Income and Changes
in Retained Earnings
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Compute earnings per share.

Distinguish between basic and diluted earnings per share.

Account for cash dividends and stock dividends, and explain
the effects of these transactlons on a company’s financial

statements.

Describe and prepare a statement of retained earnings.

Define prior period adjustments, and explain how they are

presented in financial statements.

Define comprehensive income, and explain how it differs from

net income.

Describe and prepare a statement of stockholders’ equity and
the stockholders’ equity section of the balance sheet.

Illustrate steps management might take to improve the

appearance of the company’s net income.
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UNDER ARMOUR, INC.

A company’s pattern of sales and net income are
important factors in evaluating its financial success.v
Consider Under Armour, inc. whose principle busi-
ness activities are the development, marketing and
distribution of branded performance apparel, footwear
and accessories for men, women, and youth. The com-
pany's products are sold worldwide and are worn by
sthletes at all levels, from youth to professional, on
Playing fields around the globe, as well as by consum-
érs with active lifestyles.

One of the attributes of financially successful com-
Panies Jike Under Armour is their consistent strength
Overtime in terms of primary measures of financial per-
f°rmance' Such as net sales and net earnings. Under
Amoypg Net revenues, which measures the value of

mer
Fendisesoid increased from $2,332,051 thousand
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in 2013 to $3,084,370 thousand in 2014 to $3,963,313
thousand in 2015, This represents an approximate 32
percent increase in 2014 and an approximate 28 per-
cent increase in 2015, for a combined increase over
the entire period of almost 70 percent. Net income,
which starts with revenues and is reduced by various
éxpenses required to generate those sales, increased
from $162,330 thousand in 2013 to $208,042 thou-
sand in 2014 (an approximate 28 percent increase)
and to $232,573 thousand in 2015 (an approximate
12 percent increase), or a combined increase for the
two years of over 43 percent. These figures represent
impressive and consistent financial performance in
terms of the company’s ability to provide goods to its

customers and to operate in @ manner that results in a

profit that benefits the company’s stockholders. @
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For investors seeking companies in which to place their funds a patt,

performance figures such as sales and net income is very attra’ctivi Iem ?f inere S

more closely at the income statement and learn about the usefy| 'in?' iz c,ha ter, wcnl

that financial statement for making important investment and credjt deo'npanon availab':(? :

learning more about how an income statement is prepared, you wil] lea?::;:tln itiOn:Z
u earnjp

share, dividends, and other key factors that indicate the financial success of 3 compy 88 per
ny,

ﬁ?eporting the Results of Operations

For many investors and creditors, among the most important aspects of corpo

reporting is periodic earnings or net income. Both the market price of commg; r*t‘te finang;

amount of cash dividends per share are affected by current and future earnings of th::(:k and the
Orp()mﬁoﬂ.

DEVELOPING PREDICTIVE INFORMATION

Revenue is a measure of the value of products and services that have been sold to ¢,

Revenue represents the increases in the company’s assets that result from its proﬁt_zt,omefs-
activities. Generally, revenue increases cash either at the time it is included in the ilrfttcted
statement or at an earlier or later date. Expenses are measures of the cost of pro ducincmne
distributing the products and services that are sold to customers. They represent decreasg and
the company’s assets that result from its profit-directed activities. Expenses decrease Ca:isl in
the time they are incurred, or at an earlier or later date. An income statement compares 4 , at
pany’s revenues and expenses for a stated period of time, such as a quarter or year, leadingI::

a final net income or net loss figure.
As this brief description of revenue and expenses indicates, the income statement proviges

important information for investors and creditors as they attempt to make estimates of fuyre
cash flows. Because of the importance of income reporting in making assessments about the
future, events and transactions other than normal, recurring revenues and expenses require
careful attention in the preparation and interpretation of an income statement.

For information about financial performance to be of maximum usefulness to investors,
creditors, and other financial statement users, the results of items that are not likely to repeat
on a regular basis are presented separately from the results of the company’s normal, recur-
ring activities. Two categories of events and transactions that require special treatment are
(1) nonrecurring items that are unusual and/or infrequent and (2) discontinued operations in
which a portion of the business has been eliminated. One of the challenges that has faced the
accounting profession is to define these terms with sufficient clarity that users of financial
statements can reliably compare the information provided by different companies and by the

same comparny over time.

REPORTING IRREGULAR ITEMS: AN ILLUSTRATION

To illustrate the presentation of these irregular items in an income statement, assume that
Farmer Corporation operates both a small chain of retail stores and two motels. During the cur

rent year, the company sells both motels to a national hotel chain. In addition, Farmer Cf)l’pOl'ﬂ'
of a lawsuit. An income

tion reports one unusual and infrequent item, a loss on the settlement :
statement illustrating the correct format for reporting these events appears in Exhibit 12-1.

CONTINUING OPERATIONS f
The first section of the Farmer Corporation income statement contains only the reSUIg(lg)
the company’s normal activities. The income tax expense shown in this section ($_300' -
relates only to continuing operations. The income taxes relating to the company’s dlscoﬂtll::s
ued operations are shown separately in the income statement as adjustments t0 the ame”

of these items.
operatiO"S

Income from Cpntinuing Operations The subtotal income from continuing ulaly
PRESEIliy the pr-oﬁtability of the company’s ongoing operations. This subtotal is part .
helpful in making predictions of the company’s future earnings because it is based on "
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ing activity that is expectefl‘to rec_ur On a regular basis, For example, if we redict
o.pel‘:-?:ait change in the profitability of its retaj] stores, we would ex P no
S]g:;m anet income of approximately $660,000 nex
0

pect Farmer Corporation
t year,
DISCONTINUED OPERATIONS

n management enters into a fqnnal plan to sell or discontinue g segment of the business,
Whe Its of that segment’s operations are shown separately in the income Statement. Exclug-
fhc resu art of the business that will no longer affect the company’s operations in the future
u,libt:]; ll)ISCI'S of the financial statements to better evaluate the performance of the company’s
zngoing (continuing) opera}tions. . ned ) .

Two items are included in the dlsc'ontmue opera ons sectio
(1) the income or loss from operating th-e segment prior t(? its
or loss on disposal of the segment. T.he Income taxes relating t
tions are shown separately from the income tax expense relati
operations.

n of the income statement:
disposal and (2) the gain
o the discontinued opera-
ng to confinuing business

UNUSUAL AND/OR INFREQUENT GAINS AND LOSSES

Some transactions are not typical of normal operatio_ns and they do not recur oftep orin a pre-
dictable pattern. Examples of such events are losses incurred because of labor smkezlsaigz:;ltse :)sr
losses resulting from sales of plant assets, and losses from storlps and other natura ths. tha,;
Such items, if material, should be presented separately in the income statement, ra czl han
being combined with other items in broad categories ‘such as sales revenue otr_ugzlsl el and
administrative expenses. Unusual and/or infrequent gains and losses are some
to no Ting items. o

Innigzu;ncfme statement of Farmer Corporation (Exhlblt' 12-1), ft};fer?:r?éoigolils(t):csl
fesulting from the settlement of a lawsuit is an cxamp.le 'of this type ou o bring to he
% a separate item in the income statement. This loss is .1mp.ortant eno gate o
altention of readers of the income statement by presenting it a; 1?1 S:E:;arate se.c,tion i
not considered sufficiently unusual or infrequent to be presen(t; o et foms arc o
the case for discontinued operations. Also, these unusual an‘ or T bined with the
Presented on a net-of-tax basis. Any income tax effect of these ite
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EXHIBIT 121

Income Statement with
Nonrecurrlng ltems

Notice the order in which the
Irregular items are reported

L0121

LEARNING OBJECTIVE
Describe how irregular
income items, such as
unusual and/or infrequent
items and discontinued
Operations, are presented in
the income statement.
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income tax on normal, recurring revenue and expenses and includeq in the jt,
m Ine
Ome

Tax Expensc. i .
usual and infrequent items relates to the restructurin .
One type of un g of OPeration,

restructuring of operations has becpfne a common aspect of the Americag economy ™ The
meet the competitive challenges of a globfxl economy, they ey, s-' o,
costs to close plants, reduce workforces, consolidate operating facilities, ang take oiﬁ‘“ﬁcam
to become more efficient. . € Step,
Restructuring charges consist of items such as losses from write-downg or sales
assets, severance pay for terminated worlfc{s, and expense:s Fclated to the relocatiop o? fp
tions and remaining personnel. In determining a compapy s n.lcome .before income ta)(e: .
are presented in the company’s income statement as a single item, similar tg the loss g » they

panies struggle to

settlement of a lawsuit in the Farmer Corporation income statement in Exhibit 125102 the

restructuring involves discontinuing a segment of_the business, the expenses relateq ¢, .
aspect of the restructuring are presented as discontinued operations. that

. .%

One of the most important determinants of a company’s stock price is expected future eamings
Assume that you are considering investing in Worsham Corporation and are evaluating the com:
pany’s profitability in the current year. The net income of the corporation, which amounted tq

~ $4,000,000, includes the following items.

Loss on a discontinued segment of the business
(net of income tax benefit) .......... ... . i $750,000

............................

' Assume the gain on the sale of land is based on the total received and does not include income

-~ taxes, which aref'e)kpected‘_td be 30 ?gefcenit,Adjust net income to develop a number that repre-
- sents a starting pqi;it%‘for_ ‘prédf“é;iﬁg"t_hé-'futurg net income of Worsham Corporation, Explain the
~ reason for each of the adjustments. Explain how this adjusted number may help you predict future |
- earnings for the company. -~ oot B ‘

- (See our comments in thne;t.); .

g g,

; s

o2 EARNINGS PER SHARE (EPS)

s One of the most widely used accounting figures is earnin h tock
_ ’ e of gs per share on common stock,
(LEARNING OBJECTIVE  which is often referred to as EPS. Investors who buy or sell stock in a corporation need 0

Compute samings pe share, 1 the annual earnings per share. Stock market prices are quoted on a per-share basis. If
you are considering investing in a company’s stock at a price of $50 per share, you need ©
kn'ow the earnings per share and the annual dividend per share to help you decide whether the
price you will pay is .likely to provide the return you expect to receive.
incZ;ec?:gztgg Zalr,n‘ﬂgs per share, the common stockholders® share of the company's ¢

’ ed by the average number of common shares outstanding. Earnings per shart
a‘lgp 1es only to common stock; preferred stockholders have no claim to earnings beyond ¢
stipulated preferred stock dividends.

o g{ognn%ug?f :;rnt:ngs per share .is easiest when the corporation has issued only C?mmoeﬂ
cartingaer Shar;n. er of outstanfilng shares has not changed during the year. In this €25
I many com a: equ?ll to net income divided by the number of shares outstal'ldlng- "

I o agd'ﬁes, the number of shares of stock outstanding changes during the yan

| » acditional shares are sold. Often shares of common stock are purchased
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the Results of Operations
Repoitind

.= or held as treasury stock. In cases like

i ese, Computy
mputation of the welghted-a"efage Number of shareg g:ttl Rt
w-me weighted-average number of shares fy

r th standing_rllgs Per share requires the
. € year i .
umber of shares OUSANding by the fracgigp of \ @ oo i, Jetermineg multiplying the
:;m ained unchanged. For example, assume 4 ¢ at numbe,

i o standin
outstanding during the first nine months of the Pany hag 80,000 ¢ o g

current yeq,. ©! common stock
ditional sh«::lms so that 140,000 shares were outstanding durin € Company then solq 60,000
The weighted-average number of € last three months of the

shares outstandip
8 for th, : .
as follows. ©YEAr s 95,000, determineq
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..........
"""""""""
LR
------
LTI

..............

Wweighted-average number of common shares

i

outstanding T 35,000

e
...............

M«r """ 95.000
. anmh‘?‘
If the company’s net income for the year was $250

1000, earni .
follows: $250,000 + 95,000 shares = §7 63 carning per share i calculated g
i ighted-average numpey of shares i .
By using the weig i shares in calculaip i
recognize that the cash received from the sale of the 60,000 additiongaf:lll':::sgs:v g:ra Sh_?r;, we
management to generate earnings only during the last three months of the year. Vailable to
preferred Dividends and Earnings per Share

outstanding, the prefe{'r(?d stockholders p?rticipate in net income °nl§ igythta:x;t;:;e;r;i estorcelf
ferred stock’s stated glmdend. To determine the earnings applicabe 1o the common stockpwe
first deduct from net income the amount of current year preferreq dj
dend on cumulative preferred stock is always deducted, even if ng
directors for the current year. Even if there

are preferred dividends
year's cumulative preferred stock dividend is deducted in the earni

Dividends on noncumulative preferred stock are deducted only if
the board of directors.

To illustrate, we will assume that Per

Vidends, The annual dijvi-
t declared by the board of
in arrears, only the current
ngs per share Computation,
they have been declared by

ry Corporation has 200

as follows.

Netincome

............... PROE R Meneumnr pl e eie S o B E P

Less: Dividends on preferred stock (12,000 shares x $6) ..
Earnings applicable to common stock i s
Weighted-average number of common shares outstanding .

Earnings per share of common stoc_k‘(:$5_23,gqo = 2_00_,09_0 spares) “

................... e o

N

Presentation of Earnin
porations are required to
an income Statement inc]

gs per Share in the Income Statement Publicly owned cor-

A Earnings per share figures.
present earnings per share figures in their income statements 2 If :tr:‘?mq::;dol;n pt:l;llcn;m
udes discontinued operations, per-share figures are shown for both ; ~

; . companles
income from continuing operations and net income. The per-share calculation for income

from continuing operations is computed by substituting that amount for the net income figure
in the preceding calculation,

o i ivi i d
g the nummber of shares outstanding changes as a result of a stock split or a stock md\{]ndc:}?o(‘l(llgcl)l::sse
latpr in this chapter), the computation of the weighted-average number of shares outst?ilx_ln g[‘hl i
adJu§ted retroactively rather than weighted for the period the new shares were outsta?u i g.
8 per share data for prior years consistent in terms of the current capital structure. . f
s i licly owned) from the requirement o
F‘-\sB has xempted closely held corporations (those not PUb cly ov
iingang feporting earnings per share, although some do it voluntarily.
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EXHIBIT 12-2

Earning per Share
Presentation

et s

L0123

LEARNING OBJECTIVE
Distinguish between basic
and diluted earnings per
share.

Chapter 12 Income and Changes in Retained Earnings

To illustrate all of the potential per-share computations, we expand our pe
example to include income from continuing operations. The condensed in; C°rp°raﬁ0n
shown in Exhibit 12-2 illustrates the proper format for presenting earnings eome emeny
and provides a review of the calculations. The net sales, costs and expenser’ I share figy
discontinued operations are assumed amounts, leading to the net income ﬁgu’r:ng losg
For simplicity, in this example we present discontinued operations as a single aI:OuiSt%,

PERRY CORPORATION
CONDENSED INCOME STATEMENT

FOR THE YEAR ENDED DECEMBER 31, 2018

Nt 59108 & smmrs v v 5 s s 555 @ons » vwen v o s wromw s g ws & 85 G5 6 5 5 PR SRS wrese o » o
E 5 e $ 9'1 151000
 Costs and expenses (including tax on
i (1] - 1
continuing operé ions) Y TR S 1B ¢ 8.310'000
Income from continuing OpPerations ........................o oL m
Loss from discontinued operations (net of g
INCOME 18X DEMERES). vvway s s wimcr o 5 sommin s 4w 8 5 390550 4 5 5 5008 & § W08 0 0 onmser o
e (210,000)
NELINCOME |+« ev et ettt et e et et e e e m
Earnings per share of common stock: ‘*\4
Earnings from continuing operations «.............. . L $367
Loss from discontinued operations .............oiiiiii i '05)
 Netincome .......... 4 e 1 L s B s o PO ' —
T st i T S s W SR RRS ol AR i v e $262b
——

 "1$805.000 - $72,000 preferred dividends) + 200,000 shares
H$595,000 - $72,000) + 200,000 shares

BASIC AND DILUTED EARNINGS PER SHARE
A company may have outstanding agreements that allow investors to acquire shares of com-
mon stock as part of some other financial instrument or contractual arrangement. For exam-
ple, assume that a company has an outstanding issue of preferred stock that allow's the holder
to-convert each share of preferred stock into two shares of common stock. The conversion of
this preferred stock would increase the number of common shares outstanding and may dilute
(reduce) earnings per share. Investors interested in the trend of earnings per share zeed to
know the possible effect this conversion of the preferred stock may have on earnings per share
of common stock. Keep in mind that the decision to convert the preferred shares into common
shares is m.ade by the preferred stockholders, not the corporation.
. j]:f s;ﬁa;;&z}z:t\évfer? ahcompany.’s ca.pitz.ﬂ structure{ includes the potential for dilution of EPS,
r ect e, S obt € potentlall dilution that might occur, two EPS figures are presented
i bas::;m e:, from. the income statement, The first figure, called basic earnings
during the’year iy so?'t e \Yelghted-averagc? number of common shares actually outstanding
e, el dilu.ted " :Igll;;e 1s computed as illustrated earlier in this chapter. The second fig-
ferred stock woulq I gs per shgre, incorporates the impact that conversion of the pre-
: ikely have on basic earnings per share.>
. Convertible preferred stock is not the only potential dilc i Convert
ible debt instruments (e.g., convertible b o e anothor e f financial Fhm. 0 that
may reduce camings o sl;are b ¢ bonds) are another type of financial instrument thd
shares of stock at 4 preset Pricé nl]ml ok Olptlons, e e
cise them and rice, may reduce earnings per share if the holders choose to €xr
In a cirey purchase additional shares of stock.
m
net income andszelus]seh;:h::f\ a company has both income from continuing operations -
Standing the potential for dilution of EPS, the income statemer!

*Th

_ The detailed caleyagj i

ily because it i bageg :: aos;?;: IS4 EPS can be quite complex and is beyond the scope of this text, prim?”
Ptions regarding transactions that have not actually occurred. This subject

covered in i
greater depth in more advanced accounting courses
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information to investors i i

il usier:lz;lpcr share figures is an impir:anctr:;togs the  may be quite low, say, 8 or less. A mature compan

of a:;n . One way earnings per shares figures arg nstl;fhty With stable earnings exl;ects its stock pri tob betv\pleelt’l

. the relationship of a company’s earnings per ul:e oy 10and 20 times earnings, dependi 5, e ket

rice. This relationship is often expresgeq as tilea;en?:d conditions ang investor s’emilr)nem n'gn?: ;’l:"“:::hm;r ol
o L : € important : s 3

e (E/e) ratlr(’;g;;s ;2:1 :)hleS ;’t‘;cu;:m stoclf price divided tigpg of theﬁcg(:l;]e bec:ause tt reflects m: stors” expecta-

by he T estors that they aro mage - N8S A0S ate  Whep peon PANY'S future prospects,

¢ e 10 investors that they are made availap]e daily in g per-share information, it is important to

of SU s of financial information, p

. know exactly wh;

rice-earni . Y which per-share statistic is bej

i arnings Statistic is being presented.
varlm:lslcr measures useful for evaluating fi o ratos - For example, &P
and 0

4 in Chapter 14. nAnCial performance divided by egeningne A TIES Tatios (market price

0
calcﬂlate
its st

_ nings per share) for common stocks listed

Sc;ziri’dces Feflect invest_or Z’ engClations of future earn- %unrl:i(;l‘a:tgzl:::? ange§ \ pobiications. v Wall Street

pp Tl O PONEIT s on the amins v, e e 0 NS b, Which g

ast year. If mveslo thep/e i mg ; mcr.ease.su & company reports disc Ln comp\mng.these ranos? N

from current [eve Bgt i in tay € quite hig earnings ratio is com ut‘;: g (o ouh fhe i

0, 30, or even more. But if investors are less op from income f; prtec using the per-share earnings
ex;yect carnings to decline from current levels,

o Om continuing operations, Otherwise, the
atio is based on net earnings

bstantially
h—perhaps
timistic and
the p/e ratio
m‘ caution—if current earnings are very low, the p/e ratio tends to be

. p =S uite high
e carnings are expected to rise or fall, In such situations, the ple ratio is r?ot a megan::g?];fa:f whzﬁ\::r

INTERNATIONAL

Valuation multiples such as price-earnings ratios are often used to estimate a firm’s value. The use of
price multiples to compare firms from different countries is challenging for many reasons. One important
reason Is that national differences in accounting principles are a source of cross-country differences, For
example, research has shown that such differences in accounting principles cause ple ratios in Japan
to be generally lower than in the United States for comparable companies with similar financial results,

~You are working for a stock market research firm and your
 boss asks you to present an analysis of Foster, Inc’s perfor-
mance, focusing primarily on earnings per share, Her primary
- purpose for having you do this analysis is to consider whether
- Foster, Inc., is a good investment in terms of the company’s
expectations for future profitability. In analyzing Foster, Inc’s
income statement you determine the following.

“ommvlﬁettylkmagesRF'
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LEARNING OBJECTIVE
~ Account for cash dividends
- and stock dividends,and
- explain the effects of these -
- transactions on a company’s -
Ainancial statements,
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: 2018 2 c - \i E
% ]
o hare on:
Basic earnings per s ’
Income from continuing Operations ... $3.02 $256
Discontinued OPEFALIONS . «.csvavomnrrransamenetiuneania, (1.90) (1 05)
Net income

w the limited information presented above, what is your recom T
basis of only the limited informa _ | : COmMenday;
;):u:h:oss regarding Foster, Incs prospects for future profitability? Justify your conclysigp, oty

{See our comments in Connect.)

would include four EPS figures: basic ?PS on both incox:ne from contilnuing operati
net income, and diluted EPS on both income from cc.mtmumg operations and pet income
Each of these figures has a different sigmﬁcance. I.Eammgs per share.fr_om cor.ltinuing Opera:
tions represents the results of continuing a}nd ordinary business activity. This figure i e
most useful one for predicting future operating results. 'EPS op net 1nc9me, on the other hang
shows the overall operating results of the current 'year, including any dlsc‘ontinued operations,_
Basic EPS figures communicate the actual earnings on 2 per-share basis while dilyteq EP§
figures communicate the possible dilution, or reduction, in E.PS that may have occurreg had
additional shares of common stock been issued from convertible securities, stock options, g
other contractual arrangements that allow the holders to acquire common stock.

Keep in mind that at the end of the accounting period, net income as determined in (h
income statement is transferred to the statement of financial position (balance sheet) ag g
addition to retained earnings. We now look at events and transactions other than net income

that affect retained earnings.

Ons ang

Other Transactions Affecting Retained
Earnings

CASH DIVIDENDS

Investors buy stock in a corporation with the expectation of getting their original investment
back as well as earning a reasonable return on that investment. We described this earlier in
this text as a return of their investment and a return on their investment. The return on a stock
investment is a combination of the following: (1) the increase in value of the stock (stock
appreciation) and (2) cash dividends. )

Some profitable corporations do not pay dividends. For example, a corporation may be'm
an early stage of development and must conserve cash for the purchase of plant and equip-
ment or for other needs of the company. These so-called growth companies may not be able
to obtain sufficient financing at reasonable interest rates to finance their operations, 0 they
must rely on their earnings to provide the cash and other resources they need. Often only after
a SIgnificant number of years of profitable operations does the board of directors decide that
paying cash dividends is appropriate.

Thg preceding discussion suggests the following three requirements for the payment i
cash dividends.

L. Retained earnings. Since dividends are a distribution to stockholders of assets 2t ;ﬂP‘
rest."iaint carnings Of, the company, the theoretical maximum for dividends is the total 0
undistributed net income of the company from prior years. This amount is represent
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rions Affecting Retained Earnings
other

jtive or credit balance in the Retaineg T
tions limit dividends to amounts Significan -
the basis that @ major portion of the net jnc,
O mpany is to grow and keep pace with its copy

ty loge o Asa Practical matter, many
an the amount of pet incom
Me must e retaj S

Petitors, ned in the business if the

pividend action by the board of directors
" tantial and its cash position seemingly satisf:

actory, dividends are not

A formal action by the board of directors jg necessary to declare a div paid automatically,

idend,
pIVIDEND DATES

Four significant dates are involved in the distribution of a dividend. Th

end is declared 1 the b
; A 8 Jiability to make the payment comes into existence, ’ ’

2, Ex-dividend date. The ex-dividend date.is significant for investors
*stocks trade on stock exchanges. To permit the compilation of the fie
the record date, it is customar.y for_ the stock to go ex-divig, end three
the date of record (see followm'g discussion). A perso
dividend date is entitled to receive the dividend that has already been declared: conversely
a stockholder who sell§ S b e_fore the ex-dividend date does not receive the divideng, A
stock is said to be selling ex-dividend on the day that it loses the right to receive the latest
declared dividend.
3. Date of record. The date of record follows the date of declaration, usually by two or three
| weks, and is stated in the dividend declaration. To be eligible to receive the dividend, a
person must be listed in the corporation’s records as the owner of the stock on the date of
record.
4, Date of payment. The declaration of a dividend includes an indication of the date of pay-
ment as well as the date of record. Usually the date of payment comes two to four weeks
after the date of record.

ard of direc-

in companies whose
of stockholders as of

business days before
n who buys the stock before the ex-

Journal entries are required only on the dates of declaration and of payment, as these are
the only transactions affecting the corporation declaring the dividend, These entries are illus-
trated as follows.

T S T G AT L e 1 JER Entries made on deciaration
Dec. 15 Dividends ........c.oviiiiinsorineiiionnviiiss - 125,000 - dateand...
DividendsPayable-...~....‘...-..7:.’..3.1;‘;‘.3..;.'.."....;.. 125,000
To record declaration of a cash dividend of $1 per ' '
share on the 125,000 shares of common stock

- outstanding. Payable Jan. 25 to stockholders of B
£ s IR0ONONJBN. 10, 0. o0 o anmt L 4 o

Jan.25  Dividends PaYabIE 1, wemws £'s s 5 3 mosy v 5 13 mose sevesvangnes 128000 -

Cash ‘ . 12000

To record paymént of $1 k|‘§\er share d;videnpl.deglared: : peleg?
- Dec. 1510 stockholders of record on Jan, 10.

L
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No entries are made on either the ex-dividend date or the date of 1,
are important only in determining who receives the dividend checks, Fro::]c :,r d.
point of view, it is the ex-dividend date that determines who receives the div.° stog
of record is of significance primarily to the stock transfer agent anq the stock lder.x  The g,

At the end of the accounting period, a closing entry is required to tFangs erreglsu-a,_
ance of the Dividends account into the Retained Earnings account. Some ¢ the .debit i
an alternative practice of debiting Retained Earnings when the dividend ig dec;“Pan{es folly,
going through a Dividends account. Under either method, the balance of the I:ed_l o
ings account ultimately is reduced by all dividends declared during the period, taineq Eam,
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LIQUIDATING DIVIDENDS

A liquidating dividend occurs when a corporation pays a dividend that exceeds the p,
in the Retained Earnings account. This means that the dividend returns to stockholdal
or part of their paid-in capital investment. Liquidating dividends usually are pajq o ers 3|
a corporation is going out of existence or is making a permanent reduction in the );-When
its operations. Stockholders may assume that a dividend represents a distribution of 12 of
unless they are notified by the corporation that the dividend is a return of invested Capif:l‘)ﬁts

STOCK DIVIDENDS

Stock dividend is a term used to describe a distribution of additional shares of stock ¢

. . . ; ) 04
company’s stockholders in proportion to their present holdings. The dividend that has beey
declared is satisfied by issuing additional shares of stock rather than being paid in cagh, Most
stock dividends consist of additional shares of common stock distributed to holders of cop.
mon stock. Therefore, our discussion focuses on this type of stock dividend.

An important distinction exists between a cash dividend and a stock dividend. A cgg)
dividend is a distribution of cash by a corporation to its stockholders. A cash dividend reduces
both assets and stockholders’ equity. In a stock dividend, however, no assets are distributed,
A stock dividend results in no change in assets, liabilities, or total stockholders’ equity. Each
stockholder receives additional shares, but his or her percentage ownership in the corporation
is no larger than before.The company’s assets are not affected by the transaction, and each
stockholder receives the same percentage increase in the number of shares. This is in contrast
to a cash dividend in which the asset cash is reduced by the dividend. In fact, the rationale for
declaring and distributing a stock dividend is to preserve the company’s cash.

To illustrate this point, assume that a corporation with 2,000 shares of common stock
outstanding is owned equally by James Davis and Susan Miller, each owning 1,000 shares of
stock. The corporation declares a stock dividend of 10 percent and distributes 200 additional
shares (10 percent of 2,000 shares), with 100 shares going to each of the two stockholders.
Davis and Miller now hold 1,100 shares apiece, but each still owns one-half of the business.
Furthermore, the corporation has not changed in size; its assets and liabilities and its total
stockholders’ equity are exactly the same as before the dividend.

Now let us consider the logical effect of this stock dividend on the market price of the company’s
stock. Assume that, before the stock dividend, the outstanding 2,000 shares in our c:xampl_e had
a market price of $110 per share. This price indicates a total market value for the corporation of
$220,000 (2,000 shares x $110 per share). Because the stock dividend does not change total assets
or total stockholders’ equity, we might expect the total market value of the corporation to @mﬂﬂ;
$220,000 after the stock dividend. Because 2,200 shares are now outstanding, the market price 0
each share should fall to $100 ($220,000 = 2,200 shares). In other words, we might exp.ect the market
value of the stock to fall in proportion to the number of new shares issued. Often that is not thek Casss
and relatively small stock dividends have little, if any, impact on the market price of the st f;)m,
while the investor who receives a stock dividend does not own any more of the company than be
he or she actually does receive value in the form of additional shares which may be held or sold
Entries to Record a Stock Dividend In accounting for relatively small stock dll‘]”a‘::‘::
(say, 2, 5, or even 10 percent of the outstanding stock), the market value of the new § -
transferred from the Retained Earnings account to the paid-in capital accounts. This 'pequity
§ometimes is called capitalizing retained earnings. The overall effect on stockho!dersc ol
Is the same as if the dividend had been paid in cash, and the stockholders had 1mm



wlnimm

othet

the cash in the business in ext:hange 1Or addse:
'ﬁn:;e:h anges hands—the new shares of stock addl.tmm‘l s

act s
illustrate, assume that on June |, Aspen Cor lm.ply sent !

To illd mmon stock with a mark Poration hag Outstand;
value €O et Value of ng 100’

.. Y . shares .of
g:’@ a 10 percent stoc]; dividend, distributap}e on ﬁ;s;’;‘? On this date, the company
dec entry at June 1 to record the declarat; - O stog olders of
20. The aton of thig dividen : Ol record op
June _ o ldend is ¢ follows
ed Eamings ..................... T '. . ) 7 '
“";ock phadentite BRBisited ..., , o T 250,000 | Stock dividend declared; use
Additional Paid-in Capital: Stock Dividends ... "7 50,000 market price of stock
dividend consistin f 10,000 sharee oo 200,00
d a 10% stock 9 0f 10,000 shy -
D"",’ﬁ{,eooo shares X 10?6) of $5 par value Common StOCL?sl:narket '
( ol e' $25 per share. Distributable July 15 ¢ stockholders of
,?ecord on June 20. o :
JENEPRC & ‘ ’ : """W’Hm*vkmmMMMMmMFxm-%.:rw—-w% _‘ i

- s'tOCF Dgﬁ:?]d ot:a?:; 12:;::22;2(:' a;:fC;)l:)nt is not a l1ab.ility because there i 10 obliga-
o distribu or arance sheet g Prepared between the date of
tio jaration of a stock dl'wdend‘ and the date of distribution of the shares, this account .
ecthe Additional Paid-in Capital: Stock Dividends account, will pe presented inI:t; ey
as + equity section of the balance sheet. ¢ slock
ho]der;ce that the Retained Earnings accoung Was reduced by the market

N:ue d (10,000 shares X $25 per share = $250,000y. a5 important p
be is in the total amount of stockholders’® equity. The amount removed from the Retained
occurs s account is simply transferred into two other stockholderg’ equity accounts,

Onn;éuly 15, the entry to record the distribution of the dividend shares is as follows,

value of the shares to
oint is that no change

stock Dividend to Be Dlstnv it 3 e 50,000 § Emdwmenddlstﬂbuted
Common Stock .. ... 50,000 i

rributed 10,000-share stock dividend declared onJune 1.
Dis 1 : v -, “k“ s hala i A T i,

eSS T i T

e

s for Stock Dividends  Although stock dividend:s cause no change in total assets,
Rea?‘?" tockholders’ equity, they are popular both with management and with stock-
e 0ment often finds stock dividends appealing because they allow management
hOlders-' Mange thing of perceived value to stockholders while conserving cash that may be
todistribute someu oses like expanding facilities and introducing new product lines.
needed for other fvg stock dividends because they receive more shares and for small st(.)ck
y s;ocl;lslo(l;;f; tla:e stock price does not fall proportionately. Also, the dividend is not subject

ividends,

to income taxes (until the shares received are sold).

aid about $1,700.
An investor who purchased 100 shares of Home Depot, Inc., in 1985 would have p

|
Fifteen years later, that stock was worth about $273,000! < $27307 Noin fact, s
Does this mean that each share increased in value from $17 to mo .

2,730 per share, who
probably couldn’t happen. Investors like to buy stock in lots of 100 shares. At$

m r ‘
could afford 100 shares? Certainly not the average small ir}:ie:,‘::stors S —
' i d to attract sma .
Home Depot’s board of directors wante

loyal customers.

, i cases, they also become lared

Fand o the company's stock—and in many ith the success of the company, the board dec! er
s stock rose wit 0 shares in 1985 owned ov

hares. Each share had a

S0 as the price of Home Depot d10
; urchase
several stock splits and stock dividends. An investor who had p

i e additional s
3,900 shares 15 years later without ever having had to pl:::l:;e o
Market value of $70, a price considered affordable to the a
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between Stock Splits and Stock Dividends wry, i t

ction ing. . _
Distin ck dividend and a stock split (discussed in Chapter 11)? In sop,

between a Sto Lock 5P ere
two are similar. Both involve the distribution of shares of a company’s owp Stock o1 the

any payment by those stockholders to the company. Bogh o, )

ockholders without . '
st increase the number of outstanding shares of stock in the cOck divi.
0

dends and stock splits 1nCre: ng
stockholders’ equity. The difference between a stock dividend and a stock splt ley Ve
in

intent of management which, in turn, dri\.re's the size of the distribution, A stock divige
ally is intended to substitute for a cash dlvu.'lend and is small enough that the narkeg nd ugy.
the stock is relatively unaffected. Stock dividends typically increase the number Price of

; of
ing shares by 2, 5, or 10 percent. Stock splits, on the other hand, are intendeq to r:::m

market price of the stock to bri'ng it down to a desired tfading range. Stock splits -y
represent much larger increases in the number of outstanding shares, such as 109 Percent (;y
split) or 200 percent (3:1 split). | 4
The previous discussion focuses on the purposes a.nd management intent of stocy divi
dends and stock splits. Accounting for the two also varies. Stock dividends do not o inl-
change in the par value of the stock, and usually an amount equal to the market vajye of tha
shares issued is transferred from retained earnings to the par value and additiong] Daid-iE
capital accounts. Stock splits, on the other hand, result in a pro rata reduction in the par Valun
of the stock and no change in the actual dollar balances of the stockholders’ equity ac COum:
Both stock dividends and stock splits are integral parts of management strategy with regard t(;
the company’s ownership, and the accounting differences parallel these differences i map.

agement intent.

STATEMENT OF RETAINED EARNINGS

The term retained earnings refers to the portion of stockholders’ equity derived from prof-
itable operations. Retained earnings is increased by the company earning net income oy
is reduced by the company incurring net losses and by the declaration of dividends, Prigy
period adjustments, discussed later in this chapter, may also increase or decrease retaineq

earnings.
In addition to a balance sheet, an income statement, and a statement of cash flows, some

companies present a statement of retained earnings, as illustrated in Exhibit 12-3,

EXHIBIT 1?3 - SALT LAKE CORPORATION
Statement of Retaine STATEMENT OF RETAINED EARNINGS

p ':;‘isﬂ?n' Salt Lake FOR THE YEAR ENDED DECEMBER 31, 2018
R_etai'ned earnings, Dec. 31, 201_117 et o s Lo 1 14 e $ 750,000
A.Net'}ncomefor2.018\,...; ......... ..... - __ 280,000
~ Subptotal ............ S S T $1,030,000
 Lessdividends; |

~ Cash dividends on preferred stc';ék' ($5 per share) . ........... $ 15,000
Cash dividends on common stock ($2 per share) ............ 59,600
10% stock dividend ... .. ... . 140000 21460
Retained earnings, Dec.31,2018 .............. [ o e e 2B 83 - $ 815400
AR T Y PN T
The 2018 net income is added to the beginning balance of retained earnings- E?I;I::léz
of-

this text when we studied the accounting cycle, we learned that, as part of the end-
process of closing the books and preparing financial statements, the revenue and expense
accounts are brought to a zero balance, and the net amount of these items (either netineo™
or n§t loss) is added to or subtracted from owners’ equity. For a corporation, net incorme of
loss is adfied to or subtracted from the part of owners’ equity titled retained earnings: Rctmqﬂﬁ
earnings 1s sometimes described as earned equity to distinguish it from paid-in capital, wplc

represents equity that comes from the investments of owners. In the statement of 2
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inning balance plus net income is
ings. the beginning reduced by g amountg ivi
aecl,,mf; during the year, as Well as the amoypy o 1 SO0k divideng gy e ;Zscl};legdends
R PERIOD ADJUSTMENT
PRloany may discover that a mater;
comp: net income ig
. a prior year Becali:s:uses an error £ refa: "N8S account, gy, error in
. ed net Income ; [etain armings shown i all subge. g k
report heets. When such erropg are discovyer, th LEARNING 0BJECTIVE
ent balance $ riod adjustment, j g0, °% ey mugt pe Forreeted. The copye, efine prior periog
qu called a prior pe Firstaioa - SOOWN: it the Statemeny of Tetain, earnings 5 adjustments, and explain
tion, € stment to the balat_)ce Ol retained €arnings ¢ the eginning of the current yeqr Th how they are presenteq in
an adJ‘: of the adjustment is shoYvn €t of any rejateq income tay effects, e financial statements. -
amommustrate, assume that lat.e In 2018 Saj € Corporatiop, discoverg that it faj) "
To jation on certain assets in 2017, After Considering the income tax effe,
depm,;pany finds that the net income Teported in 2017 was Overstated by $35 3
the cgol 8 balance of the Retained Earmngs‘account ($750, Cember 31, 2017) also i
ning ted by $35,000. The statement of Tetained earnings in 20 g must i
ovefstt“;in ed earnings at the beginning of the year, (See the illustration in
the re
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al error was m
closed ingq the
in the amoyp; 4

ade in the Measy .
: Tement of net

T
‘i L0126 ;
ed e B B s

SALT LAKE co

. EXHIBIT 12-4
TATEMENT of RETAINED EARNINGS
FOR THE YEAR ENDED

Statement of Retaineg
4 rior Periog

RPORATION

DECEMBER 3, Earnings with p
Retained earnings, Dec. 31, 2017

' i Adjustment
As originally reported .. T , Triiiees
Less: Prior period adjustment for error inre
£55 !
As restated . ....... e 280,000

i for2018 ... ... o 5 T e ; ;
Netineome $995,000

i eI $7s0008
cording 201y 1o e

............

------------------------------
.......
o

. Less dividends:

Cash dividends on préferred stotk‘($5 p’ér Sha_r?) . : i ; ’$ -
Cosh dividends on common stock ($2 per share) . . 50,600
Ay St el e ek 214'600
10% stock dividend S AR —MOJ_O m
i .31,2018 . ‘ S780400
Retained earnings, Dec . 0400

.........

Prior period adjustments rarely ap
corporations. The financial statemen

pear in the financial statements of large publicly owned

ts of these corporations are audited annually by certified

ements of closely held corporatio
’ ;Irlg:lllaltil:x?:lz) time companies make accounting changes that.may t:)e co&1§1;szliev;tttil n?:tl:;
period adjustments, For example, we have learned that depreciation is a;s‘e;1 A el
useful life of an asset, At some point in the life of an asset manageme;lhi Vo gty
the usefu] Jife wi]] be longer or shorter than originally expected. Whgr:) o hngg 1 gl
ods are not adjusted, Instead, the book value of the asset at the’ tlln; i redoced, Gupresiton
Gepreciated over the New remaining life of the asset. ?f the. asset’s life e o et
¢ach year will pe increased for the (shorter) remaining life of the ;Saini.ng e ot et
®tended, depreciation each year will be reduced for the (longer) re
Restrictions of Retaj
4se of varioyg con

: ings m stricted
ned Earnings Some portion of retained earnings may be re
Pany frop, declaring a

3 i vents a com-
tractual agreements. A restriction of reta}med ea;nlllnbg:lg\f: 2 designated
dividend that would cause retained earnings to fa
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disclosure of restrictions
@ on retained eamings ]

o127
' LEARNING OBJECTIVE
. Define comprehensive

. income, and explain howit

* differs from net income. Sl

10128
"LEARNING OBJECTIVE
- Describe and preparea
~statement of stockholders’
- equity and the stockholders’ -
~ equity section of the balance -
sheet. Bl

Chapter 12 Income and Changes In Retained Earnings
anies disclose restrictions of retained earnings in notes accon

le, a company with total retained earningg of $10 ing the

Jevel. Most comp
mmion

.1 statements. For examp .
fineacs in its financial statements.

might include the following note 1 .
. Restriction of retained earnings
Note 7 certain long-term debt agreements prohibit the "

As of December 31, 2018, . :
of cash dividends that would reduce the. atpount of retained earnings beloy 85200 on
Retained earnings in eXcess of this restriction total $4,800,000. 200,00

ENSIVE INCOME

counting Standards Board (FASB) has'identiﬁed certain changes i, i
position that should be recorded but should not enter th the dete}'mination of net uIllall o
One way to describe these events is that they 'are recagytzed (Fhat 13, recorded ang incco i
rated in the financial statements) but not rea{tzed (that is, not _mcluded in the determina-
of the company’s net income). We have studied one of .the§e items earlier in thig tm\"(;n
change in market value of available-for-sale dgbt and equity investments, e
Recall from Chapter 7 the way changes in value for various types of investments
recorded. Those investments classified as available-for-sale are revalued to their curep e
ket value at the end of each accounting period. These changes in value are accumulatedmﬂf.
reported in a separate stockholders’ equity account. The change in value does not enge; izl:d
the determination of net income as it would had investments been sold. The change in ik 2
value of available-for-sale investments adds to the amount of stockholders’ equity as the val:t
of the investments goes up. The amount of stockholders’ equity goes down as the valye ofth:
investments goes down. This adjustment is described as an element of other comprehengiye

COMPREH
The Financial Ac

income.
Comprehensive income is a term that identifies the total of net income plus or minug the
clements of other comprehensive income. Comprehensive income may be displayed to users

of financial statements in one of two ways.
e As a second income statement. One income statement displays the components of net
income, as illustrated throughout this chapter. The second income statement displays the
components of comprehensive income, one element of which is net income. If this option
is selected, in the company’s annual report, the Statement of Comprehensive Income must
immediately follow the Income Statement that shows the determination of net income.
As a single income statement that includes both the components of net income and the
components of other comprehensive income.

In addition to the presentation of each year’s changes in the elements of other compre-
hensive income, the accumulated amount of these changes is an element in the stockholders
equity section of the balance sheet. The components of comprehensive income are presented

net of income tax, much like an extraordinary item.

Home Depot, Inc., whose financial statements for 2015 are included in Appendix A
of this text, follows the first of these alternatives and presents Consolidated Statements of
Earnings followed immediately by Consolidated Statements of Comprehensive Income. For
each of the three years presented, the primary adjustments to Comprehensive Tncome, other
than the company’s annual net earnings, relate to the company’s foreign operations. These ar¢
f:onsidered part of the company’s overall income history, but are not part of its net income that
is presented in the income statement.

STATEMENT OF STOCKHOLDERS'’ EQUITY _
Man}_’ corporations expand their statement of retained earnings to show the changes duri"é m:
year in all of the stockholders’ equity accounts. This expanded statement, called 2 statemel’
of stockholders’ equity, is illustrated in Exhibit 12-5 for Salt Lake Corporation- f
The top line of the statement includes the beginning balance of each major categ?y oe
_StOCkholFleI‘S’ equity. Notice that the fourth column, Retained Earnings, includes the
information as the statement of retained earnings for Salt Lake Corporation that was prest’”
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it 12—4. We have added several other stoq
in Exhib-“n;o u will typically find in a statement
. fyrmalile .
infort of common Sloc’_‘ for $260,000 (resulting in increase in both common stock
, Issu ditional paid-in capital).

and ad ion of shares of preferred stock into co
. n"“: in 5 percent convertible preferred stoq

dct‘;;:zs nal paid'in capital.

ad ftreasury stock, increas; th

of $47,000 0 ety (o reasing the amount of treps stock and -

. th:s::’u‘] of stockholders’ equity (as discussed in Chapter 11). - decreas

ing

K transactiop

8 10 illustrate
of Stockholde

the full range of
IS’ equity:

mmon stcfck at $100,000, resulting in a
k and ap 'nerease in commep stock and

HOLDERS’ EQUITY SECTION
g‘;"ﬁ_:é BALANCE SHEET

s’ equity section of Salt Lake Corporation’s balance sheet for

The stockh;;dezrm 86? is shown in Exhibit 12-¢, Note that these figures are takettmh gir):;liyegie:

mbf:re 0% the statement of stockholders’ equity as illustrated in Exhibit 12-5. You should

the 1615‘1::)1 explain the nature and origin of each account and disclosyre Printed in red ag 5

be ab]efhaving studied this chapter,

result 0 blished financial statements of leading corporations ip
The pu angement for the various items making up the stockho

standard min the selection of titles, in the sequence of items, a

tions 0cCUr Many companies, in an effort to avoid excessive

classi'fica““’l’;'ral related ledger accounts into a single balance shee

wmolget;emc financial statements.

in

dicate that there is no one
Iders’ equity section. Varia-
nd in the extent of detailed
detail in the balance sheet,
titem with details disclosed

XHIBIT 12-5 Statement of Stockholders’ Equity
E

SALT LAKE CORPORATION

STATEMENT OF STOCKHOLDERS’ EQUITY
FOR THE YEAR ENDED DECEMBER 31, 2013

5% Convertible '

el ~ Additional Total
Preferred Stock ~ Common Stock ~ Paidin  Retained Treasury  Stockholders’
($100 parvalue)  ($10 par value) ' Capital Earnings  Stock Equity
Balances, Dec. 31,2017 $400,000 $200000  $300,000 $750,000 $ -0- $1,650,000
Ba ances, . L ; ) .
eriod adjustment o PR E e T o
Pﬁ;;foms,ooo taxes) . 5 gt (35,000) (35,000)
gy = 4 50000 210,000 260,000
shan - o .
Conversion of 1,000 . _ R 7
d into 3,00
g;;f;r:; shares (100,000) : 30,000 70,000
Distributed 10% stock ' R | ' '
j ,800 shares 3
gtlgggnﬁgrfg pfice) 28,000 112,000  (140,000)
Purchased 1,000 shares |
of common stock held in ; (47,000) (47,000)
. ttr?asury at $47_ a share | —_— 280000
etincome
Cash dividends: e . 4 ‘ B - (15.000)
Preferred ($5 & share) ’ . | (59'600) . (50,600)
Common ($2a share) ;o g : ' A 47,000 m ;
Balances, Dec. 31,2018 $300,000 $308,000  $692,000 $780,400 $(47,000)

ity amounts.
@ stockholders' equity amounts. The bracketed numbers represent negative stockholders' equity
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EXHIBIT 12-6
stocknolders' EQuty Capital stock:
tion of Balance Sheet ‘ . 000
sec 5% convertible preferred, $100 par value, 3,

shares authorized andissued ...............oooii
Common stock, $10 par value, 100,000 shares authorized, T
issued 30,800 (of which 1,000 are held in treasury) ....... PO

Additional paid-in capital:

From issuance of commonstock ............. eene e e, PRI

From stock dividends

Total paid-in capital
Retained earnings

As discussed in this chapter, the most important aspect of periodic
reporting for many investors is the reporting of net income. Inves-
tors often are attracted to companies that report increasing income
each year. As a result, overstating net income is the most common
practice for engaging in inappropriate financial reporting.

The Securities and Exchange Commission (SEC) brought a
series of enforcement actions against Just for Feet, Inc., its for-
mer employees, and employees of former vendors related to the
overstatement of Just for Feet’s

}. L0129 reported income. Although Just
... for Feet overstated its income
LEARNING OBJECTIVE ~ through a number of different

v techniques, two prominent tech-
might take toimprove - pigyes ysed to overstate income
the appearance of the . . - e
company’s netincome, related to fictitious co-op rev-
v o oo+ enue and fictitious “booth”
income.

Just for Feet was a national retailer of athletic and outdoor
footwear and apparel. Just for Feet filed for bankruptcy protec-
tion, and it began the process of liquidating its assets and set-
tling its liabilities.

Just for Feet incurred large amounts of advertising expenses.
A vendor (e.g., Adidas, Fila, Nike) would often reduce the
amount that Just for Feet owed for merchandise purchases if a
particular advertisement featured the vendor’s products. These
reductions in amounts owed were referred to as “advertising
co-op” or “vendor allowances.” These vendor allowances were

unwritten and not guaranteed. Just for Feet sent vendors copies
of advertisements placed, and the vendor determined whether to
grant an advertising allowance,

In one fiscal year, Just for Feet recorded $19.4 million in
co-op receivables and recognized an equal amount of revenue

llustrate steps management

........................................

..........

....................................
......
fva.

...............................................
......
....

© Blend Images/Getty Images RF

that was not earned. The fictitious revenue of over $19 mil- -
lion was a substantial percentage of Just for Feet's reported
income of $43 million.

One important facet of the Just for Feet fraud is that the |
SEC brought enforcement actions against a number of ven-
dor representatives for providing false confirmations toJust
for Feet’s auditor. When fraud exists, management at
company committing the fraud may try to convince cusion™
ers to falsely confirm to the auditors that they owe amo}’“ts
that are in fact not owed. Such behavior represents a¢nie
It is worth noting that the criminal penalties for lying 10
external auditors have been substantially increased UY(‘J ;’ :
the Sarbanes-Oxley Act, and that the SEC and _th"'_ du
Justice Department are more likely to prqsecute mdwlzldi- :
als for this type of behavior than was true In the paSLtsfor
viduals in sales and marketing positions are often tar%f £.10
requests to falsely confirm facts to external 'aufhtors ﬁal n "
lie to the auditors). Substantial civil and criminal ¢
can result from lying to auditors. |
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- ow dis cussed various aspects of: stoc?kholders’ equity, focusing first on paid-in capi-

We have rer 11 and then on ea.rr.lffd capital in Chapter 17, These discussiong complete our

gl in Chap erage of assets, hablhtles,' and stockholders’ equity, which began in Chapter 7

iled cOV' financial assets, inventories, plant and intangible assets, liabilities, and, finally,

d included, equity. While these chapters generally foliow a balance sheet organization, in

stockholders i t, including the Presentation of irregular

.. ¢ and earnings per share. .

. come item hapter, we turn our attention to the statement of cash flows. Companies pres-

In the nt?xt e financial statements to their stockholders, creditors, and other interested

four primary ent of financial position or balance sheet, an income Statement, a statement

cos—a statc-m income, and a statement of cash flows. We delayed the detailed coverage

gf compreheﬂf:tvz f cash flows to this point in this textbook because of the importance of the
of the :fa;,ﬁ;ve now covered, particularly in Chapters 7 to 12,

maten

for a full understanding of that
financial statement-




