Financial Accounting \

Financial Assets

After studying this chapter, you should be able to:

Learning Objectives

Define financial assets and explain their vé!ﬁa@iqn'i’r’t the bala
sheet. O e Yl

23

Describe the objectives of cash management and internal
controls over cash. L. e T e

Prepare a bank reconciliation and exb]éin its purpose.

Describe how short-term invest_mgnt's'arey reported in the
balance sheet and account for transactions involving marketable
securities. o

Describe internal controls over accounts receivable.

Account forvun_c{ollévc/t‘ible'réceivables using the allowance and
direct write-off methods. .

Explain, compute, and account for notes receivable and interest
revenue,

¢

Evaluate the liquidity o'faV company's accounts receivable.

i




APPLE INC.

Apple Inc. is a company that designs, manufactures, and
markets mobile communication and media devices, per-
sonal computers, and portable digital music players and
sells a variety of related software, services, and periph-
¢als. The company has operations worldwide, and
s reportable operating segments are the Americas,
Europe, Greater China, Japan, and Rest of Asia-Pacific.
You might assume that the company has most of its
"®S0urces tied up in plant assets, and, in fact, the company's

bala
n;e sheet.,,nﬂv reported $22.5 billion in property,

tiHowever, the same balance sheet

resources. They include cash, cash equivalents, mar-
ketable securities (both short term and long term),
accounts receivable, and notes receivable.

Apple is fortunate to have an abundance of liquid
resources. In challenging economic times, when the
ability to generate or borrow money may be difficult,
companies can use their financial assets that are easily
and directly convertible into known amounts of cash to
continue operations and purchase inventory, pay bills,
and honor commitments to employees.

Our coverage of financial assets throughout this
pter includes discussion of the risks associated with

cha

holding financial assets. We address topics including

commercial paper and other cash equivalents, the vol-

atility of investment portfolios, and the inability of com-

panies to collect outstanding accounts receivable. m
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Chapter 7 Financial Assets

Financial assets are a company’s most liquid (or cashlike) resources. The ability of a com.
pany to service its debt, purchase inventory, pay taxes, and cover payroll ob}lgaﬁons hinges
on the availability of these highly liquid assets. In this chapter, we will examine how compa.
nies determine and report the current values of financial assets, and how effective companies
quickly convert certain financial assets into cash.

HOW MUCH CASH SHOULD A BUSINESS HAVE?

In response to this question, most businesspeople would say, “As litt!e as necessary.” In g
well-managed company, daily cash receipts are deposited promptly in the bank. Often, a
principal source of these daily receipts is the collection of accounts receivable. If the daily
receipts exceed routine cash outlays, the company can meet its obligations while maintaining

relatively low balances in its bank accounts. o o o
Cash that will not be needed in the immediate future often is invested in highly liquid

short-term securities. These investments are more productive than cash because they earn rey-
enue in the forms of interest and dividends. If the business should need more cash than it has

in its bank accounts, it can easily convert some of its investments back into cash,
g The term financial assets describes not just cash but also those assets easily and directly
"071 z convertible into known amounts of cash. These assets include cash, short-term investments
LEARNING OBJchlvE *" (also called marketable securities), and receivables. We address these three types of finan-
- Define financial assetsand ~  Cial assets in a single chapter because they are so closely related. All of these assets represent

- explain their valuationinthe  forms of money; financial resources flow quickly among these asset categories.
dlonce sheet. . .- - In summary, businesses “store” money in three basic forms: cash, short-term investments,

o and receivables. The flow of cash among these types of financial assets is illustrated in
Exhibit 7-1.

EXHIBIT 71

Money Flows among the
Cash

Financial Assets \ Collections ‘
BECohiE from customers Cash (and — payments
receivable " cash equivalents) B -

“Excess” Investments

cashis are sold as
Invested cash is
temporarily needed

) Marketable

securities .

THE VALUATION OF FINANCIAL ASSETS

In the balance sheet, financial assets are shown at their current values, meaning the amounts
of cash that these assets represent. Interestingly, current value is measured differently for each
type of financial asset.

The current value of cash is simply its face amount. But the current value of marketable
securities may change daily, based on fluctuations in stock prices, interest rates, and other
factors. Therefore, most short-term investments appear in the balance sheet at their current
market values. (Notice that the valuation of these investments represents an exception {0 the
cost principle.)

unting \
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s receivable, like cash, have stated face amoy

R nts. But .
co]lec; el\]rery dollar %fh their accounts receivable. S:)a;ie cofnpames usually do
snable to make 1 payment. Therefore, receivables appear in thcustomers simply will
imated collectible amount—called net realizable value e balance sheet at the
et three methods of measuring the current '

AccO
ot expect 10

valu i
e of financial assets are summarized in

| Basis for Valuation . j EXHIBIT7-2
Type of Financial Asset in the Balance Sheet | Methods of Measuring the

Cash (and cash equivalents) Face amount \ iz;;etzt Valie:of Financial

Short-term investments F
air market
(marketable securities) value

_ Receivables

3

Net realizable value

SRLIS RSN S A A B R S

Gash )

Accountants define cash as money on deposit in banks and any items that banks will accept
for deposit. These items include not only coins and paper money, but also checks, money
orders, and travelers’ checks. Banks also accept drafts signed by customers using bank credit
cards, such as Visa and MasterCard. Thus sales to customers using bank cards are consid-
ered cash sales, not credit sales, to the enterprise that makes the sale.

Most companies maintain several bank accounts as well as keep a small amount of cash

on hand. Therefore, the Cash account in the general ledger is often a control account. A cash
subsidiary ledger includes separate accounts corresponding to each bank account and each

supply of cash on hand within the organization.

REPORTING CASH IN THE BALANCE SHEET
Cash is listed first in the balance sheet because it is the most liquid of al} assets. For purposes
of balance sheet presentation, the balance in the Cash control account 18 combined with that

of the control account for cash equivalents.

Cash Equivalents Some short-term investments are sO liquid t‘)‘_‘ﬁ‘ thezl’ g;;‘:::;g (f:r“;h
equivalents, ] ket funds, U.S. Treasury bills, an¢ -
5. Examples include Moy - are issued by large, creditworthy corpora-

gadnercial paper (very short-term notes payable that T he amount
OThese assets are considered so similar t0 cash that they ar¢ combined W1 e e
0l the balance sheet. Therefore, the first asset i eet often 1S

i Cash Equivalents.

alify as a cash equivalent, an investmen

table market
o very safe, have @ very s :
it Y ts in even the high-

f it en
i mature within 90 days of the date of acqu1Sltlt0‘llli-ef;‘;’§ S;:lmeeting these criteria.
fistocks and bonds of large corporations &r¢ 17 o listed in the balance sheet

Il investments that do not qualify as cash equivalents o

table Securities. , hey are not avail-
{180 Cash  Some bank accounts are restricted as 0 thegr;ISfé S: l;afl)li account may
the normal operating needs of the company. For ex . bility, such as al?ond
@h specifically earmarked for the repayment of 2 heet as part of the section entles
t8stricted cash should be presented in the baldnee™

ts and Restricted Funds.”
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LEARNING OBJECTIVE

Describe the objectives

of cash management and
_internal controls over cash.

Chapter 7 Financial Assets

As a condition for granting a loan, banks often require the borrower to maintain a com.
pensating balance (minimum average balance) on deposit in a non-interest-bearing checking
account. This agreement does not actually prevent the borrower from using the cash, by j;
does mean the company must quickly replenish this bank account. Compensating balanceg
are included in the amount of cash listed in the balance sheet, but these balances should pe
disclosed in the notes accompanying the financial statements.

Lines of Credit  Many businesses arrange lines of credit with their banks. A line of credit
means that the bank has agreed in advance to lend the company any amount of money up o
a specified limit, The company can borrow this money at any time simp l?' by drawing c.h Eis
on a special bank account. A liability to the bank arises as soon as a portion of the credit line
is used. e

The unused portion of a line of credit is neither an asset nor a 11ab1!1ty; it Tepresents
only the ability to borrow money quickly and easily. Although an unused line of credit does
not appear as an asset or a liability in the balance sheet, it increases the c9mpany’s liquid-
ity. Thus unused lines of credit usually are disclosed in notes accompanying the flﬂaﬂCial
statements. For example, PC Connection, recently included the following information in s
financial report:

As of December 31, 2014, no borrowings were outstanding against our $50 million
bank line of credit, which is available until February 24, 2017. This line of credit can be
increased, at our option, to $80 million for approved acquisitions or other uses authorized
by the bank.

CASH MANAGEMENT

The term cash management refers to planning, controlling, and accounting for cash transac-
tions and cash balances. Because cash moves so readily between bank accounts and other
financial assets, cash management really means the management of all financial resources,
Efficient management of these resources is essential to the success—even to the survival—of
every business organization. The basic objectives of cash management are as follows.

» Provide accurate accounting for cash receipts, cash disbursements, and cash balances.
 Prevent or minimize losses from theft or fraud.

* Anticipate the need for borrowing and assure the availability of adequate amounts of cash
for conducting business operations.

+ Prevent unnecessarily large amounts of cash from sitting idle in bank accounts that pro-
duce no revenue.

INTERNAL CONTROL OVER CASH

Internal control over cash is sometimes regarded merely as a means of preventing fraud
and theft. A good system of internal control, however, will also aid in achieving the other
objectives of efficient cash management, including accurate accounting for cash transac-
tions, anticipating the need for borrowing, and the maintenance of adequate but not excessive
cash balances,

The major steps in achieving internal control over cash transactions and cash balances
include the following.

* Separate the function of handling cash from the maintenance of accounting records.

Employees who handle cash should not have access to the accounting records, and account-
Ing personnel should not have access to cash.

* Prepare cash budgets (or forecasts) of planned cash receipts, cash payments, and cash bal-
ances, scheduled month-by-month for the coming year.

* Prepare a control listin g of cash receipts at the time and place the money is received.
* Require that all cash receipts be deposited daily in the bank.

. Make all payments by check. The only exception should be for small payments to be made
in cash from a petty cash fund.
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e that every exPenditure be verified before g ch
\ g;qfuncﬁm of approving expenditures from the funct
ptly reconcile bank statements with the accouy

eckK is issued i
. 1N payment. Se
on of signing checks, P
0
ting records, The person who rec-

Portunities to physical
Wil ysically handle cash.

cash over and Short  In the handling of daily cash transactions
bly will occur. These errors may cause a cash shortage or overage ;

e cash s counted and compared with the reading on the cash regi:tt;:;e end of the day when
gt example. as.sum.e that totz?l cash sales recorded during the day am.oumt

ever, the cash receipts 1n th'c register drawers total only $4,485. The followin © 4,500 How

nade 10 adjust the accounting records for this $15 shortage in the cash receiﬁt:mry would be

a few minor errors inevi-

Cash Over andShort ............ o n S P S 8 R o e g 3 5

CSh ......................................
................

; ) 15
To record a shortage in cash receipts for the day

R R N N S s

il e g

The account entitled Cash Over and Short is debited for shortages and credited with over-
ages. If the account has a debit balance, it appears in the income statement as a miscellaneous
expense; if it has a credit balance, it is shown as a miscellaneous revenue.

BANK STATEMENTS

Each month the bank provides the depositor with a statement of the depositor’s account.'
As illustrated in Exhibit 7-3, a bank statement shows the account balance at the beginning
of the month, the deposits, the checks paid, any other additions and subtractions during the
month, and the new balance at the end of the month. (To keep the illustration short, we
have shown a limited number of deposits rather than one for each business day in
the month.)

RECONCILING THE BANK STATEMENT 1073

A bank reconciliation is a schedule explaining any differences between the balance shown
in the bank statement and the balance shown in the depositor’s accounting records. The bank LEARNING OBJECTIVE

; 5 nd o : Prepare a bank reconciliation
and the depositor maintain independent records of the deposits, the checks, and the current andpexplain e paxtee,

balance of the bank account. Each month, the depositor should prepare 2 bank rgconciliati9n
o verify that these independent sets of records are in agreement. This reconciliation may dlS'-
close internal control failures, such as unauthorized cash disbursements or failures to deposit
cash receipts, as well as errors in either the bank statement or the depositor’s accounting

records, In addition, the reconciliation identifies certain transactions that must be recorded

in the depositor’s accounting records and helps to determine the actual amount of cash on

 deposit,

nces between Bank Records and Accounting Records  The bal-

ing i deposi-
. : uals the balance appearing in the
pnthly bank statement seldom €q (tor may not have been

tecords. Certain transactions recorded by the depos

" The most common examples are:

the company but not yet presented to

®hecks. Checks issued and recorded by

gyment
g : ; ank too late
0si1. Cash receipts recorded by the depositor that reached the D

Bllin the bank statement for the current month.

v receive bank statements on a weekly basis.
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EXHIBIT 7-3
A Bank Statement

Chapter 7 Financial Assets

Customer Account No. 501390

Western National Bank Parkview Company ,
100 Olympic Boulevard 109 Parkview Road 4
Los Angeles, CA 3

Los Angeles, CA

31,2018
tement for the Month Ended July Amount

Bank Sta ;.
Date e $502930 [
DAlANCE eevrrirssarerernesesazer ;
June 30 Previous statement s 4
Increases (Cred
Deposits and Other 0.0 i
A 1,250.00
uly 2 993.60
pr b 1,023.77
2 1,300.00
Jully ;g 500.00 CM
jﬁ.g 24 1,083.25
711.55
jt: I,z g;) 24,74 INT
Total deposits and other increases (o] (1o o] [CU————— 7.186.91
Checks Written and Other Decreases (Debits)

Ck. 882 1,100.00

j:::; g Ck. 883 415,20 2
July 3 Ck. 884 10.00 ;
July 10 Ck. 885 96.00
July 10 Ck. 886 400.00
July 12 Ck. 887 1,376.57
July 15 Ck. 889 425.00 4
July 18 Ck. 892 2,095.75
July 22 Ck. 893 85.00
July 22 5.00 DM
July 24 Ck. 894 1,145.27 I
July 30 50.25 NSF {
July 31 12.00 SC
Total checks written and other decreases {debits) ........... i12,216.04!

July 31 Balance this Statement .............c..oevvoeevvereose oo 5,000.17
Explanation of Symbols

CM Credit Memoranda

DM Debit Memoranda
INT Interest Earned on Average Balance
NSF Not Sufficient Funds

SC Service Charge

In addition, certain transactions appearing in the bank statement may not have been

recorded by the depositor. For example:

Se_rwce charges. Banks often charge a fee for handling small accounts. The amount of
this charge usually depends on both the average balance of the account and the number of
checks paid during the month.
gggﬁ;{ or depositing NSF checks. NSF stands for Not Sufficient Funds. When checks
it Oon;ers :rti dfepos1ted, the bank generally gives the depositor immediate credit. On
o tht; cheec l?d'dew checks ma)f prove to be uncollectible, because the customer wWho
will redoes dl not ha:ve sufficient funds in his or her account. In such cases, the bank
55 ol © depositor’s account by the amount of this uncollectible item and return
eck to the depositor marked NSF, The depositor should view an NSF check as an
account receivable from the customer, not as cash,.

;ﬁf:lésfgir interest earned.' Checking accounts may earn interest. At month-end, this inter”
Mis llzzen 10410 the depositor's account and reported in the bank statement.
ce .
checks h:::ﬁnbanku charges and credits Banks charge for services—such as printiné
' g collections of noteg receivable, and processing NSF checks. The b
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. s the depog;i : .
it MO the monthy benk satemen Ifthe bank NNl o
pehalf of he depositor, it credits the depositor’s account and issues cr:c?:)te rocenvable g

— ) it memorandum,
[na ban reconcili2fiofl the balances shown in the bank statement and i
1eco are both adjusted fordz.my unrec(_’rded transactions. Additional ad'ln L0/ GO
i 410 correct any errors iscovered in the bank statement or in the acggsg?i;ﬂts ma)é be
. ) g records.
reparing a Bank Reconciliation - .
Prep The specific steps in preparing a bank rec-

in
steps are as follows.

onciliation
| Compare deposits listed in the bank statement with the deposits shown in the i
accounting

" cords. AnY deposits not yet recorded by the bank are deposits in transit and should b
u e

added to the balance shown in the bank statement.

ks paid by the bank with th - -

3, Compare chec \ € corresponding entries in th i

Any checks issued but not yet paid by the bank should be listed as out:txfjc"unnﬂg pecores
deducted from the balance reported in the bank statement. ing checks to be

_addto the balance per the depositor’s accounting records an i :
the bank that have not been recorded by the depositor. e
4, Deduct from the balance per the depositor’s records any debit i

bank that have not been recorded by the depositor. ’ memoranda issued by the
5, Make appropriate adjustments to correct any errors in either th

depositor’s  ounting records. e bank statement or the
6. Determine that the adjusted balance of the bank statement is equal to the adjusted

palance in the depositor’s records.
7. Prepare journal entries to record any items in the bank reconciliation listed as adjustments

(o the balance per the depositor’s records.

llustration of a Bank Reconciliation The July bank statement sent by the bank to
Parkview Company was illustrated in Exhibit 7-3. This statement shows a balance of cash
on deposit at July 31 of $5,000.17. Assume that on July 31, Parkview’s ledger shows a bank
palance of $4,262.83. The employee preparing the bank reconciliation has identified the

following reconciling items.
I. Adeposit of $410.90 made after banking hours on July 31 does not appear in the bank statement.
2. Four checks issued in July have not yet cleared the bank. These checks are as follows.

Check No. Date Amount
881 , July 1 $100.00 f
888 July 14 10.25 i
890 July 16 40250 |
- 205.00 I

LB July 17

3. Two cred;
| credit memoranda were included in the bank statement.

Da
te Amount Explanation

f a non-interest-bearing note receivable

Proceeds from collection ©
s collection department collected this

from J. David. The bank’
note for Parkview Company.

Interest earned on average account balance du

ring July. .

oranda are issued for transactions that reduce

br's account as a liability. Debit mem ' : that 1
sued to recognize an increase in this

ervice charges. Credit memoranda are is
iple, from interest earned by the depositor.
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ied the bank statement.
4. Three debit memoranda accompanied e g o o
“ D&te - Amount Explanation
for handling collection of not i
July 22 $ 500  Fee charged by bankfo | dg - © receivable,
Check from customer J. B. Ball deposited by Parkview Company
July 30 50.25 charged back as NSF.
i nk for the month of July.
July 31 12.00 Semcg charge by ba TR TR R
5. Check no. 893 was issued to the telephone company in the amount of $85 but was errop,.
. ously recorded in the cash payments journal as $58. T.he check, in payment of telephone
expense, was paid by the bank and correctly listed at $85 in the bank statement. In Parkview’s
ledger, the Cash account is overstated by $27 because of this error ($85 - $58 = $27).

The July 31 bank reconciliation for Parkview Company is shown in Exhibit 7. (The
numbered arrows coincide both with the steps in preparing a bank reconciliation and with the
reconciling items just listed.)

EXHIBIT 7-4 PARKVIEW COMPANY
The Bank Reconciliation BANK RECONCILIATION
JULY 31, 2018 \
Balance per bank statement, July 31,2018 .................... ... ... ... .. $5,000.17
@——> Add: Deposit of July 31 not recorded by bank . ....................... . 41090
$5,411.07
@——> Deduct: Outstanding checks:
NO.8BT ... $100.00
NO.8BB......oevi 10.25
UG B0k 5510 - 4 g 552 8 005 B e 358 R € s s e 402.50
L 205.00 717.75
Adjusted cash balance. ...................... . $4.69332
Balance per depositor's records, July 31,2018 ... .. ... . $4.26283
@——> Add: Note receivable collected for us bybank...................... $500.00
Interest earned during July ............... ... 2474 52474
$4,78157
Deduct: Collectionfee..............................__ $ 500 ,
@—> NSFcheckofJ.B.Ball .................... 50.25
Servicecharge............ooooiiiii 12.00
®—————> Ermoronchecksbno.goz........ ... 27.00 —-—9-:1—23/
Adjusted cash balance (as above)......... %

Chapter 7 Financial Assets

ank statement is
brought
light. In the bank reconciliation, : . e pecords 18

The last step in reconciling a b

jour

: _ , ing one J°
I nd in our assignment material, we follow a policy of making ed cash
ntry to record the unrecorded cagh receipts and another to record the unreco

reducti _ :
oicigcr:igll:& (Acceptable alternatives woulq be to make separate journal entries fOF € g
to updat el;) ¢ compound entry for ] items.) On the basis of our recording policy:

pdate the accounting records of Parkview Company are as follows.

each ite™
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Sh ................................................ ; ’ ‘
i | O
.................... ' nk :
jnterest REVENUE! cvirnsvmssosmsrsonips i ans PRE R f g 22000 - mmmuj
ord collection of note receivable from J, David collected by panp - 27
i::rest earned on bank account in July. olectedby berk e
gank Service CNBIGES et S wowovog s o 0 g g 150 .
.................. 17.
U Receivatie LLE: Ball o st v 41 sty g 50 gg ‘ E; pank deot m‘momnda-j
Telephone (2, {oLTp LRI F e VR ——— G 27.
CaBtl oo eneee e * 94
R o 8 w3 .25
To record bank charges (service charge, $12; collection fee, $5).
NSF check from customer J. B. Ball as an account receivabsi:)'atr?drtedasswy
correct understatement of cash payment for telephone expe;\se °
w,—_ st ey - - R Sy T 2, A o VPRI Pyt v st
- st TR T e e g
Short-Term Investments ) ons
; P » 3 J
Companies with large amounts of liquid resources often hold most of these resources in the I.DesEAmRNINO ot
form of marketable securities rather than cash. bemmmeptm'm
Marketable securities .Consnst primarily of investments in bonds and in the capital stocks of :tn;e:azﬁnct:sar::ert and acé:unt
publicly owned corporations. These marketable securities are traded (bought and sold) daily forfrmeactions Enioy
on organized securities exchanges, such as the New York Stock Exchange, the Tokyo Stock R
Exchange, and Mexico’s Bolsa. A basic characteristic of all marketable securities is that they

are readily marketable—meaning that they can be purchased or sold qui
quoted market prices.

Investments in marketable securities earn a return for the investor in the form of interest,
dividends, and—if all goes well—an increase in market value. Meanwhile, these investments
are almost as liquid as cash itself. They can be sold immediately over the telephone, simply by
placing a “sell order” with a brokerage firm such as Merrill Lynch or Morgan Stanley, or on
the Internet, by using an online brokerage firm such as E*TRADE Financial,

Due to their liquidity, investments in marketable securities often are listed immediately
after Cash in the balance sheet and are most often classified as available for sale securities.’
However, if the company plans to hold a marketable security for more than one year, then the
security would be classified as a noncurrent asset.

ckly and easily at

© Digital Vision/Getty Images RF
Itis common for enterprises to invest a portion of their excess cash in marketable securities in antici-

Pation of earning higher returns than they would by keeping these funds in the form of cash and cash
®quivalents, The following sample taken from recently issued balance sheets illustrates the willingness
of companies to invest millions, even billions, of dollars in short-term marketable securities.

Amount Invested
— ]

M e $ 626 million
The Coca-Colg Company ...... ISR ——T. Y T 3 $ 3.7bilion |
O MOOr COMPANY . .. ... .\ sse s ssseseeeanaenennanaeeee: .. $209bilon |
,,,,,,,,, $ 328billion |

.................. 50 bilion

SO COMPOMALION ...\ ssseeseensansee e $
R

iti i urities. These classifica-
Stment classifications include trading securities and held-1o-maturity sec

-Scussed in more advanced courses.
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ting for Marketable Securities

Accoun . ———
( : ts relating to investments in marketable securities: .(1) the Purcy.
There are four basic even ¢ of dividends or interest revenue, (3) the sale of m"eStmems -

of investments, (2) tl*'ie receip
(4) end-of-period adjustments.

PURCHASE OF MARKETABLE SECURITIES

_ . t cost, which includeg
: . originally recorded a A any broy,
marketable securities are . g . “Crage
mvesnz:;tfa;nTo illustrate, assume that Foster Corporation purchases as a short-term 1IVestmen
commi - !

; ber 1. Foster paid $48.98 per ¢,
-a-Cola Company on Decem Per share, !
4,b000k::1amge sC g:‘n 'mlhi Sess::‘of $80. The entry to record the purchase of these shares is 55 f°]10w§ $
a Dro. 3

196,000

Marketable SECUMIES ..o vverrcmnrreaereneroanses s eeiaaen, .,
lor 1) I ) t ...... 6,000
Purchased 4,000 shares of Coca-Cola capital stock. Total cos
$196,000 ($48.98 x 4,000 shares + $80); cost per share,
-~ $49($196,000 + 4,000 shares). | _— |

Marketable Securities is a control account used to report all of a company’s short-term invest.
ments. If Foster Corporation invests in other companies, it will make an entry similar to the
one shown; however, it will also create a marketable securities subsidiary ledger to Maintain 5
separate record of each security owned.

Notice that the $49 cost per share computed in the explanation of the given journal entry
includes a portion of the total brokerage commission. The $49 per share cost basis will be
used in computing any gains or losses when Foster Corporation sells these securities,

RECOGNITION OF INVESTMENT REVENUE

Entries to recognize interest and dividend revenue typically involve a debit to Cash and a
credit to either Interest Revenue or Dividend Revenue. To illustrate, assume that on December
15, Foster Corporation receives a $0.30 per share dividend on its 4,000 shares of Coca-Cola.

The entry to record this receipt is as follows,

Received a quarterly dividend on shares of Coéa-Cola capital stock
($0.30 per share x 4,000 shares). , °

pany's net income. It most often appears near the bottom of the income statement in the com-
glli]tatlon 1olf Income before taxes. The feporting of investment revenue is discussed further it
apter 11,

SALE OF INVESTMENTS

t‘;,he'_‘ an investment i #0ld, a gain or a loss often results. If an investment is sold for mo;ne
itsa:o]st: bczel(;:ts baSlS}‘ta 4 al“l 8 recorded, whereas selling an investment for an amount es3 ;h the
i results in a loss, These items ' se section 0
income statement. appear in the Other Income/Expen

l:vestmgnts Sold at a Gain To illustrate, assume that Foster Corporation sl Srn-
shares of its Coca-Cola stock op December 18 for $50.04 per share, less a $20 brokerag® - s
mission. Recall that Foster’s cost basis, as computed on Decembe;' 1, is $49 per share: L
the entry to record the sale and the $500 gain is as follows ’
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Sh'éa.r;(;tablesec‘urities ......... 25,000
Gain on Saleoflnvestments............. .~ 7 s 24500
d 500 shares of Coca-Cola stock ata gain:. " 566
‘5ol

sale proceeds ($50.04 x 500 shares - $20 commission)

............. $25,000
x500shares)............ .. ... '
Cost basis (B9 X STRISRBINR] £+ 0o oo 035 w1y i s 24,500

Gaiﬂ on sa]e .............. . . e

This transaction results in a gain because Foster Corporation sold the shares at an amount
sbove their cost basis. The gain on the Sf_ﬂe increases the company’s net income for the period
and is reported in Fhe income S.tatement 1n similar fashion to interest and dividend revenue. At
he end of the period, the credit balance in the Gain o y

n Sale of Investments account is
: . closed
o the Income Summary account, along with the credit balances of the other revenue accounts

Investments Sold at a Loss  Assume that Foster Cor
shares of its Coca-Cola stock on December 27 for $48.01
mission. The entry to record the sale and the $2,500 loss

poration sells an additional 2,500

per share, less a $25 brokerage com-
is recorded as follows.

........................................................... 120,000
Losson Saleof Investments ............ ... ... L 2,500
Marketable Securities ........... ... 122,500
Sold 2,500 shares of Coca-Cola stock at a loss: ,
Cost basis ($49 x 2,500 shares) . ... ............ VAL A e 0 $122500
Sale proceeds ($48.01 x 2,500 shares — $25 commission) ......... 120,000
Lossonsale ... ' Ll L% 2500

This loss reduces Foster Corporation’s net income and is reported near the bottom of the
income statement. The debit balance in the Loss on Sale of Investments account is closed to

the Income Summary account at the end of the period, along with the debit balances of the
other expense accounts.

ADJUSTING MARKETABLE SECURITIES TO MARKET VALUE

Securities classified as available for sale are presented in the balance sheet at their current
market value as of the balance sheet date. Hence, this valuation principle is often called fair
Yalue accounting, The adjustment of marketable securities to their current market value
req_uires the use of an account entitled Unrealized Holding Gain (or Loss) on Investments.

S account appears as a stockholders’ equity item in the balance sheet.*

TO illustrate, let us assume that Foster Corporation’s 1,000 remaining shares of Coca-Cola
(2pital stock have a current market value of $47,000 on December 31 (1,000 shares at a mar-
ket price of $47 per share). Prior to any adjustment, the company’s Marketable Securities
account hag 5 balance of $49,000 (1,000 shares at $49 per share). Thus, Foster Corporation
Must make the following fair value adjustment on December 31.

-
n "ealizeq HOIING LOSS ON INVESIMENTS .o v v veesnarereernanesrinserns 2,000 2,000
4 Mafketabie T D S R RRRR R :
;digst the balance sheet valuation of marketable securities from
$ 47'000 (1,000 shares x $49) to the December 31 market value of
04 000 (1,000 shares x $47). —

T TS uy o /3 - geon - IS
i et e T i S i

al e i kholders’
b hOldil.lg gains and losses are often combined with other acnvnt::; :nm(:‘:':?s;ﬁ:i‘: di:::(inss: din
12}““ entitled Accumulated Other Comprehensive Income. Comp
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- densed balance sheet fol}
jon’ ense ollowine -
Exhibit 7S illustrates Foster Corporation’s Lo Wing jtg Mk
xhi - - .
securities valuation adjustment.
FOSTER CORPORATION
EXHIBIT 7-5 ict
BALANCE
Presentation of Marketable T VEAR
ER 31, CUR
Securities in the Balance DECEMB
sheet A Liabilities & Stockholders’ Equity
E Liabilities:
Current assets: $ 50,000 (Detail notshown).. .. .. $350 -
Cash ..vvevinnenamnnmmnmees '
Marketable securities (cost,
::g'ggg; aaTketRaE 47,000 Stockholders’ equity:
by s 1o 1o ) R R :
i . 23,000 Capitalstock ........... .. .. $40
eivable ........... : 000
'll'\ctci,uzt:er:tc assets .......eooe- $120,000 Retained earnings ...... . . .. 152,000
e Unrealized holding loss ‘
ts: oninvestments ..., . (2,000
Orfer assets Total stockholders’ equity . . . $550’ 000
(Detail not shown) .............. $780,ggg o
Total ooviiiiii e $900, otal ... M

Although the $49,000 cost of Foster Corporation’s marketable.: securities is disclosed in the
balance sheet, the $47,000 market value is used in the computation of total assets, The diffey.
ence between the cost and market value also appears as an element of stockholders’ equity,
entitled Unrealized Holding Loss on Investments. When the market value of investment fa]]
below cost, as in the case just presented, this special equity account is a subtraction from equity,
representing a holding loss. But if the market value is above cost, this account is an addition to
equity, representing a holding gain. Thus, if Foster’s 1,000 shares of Coca-Cola had a market
value on December 31 of $51 per share, the investment would have been reported in the asset
section of the balance sheet at $51,000, and the stockholders’ equity section of the balance
sheet would have included the addition of a $2,000 unrealized holding gain on investments,

Unrealized holding gains and losses are not subject to income taxes. Income taxes are lev-
ied only upon realized gains and losses recognized when investments are sold. Nonetheless,
unrealized holding gains and losses are actually reported in the balance sheet net of expected
future income tax effects. The computation of future tax effects is beyond the scope of our
introductory discussion and is addressed in more advanced accounting courses. In the assign-
ment material at the end of this chapter, unrealized holding gains and losses simply represent
the difference between the cost and the current market value of the securities owned.

INTERNATIONAL ¢

In the United States only equity investments (stock) that are traded on a stock exchange can be &
ried at fair value. Equity investments not traded on a stock exchange must be carried at cost. Under

International Financial Reporting Standards all avallable-for-sale securities, including unlisted ety
Investments, are carried at fair value,.

[Accounts Receivable
po———

One of the key factors underlying the growth of the American economy is the tren

selling goods and services op credit. Accounts receivable comprise the largest B
of many merchandising companies,

Accounts receivable are relatively liquid assets, usually converting int

o cash Witil;m

; ar

¢ period of 30 to 60 days. Therefore, accounts receivable from customers usually 2PP°.
¢ balance sheet immediately afte

. curtt®™
I cash and short-term investments in marketable $¢

jal ass!

ind
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In Chaptef alance sheet as current assets, Th i
6o in the balan \ . * 11€ period
classifi ear or the company’s operating cycle, which
cally O1€ Chapter 6 as the normal period of time required
” ;naccounts receivable, and accounts receivab)
in : installment pl
. long-term installment plans that requ
andise on ; vable be outstangj
4 or cven 48 months before being collecte, These receivables are part of the t:: - f?r
12, zai operating cycle. Therefore, all accounts mpany’s

eceivable arising from pe %

: 5 g " . rmal sales a
mﬂ:en rally classified as current assets, even if the credit terms exteng beyond one yearctwlty
are .

NTERNAL CONTROL OVER RECEIVAB| g

trol over receivables is designed to ensure that only valig (legitimate) customer 0"

- Some companies sell

LEARNING OBJECTIVE
ables should ensure that Describe internal controls

€ correct general ledger ik oyt '
riod-end are recorded in

the sale transaction is recorded _for tl3e correct dol
sccount, and in th.c correct .penod (i.e., that tra.nsactions near pe
the accounting P‘?“Pd in which the goods are shipped). Moreover, effective internal control
ensures that credit is only extended to customers that meet the company’s credit standards,
that goods shipped match those that were ordered

» and that the customer is billed correctly.
Finally, internal control over receivables is designed to ensure that cash collections from cus-
tomers are promptly deposited, that the payment is applied to the correct customer account,

and that the cash collection is recorded in the accounting records.
The major steps in achieving internal control over accoun

ts receivable and the resulting
cash collections include the following,

+ The Customer Order department prepares a sales order upon receipt of an order. The sales order
describes the goods ordered (e.g., inventory number, units ordered, unit prices, and payment terms).

+ The Credit department reviews the sales order and the customer's credit file and decides
whether and how much credit should be extended.

» The Shipping department ensures that the goods shipped match those ordered by the customer.

+ The Billing department compares what was shipped with what was ordered and prepares
and mails a sales invoice.

The Accounting department records the sale by debiting Accounts Receivable a‘nd credit-
ing Sales, and by debiting Cost of Goods Sold and crediting Inventory (assumnTg a per-
petual inventory system is used). In addition, an entry is made to reflect the credit sale in
the Accounts Receivable subsidiary ledger.

If customer payments are received by mail, checks are resuictiver en.d orsed for del;os:
o the company’s bank account and a daily listing of checks received is prepared (chec
number, party issuing the check, and check amount). _ listing of checks
The Cash Receipts department receives the checks and the mailroom listing o
received and prepares the daily bank deposit. » i
The Accounting department records the cash collection by debiting %asgl?:c?i :;e?::ntrl;g
ounts Receivable. In addition, an entry is made to reflect the cash ¢
Ccounts Receivable subsidiary ledger.”

L07-6
UNCOLLECTI BLE ACCOUNTS t at the estimated collect-
We haye Stated that accounts receivable are shown in the balance shee

LEARNING OBJECTIVE
i account to
¢ aMount—called pey realizable value, No business wants to sell merchandise on

Account for uncollectible

. dit sales to hundreds— receivables using the
™Mers who will be unable to pay. Nonetheless, if a C?mlﬁan:lill‘;atﬁi: cor::t to be uncollectible. allowance and ‘g;ect
PS thousands f customers, some accounts inevitably it is evidence of a sound write-off methods.
i amm;;tOOf sacollectible aczaltis mot o ¥ exlfe(l;tsgi;lstsl::; lose many sales
tredit polie . i ly cautious, the
3 is over
0 Y. If the credit department y

i cceptable credit risks.
pponuniﬁes by = ejecting customers who should have been considered accep

S

: » . ash
MOrcs descjnl’tlon of internal control over sales, receivables, ang:nﬁng Informa
*Pecificity s provided in future courses, particularly Acc

jons is a high-level summary.
collectlonﬁon Systems and Auditing.
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able that has been determined to be unc9llectible is no longer an asset. The loss of thig
represents an expense, termed Uncollectible Accounts Expense.

In measuring business income, one of the most fundamenta] principles of accountipg ;
that revenue should be matched with (offset by) the expenses incurred in 8enerating thy, re\j
enue. Uncollectible accounts expense is caused by selling goods on credit to Customery who
fail to pay their bills. Therefore, this €xpense is estimated and recorded in the time Periog
in which the related sales are made, even though specific accounts recejvab]e may not p,
determined to be uncollectible untj] later accounting periog, Thus an accoun Teceivap],
that originates from a credit saje in January and is determined to be uncollectible ip June rep.
resents an expense in January. Exhibjt 7-6 illustrates how uncollectible accountg eXpense i
matched to revenue in the period in which the credit sale is made.

EXHIBITF=E gy l FabiIagy March | April | May June
Matching Uncollectible ' l + i i \(_\l
Accounts Expense to the |

Reflecting Uncollectible Accounts in the Financial Statements An accountreceiv_
as

Period in Which the Credit A £ B The
Sale Is Made credit An expense @™ 1% account
salejs " associated with receivable jg
made, future uncollectible determined
accounts must to be
offset January sales, uncollectibje.

amount to $250,000, On this date, the credit manager reviews the accounts receivable and
estimates that approximately $10,000 of these accounts wijj Prove to be uncollectipe, The

m for uncollectible ) | Uncollectible Accounts DS e 10,000
~ Allowance for Doubtful Accounts ' 10,000

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

To record the portion of total accounts receivable estimated to be
- - uncollectible, = i, _— 2

EXHIBIT 7-7

Reporting Accounts WORLD FAMOUS TOY Co.
Receivable at Estimated PARTIAL BALANCE SHEET
Net Realizable Value JANUARY 31, 2018

Current assets:

Cash and cash S e $ 75000
Marketable e T 25,000
oA .......,.,_, | $250,000
Less: Allowance for foubtil sccaums ... T 10,000 240,000
lnventory ..................... ) 300,000
‘ §640000
&




