a brokerage fee of 

$1,125. The shares represent a 10% ownership in Company V. 

Sept. 2 Sold 11,000 shares of Company T common stock for $156,750 less a brokerage fee of 

$2,700. 
Sept.27 Purchased 2,500 shares of Company W common stock for $50,500 plus a brokerage fee of 

$1,050. The shares represent a 25% ownership interest in Company W. 
Oct. 30 Purchased 5,000 shares of Company X common stock for $48,750 plus a brokerage fee of 

$1,170. The shares represent a 13% ownership interest in Company X. 

The fair values of its investments at December 31, 2016, are: R, $568,125; S, $210,375; U, $272,800; V, 

$134,938: W, $54,689; and X, $45,625. 

Required 

1. Determine the amount Troyer should report on its December 31, 2016, balance sheet for its long-term 

investments in available-for-sale securities. 

2. Prepare any necessary December 31, 2016, adjusting entry to record the fair value adjustment of the 

long-term investments in available-for-sale securities. 

3. What amount of gains or losses on transactions relating to long-term investments in available-for-sale 

securities should Troyer report on its December 31, 2016, income statement? 

Problem C-6B4 

Foreign currency 

transactions 

C3 

Check (2) 2016 total 

foreign exchange gain, $1,137 

Datamix, a U.S. corporation with customers in several foreign countries, had the following selected trans- 

actions for 2016 and 2017. 

2016 

May 26 Sold merchandise for 6.5 million yen to Fuji Company of Japan, payment in full to be received 

in 60 days. On this day, the exchange rate for yen is $0.0093. 

June 1 Sold merchandise to Fordham Ltd. of Great Britain for $64,800 cash. The exchange rate for 

pounds is $1.4498 on this day. 
July 25 Received Fuji’s payment in yen for its May 26 purchase and immediately exchanged the yen 

for dollars. The exchange rate for yen is $0.0092 on this day. 

Oct. 15 Sold merchandise on credit to Martinez Brothers of Mexico. The price of 378,000 pesos is to be 

paid 90 days from the date of sale. On this day, the exchange rate for pesos is $0.1020. 

Dec. 6 Sold merchandise for 250,000 yuans to Chi-Ying Company of China, payment in full to be 

received in 30 days. The exchange rate for yuans is $0.1439 on this day. 

Dec. 31 Recorded adjusting entries to recognize exchange gains or losses on Datamix’s annual financial 

statements. Rates of exchanging foreign currencies on this day follow. 

Yen: (Japan) jcccck. i. a tae $0.0094 Pesos (Mexico). .....6... $0.1060 

Pounds (Britain)......... 1.4580 Nuans. (China) were sept 0.1450 

Jan. 5 Received Chi-Ying’s full payment in yuans for the December 6 sale and immediately exchanged 

the yuans for dollars. The exchange rate for yuans is $0.1580 on this day. 

Jan. 13. Received full payment in pesos from Martinez for the October 15 sale and immediately 

exchanged the pesos for dollars. The exchange rate for pesos is $0.1039 on this day. 

Required 

1. Prepare journal entries for the Datamix transactions and adjusting entries. 

2. Compute the foreign exchange gain or loss to be reported on Datamix’s 2016 income statement. 

Analysis Component 

3. What actions might Datamix consider to reduce its risk of foreign exchange gains or losses? 
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(This serial problem began in Chapter I and continues through most of the book. If previous chapter seg- 
ments were not completed, the serial problem can begin at this point. It is helpful, but not necessary, to use 
the Working Papers that accompany the book.) 

SPC While reviewing the March 31, 2017, balance sheet of Business Solutions, Santana Rey notes that 
the business has built a large cash balance. Its most recent bank money market statement shows that the 

funds are earning an annualized return of 0.75%. Santana decides to make several investments with the 

desire to earn a higher return on the idle cash balance. Accordingly, in April 2017, Business Solutions 
makes the following investments in trading securities: 

Apr. 16 Purchases 400 shares of Johnson & Johnson stock at $50 per share plus a $300 commission. 

Apr. 30 Purchases 200 shares of Starbucks Corporation at $22 per share plus a $250 commission. 

On June 30, 2017, the per share market price (fair value) of the Johnson & Johnson shares is $55 and 

the Starbucks shares is $19. 

Required 

1. Prepare journal entries to record the April purchases of trading securities by Business Solutions. 

2. On June 30, 2017, prepare the adjusting entry to record any necessary fair value adjustment to its port- 

folio of trading securities. 

The following General Ledger assignments focus on the accounting for investments in available-for- 

sale securities and equity method investments. 

GL C-1 General Ledger assignment C-1 is adapted from Problem C-2A. Prepare journal entries 

related to short-term investments in available-for-sale securities, including the adjustment to fair value, 

if necessary. 

GL C-2 General Ledger assignment C-2 is adapted from Problem C-5A. Prepare journal entries 

related to long-term investment transactions and the related realized and unrealized gains. 

Beyond the Numbers 

BTN C-1_ Refer to Apple’s financial statements in Appendix A to answer the following. 

1. Are its financial statements consolidated? How can you tell? 

2. What is the amount of comprehensive income for the year ended September 27, 2014? 

3. Does it have any foreign operations? How can you tell? 

4. Compute its return on total assets for the year ended September 27, 2014. 

Fast Forward 

5. Access Apple’s annual report for a fiscal year ending after September 27, 2014, from either its website 

(Apple.com) or the SEC’s database (www.SEC.gov). Recompute its return on total assets for the 

years subsequent to September 27, 2014. 
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BTN C-2 Key figures for Apple and Google follow. 

Google 

Current Current | Year 2 Years 
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Required 

1. Compute return on total assets for Apple and Google for the two most recent years. 

2. Separate the return on total assets computed in part | into its components for both companies and both 

years according to the formula in Exhibit C.9. 

3. Which company has the highest total return on assets? The highest profit margin? The highest total 

asset turnover? What does this comparative analysis reveal? (Assume an industry average of 10.0% for 

return on assets.) 

BTN C-3_ Kasey Hartman is the controller for Wholemart Company, which has numerous long-term 

investments in debt securities. Wholemart’s investments are mainly in five-year bonds. Hartman is prepar- 

ing its year-end financial statements. In accounting for long-term debt securities, she knows that each 

long-term investment must be designated as a held-to-maturity or an available-for-sale security. Interest 

rates rose sharply this past year, causing the portfolio’s fair value to substantially decline. The company 

does not intend to hold the bonds for the entire five years. Hartman also earns a bonus each year, which is 

computed as a percent of net income. 

Required 

1. Will Hartman’s bonus depend in any way on the classification of the debt securities? Explain. 

2. What criteria must Hartman use to classify the securities as held-to-maturity or available-for-sale? 

3. Is there likely any company oversight of Hartman’s classification of the securities? Explain. 

BTN C-4 Assume that you are Jolee Company’s accountant. Company owner Mary Jolee has reviewed 

the 2016 financial statements you prepared and questions the $6,000 loss reported on the sale of its invest- 

ment in Kemper Co. common stock. Jolee acquired 50,000 shares of Kemper’s common stock on 

December 31, 2014, at a cost of $500,000. This stock purchase represented a 40% interest in Kemper. The 

2015 income statement reported that earnings from all investments were $126,000. On January 3, 2016, 

Jolee Company sold the Kemper stock for $575,000. Kemper did not pay any dividends during 2015 but 

reported a net income of $202,500 for that year. Mary Jolee believes that because the Kemper stock pur- 

chase price was $500,000 and was sold for $575,000, the 2016 income statement should report a $75,000 

gain on the sale. 

Required 

Draft a half-page memorandum to Mary Jolee explaining why the $6,000 loss on sale of Kemper stock is 

correctly reported. 

TAKING IT TO 
THE NET 

"9 

BTN C-5 Access the July 31, 2014, 10-K filing (for year-end June 30, 2014) of Microsoft (MSFT) at 

www.SEC.gov. Review its note 4, “Investments.” 

Required 

1. How does the “cost-basis” total amount for its investments as of June 30, 2014, compare to the prior 
year-end amount? 

2. Identify at least eight types of short-term investments held by Microsoft as of June 30, 2014. 

3. What were Microsoft’s unrealized gains and its unrealized losses from its investments for 2014? 

4. Was the cost or fair value (“recorded basis”) of the investments higher as of June 30, 2014? 
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BTN C-6 Each team member is to become an expert on a specific classification of long-term invest- TEAMWORK IN 
ments. This expertise will be used to facilitate other teammates’ understanding of the concepts and proce- ACTION 
dures relevant to the classification chosen. 

Cl €2 PireP2 Baars 
1. Each team member must select an area for expertise by choosing one of the following classifications 

of long-term investments. 

a. Held-to-maturity debt securities 

b. Available-for-sale debt and equity securities 

c. Equity securities with significant influence 

d. Equity securities with controlling influence 

hy Learning teams are to disburse and expert teams are to be formed. Expert teams are made up of those 

who select the same area of expertise. The instructor will identify the location where each expert team 
will meet. 

3. Expert teams will collaborate to develop a presentation based on the following requirements. Students 

must write the presentation in a format they can show to their learning teams in part 4. 

Requirements for Expert Presentation 

a. Write a transaction for the acquisition of this type of investment security. The transaction descrip- 

tion is to include all necessary data to reflect the chosen classification. 

b. Prepare the journal entry to record the acquisition. 

[Note: The expert team on equity securities with controlling influence will substitute requirements 

(d) and (e) with a discussion of the reporting of these investments. ] 

c. Identify information necessary to complete the end-of-period adjustment for this investment. 

d. Assuming that this is the only investment owned, prepare any necessary year-end entries. 

e. Present the relevant balance sheet section(s). 

4. Re-form learning teams. In rotation, experts are to present to their teams the presentations they devel- 

oped in part 3. Experts are to encourage and respond to questions. 

BTN C-7“ Assume that a company desires to acquire the Japanese rights to a website, which will then ENTREPRENEURIAL 

be branded with its products for sale in Japan. Assume the company acquires those rights on January 1, DECISION 

2016, from a Japanese distributor and agrees to pay 12,000,000 yen per year for those rights. Quarterly (| == 

payments are due March 31, June 30, September 30, and December 31 each year. On January 1, 2016, b 

assume the yen is worth $0.00891. © 

Required 

1. Prepare the journal entry to record the Internet rights purchased on January 1, 2016. 

2. Prepare the journal entries to record the payments on March 31, June 30, September 30, and December 

31, 2016. The value of the yen on those dates follows. 

March Sil heeecicsorea $0.00893 

\WiNS WO aneeud cones sac 0.00901 

September 30......... 0.00902 

Decembers!linse cs aa. 0.00897 

3. How can the company protect itself from unanticipated gains and losses from currency translation if 

all of the payments are specified to be paid in yen? 

BTN C-84 Assume that you are planning a spring break trip to Europe. Identify three locations where HITTING THE 

you can find exchange rates for the dollar relative to the euro or other currencies. ROAD 

C3 
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GLOBAL BTN C-9 Samsung, Apple, and Google are competitors in the global marketplace. Following are 

DECISION selected data from each company. 

Al I | 
) eB Samsung (Korean won millions) Apple Google 

Current One Year Two Years Current Prior Current Prior 

Ss amsun g Key Figure Year datelg Prior Year Year Year “Year 

APPLE Netincomes cscs acs WA 23,394,358 YW 30,474,764 WH 23,845,285 9 — ee = 
G oO oO G LE Netisales ce nee. 206,205,987 228,692,667 201,103,613 — — — — 

Totaliassetsinrr srr eres 230,422,958 214,075,018 181,071,570 — — — —= 

Profitimarcinsccasectccie =e ? ? _— DN6% 2.7% ~— 2.9% 2676 

Total asset turnover....... ? ? — 0.83 0.89 0.54 0.58 

Required 

1. Compute Samsung’s return on total assets, and its components of profit margin and total asset turn- 

over, for the most recent two years using the data provided. 

2. Which of these three companies has the highest return on total assets? Highest profit margin? Highest 

total asset turnover? Interpret these results for the (a) current year and (b) prior year. 

ANSWERS TO MULTIPLE CHOICE QUIZ 

1. d: $30,000 x 5% x 5/12 = $625 4. e; $300,000/$2,000,000 = 15% 
2. a; Unrealized gain = $84,500 — $83,000 = $1,500 5. b; Profit margin = $80,000/$600,000 = 13.3% 
3. b: $50,000 x 35% = $17,500 Total asset turnover = $600,000/$400,000 = 1.5 



1-800-FLOWERS.COM, 171 

A 
Abercrombie & Fitch, 508 

Accelerated depreciation method, 360 

Account adjustments. see Adjusting entries 

Account analysis, 546 

Account balance, 59 

Account form, 21 

Account form of balance sheet, 21, 71 

Account receivable, 54 

Accounting, 4 

alternative for prepayments, 129-131 

functions of, 4 

importance of, 4-6 

merchandise purchases, 168—172 

ownership transfer, 171-172 

purchase discounts, 168-170 

merchandise sales, 173-176 

sales allowances, 175-176 

sales discounts, 174-175 

sales returns, 175-176 

merchandisers 

adjusting entries for, 176 

closing entries for, 180-181 

financial statements preparation, 

179-180 

summary of entries, 181 

opportunities in, 6 

purchase allowances, 170 

purchase returns, 170 

sustainability and, 74, 235 

technology and, 4 

transportation costs, 171-172 

with reversing entries, 135 

without reversing entries, 134—135 

Accounting assumptions, 10—1 | 

business entity assumption, | 1—12 

going-concern assumption, 10 

monetary unit assumption, 10 

time period (periodicity) assumption, 10 

Accounting constraints, 11 

cost-benefit constraint, |] 

materiality constraint, 11 

Accounting controls and assurance, 74 

Accounting cycle, 120-121 

adjusting for merchandisers, 177 

classified balance sheet, 121—123 

closing process, 116-121 

merchandising cost flow in, 177 

steps in, 120 

Accounting distribution, 299 

Accounting equation, 13—14, 27 

analysis of, 67-68 

business activities and, 27-28 

debits and credits in, 58-59 

expanded accounting equation, 14 

transaction analysis (example), 14-18 

Accounting errors, 70-71 

Accounting fundamentals, 7—12 

assumptions, 10-11 

convergence, 9 

ethics as key concept, 7-8 

generally accepted accounting 

principles, 8 

international standards, 8 

principles and assumptions, 9 

Accounting information 

external users, 4-5 

internal users of, 4-5 

users of, 4-5 

Accounting period, 100 

Accounting principles, 9—10 

changes in, 617-618 

expense recognition, 10 

full disclosure, 10, 409, 411, 

B02; 39 

GAAP vs. IFRS, 22-23 

measurement, 9 

revenue recognition principle, 10, 101, 

107, 111 

Accounting salaries, 6 

Accounting scandals, 12 

Accounting year, 71 

Account(s), 54 

chart of accounts, 22, 58 

equity accounts, 56-57 

liability accounts, 56 

Accounts payable, 17, 56, 400, 545 

as known liabilities, 400 

IND-1 



IND-2 Index 

Accounts receivable, 17, 54, 318-328, 545 

aging of receivables method, 327-328 

estimating bad debts, 326-327 

recognizing, 318-321 

credit card sales, 319-321 

installment sales and receivables, 321 

sales on credit, 318-319 

valuation of 

allowance method, 323-325 

direct write-off method, 322 

percent of receivables method, 326-327 

percent of sales method, 325-326 

Accounts receivable ledger, 318 

Accounts receivable subsidiary ledger, 318 

Accounts receivable turnover ratio, 335, 605, 61 1 

Accrual basis accounting, 100-101 

cash basis vs., 100-101 

Accrued expenses, 109-110 

future payment of, 110 

interest expenses, 110 

salaries expense, 109-110 

Accrued liabilities, 56 

Accrued revenues, 111—112 

future receipt of, 112 

interest revenue, 112 

service revenue, 111-112 

Accumulated depletion, 369 

Accumulated depreciation, 105 

Acid-test (quick) ratio, 187, 605, 611 

Additional Medicare tax, 404 

Adidas, 52, 357, 450, 466 

Adjusted trial balance, 114 

in financial statement preparation, 114-116 

Adjusting accounts, 102-114 

framework for, 102 

GAAP vs. IFRS, 124 

links to financial statements, 113 

periodic inventory system, 194-195 

three-step process of, 102 

unearned (deferred) revenues, 107 

Adjusting entries, 102 

accrued expenses, 109-110 

accrued revenues, 111-112 

bank reconciliation, 292—293 

depreciation, 104—106 

end-of-period interest adjustment, 332 

for merchandisers, 177, 194-195 

prepaid (deferred) expenses, 103-104 

prepaid insurance, 103 

supplies as prepaid expense, 103-104 

unearned (deferred) revenues, 107—108 

Adjusting entry method, 195n 

Aging of accounts receivable, 327-328 

Alcoa, 369 

Alibaba Group, 489, 510 

Allowance for Doubtful Accounts, 323 

Allowance method, 323-325 

recording bad debts expense, 323-324 

recovering bad debt, 323-324 

writing off a bad debt, 324-325 

Altria, 511 

Amazon.com, 277, 511, 535, 554 

AMD, 74 

American Express, 319, 537 

American Greetings, 493 

Amortization, 371 

bond discount, 447-448 

effective interest amortization 

discount bond, 465-466 

premium bond, 466-467 

intangible assets, 371—372 

Amortization, straight-line bond amortization, 

448-449 

Analysis. see Financial statement analysis; Ratio analysis; 

Transaction analysis 

Analysis period, 594 

Annual Federal Unemployment Tax Return 

(Form 940), 418 

Annual financial statements, 100 

Annual report, 72, A-1 

Annuity, 465 

Annuity table, 465 

Anytime Fitness, 372 

Apple; Inc., 3, 14, 22-23; 52, 71, 727235, 293% 

363, 493, 500, 509, 593-594, 598-599, 

602, 607 

Appropriated retained earnings, 508 

Arm’s-length transaction, 334 

Asset accounts, 54 

Asset book value, 358 

Asset control, 370 

Asset theft control, 275 

Asset(s), 13, 122-123; see also Plant asset(s) 

custody of, 275 

insurance against casualty, 275 

natural resources, 369-370 

prepaid accounts, 55 

turnover rate, 604 

AT&T, 24 

Audit, 276 

Auditors, 5—6, 12 

independent reviews, 276 

Authorized stock, 492 

Available-for-sale (AFS) securities, C-6 

Average cost, 228, 246 

Avia, 467 



B 
Baby bond, 445n 

Bad debts, 322 

aging of receivables method, 327-328 

allowance method, 323—324 

direct write-off method, 322 

estimation of, 325-328 

matching principle, 322 

materiality constraint, 322 

percent of receivables method, 326-327 

percent of sales method, 325-326 

recovering of, 324-325 

summary of methods, 328 

writing off, 324 

Balance column accounts, 62 

Balance sheet, 19, 21, 70 

cash flow classifications and, 538 

classified balance sheet, 184-185 

common-size, 599-600 

comparative balance sheet, 595 

GAAP vs. IFRS, 186-187 

inventory error, 234 

prepared from trial balance, 70—73 

Balance sheet expenditures, 365 

Balance sheet methods, 326 

Bank account, 287 

Bank of America, 536 

Bank reconciliation, 290—292 

adjusting entries, 292-293 

illustration of, 292 

purpose of, 290-291 

timing differences, 292 

Bank statement, 288-290 

Banking activities 

bank account, deposit, and check, 

287-288 

bank statement, 288-290 

basic services, 287-288 

as controls, 287—293 

electronic funds transfer (EFT), 288 

GAAP vs. IFRS, 295 

Bare Essentials, 171 

Base amount, 599 

Base period, 597 

Basic earnings per share, 

510-511 

Baskin-Robbins, 403 

Bear market, 608 

Bearer bonds, 460 

Benchmarks, 52, 593 

Best Buy, 318, 410 

Betterments (improvements), 365 

Blue chips, 593 

Index 

Board of directors, 5, 491 

Bond certificate, 445 

Bond discount, 446 

Bond indenture, 445 

Bond-issuing procedures, 445 

Bond premium, 446 

Bond pricing, 453-454 

PV of discount bond, 453 

PV of premium bond, 453 

Bond rating services, 449 

Bond trading, 445 

Bonded employees, 275 

Bonds, 444 

advantages of, 444 

amortizing a bond discount, 

447-448 

basics of, 444-445 

debentures, 460 

disadvantages of, 445 

features of, 459-460 

financing, 444-445 

GAAP vs. IFRS accounting, 459 

issuing 

at a discount, 447 

at par, 446 

at a premium, 450-451 

between interest dates, 467-469 

issuing procedures, 445-454 

junk bonds, 455 

retirement 

at maturity, 454 

before maturity, 454-455 

by conversion, 455 

secured or unsecured, 459-460 

trading, 445 

Bonus plans, 409 

Book value of assets, 106, 358 

Book value per common share, 

512, 611 

Book value per preferred share, 512 

Bookkeeping, 4 

Boston Beer, 375, 404 

Boston Celtics, 107, 411 

Bot-Networking, 278 

Bottom line, 186 

Box, 443, 459 

Boys & Girls Clubs, 459 

Brokers, 593 

Brunswick, 365 

The Buckle, 232 

Buildings, 55, 355 

Buildings accounts, 55 

Bull market, 608 

IND-3 



IND-4 Index 

Business activities Cash equivalents, 279, 536 

accounting equation and, 27—28 Cash flow; see also Statement of cash flows 

financing activities, 27 balance sheet linkage, 538 

investing activities, 27 cash sources and uses, 554—555 

operating activities, 27, 537, 542, 546 classification of, 537-538 

Business entities from financing activities, 538 

corporation, | 1 from investing activities, 537 

partnership, 11 from operating activities, 537 

sole proprietorship, 10 GAAP vs. IFRS, 554 

Business entity assumption, 10 importance of, 536 

Business segment, 617 measurement of, 536—537 

reporting basics, 536-541 

C Cash flow ratios, 556 

C corporation, 11 Cash flow on total assets, 555—556 

Calendar-year companies, 71 Cash flows from financing, 549-552 

Call premium, 454 common stock transactions, 550 

Call price, 503 GAAP vs. IFRS, 554 

Callable bond, 460 noncutrrent assets, 547-548 

Callable preferred stock, 503 notes payable transactions, 549-550 

Callaway Golf, 371 proving cash balances, 551 

Canceled checks, 289 retained earnings transactions, 550-551 

Capital three-stage process of analysis, 549-550 

minimum legal capital, 493 Cash flows from investing, 547-548 

paid-in capital, 493 GAAP vs. IFRS, 554 

simple capital structure, 511n noncurrent assets, 547-548 

stockholders’ equity, 493 plant asset transactions, 547-548 

working capital, 603-604 three-stage process of analysis, 547-548 

Capital expenditures, 365 Cash flows from operating, 441-542 

Capital leases, 373, 469 adjustments, 453-546 

Capital stock, 11, 492-493 direct method of reporting, 561—565 

Capital structure, 607 GAAP vs. IFRS, 554 

CarMax, 356 indirect method application, 543-546 

Carrying (book) value of bond, 447 indirect/direct methods of reporting, 541-542 

Cash, 54, 279-286, 536 summary adjustments, 564 

owner withdrawals, 15 Cash management, 280 

Cash account, analyzing, 540 principles of, 280 

Cash balances, 551 Cash over and short, 281, 286 

Cash basis accounting, 100—101 Cash paid for interest and income taxes, 564 

Cash budget, 282 Cash paid for inventory, 562—563 

Cash controls, 279-286 Cash paid for wages and operating expenses, 563-564 

cash, cash equivalents, and liquidity, 279 Cash receipts, 562 

cash management, 280 by mail, 282 

cash receipts, 280—282 cash over and short, 281, 286 

GAAP vs. IFRS, 295 control of, 280-282 

Cash coverage of growth, 556 over-the-counter receipts, 280-28 1 

Cash disbursements Cash received from customers, 562 

cash budget, 282 Cash short and over, 281 

cash over and short, 286 Cash sources and uses, 554-555 

control of, 282-296 Certificate in management accounting (CMA), 6 

petty cash system, 284-286 Certified bookkeeper (CB), 6 

voucher system, 282-283 Certified forensic accountant (CrFA), 6 

Cash discount, 168 Certified fraud examiner (CFE), 6, 278 

Cash dividends, 497-498 Certified internal auditor (CIA), 6 



Certified payroll professional (CPP), 6 

Certified public accountants (CPAs), 6 

Change in accounting estimates, 363, 508 

Change in accounting principles, 617-618 

Chart of accounts, 22, 58 

Check, 288 

Check authorization, 299 

Check register, 299 

Chevron, 411 

Chief executive office (CEO), 491 

Chief operating officer (COO), 491 

Chipolte Mexican Grill, 165, 186 

Classified balance sheet, 57, 121-123 

categories in, 122—123 

example of, 122 

for merchandiser, 184-185 

Closing entries 

for merchandisers, 180-181, 195 

recording of, 117-118 

Closing entry method, 195n 

Closing process, 116-121 

accounting cycle, 120-121 

GAAP vs. IFRS, 124 

post-closing trial balance, 118-120 

recording entries, 117-118 

reporting of equity, 508 

steps in, 117-118 

temporary and permanent accounts, 117 

Coca-Cola, 593 

Cold Stone Creamery, 403 

Collateral, 460 

Collateral agreements, 459 

Collections in advance, 400 

Commercial substance of exchange, 379 

Committee of Sponsoring Organizations 

(COSO), 275 

Common-size analysis, 599-600 

Common-size balance sheets, 599 

Common-size financial statements, 599 

Common-size graphical analysis, 601-602 

Common-size income statements, 599 

Common-size percents, 599 

Common stock, 11, 13-14, 492-493, 550 

cash dividends, 497-498 

GAAP vs. IFRS reporting, 509-510 

issuance 

no-par value stock, 495 

noncash assets, 495-496 

par value stock, 494 

stated value stock, 495 

stock dividends, 498-499 

stock splits, 499-500 

Comparative balance sheets, 595 

Index 

Comparative financial statements, 594-597 

Comparative format, 594 

Comparative income statement, 595-597 

Competitor comparison, 593 

Complex capital structure, 511n 

Composition of current assets, 604 

Compounded, 464 

Comprehensive income, C-11 

Computer viruses, 277 

Conceptual framework, 9 

Conservatism constraint, 11, 232 

Consignee, 222 

Consignor, 222 

Consistency concept, 230, 617 

Consolidated financial statements, C-10 

Contingent liabilities, 410-412 

accounting for, 410 

debt guarantees, 41 ] 

other contingencies, 411 

potential legal claims, 411 

reasonably possible, 411 

uncertainties vs., 411 

Continuing operations, 616-618 

Continuous life, 490 

Contra account, 105 

Contra revenue account, 175 

Contract rate on bonds, 446 

Contributed capital, 14, 493 

Contributors, 5 

Control, cash, 279-286 

Convergence process, 9 

Converse, 75, 357, 455 

Convertible bonds, 455, 460 

Convertible preferred stock, 503 

Copyright, 372 

Copyright Term Extension Act (CTEA), 372 

Corporate income taxes, 422-423 

deferred income tax liabilities, 422-423 

income tax liabilities, 422 

Corporate takeover, 503n 

Corporate taxation, 490 

Corporation, 11, 490 

advantages of, 490 

capital stock basics, 492-494 

characteristics of, 490 

disadvantages of, 490 

form of organization, 490-494 

management of, 492 

organization and management, 491 

stockholders of, 491-492 

Correcting entry, 71 

Cost basis, 380 

Cost-benefit constraint, 11 

IND-5 



IND-6 Index 

Cost-benefit principle, 278 Defective goods, 176 

Cost determination, 355-356 Deferrals, 102 

buildings, 355-356 Deferred income tax asset, 423 

land, 355-356 Deferred income tax liability, 422-423 

land improvements, 355 Deferred revenues, 107—108, 400 

lump-sum purchase, 356 Defined benefit plans, 470 

machinery and equipment, 355 Definitely determinable liabilities, 400 

Cost flow(s), inventory assumptions, 224-225 Della 

Cost of goods sold, 166, 180 Delta Air Lines, 366 

Cost method, 505 Deltic Timber, 360 

Cost principle, 9, 355 Demand deposits, 279 

Cost of sales, 166 Depletion, 369 

Costco, 318 Deposit ticket, 288 

Cosis,355;357 Deposits in transit, 291 

Coupon bonds, 460 Depreciation, 104—106, 356-363 

Coupon rate, 446 accelerated, 360 

Credit, 58-59 adjusting entries for, 104-106 

Credit card, 319-320 changes in estimates, 362 

Credit card number theft, 277 cost and, 357 

Credit card sales, 319-320 factors in computing, 357 

Credit period, 168 as income statement adjustment, 543-544 

Credit sales, 54, 168, 318-319 methods, 357—363 

Credit terms, 168 comparison of, 361 

Creditors, 56 declining-balance, 360 

Cumulative preferred stock, 502 straight-line, 358-359 

Current assets, 122, 544, 604 units-of-production, 359-360 

Current liabilities, 123, 398, 544 partial-year depreciation, 362 

Current portion of long-term debt, 407 reporting of, 363 

Current ratio, 53, 125, 604, 611 salvage value, 357 

Customer lists, 373 tax reporting and, 361-362 

Customers, 5 useful life, 357 

Cybercrime, 278 Depreciation expense, 565 

Diluted earnings per share, 511n 

D Dilutive securities, 511n 

Dale Jarrett Racing Adventure, 363 Direct method, 542 

Damaged goods, 222 format of operating activities section, 565 

Data quality, 74 operating cash flows, 541-542, 561-565 

Date of declaration, 497 operating cash payments, 562-565 

Date of payment, 497 operating cash receipts, 562 

Date of record, 497 summary of adjustment for, 565 

Days’ cash expense coverage, 280 Direct write-off method, 322 

Days’ sales in inventory, 236, 606, 611 Directors, 5, 491 

Days’ sales in receivables, 295 Discarding plant assets, 366-367 

Days’ sales uncollected, 295-296, 606, 611 Discontinued segments, 617 

DDB (double-declining-balance) depreciation Discount amortization, straight-line method, 448-449 

method, 360 Discount bond 

Debentures, 460 effective interest amortization, 465-466 

Debit, 58-59 PV of, 453 

Debit card vs. credit card, 320 Discount on bonds payable, 447 

Debt guarantees, 411 Discount period, 168 

Debt ratio, 53, 75, 611 Discount on stock, 495 

Debt-to-equity ratio, 460, 607-608, 611 Discounts lost, 197 

Declining-balance method, 360 Dishonored note, 332 



Disposal of assets 

by discarding, 366-367 

plant assets, 366-368 

by exchanging, 379-380 

selling, 367 

Distribution managers, 5 

Dividend in arrears, 502 

Dividend yield, 511, 610-611 

Dividend(s), 14 

cash dividends, 497-498 

cumulative or noncumulative, 502 

GAAP vs. IFRS accounting, 510 

participating or nonparticipating, 502-503 

preferred stock, 502-503 

stock dividends, 498-499 

Documentation, source documents, 102 

Dodd-Frank Wall Street Reform and Consumer 

Protection Act, 12 

exemption, 12 

independence, 12 

whistleblower, 12 

Dollar change, 594 

Domini Social Index (DSEFX), 23 

Domino’s Pizza, 399 

Double-declining-balance (DDB) depreciation method, 360 

Double-declining-balance (DDB) depreciation schedule, 360 

Double-entry accounting, 59 

Double taxation, 11, 490 

Dun & Bradstreet, 592 

Dun & Bradstreet’s Industry Norms and Key Ratios, 24 

E 
E-commerce, 277 

Earnings. see Statement of retained earnings 

Earnings per share (EPS), 510, 617 

Earnings quality, 556 

Ease of capital accumulation, 490 

eBay, 277 

EDGAR database, 14 

Effective interest amortization 

discount bond, 465-466 

premium bond, 466-467 

Effective interest method, 465 

Efficiency, 53, 592, 603-607, 611 

Electronic funds transfer (EFT), 288 

Elements, 9 

Employee benefits, 408 

Employee earnings report, 420 

Employee FICA taxes, 404 

Employee income tax, 405 

Employee payroll deductions, 404 

Employee voluntary deductions, 405 

Index IND-7 

Employer FICA tax, 406 

Employer payroll taxes, 406 

recording taxes, 406 

Employer’s Quarterly Federal Tax Return (Form 941), 

416-417 

End of month (EOM), 168 

End-of-period interest adjustment, 332, 402 

Enron, 12 

Environmental, social, and governance (ESG), 23 

EOM (end of month), 168 

EPS (earnings per share), 510, 617 

Equipment, 55 

Equipment accounts, 55 

Equity, 13, 123 

cash flows from financing, 550-551 

reporting of, 508-509 

GAAP vs. IFRS, 509-510 

statement of retained earnings, 508 

statement of stockholders’ equity, 509 

stock options, 509 

Equity accounts, 56—57 

Equity method, C-9 

Equity ratio, 607, 611 

Equity securities with controlling influence, C-10 

Equity securities with significant influence, C-8 

Equivalent payments concept, 454 

Errors 

correction of, in preparing trial balance, 70-71 

inventory and financial statement effects, 233-234 

transposition errors, 70n 

Estimated liability, 408-410 

bonus plans, 409 

GAAP vs. IFRS, 413 

health and pension benefits, 408 

multi-period, 410 

vacation benefits, 408-409 

warranty liabilities, 409-410 

Ethical decision making, 7-8 

Ethics, 7 

Events, 14 

Executive summary, 613 

Expanded accounting equation, 14 

Expense accounts, 57, 129-130 

recording prepayment in, 129-130 

Expense recognition (matching) principle, 10, 101, 322, 402 

inventory costs, 222 

Expenses, 14 

accrued, 109-110 

fixed, 413 

general and administrative, 184 

miscellaneous expenses, 281 

organization expenses, 491 

recognition of, 101-102 



IND-8 Index 

Expenses, selling expenses, 184 

External (independent auditors), 5 

External transactions, 14 

External users, 5 

Extraordinary items, 617 

Extraordinary repairs, 366 

Exxon Mobil, 369 

F 
Face amount, 444 

Face-recognition software, 276 

Face value, 402, 444 

Facebook, Inc., 100, 372, 490 

Factor, 333 

Factoring fee, 333 

Fair value, 9 

Fair value option, 459 

Fannie Mae, 124 

Favorable purchase discounts, 169n 

Federal depository bank, 418 

Federal income taxes withheld, 420 

inferences, 613 

key factors, 613 

Financial statement effects 

of costing methods, 229 

inventory errors, 233-234 

periodic costing system, 229-230 

Financial statements, 4—5, 19-22 

account underlying, 54 

adjusted trial balance, 114-116 

adjusting accounts links, 113 

analyzing of, 52 

assessing company results, 52 

asset accounts, 54-55 

balance sheet, 21 

basis of, 54-57 

equity accounts, 56-57 

external information users of, 5 

formats of, 183-187 

GAAP vs. IFRS, 22-23, 73-75, 124 

general purpose statements, 5 

income statement, 19 

Federal Insurance Contributions Act (FICA) taxes, 404 internal information users, 5 

Federal and state unemployment taxes, 406 liability accounts, 56 

Federal Unemployment Tax Act (FUTA), 406 links among, 20, 70-71, 113 

Fenced goods, 279 for merchandisers, 183-185 

FICA and income taxes, 416-418 multiple-step income statement, 183-184 

Fila, 357, 447, 466 periodic inventory system, 195-196 

Financial accounting, 5 preparing with trial balance, 70-73 

Financial Accounting Standards Board (FASB), 8 ratio analysis, 52 

conceptual framework and convergence, 9-12 source documents, 54 

Financial leverage, 75, 444, 504, 607 

Financial reporting, 593 

constraints on, | | 

Financial statement analysis, 52, 592 

basics of, 592-594 

building blocks of, 52-53, 592 

GAAP vs. IFRS, 612-613 

horizontal analysis, 594-598 

information for, 593 

liquidity and, 52-53 

market prospects and, 52-53, 609-610 

profitability and, 52-53, 608-609 

purpose of, 592 

ratio analysis, 594, 603-61 1 

solvency and, 52-53, 607-608 

standards for comparison, 593 

sustainable income, 616-618 

vertical analysis, 594, 599-602 

Financial statement analysis report, 613 

analysis overview, 613 

assumptions, 613 

evidential matter, 613 

executive summary, 613 

statement of cash flows, 21 

statement of retained earnings, 19 

use Of. o2—93 

Financial statements preparation; see also Adjustin 

entries; Closing process 

from adjusted trial balance, 114-115 

from trial balance, 70-73 

Financing activities, 21, 27, 538 

analyzing equity, 550-551 

noncurrent liabilities, 549-550 

proving cash balances, 551 

three-stage analysis, 549-550 

Firehouse Subs, 372 

First-in, first-out (FIFO), 224, 

226-227, 244 

financial statement effects, 229 

First Industrial Realty, 322 

Fiscal year, 71, 100 

Fitch, 449 

Fixed expenses, 413 

Floating an issue, 445n 

FOB (free on board) point, 171, 222 

Ford Motor Company, 321, 409, 411 



Foreign exchange rate, C-16 

Form 940, Annual Federal Unemployment Tax Return, 418 

Form 941, Employer’s Quarterly Federal Tax Return, 

416-417 

Form W-2, Wage and Tax Statement, 418 

Form W-4, Withholding allowance certificate, 420 

Franchise fee, 403 

Franchises, 372 

Fraud, 278, 293, 594 

triple-threat of, 278 

Fraud triangle, 7-8 

Free on board (FOB), 171, 222 

Free cash flows, 555 

Freight-in, 172 

Full disclosure principle, 10, 230, 409, 411, 502, 539 

Future value of 1 table, B-4 

Future value of an annuity of 1 table, B-6 

G 
GAAP. see Generally accepted accounting principles (GAAP) 

Gain on retirement of debt, 565 

Gannett Co., Inc., 107 

Gap Inc., 100 

Gateway Distributors, 322 

General accounting principles, 9-10 

General and administrative expense, 184 

General journal, 60 

General ledger, 54, 58, 119-120 

General-purpose financial statements, 5, 593 

Generally accepted accounting principles (GAAP), 8 

IFRS convergence, 9 

as rules-based, 22 

Glassdoor, 74 

Going-concern assumption, 10, 363 

Goods, 166 

Goods on consignment, 222 

Goods in transit, 222 

Goodwill, 372 

Google, 14, 22; 56, 71, 73, 273, 295, 372, 501, 598, 602 

GoPro, Inc., 99 

Governance system, 12 

Government regulation, 490 

Green Bay Packers, 10, 492 

Gross margin, 166 

Gross margin ratio, 188, 61 | 

Gross method, 197 

Gross pay, 404, 419n 

Gross profit, 166, 183 

Gross profit method, 250 

Group, bulk, or basket purchase, 356 

GrubHub, 317, 335 

Guidelines (rules of thumb), 52, 593 

Index IND-9 

H 
Hackers, 278 

Harley-Davidson, 398, 500 

Health and pension benefits, 408 

Held-to-maturity (HTM) securities, C-5 

Hershey Foods, 357 

Home Depot, 249, 319, 400, 509 

Honored note, 331 

Horizontal analysis, 594-598 

comparative statements, 595—597 

balance sheets, 595 

income statements, 595-597 

dollar and percent changes, 594 

GAAP vs. IFRS, 612 

trend analysis, 597-598 

Human error, 277 

Human fraud, 277 

Human resource managers, 5 

I 
IASB (International Accounting Standards Board), 9 

IBM, 335, 445 

Impairment of asset value, 363, 371 

Impersonation online, 277 

Implied annual interest rate formula, 169n 

Imprest system, 284 

Inadequacy, 357 

Income 

merchandiser reporting, 166 

net income, 14, 183 

Income from operations, 183 

Income statement, 19, 71 

common-size, 599-600 

comparative income statements, 595-597 

GAAP vs. IFRS, 186-187 

inventory errors, 233-234 

multiple-step income statement, 183-184 

prepared from trial balance, 70 

single-step, 184 

Income statement expenditures, 365 

Income statement method, 325 

Income Summary account, 117 

Income tax liabilities, corporate income taxes, 

422-423 

Income taxes payable, 546 

Incorporation, 491 

Incorporators, 491 

Indefinite life, 371 

Independence, 12 

Independent reviews, 276 

Index number, 597 

Index number trend analysis, 597 
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Indirect method of reporting cash flows, 541-546 

adjustments 

changes in current assets and liabilities, 

544-545 

income statement items not affecting cash, 

543-544 

operating activities, 546 

application of, 543-546 

spreadsheet preparation, 559-561 

Industry comparisons, 52, 593 

Industry practices, 11 

Initial public offering (IPO), 492 

Installment accounts receivable, 321 

Installment note, 455-457 

Installment sales and receivables, 321 

Intangible assets, 123, 370-373 

copyrights, 372 

cost determination and amortization, 371 

franchises and licenses, 372 

GAAP vs. IFRS, 374-375 

goodwill, 372 

leaseholds, 373 

other intangibles, 373 

patents, 371 

trademarks and trade names, 372 

types of, 371-372 

Intercompany comparisons, 52 

Interest, 330, 401 

end-of-period adjustment, 402 

on notes receivable, 331 

Interest earned, 331 

Interest expense, 110 

Interest method, 465 

Interest payable, 545 

Interest revenue, 112 

Interim financial statements, 100, 249 

Internal control environment, 278 

Internal control system, 274 

Internal control(s), 8, 223, 274-278: see also Cash controls 

asset insurance and bonded employees, 275 

cash assets, 270 

custody of assets, 275 

established responsibilities, 275 

GAAP vs. IFRS, 295 

independent reviews, 276 

limitations of, 278 

petty cash system, 284-285 

principles of, 274-276 

purposes of, 274 

recordkeeping, 275 

regular and independent reviews, 276 

related transactions checks, 276 

Sarbanes-Oxley Act (SOX), 274 

signs of violations, 286 

technology and, 276-277 

voucher system of control, 298-300 

warning signs of violations, 286 

Internal Revenue Service (IRS), 405 

Internal transactions, 14 

Internal users, 5 

International Accounting Standards Board 

(IASB), 9 

International Financial Reporting Standards 

(IFRS), 9 

accounting controls and assurance, 74 

analyzing transactions, 73 

basic financial statements, 62 

basic principles, 22 

financial statements, 22—23 

GAAP vs., 22-23 

adjusting accounts, 124 

balance sheet presentation, 186-187 

banking activities, 295 

bonds and notes, 459 

cash flows from financing, 554 

cash flows from investing, 554 

cash flows from operating, 554 

closing process, 124 

control of cash, 295 

dividends, 510 

equity accounting and reporting, 509-510 

financial statements preparation, 124 

horizontal and vertical analyses, 612 

income statement presentation, 186 

intangible assets, 375 

internal control purposes, 295 

inventory costs, 235 

leases and pensions, 459 

liabilities, 399, 413 

merchandise purchases and sales, 186 

plant assets, 367, 374-375 

preferred stock, 503 

ratio analysis, 612 

receivables, 334-335 

treasury stock, 510 

intangible assets, 375 

as principles-based, 22 

recording transactions, 73 

status of, 23 

transaction analysis, 22 

useful life and salvage value, 367 

Intracompany comparisons, 52, 593 

Inventory, 122, 167, 545; see also Periodic inventory 

system; Perpetual inventory system 

basics of, 222-223 

cash paid for, 562-563 



consignment, 222 

costs determination, 222 

damaged or obsolete goods, 222 

determining items, 222 

fraud in, 223 

goods in transit, 222 

internal controls, 223 

periodic inventory system, 192—196 

perpetual inventory system, 167 

physical counts of, 223 

reporting for a merchandiser, 166 

valuation of, 231—234 

effects of inventory errors, 233-234 

lower of cost or market, 231—232 

Inventory costing 

consistency concept, 230 

cost flow assumptions, 224—225 

effects of costing methods, 229 

financial statement effects of, 229-230 

illustration of, 225 

periodic system, 223-230 

financial statement effects, 229-230 

first-in, first-out, 244-245 

last-in, first-out, 226-227 

specific identification, 225-226 

weighted average, 229 

perpetual system, 243-247 

financial statement effects, 229 

first-in, first-out, 226-227 

last-in, first-out, 226-227 

specific identification, 225-226 

weighted average, 228 

U.S. GAAP vs. IFRS, 235 

Inventory errors, financial statements effects of, 233-234 

Inventory estimation methods, 249-250 

gross profit method, 250 

retail inventory method, 249-250 

Inventory management, analysis of, 236-237 

Inventory turnover, 236, 605-606, 611 

Investing activities, 21, 27, 537 

cash flows from, 547-548 

additional assets, 548 

noncurrent assets, 547-548 

three-stage analysis, 547-548 

Investor’s Business Daily, 593 

Invoice, 168, 299 

Invoice approval, 299 

Issuance, 494-496 

J 
Jarden, 122-123 

JCPenney, 187-188 

Journal, 60 

Index IND-11 

Journalizing, 60 

Journalizing transactions, 60-62 

presentation issues, 72 

steps in, 61 

Junk bonds, 455 

Just-in-time inventory, 280 

K 
Kate Spade & Company, 353, 375 

Kellogg Company, 100 

Known liabilities, 400—407 

accounts payable, 400 

GAAP vs. IFRS, 413 

multi-period known liabilities, 407 

payroll liabilities, 404-406 

sales taxes payable, 400 

short-term notes payable, 401 

unearned revenues, 400-401 

Kyocera, 171 

L 
Labor unions, 5 

Lack of mutual agency, 490 

Land, 55, 355-356 

Land improvements, 355 

Large stock dividend, 498 

Last-in, first-out (LIFO), 224, 227, 245 

financial statement effects, 229 

Last-in, last-out, 224 

Lease, 373, 459, 469 

Lease liabilities, 469 

Leasehold, 373 

Leasehold improvements, 373 

Ledger, 54, 58 

presentation issues in, 72 

Lenders (creditors), 5 

Lessee, 373, 469 

Lessor, 373, 469 

Liabilities, 13, 28; see also Contingent liabilities; 

Estimated liability; Payroll liabilities 

characteristics of, 398-399 

classifying, 398-399 

contingent liabilities, 410-412 

current liabilities, 398 

defined, 398 

GAAP vs. IFRS, 399, 413 

known liabilities, 400-407 

long-term liabilities, 398-399 

uncertainty in, 399 

Liability accounts, 56 

Licenses, 372 

Life expectancy of plant assets, 357 
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Limited Brands, Inc., 125-126 

Limited liability company (LLC), 11 

Limited liability partnership (LLP), 11 

Limited liability of stockholders, 490 

Limited life, 371 

Limited partnership (LP), 11 

Line graph, 597 

Liquid assets, 279 

Liquidating cash dividend, 498 

Liquidating dividend, 498 

Liquidity, 52-53, 187, 279, 592, 603-607, 611 

accounts receivable turnover, 605 

acid-test ratio, 605 

composition of current assets, 604 

days’ sales in inventory, 606 

days’ sales uncollected, 606 

inventory turnover, 605-606 

total asset turnover, 606-607 

turnover rate of assets, 604 

type of business, 604 

working capital and current ratio, 603-604 

List price, 168 

Livestrong Foundation, 459 

Lock box, 282 

Long-term investments, 123, C-1 

Long-term liabilities, 123, 398-399 

Long-term notes payable, 455-457 

installment notes, 455-457 

mortgage notes and bonds, 457 

Long-term use, 21 

Loss on sale of assets, 565 

Losses, net, 14 

Lower of cost or market (LCM), 231-232 

computation of, 231—232 

individual items, 232 

recording of, 232 

valuing inventory at, 231—232 

Lump-sum purchase, plant assets, 356 

M 
Machinery and equipment, cost of, 355 

Macy’s, 100, 536 

Major League Baseball (MLB), 372 

Maker of the note, 330 

Management of a corporation, 491 

Management override, 278 

Managerial accounting, 5 

Market prospects, 52-53, 592, 609-610 

dividend yield, 610 

price-earnings ratio, 610 

Market rate, 446 

Market value per share, 493 

Marketing managers, 5 

MasterCard, 319 

Matching principle, 10, 101, 322, 409 

bad debts and, 322 

inventory costs, 222 

Materiality constraint, 11, 322 

Maturity date, 444 

Maturity date of a note, 330 

McDonald’s, 354, 403 

Measurement principle, 9 

Median, 595n 

Medicare benefits, 404 

Medicare taxes, 404 

Merchandise, 122, 166 

Merchandise inventory, 166, 181 

Merchandise inventory turnover, 605 

Merchandise purchases 

accounting for, 168-172 

ownership transfer, 171-172 

purchase discounts, 168-170 

returns and allowances, 170-171 

transportation costs, 171-172 

Merchandise sales, 173-176 

accounting for, 173-176 

contra revenue account, 175 

returns and allowances, 175-176 

sales discounts, 174-175 

Merchandise turnover, 605 

Merchandiser, 166 

accounting cycle and, 177-181 

adjusting entries for, 177-179 

classified balance sheet, 184-185 

closing entries for, 180 

financial statement formats, 183-184 

financial statements, 183-185 

GAAP vs. IFRS, 186 

income reporting for, 166 

inventory reporting for, 166-167 

multiple-step income statement, 183-184 

operating cycle for, 167 

periodic inventory system, 192-196, 198-199 

perpetual inventory system, 197-198 

single-step income statement, 184 

Merit rating, 406 

MGM Resorts, 398 

Mickey Mouse Protection Act, 372 

Microwave Satellite Technologies, 322 

Mineral deposits, 369 

Minimum legal capital, 493 

Miscellaneous expenses, 281 

Modified Accelerated Cost Recovery System 

(MACRS), 362 

Molson Coors, 375 



Monetary unit assumption, 10 

Monster Worldwide, Inc., 493 

Moody’s, 52, 449, 469, 592 

Morgan Stanley, 591, 612-613 

Mortgage, 457 

Mortgage bonds, 457 

Mortgage contract, 457 

Mortgage notes, 457 

Multi-period estimated liabilities, 410 

Multi-period known liabilities, 407 

Multinationals, C-16 

Multiple-step income statement, 183-184 

N 
National Retail Federation, 108 

National Venture Capital Association, 491 

Natural business year, 100 

Natural resources, 369-370 

cost determination and depletion, 369-370 

plant assets used in extracting, 370 

Net amount, 106 

Net assets, 13 

Net income, 14, 183 

Net income per share, 510 

Net loss, 14 

Net method, 174, 197-198 

Net pay, 404 

Net realizable value, 222 

Net sales, 56 

Net working capital, 603-604 

New Frontier Energy, 322 

Nikepaz, 905 

No-par value stock, 493, 495 

Nokia, 235, 295, 334, 375, 413, 459 

Nominal accounts, 117 

Nominal rate, 446 

Noncalendar-year company, 71 

Noncash accounts, analyzing, 540-541 

Noncash investing and financing, 538-539 

Noncompete covenants, 373 

Noncumulative preferred stock, 502 

Noncurrent assets, plant asset transactions, 547-548 

Noncurrent investments, 123 

Noncurrent liabilities, cash flow from financing, 

549-550 

Nonexecutive employees, 5 

Nonoperating activities, 184 

Nonowner (or creditor) financing, 27 

Nonparticipating preferred stock, 502 

Nonsufficient funds (NSF) check, 291 

Noodles & Company, 397, 413 

Northrop Grumman, 366 

Index IND-13 

Notes payable, 56 

Notes payable transactions, 549-550 

Notes receivable, 55, 55, 330-332 

computing maturity and interest, 330-331 

end-of-period interest adjustment, 332 

interest computation, 331 

maturity date and period, 330 

pledging of, 334 

recognizing, 331, 334 

recording an honored/dishonored note, 331—332 

valuing and settling, 331—332 

O 
Objectives of accounting, 9 

Objectivity, 9 

Obsolescence, 357 

Obsolete goods, 222 

Off-balance-sheet financing, 470n 

Office equipment, 55 

Office supplies, 55 

Oil reserves, 369 

Olympus, 8 

Operating activities, 21, 28, 537, 542, 546 

direct method, 565-566 

indirect method, summary of adjustment, 564 

Operating cash flow to sales, 556 

Operating cash flows 

direct and indirect method, 541-542 

direct method of reporting, 561-565 

major classes of, 561 

operating cash payments, 562—564 

operating cash receipts, 562 

Operating cash payments, 562-564 

Operating cash receipts, 562 

Operating cycle, 121 

for merchandiser, 167 

Operating leases, 469 

Opportunity for fraud, 278 

Oracie, 335 

Ordinary repairs, 365 

Organization costs, 49] 

Organization expenses, 491 

Organization form. see Corporation 

Other postretirement benefits, 471 

Outstanding checks, 291 

Outstanding stock, 492 

Over-the-counter cash receipts, 280 

Overfunded plan, 471 

Owner, capital accounts, 13 

Owner distributions, 57 

Owner financing, 27 

Owner investments, 13, 57 
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Owner withdrawals, 15 

Owner’s equity, 56 

Ownership transfer, 171-172 

P 
Paid-in capital, 493 

Paid-in capital in excess of par value, 494 

Par value of a bond, 444 

Par value method, 505 

Par value stock, 493 

Parent, C-10 

Partial-year depreciation, 362 

Participating preferred stock, 503 

Partners, 11 

Partnership, 3, 11 

Patent, 371 

Payable, 13 

Payee of check, 288 

Payee of the note, 330 

PayPal, 325 

Payroll bank account, 420 

Payroll check, 420 

Payroll deductions, 404 

Payroll journal, 419 

Payroll liabilities, 404-406 

employee FICA taxes, 404 

employee income tax, 405 

employee payroll deductions, 404 

employer taxes, 406 

recording deductions, 405 

voluntary deductions, 405 

Payroll procedures, 420-421 

computing federal income taxes, 420 

payroll bank account, 420 

who pays taxes and benefits, 

421-422 

Payroll records, 418-420 

Payroll register, 419 

Payroll reports, 416-422 

FUTA and SUTA taxes, 418 

wages and salaries, 418 

Pension liabilities, 470-471 

Pension plans, 408, 470 

Pension recipients, 470 

PepsiCo; 593 

Percent of accounts receivable method, 

326-327 

Percent change, 594 

Percent of receivables method, 

326-327 

Percent of sales method, 325-326 

Period in time, 71 

Periodic inventory system, 167, 192-196, 

223-230 

adjusting and closing entries, 194-195 

financial statement effects of, 229-230 

financial statement preparation, 195—196 

first-in, first-out, 226-227 

gross vs. net method, 198-199 

inventory costing under, 223-230 

last-in, first-out, 227 

recording transactions, 192-196 

specific identification, 225-226 

weighted average, 229 

Permanent accounts, 117 

Perpetual inventory system, 167, 196-197, 

243-247 

financial statement effects, 229 

first-in, first-out, 226—227 

gross vs. net method, 197 

inventory costing under, 243-246 

last-in, first-out, 227 

specific identification, 225-226 

weighted average, 228 

Personal financial specialist (PFS), 6 

Petty cash, 284 

Petty cash custodian, 284 

Petty cash disbursements, 284-285 

Petty cash fund, 284-285 

cash over and short, 286 

illustration of, 285 

increasing/decreasing of, 285-286 

operation of, 284 

Petty cash receipt, 284 

Petty cash system of control, 284 

Petty cash ticket, 284 

Petty cashier, 284 

Pharma-Bio Serv, 322 

Pharming, 278 

Phishing, 278 

Physical count of inventory, 223 

Physical flow of inventory, 224 

Piaggio, 74, 124, 612 

Plan administrator, 470 

Plan assets, 470 

Planet Smoothie, 403 

Plant asset age, 379 

Plant asset transactions, 547-548 

Plant asset(s), 104, 123, 354-363 

additional expenditures, 364—368 

betterments (improvements), 365 

cost determination, 355—356 

buildings, 355 

land, 355-356 

land improvements, 355 



lump-sum purchase, 356 

machinery and equipment, 366 

discarding of, 366-367 

disposal of, 366-368 

exchanging of, 379-380 

extraordinary repairs, 366 

features of, 354 

GAAP vs. IFRS, 374-375 

issues in accounting for, 354 

loss on sale of, 544 

ordinary repairs, 365 

selling of, 367 

tied into extracting, 370 

Plant and equipment, 354 

Pledged assets, 607 

Pledging receivables, 334 

Point in time, 70-71 

Poison pill, 503n 

Post-closing trial balance, | 18—120 

Posting, 60 

Posting reference (PR) column, 61 

Posting transactions, 61 

journal entries, 62—67 

Potential legal claims, 411 

Preemptive right, 492 

Preferred stock, 501 

callable preferred, 503 

convertible preferred, 503 

cumulative or noncumulative, 502 

dividend preference of, 502-503 

GAAP vs. IFRS, 503, 510 

issuance of, 501 

participating or nonparticipating, 

502-503 

reasons for issuing, 503-504 

Premium, 55 

Premium amortization, straight-line 

method, 451 

Premium bond 

effective interest amortization, 466-467 

PV of, 453 

Premium on bonds, 450 

Premium on stock, 494 

Prepaid accounts, 55 

Prepaid expenses, 55, 103, 545 

alternative accounting for, 129-130 

recording in expense accounts, 129-130 

supplies, 103-104 

Prepaid insurance, 103 

Prepayments, 400 

alternative accounting for, 129-131 

in expense accounts, 129-130 

in revenue accounts, 130-131 

Index IND-15 

Present value, 463-464 

of an annuity, 464-465 

of bonds and notes, 463-465 

compounding periods shorter than 

a year, 465 

discount bond, 453 

Present value of 1 table, B-2 

Present value of an annuity of 1 table, B-5 

Present value concepts, 463-464 

Present value tables, 453, 464 

Presentation issues, 72 

Pressure for fraud, 278 

Price-to-earnings (PE) ratio, 53, 511, 

610-611 

Principal, 402 

Principal of a note, 330 

Principles of internal control, 274-275 

Prior period adjustments, 508 

Private accounting, 6 

Processing errors, 277 

Production managers, 5 

Profit margin, 53, 125, 608, 611 

Profitability, 52-53, 592, 608—609 

profit margin, 608 

return on common stockholders’ equity, 609 

return on total assets, 608-609 

Promissory note, 330 

Promoters, 491 

Proprietorship, 10 

Provision for Bad Debts, 334 

Provision for Uncollectible Accounts, 334 

Proxy, 491 

Public accounting, 6 

Public companies, 274 

Public Company Accounting Oversight Board 

(PCAOB), 274 

Public sale, 490 

Publicly held corporation, 490 

Pump ‘n dump, 509 

Purchase allowances, 170, 193 

Purchase discount, 168, 193 

Purchase order, 298 

Purchase requisition, 272, 298 

Purchase returns, 171, 193 

Purchase returns and allowances, 193 

Purchases account, 192 

Purchasing managers, 5 

Q 
Qualitative characteristics, 9 

Quick ratio, 187 

Quote, 453 
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R 
Rand Medical Billing, 322 

Ratio analysis, 52, 594, 603-611 

current ratio, 53 

debt ratio, 53 

GAAP vs. IFRS, 612 

liquidity and efficiency, 603-607 

market prospects, 609-610 

price-to-earnings ratio, 53 

profit margin, 53 

profitability, 608-609 

solvency, 607-608 

summary of, 610-611 

Rationalization for fraud, 278 

Real (permanent) accounts, 117 

Realizable value, 323 

Reasonably possible contingent 

liabilities, 411 

Receivables, 13, 318 

disposal of, 333-334 

GAAP vs. IFRS, 334 

pledging, 334 

recognition of, 334 

selling, 333 

valuation of, 334 

Receiving report, 299 

Recognition and measurement, 9 

of accounts receivable, 318-321 

notes receivable, 331 

revenue recognition, 10, 101, 107, 111 

Recordkeeping, 4, 275 

Redemption value, 503 

Reebok, 357 

Registered bonds, 460 

Registrar, 492 

Regulators, 5 

Reissuing treasury stock, 506-507 

Related transactions, internal controls for, 276 

Relative market values, 356 

Remittance advice, 288 

Report form, 21, 71 

Reporting 

accounting period, 100 

accrual vs. cash basis, 100-101 

depreciation, 363 

lower of cost or market, 225 

merchandising activities, 166—167 

timing and, 100-101 

Reporting periods, 100 

Research and development managers, 5 

Residual equity, 13 

Residual value, 357 

Restricted retained earnings, 508 

Retail inventory method, 249-250 

Retailer, 166 

Retained earnings, 14, 493, 497n, 550-551; see also 

Statement of retained earnings 

appropriated, 508 

restricted, 508 

statement of retained earnings, 508 

Retained earnings deficit, 497 

Retiring stock, 507 

Retrospective application, 618 

Return, 27 

Return on assets (ROA), 23-24, 27 

Return on common stockholders’ equity, 609, 611 

Return on investment (ROD), 24 

Return and risk analysis, 27 

Return on sales, 125 

Return on total assets, 608—609, 611, C-12 

Revenue accounts, 57 

Revenue accounts recording prepayments in, 130-131 

Revenue expenditures, 365 

Revenue recognition principle, 10, 101, 107, 111 

Revenues, 14 

accrued revenues, |11—112 

deferred revenues, 107—108 

recognition of, 101-102 

recording payment of, 130-131 

Reverse stock split, 500 

Reversing entries, 133—135 

accounting with, 135 

accounting without, 134-135 

Rihanna, 400 

Risk, 27 

Risk Management Association, 24 

Risk and return analysis, 27 

S 
S corporation, 11 

Saba Software, 102 

Salaries, 404 

Salaries expense, 109-110 

Sales on account (credit), 54 

Sales on account (on credit), 54 

Sales allowances, 175-176 

Sales discount, 168, 174 

Sales returns, 175—176 

Sales taxes payable, 400 

Salvage value, 357 

Samsung, 22—23, 73, 186, 510, 554, 598, 602 

Sarbanes-Oxley Act (SOX), 12, 74, 274 

Section 404 requirements, 274 



Satyam Computers, 8 

Schedule of accounts receivable, 318 

Scrap value, 357 

Sears, 320 

Seattle Seahawks, 10, 56 

Section 404 (of SOX), 274 

Secured bonds, 459-460 

Secured liabilities, 607 

Securities and Exchange Commission (SEC), 8, 

14, 363, 445n 

Selling expenses, 184 

Selling (issuing) stock, 493 

Selling plant assets, 367 

sale above book value, 367 

sale at book value, 367 

sale below book value, 367 

Separate legal entity, 490 

Separation of duties, 276-277 

Serial bonds, 460 

Service life, 357 

Service managers, 5 

Services revenue, 111—112 

Shareholders, 5, 11, 490 

Shareholders’ equity, 13, 56 

Shares, 11 

Short selling, 614 

Short-term investments, C-1 

Short-term liabilities, 398 

Short-term note payable, 401 

to borrow from bank, 401-402 

end-of-period interest adjustment, 402 

to extend credit period, 401 

Shrinkage, 177, 194 

SI (specific identification), 225 

Signature card, 287 

Simple capital structure, 511n 

Single-step income statement, 184 

Sinking fund bonds, 460 

Sketchers, 75 

Small stock dividend, 498 

Social Security Administration (SSA), 404 

Social Security benefits, 404 

Social Security taxes, 404 

Software, 373 

Sole proprietorship, 10 

Solvency, 52-53, 592, 607-608, 611 

debt-to-equity ratio, 607-608 

times interest earned, 608 

Source documents, 54, 102, 169 

SPANX, 55 

Specific accounting principles, 9 

Specific identification (SI), 225-226, 244 

Index 

Specific invoice inventory pricing, 225, 244 

Sports Illustrated, 407 

Sprint, 24 

Standard & Poor’s, 52, 449, 592 

Starbucks, 356, 509 

State Unemployment Tax (SUTA), 406 

Stated rate, 446 

Stated value stock, 493, 495 

Statement of cash flows, 19, 21, 536 

direct method, 565—566 

financing cash flows, 549-552 

format of, 539 

GAAP vs. IFRS, 554 

investing cash flows, 547-548 

operating cash flows, 541-546 

indirect and direct reporting methods, 

541-546 

preparation of, 539-54] 

analyzing cash account, 540 

analyzing noncash accounts, 540-541 

information for, 541 

purpose of, 536 

spreadsheet preparation, 559-561 

summary using T-accounts, 552-553 

Statement of retained earnings, 19, 71, 508 

closing process, 508 

prepared from trial balance, 70 

prior period adjustments, 508 

restrictions and appropriations, 508 

Statement of stockholders’ equity, 509 

Statutory (legal) restriction, 508 

Stock, 11; see also Preferred stock; Treasury stock 

authorized stock, 492-493 

capital stock, 492 

classes of, 493 

common stock, 494-496 

market value of, 493 

no-par value stock, 493 

par value stock, 493 

preferred stock, 501—504 

retiring stock, 507 

selling (issuing), 493 

stated value stock, 493 

treasury stock, 505—507 

Stock certificates and transfer, 492 

Stock dividends, 498—499 

accounting for, 498 

reasons for, 498 

recording of, 498-499 

Stock options, 509 

Stock quote, 494 

Stock splits, 499-500 
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Stockholders, 11, 13, 490-492 

rights of, 491-492 

Stockholders’ equity, 56, 493 

Store equipment, 55 

Store supplies, 55 

Straight-line bond amortization, 448 

Straight-line depreciation, 105, 358-359 

Straight-line depreciation rate, 358 

Straight-line depreciation schedule, 359 

Sub Surface Waste Management, 322 

Subordinated debentures, 460 

Subscription fees revenue, 56 

Subsidiary, C-10 

SUPERVALJ, 318 

Supplementary records, 172 

Suppliers, 5 

Supplies, as prepaid expense, 103-104 

Supplies accounts, 55 

Sustainability, 23, 74 

accounting and, 186, 235 

Sustainability Accounting Standards Board 

(SASB), 23 

Sustainable income, 616-618 

continuing operations, 616-617 

discontinued segments, 617 

extraordinary items, 617 

SYSCO; 318 

T 
T-account, 58—59 

T-Mobile, 24 

Take-home pay, 404 

Taking an inventory, 223 

Target, 100, 494, 535 

Tax reporting, depreciation for, 361-362 

Taxation, corporate taxation, 490 

Teach for America, 459 

Technological controls, 276-277 

internal control, 276—277 

limited evidence of processing, 277 

processing errors, 277 

separation of duties, 277 

social media and, 277 

testing of records, 277 

Temporary accounts, 117 

Temporary differences, deferred income tax liabilities, 

422-423 

Term bonds, 460 

Tesla Motors, 221, 235 

TIBCO Software, 457 

Ticker prices, 610 

Ticker tape, 610 

Timberlands, 369 

Time deposits, 279 

Time period assumption, 10, 100 

Times interest earned, 413-414, 608, 611 

Timing 

accounting period, 100-101 

accrual vs. cash basis, 100-101 

differences in bank reconciliation, 291 

recognizing revenues and expenses, 101—102 

reporting and, 100-101 

“Too big to fail,” 12 

Tootsie Roll, 357 

Total asset turnover, 375-376, 606—608, 611 

Toys “R” Us, 236 

Trade (brand) name, 372 

Trade discount, 168 

Trade-in allowance, 379 

Trademark or trade (brand) name, 372 

Trading on the equity, 444, 504 

Trading securities, C-3 

Transaction analysis, 14-18, 58-68 

accounting equation and, 13-14, 67-68 

analyzing and reporting process, 58—69 

debits and credits, 58-59 

double-entry accounting, 59-60 

example of, 62—67 

partial payment of accounts payable, 67 

pay cash for future insurance coverage, 66 

payment of cash dividend, 65 

payment of expense in cash, 64, 67 

provide consulting and rental services on 

credit, 65 

provide services for cash, 64 

purchase equipment for cash, 64 

purchase supplies for cash, 63, 66 

purchase supplies on credit, 64 

receipt of cash on account, 65 

receipt of cash for future services, 66 

receive investment by owner, 63 

GAAP vs. IFRS, 22, 73-75 

illustration of, 62-67 

investment by owner, 15 

journalizing and posting transactions, 60-62 

ledger and chart of accounts, 58 

payment of accounts payable, 17 

payment of cash dividend, 17 

payment of expenses in cash, 16 

provide services for cash, 16 

provide services and facilities for credit, 17 

purchase equipment for cash, 15 

purchase supplies for cash, 15-16 

receipt of cash from accounts receivable, 17 

summary of, 18 



Transaction processing 

debit and credits, 58-59 

double-entry accounting, 59-60 

illustration of, 62—67 

journalizing and posting, 60-67 

ledger and chart of accounts, 58 

Transfer agent, 492 

Transferable ownership rights, 490 

Transportation costs, 171-172 

Transportation-in, 172, 193 

Transportation-out, 172 

Transposition, 70n 

Treasury stock, 505-507 

GAAP vs. IFRS accounting for, 510 

purchasing of, 505-506 

reissuing of, 506-507 

retiring stock, 507 

selling above cost, 506 

selling at cost, 506 

selling below cost, 506—507 

Trend analysis, 597-598 

Trend percent, 597 

Trend percent analysis, 587 

Trial balance, 69—73 

correction of, in preparing trial balance, 

70-71 

preparation of, 69-71 

in preparing financial statements, 70-73 

balance sheet, 70-72 

income statement, 71 

statement of retained earnings, 71 

work sheets, 131-132 

searching for and correcting errors, 70-71 

unadjusted trial balance, 69 

True Value, 319 

Trustee, 445n 

Turnover rate of assets, 604 

Twitter, 51, 74 

Type of business, 604 

Typo-Squatting, 278 

U 
Unadjusted statements, 71] 

Unadjusted trial balance, 114, 131—132 

Uncertainties not contingencies, 41 | 

Uncertainty in liabilities, 399 

Unclassified balance sheet, 54, 121 

Uncollectible accounts, 322 

Underfunded plan, 470 

Underwriter, 445n 

Unearned (deferred) revenues, 56, 107 

Unearned revenues, 56, 107, 400-401 

Index 

Units-of-production depreciation, 

359-360 

Unlimited liability, 10 

Unrealized gain (or loss), C-4 

Unregistered bonds, 460 

Unsecured bonds, 460 

Unusual gains or loss, 617 

Upper Deck, 222 

Useful life, 357 

Vv 
Vacation benefits, 408-409 

Vendee, 299 

Vendor, 299 

Verizon, 24 

Vertical analysis, 594, 599-602 

common-size graphics, 601-602 

common-size statements, 599-600 

GAAP vs. IFRS, 612 

Visa, 319 

Volkswagen Group, 186 

Voters, legislators, and government officials, 5 

Voucher, 283, 299 

Voucher register, 299 

Voucher system, 282-283 

document flow in, 283 

invoice, 299 

invoice approval, 299 

purchase order, 298 

purchase requisition, 298 

receiving report, 299 

voucher, 299-300 

Ww 
Wage bracket withholding table, 420 

Wages, 416 

Walmart, 100, 282, 354, 535 

Walt Disney Company, 101, 372 

Warranty, 409 

Warranty liabilities, 409 

Wasting assets, 369 

Weighted average (WA), 228-229, 246 

Weyerhaeuser, 369 

WhatsApp, 364, 372 

Whistleblowers, 12 

Wholesaler, 166 

Wi-Phishing, 278 

Withholding allowances, 405 

Withholdings, 404 

Work sheet, 131 

applications and analysis, 132-133 

benefits of, 131 



IND-20 Index 

five-step process for completion, 131—132 

perpetual system, 197 

to prepare financial statements 131—132 

software for, 131 

statement of cash flows, 559-561 

as tool, 131-133 

use of, 131-132 

Working capital, 603—604 

Working papers, 131 

WorldCom, 8, 124 

W.T. Grant Co., 536 

Y 
Yahoo.com, 14 

Yield, 453 

YouTube, 364, 372 

Z 
Zero balance, 59 
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Following is a typical chart of accounts, which is used in several assignments. Each company has its own unique set of accounts and numbering system. *An asterisk denotes a 

contra account. 

Assets 

Current Assets 

101 Cash 

102 Petty cash 

103 Cash equivalents 

104 Short-term investments 

105 Fair value adjustment, 

(S-T) 
Accounts receivable 

Allowance for doubtful accounts* 

Allowance for sales discounts* 

Interest receivable 

Rent receivable 

Notes receivable 

Legal fees receivable 

119 Merchandise inventory (or Inventory) 

120 inventory 

121 Inventory returns estimated 

124 Office supplies 

125 Store supplies 

126 supplies 

128 Prepaid insurance 

129 Prepaid interest 

131 Prepaid rent 

132 Raw materials inventory 

133 Work in process inventory, 

134 Work in process inventory, 

135 Finished goods inventory 

securities 

106 

107 

108 

109 

110 

111 

112 

Long-Term Investments 

141 Long-term investments 

142 Fair value adjustment, 

(L-T) 
144 Investment in 

145 Bond sinking fund 

securities 

Plant Assets 

151 Automobiles 

152 Accumulated depreciation—Automobiles* 

153 Trucks 

154 Accumulated depreciation—Trucks* 

155 Boats 

156 Accumulated depreciation—Boats* 

157 Professional library 

158 Accumulated depreciation—Professional 

library* 

159 Law library 

160 Accumulated depreciation—Law library* 

161 Furniture 

162 Accumulated depreciation—Furniture* 

163 Office equipment 

CA 

164 Accumulated depreciation—Office 

equipment* 

Store equipment 

Accumulated depreciation—Store 

equipment* 

equipment 

Accumulated depreciation—. 

equipment* 

Machinery 

Accumulated depreciation—Machinery* 

Building 

Accumulated depreciation—Building 
* 

165 

166 

167 

168 

169 

170 

173 

174 

Building aa 

Accumulated depreciation—Building 
* 

175 

176 

Land improvements 

Accumulated depreciation—Land 

TN provements = 

179 

180 

181 Land improvements 

182 Accumulated depreciation—Land 

MPO VEMENtS =n 

183 Land 

Natural Resources 

185 Mineral deposit 

186 Accumulated depletion—Mineral deposit* 

Intangible Assets 

191 Patents 

192 Leasehold 

193 Franchise 

194 Copyrights 

195 Leasehold improvements 

196 Licenses 

197 Accumulated amortization— - 

Liabilities 

Current Liabilities 

201 

202 

203 

204 

207 

208 

209 

210 

211 

212 

214 

ANS: 

216 

Accounts payable 

Insurance payable 

Interest payable 

Legal fees payable 

Office salaries payable 

Rent payable 

Salaries payable 

Wages payable 

Accrued payroll payable 

Factory payroll payable 

Estimated warranty liability 

Income taxes payable 

Common dividend payable 

ANT 

218 

29 

221 

222 

226 

224 

AS) 

226 

2, 

Preferred dividend payable 

State unemployment taxes payable 

Employee federal income taxes payable 

Employee medical insurance payable 

Employee retirement program payable 

Employee union dues payable 

Federal unemployment taxes payable 

FICA taxes payable 

Estimated vacation pay liability 

Sales refund payable 

Unearned Revenues 

230 

PH | 

232) 

233 

234 

235 

236 

238 

Unearned consulting fees 

Unearned legal fees 

Unearned property management fees 

Unearned fees 

Unearned fees 

Unearned janitorial revenue 

Unearned revenue 

Unearned rent 

Notes Payable 

240 

241 

245 

251 

Sy) 

Short-term notes payable 

Discount on short-term notes payable* 

Notes payable 

Long-term notes payable 

Discount on long-term notes payable* 

Long-Term Liabilities 

253 

255 

256 

ASI 

258 

Long-term lease liability 

Bonds payable 

Discount on bonds payable* 

Premium on bonds payable 

Deferred income tax liability 

Equity 
Owner's Equity 

301 

302 

303 

304 

305 

306 

, Capital 

, Withdrawals 

, Capital 

, Withdrawals 

, Capital 

, Withdrawals 

Paid-In Capital 

307 

308 

309 

310 

311 

Common stock, $ par value 

Common stock, no-par value 

Common stock, $ stated value 

Common stock dividend distributable 

Paid-in capital in excess of par value, 

Common stock 



Paid-in capital in excess of stated value 

No-par common stock 

Paid-in capital from retirement of 

common stock 

Paid-in capital, Treasury stock 

Preferred stock 

Paid-in capital in excess of par value, 

Preferred stock 

> 

Retained Earnings 

318 Retained earnings 

319 Cash dividends (or Dividends) 

320 Stock dividends 

Other Equity Accounts 
321 Treasury stock, Common* 

322 Unrealized gain—Equity 

323 Unrealized loss—Equity 

Revenues 
401 

402 

403 

404 

405 

406 

407 

408 

409 

410 

413 

414 

415 

fees earned 

fees earned 

revenues 

Revenues 

Commissions earned 

Rent revenue (or Rent earned) 

Dividends revenue (or Dividends earned) 

Earnings from investment in 

Interest revenue (or Interest earned) 

Sinking fund earnings 

Sales 

Sales returns and allowances* 

Sales discounts* 

Cost of Sales 
Cost of Goods Sold 

502 Cost of goods sold 

505 Purchases 

506 Purchases returns and allowances* 

507 Purchases discounts* 

508 Transportation-in 

Manufacturing 

520 

Syl 

530 

540 

54] 

542 

543 

544 

545 

546 

547 

548 

549 

550, 

Soll 

Spy 

560 

561 

Raw materials purchases 

Freight-in on raw materials 

Direct labor 

Factory overhead 

Indirect materials 

Indirect labor 

Factory insurance expired 

Factory supervision 

Factory supplies used 

Factory utilities 

Miscellaneous production costs 

Property taxes on factory building 

Property taxes on factory equipment 

Rent on factory building 

Repairs, factory equipment 

Small tools written off 

Depreciation of factory equipment 

Depreciation of factory building 

Standard Cost Variances 

580 

581 

582 

583 

584 

585 

Direct material quantity variance 

Direct material price variance 

Direct labor quantity variance 

Direct labor price variance 

Factory overhead volume variance 

Factory overhead controllable variance 

Expenses 
Amortization, Depletion, 

and Depreciation 

601 

602 

603 

604 

605 

606 

607 

608 

Amortization expense— 

Amortization expense— 

Depletion expense— 

Depreciation expense—Boats 

Depreciation expense—Automobiles 

Depreciation expense—Building 

Depreciation expense—Building 

Depreciation expense—Land 

improvements 

Depreciation expense—Land 

improvements 

Depreciation expense—Law library 

Depreciation expense—Trucks 

Depreciation expense— 

equipment 

613 Depreciation expense— 

equipment 

Depreciation expense— 

Depreciation expense— 

609 

610 

611 

612 

614 

615 

Employee-Related Expenses 

620 Office salaries expense 

621 Sales salaries expense 

622 Salaries expense 

623 wages expense 

624 Employees’ benefits expense 

625 Payroll taxes expense 

Financial Expenses 

630. Cash over and short 

631 Discounts lost 

632 Factoring fee expense 

633 Interest expense 

Insurance Expenses 

635 Insurance expense—Delivery equipment 

636 Insurance expense—Office equipment 

637 Insurance expense— 

Rental Expenses 

640 Rent expense 

641 Rent expense—Office space 

642 Rent expense—Selling space 

643 Press rental expense 

644 Truck rental expense 

645 rental expense 

Supplies Expenses 

650 Office supplies expense 

651 Store supplies expense 

Chart of Accounts 

652 

653 

CA-1 

supplies expense 

supplies expense 

Miscellaneous Expenses 

655 

656 

657 

658 

659 

661 

662 

663 

664 

667 

668 

671 

672 

Advertising expense 

Bad debts expense 

Blueprinting expense 

Boat expense 

Collection expense 

Concessions expense 

Credit card expense 

Delivery expense 

Dumping expense 

Equipment expense 

Food and drinks expense 

Gas and oil expense 

General and administrative 

expense 

Janitorial expense 

Legal fees expense 

Mileage expense 

Miscellaneous expenses 

Mower and tools expense 

Operating expense 

Organization expense 

Permits expense 

Postage expense 

Property taxes expense 

Repairs expense— 

Repairs expense— 

Selling expense 

Telephone expense 

Travel and entertainment expense 

Utilities expense 

Warranty expense 

expense 

Income taxes expense 

Gains and Losses 
701 

702 

703 

704 

705 

706 

801 

802 

803 

804 

805 

806 

807 

808 

809 

810 

811 

812 

Gain on retirement of bonds 

Gain on sale of machinery 

Gain on sale of investments 

Gain on sale of trucks 

Gain on 

Foreign exchange gain or loss 

Loss on disposal of machinery 

Loss on exchange of equipment 

Loss on exchange of 

Loss on sale of notes 

Loss on retirement of bonds 

Loss on sale of investments 

Loss on sale of machinery 

Loss on - 

Unrealized gain—Income 

Unrealized loss—Income 

Impairment gain 

Impairment loss 

Clearing Accounts 
901 

902 

Income summary 

Manufacturing summary 



BRIEF REVIEW: FINANCIAL REPORTS 

Statement of Retained Earnings Income Statement* 

For period Ended date 

INet*sales:(reVenues) (ics prttetac cepts crattccs Signi iajoe arate ewee cornish ars $6 6H Retained earnings, beginning...........- $ # 

Castiofigoodsisaldj(cost(ofisales) my. sts. ie in oe tetera # Add Net ace oe gap ean aie psa 

Grossimaneinn (@ross: profit) er:.t-cleset ca vee eater dee eee yee # ae id 
Operating expenses Less: Dividends declared Raven wnaaaa ts # 

Examples: depreciation, salaries, wages, rent, utilities,.............. $ # pee Sp ig SS) Sane a any aa Oi oe 

interest, amortization, advertising, ...........0.0.0.0 cece eens # Retained earring> ena Tre eat S_# 

taxes, selling, general and administrative # GOSS REE CR ES UR TS BIS EY EADS EE ID OST TOT SSSI LEOB IOI, 

Total operating expenses...........-..... # ; 

Nonoperating gains and losses (unusual and/or infrequent)..........-. # Statement of Stockholders’ Equity! 
Net income (net profit or earnings) ...........0.cce eee eee eee ees $e For period Ended date 

Common Capital in Retained Treasury 

Stock Excess of Par Earnings Stock Total 
RR SERRE EGE SLL BEES SEDO MEAS ESA SELL REL OLE LAO SED REI ILE ASI SNE E PLES ERY SEED AN ILS ANE RE 

* A typical chart of accounts is at the end of the book and classifies all accounts by financial statement categories, 

Balances, beginning........... $# $# $# $# $# 
Balance Sheet Netiincome tani nei sae: 7 

| 
oH $# o# SH SH 

ASSETS Treasury stock purchase...... 
Current assets Treasury stock reissuance..... 

Examples: cash, cash equivalents, short-term investments, ...........+ S$ # Others Meter aieaeiee face weer j 

accounts receivable, current portion of notes receivable,........... # Balances, ending............. $# 

inventory, inventory returns estimated, prepaid expenses........... # = = ia 

Total current assets $ # ¥ Additional columns and account titles commonly include number of shares, preferred stock, unrealized gains and 
Long-term investments losses on available-for-sale securities, foreign currency translation, and comprehensive income. 

Examples: investment in stock, investment in bonds, .............. # 

land forex pansion :« m1. 9S Aeee eee. om OPE eo. see ah ais viel oe # Premium Bond Amortization (Straight-Line) Table! 
iTotalilonestermiinvestments,jucmros eon ree neon s sea # Semiannual Period-End Unamortized Bond Premium* Bond Carrying Value** 

Plant assets 

Examples: equipment, machinery, buildings, land.................. # 

Total plant assets, net of depreciation .............02 000. eee eee syn # 
Intangible assets ‘ 

Examples: patent, trademark, copyright, license, goodwill .......... # Lesa) are X Ken soa a ingt e pat 

Total intangible assets, net of amortization .............+......55 # * Bond carrying value is adjusted downward to par and its amortized premium downward to zero over the bond 
Ui FOOSE SiS Sa Sista cin eee rete SER tele oe Ore NRO OE en RR tor eas life (note: carrying value less unamortized bond premium equals par). 

LIABILITIES AND EQUITY =— Re Equals total bond premium less its accumulated amortization. 
Current liabilities Equals bond par value plus its unamortized bond premium. 

Examples: accounts payable, wages PARE, salaries payable,........ Sie Discount Bond Amortization (Straight-Line) Tablet 

COR MESS Set EEES sefeies Mok SIC co eae os # Semiannual Period-End Unamortized Bond Discount* Bond Carrying Value** 
unearned revenues, current portion of debt, sales refund payable. . # 

ilotallcunment/NabWtless.. acd oR hia sinetaee wre a Aaae.ae ae Sal Sa $# $ri# 

Long-term liabilities E : 
Examples: notes payable, bonds payable, lease liability ............. # Peds : v 

rocalilong-termiliabilitiess'.. < Meet cls tom. eaeidie Rios os uIP «assess, ve —S # Bond life-e 0 par 
Ghali MabiNGhes eee eee secre exces asus tev ocy ace acca peetaetyaate sis oe ete ns dunes # 
Equity * Bond carrying value is adjusted upward to par and its amortized discount downward to zero over the bond life 

(note: unamortized bond discount plus carrying value equals par). 
Common SuSE REP ne She eae ee Meee ans ah gf # * Equals total bond discount less its accumulated amortization. 
Paid-in capital in excess of par or stated value .................-- # ** Equals bond par value less its unamortized bond discount. 

i ercliice icy ee saceocg ondase ee saoreaseno ss sen a ota eoah its # 

HessstreasUirySCOCK sy ictersicim:ercrareve vnetener crane rareneie irene tafe foresees) oe Meharere (#) Effective Interest Amortization Table for Bonds with 

jfotaliliabilities:and "equity 7 5 sc Mee ge ers sewers views o ag arstelse we nee Se Semiannual Interest Payment 

Semiannual LOFT 1) Bond Discount Unamortized 
Interest Interest Interest or Premium Discount or Carrying 

Statement of Cash Flows Period-End Paid’ Expense® Amortization Premium? Value® 

For period Ended date 

Cash flows from operating activities 
[Prepared using the indirect (see below)* or direct method] “Par value multiplied by the semiannual contract rate. 

Net cash provided (used) by operating activities............0. 0 cece eee eves ee Su ®Prior period’s carrying value multiplied by the semiannual market rate. 
i E ne The difference between interest paid and bond interest expense. 

Cash flows from investing activities 
Prior period’s unamortized discount or premium less the current period’s discount or premium amortization. 

[List of individual investing inflows and outflows] Par value less unamortized discount or plus unamortized premium. 
Net cash provided (used) by investing activities... .......... 0.000 0c eee ee ees # 

Cash flows from financing activities Installment Notes Payment Table 

[List of individual financing inflows and outflows] Payments 

Net cash provided (used) by financing activities # iatater| DEBE eo i DebIES ok Credle 
INegiincheaset (decrease fingeashiy tmenttemciee tate steat te ick ameih alr arora crabs naytiatereate $—_ # Ending Beginning Interest Notes Ending 
Cash (and equivalents) balance at beginning of period .................0..e000. # Date Balance Expense sf Payable Cash Balance 
Cash (and equivalents) balance at end of period........- 6... cece eee cece scene Sue 

DSSS TILES DN ID LOS EDISTO EEE IGE PES LEE ELAR ICP ERD LB PION AS LELI LD LL EOD IDLE LA # # # # oe # 

Attach separate schedule or note disclosure of “Noncash investing and financing transactions.” 

tindirect Method: Cash Flows from Operating Activities 
RAED DERE EELSTT ITI ITE LLTELLS ELEL EE LEE IDI NES ELE | LILLIE LIL ALE ALLEL IIL LED LLL DSL I BELGE LDA LILLIE, Bank Reconciliation 

Cash flows from operating activities Date 

INGEMncommeneereetere ates fhe oa Toc. aicc le diye ocd a tinsel eloken svoll..c, Raton otp sv dtahanel $ # 

Adjustments for operating items not providing or using cash Bank statement balance........... $H#- -Bookibalancemnseenemmeene eee $H 
+Noncash expenses and losses ae ee SOGOU SDL GRD UrIO% $ # Add: Unrecorded deposits........ # Add: Unrecorded bank credit 
Examples: Expenses for depreciation, depletion, and amortization; Menno eee # 
losses from disposal of long-term assets and from retirement of debt Bank errors understating BooW errors understating 

=Noneashinevenues and) gains.....tancen saints eriMenAN ek: eect Pay =. efor iaias # 
: s : ; the!balance) 0 on. ov. cee # theibalance 2.20 haces # 

Examples: Earnings from equity-method investments; gains from ae cane 

disposal of long-term assets and from retirement of debt . . it ‘ # 

Adjustments for changes in current assets and current liabilities Less: Outstanding checks ......... # Less: Unrecorded bank debit 
+Decrease in noncash current operating asset ..........0.ee0 scenes # memoranda .............. # 

—Increase in noncash current operating asset .........-...0.-0020005 # Bank errors overstating Book errors overstating 
+Increase in current operating liability..................0000 eee ee # thejbalancep si 21.5.» # thei balance ses sannm: aes un 
—Decrease in current operating liability.....................000005 # Adjusted bank balance......... $# Adjusted book balance.......... $# 

a) # Net cash provided (used) by operating activities...................- 

‘ Balances are equal (reconciled) 

SERENE PT RNA ER ES TS I TE LE ILI TOI EROS ETS ESSE STB EES SIT TSE TILL OST ETI 

BR 



Merchandising Transactions Merchandising Entries 

Purchasing merchandise for Merchandise Inventory ................ # 
resale. Cash or Accounts Payable.......... 

Paying freight costs on Merchandise Inventory ................ # 
purchases; FOB shipping point. Cashperiricea annie ae 

Paying within discount period. PNECOUES ROS EIS Gainoscsoadooden mana # 
Purchases Merchandise Inventory ............ 

Cash 
Paying outside discount period. Accounts Payable # 

Cashin tonite tree Aura eric om cree etc 
Recording purchase returns or Cash or Accounts Payable.............. # 

allowances. Merchandise Inventory ............ 
Selling merchandise. Cash or Accounts Receivable # 

SAMOS He arere sea tnte aneee Le okey eet sane 

GostiofGoodsicoldaanen ec rena # 

Merchandise Inventory ............ 
Receiving payment within Cash # 

discount period. Sales Discounts # 

Receiving payment outside Cash a 
Sales discount period. 

Receiving sales returns Sales Returns and Allowances # 
of nondefective inventory 

Merchandise Inventory ...............- # 

Boston Goodssoldamrnen terete 
Recognizing sales allowances. Sales Returns and Allowances........... # 

Cash or Accounts Receivable . . 

Paying freight costs on sales; Deliverysexpenseamareren osname. «ae # 

FOB destination. SEO Pa avaniro. seen reac so.s Seen 

Merchandising Events Adjusting and Closing Entries 

Adjustment for shrinkage # 

(occurs when recorded amount Merchandise Inventory ............ 
larger than physical inventory). 

Adjusting Period-end adjustment for Sales DISCQunits: nc osiire ss cinta es ineerne # 

expected sales discounts.* Allowance for Sales Discounts ...... 

Period-end adjustment for expected Sales Returns and Allowances........... # 

returns—both revenue-side and Sales Refund Payable .............. 

cost-side.* Inventory Returns Estimated............ # 

COSTORGOSES: SOI ivern. corte. ma): 

Closing temporary accounts Sales a 

with credit balances. Income Summary ....6....scnee es 

Closing temporary accounts IncomeSuminany cence as etracl # 

: with debit balances. Sales Returns and Allowances....... 
Closing 

Sales 

Cost 

Delivery Expense 

“Other Expenses” 

Discounts\enaac.s era ae eee 

of Goods Sold. . . 

HHHHH 

* Period-end adjustments depend on unadjusted balances, which can reverse the adjusting entries shown. 

® Stock Transactions Summary 

Stock Transactions 

Issue par value common stock at par 

(par stock recorded at par). 

Issue par value common stock at premium 

(par stock recorded at par). 

Issue 
Garanon Issue no-par value common stock 

Stock (no-par stock recorded at amount received). 

Issue stated value common stock at stated value 

(stated stock recorded at stated value). 

Issue stated value common stock at premium 

(stated stock recorded at stated value). 

Issue par value preferred stock at par P P 
eas (par stock recorded at par). 

Issue par value preferred stock at premium 
Preferred 
Stock (par stock recorded at par). 

Reacquire Reacquire its own common stock 
Common 
Stock (treasury stock recorded at cost). 

Reissue its treasury stock at cost 

(treasury stock removed at cost). 

Reissue its treasury stock above cost 

Reissue (treasury stock removed at cost). 

Common 

Stock Reissue its treasury stock below cost 

(treasury stock removed at cost; if paid-in capital 

is insufficient to cover amount below cost, 

retained earnings is debited for remainder). 

a eeeeeeeemnenenmneennnnnean 

Stock Entries 

Paid-In Capital in Excess of 

Par Value, Common Stock..... 

Common stock 

Paid-In Capital in Excess of 

Stated Value, Common Stock. . . . 

Prefered! Stock ona dia eierenievtee 

Paid-In Capital in Excess of 

Par Value, Preferred Stock... .. 

Treasury Stock, Common 

Cash . 

Cash 

Treasury Stock, Common 

Paid-In Capital, Treasury. . . 

Cash 

Paid-In Capital, Treasury 

Retained Earnings (if necessary) 

Treasury Stock, Common # 

BRIEF REVIEW: SELECTED TRANSACTIONS AND RELATIONS 
Merchandising Transactions Summary—Perpetual Inventory System @ Merchandising Cash Flows 

Net 

purchases 

Beginning From 
inventory ‘ ia | 

Ee: Merchandise a 

/ -available forsale 

Ending ~ Cost of sey 
inventory | goods aot ‘0 Income Statement 

=¥e | : Bip ~ 3 > To Balance Sheet 

Beginning a 
inventory 

Period 1 

some FO 
ppl 

Net 

purchases 

/ Merchandise 
es available for sale 

Period 2 

_ Cost of 

goods sold 

Ending 
inventory ssomti= To Income Statement 

Credit Terms and Amounts 

Credit period 
Credit 

Terms Discount" period 

Date of 
invoice 

Time 

Amount Due: Invoice price Due: Invoice price 

Due minus discount” 

"Discount refers to a purchase discount for a buyer and a sales discount for a seller 

@® Bad Debts Estimation 

Bad Debts Estimation 

Income Statement Focus 
{Emphasis on Matching} 

a 4 re 

ie Percent of Sales & 
Percent of Receivables Aging of Receivables 

Accounts. Sales x Rate - Bad Debts Expense Rate - Allowance! Accounts = ; Allowance | 
' Receivable ~ for Doubtful ‘Receivable * "°° — for Doubtful! 
bs Accounts (by Age) , | (by Age) Accounts ; 

® Bond Valuation 

Bond Sets Market Sets Bond Price Determined 

“Contract rate > Market rate = Bond sells at premium 

Contract rate =Market rate er Bond sells at par 

Contract rate Market rate 

Contract rate < Market rate mali Bond sells at discount 

@ Dividend Transactions 

Type of Dividend 

Account Cash Stock Stock 

Affected Dividend Dividend Split 

Cashier ymca Decrease _— _ 

Common Stock .... _ Increase = 

Retained Earnings. . . Decrease Decrease = 
SRS TR SES RET RE I ST LEED 

8) A Rose by Any Other Name 
The same financial statement sometimes receives different titles. 
Following are some of the more common aliases.* 

Statement of Financial Position 

Statement of Financial Condition 
Balance Sheet 

Statement of Income 

Operating Statement 
Statement of Operations 
Statement of Operating Activity 

Earnings Statement 

Statement of Earnings 
Profit and Loss (P&L) Statement 

Income Statement 

Statement of Cash Flow 

Cash Flows Statement 
Statement of Changes in Cash Position 
Statement of Changes in Financial Position 

Statement of 

Cash Flows 

Statement of Shareholders’ Equity 

Statement of Changes in Shareholders’ Equity 
Statement of Stockholders’ Equity and 

Comprehensive Income 

Statement of 
Stockholders’ Equity 

Statement of Changes in Owner's Equity 
Statement of Changes in Owner's Capital 
Statement of Changes in Capital Accounts 

*The term Consolidated often precedes or follows these statement titles to reflect 

the combination of different entities, such as a parent company and its subsidiaries. 



BRIEF REVIEW: FUNDAMENTALS AND ANALYSIS 

FUNDAMENTALS 
® Accounting Equation 

ANALYSES 

® Liquidity and Efficiency 
Assets = Liabilities + Equity 

; Current assets 
tT L tL tT Current ratio = Fn ieaiitics pp. 125 & 604 

; : : 4 fs : ént liabilities 
Debit for Credit for Debit for Credit for Debit for Credit for - 

increases decreases decreases increases decreases increases Working capital = Current assets — Current liabilities p. 603 

CE EE Rogue UBapines ‘ . Cash + Short-term investments + Current receivables 
ap Y Acid-test ratio = ra pp. 187 & 605 

Common Stock = Dividends 5 Revenues = Expenses Current liabilities 

Dr. f Cc - D a f Net sales 
a reese Ses ES : : Accounts receivable turnover = - - pp. 335 & 605 

decreases | increases increases | decreases decreases | increases increases | decreases Average accounts receivable, net 

: Ons ; Allowance for doubtful accounts 
Indicates normal balance. Credit risk ratio = ae p. 335 
*Includes common stock and any preferred stock. Accounts receivable, net 

® Accounting Cycle Cost of goods sold 
2 A A 4 Inventory turnover. = ———————— pp. 236 & 605 

Analyze transactions faa Journalize on Post mrs ee ce fed Average inventory 

Accounts receivable, net 
ii , a > J Days’ sales uncollected = 865% pp. 296 & 606 

Reverse Accounting aia Net sales 
(Optional) Cycle ju 

t a ~~ 4 j Ending inventory 
F3 : Days’ sales in inventory = ———_——— x 365* pp. 236 & 606 

Prepare post: <s as eee ub == Prepare adjusted Cost of goods sold 
closing trial balance esr PR SAE UES trial balance 

Net sales 
® Adjustments and Entries Total asset turnover = Rice al ee pp. 375 & 606 

Type Adjusting En : Plant asset cost 
WE ! . u Plant asset useful life = a p. 376 

Depreciation expense 
PrepaidiExpensesmmmmmr rie een e terra netiashre sir Dr. Expense Cr. Asset* 

WheaimediRevenllesis crest ce oierars bericane OR Sie asi Dr. Liability Cr. Revenue Accumulated depreciation 

BECUED EXDCRSES tints atetrie sree ren ore in os Binet eaves 5s Dr. Expense Cr. Liability Planbasset age = Depreciation expense pale 

ACCrtued REVENUES Ieper aie oa tene o ele lovake oSvaer-ciesni Selene syne Dr. Asset Cr. Revenue 

* For depreciation, credit Accumulated Depreciation (contra asset). Days’ cash expense coverage = p. 280 

® Four-Step Closing Process Average daily cash expenses 

1. Transfer revenue and gain account balances to Income Summary. * 360 days is also commonly used. 

2. Transfer expense and loss account balances to Income Summary. 

3. Transfer Income Summary balance to Retained Earnings. @ Solvency 

4. Transfer Dividends balance to Retained Earnings. Total liabilities Total equity 
e) ? A Debt ratio = ————_ Equity ratio = —————— . 75 & 607 
® Accounting Concepts Total assets ore Total assets os 
Characteristics Assumptions Principles Constraints 
rT aes Pee teats are Wai : Total liabilities 
Relevance Business entity Measurement (historical cost) Cost-benefit Debt-to-equity = ————— pp. 460 & 607 

Reliability Going concern Revenue recognition Materiality Total equity 
ot j : i : : 

Comparability Mone! ary unit Expense recognition Industry practice Income before interest expense and income taxes 

Consistency Periodicity Full disclosure Conservatism Times interest earned = pp. 414 & 608 
* : Interest expense 
© Ownership of Inventory 

, Cash flow from operations 
Cash coverage of growth = p. 556 

Cash outflow for plant assets 

Cash flow from operations 
Cash coverage of debt = ——_— p. 556 

Total noncurrent liabilities 

® Profitability 

® Inventory Costing Methods Nerincone 
Bae : ; 7 Profit margin ratio = ————— 

* Specific identification « Weighted-average ae en Net sales pp. 125 & 608 

¢ First-in, first-out (FIFO) * Last-in, first-out (LIFO) 
: ; Net sales — Cost of goods sold 

® Depreciation and Depletion Gross margin ratio = p. 188 
Net sales 

chen Cost — Salvage value Net 
traight-line: ican iar aetna et income 

z Useful life in periods Return on total assets = —————_——_ pp. 24 & 608 
Average total assets 

: F Cost — Salvage value ; ; ; : ; ; 
Units-of-production: ——————_—_———— x Units produced in current period = Profit margin ratio x Total asset turnover p. 609 

Useful life in units 

Return on common stockholders’ equity = RELA COM cake USE a ees p. 611 
Average common stockholders’ equity 

Declining-balance: Rate* x Beginning-of-period book value 
* Rate is often double the straight-line rate, or 2 x (1 /Useful life) 

Cost — Salvage value Stockholders’ equity applicable to common shares 
Depletion: ——____—_—— x Units extracted in current period Book value per common share = - p. 512 

Total capacity in units Number of common shares outstanding 

® Interest Computation Dace commne per hare Net income — Preferred dividends 510 
ao B ea s [ere - - é 

Interest = Principal (face) x Rate x Time Weighted-average common shares outstanding is 

@ Accounting for Investment Securities Cash flow from operations 
Cash flow on total assets = p. 555 

Classification* Accounting Average total assets 

; Cash dividends declared on common stock 
Short-Term Investment in Securities Payout ratio = - p. 511 

Held-to-maturity (debt) securities ......... Cost (without any discount or premium amortization) Net income 

Trading (debt and equity) securities ........ Fair value (with fair value adjustment to income) @M 

Available-for-sale (debt and equity) securities.. Fair value (with fair value adjustment to equity) ® Market 

Long-Term Investment in Securities Pri ; ; Market value (price) per share 
zi gs = 

Held-to-maturity (debt) securities ......... Cost (with any discount or premium amortization) DCE Canes TauO = Earnings per share pp. 211 & 610 

Available-for-sale (debt and equity) securities.. Fair value (with fair value adjustment to equity) 

Equity securities with significant influence ... Equity method i ’ Annual cash dividends per share quity 8 guky Dividend yield = s pp. 511 & 610 
Equity securities with controlling influence . . Equity method (with consolidation) 

* A fair value option allows companies to report HTM and AFS securities much like trading securities. 

BR-2 

Market price per share 

Residual income = Income — Target income 









Because Learning Changes Everything... 
With CONNECT for WILD, Financial Accounting: Information for Decisions, 8e, you receive 

the most proven study tools as well as an adaptive eBook. 
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¢ SmartBook® makes study time as productive and efficient as possible. Powered by 

LearnSmart®, SmartBook identifies and closes knowledge gaps through a continually 
adapting reading experience that highlights portions of the content based on 

comprehension. Students have a visual representation of the areas in which they have 
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« Guided Examples give you a narrated, animated, step- by-step walkthrough of an 
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identify, review, and reinforce the concepts and activities covered in class. 

¢ Interactive Presentations cover each chapter’s learning objectives with narrated, 
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- End-of-Chapter Material helps students learn to apply the concepts in accounting 

and, in more comprehensive material, analyze their work to form business decisions. 

Assignable material includes quick studies, exercises, eo} ge) o)(=Jant-ear=]ale| test bank material. 

Based on instructor setting, students can receive instant feedback on their work either 

while working on the assignment or after the assignment is submitted for a grade. 

General Ledger problems offer you the ability to see how transactions post from the 

general journal all the way Hatred Te] the financial statements. 

¢ Excel Simulations allow you to practice your Excel skills, such as basic formulas and 

formatting, within the context of accounting. These questions feature animated, narrated 

Help and Show Me tutorials (when enabled by your instructor). : 

Connect gives you a complete digital solution that allows you to access your course materials 

from any computer, anytime. ; 

| Try out Connect using our COURTESY ACCESS feature! 
| How? Just ask your instructor for the section’s Connect course URL. At the course home page, 

click the “Register Now” button, type in your email address, and click “Courtesy Access.” 
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