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Preface

CengageNOW will improve vour performance. You
can master key coneepts and prepare for exams with CengageNOW?’s Personalized
Study Plan—a diagnostic tool plus study plan—preloaded with an Integrated ¢Book
and other multimedia resources to make learning more engaging! Take the Pre-Test to
determine what vou know right now. Next, the personalized study plan will automati-
callv generate, pointing vou to the resources that will help vou tocus on the arcas where
vou need help the most. Finally, cach time vou take the Post-Test, the personalized
study plan will be revised to help vou continue to focus vour study.

1s a premier online homework product that successtully engages students and
maxinizes the amount of ettort they put forth, ¢reating more cthicient learners.
Aplia has the following advantages:

e Inaddition to end-of-chapter homework, Aplia otfers a separate, original problem
set that complements the book to provide vou with even more practice!

e Unique, detailed explanations and the tull solution after cach attempt is provided on
many homework questions.

e “Grade It Now™ allows vou to see where vou went wrong and enables feedback
that will help vou with the next attempt.

e “Smart Entrv”” helps climinate common typos to help vou truly learn the concept
behind cach answer.

e Blucprint problems bring concepts full circle and encourage critical thinking.

Ask your instructor about assigning CNOW or Aplia for your course!

Sclected problems in cach chapter may be solved on a Micro-
sOtt bxcel spreadsnect to increase vour awareness of basic software applications. Just
download the Excel spreadsheets for homework items that are identified by icons in the
text.

by Cathy Lumbattis (Southern Ilinois Univer-
sity) allow vou to preview class lectures and review key coneepts before exams. A smaller
version of the Instructor PowerPoint Lectures, these slides allow vou to get ready for
upcoming lectures, quizzes, homework, and exams with core material you need for
chapter study.

Chapter-by-chapter quizzes, topical discussions, updates on IFRS
integration, POD Review audio downloads, and more arc available for vou to access.
These items help reinforce and shed light on text topics. Discover more by logging into
the text web site. Visit wwiw.cengagebrain.com.



N

oopw

Preface

Updated the chapter opener with the most current information available and
replaced the financial statements from Southwest Airlines as the focus company for
Chapter 11.

Revised the Hot Topics feature on the creation of sharecholder value at Southwest
Airlines.

Added a new Spotlight featuring a portfolio manager’s use of accounting information.
Added a Looking Ahead feature on the accounting for comprehensive income.
Added E11-3 and E11-4.

Updated end-of-chapter material: P11-7, P11-7A, DC11-1, DCI11-2.

Kacia Risl ctarenhrtn ~ e

Updated the chapter opener with the most current information available and replaced
the financial statements from Best Buyv as the focus company for Chapter 12.

Revised Exhibit 12-1 toillustrate cash flow and net income ditterences.

Revised the Hot Topics feature on Best Buy’s purchase of treasury stock.

Added a new Looking Ahead feature to highlight possible changes in the statement
of cash flows under a joint FASB /IASB project.

Added new end-ot-chapter marterial: E12-8, E12-11, E12-15, E12-23, E12-24.
Updated end-of-chapter material: DC12-1, DC12-2, DCI12-3.

Updated the chapter opener with the most current information available
and replaced the financial statements from GameStop as the focus company for
Chapter 13.

Revised the Hot Topics feature on GameStop’s use of vertical analvsis in its quar-
terly report.

Added a new Looking Ahcad feature to highlight possible eftects of the FASB /TASB
joint project on financial statement presentation on statement analysis,

Added new end-of-chapter marterial: E13-1, E13-3, E13-10, E13-12, E13-13.
Updated end-of-chapter material: Review Problem, E13-5, E13-6, E13-7, E13-8,
E13-11, DCI3-1, DC13-2, DC13-3, DC13-4.

whnere 1rue Learning Takes Place

is a powertul course management and online homework tool that

proviacs robust mstructor control and customization to optimize the student lcarning
experience and meet desired outcomes.

“Smart Entry” ensures vou get marked wrong only for being wrong and not for
typos or formatting crrors. It will also help vou prepare for tests and quizzes.

New levels of feedback and engaging student resources guide vou through material
and solidify learning,.

Blueprint problems bring concepts full circle and encourage critical thinking.

A varicty of study tools helps vou review concepts. Check out the multimedia
resources such as games, Spotlight videos, animated review problems, and more!
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Updated the chapter opencer with the most current information available and replaced
the financial statements from Apple Inc. as the tocus company for Chapter 7.

Added a new Spotlight teaturing the CFO for a sign company.

Revised the Hot Topics feature on Apple’s quarterly report filed with the SEC.
Added a new Looking Ahead feature to highlight possible changes in the statement
of cash flows under the joint FASB/IASB project.

Revised P7-3A, substituting amounts for The Hershey Company and Kratt Foods,
Inc.

Revised DC7-1, substituting amounts for Kraft Foods, Inc.

Added new end-of-chapter material: £7-3, E7-6, E7-8, E7-15, E7-17.

Updated end-of-chapter material: E7-5, P7-3, P7-3A, DC7-1, DC7-2, DC7-3.

Updated the chapter opener with the most current information available and
replaced the financial statements from Nike as the focus company for Chapter 8.
Revised the Hot Topics feature on Nike’s intangible assets.

Added a new Spotlight focusing on the importance of operating assets to a lender.
Added coverage of the IFRS treatment of operating assets.

Updated end-of-chapter material DC8-1, DC8-2 for General Mills and Kellogg’s.

Updated the chapter opener with the most current information available and
replaced the financial statements from Starbucks as the focus company tor Chapter 9.
Revised the Hot Topics feature on Starbuck’s contingent liabilities.

Altered the time value of money tables so that the table tactors have five digits after
the decimal. This major change was undertaken because, in the past, some students
performed calculations using a calculator or a spreadsheet and got answers that dif-
fered from the suggested answers due to rounding issucs. The new tables will result
in more exact caleulations, although rounding is still present in all time value of
money problems. It will also allow our CNOW product to be more consistent with
calculations in the text, solutions, and test bank.

Added a new Spotlight focusing on accounting issues tor a small business owner.
Added a Looking Ahead feature on difterences in accounting for contingent liabil-
itics for U.S. GAAD and IFRS.

Revised all end-of-chapter items to be consistent with new five-digit time value of
money tables.

Replaced DC9-3 with a case on Wal-Mart’s contingent liabilities.

Updated other end-of-chapter material: P9-2, P9-3, 9-2A, P9-3A, DCY-1,
DC9-2, DCY-4.

Updated the chapter opener with the most current informartion avaitable and replaced
the financial statements from Coca-Cola as the tocus company for Chapter 10.
Revised the Hot Topics teature on Coca-Cola versus Pepsi.

Altered all of the text discussion of bonds to be consistent with the five-digit time
value of money tables in Chapter 9.

Added a new Spotlight featuring a bond trader’s career advice.

Added a Looking Ahcad feature on potential changes in the accounting for leases.
Revised all end-of-chaprer items to be consistent with five-digit time value of money
tables in Chapter 9.

Updated other end-of-chapter material with the most recent information: P10-9,

P10-9A, DC10-1, DC10-2, DC10-3.
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Preface

Updated the chapter opener with the most current information available and replaced
the financial statements from General Mills as the focus company for Chapter 2.
Revised the “Objectives of Financial Reporting™ section to reflect the new SFAC
No. 8, Conceptual Framework for Financial Reporting.

Revised the “What Makes Accounting Information Usctul? Qualitative Characteris-
rics” section to retlect the new SFAC No. 8, Conceptual Framework for Financial
Reporting.

Updated the Hot Topics feature on General Mills® dividend decision.

Added a new Spotlight featuring the commercial loan ofhicer of a regional bank.
Added a new Looking Ahead feature to introduce the FASB/IASB joint project on
the format and presentation of financial statements.

Updated end-of-chapter material: P2-10, P2-10A, DC2-1, DC2-2.

3

Updated the chapter opener with the most current information available and
replaced the financial statements from Carnival Corporation as the focus company
for Chapter 3.

Updated the Hot Topics feature on Carnival’s financing options for its new ships.
Updated end-of-chapter material: DC3-1, DC3-2, DC3-3.

Updated the chapter opener with the most current information available and replaced
the financial statements from Nordstrom as the focus company for Chapter 4,

Added a new Spotlight featuring the tounding partner in a CPA firm.

Revised the “Mecasurement™ section to reflect the new SFAC No. 8, Conceprual
Framework for Financial Reporting.

Updated the Hot Topics feature to highlight Nordstrom’s same store sales reporting,
Added new end-of-chapter material: E4-7, E4-9, E4-14, E4-17, E4-22.

Updated end-of-chapter material: DC4-1, DC4-2, DC4-3.

Updated the chapter opener with the most current information available and
replaced the financial statements from Gap as the focus company for Chapter 5.
Added a new Spotlight featuring the margin control specialist for an automotive
supply company.

Revised the Hot Topics feature on Gap’s expansion to Iraly and China.

Added a new Looking Ahead feature to highlight possible congressional repeal of
LIFO.

Revised Exhibit 5-11, substituting a partial statement of cash flows for Kellogg’s.
Revised E5-16, substituting amounts for Nordstrom.

Revised DC5-2, substituting inventory note for Walgreen Co.

Added new end-of-chapter material: E5-10, E5-17, E5-23, E5-24, E5-27.

Updated end-of-chapter material: E5-16, P5-2, P5-5, P5-8, '5-14, P5-2A, P5-5A,
P5-8A, P5-14A, DC5-1, DC5-2, DCS-3.

Updated the chapter opener with the most current information available and
replaced the financial statements from Scars Holdings Corporation as the focus
company for Chapter 6.

Updated the Hot Topics feature to highlight Secars” strategy to finance operating
cash needs.

Added new end-of-chapter material: E6-4.

Updated end-of-chapter material: DCo-1, DC6-2.
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Forms of Organization

oral understanding between the partners. In large businesses, the partnership agreement
is formalized in a written document.

Although a partnership may involve just two owners, some have thousands of part-
ners. Public accounting firms, law firms, and other types of service companies are often
organized as partnerships. Like a sole proprictorship, a partnership is not a taxable entity.
Individual partners pay taxes on their proportionate shares of the business’s profits.

Although sole proprictorships and partnerships dominate in sheer
numoer, corporations control an overwhelming majority of the private resources in this
country. A is an entity organized under the laws of a particular state. Each
of the 50 states 1s empowered to regulate the ereation and operation of businesses organ-
ized as corporations in it. Even though Kellogg’s is headquartered in Michigan, for legal
reasons, it is incorporated under Delaware’s laws.

To start a corporation, onc must file articles of incorporation with the state. If the
articles are approved by the state. a corvporate charter is issued and the corporation can
begin to issue stock. A is a certificate that acts as evidence of ownership
in a corporation. Although not always the case, stocks of many corporations are traded
on organized stock exchanges such as the New York and American Stock Exchanges.
Kellogg Company stock is traded on the New York Stock Exchange.

What are the advantages of running a business

«@d 4 LOIPOLALTON?

e Onc of the primary advantages of the corporate form of organization is the
ability to raise large amounts of money in a relatively brief period of time. This
is what prompred Kellogg Company to eventually “go public.™ To raise money, the
company sold a specific tvpe of security: stock. As stated carlier, a share of stock is
simply a certificate that evidences ownership in a corporation. Corporations may also
issuc bonds. A is similar in that it is a certificate or piece of paper; however, it
is difterent trom a share of stock because it represents a promise by the company to
repay a certain amount of money at a furure date. In other words, if vou were to
buv a bond from a company, vou would be lending it money. Interest on the bond
is usually paid semiannually. You will learn more about stocks and bonds later.

e The case of transfer of ownership in a corporation is another advantage of this
form of organization. If vou hold shares of stock in a corporation whose stock is
actively traded and vou decide that vou want out, you simply call your broker and
put in an order to sell. Another distinet advantage is the limited liability of the stock
holder. Generally speaking, a stockholder is hable only for the amount contributed
to the business. That is, if a company goces out of business, the most the stockholder
stands to losce is the amount invested. On the other hand, both proprictors and gen-
ceral partners usually can be held personally liable for the debts of the business.

rrganized for a purpose other than to carn a profit.
1 hey exist 1o serve the needs of various segments of society. For example, a hospital pro-
vides health care to its patients. A municipal government is operated for the bencefit of its
citizens. A local school district meets the educational needs of the community’s vouth.
None of these entities has an identifiable owner. The lack of an idendfiable owner
and of the profit motive changes to some extent the type of accounting used by nonbusi-
ness entities. This type, called fund accounting, is discussed in advanced accounting
courses. Regardless of the lack of a profit motive in nonbusiness entities, they still need
the information provided by an accounting svstem. For example, a local government
needs derailed cost breakdowns in order to levy taxes. A hospital may want to borrow
money and will need financial statements to present to the prospective lender.

Casusn UIUUSIIGSY CHILLIGS AFC OTganized spectncally to serve members of socicety,
U.S. business entitics have become more sensitive to their broader social responsibilitics.

A Torm o1 enuty organized under the
laws of a particular state; ownership
evidenced by shares of stock.

A certiticate that acts as evidence of
ownership in a corporation.

A certificate that represents a
corporation’s promise to repay a
certain amount of money and
interest in the future.

M viyalnzatun upeialed for some
purpose other than to earn a profit.












What Is Accounting, and What Information Do Users of Accounting Reports Need?

Accounting is not just a procedural record-keeping activity done by people who are
“good at math.” In fact, is ““the process of identifving, measuring, and
communicating cconomic information to permit informed judgments and decisions by
users of the information.”!

Each of the three activities in this definition—idenzifving, measuring, and communi-
cating—requires the judgment of a trained professional. Note that the definition reters
to the users of economic information and the decisions they make. Who are the users of
accounting information? We turn now to this important question.

10 1S NCIPTUL TO categorize users of accounting information on the basis of their relation-
ship to the organization. Internal users, primarily the managers of a company, are
involved in the daily affairs of the business. All other groups are external uscrs.

The management of a company is in a position to obtain financial
intormation in a way that best suits its needs. For example, it management of a Kellogg’s
production facility center needs to know whether the plant’s revenues are enough to
cover its operating costs, this information exists in the accounting system and can be
reported. If the manager wants to find out if the monthly payroll is more or less than the
budgeted amount, a report can be generated to provide the answer.

is the branch of accounting concerned with providing internal users (man-
agement) with information to facilitate planning and control. The ability to produce
management accounting reports is limited only by the extent of the data available and
the cost involved in generating the relevant information.

External users, those not directly involved in the operations ot a
business, nced information that ditters from that needed by internal users. In addition,
the ability of external users to obtain the information is more limited. Without day-to-
dav contact with the business’s atairs, outsiders must rely on the information presented
by the company’s management.

Certain external users such as the IRS require that information be presented in a
very specitic manner, and they have the authority of the law to ensure that they ger the
required information. Stockholders, bondholders, and other credirors must rely on fi-
nancial statements tor their information.? is the branch of
accounting concerned with communication wirn outsiaers through tinancial statements.

Both existing and potential stockholders
need nnancal mtormation about a business. It vou currently own stock in Kellogg’s, vou
need information that will aid in vour decision cither to continue to hold the stock or to
sell it. If vou are considering buving stock, vou need financial information that will help
in choosing among competing alternative investments. What has been the recent per-
tormance of the company in the stock market? What were its profits for the most recent
vear? How do these profits compare with those of the prior vear? Did the company pay
any dividends? One source for much of this information is the company’s financial
statements.

" American Accounting Association, A Statement of Basic Accounting Theory (Evanston, lll.: American Accounting Asso-

clation, 1966), p. 1.

? Technically, stockholders are insiders because they own stock in the business. In most large corporations, however, it
is not practical for stockholders to be involved in the daily affairs of the business. Thus, they are better categorized here
as external users because they normally rely on general-purpose financial statements, as do creditors

ing and
identity the primary users of
accounting information and their
needs.

e process ot identifying,
measuring, and communicating
economic information to various
USers.

UG wat oy U dbbUUHUHg
concerned with providing
management with information 1o
facilitate planning and control.

1T wialivl Ul deceounung
concerned with the preparation of
financial statements for outsider
use.


















Financial Statements: How Accountants Communicate

As discussed carlier, Retained Earnings represents the accumulated carnings of a corpo-
ration less the amount paid in dividends to stockholders. are distributions of
the net income, or profits, of a business to its stockholders. Not all businesses pay cash
dividends. Among those companies that do pay dividends, the frequency with which
they pay ditters. For example, most companies that pay dividends do so four times a
year.

A explains the change in retained earnings
during the period. 1he basic format for the statement is as follows:

Beginning balance Pxxx, xxx
Add: Net income for the period XXX, XXX
Deduct: Dividends for the period XXX, XXX
Ending balance Bxxx, xxx

A statement of retained earnings for Top of the World is shown below. Revenues minus
expenses, or net income, is an increase in retained earnings, and dividends are a decrease in
the balance. Why are dividends shown on a statement of retained earnings instead of on an
income statement? Dividends are not an expense and thus are not a component of net
Income, as are expenses. Instead, they are a distribution of the income of the business to its
stockholders.

Recall that stockholders’ equity consists of two parts: capital stock and retained earnings.
In lieu of a separate statement of retained earnings, many corporations prepare a comprehen-
sive statement to explain the changes both in the various capital stock accounts and in
retained earnings during the period. Kellogg's, for example, presents the more comprehensive
statement of shareholders’ equity.

Top of the World
Statement of Retained Earnings
For the Year Ended June 30, 2012
(in thousands of dollars)

Retained earnings, beginning of the year $ 0
Add: Net income for the year 2,000
Deduct: Dividends for the year °n0)
Retained earnings, end of the year $1,200

the cash flow effects of a company’s
operating, investing, and financing activities for the period. In essence, it shows
the reader where a company got cash during the year and how it used that cash.
(We will have more to say about this in Chapter 2.)

A statement of cash flows for Top of the World is shown on the next page. Note the three cat-
egories of cash flow: operating, investing, and financing. The one source of cash to the
company from its operations was the cash it collected from its customers. After deducting
cash payments for operating activities, the ski company generated $2,600 from its operations.
During the period, the company spent $6,600 on various assets. The last category shows that
the issuance of a note generated $3,000 of cash and the issuance of stock produced another
$2,000. Finally, the company paid dividends of $800. The net increase in cash from these
three categories is $200, and since the company was new this year, this number is also its

ending cash balance.
(Continued)
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A distribution of the net income of a
business to its owners.

I1IE Sldler e Lial suiiarizes the
income earned and dividends paid
over the life of a business.

Ine Tinanciai statement tat
summarizes a company's cash
receipts and cash payments during
the period from operating, investing,
and financing activities.



State Kellogg's financial position
at the end of the 2010 fiscal year
in terms of the accounting equa-
tion. What amount do Kellogg'’s

customers owe at the end of this
year? What amount does Kel-
iogg’s owe its suppliers at the
end of this year?
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Chapter 1 Accounting as a Form of Communication

Top of the World
Statement of Cash Flows
For the Year Ended June 30, 2012
{in thousands of dollars)

Cash flows from operating activities:

Cash collected from customers $ 7,400
Cash payments for:

Salaries and wages $ 1,600

Water, gas, and electricity 1,500

Insurance 400

Interest 300

Income taxes 1 nnn

Total cash payments 4,800

Net cash provided by operating activities $ 2,600
Cash flows from investing activities:

Purchase of land $(4,000)

Purchase of lodge, lifts, and equipment 2 &nm
Net cash used by investing activities (6,600)
Cash flows from financing activities:

Proceeds from issuance of long-term note $ 3,000

Proceeds from issuance of capital stock 2,000

Dividends declared and paid fonm
Net cash provided by financing activities 4,200
Net increase in cash $ "0
Cash at beginning of year 0
Cash at end of year $ 200

Note the natural progression in the items tfrom one statement to another. Normally, a
company starts the period with balances in cach of the items on its balance sheet.
Because Top of the World is a new company, Exhibit 1-6 shows zero balances on July 1,
2011, the beginning of its first vear in business. Next, the company operated during the
vear; the result was net income of §2,000 as shown on the income statement at the top
of the exhibit. The net income naturally flows  onto the statement of retained carnings.
Again, because the ski company is new, its beginning retained earnings balance is zero.
Atter the distribution of $800 to the owners in cash dividends  ending retained carn-
ings amounts to $1,200. The ending retained carnings number flows  Hnto the ending
balance sheet along with the other June 30, 2012, balance sheet irems. Finally, the net
increase in cash at the bottom of the statement of cash flows equal:  -he amount shown
on the June 30, 2012, balance sheet.

You would expect the financial statements ot actual companices to be more complex than
those for a hvpothetical company such as Top of the World. Still, even this carly in vour
study of accounting, there are certain fundamental points about all financial statements,
real world or otherwise, that vou can appreciate.

Balance sheets for Kellogg’s at the end of owo recent vears are shown in Exhibic 1-7. For
comparative purposces, the company reports its financial position at the end of the two
most recent fiscal vears. Because the company ends it fiscal vear on the Saturday closest
to December 31, the end of the 2010 fiscal vear is January 1, 2011, and the end of the
2009 fiscal vear is January 2, 2010. Also note the statement across from the headings for



Financial Statements: How Accountants Communicate

Top of the World
Income Statement
For the Year Ended June 30, 2012

Revenues $8,000
Less: Expenses 6,000
Net income

Top of the World

Statement of Retained Earnings
For the Year Ended June 30, 2012
Beginning balance, retained earnings
Add: Net income
Deduct: Cash dividends
Ending balance, retained earnings

Top of the World
Balance Sheets

JUNE 30, 2012

Assets:

Cash $ 200

Accounts receivable 600

Land ! 4 00N

Lodge, lifts, and equipment ' v

Total assets ! $0
Liabilities | $0
Capital stock I 0
Retained earnings ! 0
Total liabilities and stockholders’ equity ) $0

\— |
Top of the World
Statement of Cash Flows
For the Year Ended June 30, 201

Net cash provided by operating activities 52,600
Net cash used by investing activities (6,600)
Net cash provided by financing activities 4,200
Net increase in cash 5 200
Cash at beginning of year 0
Cash at end of year b 200

the owo vears that the amounts are in millions of dollars. For example, this means that
Kellogg’s had $11,847 x 1,000,000, or $11,847,000,000, of total assets at the end of
2010.

Total Assets: $11,847 x 1,000,000 = $11,847,000,000 = Nearly $12 billion!

A quick comparison of Kellogg’s assets with those of Top of the World reveals one
significant difference. Because the ski company is a service company, it does not have an
Inventory account on its balance sheet. Conversely, “Inventories”™ of $1,056 million at
the end of 2010 is a significant asset for Kellogg's. This account includes the various raw
materials and products in various stages of production that have not vet been sold to
customers.

Cengage leamtg 2003












The Conceptual Framework: Foundation for Financial Statements

specific entity be the subject of a set of financial statements. For cxample, even
though some of Kellogg’s emplovees are stockholders and therefore own part ot Kel-
logg’s, their personal affairs must be kept separate from the business aftairs. When we
look at a balance sheet for the company, we need assurance that it shows the financial
position of that entity onlv and does not intermingle the personal assets and liabilities of
the emplovees or any of the other stockholders.

corded ar the cost to acquire
them. For example, Kellogg's would record n 1ts Inventories account the amount paid
to acquire grain used to make cereal. Similarly, it Kellogg’s buvs a parcel of land, the cost
of this asset would be included in its Property account on the balance sheet.

Once assets have been recorded at their cost, an important accounting, question still
remains: how should these assets be valued on subsequent balance sheets? One approach
is to continue to report assets at their original cost. Accountants use the term /istorical
cost to refer to the original cost of an asset. Under current accounting standards, certain
assets are valued at historical cost on all balance sheets until the company disposes of
them. For example, the amount Kellogg’s paid to acquire land is verifiable by an inde-
pendent observer and is considered more objective than somic measure of what the asset
maght be worth today.

But what if the value of an asset could be objectively determined? Would it be more
usctul to the reader of a balance sheet to know what the asset is worth today rather than
what the company paid for it sometime in the past? As vou will learn in later chapters,
certain assets are valued on subsequent balance sheets at market value rather than histori-
cal cost. For example, assume that Kellogg’s buys stock in another company. Kellogg’s
would mnitially record as an asset the amount it paid to buy the stock, but on subscquent
balance sheets, it would value its investment at the current market price. Specifically, it
would use the amount for which it could se// the shares of stock on the date of the bal-
ance sheet. An accounting rule requires a company to determine the amount an assct
could be sold for, rather than the amount it could be bought tor, when market prices are
used to value assets on the balance sheet.®

Accountants assume that the entity being accounted for is a That is,
they assume that Kellogg’s is not in the process of liquidation and that it will con-
tinue indefinitely into the future. Another important reason for using historical cost
rather than market value to report assets is the going concern assumption. When we
assume that a business is 220z a going concern, we assume that it is in the process of liqui-
dation. If this is the case, market value might be more relevant than cost as a basis for
recognizing the assets. But if we are able to assume that a business will continue indefi-
nitely, cost can be more casily justified as a basis for valuation. The 1sed
in preparing, Kellogg’s statemients is the dollar. The dollar is used as the monetary unit
because it is the recognized medium of exchange in the United States. It provides a con-
venient vardstick to measure the business’s position and carnings. However, the dollar,
like the currencies of all other countries, is subject to instability. A dollar will not buy as
much todav as it did ten vears ago.

Inflation is ¢videnced by a general rise in the level of prices in an cconomy. Its effect
on the measuring unit used in preparing financial statements is an important concern to
the accounting profession. Although accountants have experimented with financial state-
ments adjusted for the changing value of the measuring unit, the financial statements of
corporations are prepared under the assumption that the monetary unit is relatively sta-
ble. At various times in the past, this has been a reasonable assumption and at other
times not so reasonable.

? The FASB has created a new system of classification using topic numbers to identify all accounting pronouncements.
In this text, the codification topic and number are noted first foliowed by the reference to each original pronouncement.
For example, Fair Value Measurements and Disclosures, ASC Topic 820 (formerly Fair Value Measurements, State-
ment of Financial Accounting Standards No. 157).
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Roses are iecurued at the cost to
acquire them.

Alternate term: Original cost or
historical cost.

Ine assumpuon mat an entity is not
in the process of liquidation and that
it will continue indefinitely.

e yarusuck used to measure
amounts in financial statements; the
dollar in the United States.






Setting Accounting Standards 25

' various groups
Involved in setting accounting
standards and the role of auditors
in determining whether the

standards are followed.

Management of a company is responsible tor preparation of the financial statements. So
how can a stockholder be assured that the statements are an accurate picture of the com-
pany’s financial health? This section looks at who determines the rules that must be fol-
lowed in preparing financial statements and what the role of auditors is in making sure
the rules are followed.

No one group is totally responsible for setting the standards or principles to be tollowed
in preparing financial statements. The process is a joint cffort among the following
groups.

¢ The federal government, through the
has the ultimate authority to deternune the rules tor preparing financial state-
ments by companies whose sccurities are sold to the general public. However, for
the most part, the SEC has allowed the accounting profession to establish its own

1le 1eUeldl agency witn uiimate

authority to determine the rules for

preparing statements for companies
rules. whose stock is sold to the public.

e T sets these accounting stand-
ards i1 the United States. A small, independent group with a large staft, the board
has issued standards on a varicey of topics as well as statements of ﬁnan.cial account- e group 1 e pIvaLe SecLor with
ing concepts since its creation in the carly 1970s. The standards deal with a variety authority to set accounting
of financial reporting issucs, such as the proper accounting for lease arrangements standards.
and pension plans, and the concepts are used to guide the board in setting account-
ing standards.

e The is the profes-
stor Ais the des-
ignation ror an indrvidual who has passed a unttorm exam admuustered by the
AICPA and met other requirements as determined by individual states. AICPA
advises the FASB and in the past was involved in setting the auditing standards to be
tollowed bv public accounting firms. However, the

was created by an act or Congress in 2002, and this
nve-member body now has the authority to set the standards for conducting audits.

e prolessiordl orgartizZaton ol
certified public accountants.

Ine agesignauon 1or an aviaual

e Finallv, if vou are considering buving stock ir the German-based car man who has passed a uniform exam
ally, i you are considering buying s rerman-based car ma administered by the AICPA and has

ufacturer, you’ll want to be sure that the rules Porsche follows in preparing its state-  met other requirements as
ments are similar to those the FASB requires for U.S. companies. Unfortunately, determined by individual states.
accounting standards can difter considerably from one country to another. The

is the group responsible for
aeveloping worlawide accounting standards. Organizations from many ditferent
countries, including the FASB in this country, participate in the TASB’s cftorts to de-
velop international reporting standards. In fact, the FASB currently has a project on
its agenda to work with the IASB toward convergence of accounting standards. Ap-
pendix A at the end ()fth}‘ book describes in more detail the joint eftorts of the wo LOGY Credleu Dy an
groups as well as some of the major ditferences in U.S. and international standards. act of Congress in 2002 to set
auditing standards.

Kas 3 Riel etnr<phae aqm

Earlier in this chapter, we saw that the cost principle requires that assets such as
property and cquipment be reported on the balance sheet ar their historical cost, that is,
at the amount paid to acquire them. However, under international accounting standards,
it is permissible to report certain types of assets on the balance sheer ar their market e vrganizavorn orneu w uevelop
value. With significant differences such as this between U.S. and international standards, —Worldwide accounting standards.
it may be some time betore all differences are eliminated.
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AN dct o1 vongress in «J02
intended to bring reform to
corporate accountability and
stewardship in the wake of a
number of major corporate
scandals.

Chapter 1 Accounting as a Form of Communication

Probably no time 1 the history of the accountng protession i the united States has
secen more turmoil and change than the period since the start of the new millennium.
Corporate scandals have led to some of the largest bankruptcies in the history of busi-
ness. The involvement of the auditors in one of these scandals resulted in the demise of
one of the oldest and most respected public accounting firms in the world. Many have
referred to the “financial reporting crisis” that grew out of this time period.

Although the issucs involved in the financial reporting crisis are complex, the
accounting questions in these cases were often very basic. For example, the most funda-
mental accounting issuce involved in the case revolved around the entity concept
that was cexplained carlier in this chapter. Specifically, should various entitics under the
control of Enron have been included in the company’s financial statements? Similarly,
the major question in the case was whether certain costs should have been
treated as expenses when incurred rather than accounted for as asscts.

The scandals of the last few years have resulted in a major focus on the nonaudit
services provided by public accounting firms and the issue of auditor independence. For
example, is it possible for an accounting firm to remain independent in rendering an
opinion on a company’s financial statements while simultancously advising the company
on other matters?

In 2002, Congress passed the The act was a direct responsc
to the corporate scandals mentioned carlier and was an attempt to bring about major
reforms in corporate accountability and stewardship, given the vast numbers of stock-
holders, creditors, cmployees, and others aftected in one way or another by these scan-
dals. Among the most important provisions in the act are the following:

1. The establishment of a new Public Company Accounting Oversight Board

2. A rcquirement that the external auditors report directly to the company’s audit com-
mittee

3. A clause to prohibit public accounting firms that audit a company from providing
any other services that could impair their ability to act independently in the course
of their audit

In addition to corporate scandals, the ongoing global economic crisis continues to pre-
sent challenges for accountants.

Events of the last few vears have placed accountants and the work they do in the
spotlight more than cver before. More than ever, accountants realize the burden of
responsibility they have to communicate openly and honestly with the public concern-
ing the financial well-being of businesses. Whether you will someday be an accountant
or simply a user of the information an accountant provides, it 1s Important to appreci-
ate the critical role accounting plays in the smooth functioning of the free enterprise
system.

It is rare today to find a U.S company that doesn’t have an international presence. As
pointed out in the chapter opener, Kellogg Company makes its products in 18 coun-
trics and sells them in over 180 countries. Increasingly, companies turn to investors
and creditors from outside the United States for capital to grow their businesses. In
turn, providers of capital in this country look to foreign companies for profitable
investments. What does all of this mean for the future of accounting standards? It
means continuing pressure for a single set of accounting principles worldwide,
wdless of where a company happens to have its home base. And this is why the stand-
sctting body in the United States, the Financial Accounting Standards Board, contin-
to work closcly with the international group, the International Accounting Standards
rd, on a convergence project. No date has been set for a unified set of accounting
dards, but it is likcly that sometime in the near future companies around the world
prepare their financial statements using the same underlying principles.







































Problems

Accounts receivable $18,500 Notes payable $60,000
Boats 80,000 Passenger service revenue 12,560
Capital stock 40,000 Rent expense 4,000
Cash 7,730 Retained earnings ?
Dividends 5,400 Salary and wage expense 18,230
Fishing revenue 21,300

Required

1. Prepare an income statement for the month ended Julv 31, 2012.

2. DPrepare a balance sheet at July 31, 2012.

3. What information would vou need about Notes Pavable to tully assess Green Bay’s long-term
viability? Explain vour answer.

Hometown Cleaners Inc. operates a small drv-cle: * 2 business. The cor any has always main-
tained a complete and accurate set of records. Unfortunately, the company's accountant feft in a
dispute with the president and took the 2012 financial statements with him. The following
income statement and balance sheet were prepared by the company’s president:

Hometown Cleaners Inc.
Income Statement
For the Year Ended December 31, 2012

Revenues:
Accounts receivable $15,200
Cleaning revenue—cash sales 32800 $47,700
Expenses:
Dividends $ 4,000
Accounts payable 4,500
Utilities 12,200
Salaries and wages 17,100 27 enn
Net income « w
Hometown Cleaners Inc.
Balance Sheet
December 31, 2012
Assets Liabilities and Stockholders’ Eauitv
Cash $ 7,400 Cleaning reve
Building and equipment 80,000 credit sales $26,200
Less: Notes payable (50,000) Capital stock 20,000
Land 40,000 Net income 9,900
Retained earnings o nen
Total liabilities and
Total assets ® 77400 stockholders’ equity ®77400

The president is verv disappointed with the net income for the vear because it has averaged
$25,000 over the last ten vears. She has asked for vour help in determining whether the reported
net income accurately reflects the proficability of the company and whether the balance sheet is
prepared correctly.

Required

1. Prepare a corrected income statement for the vear ended December 31, 2012.

2. Prepare a statement of retained carnings for the vear ende ccember 31, 2012, (The actual

balance of Retained Earnings on January 1, 2012, was 700. Note that the December

31, 2012, Retained Earnings balance shown is incorrect. 11 ~resident simply “plugged in™

this amount to make the balance sheet balance.)

Prepare a corrected balance sheet at December 31 112,

4. Draft a memo to the president explaining the major differences between the income state-
ment she prepared and the one vou prepared.

w
























Decision Cases

Expenses:
Cost of concessions sold $110,000
Salary expense—players 225,000
Salary and wage expense—staff 150,000
Rent expense 210,000 _69r NNN
Net income §2dg v
Lakeside Slammers Inc.
Statement of Retained Earnings
For the Year Ended December 31, 2012
Beginning balance, January 1, 2012 3 0
Add: Net income for 2012 245,000
Deduct: Cash dividends paid in 2012 t1n,000)
iding balance, December 31, 2012 20,000
Lakeside Slammers Inc.
Balance Sheet
December 31, 2012
Assets Liabilities and Stockhnlders’ Equity
Cash $ 5,000 Notes payable $ 50,000
Accounts receivable: Capital stock 40,000
Season tickets 140,000 Additional owners' capital 80,000
Advertisers 100,000 Parent club’s equity 125,000
Auxiliary assets 80,000 Retained earnings 715,000
Equipment 50,000
Player contracts 125 Nnn Total liabilities and
Total assets CEA e stockholders' equity eRAN ANQ

Additional information:

b.

Single-game tickets sold for $4 per game. The team averaged 1,500 fans per game. With 70
home games x 84 per game x 1,500 fans, single-game ticket revenue amounted to $420,000.
No scason tickets were sold during the first scason. During the last three months of 2012,
however, an aggressive sales campaign resulted in the sale of 500 scason tickets for the 2013
scason. Therctore, the controller (who is also one of the owners) chose to record an Account
Receivable—Scason Tickets and corresponding revenue for 500 tickets x $4 per game x 70
games, or $140,000.

Advertising revenue of $100,000 resulted from the sale of the ) signs on the outhield wall at
$2,500 cach for the scason. However, none of the advertisers have paid their bills vet (thus,
an account receivable of S100,000 on the balance sheet) because the contract with Lakeside
required pavment only if the team averaged 2,000 fans per game during the 2012 scason.
The controller believes that the advertisers will be svmpathetic to the difficulties of starting a
new franchise and will be willing to overlook the slight deficiency in the attendance require-
ment.

Lakeside has a working agreement with one of the major league tranchises. The minor league
team is required to pay $5,000 every year to the major league team for cach of the 25 plavers
on its roster. The controller believes that cach of the plavers is an asset to the organization
and has therctore recorded $5,000 x 25, or $125,000, as an assct called Plaver Contracts.
The item on the right side of the balance sheet entitled Parent Club’s Equity is the amount
owed to the major league tecam by February 1, 2013, as payment for the plavers for the 2012
scason,

In addition to the cost described in item (d), Lakeside directly pavs cach of its 25 plavers a
$9,000 salary for the scason. This amount 225,000—has alrcady been paid for the 2012
scason and is reporeed on the income statement.

(Continued)
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Objectives of Financial Reporting

f()CUSCd on providineg rhe moer llnd:‘rcfundablc and uscfu] jnf()rn]nti()n DOS -
i car o ol s n
C(C | most u 3.

s Uugeeusy UL umandal LLpULLLIE I3 WO Proviae rnancial mrormation to permit
external users of the information to make informed decisions. Users include both the
management of a company (internal users) and others not involved in the daily operations
of the business (external users). External users, such as investors and creditors, usuallv do
not have access to the detailed records of the business or the benefit of daily involvement
in the company’s affairs, They make decisions based on general-purpose financial state-
ments prepared by management. According to the FASB, the objective of financial report-
ing is to provide these external users with information about a company that will be usetul
in making decisions on whether to provide resources to the company.!

You can now see how closelv the objective of financial reporting is tied to decision
ma § cl, o 1 s theu s eir  istons
in What tvpes of intormanon ao these users need? How doces the
information theyv need relate to what is reported on financial statements? To answer
these questions, consider the following;:

¢ Investors and Creditors Need Information about Prospective Cash Receipts
INVESTOR: If I buy stock in this company, how much cash will I receive:
¢ Individends?

*  From the sale of the stock?

BANKER: If I lend moncey to this company, how much cash will I receive:
* Ininterest on the loan?

e When and if the loan is repaid?

*  The Company Needs Information about Its Own Prospective Cash Flows
Investors, bankers, and other users ultimately care about their cash receipts, bur this
depends to some extent on the company’s skills in managing its o cash flows.

¢  The Company Also Needs Information about Its Resources and Claims to
Those Resources
A company’s cash flows are inherently tied to the information on the:

e Balance sheet (assets, Labilities, and owners” equity).
* Income statement (revenues and expenses).
e Statement of cash flows (operating, investing, and financing activitics).

feounio WG yUU Gl UYHIYg L0 aeciae wneiner 10 buy stock in General Mills. Even though the
financial reporting objectives may seem abstract, think about how they can be used to help
make a decision.

Financial Reporting Objectives Potential Investor’s Questions
1. Provide information for decision making. Based on the financial information, should | buy
shares of stock in General Mills?
2. Reflect prospective cash receipts to investors How much cash, if any, will | receive in dividends
and creditors. each year and how much frormn the sale of the stock of
General Mills in the future?

3. Reflect prospective cash flows to an After paying its suppliers and employees and meeting
enterprise. all of its obligations, how much cash will General Mills
take in during the time I own the stock?
4. Reflect resources and claims to resources. How much has General Mills invested in new

buildinas and eauinment?

" Statement of Financial Accounting Concepts [SFAC) No. 8, Conceptual Framework for Financial Reporting, Chapter 1,
"The Objective of General Purpose Financial Reporting” (Norwalk, Conn.- Financial Accounting Standards Board,
October 2010).
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=xplain the concept and
purpose of a classified balance
sheet and prepare the statement.

e penuu ur wins vetween the
purchase of inventory and the
collection of any receivable from the
sale of the inventory.

Chapter 2 Financial Statements and the Annual Report

Now that we have learned about the conceptual framework of accounting, we turn to
the outputs of the svstem: the financial statements. First, we will use a hvpothetical com-
pany, Dixon Sporting Goods, to consider the significance of a classificd balance sheet. We
will then examine the tucome statement, the starement of retained earnings, and the state-
ment of cash flows for this company. The chapter concludes with a brief look at the finan-
cial statements of General Mills and at the other elements in an annual report.®

The first part of this chavter stressed the importance or cash flow. For a company that
sells a product, the begins when cash is invested in invenrory and ends
when cash is collectea by tne enterprise from its customers. Determining the operating,
cvele s a key skill in understanding any business.

Consider the typical operating cycle tor a bike ShOp. UN AUQUST |, U1E S0P UUYS d UING 11Ul
the manufacturer for $400. At this point, the shop has merely substituted one asset, cash, for
another, inventory. On August 20, the shop sells it to a customer for $500. If the customer
pays cash for the bike, the bike shop will have completed its cash-to-cash operating cycle in a
total of 20 days, as shown below.

m
r $400

"7 Cycle

’ agair
’ bike st
anott
for

Lengtn or
operating cycle: 20 days
Bike shop sells and collects
20 days after purchase.

August 20:
Bike shop sells

bike to customer

for $500 in cash.

Consider how the shop’s operating cycle is extended if it sefls the same bike to a customer
on August 20 and allows the customer to pay for it in 30 days. Instead of an operating cycle of
20 days, a total of 50 days has passed between the use of cash to buy the bike from the
manufacturer and the collection of cash from the customer, as shown on the next page.

({Continued)

3 The FASB is cusrently considering a number of changes in the format and presentation of the financial statements. Any
changes in the financial statements have yet to be finalized.
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Any asset not meeting the definition of a current asset is classified as long term or noncur-
rent. Three common categories of long-term asscts are investments; property, plant, and
cquipment; and intangibles. For Dixon, these are as tollows:

Dixon Sporting Goods i
Partial Balance Sheet
investments
Land held for future office site $150,000
Property, plant, and equipment
Land $100,000
Buildings $150,000
Less: Accumulated depreciation 60,000 90,000
Store furniture and fixtures $ 42,000
Less: Accumulated depreciation 12,600 29,400
Total property, plant, and equipment 219,400
Intangible assets
Franrhise agreement 55,000

Recall from the discussion of current assets that stocks and bonds expected
to be sold within the next vear are classified as current assets. Securities not expected to be sold
within the next vear are classified as mvestinents. In many cases, the investiment is in the com-
mon stock of another company. Sometimes, companics invest in another company to exercise
some influence over it or to control its operations. Other assets classified as investments are
land held for tuture use and buildings and equipment not currently used in operatons. Dixon
classifies as an investment some land it holds for a tuture office site. A special tund held for the
retirement of debt or for the construction of new facilities is also an investment.

This category consists of the various
tangiote, proqucoye assers usca i e vpaanon of @ business. Land, buildings, cquip-
ment, machinery, furniture and fixtures, trucks, and tools are all examples of assets held
tor usc in the operarion of a business rather than for resale. The distinction between
inventory and cquipment. for instance, depends on the company’s infenr in acquiring
the asset. For example, classifics 2 computer system as inventory because IBM’s
intent in manufacturing the asset is to ofter it for resale. This same computer in the
hands of a law firm would be classified as cquipment because the firm’s intent in buving
the asset is to use it in the long-term operation of the business.

The relative sive of nronerre. plant. and cauioment depends largely on a company’s
business. Consider a cruise company with over S37 bil-
lion in total assets at the end of 2010, Carnmval's property and equipment, including its
ships, make up a very large portion of the company’s total assets. In fact, this category
accounted for ncarly 83% of total assets On the other hand, property and cquipment
represented only 8% of the toral assets of on March 31, 2011. Regardless of
the relative size of property, plant, and equipment, all assets in this category are subject
to depreciation except land. A separate accumulated depreciation account is used to
account tor the depreciation recorded on cach of these assets over its life.

Intangible asscts are similar to property, plant, and equipment in that they
provide benents to the firm over the long term. The distinetion, however, is in the form of
the asset. Tnrangible asers lack plwsical substanee. Tradenarks, copyrights, franchise rights,
patents, and goodwill are examples of intangible assets. The cost principle governs the
accounting for intangibles, just as it does tor tangible assets. For example, the amount paid
to an inventor for the patent rights to a new project is recorded as an intangible asset. Simi-
larly, the amount paid to purchase a franchise for a fast-food restaurant tor the exclusive right
to operate in a certain geographic area is recorded as an intangible asset. With a few excep-
tons, intangibles are written off to expense over their usctul lives. Depreciation is the name
given to the process of writing off tangible assets; the same process for intangible assets is
called amortization. Depreciation and amortization are explained more tully in Chapter 8.



















































Looking at Financial Statements for a Real Company: General Mills, Inc.

No two annual reports look the same. The appearance of an annual report depends not
only on the size of a company but also on the budget devoted to the report. Some com-
panics publish bare-bones annual reports, whereas others issue a glossy report complete
with pictures of company products and emplovees. In recent years, many companices, as
a cost-cutting measure, have scaled back the amount spent on the annual report.

Privately held companies tend to distribute only financial statements, without the
additional information normally included in the annual reports of public companics. For
the annual reports of public companies, however, certain basic elements are considered
standard:

e Aletter to the stockholders from cither the president or the chair of the board of
directors appears in the first few pages of most annual reports.

* A scction describing the company’s products and markets is usually included.

e The financial report or review, which consists of the financial statements accompa-
nied by notes to explain various items on the statements, is included.

As Exhibit

ternational

accounting tirms in the world. Two key phrases should be noted in the first sentence

of the fifth varagraph of the independent accountants’ report (also called the

s inonr opinton and present fairly. The report indicates that respon-

sibiity for the statements rests with General Mills and that the auditors’ job is to

express an opinion on the statements based on certain tests. It would be impossible tor

an auditing firm to spend the time or money to retrace and verify every single transac-

tion that General Mills entered into during the vear. Instead, the auditing firm per-

torms various tests of the accounting records to be able to assure itself that the

statements are free of marerial misstatement. Auditors do not “certify” the total accu-

racy of a sct of financial statements, but render an opinion as to the reasonableness of
those statements.

A
company’s management and 1ts auditors must protect the mterests of stockholders. [n
large corporations, the stockholders are normally removed from the daily affairs of the
business. A professional management team must run the business, and a periodic inde-
pendent audit must be performed on the company’s records. Stockholders cannot run
the business themselves, so they need assurances that the business is being operated
cffectively and efhiciently and that the financial statements are a fair representation of the
company’s operations and financial position. The management and the auditors have a
very important cthical responsibility to stockholders.

Preceding the financial statements
1s 2 section or Leneral Mills's annual report titled ““Management’s Discussion and
Analysis of Financial Condition and Results of Operations.” This report gives manage-
ment the opportunity to discuss the financial statements and provide the stockholders
with explanations for certain amounts reported in the statements. For example, man-
agement explains the change in its sclling, general, and administrative expenses as
Sllows:

Selling, general and administrative (SGEA) expenses were up $284 million in fiscal
2010 versus fiscal 2009. SGEA expenses as a percent of net sales in fiscal 2010
increased by 2 percentage points compared to fiscal 2009. The increase in SGEA
expenses was primarily driven by a 24 percent increase in advertising and wiedin
EXPLnse. ¥

" General Mills 2010 annual report.

1ne opmion renaered by a public
accounting firm concerning the
fairness of the presentation of the
financial statements.

Alternate term: Report of
independent accountants.
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Chapter 2 Financial Statements and the Annual Report

Current Assets(balansce sheet)
Current Liabilities (vaiance sheet)

Current Ratio =

Net Income(income statamant)
Sales or Revenues (income statement)

Profit Margin =

Read cach definition below and write the number of the definition in the blank beside the appro-
priate term. The quiz solutions appear at the end of the chapter.

Understandability . Current liability
Relevance K Liquidity

~ Faithful representation B Working capital

. Comparability ) Current ratio
' Depreciation I Single-step income statement

Consistency Multiple-step income statement
Materiality Gross profit
Conservatism Profit margin
Operating cycle Auditors’ report

.
-~ Current assct

o

10.
11.
k2.
13.

14.
15.

16.
17.

19.

An income statement in which all expenses | together and subtracted from all
revenues.

The magnitude of an omission or a misstatement in accounting information that will affect
the judgment of someone relying on the information.

The capacity of information to make a difference in a decision.

An income statement that provides the reader with classifications of revenues and expenses
as well as with important subtotals.

The practice of using the least optimistic es” 1ate when two estimates of amounts are about
cqually likely.

The quality of accounting information that .__akes it comprehensible to those willing to
spend the necessary time.

Current assets divided by current liabilities.

The quality of accounting information that makes it complete, neutral, and free from crror.
An obligation that will be satisficd within the next operating cycle or within one year if the
cycle is shorter than one year.

Current asscts minus current liabilities.

Net income divided by sales.

The quality of accounting information that __lows a user to analyze two or more companics
and look for similarities and differences.

An asset that is expected to be realized in cash or sold or consumed during the operating
cycle or within one vear if the cycle is shorter than one year.

The ability of a company to pay its debts as ey come due.

The quality of accounting information that _.lows a user to compare two or more account-
ing periods for a single company.

The allocation of the cost of a long-term tangible asset over its usctul life.

The period of time between the purchase of inventory and the collection of any receivable
from the sale of the inventory.

Sales less cost of goods sold.

The opinion rendered by a public accounting firm concerning the fairness of the presenta-
tion of the financial statements.











































































Analyzing the Effects of Transactions on the Accounting Equation 111

(9) Payment of dividends. At the end of the month, Karen and Kathy, acting on behalf of Glengarry Health Club, decide to pay a divi-
dend of $1,000 on the shares of stock that each of them owns, or $2,000 in total. The effect of this dividend is to decrease both Cash
and Retained Earnings. That is, the company is returning cash to the owners based on the profitable operations of the business for
the first month. The transaction not only reduces Cash but also decreases the owners’ claims on the assets of the company. Divi-
dends are not an expense, but rather a direct reduction of Retained Earnings. The effect on the accounting equation is as follows:

s 3 = s + lers’
Transaction Accounts - Accounts  Notes Capital Retained
Number Cash Receivable Equipment Building Land Payable  Payable Stock Earnings
Rl ROR NNN 11 00N 2N NNN QIRN NNN QRN NNN &20 0NN £200 0NN €100 00N ®7000
Bal. $94,000 $11,000 $20,000 $150,000 $bU,UUU‘ $20,000 $200,000 NIRISRIRIV] :bb,UUUJ f
Totals w325 000 §R2R NNN z

An mmportant prmnciple governs the accounting for both the exercise equipment in (3)
and the building and land in (2). The cost principle requires that we record an asset
at the cost to acquire it and continue to show this amount on all balance sheets
until we dispose of the asset. With a few exceptions, an asset is not carried at its market
value, but at its original cost. Wiy nor show the land on furure balance sheets at its market
value? Although this might scem more appropriate in certain instances, the subjectivity
inherent in determining market values is a major reason behind the practice of carrying
asscts at their historical cost. The cost of an asset can be verified by an independent
obscrver and is more ofjective than market value.

Exhibit 3-1 summarizes the ettect of each transaction on the accounting equation,
specifically the individual items increased or decreased by cach transaction. Note the
dual cffect of cach transaction. At least two items were involved in each transaction. For
example, the initial investment by the owners resulted in an increase in an asset and an
increase in Capital Stock. The pavment of the utility bill caused a decrease in an asset
and a decrease in Retained Earnings.

You can now sce the central idea behind the accounting equation:

A balance shecet for Glengarry Health Club appears in Exhibie 3-2. All of the information
needed to prepare this statement is available in Exhibit 3-1. The balances at the bottom
of this exhibit are entered on the balance sheet, with assets on the left side and habilities
and stockholders’ equity on the right side.

An income statement for Glengarry is shown in Exhibit 3-3. An income statement
summarizes the revenues and expenses of a company for a period of time. In the exam-
ple, the statement is for the month of January, as indicated on the third line of the head-
ing of the statement. Glengarry carned revenues from two sources: (1) memberships and
(2) court fees. Two types of expenses were incurred: (1) salarics and wages and (2) util-
itics. The difference between the total revenues of $20.000 and the total exnenses of












Identify & Analyze

Companies store their accounts in different ways depending on their accounting system.
In a manual svstem. a separate card or sheet is used to record the activity in each
account. A is simply the file or book that contains the accounts.* For
example, the general ledger tor Widescreen Theaters Corporation might consist of a file
of cards in a cabinet, with a card for cach of the accounts listed in the chart of accounts.

In today’s business world, most companies have an automated accounting system.
The computer is ideally suited for the job of processing vast amounts of data rapidly. All
of the tools discussed in this chapter are as applicable to computerized systems as
they are to manual systems. It is merely the appearance of the tools that differs
between manual and computerized systems. For example, the ledger in an automated
system might be contained on a computer file server rather than stored in a file cabinet.
Throughout the book, a manual system will be used to explain the various tools, such as
ledger accounts. The reason is that it is casier to illustrate and visualize the tools in a
manual system. However, all of the ideas apply just as well to a computerized system of
accounting,.

In this chapter, we analvzed the cftects of the transactions of Glengarry Health Club on
the accounting equation. Because the accounting equation is the basis for financial state-
ments, the ability to analyze transactions in terms of their eftfect on the equation is an
essential skill to master. In the appendix to this chapter, tools used by the accountant to
cttectively and efficiently process large volumes of transactions during the period are
examined. One of the key tools used by the accountant is a svstem of debits and credits.

The emphasis throughout this book is on the use of financial statements to
make decisions, as opposed to the tools used by accountants to process informa-
tion. Therefore, in future chapters, our emphasis will not be on the accountant’s
various tools, such as debits and credits, but on the effects of the transactions on
the accounting equation and financial statements.

For everv transaction three questions must be answered:

1. What type of activity did the transaction reflect? All transactions are the result of an
operating, financing, or investing activity of the company.

2. What accounts arc¢ affected by the transaction and are thev increased or decreased?
Every transaction involves at least two accounts.

3. Which financial statements arc affected by the transaction? All transactions affect
cither just the balance sheet or both the balance sheet and the income statement.

Recall transaction 4, Glengarry Health Club’s sale of monthly memberships on
account, discussed on page 109 and summarized in Exhibit 3-1:

A UUUK, d 1iie, d rard drive, or
another device containing alf of the

accounts.

Alternate term: Set of accounts.

Transaction Accounts Accounts Notes Capital Retained
Number Cash Receivable Equipment  P'ding !'-~d Payable Payalb!~ Stock Earnings
4 $15,000 $15,000

Each of the three questions would be answered for this transaction as follows:

1. The sale of memberships on account is an operating activity.

2. Two accounts are atfected by this transaction: Both Accounts Receivable and reve-
nue, specifically Membership Revenue are increased.

3. The sale of memberships affects both the balance sheet

(Accounts Receivable) and
the income statement (specifically, Membership Revenue).

*In addition to a general ledger, many companies maintain subsidiary ledgers. For example, an accounts receivable sub-
sidiary ledger contains a separate account for each customer. The use of a subsidiary ledger for Accounts Receivable is
discussed further in Chapter 7.
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Debits and Credits 121

It naturally follows that if the debit side must equal the credit side for every transaction,
at any time, the total of all debits recorded must equal the total of all credits recorded.
Thus, the fundamental accounting equation remains in balance.

Lhree distinet steps are mvolved m recording a transaction in the accounts:

1.

2.

3.

Analyze the transaction. That is, decide what accounts are increased or decreased
and by how much. A

Recall the rules of debits and credits as they apply to the transaction being
analvzed.

Record the transaction using the rules of debits and credits.

As we will see later in the chapter, transactions are first recorded in journal entries and
then transferred to accounts. However, for purposes of analysis, we will show transac-
tions recorded in T accounts in this section.

In the section just above, we explained the logic for the debit to the Cash account

and the credit to the Capital Stock account for the initial investment by the health club
owners. We now analyze the remaining cight transactions for the month. Refer to
Exhibit 3-1 tor a summary of the transactions.

(2)

(3)

Acquisition of property in exchange for a note. A building and land are exchanged for a promissory note.

Analyze:  Two asset accounts are increased: Building and Land. The liability account Notes Payable is also increased.
Recall: An asset is increased with a debit, and a liability is increased with a credit.

Record:

Acquisition of equipment on an open account, Exercise equipment is purchased from a supplier on open account. The

purchase price is $20,000.

Analyze:  An asset account, Equipment, is increased. A liability account, Accounts Payable, is also increased. Thus, the
transaction is identical to the last transaction in that an asset or assets are increased and a liability is increased.

Recall: An asset is increased with a debit, and a liability is increased with a credit.

Record:

Sale of monthly memberships on account, Three hundred club memberships are sold for $50 each. The members have

until the 10th of the following month to pay.

Analyze:  The asset account Accounts Receivable is increased by $15,000. This amount is an asset because the company
has the right to collect it in the future. The owners’ claim to the assets is increased by the same amount. Recall,
however, that we do not record these claims—revenues—directly in a stockholders’ equity account, but instead
use a separate revenue account. We will call the account Membership Revenue.

Recall: An asset is increased with a debit. Stockholders’ equity is increased with a credit. Because revenue is an increase
in stockholders’ equity, it is increased with a credit.

Record:

(Continued)
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(5)

{7

(8)

(9)

Chapter 3 Processing Accounting Information

Sale of court time for cash. Court fees are paid at the time of use and amount to $5,000 for the first month.

Analyze:  The asset account Cash is increased by $5,000. The stockholders’ claim to the assets is increased by the same
amount. The account used to record the increase in the stockholders’ claim is Court Fee Revenue.

Recall: An asset is increased with a debit. Stockholders’ equity is increased with a credit. Because revenue is an increase
in stockholders’ equity, it is increased with a credit.
Record: ) e
(1) 100,0¢ (5)
(5) 5,0(

Payment of wages and salaries. \Wages and salaries amount to $10,000, and they are paid in cash.

Analyze:  The asset account Cash is decreased by $10,000. At the same time, the owners’ claim to the assets is decreased
by this amount. However, rather than record a decrease directly to Retained Earnings, we set up an expense
account, Wage and Salary Expense.

Recall: An asset is decreased with a credit. Stockholders’ equity is decreased with a debit. Because expense is a
decrease in stockholders’ equity, it is increased with a debit.

Record:

(1) 100,C ,000 {6)
(6) 5.C

Payment of utilities. The utility bill of $3,000 for the first month is paid in cash.

Analyze:  The asset account Cash is decreased by $3,000. At the same time, the owners' claim to the assets is decreased
by this amount. However, rather than record a decrease directly to Retained Earnings, we set up an expense
account, Utilities Expense.

Recall: An asset is decreased with a credit. Stockholders’ equity is decreased with a debit. Because expense is a
decrease in stockholders’ equity, it is increased with a debit.

Record:

(1) 100, ),000 (6)
(5 5[ 3,000 (7)

Collection of accounts receivable. Cash of $4,000 is collected from members for their January dues.

Analyze:  Cash is increased by the amount collected from the members. Another asset, Accounts Receivable, is decreased
by the same amount. Giengarry has simply traded one asset for another.

Recall: An asset is increased with a debit and decreased with a credit. Thus, one asset is debited, and another is
credited.
Record:
(1) 100,0( 0,000 {(6)
(5 5,0 3,000 (7)
(8) 4,00

Payment of dividends. Dividends of $2,000 are distributed to the owners.

Analyze:  The asset account Cash is decreased by $2,000. At the same time, the owners’ claim to the assets is decreased
by this amount. Earlier in the chapter, we decreased Retained Earnings for dividends paid to the owners. Now we
will use a separate account, Dividends, to record these distributions.

Recall: An asset is decreased with a credit. Retained earnings is decreased with a debit. Because dividends are a
decrease in retained earnings, they are increased with a debit.

Record:

(1) 100,0t ),000 (6)
(&) 5,0 3,000 (7)
8) 4,01 2,000 (9)
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Ine journar useu 1 place of a
specialized journal.
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Chapter 3 Processing Accounting information

Each journal entry contains a date with columns for the amounts debited and credited.
Accounts credited are indented to distinguish them from accounts debited. A brief explanation
normally appears on the line below the entry.

The remaining eight transactions for Glengarry Health Club would appear in journal entry
form as follows:

Debit Credit

Jan. xx Building 150,000
Land 50,000
Notes Payable 200,000
To record acquisition of property in exchange for note.

Jan. xx Equipment 20,000
Accounts Payable 20,000
To record acquisition of equipment on open account.

Jan. xx Accounts Receivable 15,000
Membership Revenue 15,000
To record sale of monthly memberships on account.

Jan. xx Cash 5,000
Court Fee Revenue 5,000
To record sale of court time for cash.

Jan. xx Wage and Salary Expense 10,000
Cash 10,000
To record payment of wages and salaries.

Jan. xx Utilities Expense 3,000
Cash 3,000
To record payment of utilities.

Jan. xx Cash 4,000
Accounts Receivable 4,000
To record collection of accounts receivable.

Jan. xx Dividends 2,000
Cash 2,000
To record payment of dividends.

Transactions ar¢ normally recorded in ¢ Specialized journals may
be used to record repetitive transactions. For example, a cash receipts journal may be
used to record all transactions in which cash is received. Special journals accomplish the
same purpose as a general journal, but they save time in recording similar transactions.
This chapter will use a general journal to record all transactions.

An cxcerpt from Glengarry Health Club’s general journal appears in the top portion
of Example 3-6. One column nceds further explanation. Post. Ref is an abbreviation for
Posting Reference. As part of the posting process, which is explained later in this section,
the debit and credit amounts are posted to the appropriate accounts and this column is
filled in with the number assigned to the account.

Journal entries and ledger accounts are zools used by the accountant. The end result,
a set of financial statements, is the most important part of the process. Journalizing pro-
vides a chronological record of each transaction. So why not just prepare financial state-
ments directly from the journal entries? Isn’t it extra work to poest the entries to the
ledger accounts? In the simple example of Glengarry Health Club, it would be possible
to prepare the statements directly from the journal entries. In real-world situations, how-
ever, the number of transactions in any given period is so large that it would be virtually
impossible, if not very inefficient, to bypass the accounts. Accounts provide a convenient
summary of the activity as well as the balance for a specific financial statement item.































































Alternate Problems 145

Beachway Enterprises was organized on June 1, 2012, by two college students who recognized
an opportunity to make money while spending their days at a beach in Florida. The two entrepre-
neurs plan to rent beach umbrellas. The following transactions occurred during the first month
of operations:

June 1: Received contributions of $2,000 from cach of the owo principal owners of the new
business in exchange for shares of stock.

June 1: Purchased 25 beach umbrellas for $250 cach on account. The company has 30 days
to pay for the beach umbrellas.

Junc 5: Registered as a vendor with the city and paid the $35 monthly tee.

June 10:  Purchased $50 in miscellancous supplics on an open account. The company has
30 davs to pay for the supplics.

June 15:  Paid S70 bill from a local radio station for advertising for the last two weceks of June.

June 17:  Customers rented beach umbrellas for cash ot $1,000.

June 24:  Billed a local hotel $2,000 tor beach umbrellas provided for use during a convention

being held at the hotel. The hotel is to pay one-half of the bill in five davs and the rest
within 30 davs.
June 29: Received 50% of the amount billed to the hotel.

June 30:  Customers rented beach umbrellas for cash of $1,500.

June 30:  Paid wages of $90 to a friecnd who helped over the weekend.
June 30: Paid the balance due on the beach umbrellas.

Required

1. Prepare a table to summarize the preceding transactions as they affect the accounting equa-
tion. Use the format in Exhibir 3-1. Identify cach transaction with a date.

2. Prepare an income statement for the month ended June 30, 2012.

Prepare a classitied balance sheer at June 30, 2012,

w

Dynamic Services Ine. was organized on March 1, 2012, by owo former college roommates. The
corporation will provide computer tax services to small businesses. The following transactions
occurred during the first month of operations:

March 2: Received contributions of $10,000 from cach of the two principal owners in
exchange for shares of stock.

March 7: Signed a two-vear promissory note at the bank and received cash of §7,500. Interest,
along with the §7,500, will be repaid at the end of the two vears.

March 12:  Purchased miscellancous supplies on account tfor $350, pavment due in 30 davs.

March 19:  Billed a client $2,000 for tax preparation services. According to an agreement
between the two companies, the client is to pay 25% of the bill upon its receipt and
the remaining balance within 30 davs.

March 20:  Paid a $650 bill from the local newspaper for advertising for the month of March.

March 22: Received 25% of the amount billed the client on March 19.

March 26:  Rececived cash of $1,400 for services provided in assisting a client in preparing its tax
return.

March 29:  Purchased a computer system for $4,000 in cash.

March 30:  Paid $1,650 in salaries and wages for March.

March 31: Received and paid $700 of gas, clectric, and water bills.

Required

I. Prepare a table to summarize the preceding transactions as theyv aftect the accounting equa-
tion. Use the format in Exhibit 3-1. Identity cach transaction with the date.

2. Prepare an income statement for the month ended March 31, 2012.
3. Drepare a classified balance sheet at March 31, 2012,
4. From rcading the balance sheet vou prepared in part (3), what events would vou expect to

take place in April? Explain vour answer,






Alternate Multi-Concept Problems

Overnight Delivery Inc. is incorporated on February 1, 2012, and enters into the following trans-
actions during its first month of operations:

February 15: Received $8,000 cash from customer accounts.

February 26: Provided $16,800 of services on account during the month.

February 27: Received a $3,400 bill from the local service station for gas and oil used during
February.

February 28: Paid $400 for wages carned by emplovees for the month.

February 28: Paid $3,230 for February advertising.

February 28: Declared and paid $2,000 cash dividends to stockholders.

Required

1. DPrepare a table to summarize the preceding transactions as theyv affect the accounting equa-
tion. Use the format in Exhibit 3-1.

2. Explain why vou agree or disagree with the tollowing: The transactions on February 28 all
represent expenses for the month of February because cash was paid. The transaction on
February 27 docs not represent an expense in February because cash has not vet been paid.

Krittersbegone Inc. was organized on July 1, 2012, by a group of rechnicians to provide termite
inspections and treatment to homeowners and small businesses. The following transactions
occurred during the first month of business:

July 2: Received contributions of $3,000 from each of the six owners in exchange for shares
of stock.

July 3: Paid $1,000 rent tor the month of July.

July 5: Purchased flashlights, tools, spray equipment, and ladders for S18,000, with a down

payment of $5,000 and the balance due in 30 davs.
v 17: Paid a $200 bill for the distribution of door-to-door advertising.

July 28:  Paid August rent and Julv uatilities to the landlord in the amounts of $1,000 and $450,
respectively,

July 30:  Received $8,000 in cash from homeowners for services performed during the month.
In addition, billed $7,500 to other customers for services performed during the
month. I ags are due in 30 days.

July 30:  Paid commissions ot $9,500 to the rechnicians for July.

Required

[. Prepare a table to summarize the preceding transactions as they affect the accounting, cqua-
tion. Ignore depreciation expense. Use the format in Exhibit 3-1.

2. DPrepare a classified balance sheet dated July 31, 2012, From the balance sheet, what cash
inflow and what cash outflow can vou predict in the month of August? Who would be inter-
ested in the cash flow information? Why?

r et UL avtuUIIG, WL Al IACHTIVING nUmoer tor cach, 1s provided. Following the list of accounts
is a series of transactions entered into by a company during its first vear of operations.

Required
For cach transaction, indicate the account or accounts that should be debited and credited.
1. Cash 6. Land 11. Retained Earnings
2. Accounts Receivable 7. Accounts Pavable 12. Service Revenue
3. Prepaid Insurance 8. Income Taxes Pavable 13. Wagc and Salary Expense
4. Oftice Supplics 9. Notes Pavable 14. Utilitics Expense
5. Automobiles 10. Capital Stock I5. Income Tax Expense

{Continued)
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Ine amount paia Tor an asset and
used as a basis for recognizing it on
the balance sheet and carrying it on
later balance sheets.

"
1ne amount o1 cash or its equivalent
that could be received by selling an
asset currently.

Chapter 4 Income Measurement and Accrual Accounting

fi i tement item ( 1 nb  The
accountant must guantify the effects of cconomic events on the entity. It is not enough
to decide that an event is important and thus warrants recognition in the financial state-
ments. To be able to recognize an cvent, the statement preparer must measure the
event’s financial effects on the company.
Measurement of an item in financial statcments requires that two choices be made:

1. The accountant must decide on the attribute to be measured.
2. A scale of measurement, or unit of measure, must be chosen.

Assume that a company holds a
parcel of real estate as an mvestment. What attribute—that is, characteristic—of the
property should be used to measure and thus recognize it as an asset on the balance
sheee? The cost of the asset at the time it is acquired is the most logical choice. Cost is
the amount of cash or its equivalent paid to acquire the asset. But how do we report the
property on a balance sheet a year from now?

»  The simplest approach is to show the property on the balance sheet at its original
cost, thus the designatior The use of historical cost is not only
simple but also an amount that can be agreed upon. Assume that two accountants
arc asked to independently measure the cost of the asset. After examining the sales
contract for the land, they should arrive at the same amount.

* An alternative to historical cost as the attribute to be measured i
Current value is the amount of cash or its equivalent that could be received currently
from the sale of the asset. For the company’s piece of property, current value is the
estimated selling price of the land, reduced by any commissions or other fees
involved in making the sale. But the amount is only an estimate, not an actual
amount. If the company has not yet sold the property, how can we know for certain
its selling price? We have to compare it to similar properties that have sold recently.

The choice between current value and historical cost as the attribute to be measured is a
good example of the trade-offs that must sometimes be made. As indicated earlier, historical
cost is an amount that can be agreed upon. But is it as relevant to the needs of the decision
makers as current value? Put yourself in the position of a banker trying to decide whether to
lend money to the company. In evaluating the company’s assets as collateral for the loan, is
it more relevant to your decision to know what the firm paid for a piece of land 20 years ago
or what it could be sold for today? But what coredd the property be sold for today? Two
accountants might not arrive at the same current value for the land. Whereas value or sclling
price may be more relevant to vour decision on the loan, differing opinions on an asset’s cur-
rent valie malke nee of thic arrdbnte more diffienlr.

utes, such as Current value, Nave Creascd Nl POPULATILY 1 [ECUIL yCdls, WL CHAp D
of the book will discuss some of the alternatives to historical cost.

Regardless of the attribute of an item to be
measured, it is still necessary to choose a vardstick, or unit of measure. The vardstick cur-
rently used is units of money. Money is something accepted as a medium of exchange or
as a means of payment. The unit of money in the United States is the dollar. In Japan,
the medium of exchange is the yen, and in Great Britain, it is the pound.

The use of the dollar as a unit of measure for financial transactions is widely
accepted. The stability of the doltar as a yardstick is subject to considerable debate, how-
ever. Assume that you are thinking about buying a certain parcel of land. As part of vour
decision process, you measure the dimensions of the property and determine that the lot
is 80 feer wide and 120 feet deep. Thus, the unit of measure used to determine the lot’s
size is the square foot. The company that owns the land ofters to sell it for $10,000.
Although the offer sounds attractive, you decide against the purchase today.

You return in one year to take a second look at the lot. You measure the lot again
and, not surprisingly, find the width still to be 80 feet and the depth 120 teet. The owner
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Chapter 4 Income Measurement and Accrual Accounting

Most business entitics, other than the very smallest, use the accrual basis of accounting,.
Thus, the income statement reflects the accrual basis. Revenues are recognized when
they are carned; expenses, when they are incurred. At the same time, however, stock-
holders and creditors arc also interested in information concerning the cash flows of an
entity. The purpose of a statement of cash flows is to provide this information. Keep in
mind that even though a statement of cash flows is presented in a complete set of finan-
cial statements, the accrual basis is used for recording transactions and for preparing a
balance sheet and an income statement.

Recall the example of Glengarry Health Club in Chapter 3. The club earned revenue from two sources—memberships and court fees.
Both forms of revenue were recognized on the income statement presented in that chapter and are reproduced in the top portion of
the income statement shown below. Recall, however, that members have 30 days to pay and that at the end of the first month of
operation, only $4,000 of the membership fees of $15,000 had been collected.

Now consider the partial statement of cash flows for the first month of operation, shown below the income statement. Because we
want to compare the income statement to the statement of cash flows, only the Operating Activities section of the statement is
shown. {The Investing and Financing Activities sections have been omitted from the statement.) Why is net income for the month a
positive $7,000 but cash from operating activities is a negative $4,0007 Of the membership revenue of $15,000 reflected on the
income statement, only $4,000 was collected in cash. Glengarry has accounts receivable for the other $11,000. Thus, cash from oper-
ating activities, as reflected on a statement of cash flows, is $11,000 /ess than net income of $7,000, or a negative $4,000.

Membership revenue is
$15,000, but only $4,7""

was collected in cash
This $11,000
difference explains
why net income is
different from cash
used by operating
activities.

Net income

and cash used by
operating activities
differ by $11,000.

L

The income statement for Glengarry Health Club shows the following:

Revenues:

Memberships $15,000

Court fees ~000 $20,000
ZXpenses:

Salaries and wages $10,000

Utilities 3,000 (" "70)
Jet income PRIV

\ partial statement of cash flows for Glengarry Health Club shows the following:
“ash received from:

Membership fees $ 4,000

Court fees 5000 $ 9,000
“ash paid for:

Salaries and wages $10,000

Utilities ~000  tmmnny
ash used by operating activities S Luou)

Each of these two financial statements serves a useful purpose:

The income statement refiects the revenues actually earned by the business, regardless of whether cash has been collected.
The statement of cash flows tells the reader about the actual cash inflows during a period of time.

‘The time period assumption was introduced i Chapter 1. we assume that it is possible
to prepare an income statement that fairly reflects the carnings of a business tor a specific
period of time, such as a month or a year. It is somewhat artificial to divide the opera-
tions of a business into periods of time as indicated on a calendar. The conflict arises
because earning income is a process that takes place over a period of time rather than at
any one point in time.

Consider an alternative to our present system of reporting the operations of a busi-
ness on a periodic basis. A new business begins operations with an investment of
$50,000. The business operates for ten years, during which time no records are kept
other than a checkbook for the cash on deposit at the bank. At the end of the ten years,































































The Accounting Cycle

number of transactions a company records, the more often it posts. In an automated
accounting system, posting is likely done automatically by the computer cach time a
transaction is recorded.

Step 4 in Exhibit 4-5 calls for the preparation of a work sheet. The end of an accounting
period is a busy time. In addition to recording daily recurring transactions, the account-
ant must record adjustments as the basis for preparing financial statements. The time
available to prepare the statements is usually very limited. The use of a v
allows the accountant to gather and organize the information required to adjust the
accounts without actually recording and posting the adjustments to the accounts. Re-
cording adjustments and posting them to the accounts can be done after the financial
statements are prepared. The work sheet itself is not a financial statement. Instcad, it
ts a useful device to organize the information needed to prepare the financial statements
at the end of the period.

[t is not essential that a work sheet be used before financial statements are prepared.
If'it is not used, Step 6, recording and posting adjustments, comes before Step 5, prepar-
ing the financial statements.

Step 7 Exhibit 4-5 is the closing process. For purposes of closing the books, account-
ants categoriZe accounts into two tvpes.

1. Balance sheet accounts are called because they are permanent in na-
turc. For this reason, they are never closed. The balance in each of these accounts is
carried over from one period to the next.

2. Revenue, expense, and dividend accounts are temporary or
The balances in the income statement accounts and the Dividends account are not
carried forward from one accounting period to the next. For this reason, these
accounts are closed at the end of the period.

serve two important purposes: (1) to return the balances in all tempo-
rary or nonunal accounts to zero to start the next accounting period and (2) to transter
the net income (or net loss) and the dividends of the period to the Retained Farnings
account.

Recall that certain steps in the accounting cvcle are sometimies carried out only once a
vear rather than each month, as in the Dufty Transit Company example. For case of illus-
tration, we assumed a monthly accounting cvcle. Many companies adjust and close the
accounts only once a vear, however. They use a work sheet more frequently than that as
the basis for preparing interim statements. Statements prepared monthlv, quarterly, or at
other intervals less than a vear in duration are called Many compa-
nics prepare monthly financial statements for their own internal use. Similarly, corpora-
tions whosc shares are publicly traded on one of the stock exchanges are required to file
quarterly financial statements with the SEC.

Suppose a company prepares monthly financial statements for internal use and
completes the accounting cycle in its entirety only once a vear. In this case, a work
sheet is prepared cach month as the basis for interim financial statements. Formal
adjusting and closing of the books is done only at the end of each vear. The adjust-
ments that appear on the monthly work sheet are not posted to the accounts. They
arc entered on the work sheet simply as a basis for preparing the monthly financial
statements.
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A device used at the end of the
period to gather the information
needed to prepare financial
statements without actually
recording and posting adjustments.

fne name given to balance sheet
accounts because they are
permanent and are not closed at the
end of the period.

INe name given to revenue,
expense, and dividend accounts
because they are tempoerary and are
closed at the end of the period.

guurnar orines ade at the end of
the period to return the balance in
all nominal accounts to zero and
transfer the net income or loss and
the dividends to Retained Earnings.

rinanclal statements prepared
monthly, quarterly, or at other
intervals less than a year in duration.
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Ihe inventory ot a manufacturer
before the addition of any direct
labor or manufacturing overhead.

Alternate term: Direct materials.

ine cost o1 unimisned products in a
manufacturing company.

Alternate term: Work in progress.

A nanuigser > mventory that is
complete and ready for sale.

Chapter 5 Inventories and Cost of Goods Sold

Merchandise companies typically have a relatively large dollar amount in inventory. For
example, on its January 29, 2011, balance sheet, Gap Inc. reported merchandise inven-
tory of $1,620 million and total assets of $7,065 million. 1t is not unusual for inventories
to account for half the total assets of a merchandise company.

The cost of inventory to a merchan-
dser 1S lImited to the proauct's purcnase price, wiuch may include other costs mentioned
soon. Conversely, three distinct sypes of costs are incurred by a manufacturer—direct
materials, direct labor, and manufacturing overhead. Each is explained here.

1. Direct materials, also called arc the ingredients used in making a
product. The costs of direct materials used in making a pair of shoes include the costs
of fabric, plastic, and rubber.

2. Direct labor consists of the amounts paid to workers to manufacture the product.
The hourly wage paid to an assembly line worker is a primary ingredient in the cost
to make the shoes.

3. Manufacturing overhead includes all other costs that are related to the manufactur-
ing process but cannot be directly matched to specific units of output. Depreciation
of a factory building and the salary of a supervisor are two examples of overhead
costs. Accountants have developed various techniques to assign, or allocate, these
manufacturing overhead costs to specific products.

In addition to the three
types of costs mcurred m a proauction process, e mvemnory of a manufacturer takes
three distinet forms.

1. Direct materials or raw materials enter a production process in which they are trans-
formed into a finished product by the addition of direct labor and manufacturing
overhead.

2. At any time, including the end of an accounting period, some of the materials have
entered the process and some labor costs have been incurred but the product is not
finished. The cost of unfinished products is appropriately called
or work i progress.

3. Inventorv that has completed the production process and is available for sale is called

Finished goods are the equivalent of merchandise inventory for a
retatler or wholesaler in that both represent the inventory of goods held for sale.

Many manufacturers disclose the dollar amounts of the various forms of inventory in

their annual report. For example, IBM disclosed on page 90 of its 2010 annual report
the following amounts, stated in millions ot dollars:

Inventories: at December 31 Millions
Finished goods $ 432
Work in process and raw materials 2,018
Total $2,450

As vou can see, finished goods make up less than 18% of IBM’s total inventories.
However, this may not be the case for other types of businesses, where finished goods
are more significant. For example, consider the following excerpt from Note 7 of

’s 2010 annual report:

December 31 {In millions)

Raw materials $2,766
Work-in-process 1,483
Finished goods 5,098
Supplies 240
Total inventories ®a 787

As a company that makes construction machinery and other related products, Carer-
pillar has over one-half of its inventory in finished products.
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Chapter 5 Inventories and Cost of Goods Sold

The total of net purchases and transportation-in is called the cost of goods purchased.
Transportation-In will be closed at the end of the period. In summary, cost of goods
purchased consists of the following;:

Purchases

Less: Purchase returns and allowances
Purchase discounts

Equals: Net purchases

Add: Transportation-in

Equals: Cost of goods purchased

How should the scller account for the freight costs it pays when the goods are
shipped FOB destination point? This cost, sometimes called transportation-out, is not an
addition to the cost of purchases of the seller; instead, it is one of the costs necessary to
sell the merchandise. Transportation-out is classified as a selling expense on the income
statement.

Terms of shipment
take on aadaimonal sIgNIncance at me cna or an accoununy, penoa. [t is essential that a
company establish a proper cutoft at vear-end. For example, what if Daisy’s purchases
merchandise that is in transit at the end of the vear? To whom docs the inventory
belong, Daisy’s or the seller? The answer depends on the terms of shipment. 1t goods are
shipped FOB destination point, they remain the legal property of the seller untl they
reach their destination. Alternatively, legal title to goods shipped FOB shipping point
passes to the buver as soon as the seller turns the goods over to the carrier.

Assume that on December 28, 2012, Nike ships running shoes to Daisy’'s Running Depot. Ihe
trucking company delivers the merchandise to Daisy's on January 2, 2013. Daisy's fiscal year-
end is December 31. The effect of shipping terms on purchases and sales can be summarized
as follows:

if Merchandise Is Shipped FOB

Company Destination Point Shipping Point

Nike P fo=aht costs? Mos Ne
(seller) Rennr ~nl~in 20127 A Yes
Inciuae inventory on Yes No

balance sheet at
December 31, 2012?

Daisy's P foninbt nngtg? hin Yes
(buyer) Record purchase '~ °"*°” No Yes
include inventory on No Yes

balance sheet at
December 31, 2012?

Nike, the seller of the goods, pays the transportation charges only if the terms are FOB
destination point. However, Nike records a sale for goods in transit at year-end only if the
terms of shipment are FOB shipping point. If Nike does not record a sale because the goods
are shipped FOB destination point, the inventory appears on its December 31 balance sheet.
Daisy's, the buyer, pays freight costs only if the goods are shipped FOB shipping point. Only
in this situation does Daisy’s record a purchase of the merchandise and include it as an asset
on its December 31 balance sheet.















Inventory Costing Methods with a Periodic System 237

Apply the inventory costing
methods of specific identifica-
tion, weighted average, FIFO,
and LIFO by using a periodic
system.

To this point, we have assumed that the cost to purchase an item of inventory is con-
stant. For most merchandisers, however, the unit cost of inventory changes frequently.

Everett Company purchases merchandise twice during the first year of business. Ihe dates,
number of units purchased, and costs are as follows:

February 4 200 units purchased at $1.00 per unit — $200
October 13 200 units purchased at $1.50 per unit — $300

Everett sells 200 units during the first year. Individual sales of the units take place rela-
tively evenly throughout the year. The question is, which 200 units did the company sell—the
$1.00 units, the $1.50 units, or some combination of each? Recall the earlier discussion of the
relationship between asset valuation and income measurement. The question is important
because the answer determines not only the value assigned to the 200 units of ending inven-
tory but also the amount allocated to cost of goods sold for the 200 units sold.

One possible method of assigning amounts to ending inventory and cost of goods sofd is
to specifically identify which 200 units were sold and which 200 units are on hand. This
method is feasible for a few types of businesses in which units can be identified by serial
numbers, but it is totally impractical in most situations. As an alternative to specific identifica-
tion, we could make an assumption as to which units were sold and which are on hand. Three
different answers are possible, as follows:

1. 200 units sold at $1.00 each — $200 cost of goods sold
and 200 units on hand at $1.50 each — $300 ending inventory
or

2. 200 units sold at $1.50 each — $300 cost of goods sold
and 200 units on hand at $1.00 each 5200 ending inventory
or

3. 200 units sold at $1.25 each — $250 cost of goods sold
and 200 units on hand at $1.25 each ~ — $250 ending inventory

The third alternative assumes an average cost for the 200 units on hand and the 200 units
sold. The average cost is the cost of the two purchases of $200 and $300, or $500, divided by
the 400 units available to sell, or $1.25 per unit.

¢ Cengage Leanng 2013

If we are concerned with the actual physical flow of the units of inventory, all three
methods illustrated may be incorrect. The only approach that will vield a ““correct” an-
swer in terms of the actual flow of uzits of inventory is the specific identification method.
In the absence of a specific identification approach, it is impossible to say which particu-
lar units were actually sold. In fact, there may have been sales from cach of the two pur-
chases; that is, some of the $1.00 units may have been sold and some of the $1.50 units
may have been sold. To solve the problem of assigning costs to identical units, account-
ants have developed inventory costing assumptions or methods. Each of these methods
makes a specific assumption about the flow of costs rather than the physical flow of units.
The only approach that uses the actual flow of the units in assigning costs is the specitic
identification method.
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Al HIVeNLoTy Ccosung metnoa mnat
relies on matching unit costs with
the actual units sold.

Chapter 5 Inventories and Cost of Goods Sold

To take a closer look at specific identification as well as three alternative approaches
to valuing inventory, assume the following set of data for Examples 5-10, 5-11, 5-12,
5-13, and 5-14.

Units Unit Cost Total Cost
Beginning inventory
January 1 500 $10 $ 5,000
Purchases -
January 20 300 1M $ 3,300
April 8 400 12 4,800
September 5 200 13 2,600
December 12 100 14 1,400
Total purchases 1_0_0_0 $12,100
Available for sale 1,500 $17,100
Units sold 900 ?
Units in ending inventory ann ?

* Beginning inventory of $5,000 is carried over as the ending inventory froni the prior period. It is highly unlikely that each
of the four methods we will iflustrate would result in the same doliar amount of inventory at any point in time. It is
helpful when first learning the methods, however, to assume the same amount of beginning inventory.

The question marks indicate the dilemma. What portion of the cost of goods available
for sale of $17,100 should be assigned to the 900 units sold? What portion should be
assigned to the 600 units remaining in ending inventory? The purpose of an inventory
costing method is to provide a reasonable answer to those two questions.

1t 15 not always nccessary to make an assumption about the flow of costs. In certain
situations, it may be possible to specifically identify which units are sold and which
units are on hand. As shown in the illustration on the next page, the unique character-
istics of cach automobile allow a dealer to specifically identify which one has been
sold. Similarly, an appliance dealer with 15 refrigerators on hand at the end of the vear
can identify the unit cost of cach by matching a tag number with the purchase
records.

identity the specific units in the inventory at the end of the year and their costs as follows:

Units on Hand

Date Purchased Units Cost Total Cost
January 20 100 $11 $1,100
April 8 300 12 3,600
September 5 nnn 13 2,600
Ending inventory o %7300

One of two technigues can be used to find cost of goods sold. Ending inventory can be
deducted from the cost of goods available for sale as follows:

Cost of goods available for sale $17,100
Less: Ending inventory 7700
Equals: Cost of goods sold ® @ xnNo

{Continued)
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AN ventory costing method that
assigns the most recent costs to
ending inventory.

13

.

Fengane Lea

Chapter 5 Inventories and Cost of Goods Sold

Ending inventory is found by multiplying the weighted average unit cost by the number of
units on hand.

Weighted Average Number of Units in
Cost Ending Inventory Ending Inventory
$11.40 X 600 - $6,840

Cost of goods sold can be calculated in one of two ways.

Cost of goods available for sale $17,100
Less: Ending inventory 6,840
Equals: Cost of goods sold $10,260
or
Weighted Average Number of Units
Cost Sold Cost of Goods Sold
$11.40 X 900 = $10,260

Note that the computation of the weighted average cost is based on the cost of all
units available for sale during the period, not just the beginning inventory or purchascs.
Also, note that the method is called the weighted average cost method. As the name
indicates, cach of the individual unit costs is multiplied by the number of units acquired
at cach price. The simple arithmetic average ot the unit costs for the beginning inventory
and the four purchases is (810 + $11 + 812 + $13 + $14)/5 = 512. The weighted av-
crage cost is slightly less than $12 ($11.40), however, because more units were acquired
at the lower prices than at the higher prices.

or purchased, arc the first units out,
or sold. The first units sold during the period are assumed to come from the beginning
inventory. After the beginning inventory is sold, the nexe units sold are assumed to
come from the first purchase during the period, and so on. Thus, ending inventory
consists of the most recent purchases of the period. In many businesses, this cost-tlow
assumption is a fairly accurate reflection of the phyvsical flow of products. For example,
to maintain a fresh stock of products, the phyvsical flow in a grocerv store is first-in,
tirst-out.

lo calculate ending inventory using FIFO, we start with the most recent inventory acquired
and work backward as follows:

Units on Hand

Date Purchased Units Cost Total Cost
December 12 100 $14 $1.400
September 5 200 13 2,600
April 8 300 12 7 ann
Ending inventory ann &(’;nn

Cost of goods sold can then be found as follows:

Cost of goods availabte for sale $17,100
Less: Ending inventory 7.600
Equals: Cost of goods sold $ 9,500

(Continued)















Selecting an Inventory Costing Method

Thus, the LIFO reserve not only represents the excess of the inventory balance on a FIFO
basis over that on a LIFO basis but also represents the cumulative amount by which cost
of goods sold on a LIFO basis exceeds cost of goods sold on a FIFO basis.

3. The increase in Winnebago Industries’ LIFO reserve in 2008 was $4,612,000
($37,317,000 — $32,705,000). This means that the increase in cost of goods sold for 2008
from using LIFO instead of FIFO was also this amount. Thus, income before tax for 2008
was $4,612,000 lower because the company used LIFO.

4. |f we assume a corporate tax rate of 35%, the tax savings from using LIFO amounted to
$4,612,000 x 0.35, or $1,614,200.

i1 1g Methods and Inventory Profits
FIFO, LIFO, and weighted average are all cost-based methods to value inventory. They
vary in terms of which costs are assigned to inventory and which are assigned to cost of
goods sold, but all three assign hbistorical costs to inventory. In the set of data given on
page 239, the unit cost for inventory purchases gradually increased during the year from
$10 for the beginning inventory to a high of $14 on the date of the last purchase.

An alternative to assigning any of the historical costs incurred during the year to
ending inventory and cost of goods sold is to use to value cach of
these. Assume that the cost to replace a unit of inventory at the end ot the year is $15.
Usc of a replacement cost system results in the following:

Ending inventory — 600 units X $15 per unit = $ 9,000
Cost of goods solc 300 units X $15 per unit = $13,500

A replacement cost approach is not acceptable under the profession’s current stand-
ards, but many believe that it provides more relevant information to users. Inventory
must be replaced if a company is to remain in business. Many accountants areue that the
use of historical cost in valuing inventory leads to what is called par-
ticularly when FIFO is used in a period of rising prices. For example, cost of goods sold
in Example 5-12 was only $9,500 on a FIFO basis, compared with $13,500 when the
replacement cost of $15 per unit was used. The $4,000 difference between the two cost
of goods sold figures is a profit from holding the inventory during a period of rising pri-
ces and is called inventory profit.

Assume that the units are sold for $20 each. The following analysis reconciles the difference
between gross profit on a FIFO basis and on a replacement cost basis:

Sales revenue (900 units x $20) $18,000
Cost of goods sold—FIFQO basis 9,500
Gross profit—FIFO basis $ 8,500
Cost of goods sold—replacement cost basis $13,500

Cost of goods sold—FIFO basis a rAN

Profit from holding inventory during a period of inflation A non
(irnaa nrnfit An a ranlacramant ~act hacie WA T

Those who argue in favor of a replacement cost approach would report only $4,500
of gross profit. They believe that the additional $4,000 of profit reported on a FIFO ba-
sis 18 simply due to holding the inventory during a period of rising prices. According to
this viewpoint, if the 900 units sold during the period are to be replaced, a necessity if
the company is to continue operating, the use of replacement cost in caleulating cost of
goods sold results in a better measure of gross profit than if'it is calculated using FIFO.

Given that our current standards require the use of historical costs rather than
replacement costs, does any one of the costing methods result in a better approximation
of replacement cost of goods sold than the others? Because LIFO assigns the cost of the
most recent purchases to cost of goods sold, it most nearly approximates the results with
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3. Calculate the Ratio

Cost of Goods Sold
Average Inventory

Inventory Turnover Ratio =

Fiscal Year

2010 2009 2008
Net sales $14,664 $14,197 $14,526
Cost of goods soid
and occupancy expenses )
(
Partial Consolidated

Assets
Current assets:
Merchandise inventory

Inventory Turnove

4. Compare the Ratio with Others

Management compares the current vear’s turnover rate with prior years to sce if the
company is experiencing slower or faster turns of its inventory. It is also important to
compare the rate with that of other companies in the same indusery.

Gao Inc. American Eagle Qutfitters Inc.
Year Ended Year Ended Year Ended Year Ended
January 29, 2011 Januarv 30. 2010 January 29, 2011 January 30, 2010
5.7 times 5.7 times 5.7 times 5.6 times

5. Interpret the Results
This ratio tells us that in fiscal year 2010, Gap Inc. turned over its inventory an average
of 5.7 times. This is the same as the turnover in the prior vear and comparable to the
turnover rates for Gap’s competitor, American Eagle Qutfitters, Inc. An alternative way
to look at a company’s efficiency in managing its inventory is to calculate the number of
davs. on average, that inventory is on hand before it is sold. This measure is called the
and is calculared as follows for Gap Inc. in 2010,
assuming 360 days in a year:

Number of Da '~ n the Period
fnventory Turnover Ratio

_ 360

57

= 63 days

Number of Day’s Sales in Inventory —

This measure tells us that it took Gap Inc. 63 days, or two months, on average to
sell its inventory.
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Chapter 6 Cash and Internal Control

that it viclds the correct balance and makes it casy for the company to make any neces-
sary adjustments to its books.

A bank reconciliation for Mickey's Marathon Sports 1s shown below.

Mickey’'s Marathon Sports
Bank Reconciliation

June 30, 2012
Balance per bank statement, June 30 $3,308.59
Add: Deposit in transit 642.30
Deduct:  Outstanding checks:
No. 496 $ 79.89
No. 501 213.20
No. 502 42475 (717.84)
Adjusted balance, June 30 3 192 NR
Balance per books, June 30 $2,899.82
Add: Customer note collected $500.00
Interest on customer note 50.00
Interest earned during June 15.45
Error in recording check 498 54.00 619.45
Deduct:  NSF check $245.72
Collection fee on note 16.50
Service charge for lockbox 20.00 (282.22)
Adjusted balance, June 30 §oonone

The following are explanations for the various items on the reconciliation.

1.

2.

The balance per bank statement of $3,308.59 is taken from the June statement as
shown in Exhibit 6-2.

Mickey's records showed a deposit for $642.30 made on June 30 that is not reflected
on the bank statement. The deposit in transit is listed as an addition to the bank state-
ment balance.

The accounting records indicate three checks written but not yet reflected on the bank
statement. The three outstanding checks are as follows:

496 $ 79.89
501 $213.20
502 $424.75

Outstanding checks are the opposite of deposits in transit and therefore are deducted
from the bank statement balance.
The adjusted balance of $3,233.05 is found by adding the deposit in transit and deduct-
ing the outstanding checks from the bank statement balance.
The $2,895.82 book balance on June 30 is taken from the company’s records as of that date.
According to the bank statement, $550 was added to the account on June 26 for the
collection of a note with interest. We assume that the repayment of the note accounted
for $500 of this amount and that the other $50 was for interest. The bank statement
notifies Mickey’s that the note with interest has been collected. Therefore, Mickey's
must add $550 to the book balance.
An entry on June 30 on the bank statement shows an increase of $15.45 for interest
earned on the bank account during June. This amount is added to the book balance.
A review of the canceled checks returned with the bank statement detected an error
that Mickey’s made. The company records indicated that check 498 was recorded incor-
rectly as $471.25; the check was actually written for $417.25 and reflected as such on
the bank statement. This error, referred to as a transposition error, resulted from trans-
posing the 7 and the 1 in recording the check in the books. The error is the difference
between the amount of $471.25 recorded and the amount of $417.25 that should have
been recorded, or $54.00. Because Mickey's recorded the cash payment at too large an
amount, $54.00 must be added back to the book balance.

(Continued)



Control Over Cash

9. In addition to canceled checks, three other deductions appear on the bank statement.
Each of these must be deducted from the book balance:
a. A customer’'s NSF check for $245.72 (see June 13 entry on bank statement)
b. A $16.50 fee charged by the bank to collect the customer’s note discussed in (6}
(see June 26 entry on bank statement)
c. A service fee of $20.00 charged by the bank for rental of a lockbox (see June 23
entry on bank statement)

10. The additions of $619.45 and deductions of $282.22 resulted in an adjusted cash bal-
ance of $3,233.05. Note that this adjusted balance agrees with the adjusted bank state-
ment balance on the bank reconciliation [see (4)]. Thus, all differences between the two
balances have been explained.

Atfter 1t completes the bank reconctliation, Mickey’s must prepare a number of adjust-
ments to its records. In fact, all of the information for these adjusements will be from
one section of the bank reconciliation. Are the additions and deductions made to the
bank balance or the ones made to the book balance the basis for the adjustments? The
additions and deductions to the Cash account on the books should be the basis for the
adjustments because these are items that Mickey’s was unaware of before receiving the
bank statement. Conversely, the additions and deductions to the bank’s balance (i.c., the
deposits in transit and the outstanding checks) are items that Mickey’s has already
recorded on its books.

Kecall one or the rundamentat rules i controlling cash: all disbursements should be
made by check. Most businesses make an exception to this rule in the case of minor
expenditures, for which they usc s This fund consists of coin and cur-
rency kept on hand to make minor disbursements. 'T'he necessary steps in setting up and

maintaining, a petty cash fund are as follows:

1. A check is written for a lump-sum amount, such as $100 or $500. The check is
cashed, and the coin and currency are entrusted to a petty cash custodian.

2. A journal entry is made to record the establishment of the fund.

3. Upon presentation of the necessary documentation, employvees receive minor dis-
bursements from the fund. In essence, cash is traded from the fund in exchange for
a receipt.

4. Pcriodically, the tund is replenished by writing and cashing a check in the amount
necessary to bring the fund back to its original balance.

5. At the time the fund is replenished, an adjustment is made to record its replenish-
ment and to recognize the various expenses incurred.

The use of this fund is normally warranted on the basis of cost versus benefits. That
is, the benefits in time saved in making minor disbursements from cash are thought to
outweigh the cost associated with the risk of loss from decreased control over cash dis-
bursements. The fund also serves a practical purpose for certain expenditures, such as
taxi fares and postage, that often must be paid in cash.

o Cengane werning 7003

vioriey kept on nand for making
minor disbursements in coin and
currency rather than by writing
checks.
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Internal Control Procedures

Whar might bappen if one ciplovee is given the authority
to prepare checks ana ro sy wem? Whar maght bappen if n single employee is allowed to
order inventory and recetve it from the shipper? Or what if the cashier at a checkout stand
records the daily receipts in the journal? It the emplovee in cach of these situations is
honest and never makes mistakes, nothing bad will happen. However, if the emplovee
is dishonest or makes errors, the company can experience losses. All of these situations
point to the need for the segregation of duties, which is one of the most fundamental
of all internal control procedures. Without segregation of duties, an employee is able
not only to perpetrate a fraud but also to conceal it. A good svstem of internal control
requires that the physical custody of asscts be separated from the acconunting for those
$AMC assets.

Like most internal control principles, the concept of segregation of duties 1s an
ideal that is not always attainable. Many smaller businesses do not have adequate per-
sonnel to achieve complete segregation of key functions. In certain instances, these
businesses need to rely on the direct involvement of the owners and on independent
verification.

Independent verification means the work of one
department should act as a check on the work of another. For example, the physical
count of the inventory in a perpetual inventory system provides such a check. The
accounting department maintains the general ledger card tor inventory and updates it as
sales and purchases are made. The physical count of the inventory by an independent
department acts as the check on the work of the accounting department.

As another example, consider the bank reconciliation shown carlier in the chapter as
a control device. The reconciliation of a company’s bank account with th »ank state-
ment by someone not responsible tor cither the physical custody of cash or the cash
records acts as an independent check on the work of these partics.

Adequate safeguards must be in
place to protect assers and the accounting records from losses of various kinds. Cash
registers, safes, and lockboxes are important safeguards for cash. Sccured storage arcas
with limited access are essential for the safckeeping ot inventory. Protection of the
accounting records against misuse is cqually important. Access to a computerized
accounting record should be limited to those emplovees authorized to prepare journal
entrics. This can be done with the use of a personal identification number and a pass-
word to access the svstem.

A well-designed svstem of internal con-
trol proviacs 1or perioqic review ana apprasar of the accounting svstem as well as the
people operating it. The group primarily responsible for review and appraisal of the sys-
tem is the Most large corporations have a full-time staff of internal
auditors. They provide management with periodic reports on the effectiveness of the
control system and the cetheiency of operations.

The pri T
whether the ¢ d fairl, . ..o waditors oeds e

d,\.w it accountants (,“. “\'tCI‘J'"“ .,..,Jir,“.p\ ;S'

on the Cﬂ’iCicuL) WL WL Lie organnzdUon s ., Thcy are rcsp()nsiblc tor pCl‘i()diC‘J”)’
reviewing, both accounting and administrative controls. The internal audit staft also helps
to ensure that the company’s policics and procedures are followed.

Business docusents are the crucial
1INK DETWEEN CCONOMIC rANsacrions enrerea mro vy an entity and the accounting record
of those cvents. They are often called source documents and may be generated by com-
puter or completed manually. The source document for the recognition of the expense
of an employee’s wages is the time card. The source documents for a sale include the
sales order, the sales invoice, and the related shipping document. Business documents
must be designed to capture all relevant information about an cconomic event and to
ensure that related transactions are properly classified.

Ihe department responsible for
monitoring and evaluating the
internal control system.
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Computerized Business Documents and Internal Control

Specific internal controls are necessary to control cash receipts and cash disbursements
for all of the stores owned by Scars Holdings. In addition to separating the custodianship
of cash from its recording in the accounts. two other fiindamental princinlec annlv raire

control.
IﬂHHZL MCAns thart NO aisbursemenrs snonia he madae trom the cach receved trom
customers. Second. Using sequen-

tially numbered cheens resuis i a aear recora or an aisspursements. 1ne only exception
to this rule is the use of a petty cash fund to make cash disbursements for minor expendi-
tures such as postage stamps and repairs.

Most merchandisers recerve checks and currency from customers in two ways: (1) cash
received over the counter from cash sales and (2) cash received in the mail from credit
sales. Each type of cash receipt poses its own control problems.

Several control mechanisms are used to
handle these cash payments. First, cash registers allow the customer to see the display,
which deters the salesclerk from ringing up a sale for less than the amount received from
the customer and pocketing the difference. A locked-in cash register tape is another con-
trol feature. At various times during the day, an employee other than the clerk unlocks
the register, removes the tape, and forwards it to the accounting department. At the end
of the shift, the salesclerk remits the coin and currency from the register to a central
cashicr. Any difference between the amount of cash remitted to the cashier and the
amount on the tape submitted to the accounting department is investigated.

Finally, prenumbered customer receipts, prepared in duplicate, are a uscful control
mechanism. The customer is given a copy, and the salesclerk retains another. The sales-
clerk is accountable tor all numbers in a specific series of receipts and must be able to
explain any ditferences between the amount of cash remitted to the cashier and the
amount collected per the receipts.

Most customers send checks rather than currency
through the mail. Any form of cash received in the mail from customers should be
applied to their account balances. The customer wants assurance that the account is
appropriately reduced for the amount of the pavment. The company must be assured
that all cash received is deposited in the bank and that the account receivable is reduced
accordingly.

To achieve a reasonable degree of control, two emplovees should be present when
the mail is opened.! The first emplovee opens the mail in the presence of the second em-
plovee, counts the money received, and prepares a control list ot the amount received on
that particular day. The list, often called a prelist, is prepared in triplicate. The second
employee takes the original to the cashier along with the total cash received on that dav.
The cashier is the person who makes the bank deposit. Once copy of the prelist is for-
warded to the accounting department to be used as the basis tor recording the increase
in Cash and the decrease in Accounts Receivable. The other copy is retained by one of
the two people who opens the mail. A comparison of the prelist to the bank deposit slip
is a timely way to detect receipts that do not make it to the bank. Because the two
cmplovees acting in concert could circumvent the control process, rotation of dutics is
important.

"In some companies, this control procedure may be omitted because of the cost of having two employees present
when the mail is opened.
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Chapter 6 Cash and Internal Control

Date

5/28/18
Preferred vendor _Fleet Foot
Dateneededby _6/5/12

The following items are requested for _Weekly dept. order

Item No. Quantity Description /Vendor No.
314627 24 PR Sprinter/5265

323515 12 PR Blazer/7512

323682 6 PR Enduros/1580

Requested by 90*@ %wuﬂ_ Department Shoe department

Mickey’s Marathon Sports
508 Dodge St.
Chicago, 1L 66666

PURCHASE REQUISITION

PR 75638

A torm sent by tne purchasing
department to the supplier.

A computer-gencerated for Mickey’s is shown in Exhibit 6-7. Pur-
chase orders are usually prenumbered; a company should periodically investigate any
missing numbers. The purchasing department uses its copy of the purchase requisition as
a basis for preparing the purchase order. An emplovee in the purchasing department keys
in the relevant information from the purchase requisition and adds the unit cost for cach
item gathered from the vendor’s price guide. The software program gencrates a purchase

TO:

PO 54296
Fleet Foot
590 West St.
Milwaukee, WI 77777
Date 5/30/12 Ship by Best Express Instructions FOB destination point
Terms 2/10, net 30 Date required 6/5/12
Item No. Quantity Description/Vendor No. Unit price Amount
314627 24 PR Sprinter/5265 $60.80 $1,452.00
323515 12 PR Blazer/7512 53.70 644.40
323682 6 PR Enduros/1580 75.40 452.40

$2 =19.80

Approved by ma/ud/ 907\2/4

Mickey's Marathon Sports
502 Dodge St.
Chicago, IL 66666

PURCHASE ORDER




Computerized Business Documents and Internal Control

Specific internal controls are necessary to control cash receipts and cash disbursements
for all of the stores owned by Sears Holdings. 1n addition to separating the custodianship
of cash from its recording in the accounts. two other findamental srincinles annly raire

control.
I"’v’/l‘bb TLICAIIN THIAL TEED) CIINEPERDNCTRRCTIIN NITOMCE s TV TrYTIM TNé 7aen rCCCIVCG rr()m
customers. Second. Using sequen-

tially numbered cheoks tesuns 1 a aear recora or an aispursements. 4 ne only exception
to this rule is the use of a petty cash fund to make cash disbursements for minor expendi-
tures such as postage stamps and repairs.

IVLOST MErcnandisers receve checks and currency from customers in two ways: (1) cash
received over the counter from cash sales and (2) cash received in the mail from credit
sales. Each tvpe of cash receipt poses its own control problems.

Several control mechanisms are used to
handle these cash pavments. First, cash registers allow the customer to sce the display,
which deters the salesclerk from ringing up a sale for less than the amount received from
the customer and pocketing the difference. A locked-in cash register tape is another con-
trol feature. At various times during the dav, an employee other than the clerk unlocks
the register, removes the tape, and forwards it to the accounting department. At the end
of the shift, the salesclerk remits the coin and currency from the register to a central
cashicer. Any difference between the amount of cash remitted to the cashier and the
amount on the tape submitted to the accounting department is investigated.

Finally, prenumbered customer receipts, prepared in duplicate, are a useful control
mechanism. The customer is given a copy, and the salesclerk retains another. The sales-
clerk is accountable for all numbers in a specific serics of receipts and must be able to
explain any ditterences between the amount of cash remitted to rthe cashier and the
amount collected per the receipts.

Most customers send checks rather than currency
through the mail. Any form of cash received in the mail from customers should be
applicd to their account balances. The customer wants assurance that the account is
appropriately reduced for the amount of the pavment. The company must be assured
that all cash received is deposited in the bank and that the account receivable is reduced
accordingly.

To achieve a reasonable degree of control, two emplovees should be present when
the mail is opened.! The first emplovee opens the mail in the presence of the second em-
plovee, counts the money received, and prepares a control list of the amount received on
that particular day. The list, often called a prelist, is prepared in triplicate. The second
cmplovee takes the original to the cashier along with the total cash received on that dav.
The cashier is the person who makes the bank deposit. One copy of the prelist is for-
warded to the accounting department to be used as the basis for recording the increase
in Cash and the decrease in Accounts Receivable. The other copy is retained by one of
the two people who opens the mail. A comparison of the prelist to the bank deposit slip
is a timely way to detect receipts that do not make it to the bank. Because the two
emplovees acting in concert could circumvent the control process, rotation of dutics is
important.

" In some companies, this control procedure may be omitted because of the cost of having two employees present
when the matl is opened.
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Monthly customer statements act as an additional control device for customer pay-
ments received in the mail. Assume that the two employees responsible for opening, the
mail and remitting checks to the cashier decide to pocket a check received from a cus-
tomer. Checks made pavable to a company can be stolen and cashed. The customer pro-
vides the control clement. Because the check is not remitted to the cashier, the
accounting department will not be notified to reduce the customer’s account for the
payment. The monthly statement, however, should alert the customer to the problem.
The amount the customer thought was owed will be smaller than the balance due on
the statement. At this point, the customer should ask the company to investigate the dis-
crepancy. As evidence of its pavment on account, the customer will be able to point to a
canceled check—which was cashed by the unscrupulous employees.

Finally, the use of customer statements as a control device will be effective onlv if
the emplovees responsible for the custody of cash received through the mail, for record
keeping, and for authorization of adjustments to customers’ accounts are not allowed to
prepare and mail statements to customers. Emplovees allowed to doso are in a position
to alter customers’ statements.

Discrepancies occur occasionally due to thett by dishonest
cmplovees and to human crror. For example, it a salesclerk intentionally or unintention-
ally gives the wrong amount of change, the amount remitted to the cashier will not agree
with the cash register tape. Any material ditferences should be investigated.

Of particular signiticance are recatrring differences between the amount remitted by
any onc cashier and the amount on the cash register tape.

A company makes cash pavments to purchiase merchanaise, supplices, prants, ana cquip-
ment; to pav operating expenditures; and to cover pavroll expenses. We will concentrate
on the disbursement of cash to purchase goods tor resale, tocusing particularly on the
role of business documents in the process. Merchandising companies rely on a smooth
and orderly inflow ot quality goods for resale to customers. Supplicrs must be paid on
time so that the companies can continue to make goods available.

Business documents play a vital role in the purchasing function. The following
example begins with a requisition for merchandise by Mickev’s Marathon Sports, contin-
ues through the receipt of the goods, and concludes with the eventual pavment to the
supplicr. The entire process is summarized in Exhibit 6-5. You will want to reter to this
exhibit throughout the remainder of this section.

The shoe department ar Mickev’s Marathon  Sports
revVICWs 1ts stock weekly to actermine if any items need reolenishing. On the basis of its
needs, the supervisor of the shoe department fills out the
shown in Exhibit 6-6 on page 312, The torm indicates the supphier or venaor, riect Foort.

The purchasing department makes the final decision on a vendor. The mirchasing
department is thus held accountable for acquiring the goods at the lowe.. ..o, ven
certain standards for merchandise quality. Mickey’s assigns a separate item number to
cach of the thousands of individual items of merchandisce it stocks. Note that the requisi-
tion also indicates the vendor’s number for cach item. The unit of measure for cach item
is indicated in the quantity column. For example, 24 PR™ means 24 pairs of shoes. The
original and a copy of the purchase requisition are sent to the purchasing department.
The shoe department keeps one copy tor its records.

Most companics have purchased software or have developed soft-
ware internally to pertorm such functions as purchasing, sales, and payroll. The software
is capable not only of increasing the speed and accuracy of the process but also of gener-
ating the necessary documents.
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312 Chapter 6 Cash and Internal Control
Mickey’s Marathon Sports
508 Dodge St.
Chicago, IL 66666
PURCHASE REQUISITION
Date _5/28/12
Preferred vendor _Fleet Foot
Dateneededby _6/5/12

A torm sent py ne purchasing
department to the supplier.

323688

The following items are requested for
Item No.
314627
323815

weekly dept. order

Quantity Description /Vendor No.
24 PR Sprinter/5265
12 PR Blazer/75182

68 PR Enduros/1580

A computer-generated

TO:

Fleet, Foot

590 West St.
Milwaukee, W1 77777
Date 5/30/12
Terms 2/10, net 30

Item No.
314627
323515
323682

Quantity
24 PR
12 PR

6 PR

Ship by

Requested by 90% Bkl Department Shoe department

for Mickey’s is shown in Exhibit 6-7. Pur-
chase orders are usually prenumbered; a company should periodically investigate any
missing numbers. The purchasing department uses its copy of the purchase requisition as
a basis for preparing the purchase order. An emplovee in the purchasing department keys
in the relevant information from the purchase requisition and adds the unit cost tor each
item gathered trom the vendor’s price guide. The software program generates a purchase

Mickey's Marathon Sports

502 Dodge St.
Chicago, IL 66666

PURCHASE ORDER

Best Express

Description / Vendor No.

Sprinter/5265
Blazer/7512
Enduros/1580

Approved by ma/uﬁf/ yQO;kUZA-

PO B4296

Instructions FOB destination point

Date required 6/5/12

Unit price Amount
$60.50 $1,452.00
53.70 644 .40
75.40 452.40
$2,548.80




Computerized Business Documents and Internal Control

order, as shown in Exhibit 6-7. You should trace all of the information for at least one of
the three items ordered from the purchase requisition to the purchase order.

The svstem generates the original purchase order and three copics. As indicated in
Exhibit 6-5, the original is sent to the supplier after a supervisor in the purchasing
department approves it. One copy is sent to the accounting department, where it will be
matched with the original requisition. A second copy is sent to the shoe department as
confirmation that its request for the items has been attended to by the purchasing
department. The purchasing demartment keens the third conv tor irs records

Legany, e oraer 1s merely an ofrer by the company to purchase gooas rrom the sup-
plier. Technically, the receipt of goods from the supplier is the basis for the purchaser’s
recognition of a liability. However, most companies record the pavable upon receipt of
the invoice.

When Fleet Foort ships the merchandise, it also mails an invoice to Mickey’s,
requesting payiment according to the agreed-upon terms, in this case 2/10, net 30.
Recall from Chapter 5 that this means that the customer (Mickey’s) receives a 2% dis-
count by paying within 10 davs of purchase; it not, the full amount is due within 30 days
of purchase. The may be mailed separately or included with the shipment of
merchandise. Fleet Foot, the seller, calls this document a sales invozce; it is the basis for re-
cording a sale and an account receivable. Mickey’s, the buyer, calls the same document a
purchase invoice, which is the basis for recording a purchase and an account payable. The
invoice that Fleetr Foor sent to Mickev’s accounting department is shown in Exhibit 6-8.

The accounting department receives the invoice for the three
1irems ordered. within a few days before or after the receipt of the invoice, the merchan-
disc arrives at Mickey’s warchouse. As soon as the items are unpacked, the receiving
department inspects and counts them. The same software used to generate the purchase
order also generates a receiving report, as shown in Exhibit 6-9.

A torm sent by the seller to the
buyer as evidence of a sale.

NO. 427953
Fleet Foot
5980 West St.
Milwaukee, WI 77777
INVOICE
Sold to Mickey’'s Marathon Sports Date 6/2/12
502 Dodge St. Order No. 54296
Chicago, IL 66666 Shipped via _Best Express
Ship to Same Date shipped 6/8/13
Terms </10, net 30 Ship terms _FOB destination
Quantity Description/No. Price Amount
24 PR Sprinter/5265 $60.50 $1,452.00
12 PR Blazer/7512 53.70 644.40
6 PR Enduros/1580 75.40 452.40
$2,548.80
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Mickey’s Marathon Sports
8502 Dodge St.
Chicago, I1. 66666
Receiving Report
RR 23637
Purchase Order No. 54296 Date ordered 5/30/12
Vendor Fleet Foot Date required 6/5/12
Ship via Best Express
Terms 2/10, net 30
Description/
Quantity Received Our Item No. Item No. Remarks
. Box damaged but
24 PR 314627 Sprinter/82658  erchandise ok
12 PR 323515 Blazer/7512
© PR 323682 Enduros/1580
Received by ]}5 Z‘ P‘“‘"”‘SL Date o412

A TOITTEUSEU DY Wig 1eueiving
department to account for the
guantity and condition of
merchandise received from a
supplier.

A TOrm tne accountng aepartment
uses before making payment to
document the accuracy of all
information about a purchase.

Alternate term: Voucher.

Mickey’s uses 2 The column for the quantity received is
left blank and is filled m by the recenving department. Rather than simply being able
to indicate that the number ordered was received, an emplovee must count the pairs
of shoes to determine that the number ordered is actually received. You should trace
all of the relevant information for one of the three items ordered from the purchase
order to the receiving report. The accounting svstem generates an original receiving
report and three copies. The receiving department keeps one copy for its records and
sends the original to the accounting department. One copy is sent to the purchasing
department to be matched with the purchase order, and the other copy is sent to the
shoe department as verification that the items it originally requested have been
received.

At this point, Mickev’s accounting department has cop-
1es of the purchase requusition rrom the shoe department, the purchase order trom the
purchasing department, the invoice from the supolier. and the receiving report from the
warchouse. The accounting department uses an to document
the accuracy of the information on cach of these other torms. 1he mvoice approval torm
for Mickey’s Marathon Sports is shown in Exhibit 6-10.

The invoice is compared to the purchase requisition to ensure that the company
is billed for goods that it requested. A comparison of the invoice with the purchase
order ensures that the goods were in fact ordered. Finally, the receiving report
is compared with the invoice to verify thar all goods for which the company is
being billed were received. An accounting department emplovee must also verity
the mathematical accuracy of the amounts that appear on the invoice. The date the
invoice must be paid to take advantage of the discount is noted so that the finance
department will be sure to send the check by this date. At this point, the accounting
department prepares the journal entry to increase the inventory and accounts payable
accounts. The invoice approval form and the invoice are then sent to the finance
department. Some businesses call the invoice approval form a voucher; it is used for all



Computerized Business Documents and Internal Control

expenditures, not just for purchases of merchandise. Finally, it is worth noting that
some businesses do not use a separate invoice approval form; they simply note
approval directly on the invoice.

Mickey’s finance department is responsible
tor issuing checks. This results from the need to segregate custody of cash
(the signed checek) from record keeping (the updating of the ledger). Upon receipt
of the invoice approval form from the accounting department, a clerk i

Exhibit 6-11.7

Before the check is signed, the documents referred to on th proval form
arc reviewed and canceled to prevent reuse. The clerk then forwards the cneck to one of
the company officers authorized to sign checks. According to one of Mickey’s internal
control policics, only the treasurer and the assistant treasurer are authorized to sign
checks. Both officers must sign check amounts above a specitied dollar limit. 'To main-
tain scparation of duties, the finance department should mail the check. The remittance
advice informs the supplicr as to the nature of the payment and is torn off by the supplier
before cashing the check.

“In some companics, an employee in the accounting department prepares checks and sends them to the finance

department for review and signature. Most companies use computer-generated checks rather than manually typed
ones.

Mickey's Marathon Sports
508 Dodge St.
Chicago, IL. 66666
Invoice Approval Form
No. Check

Purchase Requisition PR 75638 v/
Purchase Order PO 54296 v
Receiving Report RR 23637 v
Invoice:

No. 427953

Date 6/ 2/ 12

Price

Extensions \/

Footings
Last Day to Pay for Discount _6/12/12
Approved for Payment by \/4’61 Cce (9’072 mAgV
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e uetan 1oi a nurnwer of individual
items that collectively make up a
single general ledger account.

Ine general leager account that is
supported by a subsidiary ledger.

Refer to Apple’s partial balance
sheet as presented in the
chapter opener. By what amount
did accounts receivable increase
or decrease during 2010? How

significant are accounts
receivable to the amount of total
current assets at the end of
2010?

Chapter 7 Receivables and Investments

[t is important for control purposes that Apple keep a record of to whom the sale was
made and include that amount on a periodic statement or bill sent to the customer (in
this case, a school). What if a company has a hundred or a thousand different customers?
Some mechanism is needed to track the balance owed bv cach of these customers. The
mechanism that companies usc is called ¢

A subsidiary ledger contains the necessary detail on cach of a number of items that
collectively make up a single general ledger account, called the This
detail is shown in the following example for accounts receivable:

In theory, any one of the accounts in the general ledger could be supported by a
subsidiary ledger. In addition to Accounts Receivable, two other common accounts sup-
ported by subsidiary ledgers are Plant and Equipment and Accounts Pavable. An
accounts payable subsidiary ledger contains a separate account for cach of the suppliers
or vendors from which a company purchases inventory. A plant and equipment subsidi-
ary ledger consists of individual accounts, along with their balances, for cach of the vari-
ous long-term tangible assets the company owns.

It is important to understand that a subsidiary ledger does not take the place of the
control account in the general ledger. Instead, at any point in time, the balances of the
ac ltb that make up the subsidiary ledeer chould total to the single h~lance = v d
(’;m I accom~+ The remander of this caapter will 1 uslnugﬁb um u L()Illr()l
account, However, whenever a specific customer’s account is increased or decreased, the
name of the customer will be noted next to the control account.

Apple’s 2010 annual report revealed the tollowing receivables on the balance sheet

{amounts in millions) September 25, 2010 September 26, 2009
Accounts receivable, less allowances
of $55 and $52, respectively $5,510 $3,361

Apple does not scll its products under the assumption that any particular customer
will not pay its bill. In fact, the credit department of a business is responsible for per-
forming a credit check on all potential customers betore granting them credit. Manage-
ment of Apple is not naive enough, however, to believe that all customers will be able to
pay their accounts when due. This would be the case only if (1) all customers were com-
pletely trustworthy and (2) customers never experienced unforeseen financial difficulties
that made it impossible to pay on time.

The reduction in” Apple’s reccivables for an allowance is how most companics deal
with bad debts in their accounting records. Bad debts are unpaid customer accounts that a
company gives up trving to collect. Some companjes describe the allowance more fully as
the allowance for doubtful accounts or the allowance for uncollectible accounts. Using the
end of 2010 as an example, Apple believes that the net recoverable amount of its receiv-
ables is $5,510 million even though the gross amount of receivables is $55 million higher
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Chapter 7 Receivables and Investments

purchased is the © 2 In addition to buying certificates of deposit and other financial
instruments, CoMipaines iNvest excess funds in stocks and bonds over the short run. The
scasonality of certain businesses may result in otherwise idle cash being available during
certain times of the year. In other cases, stocks and bonds are purchased as a way to
invest cash over the long run. Often, these types of investments are made in anticipation
of a need for cash at some distant point in the future. For example, a company mav
invest today in a combination of stocks and bonds because it will need cash ten years
from now to build a new plant. The investor may be interested primarily in periodic
income in the form of interest and dividends, in appreciation in the value of the secur-
ities, or in some combination of the two.

Sometimes shares of stock in another company are bought
or a airrerent purpose. 11 a company buys a relatively large percentage of the common
stock of the investee, it may be able to sccure significant influence over this company’s
policies. For example, a company might buv 30% of the common stock of a supplier of
its raw materials to ensure a steady source of inventory. When an investor is able to
sceure influence over the investee, the equity method of accounting is used. According
to current accounting standards, this method is appropriate when an investor owns at
least 20% of the common stock of the investee.

Finally, a corporation may buy stock in another company with the purpose
of obtaining control over that other entitv. Normally, this requires an investment in
excess of 50% of the common stock of the investee. When an investor owns more than
half the stock of another company, accountants normally prepare a set of consolidated
financial statements. This involves combining the financial statements of the individual
entitics into a single set of statements. An investor with an interest of more than 50% in
another company is called the and the investee in these situations is called the
nn:’nﬁ;/’;nnﬁnn.

- ... -emainder of this section will discuss how companies account for investments
that do not give them any significant influence over the other company. (Accounting for
investments in which there is either significant influence or control is covered in
advanced accounting textbooks.) The following chart summarizes the accounting by an
investor for investments in the common stock of another company:

Fair Value
Method Equity Method Consolidated Financial Statements

~n/ PON.Y; eno/ 1nNo.L

On January 1, 2012, ABC issues $10,000,000 ot bonds that will mature In 1en years. Assuinie
that Atlantic buys $100,000 of these bonds at face value, which is the amount that will be
repaid to the investor when the bonds mature. In many instances, bonds are purchased at an
amount more or less than face value. However, the discussion here will be limited to the sim-
pler case in which bonds are purchased for face value. The bonds pay 10% interest

(Continued)
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=xplain the effects of trans-
actions involving liquid assets on
the statement of cash flows

As was discussed in Chapter 6, cash equivalents are combined with cash on the bal-
ance sheet. These items are very near maturity and do not present any significant
risk of collectibility. Because of this, any purchases or redemptions of cash equiva-
lents are not considered significant activities to be reported on a statement of cash
flows.

The purchase and sale of investments arc considered significant activitics and there-
fore are reported on the statement of cash flows. Cash flows trom purchases, sales, and
maturitics of investments are usually classified as investing activities. The following
excerpt from Apple’s 2010 statement of cash flows illustrates the reporting for these
activities (all amounts in millions of dollars):

Investing Activities 2010 2009 2008
Purchases of marketable securities $(57,793) $(46,724) $(22,965)
Proceeds from maturities of marketable

securities 24,930 19,790 11,804
Proceeds from sales of marketable

securities 21,788 10,888 4,439
Purchases of other long-term

investments (18) (101) (38)

The collection of cither accounts receivable or notes receivable generates cash for a
business and affects the Operating Activities section of the statement of cash flows.
Most companies use the indirect method of reporting cash flows and begin the state-
ment of cash flows with the net income of the period. Net income includes the sales
revenue for the period. Therefore, a decrease in accounts receivable or notes receivable
during the period indicates that the company collected more cash than it recorded in
sales revenue. Thus, a decrease in accounts receivable or notes receivable must be
added back to net income because more cash was collected than is reflected in the sales
revenuce number. Alternatively, an increase in accounts reccivable or notes receivable
indicates that the company recorded more sales revenue than cash collected during the
period. Therefore, an increase in accounts receivable or notes receivable requires
deduction from the net income of the period to arrive at cash flow from operating
activities. The following excerpt from Apple’s 2010 statement of cash flows illustrates
how it reports the change in accounts receivable on its statement of cash flows (all
amounts in millions of dollars):

Operating Activities 2010 2009 2008

Ct  jes in operating assets and liabilities:
Accounts receivable, net $(2,142) $(939) $(785)

These adjustments as well as the cash flows from buving and sclling investments are
summarized in Exhibit 7-4. A complete discussion of the statement of cash flows, includ-
ing the reporting of investments, will be presented in Chapter 12.
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EXAMPLE 7-11

EXAMPLE 7-12

Chapter 7 Receivables and Investments

a. The purchase of the CD.

b. The accrual of interest adjustment for interest carned through June 30, the end of the com-
pany’s fiscal vear.

¢. The redemption of the CD.

Assume 360 days in a year.

Z.  1NreC NUNArea $Nares Or Livi CONMON STOCK. 1 N¢ COMPANY PIans on seuing tne Stock M six
months.

3. Asix-month U.S Treasury bill.

4. A 60-day certificate of deposit.

5. Ford Motor Co. bonds maturing in 15 yea  The company intends to hold the bonds until

maturity.

6. Commercial paper issued by ABC Corp., n..._uring in four months.

7. Five hundred shares of Chrysler common stock. The company plans to sell the stock in 60
days to help pay for a note due at that time at the bank.

8. Two hundred shares of GE preferred stock. The company intends to hold the stock for ten
vears and then sell it to help finance construction of'a new factory.

9. Ten-vear U.S. Treasury bonds. The company plans to scll the bonds on the open market in
six months.

10. A 90-day U.S. Treasury bill.

Starship Enterprises enters into the following transactions during 2012 and 2013:

2012

Jan. 1: Purchased $100,000 face value of Northern Lights Inc. bonds at face value.
The newly issued bonds have an interest rate of 8% paid semiannually on June 30
and December 31. The bonds mature in five vears.

June 30:  Received interest on the Northern Lights Inc. bonds.

Dec. 31: Received interest on the Northern Lights Inc. bonds.

2013

Jan. 1: Sold the Northern Lights Inc. bonds tfor $102,000.

Required

1. Identify and analyze all transactions on Starship’s records to account for its investment in the
Northern Lights bonds.
2. Why was Starship able to scll its Northern Lights bonds for $102,000?

On October 1, 2012, Chicago Corp. purchases 1,000 shares of the preferred stock of Denver
Corp. for $40 per share. Chicago pays another $1,000 in commissions. On October 20, 2012,
Denver declares and pays a dividend of $1 per share. Chicago sells the stock on November 5,
2012, at a price of $45 per share.

Required

[dentify and analyze all transactions on Chicago’s books in connection with its investment, begin-
ning with the purchase of the preferred stock on October 1, 2012; the dividend reccived on
October 20, 2012; and the sale on November 5, 2012.



















































Use and Depreciation of Property, Plant, and Equipment 383

Unfortunately, proper matching for operating asscts is not casy because of the many
factors involved. An asset’s decline in usctulness is relared to:

¢ DPhysical deterioration from usage or from the passage of time
e Obsolescence factors such as changes in technology
e The company’s repair and maintenance policies

Because the decline in an asset’s usctulness is related to a variety of factors, several
depreciation methods have been developed. A company should use a depreciation
method that allocates the original cost of the asset to the periods benefited and that
allows the company to accurately match the expense to the revenue generated by the
asset. We will present three methods of depreciation: straight line, units of production,
and double declining balance. S

All depreciation methods are based on the asset’s original acquisition cost. In addi- - \hoat amount did N'l;e pzrgser;t
tion, all methods require an estimate of two additional factors: the asset’s [ife and its or operating assets for 20101

. . - Why did the company not show
residual value. The residual value (also referred to as salvage value) should represent the N
. . . . L .. depreciation on the balance
amount that could be obtained from selling or disposing of the asset at the end of its sheet?
usctul life. Often, this amount mav be small or even zero.

The of depreciation allocates the
cost OF the asset cvenly over time. s method calculares the annual depreciation as /A 1HiguI0U DY WK Ihe same dollar
follows: amount of depreciation is recorded
in each year of asset use.
Acguisitinn Cner — Residual Valia

Depreciation — ‘
Life

ASSUMeE tnat on January 1, 2012, kxerCo, a manufacturer of exercise equipment, purchased
a machine for $20,000. The machine’s estimated life would be five years, and its residual
value at the end of 2016 would be $2,000. The annual depreciation should be calculated as

follows:
Depreciation — Acquisition Cost'— Residual Value
Life

= ($20,000 — $2,000)/5

= $3,600
An asset's is defined as its acquisition cost minus its total amount of accurmu-
lated depreciation. Thus, the book value of the machine in this example is $16,400 at the end I N€ original cost of an asset minus
of 2012. the amount of accumulated

depreciation.
Book Value = Acguisition Cost — Accumulated Depreciation

— $20,000 - $3,600
= $16,400

The book value at the end of 2013 is $12,800.

Book Value — Acquisition Cost — Accumulated Depreciation
$20,000 — (2 x $3,600)
= $12,800

Cergage Learring 2013

The most attractive features of the straight-line method are its case and ies simplicity.
It is the most popular method for presenting depreciation in the annual report to
stockholders.

In some cases, the decline in an asset’s usctulness e
. R . . Ucpicuiauuly 1Id ueetiiiied ds d
1s directly related to wear and tear as a result of the number of units it produces. In those  function of the number of units the
cases, depreciation should be calculated by the With this  asset produces.
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mcthod, the asset’s life is expressed in terms of the number of units that the asset can
produce. The depreciation per u#nit can be calculated as follows:

Acquisition Cost — Residual Value
Total Number of Units in Asset's Life

Depreciation per Unit —

The annual depreciation ftor a given vear can be calculated based on the number of units
produced during that vear, as follows:

Annual Depreciation = Depreciation per Unit x Units Produced in Current Year

Assume that ExerCo in Example 8-2 wanted to use the units-ot-production metnoa 1or £U1 2.
ExerCo has estimated that the total number of units that will be produced during the asset’s
five-year life is 18,000. During 2012, ExerCo produced 4,000 units. The depreciation per unit
for ExerCo's machine can be calculated as follows:

Depreciation per Unit -- (Acquisition Cost — Residual Value)/l:ifé in Units
'$20,000 — $2,000)/18,000
— $1 per Unit

The amount of depreciation that should be recorded as an expense for 2012 is $4,000.

Annual Depreciation = Depreciation per Unit X Units Produced in 2012
— $1 per Unit X 4,000 Units
— $4,000

Cangage learring 2013

In Example 8-2, depreciation will be recorded until the asset produces 18,000 units.
The machine cannot be depreciated below its residual value of $§2,000.

The units-of-production method is most appropriate when the accountant is able to
estimate the total number of units that will be produced over the asset’s life. For example,
if a factory machine is used to produce a particular item, the life of the asset may be
expressed in terms of the number of units produced. Further, the units produced must be
related to particular time periods so that deprediation expense can be matched accurately
with the related revenue. A variation of the units-of-production method can be used when
the life of the asset is expensed in other factors, such as miles driven or hours of use.

In some cases, more cost should be allo-
cated to the carly years of an assct s usc ana iess to the later vears. For those assets, an
acceterated method of depreciation is appropriate. The terr

A TIGNEr aimoun i U1 ugprELIauun (S refers to several depreciation methods by which a higher amount ot deprecanon 1s
recorded in the early years and a recorded in the early vears than in later years.
lower amount in the later years. . L e .
One form of aceelerated depreciation is the
Under this method, depreciation is calculated at double the straight-hne rate but on a
declining amount.
Uepreciation IS recoraed al twice
the straight-line rate, but the
balance is reduced each period.

Assume that ExerCo wants to depreciate 1ts asset using tne aounie-uecHfing-udidive meuivu.
The first step is to calculate the straight-line rate as a percentage. The straight-line rate for the
ExerCo asset with a five-year life is as follows:

100% /5 Years — 20% -
The second step is to double the straight-line rate, as follows:

2 X 200/0 = 400/0
(Continued)
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This rate will be applied in all years to the asset’s book value at the beginning of each year. As
depreciation is recorded, the book value declines. Thus, a constant rate is applied to a declin-
ing amount. This constant rate is applied to the full cost or initial book value, not to cost minus

3856

residual value as in the other methods. However, the machine cannot be depreciated below |

its residual value.
The amount of depreciation for 2012 would be calculated as follows:

Depreciation = Beginning Book Value X Rate
— $20,000 x 40%
= $8,000

The amount of depreciation for 2013 would be calculated as follows:

Depreciation — Beginning Book Value X Rate
= ($20,000 — $8,000) x 40%

The complete depreciation schedule for ExerCo for all five years of the machine’s life
would be as tollows:

Book Value at Book Value at

Year Rate Beginning of Year Deoreciation End of Year
2012 40% $20,000 $ 8,000 $12,000
2013 40 12,000 4,800 7,200
2014 40 7,200 2,880 4,320
2015 40 4,320 1,728 2,592
2016 40 2,592 EOn 2,000
Total 10 (i

In Example 8-4, the depreciation for 2016 cannot be calculated as $2,592 x 40%
because this woyld result in an accumulated depreciation amount of more than
$18,000. The t:)\t);l\m]()unt of depreciation recorded in Years 1 through 4 is $17,408.
The accountant-should record only $592 depreciation ($18,000 — $17,408) in 2016 so
that the remaining value of the machine is $2,000 at the end of 2016.

The double-declining-balance method of depreciation results in an aceelerated
depreciation pattern. It is most appropriate for assets subject to a rapid decline in useful-
ness as a result of technical or obsolescence factors. Double-declining-balance deprecia-
tion is not widely used for financial statement purposes but may be appropriate for
certain assets. As discussed carlier, most companies use straight-line depreciation for
financial statement purposcs because it generally produces the highest net income,
especially in growing companies that have a stable or expanding base of assets.

In this section, you have learned
avout several metoas or deprecating operating asscts. Exhibit 8-1 presents a compari-
son of the depreciation and book values of the ExerCo asset for 2012-2016 using the
straight-line and double-declining-balance methods. (We have excluded the units-of-
production method.) Note that both methods result in a depreciation total of $18,000
over the five-year period. The amount of depreciation per vear depends, however, on
the method of depreciation chosen.

Nonaccountants often misunderstand  the accountant’s concept of depreciation.
Accountants do not consider depreciation to be a process of paluing the asset. That s,
depreciation doces not describe the increase or decrease in the_market valneof the assct.
Accountants™consider depreciation to be a process of cost allocation. 'The purpose is to
allocate the original acquisition cost to the periods benChted by the asset. The deprecia-
tion method chosen should be based on the decline in the asset’s usetulness. A company
can choose a different depreciation method for each individual fixed asset or for each
class or category of fixed asscets.
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Present Value and Future Value: Single Amounts

ASSUMe Tnat e note payable from the previous example carried a 10% interest rate com-
pounded semiannually for two years. The 10% annual rate should be converted to 5% per period
for four semiannual periods. The amount of interest would be compounded, as in the previous
example, but for four periods instead of two. The compounding process is as follows:

Principal Amount Interest Accumulated
Period at Beginnina of Year at 5% oer Perind at End of Period
1 $3,000 $150 $3,150
2 3,150 158 3,308
3 3,308 165 3,473
4 3,473 174 3.647

Example 9-7 illustrates that compounding more frequently results in a larger amount
accumulated. In fact, many banks and financial institutions now compound interest on
savings accounts on a daily basis.

In the remainder of this section, we will assume that compound interest is applica-
ble. The following four compound interest calculations must be understood:

Future value of a single amount
Present value of a single amount
Future value of an annuity
Present value of an annuity

we are often terested 1 the amount of interest plus principal that will be accumulated
at a future time. This is called a fisture amount or future value. The future amount is
always farger than the principal amount (payment) because of the interest that accumu-
lates. In some cases, we will use time diagrams to illustrate the relationships. A time dia-
gram to illustrate a future value would be of the following form:

Payment Interest Fv
Known Amount Future Value = ?
of Payment

(Present Value)
The formula to calculate the is as follows:
FV — p(1 + i)
where

FV = Future value to be calculated

p = Present value or principal amount

{ — Interest rate

n = Number of periods of compounding

« Cengage Leamning 2013

Amount accumulated at a future
time from a single payment or
investment.
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Chapter 9 Current Liabilities, Contingencies, and the Time Value of Money

Your three-year-old son Robert inherits $50,000 In cash and securities rom nis granaratner. 11
the funds are left in the bank and in the stock market and receive an annual return of 10%,
how much will be available in 15 years when Robert starts college?

Solution:

FV = $50,000(1 + 0.10)"®
= $50,000(4.17725)
= $208,863 (rounded to the nearest dollar)

Consider a $2,000 note payable that carries interest at the rate of 10% compounded
annually. The note is due in two years, and the principal and interest must be paid at that
time. The amount that must be paid in two vears is the tuture value. The future value
can be calculated in the manner used in the previous examples:

Principal Amount interest Accumulated
Year at Beainning of Year at 10% at Year-Fnd
1 $2,000 $200 $2,200
2 2,200 220 2,420

The tuture value can also be calculated by using the following formula:

FV = $2,000(1 + 0.10)°
= $2,000(1.21000)
=$2,420

Instead of a formula, other methods can be used to calculate future value. Tables can be
constructed to assist in the calculations. Table 9-1 on page 454 indicates the future value
of $1 at various interest rates for various time periods. To find the future value of a two-
vear note at 10% compounded annually, you read across the line for two periods and
down the 10% column, which gives you an interest rate factor ot 1.21000. Because the
table has been constructed for future values of $1, we would determine the future value
of $2,000 as follows:

FV 52,000 X 1.21000
=$2.420

A second method is to use the built-in functions of a computerized spreadsheet.
Tha snmandic ea thic chanter will dllnerrate how o nse 2 common soreadsheet. Micro-

Remember that compounding docs not always Occur annuaiy. rrow aoes s aieet
the calculation of future value amounts?

Suppose we want to find the future value of a $2,U0U NOte payabie aue N Wo yedis. g 1ule
payable requires interest to be compounded quarterly at the rate of 12% per year. To calculate the
future value, we must adjust the interest rate to a quarterly basis by dividing the 12% rate by the
number of compounding periods per year, which in the case of quarterly compounding is four:

12%/4 quarters = 3% per quarter
Also, the number of compounding periods is eight—four per year times two years.

(Continued)
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The future value of the note can be found in two ways. First, we can insert the proper values
into the future value formula:

FV — $2,000(1 +0.03)°
— $2,000(1.26677)
— $2,534 (rounded to the nearest dollar)

We can arrive at the same future value amount with the use of Table 9-1. Refer to the interest

factor in the table indicated for eight periods and 3%. The future value would be calculated as
follows:

FV = $2,000 (interest factor)
= $2,000(1.26677)
—$2,534

e Learming 72013

1N many situanons, we do not want to calculate how much will be accumulated at a
tuture time. Rather, we want to determine the present amount that is equivalent to an
amount at a tuture gme. This 1s the present value concept. The

represents the value today of a single amount to be recerved or paid at a

ruture time. 1his can be portrayed in a time diagram as tollows: Ine amount al a present ume that is
’ equivalent to a payment or an
- investment at a future time.
PV Discount Payment vestment a
PV =7 Known Amount
of Payment

{Future Value)
The tme diagram portravs discount rather than interest because we often speak of
“discounting” the future payment back to the present time.

Suppose you know that you will receive $2,000 In two years. It you had the money now, you
could invest it at 10% compounded annually. What is the present value of the $2,0007 In

other words, what amount must be invested today at 10% compounded annually to have
$2,000 accumulated in two years?

The formula used to calculate present value is as follows:

PV = Future Value X (1417 "

where

PV = Present value amount in dollars ‘
Future value = Amount to be received in the future
i — Interest rate or discount rate
n  Number of periods

We can use the present value formula to solve for the present value of the $2,000 note as
follows:

1213

PV = $2,000 X (1 +0.10) ’
_ $2.000 X (0.82645)
51,653 (rounded to the nearest dollar)

Cerguge s

Tables have also been developed to determine the present value of $1 at various interest
rates and number of periods. Table 9-2 on page 455 presents the present value or dis-
count factors for an amount of S1 to be received at a future time. To use the table for
Example 9-10, you must read across the line for two periods and down the 10% colunin
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Ine armaournt accunituidieu i uie
future when a series of payments is
invested and accrues interest.

Alternate term: Amount of an
annuity.

Chapter 9 Current Liabilities, Contingencies, and the Time Value of Money

to the discount factor ot 0.82645. The present value of $2,000 would be calculated as
follows:

PV — $2,000 (discount factor)
= $2,000(0.82645)
= $1,653 (rounded to the nearest dollar)

Two other points arc important. First, the example illustrates that the present value
amount is always less than the future payment. This happens because of the discount fac-
tor. In other words, if we had a smaller amount ar the present (the present value), we
could invest it and carn interest that would accumulate to an amount equal to the larger
amount (the future payment). Second, study of the present value and future value formu-
las indicates that cach is the reciprocal of the other. When we want to caleulate a present
value amount, we normally use Table 9-2 and multiply a discount factor times the pav-
ment. However, we could also use Table 9-1 and divide by the interest factor. Thus, the
present value of the $2,000 to be received in the future could also be caleulated as follows:

PV = $2,000/1.21000
= $1,653 (rounded to the nearest dollar)

The present value and tuture value amounts are usctul when a single amount is involved.
Many accounting situations involve an annuity, however means a serics of pay-
nients of equal amounts. Consider the calculation of the tuture value when a series of
pavments is involved.

Suppose vou are to receive $3,000 per vear at the end of cach of the next four vears.
Also, assume that cach pavment could be invested at an interest rate of 10% com-
pounded annually. How much would be accumulated in principal and interest by the
end of the fourth vear? This is an example of an annuity of payments of equal amounts.
A time diagram would portray the pavments as follows:

$3.000 $3,000 $3,000 $3,000

Interest Interest Interest

Fv=7

Because we are interested in caleulating the future value, we could use the future value of
$1 concept and caleulate the future value of cach $3,000 pavment using Table 9-1 as tollows:

$3,000 x 1.33100 Interest for 3 Periods $ 3,993

3,000 x 1.21000 Interest for 2 Periods 3,630
3,000 x 1.10000 Interest for 1 Period 3,300
3,000 x 1.00000 Interest for 0 Periods 3,000
Total Future Value ™o nng

Note that four payments would be received but that only three of them would draw in-
terest because the payments are received at the end of each neriod.

Fortunately, there is an casier method to calculate the
Table 9-3 on page 456 has been constructed to indicate the future value ot a series of
pavients of $1 per period at various interest rates and number of periods. The table can



Present Value and Future Value of an Annuity

be used for the previous example by reading across the four-period line and down the
10% column to a table factor of 4.64100. The future value of an annuity of $3,000 per
vear can be calculated as follows:

FV — $3,000(table factor)
$3,000(4.64100)
— $13,923

Tour cousin Nad a baby girl two weeks ago and Is already thinking about sending her to col-
lege. When the girl is 15, how much money would be in her college account if your cousin de-
posited $2,000 into it on each of her 15 birthdays? The interest rate is 10%. The future value
could be calculated as follows.

FV  $2,000(table factor)
— $2,000(31.77248)
$63.545 (rounded to the nearest dollar)

When compounding occurs more frequently than annually, adjustments must be made to the
interest rate and number of periods.

What if the scenario was modified so that $1,000 was deposited semiannually and the inter-
est rate was 10% compounded semiannually (or 5% per period) for 15 years? Table 9-3 could
be used by reading across the line for 30 periods and down the column for 5% to obtain a ta-
ble factor of 66.43885. The future value would be calculated as follows:

FV — $1,000(table factor)
$1,000(66.43885)
= $66,439 (rounded to the nearest dollar)

Comparing the two scenarios illustrates once again that more frequent compounding results

vany accounung applications ot the time value of money coneept coneern situations for
which we want to know the present value of a series of pavments that will occur in the
future. This involves calculating the present value of an annuity. An annuity is a serics of
pavments of equal amounts.

Supposc vou will receive an annuity ot $4,000 per vear for four vears, with the first
received one year trom todav. The amounts received can be invested at a rate of 10%
compounded annually. What amount would yvou need at the present time to have an
amount cquivalent to the series of pavments and interest in the future? To answer that
question, vou must calculate the A time diagram of the
series of payments would appear as ronows:

$4,000 $4,000 $4,000 $4,000
Discount Discount Discount L Discount J
PV=7?
Because vou are interested in calculating the present value, vou could refer to the

present value of ST concept and discount cach of the $4,000 pavments individually using
table factors from Table 9-2 as follows:

$4,000 » 0.68301 Factor for 4 Periods $ 2,732
4,000 » 0.75131 Factor for 3 Periods 3,005
4,000 » 0.82645 Factor for 2 Periods 3,306
4,000 » 0.90909 Factor for 1 Period 3,636

Total Present Value $12,679

52003
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Present Value and Future Value of an Annuity

Assume that you have just purchased an automobile for $14,419 and must decide how to pay
for it. Your local bank has graciously granted you a five-year loan. Because you are a good
credit risk, the bank will allow you to make annual payments on the loan at the end of each
year. The amount of the loan payments, which include principal and interest, is $4,000 per
year. You are concerned that your total payments will be $20,000 ($4,000 per year for five
years) and want to calculate the interest rate that is being charged on the loan.

Because the market or present value of the car, as well as the loan, is $14,419, a time dia-
gram of the example would appear as follows:

$4,000 $4,000 $4,000 $4,000 $4,000
Discount Discount Discount Discount Discount J
PV =%14,419

The interest rate we must solve for represents the discount rate that was applied to the
$4,000 payments to result in a present value of $14,419. Therefore, the applicable formula is
the following:

PV = $4,000(table factor)

In this case, PVis known, so the formula can be rearranged as follows:

Table factor = PV/$4,000
= $14.419/%$4.000
= 3.605

You need to use Table 9-4 to find the interest rate. You must read across the five-year line
until you find a table factor that is near the value of 3.605. In this case, that table factor of
3.60478 is found in the 12% column. Therefore, the rate of interest being paid on the auto
loan is approximately 12%.

AssuMe tnat you want to accumulate $12,000 as a down payment on a home. You believe
that you can save $1,000 per semiannual period, and your bank will pay interest of 8% per
year, or 4% per semiannual period. How long will it take you to accumulate the desired
amount?

The accumulated amount of $12,000 represents the future value of an annuity of $1,000
per semiannual period. Therefore, we can use the interest factors of Table 9-3 to assist in the
solution. The applicable formula in this case is the following:

FV = $1,000(table factor)

The future value is known to be $12,000, and we must solve for the interest factor or table
factor. Therefore, we can rearrange the formula as follows:

Table factor  FV/$1,000
= $12,000/$1,000
—12.00

You need to use Table 9-3 and the 4% column to find a table value that is near 12.00. The
closest table value you find is 12.00611. That table value corresponds to ten periods. There-
fore, if $1,000 is deposited per semiannual period and the money is invested at 4% per semi-
annual period, it will take ten semiannual periods {five years) to accumulate $12,000.

I Cergage Leari~g 2013
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Issuance of Bonds

with bonds payable, two interest rates are always involved: the face rate and the
market rate.

1. The (also called the stated rate, nominal rate, contract rate,
or coupon rate) is the rate specified on the bond certificate. It is the amount of inter-
est that will be paid cach interest period.

e For example, it $10,000 worth of bonds was issucd with an 8% annual face rate
of interest, interest of $800 ($10,000 x 8% x 1 year) would be paid at the end
of cach annual period.

e Alternatively, bonds often require the payment of interest semiannually. If the
bonds in the example required the 8% annual face rate to be paid semiannnally
(at 4%), interest of $400 ($10,000 x 8% x 1/2 year) would be paid cach semi-
annual period.

2. The “also called the eftective rate or bond vield) is the rate
that bondholders could obtain by investing in other bonds that are similar to the
issuing firm’s bonds.

e The issuing firm does not sct the market rate of interest. That rate is determined
by the bond market on the basis of many transactions for similar bonds. The
market rate incorporates all of the “market’s” knowledge about economic con-
ditions and all of'its expectations about future conditions. Normally, issuing
firms try to sct a face rate that is equal to the market rate. However, because the
market rate changes daily, small differences usually occur between the face rate
and the market rate at the time bonds are issued.

In addition to the number of interest payments and the maturity length of the bond,
both the face rate and the market rate of interest must be known to calculate the issue
price of a bond. The cquals the present value of the cash flows that
the bond will produce.

Bonds produce two types of cash flows for the investor:

1. Interest receipts
2. Repayment of principal (face value)

The interest receipts constitute an annuity of payments cach interest period over the life
of the bonds. The repayment of principal (face value) is a one-time receipt that occurs at
the end of the term of the bonds. We must caleulate the present value of the interest
receipts (using Table 9-4 on page 457) and the present value of the principal amount
(using Table 9-2 on page 455). The total of the two present value calculations represents
the issuc price of the bond.

Suppuse hal on January |1, ZUlZ, biscount Firm wants to 1Issue bonds with a face value of
$10,000. The face, or coupon, rate of interest has been set at 8%. The bonds will pay inter-
est annually, and the principal amount is due in four years. Also, suppose that the market
rate of interest for other similar bonds is currently 10%. Because the market rate of inter-
est exceeds the coupon rate, investors will not be willing to pay $10,000, but something
less. We want to calculate the amount that will be obtained from the issuance of Discount
Firm’s bonds.

Discount’s bond will produce two sets of cash flows for the investor:

1. Anannual interest payment of $800 ($10,000 x 8%) per year for four years.
2. Repayment of the principal of $10,000 at the end of the fourth year.

(Continued)
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Chapter 10 Long-Term Liabilities

Premium on Bonds Payable or the Discount on Bonds Payable account must be amor-
tized, or spread over the life of the bond.

Asmortization refers to the process of transterring an amount from the discount or
premium account to interest expense cach time period to adjust interest expense. One
commonly used method of amortization is the effective interest method. This section
will illustrate how to amortize a discount amount and then how to amortize a premium
amount.

To illustrate amortization of a discount, we need to return to Discount Firm in
Example 10-1. We have seen that the issue price of the bond could be calculated as
$9,3606, resulting in a contra-liability balance of $634 in the Discount on Bonds Payvable
account. (See the accounting transaction on page 495.) But what does the initial balance
of the Discount account really represent? The discount should be thought of as addi-
tional interest that Discount Firm must pay over and above the 8% face rate. Remember
that Discount received only $§9,366 but must repay the tull principal of $10,000 at the
bond due date. For that rcason, the $634 discount is an additional interest cost that
must be reflected as interest expense. 1t is retlected as interest expense by the process of
amortization. In other words, interest expense is made up ot two components: cash in-
terest and amortization. We will now consider how to amortize premium or discount.

premium in a
manner that produces a constant cttective interest rate trom perioa to period. The dollar
amount of interest expense will vary from period to period, but the rate of interest will
be constant. This interest rate is referred to as the effective interest rate and is equal to
the market rate of interest at the time the bonds are issued.

To illustrate this point, we introduce two new terms. The of bonds
is represented by the following:

Carrying Value = Face Value — Unamortized Discount

The carrving value of the bonds for Discount Firm in Example 10-1 as of the date of
issuance of January 1, 2012, could be calculated as follows:

$10,000 — $634 = $9,366

In those situations in which there is a premium instead of a discount, carrving value is
represented by the following:

Carrying Value = Face Value + Unamortized Premium

The carrving value of the bonds for Premium Firm in Example 10-2 as of the date of
issuance of January 1, 2012, could be calculated as follows:

$10,000 + $693 = $10,693

The second term was suggested carlier. The effective rate of interest is represented by the
following:

Effective Rate = Annual Interest Expense/Carrying Value

The amortization table in Exhibit 10-4 wlustrates effective interest amortization of the
bond discount for Discount Firm in Example 10-1.

As illustrated in Exhibit 10-4, the effective interest method of amortization is based on
several important concepts. The relationships can be stated in equation form as follows:

Cash Interest (in Column 1) = Bond Face Value X Face Rate
Interest Expense (in Column 2) = Carrying Value x Effective Rate
Discount Amortized {in Column 3) = Interest Expense — Cash Interest
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Chapter 10 Long-Term Liabilities

‘The term redemption reters to retirement of bonds by repayment of the principal. When
bonds are retired on their due date, the accounting entry is not ditficult. Refer again to
Discount Firm from Examples 10-1 and 10-3. If Discount Firm retires its bonds on the
duce date of December 31, 2015, it must repay the principal of $10,000 and Cash is
reduced by $10,000. Notice that no gain or loss is incurred because the carrving value of
the bond at that point is $10,000.

A firm may want to retire bonds before their due date for several reasons. A firm may
simply have excess cash and determine that the best use of those funds is to repay out-
standing bond obligations. Bonds also may be retired carly because of changing interest
rate conditions. If interest rates in the economy decline, firms mav find it advantageous
to retire bonds that have been issued ac higher rates. Of course, what is advantageous to
the issuer is not necessarily so for the investor. Early retirement of callable bonds is
always a possibility that must be anticipated. Large institutional investors expect such a
development and merely reinvest the money elsewhere. Many individual investors are
more seriously inconvenienced when a bond issue is called.

Bond terms generally specify that it bonds are retired before their due date, they are
not retired at the face value amount, but at a call price or redemption price indicated on
the bond certificate. Also, the amount of unamortized premium or discount on the
bonds must be considered when bonds are retired carly. The retirement results in @

that must be calculated as tollows:

Gair  Carrying Value — Redemption Price
Loss — Redemption Price — Carrying Value

In other words, the issuing firm must calculate the carrying value of the bonds at
the time of redemption and compare it with the total redemption price. If the carry-
ing value is higher than the redemption price, the issuing firm must record a gain. If
the carrving value lower than there redemption price, the issuing firm must record
aloss.

Refer to Premium Firm from Example 10-4. Assume that on December 31, 2012, Fremtum
Firm wants to retire its bonds due in 2015. Assume, as in the previous section, that the
bonds were issued at a premium of $692 at the beginning of 2012. Premium Firm has
used the effective interest method of amortization and has recorded the interest and amor-
tization entries for the year. (See page 501.) This has resulted in a balance of $5635 in the
Premium on Bonds Payable account as of December 31, 2012. Also, assume that Pre-
mium Firm’s bond certificates indicate that the bonds may be retired early at a call price of
102 {(meaning 102% of face value). Thus, the redemption price is 102% of $10,000, or
$10,200.

(Continued)



Redemption of Bonds

Premium Firm’s retirement of bonds would result in a gain. The gain can be calculated using
two steps:

1. Calculate the carrying value of the bonds as of the date they are retired. The carrying
value of Premium Firm's bonds at that date is calculated as follows:

Carrying Value — Face Value + Unamortized Premium
= $10.000 + $535
= $10.535

Note that the carrying value calculated is the same amount indicated for December 31,
2012, in Column 4 of the effective interest amortization table of Exhibit 10-5.

2. Calculate the gain:

Gain = Carrying Value — Redemption Price
— $10.535 — ($10.000 x 1.02)
= $10.635 — $10.200
= $335

When bonds are retired, the balance of the Bonds Payable account and the remaining

balance of the Premium on Bonds Payable account must be eliminated from the balance
sheet.

Refer to Premium Firm from Example 10-4. Assume that Premium Firm retires bonds at De-

cember 31, 2012, as in the previous section. However, assume that the call price for the
bonds is 107 (or 107% of face value).

Again, the calculations can be performed in two steps:

1. Calculate the carrying value:

Carrying Value = Face Value + Unamortized Premium
= $10.000 + $535
= $10.535

2. Compare the carrying value with the redemption price to calculate the amount of
the loss:

Loss = Redemption Price — Carrying Value
= ($10.000 x 1.07) — $10.535
= $10.700 — $10.635
=$165

In Example 10-6, a loss of $165 has resulted from the retirement of Premium Firm’s
bonds. A loss means that the company paid more to retire the bonds than the amount at
which the bonds were recorded on the balance sheet,

‘The accounts Gain on Bond Redemption and Loss on Bond Redemption are income
statement accounts. A gain on bond redemption increases Premium Firm’s income; a
loss decreases its income. In most cases, a gain or loss should not be considered “un-
usual” or “infrequent” and theretore should not be placed in the section of the income
statement where extraordinary items are presented. While gains and losses should be
treated as part of the company’s operating income, some statement users may consider
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Liability for Leases

a lease does not require a large initial cash outlay. A wide variety of lease arrangements
exists, ranging from simple to complex agreements that span a long time period. Lease
arrangements are popular because of their flexibility. The terms of a lease can be struc-
turced in many wavs to mecet the needs of the lessee and lessor. This results in ditlicult
accounting questions:

Should the right to use property be veported as an asset by the lessee?

Should the obligation to make payments be veported as a linbility by the lessec?

. Should all leases be accounted for in the same manner vegardless of the terms of the lease
agreement?

WN =

The answers are that some leases should be reported as an assct and a liability by the
lessee and some should not. The accountant must examine the terms of the lease agree-
ment and compare those terms with an established set of criteria.

From the viewpoint of the lessee. there are two types of lease agree-
ments: operating and capital. In ar the lessee acquires the right to use
an assct for a limited period of time. The lessee 1s not required to record the right to use
the property as an assct or to record the obligation for payments as a liability. Therefore,
the lessee is able to attain a form of off-balance-sheet financing. That is, the lessee has
attained the right to use property but has not recorded that right, or the accompanving,
obligation, on the balance sheet. By escaping the balance sheet, the lease does not add
to debt or impair the debt-to-equity ratio that investors usually calculate. Management
has a responsibility to make sure that such off-balance-sheet financing is not, in fact, a
long-term obligation. The company’s auditors are supposed to analvze the terms of the
lease carefully to make sure that management has exercised its responsibility.

The second type of lease agreement is a In this tvpe of lease, the les-
see has acquired sufticient rights of ownership and control of the property to be consid-
ered its owner. The lease is called a capiral lease because it is capitalized (recorded) on
the balance sheet by the lessee.

A lease should be considered a capital lease by the lessee when one or more of the
following criteria are met:!

1. The lease transfers ownership of the property to the lessee at the end of the lease
term.

2. The lease contains a bargain-purchase option to purchase the asset at an amount
lower than its fair market value.

3. The lease term is 75% or more of the property’s economic life.

4. The present value of the minimum lease payments is 90% or more of the fair market
value of the property at the inception of the lease.

If none of the criteria are met, the lease agreement is accounted for as an operating lease.
This is an arca in which it is important for the accountant to exercise professional judg-
ment. In some cases, firms may take elaborate measures to evade or maniputate the crite-
ria that would require lease capitalization. The accountant should determine what is full
and fair disclosure based on an unbiased evaluation of the substance of the transaction.

You have already accounted for operating leases in previous
chapters when recording rent expense and prepaid rent. A rental agreement for a limited
time period 1s also a lease agreement.

Suppose that Lessee Firm wants to lease a car for a new salesperson. A lease agreement is
signed with Lessor Dealer on January 1, 2012, to lease a car for the year for $4,000, payable
on December 31, 2012. Typically, a car lease does not transfer title at the end of the term,
does not include a bargain-purchase price, and does not last for more than 75% of the car's

(Continued)

" Leasing, ASC Topic 840.25 (formerly Statement of Financial Accounting Standards No. 13, “Accounting for Leases’).
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Analyzing Debt to Assess a Firm’s Ability to Pay Its Liabilities

3. Calculate the Ratio

Total Liabilities

Debt-to-Equity Ratio = : -
Total Stockholders’ Equity

{in millions exeent ner share amounts) 2010 2009

LIABILITIES AND SHAREHOLDERS' EQUITY
Total Liabilities 22,406

Total Common Shareholders’ Equity 16,908

Debt-to-Equity Ratic

Income Befor~ '~*~~~+and Tax
Interest expense

Times Interest Earned Ratio =

{In millions except per share amounts) 2010 2009
Net Revenue $57,838 $43,232
Cost of sales 26,575 20,099
Selling, general and administrative expenses 22,814 15,026
Amortization of intangible assets 117 63
Operating Profit 8,332 8,044
Bottling equity income 73R 365
Interest expense (397)
Interest income 67
Income Before Income Taxes 8,079
L | L]

Times Interest Earned Ratio -
$903
4. Compare the Ratio with Others
PepsiCo’s debt-to-equity ratio and times interest carned ratio should be compared to
those of prior vears and to those of companics in the same industry.

PepsiCo Coca-Cola
2010 2009 2010 2009
Debt-to-equity ratio 219 1.33 1.34 0.94
Times interest earned ratio 10.12 21.35 45.93 36.93
-

5. Interpret the Results

PepsiCo and Coca-Cola are strong companies with a very safe balance of debt to equity.
PepsiCo’s debt-to cquity ratio increased considerably from 2009 to 2010, and Coca-
Cola’s also increased. Both companies have a small amount of interest obligations com-
pared to their income available to meet those obligations. PepsiCo has 10.12 times more
income than its interest expense for 2010, while Coca-Cola has 45.93. These ratios indi-
cate that the creditors for both companies are confident thar each company will be able
to mect its interest obligations on its long-term debt.

511
































































































An Overview of Stockholders' Equity

Equity category with a list of the firm’s contributed capital. In some cases, there are two
categories of stock: common stock and preterred stock. (The latter is discussed later in this
chapter.) Common stock normally carries voting rights. The common stockholders clect
the corporation’s oflicers and establish its bylaws and governing rules. Corporations often
have more than one type of common stock, each with different rights or terms.

It is important to determine the number of shares of stock for
cach stock account. Corvorate balance sheets revort the number of shares in three cate-
gorices anc

To become incorporated, a business must develop articles of incorporation and
apply to the proper state authoritics for a corporate charter. The corporation must spec-
iy the maximum number of shares that it will be allowed to issue. This maximum num-
ber of shares is called the awuthorized stock. A corporation applies for authorization to
issue many more shares than it will issue immediately to allow for future growth and
other events that may occur over its long life. For example, Southwest Airlines has
2,000,000,000 sharcs of common stock authorized, but onlv 807,611,634 shares had
been issued as of December 31, 2010.

The number of shares Zsszed indicates the number of shares that have been sold or
transferred to stockholders. The number of shares issued does not necessarily mean,
however, that those shares are currently outstanding. The term ousstanding indicates
shares actually in the stockholders” hands. Shares that have been issued by the corpora-
tion and then repurchased are counted as shares issued but not as shares outstanding,.
Quite often, corporations repurchase their own stock as treasury stock (explained in
more detail later in this chapter). Treasury stock reduces the number of shares outstand-
ing. The number of Southwest Airlines” shares of common stock outstanding at Decem-
ber 31, 2010, could be calculated as follows:

Number of shares issued 807,611,634
Less: Treasury stock 60,177,362
Number of shares outstanding 747,4°4 "7

The Stockholders’ Equity category
0T MAany DAKINCE $NCCTS IETers to an amount as the sar value of the stock. For example.
Sor
tra
the
bCL“u\m LIV 1L LAl MIIVUILILS B DLULRA 1D DURLL L IO LidLL pdl. 1 HUTCOre, par vaiuc
does nor indicare the
on the n v
ments. A company’s legal requirement depend:
do not require corporations to indicate a par value; other states quuer corporations to
designate the of the stock. A stated Valuc is accounted for in the same man-
ner as a par vawue ana appears in the Stockholders® Equity category in the same manner
as a par value.

The amount of the par value is the amount that is presented in the stock account.
That is, the dollar amount in a firm’s stock account can be calculated as its par value per
share times number of shares issued. For Southwest Airlines, the dollar amount appear-
ing in the Common Stock account can be calculated as follows:

1 ! ' et that ic Ahtaimad aordhae #lha aeael In a1l

$1 Par Value per Share X 807,611,634 Shares Issued = $807,611,634 million
(rounded to $808 million on the balance sheet Balance in the Common Stock Account

The dollar amounts of the stock accounts in the
drocknolaers  Lquity category do not indicate the amount that was reccived when the
stock was sold to stockholders. The Common Stock and Preferred Stock accounts indi-
cate only the par value of the stock. When stock is issued for an amount higher than the
par value, the excess is reported as Several difterent titles

| nmerina 9012
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1ne maximum number of shares a
corporation may issue as indicated
in the corporate charter.

Ine numper ot snares sold or
distributed to stockholders.

e Huvel ol stidres 1Issued less
the number of shares held as
treasury stock.

STUDY TIP

amount that represents
dital of the firm.

roe arnigdiit received Ul uie
issuance of stock in excess of the
par value of the stock.

Alternate term: Paid-in capital in
excess of par.
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A pusiness owned by two or more
individuals that has the
characteristic of unlimited liability.

Specimes now much e owners will
invest, what their salaries will be,
and how profits will be shared.

Chapter 11 Stockholders’ Equity

The Owner’s Equity section of the balance sheet for Peter Tom Company consists of
one account, the capital account, calculated as follows:

Beginning balance, Jan.1, 2012 $ 0
Plus: Investments 10,000

Net income 4,000
Less: Withdrawals {6,000}
Ending balance, Dec. 31, 2012 $ R’ 0NN

MOSt partnerships are farky smail DUSINECSSCS TOTMCA WICTT HIAIVIAURDS COHTULIC LU Capt-
tal and managerial talents for a common business purpose. Other partnerships are large,
national organizations. For example, the major public accounting firms are very large,
national companies but are organized in most states as partnerships.

Partnerships have characteristics similar to those of sole proprictorships. The follow-
ing are the most important characteristics of partnerships:

1.  Unlimited hability

e Tegally, the assets of the business are not separate from the partners’ personal
asscts.

e Each partner is personally liable for the debts of the partnership.

e Creditors have a legal claim first to the assets of the partnership and then to the
assets of the individual partners.

2. Limited life

» Corporations have a scparate legal existence and an unlimited life; partnerships
do not. The life of a partnership exists only so long as the contract between the
partners 1s valid.

e The partnership ends when a parter withdraws or a new partner is added. A
new partnership must be created for the business to continue.

3. Not taxed as a separate entity

e DPartnerships are subject to the same tax features as sole proprietorships.

e The partnership itself does not pay federal income tax. Rather, the income of the
partnership is treated as personal income on cach of the partners’ individual tax
returns and is taxed as personal income.

¢ All parmership income is subject to federal income tax on the individual partners’
returns cven if it is not distributed to the partners.

e A varicty of other factors affects the tax consequences of partnerships versus the
corporate form of organization. Those aspects are quite complex and bevond the
scope of this text.

A partnership is based on a It is verv important that the part-
ners agree in writing about all aspects of the partnership. The agreement should detail
items such as how much capital cach partner is to invest, how much time cach partner is
expected to devote to the business, what the salary of cach partner is, and how income
of the partnership is to be divided. It a partnership agreement is not present, the courts
mayv be forced to settle disputes between partners. Thercefore, the partners should de-
velop a partnership agreement when the firm is first established and review the agree-
ment periodically to determine if changes are necessary.












































































































Cash Flows and Accrual Accounting

All external parties have an interest in a company’s cash flows.

o Stockholders need some assurance that enough cash is being generated from opera-
tions to pay dividends and to invest in the company’s future.

e Creditors want to know if cash from operations is suthicient to repay their loans
along with interest.

This chapter will show vou how to read, understand, and prepare the statement
of cash flows, which is perhaps the kev financial statement for the survival of cevery
business.

The borrom line is a term used many different ways in today’s socicety. “I wish politi-
cians would cut out all of the rhetoric and get to the bottom line.” ““The bottom lince is
that the manager was fired because the team wasn’t winning.” ““Our company’s bottom
line is twice what it was last vear.” This last use of the term, in reference to a company’s
net income, 1s probably the way in which botrom line was first used. In recent years, man-
agers, stockholders, creditors, analysts, and other users of financial statements have
become more wary of focusing on any onc number as an indicator of a company’s overall
performance. Most experts now agree that there has been a tendency to rely far too
heavily on net income and its companion, carnings per share, and in many cases to
ignore a company’s cash tflows. As you know by now from your study of accounting, you
can’t pay bills with net income; vou need cash!

To understand the difference between a company’s bottom line and its cash flow,
consider the case ot in its 2011 fiscal vear. Best Buy reported net carnings
(income) of §1,366 miuion. However, as shown in the chapter opener, during this same
time period, its cash actually decreased by §723 million. How is this possible? First, net
income is computed on an accrual basis, not a cash basis. Second, the income statement
primarily reflects events related to the operating activitics of a business, that is, selling
products or providing services.

A company’s cash position can increase or decrease over a period, and it can report a
net profit or a net loss. I vou think about it, one of four combinations is possible:

1. A company can report an increase in cash and a net profit.
2. A company can report a decrease in cash and a net profit.
3. A company can report an increase in cash and a net loss.
4. A company can report a decrease in cash and a net loss.

Exhibit 12-1 illustrates this point by showing the performance of four companics,

including Best Buy. s the only one of the four companies that improved its cash
position and rcported a net profit. Best Buy reported a net profic but saw its cash
decline. reported a net loss but improv
exnerienced a net loss and saw its cash decline.

not nece c

vear :

¢ other major financial
statements. It summarizes the operating, investing, and financing activitics of a business
over a period of time. The balance sheet summarizes the cash on hand and the balances
in other asscts. liabilitics. and owners? cauity acconnts. nrovidine a snanshor ar a aecifie
wr
5t
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Understand the concept of
cash tlows and accrual account-
ing, and explain the purpose of a
statement of cash flows.

Ine mnancial statement tnat
summarizes an entity’s cash
receipts and cash payments during
the period from operating, investing,
and financing activities.






Cash Flows and Accrual Accounting

Fox River Realty
Comparative Balance Sheets
December 31

2012 2011

Cash $ 50,000 $ 150,000
Plant and equipment 600,000 350,000
Accumulated depreciation TR0 NNQ) (100,000}
Total assets @k nnn % 400,000
Notes payable $ 100,000 $ 150,000
Common stock 250,000 200,000
Retained earnings rEnann __mnnan
Total equities W I i $ 400,000

Where Did the Cash Go? At first glance, the owner is surprised to see the significant
decline in the Cash account. She immediately presses the accountant for answers. With such
a profitable year, where has the cash gone? Specifically, why has cash decreased from
$150,000 to $50,000 even though income rose from $100,000 in the first year to $250,000 in
the second year?

The accountant points out that income on a cash basis is even higher than the reported
$250,000. Because depreciation expense is an expense that does not use cash (cash is used
when the plant and equipment are purchased, not when they are depreciated), cash provided
from operating activities is calculated as follows:

Net income $250,000
Add back: Depreciation expense 50,000
Cash provided by operating activities 00000

Further, the accountant reminds the owner of the additional $50,000 that she invested in the
business during the year. Now the owner is even more bewildered: with cash from operations
of $300,000 and her own infusion of $50,000, why did cash decrease by $100,000? The
accountant refreshes the owner's memory about three major outflows of cash during the
year. First, even though the business earned $250,000, she withdrew $150,000 in dividends
during the year. Second, the comparative balance sheets indicate that notes payable with the
bank were reduced from $150,000 to $100,000, requiring the use of $50,000 in cash. Finally,
the comparative balance sheets show an increase in plant and equipment for the year from
$350,000 to $600,000—a sizable investment of $250,000 in new long-term assets.

Statement of Cash Flows To summarize what happened to the cash, the accountant pre-
pares a statement of cash flows, shown below.

Fox River Realty
Statement of Cash Flows
For the Year Ended December 31, 2012

Cash provided (used) by operating activities

Net income $ 250,000
Add back: Depreciation expense 50,000
Net cash provided {used) by operating activities $30n 0N
Cash provided (used) by investing activities

Purchase of new plant and equipment $(orn nng)
Cash provided (used) by financing activities

Additional investment by owner $ 50,000
Cash dividends paid to owner {150,000)
Repayment of notes payable to bank __ =" 000)
Net cash provided (used) by financing activities $1150,000)
Net increase (decrease) in cash $(100,000)
Cash balance at beginning of year 150,000
Cash balance at end of year $ 50,000

(Continued)
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How the Statement of Cash Flows |s Put Together

Next, consider this refinement of the equation:

Assets = Liabilities + Stockholders' Equity
r
Cash Current liabilities
+ +
Noncash current Long-term
assets = liabilities
+ +
Long-term assets Capital stock
+
Retained earnings

~
-

The cquation can be rearranged so that only cash is on the left side and all other

items are on the right side:

Cash Current liabilities
+
Long-term liabilities
+
Capital stock

= +
Retained earnings

Noncash current assets

Long-term assets

L

Theretore, any changes in cash must be accompanied by a corresponding change in the
right side of the equation. For example, an increase or inflow of cash could result from
an increase in long-term liabilities in the form of issuing bonds payable, an important fi-
nancing activity for many companies. Or an increase in cash could come from a decrease
in long-term assets in the form of a sale of fixed assets. The various possibilities for
inflows (+) and outflows () of cash can be summarized by activity as follows:

Activity Left Side Right Side Example
Operating
¢ Cash Noncash current assets Collect accounts receivable
— Cash + Noncash current assets Prepay insurance
+ Cash ¢+ Current liabilities Collect customer’s deposit
Cash Current liabilities Pay suppliers
+ Cash + Retained earnings Make a cash sale
Investing
+ Cash Long-term assets Sell equipment
Cash + Long-term assets Buy equipment
Financing
+ Cash + Long-term liabilities Issue bonds
— Cash Long-term liabilities Retire bonds
+ Cash + Capital stock Issue capital stock
Cash Capital stock Buy capital stock
Cash Retained earnings Pay dividends

Those examples show that inflows and outtlows of cash relate to increases and
decreases in the various balance sheet accounts. We now turn to analyzing these
accounts as a way to assemble a statement of cash flows.
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How the Statement of Cash Flows s Put Together

inventory sold was $8,000 more than the purchases of the period. Another way to look at
this is as follows:

Beginning inventory $ 92,000
+ Purchases X
Cost of goods sold _{pannan
Ending inventory @ vqnnn

Solving for X, we can find purchases:

$92,000 + X — $390,000 = $ 84,000
X = $382 ")

Note from Exhibit 12-9 that Accounts Pavable increased during the vear by §7,000. Thes
means that Julian’s purchases were $7,000 sove during the period thaw its cash pavicnts.
Thus, cash payments must have been $382,000 - $7,000, or $375,000. Another way to
look at this is as follows:

Beginning accounts payable $ 31,000
+ Purchases 382,000
Cash payments (X)
Ending accounts payable ® 2”000

Solving for X, we can find cash pavments:
$31,000 4 $382,000 — X — $ 38,000
X = $375,000

At this point, we indicate in the schedule in Exhibit 12-10 that the cash pavments for in-
ventory total $375,000.

The
GvnUM LA IO LBLOU U UG HICUIC SGULCTTICTIT T EXNIDIC 12-3 1 salaries and wages of
$60,000. However, did Julian pay this amount to emplovees during the vear? The an-

swer can be found by examining the Salaries and Wages Pavable account in the balance
sheer in Exhibit 12-9. From the balance sheet, we note that the liability account
decreased by $2,000, from $9,000 to $7,000.

This means that the amount of cash paid to cmplovees was $2,000 more than the
amount of cxpense accrucd. Another way to look at the cash pavments of $60,000 +
$2.,000, or $62,000, is as follows:

Beginning salaries and wages payable $ 9,000
t Salaries and wages expense 60,000
Cash payments to employees (X)
Ending salaries and wages payable o7 100

Solving for X, we can find cash payments:

$9,000 + $60,000 - X =% 7,000
X — $62,000

As vou can see in Exhibit 12-10, the cash paid of $§62,000 appears as a cash outtlow in
the Schedule of Cash Flows trom Operating Activitics.

The next item on the income statement is depreciation of
suLwuvy. Leprectanon or angible long-term assets, amortization ot intangible assets,
and depletion of natural resources are ditferent from most other expenses in that they
have no effect on cash flow. The only related cash flows are from the purchase and sale
of these long-term assets, and these are reported in the Investing Activities section of the
statement of cash flows, Thus, depreciation is not reported on the Schedule of Cash
Flows from Operating Activities when the direct method is used.
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Chapter 12 The Statement of Cash Flows

According to the income
statement m EXNIDIT 1£-8, junan recoraca msuraiee capense of $12,000 during 2012.
This amount is not the cash pavments for insurance, however, because Julian has a
Prepaid Insurance account on the balance sheet. Recall from Chapter 4 that as a com-
pany buys insurance, it increases its Prepaid Insurance account. As the insurance expires,
this account is reduced and an expense is recognized. Note from the balance sheet in
Exhibit 12-9 that the Prepaid Insurance account decreased during the period by $6,000,
from $18,000 to S12,000. This means that the amount of cash paid for insurance was
$6,000 ﬁg_ than the gmount of expense recognised. Thus, the cash pavments must
have been $12,000 - 6,000, or $6,000. Another wayv to look at the cash payments is as
follows:

Beginning prepaid insurance $ 18,000
+ Cash payments for insurance X
- Insurance expense (12,000)
—= Ending prepaid insurance $ 12,000

Solving tor X, we can find the amount of cash paid:

$18,000 + X — $12,000 = $12,000
X =% 6,000

Note the cash outflow of $6,000 as entered in Exhibit 12-10 in the Schedule of Cash
Flows from Operating Activities.

The amount of interest expense reported on the income state-
ment s 5 1o,0uy. secause the balance sheet does not report an accrual of interest owed but
not vet paid (an Interest Pavable account), we know that $15,000 is also the amount of
cash paid. The schedule in Exhibit 12-10 reflects the cash outflow of §15,000 for interest.

Whether interest paid is properly classificd as an operating activity is subject to con-
siderable debare. The FASB decided in favor of classification of interest as an operating
activity because, unlike dividends, it appears on the income statement. This, it was
argucd, provides a direct link between the statement of cash flows and the income state-
ment. Many argue, however, that it is inconsistent to classify dividends paid as a financ-
ing activity but interest paid as an operating activity. After all, both represent returns
paid to providers of capital: interest to creditors and dividends to stockholders.

The income state-
ment i EXMIDIT 12-3 rePOrts MCome tix CApEHse ot vou,uuy. vre adOW, however, that
this is not neeessarily the amount paid to the government during the vear. In fact, note
the increase in the Income Taxes Payable account on the balance sheets in Exhibit 12-9.
The Hability increased by $3,000, from 85,000 to $8,000. This means that the amonnt
of cash paid ro the government in taxes was $3,000 less than the amonnt of expense accrucd.
Another way to look at the cash payments of $50,000 — $3,000, or $47,000, is as
tollows:

Beginning income taxes payable $ 5,000
+ Income tax expense 50,000
Cash payments for taxes (X)
= Ending income taxes payable $ 8,000

Solving for X, we can tind the amount of cash paid:
$5,000 + $50,000 - X — $ 8,000
X = $47,000
As vou can sce by examining Exhibit 12-10, the cash payments for taxes is the last item
on the Schedule of Cash Flows from Operating Activitics.

A $3,000 loss on the retirement of bonds is
reported as the fast item under expenses and losses on the income statement in









How the Statement of Cash Flows Is Put Together

the sale of a machine with an original cost ot $35,000. An analvsis of the Property and
Equipment account contirms this amount:

Beginning property and equipment $280,000
+ Acquisitions 75,000
— Disposals (X)
— Ending property and equipment $320,000

Solving tor X, we can find the cost of the fixed assets sold during the vear:

$280,000 + $75,000 — X = $320,000
X =% 35,000

The additional information also indicates that the book value of the machine sold was
$20,000. This means that it the original cost was $35,000 and the book value was
$20,000, the Accumulated Depreciation on the machine sold must have been $35,000 —
$20,000, or $15,000. An analysis similar to the one we just looked at for Property and
Equipment confirms this amount:

Beginning accumulated depreciation $ 75,000
-+ Depreciation expense [entry (i)] 40,000
- Accumulated depreciation on assets sold (X}
— Ending accumulated depreciation £100,000

Solving for X, we can find the accumulated depreciation on the assets disposed ot during
the vear:

$75,000 + $40,000 — X = $100,000
X =$§ 15,000

Finally, we are told in the additional information that the machine was sold for $25,000.
If the selling price was $25,000 and the book value was $20,000, Julian reports a goin on
the sale of $5,000, an amount that is confirmed on the come statement in Exhibir 12-8.
To summarize, the machine was sold for $25,000, an amount that ¢xceeded its book
value of $20,000, thus generating a gain of $5,000. The cash inflow of $25,000 is

entered on the Schedule of Cash Flows from Investing Activities in Exhibic 12-12.

These activities generally involve long-term liabilities and stockholders” equity. First, we
consider Julian’s two long-term liabilities: Notes Pavable and Bonds Payable; then, the
two stockholders” cquity accounts: Capital Stock and Retained Earnings.

Recall that item 2 in the additional information reported that Julian
purchased land m exchange for a $50,000 note pavable. This amount is confirmed on
the balance sheets, which show an increase in notes pavable of $50,000, trom $35,000
to $85,000. In the discussion of investing activities, we already entered this transaction
on a supplemental schedule of noncash activitics because it was a significant financing ac-
tivity but did not involve cash.

The balance sheets in Exhibit 12-9 report a decrease in bonds pay-
aple or »o0U,uuY, trom $260,000 to $200,000. ltem 5 in the additional information in
Exhibit 12-9 indicates that bonds with a tace value of $60,000 were retired by paving
$63,000 in cash. The book value of the bonds retired is the same as the tace value of
560,000 because there is no unamortized discount or premium on the records. When a
company s to pay more in cash ($63,000) to settle o debt thasn the book value of the debr
($60,000), it reports o loss. Recall the $3,000 loss reported on the income statement in
Exhibit 12-8. For purposes of preparing a statemient of cash flows with the direct
method, however, the important amount is the $63,000 in cash paid to retire the bonds.
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The Use of Cash Flow Information 633

If the proposals in a joint project ot the FASB and the IASB are adopted, tinancial
statements would look significantly different than thev do today. The two groups
are looking specifically at how the three major financial statements—the statement
of financial position, the statement of comprehensive income, and the statement of
cash flows—could be constructed to be more uscful. The project focuses specifically
on the organization and presentation of information in the financial statements.

One of the two major concerns of the groups is cohesivencss, that is, how the
items on cach of the financial statements relate to one another. The consensus is tha
currently constructed, items are not cohesive across the statements. For example,
major sections on a balance sheet, or statement of financial position, are asscts, liabili
and cquity. Yet, a statement of cash flows presents information in three completely
ferent sections: operating, investing, and financing. It the current proposal is adop
the balance sheet of the future would have sections similar to what are currently ¢
statement of cash tlows, with operating and investing subcategorics within a business
tion, and debt and equity subcategories within a financing section.

Another of the most important changes under the proposal is that companies we
be required to use the direct method in the Operating Activities section of the statern
of cash tlows. Both the FASB and the IASB currently state a strong preference for
direct method, bur allow companies to use the indirect method. So not only might
balance sheet look significantly different in the future, but the statement of cash fl
for a vast majority of companies would also have a very difterent appearance in the O
ating scction, reflecting the cash receipts and cash pavments for the period.

Source: “Financial Statement Presentation,™ Staft Draft of Exposure Draft, July 2010, International Acce
ing Standards Board and Financial Accounting Standards Board.

]

cash flow information
to help analvze a companv.

The statement ot cash tlows is a critical disclosure to a company’s investors and creditors.
Many investors tocus on cash flow from operations rather than net income as their key
statistic. Similarly, many bankers are as concerned with cash tlow from operations as they
are with net income because they care about a company’s ability to pay its bills. There is
the concern that accrual accounting can mask cash flow problems. For example, a com-
pany with smooth carnings could be building up accounts receivable and inventory. This
may not become evident until the company is in deep trouble.

The statement of cash tlows provides investors, analysts, bankers, and other users
with a valuable starting point as they attempt to evaluate a company’s financial health.
Theyv pay particular attention to the relatdonships among various items on the statement,
as well as to other financial statement items. In fact, many large banks have their own
cash flow models, which tvpically involve a rearrangement of the items on the statement
of cash tlows to suit their needs. We now consider two examples of how various groups
use cash flow information.

DAKULS AU OUICT CredItors are especially concerned with a company’s ability to meet its
principal and interest obligations. Cash flow adequacy s a measure mtended to help v
fiits fegard.” It gauges the cash that a company has available to meer future debt obliga-
tons Mng taxes and interest costs and_making capital cxpcllaiittlrcLliccatlsc

* An article appearing in the January 10, 1994, edition of The Walil Street Journal reported that Fitch Investors Service
Inc. has published a rating system to compare the cash flow adequacy of companies that it rates single-A in its credit
ratings. The rating system is intended to help corporate bond investors assess the ability of these companies to meet
their maturing debt obligations. Lee Berton, "Investors Have a New Tool for Judging Issuers’ Health: ‘Cash-Flow Ade-
quacy.”' p. C1. -
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The Use of Cash Flow Information

2. Gather the Information from the Financial Statements

e Total cash from operating activities: From the statement of cash flows
e Neccessary capital expenditures: From the statement of cash flows

o Average debt maruring over next five vears: From the note disclosures

3. Calculate the ratio

Cash Flow Adequacy =

Cash Flow from Operating Activities — Capital Expenditures

4. Compare the Ratio with Others

Best Buy’s cash flow adequacy may be compared to that of prior vears and to that of

companies of similar size in the same industry.

Best Buy Radio Shack
Year Ended Year Ended Year Ended
February 26, December 31, December 31,
2011 2010 2009
Cash Flow Adequacy 2.1 0.5 1.2

5. Interpret the Results

Best Buy’s ratio decreased in the most recent year; however, the ratio in both years indi-
cates that the company’s cash tlow was suflicient to repay its average annual debt over
the next five vears. Radio Shack’s ratio was also higher in the prior vear than it was in the

current vear.
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Chapter 12 The Statement of Cash Flows

1. Long-term investments were purchased for $30,000. Because this transaction
required the use of cash, it is entered in parentheses in the Investing column and in
the Changes column as an addition to the Long-Term Investments account.

2. Land was acquired by issuing a $50,000 note pavable. This transaction is entered on
two lines on the work sheet. First, $50,000 is added to the Changes column for
Land and as a corresponding deduction in the Noncash column (the last column on
the work sheet). Likewise, $50,000 is added to the Changes column for Notes Pay-
able and to the Noncash column.

3. Item 3 in the additional information indicates the acquisition of equipment for
$75,000. This amount appears on the work sheet as an addition to Property and
Equipment in the Changes column and as a deduction (cash outflow) in the Inves-
ting column.

4. A machine with an original cost of $35,000 and a book value of $20,000 was sold
for $25,000, resulting in four entries on the work sheet. First, the amount of cash
received, $25,000, is entered as an addition in the Investing column on the line tor
property and cquipment. On the same line, the cost of the machine, $35,000, is
entered as a deduction in the Changes column. The difference between the cost of
the machine, $35,000, and its book value, $20,000, is its accumulated depreciation
of $15,000. This amount is shown as a deduction from this account in the Changes
column. Because the gain ot $5,000 is included in net income, it is deducted in the
Operating column (on the Retained Earnings line).

5. Bonds with a face value of $60,000 were retired by paving $63,000 in cash, result-
ing in the entry of three amounts on the work sheet. The tace value of the bonds,
$60,000, is entered as a reduction ot Bonds Pavable in the Changes column. The
amount paid to retire the bonds, $63,000, is entered on the same line in the Finance-
ing column. The loss of $3,000 is added in the Operating column because it was a
deduction to arrive at net income.

6. Capital stock was issued for $25,000. This amount is entered on the Capital Stock
line under the Changes column (as an increase in the account) and under the Fi-
nancing column as an inflow.

7. Dividends of $67,000 were paid. This amount is entered as a reduction in Retained
Earnings in the Changes column and as a cash outflow in the Financing column.

Step 3: Because the indirect method is being used, net income ot $120,000 for the pe-
riod is entered as an addition to Retained Earnings in the Operating column of the work
sheet [entry (8)]. The amount is also entered as an increase (in parentheses) in the
Changes column.

Step 4: Anv noncash revenues or expenses are entered on the work sheet on the appro-
priate lines. For Julian, depreciation expense of $40,000 is added (in parentheses) to
Accumulated Depreciation in the Changes column and in the Operating column. This
entry is identitied on the work sheet as entry (9).

Step 5: Each ot the changes in the noncash current asset and current liabiliry accounts is
entered in the Changes column and in the Operating column. These entrics are identi-
fied on the work sheet as entries (10) through (15).

Step 6: Totals are determined for the Operating, Investing, and Financing columns and
entered at the bottom of the work sheet. The total for the final column, Noncash Activ-
itics, of S0, is also entered.

Step 7: The net cash inflow (outtiow) for the period is determined by adding the totals
of the Opcrating, Investing, and Financing columns. For Julian, the net cash onflow is
$11,000, shown as entry (16) at the bottom of the statement. This same amount is then
transferred to the line for Cash in the Changes column. Finally, the total of the Changes
column at this point should net to S0.


















































































































Precautions in Statement Analysis

Recognition of the aceeptable alternatives is especially important in comparing two
or more companies. Changes in accounting methods, such as a change in the deprecia-
tion method, also make comparing results for a given company over time more dithicult.

UsCrs of nnancial statements often place too much emphasis on summary indicators and
key ratios such as the current ratio and the carnings per share amount. No single ratio is
capable of telling the user evervthing there is to know about a particular company. The
calculation of various ratios for a company is only a starting point. One technique dis-
cussed is the comparison of ratos for ditferent periods of time. Has the ratio gonce up or
down from last year? What is the percentage of increase or decrease in the ratio over the
last five years? Recognizing trends in ratios is important when analyzing any company.

The potential investor also must recognize the need to compare one company with
others in the same industry. For example, a particular measure of performance may cause
an investor to conclude that the company is not operating efhiciently. Comparison with
an industry standard, however, might indicate that the ratio is normal for companies in
that industry. Various organizations publish summaries of selected ratios organized by
industry for a sample of U.S. companics.

Although industry comparisons arc useful, caution is necessary in interpreting the
results of such analyses. Few companies in today’s cconomy operate © g single industry.
Exceptions exist, but most companics cros, «wie boundarics of a sigle industry. Cosn-

. . . —_
glomerates, companics operating in more than one industry, present a special challenge

T ——— I ~ - . . . ey
to the analyst. Also, it is not unusual to find companies in the same industry using difter-

. . . . . Srer———
ent inventory valuagiop techniques or depreciation methods.

. - s —— —— . .

Finally, many corporate income statemclis wofdin nonoperating items such as
extraordinary items and gains and losses from discontinued operations. When these items
exist, the reader must exercise extra caution in making compansons. To assess the future
prospects of a group of companics, you may want to compare income statements sefore
taking into account the ettects these items have on income. ‘

Intlation, or an ncrease in the level of prices, 1s another important consideration in ana-
lyzing financial statements. The statements, to be used by outsiders, are based on histori-
cal costs and are not adjusted for the cffects of increasing prices. For example, consider
the following trend in a company’s sales for the past three years:

2012 2011 2010

Net sales $121,000 $110,000 $100,000

As measured by the actual dollars of sales, sales have increased by 10% cach vear.
Caution is necessary in concluding that the company is better oft in cach succeeding vear
because of the increase in sales dollars. Assume, for example, that 2010 sales of
$100,000 arc the result of selling 100,000 units at $1 cach. Are 2011 sales of $110,000
the result of selling 110,000 units at S1 cach or of selling 100,000 units at $1.10 cach?
Although on the surface knowing which result accounts for the sales increase mayv seem
unimportant, the answer can have significant ramifications. If the company found it nec-
essary to increase selling price to $1.10 in the face of increasing costs, it may be no better
off than it was in 2010 in terms of gross profit. On the other hand, if the company is able
to increase sales revenue by 10% based primarily on growth in unit sales, its performance
would be considered stronger than it the increase were due merelv to a price increase.
Published financial statements are stated in historical costs and theretore have not been
adjusted for the cffects of inflation.
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Comparative statements of cash tlows for Henderson are shown below.

Henderson Company
Comparative Statements of Cash Flows
For the Years Ended December 31, 2012 and 2011
(all amounts in thousands of dollars)

Increase (Decrease)

2012 2011 Dollars Percent
Net Cash Flows from Operating Activities
let income $ 1,720 $ 2,300 $ (580) (25)%
Adjustments:
Depreciation expense 350 300
Changes in:

Accounts receivable (1,000) 500

Inventory (2,000) (300)

Prepaid insurance 50 50

Accounts payable 1,750 (200)

Taxes payable 2nn NN
Net cash provided by operating activities Unfavorable $(1,880)
Net Cash Flows from Investing Activities
Purchase of buildings $(1,500) $(2,000) $ (500) (25)%
Net Cash Flows from Financing Activities
Repayment of notes $ (200) $ (200) 0 0
Retirement of bonds (100) (100) 0 0
Cash dividends—preferred (50) (50) 0 0
Cash dividends—common (250) (250) 0 0
Net cash used by financing activities $ (600) $ (600) 0 0
Net increase (decrease) in cash $ (1,030} $ 350
Beginning cash balance 1,350 1,000
Ending cash balance $ 320 $ 1,350
Supplemental Information
Interest paid $ 140 $ 160
Income taxes paid $ 940 $ 1,440

Note: Referenced amounts are boldfaced for convenience.

= Cengage Learing 2013

Henderson's financing activities remained constant over the two-year period. Each year, the
company paid $200,000 on notes, another $100,000 to retire bonds, and $300,000 to stock-
holders in dividends. Cash outflow from investing activities slowed down somewhat in 2012
with the purchase of $1.5 million in new buildings compared with $2 million the year before.

The most noticeable difference between Henderson's statements of cash flows for the two
years is in the Operating Activities section. Operations jenerated almost $2 million less in
casn in 2012 than in 2011 ($1.07 million in 2012 versus $2.95 million in 2011). The decrease
ir  1etincome was partially responsible for this reduction in cash from operations. However,
the increases ir iccounts receivable anc nventory in 2012 had a significant impact on
the decrease in cash generated from operating activities.
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Chapter 13 Financial Statement Analysis

"Two ratios were discussed in the last section: the gross profir ratio and the profit margin
ratio. A ratio is simply the relationship, normally stated as a percentage, between two fi-
nancial statement amounts. This section considers a wide range of ratios that manage-
ment, analysts, and others use for a varicty of purposcs. The ratios are classified in three
main categories according to their use in performing (1) Hquidity analvsis, (2) solvency
analvsis. and 1 3) profitability analysis, —

is a relative measure of the nearness to cash of the assets and liabilities of a
company. Nearness to cash deals with the length of time before cash is realized. Various
ratios are used to measure liquidity, and they concern basically the company’s ability to pay
its debts as they come due. Recall the distinction between the current and long-term classi-
fications on the balance sheet. Current assets are assets that will be converted into cash
consumed within one vear or within the operating, G cvcle is longer thaim one vear.
The operating cycle tor a manufacturing company is the lengeh of time between the pur-
chase of raw materials and the eventual collection of any outstanding account receivable
from the sale of the product. Current liabilities are a company’s obligations that require the
usc of current assets or the creation of other current liabilities to satisty the obligations.

The nearness to cash of the current assets is indicated by their placement on the bal-
ance sheet. Current asscts are listed on the balance sheet in descending order of their
nearness to cash. Liquidity is, of course, a matter of degree, with cash being the most lig-
uid of all asscts. With few exceptions, such as prepaid insurance, most current assets are
convertible into cash. However, accounts receivable is closer to being converted into
cash than is inventory. An account receivable need only be collected to be converted to
cash. An item of inventory must first be sold; then assuming that sales of inventory arce
on account, the account must be collected before cash is realized.

:ess of current assets over current liabilities at a point in time:

Working Capital = Current Assets — Current Liabilities

Reference to Henderson’s comparative balance sheets in Example 13-1 indicates the
following:

December 21

2012 2011
Current assets $10,720,000 $8,800,000
Current liabilities 7,250,000 5,500,000
Working capital $ 3,470 000 $3,300 00N

The management of working capital is an extremely important task for any business. A com-
parison of Henderson's working capital at the end of each of the two years indicates a slight
increase in the degree of protection for short-term creditors of the company. Management
must strive for the ideal balance of current assets and current liabilities. However, working
capital is limited in its informational value. It reveals nothing about the composition of the cur-
rent accounts. Also, the dollar amount of working capital may not be USETUl for comparison

with Other companies of different sizes in the same industry. Working capital of $3,470,000

w
&
bl

=3
>

may be adequate for Henderson Company, but it might signal impending bankruptcy for a
much larger company.
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Chapter 13 Financial Statement Analysis

Management needs to be concerned with both the collectibility of an account as it
ages and the cost of funds tied up in receivables. For example, a $1 million average re-
ccivable balance that requires an additional month to collect suggests that the company
is forgoing $10,000 in lost profits assuming that the moncey could be reinvested in the
business to carn 1% per month, or 12% per vear.

A similar sct of ratios can be caleulated to analyze the efficiency in managing inventory.
The is as follows:

Cost of Goods Sold

Average Inventory

Inventory Turnover Ratio =

The inventory turnover ratio for each of the two years for Henderson is as follows:

2012 201
"7 700,000 — 4.8times ——— = 54times
($4,750,uvu 1 $2,750,000)/2 (92,790,000 1 2,40u,000)/2

Henderson was slightly more efficient in 2011 in moving its inventory. The number of “turns”’
each year varies widely for different industries. For example, a wholesaler of perishable fruits
and vegetables may turn over inventory at least 50 times per year. An airplane manufacturer,
however, may turn over its inventory once or twice a year. What does the number of turns
per vear reveal about the average length of time it takes to sell an item of inventory? The

is an alternative measure of the company's effi-
ciency in managing inventory. It I1s the number of days between the date an item of inventory
is purchased and the date it is sold:

Number of Days in the Period

Number of Days’ Sales in Inventory =
Inventory Turnover

The number of days’ sales in inventory for Henderson is as follows:

2012 2011
DN A~ oo

YS 75days 298YS 67 days
4.5 1IMes o.a times

This measure can reveal a great deal about inventory management. An unusually
low turnover {and, of course, a high number of davs in inventory) may signal a large
amount of obsolete inventory or problems in the sales department, or it may indicate
that the company is pricing its products too high and the market is reacting by reducing
demand for the company’s products.

is the fength of time berween the purchase of mer-
chandise tor sale, assuming a retailer or wholesaler, and the eventual collection of the
cash from the sale. One method to approximate the number of days in a company’s
operating cvele involves combining two measures:

Cash-to-Cash Operating Cycle == Number of Days' Sales in Inventory
+ Number of Days' Sales in Receivables









Solvency Analysis

must also be concerned with the principal amount of loans maturing in the next year,
The second problem deals with the difference between the cash and accrual bases of
accounting. The numerator of the times interest carned ratio is not a measure of the cash
available to repay loans. Keep in mind the various noncash adjustments, such as deprecia-
tion, that enter into the determination of net income. Also, recall that the denominator
of the times interest carned ratio is a measure of interest expense, not interest payments.
The is a measure of the amount of cash that is gencerated
from operating activities during the vear and that is available to repay interest due and
any maturing principal amounts (i.c., the amount available to “serviee™ the debt):

Cash Flow from Operations Before interest and Tax Pavments
interest and Principal Payments

Debt Service Coverage Ratio =

Some analysts use an alternative measure in the numerator of this ratio called
EBITDA, which stands for carnings before interest, taxes, depreciation, and amortiza-
tion. Whether EBITDA is a good substitute for cash flow from operations before interest
and tax pavments depends on whether there were significant changes in current asscts
and current liabilities during the period. If significant changes in these accounts occurred
during the period, cash flow from operations before interest and tax pavments is a better
measure of a company’s ability to cover interest and debt pavments.

Lasn Tiow Trom operations IS avallable on the comparative statement of cash flows in Exam-
ple 13-3. As was the case with the times interest earned ratio, the net cash provided by
operating activities is adjusted to reflect the amount available before paying interest and
taxes.

The income statement in Example 13-2 reflects the expense for interest and taxes each year.
The amounts of interest and taxes paid each year are shown as supplemental information at
the bottom of the statement of cash flows in Example 13-3 and are relevant in computing the
debt service coverage ratio.

Any principal payments must be included with interest paid in the denominator of the debt
service coverage ratio. According to the Financing Activities section of the statements of cash
flows in Example 13-3, Henderson repaid $200,000 each year on the notes payable and
$100,000 each year on the bonds. The debt service coverage ratios for the two years are cal-
culated as follows:

2012
31,070,uuu + »14u,uuu + $y4u,00( 3 times
$140,000 + $200,000 + $100,000
2011
52 160,000 + » 1,449,000 _ g gg 1imes

$1ou,uvU | $200,000 + $100,000

Like Henderson’s times interest earned ratio, its debt service coverage ratio decreased during
2012. According to the calculations, however, Henderson still generated almost $5 of cash
from operations during 2012 to “cover” every $1 of required interest and principal pavments.

Une tial measure 15 usctul in assessine rhe solveney of a business. The

measurces a company’s ability to usc
operations to tnance 1ts acquisitions ot productive assets. To the extent that a company
is able to do this, it should rely less on external financing or additional contributions

 Cengage Leamirg 2013
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What was the cost to Henderson of cach of these sources? The cost of the money
provided by the preferred stockholders is clearly the amount of dividends ot $50,000.
The cost as a percentage is $50,000,/8500,000, or 10%. The average cost of the bor-
rowed money can be approximated by dividing the 2012 interest expense of $140,000
by the average of the notes payable and bonds payable ot $1,550,000. The result is an
average cost of these two sources of $140,000,/81,550,000, or approximately 9%.

The concept of refers to the practice of using borrowed funds and
amounts received from preterred stockholders in an attempt to carn an overall return
that is higher than the cost of these funds. Recall the rate of return on assets for 2012:
11.8%. Because this return is on an after-tax basis, it is necessary tor comparative
purposcs to convert the average cost of borrowed funds to an after-tax basis. Although
we computed an average cost for borrowed money of 9%, the actual cost of the
borrowed moneyv is 5.4% [9% x (100% - 40%)] after taxcs. Because dividends are nor
tax-deductible, the cost of the monev provided by preferred stockholders is 10%, as
calculated carlier.

Has Henderson successtully employed favorable leverage? That is, has it been able
to carn an overall rate of return on assets that is higher than the amounts that it must
pay creditors and preferred stockholders? Henderson has been successtul in using outside
money: neither of the sources must be paid a rate in excess of the 11.8% overall rate on
assets used. Henderson has also been able to borrow some amounts on an interest-free
basis. As mentioned earlier, the accounts payable and taxes pavable represent interest-
tree loans from suppliers and the government, although the loans are typically for a short
period of time, such as 30 davs.

In summary, the excess of the 21.7% return on equity over the 11.8% return on
assets indicates that Henderson’s management has been successtul in emploving lever-
age; that is, there is favorable leverage. Is it possible to be unsuccesstul in this pursuit;
that is, can there be unfavorable leverage? If the company must pay more for the
amounts provided by creditors and preferred stockholders than it can carn overall, as
indicated by the return on assets, there will, in fact, be unfavorable leverage. This may
occur when interest requirements are high and net income is low. A company would
likelv have a high debt-to-cquity ratio as well when there is unfavorable leverage.

ne of the most quoted statistics for publicly traded com-
panies. Stockholders and potential investors want to know what their share of profits is,
not just the total dollar amount. Presentation of profits on a per-share basis also allows
the stockholder to relate ecarnings to what he or she paid for a share of stock or to the
current trading price of a share of stock.
In simple situations, carnings per share is calculated as follows:

Net Income — Preferred Dividends
Weighted Average Number of Common Shares Outstanding

Earnings per Share —

Because Henderson had 1,000,000 shares of common stock outstanding throughout both
2011 and 2012, its EPS for each of the two years is as follows:

2012 2011
$1 777000 - $50.000 g4 g7 per share "7 700.000_ $50,000 g o per share
1,uuy,000 shares 1,000,000 shares

A number of complications can arise in the computation ot EPS, and the calcula-
tions can become exceedingly complex for a company with many ditferent types of
sccurities in its capital structure. These complications are bevond the scope of this book
and are discussed in more advanced accounting courses.



Profitability Analysis

rarnings per share 1s an important ratio for an investor because of'its relationship o divi-
dends and market price. Stockholders hope to carn a return by receiving periodic divi-
dends or evenrually selling the stock for more than they paid for it or both. Although
carnings are related to dividends and market price, the latter two are of primary interest
to the stockholder.

Mentioned carlier was the desire of investors to relate the earnings of the company
to the market price of the stock. Now that we have stated Henderson’s carnings on a
per-share basis, we can calculate the What market price is
relevant? Should we use the market price that the investor paid for a share of stock, or
should we use the current marker price? Because carnings are based on the most recent
evaluation of the company for accounting purposes, it scems logical to use current mar-
ket price, which is based on the stock market’s current assessment of the company.
Theretore, the ratio is computed as follows:

Price/Earnings Ratio = Curreht Market Price
Earnings per Share

Lo wiu Ui LTSI THalReC PHICE 101 ENUerson s common stock 1s $15 per share at the
end of 2012 and $18 per share at the end of 2011. The price/earnings ratio for each of the two
years is as follows:

2012 2011
SiEr e ) S8 pershee
$ 1.67 per share %2 .25 ner shara

Whart is normal for a P/E ratio? As is the case for all other ratios, it is difticult to gen-
cralize as to what is good or bad. The P/E ratio compares the stock market’s assessment
ot a company’s performance with the company’s success as reflected on the income state-
ment. A relatively high P/E ratio mav indicare that a stock is overpriced by the marker; a
P/E ratio that is relatively low could indicate rhat a stock is underpriced.

The P/E ratio is ofren thonehe e vy Deosealin™ of acompany’s carnings.
For example, assume that two companies have idenucal EPS ratos of 82 per share. Why
should investors be willing to pay $20 per share (or 10 times carnings) tor the stock of
one company but only $14 per share (or 7 times carnings) for the stock of the other
company? First, we must realize thar many factors in addition to the reported carnings of
the company attect market prices. General economic conditions, the outlook tor the par-
ticular industry, and pending lawsuits are just three factors that can affect the trading
price of a compamy’s stock. The difference in P/E ratios for the two companies may
reflect the market’s assessment of the accounting practices of the companies, however,
Assume that the company with a market price of $20 per share uses LIFO in valuing in-
ventory and that the company trading at $14 per share uses FIFO. The difference in pri-
ces may indicate that mvestors believe that even though the companies have the same
EPS, the LIFO company is “better off” because it will have a lower amount of taxes to
pay. (Recall that in a period of inflation, the use of LIFO results in more cost of goods
sold, less income, and theretore lower income taxes.) Finally, aside from the way invest-
ors view the accounting practices of ditferent companies, they also consider the fact that,
to a large extent, carnings reflect the use of historical costs, as opposed to fair market val-
ues, in assigning values to assets. Investors must consider the extent to which a com-
pany’s asscts are worth more than what was paid for them.

«2ngage Ledrirg 2015
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Two ratios are used to evaluate a companv’s dividend policies: the dividend pavout ratio
and the dividend vield ratio. The is the ratio of the common
dividends per share to the carnings per share:

Common Dividends per Share
Earnings per Share

Dividend Payout Ratio =

Example 13-2 indicates tnat Henaerson Paid DLOU,UUU 1 LUV Giviter itg woasn gomr,
with 1 million shares outstanding, $0.25 per share. The two payout ratios are as follows:

2012 2011
$0.20 15.0% $0.25 1119
$1.67 $2.25

Henderson’s management was faced with an important financial policy decision in 2012.
Should the company maintain the same dividend of $0.25 per share even though EPS dropped
significantly? Many companies prefer to maintain a level dividend pattern, hoping that a drop
in AParninas is onlv temoorarv.

is the ratio of common dividends per share ro the market price per share.

Dividend Yield Ratio — Common D«wAdends per Share
Market Price per Share

The yield to Henderson's stocknoIaers Wouia ve CalCuidied as uiuvws.

2012 2011
$0.25 1 $0.25 4 4
$15 $18

As shown, Henderson common stock does not provide a high yield to its investors. The rela-
tionship between the dividends and the market price indicates that investors buy the stock for
raacnne nthar than tha nerindic dividend return.

The dividend yield is very important to investors who depend on dividend checks to
pay their living expenses. Utility stocks are popular among retirees because these shares
have dividend vields as high as 5%. That is considered a good investment with relatively
low risk and some opportunity for gains in the stock price. On the other hand, investors
who want to put money into growing companics are willing to forego dividends if it
means the potential for greater price appreciation.

We have completed our review oI TNE Vanous 1auos usea wo «08¢ss 2 company’s liquidity,
solvency, and profitability. For easc of reference, Exhibit 13-3 summarizes the ratios dis-
cussed in this chapter. Keep in mind that this list is not all-inclusive and that certain
ratios used by analysts and others may be specific to a particular industry or type of
busincss.
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EXAMPLE 13-17, 13-18,
13-19
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Accounts payable

:crued liabilities
Income taxes payable
Interest payable
Short-term loans payable

Total current liabilities
Long-term bonds payable
Preferred stock, 10%, $100 par
Common stock, no par
Retained earnings

Total stockholders’ equity

Total liabilities and stockholders’ equity

Required
I. Compute the following ratios for Evergreen Company:

a. Return on sales

$ 45,000
70,000
10,000
25,000

1RN NNN

w M

% DUU,UVY
$ 250,000
600,000
250,000

31,200,000
$2,000,000

b. Assct turnover (Assume that total assets - the beginning of the vear were $1,600,000.)

¢. Return on assets

d. Return on common stockholders’ equi (Assume that the only changes in stockholders’
cquity during the year were from the v income for the vear and dividends on the pre-

ferred stock.)

2. Comment on Evergreen’s use of leverage. Has it successtully employed leverage? Explain.

A company’s return on assets is a function of its ability to turn over its investment (asset turnover)
and carn a profit on cach dollar of sales (returr  n sales). For cach of the following independent
cases, determine the missing amounts. (Note: A__ame in cach case that the company has no inter-
est expense; that is, net income is used as the definition of income in all calculations.)

Case 1

Net income

Net sales

Average total assets
Return on assets
Case 2

Net income
Average total assets
Return on sales

Net sales

Case 3

Average total assets
Asset turnover
Return on sales
Return on assets
Case 4

Return on assets
Net sales

Asset turnover

Net income

Case 5

Return on assets
Net income

Return on sales
Average total assets

(2]

10,000
80,000

60,000
?

# O

(2]

25,000
250,000
2%

?

&

$ 80,000
1.5 times
6%

?

10%

$ 50,000
1.25 times
?

15%
$ 20,000
5%














































































Why Do Accounting Standards Differ?

because of historical ties, is also the system used in the United States. In common law
countrics, there are generally fewer statutes written into the laws and thus more reliance
on interpretation by the courts. In code law countries, such as Germany, there are more
detailed rules written into the statutes. But what does this difference have to do with
accounting standards? Because less detailed laws are written into the statutes of common
law countries such as the United States, nongovernmental bodies such as the Financial
Accounting Standards Board (FASB) have developed more detailed rules. In contrase,
the accounting standards in Germany are much bricter.

Countries differ in terms of how similar or different the rules are for determining
accounting income and taxable income. For example, in the United States significant dif-
ferences exist between the two because the computation of accounting income is based
on the rules of the FASB whereas raxable income is based on the rules as set forth by the
Internal Revenue Service. In many other countries, including Japan and much of
Europe, fewer differences exist between the amount of income reported to stockholders
and that reported to the taxing authorities.

vorporatons m the United States receive most of their financing from two sources:
creditors and stockholders. Because stockholders and creditors such as bondholders and
banks are not privy to the internal records of the corporation, accountability to the pub-
lic is of paramount importance. In some other countriecs, more of the financing may
come from familics, banks, and even the government. In these cases, there has been less
need to develop detailed rules for disclosure.

In some countries, notably those in Latin America and South America, intlation has been
much more rampant than in other parts of the world. Because of the instability of the
measuring unit that is the currency in those countries, companies have been required to
adjust their financial statements to take into account the cftects of inflation. At onc time,
the FASB developed rules for companices in the United States to use to adjust for infla-
tion. As intlation has subsided in this country, U.S. companies no longer present tinan-
cial information adjusted for the ctfects of inflation.

vountries that have strong political and economic ties often share similar accounting
practices. For example, the roots of accounting systems in Canada and Australia, two for-
mer British colonies, can be traced to those found in the United Kingdom.

[ any LLL WG, 4l countries around the world are at different stages in the develop-
ment of their economies. For example, the free-market svstems used in the United King-
dom and in the United States have been in place for many years. Complex business
arrangements such as leases and pension plans necessitate relatively detailed accounting
rules to deal with them. In contrast, the cconomies in some countries, such as those that
made up the former Soviet Union, are just beginning to develop and thus so arc the
accounting standards in those countries.

We have now seen that accounting standards difter around the world for a variety of rea-
sons, some of which are interrelated. For example, the legal system in the United States,
coupled with a highly advanced economy, has resulted in a lengthy and complex set of
accounting standards. Although the Securitics and Exchange Commission has ultimate

A3






Benefits from a Single Set of Standards

In June 2008, the Company acquired a majority interest in the business of Zhenghnng
Food Compony Ltd. (Navignble Foods) for approximately $36 million (net of cash
received ). Navigable Foods, a wanufacturer of cookies and crackers in the novthern and
northeastern vegions of Ching, included approximately 1,800 emplovees, two manu-
facturing facilities and a sales and distribution network.!

Cerrainly, Kellogg’s took a close look at the financial statements of this Chinese com-
pany prior to acquiring it. But what it those statements were prepared using ditterent
standards than those used in the United States? A single set of standards would make it
much casier to decide whether to acquire a foreign company.

Lawowie that @ ULo. COLLPALY WALLS TO DOITOW money trom a bank m Japan. With
the current differences in accounting standards between the two countries, the
Japanese bank might require the U.S. borrower to present financial statements
prepared in accordance with Japanese standards. Or conversely, consider the case
of a Japanese company that wants to list its stock on the New York Stock
Exchange (a subsidiary of NYSE Euronext). It would likely need to adjust its fi-
nancial statements so that they were in conformity with U.S. accounting practices.
Both the U.S. company looking to borrow money abroad and the Japanese com-
pany wanting to access the U.S. capital markets could save considerable time and
money if a single set of standards were used universally.

necar tne atemma presented at the beginning of this appendix: vou are deciding
whether to invest in Ford Motor Company in this country, Daimler AG in Germany, or
Hyundai Motor Company in Korea. Just as it would be easier for one corporation to
cvaluate alternative investments if those companies all used the same accounting rules, so
would it be casier for analysts and individual investors to compare companics if a single
set of standards were used by all of them.

To a large extent, corporations are the primary beneficiaries of a unified set of account-
ing standards. They save accounting costs and can more casilv make acquisition deci-

sions and access foreign capital markets. Thus, stockholders, as the owners of

corporations, have a vested interest in the development of common standards. How-
ever, not all companies and their stockholders are convinced that unitied standards are
in their best interests. For example, the argument has been made that U.S. corpora-
tions may find themsclves more susceptible to lawsuits in a principles-based svstem that
relies on fewer detailed rules. Considerable costs will be incurred in training account-
ants under a new set of standards. Ultimately, it will be the responsibility of the Secur-
ities and Exchange Commission in this country to decide it the advantages outrweigh
the disadvantages.

' Kellogg's 2010 annual report, p. 35.
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AS another InAICation Of NE COOPCTAUVI UELW LI LIC 1 2101 atiu i s avary s SCPtember
2010, the two groups released a joint statement titled “Conceptual Framework for Fi-
nancial Reporting.” With this statement, both the objectives of financial reporting and
the qualitative characteristics that make accounting information useful are the same for
the two groups. These concepts are discussed in detail in Chapter 2.

Both U.S. GAAP and IFRS require a complete set of financial statements to
include a balance sheet, a statement of stockholders’ equity, an income statement, and
a statement of cash flows. The FASB and the TASB are currently working on a joint
project to provide guidance on the presentation of the information in each of these
statements.

How accounting Informaton 15 processcu 15 kigely o wncuun or e weanlolOgy avail-
able to implement an accounting system rather than the result of any specific accounting
standards in a particular country. The technology available in fess developed countrics
may influence the development of accounting systems in those countries. The double-
entry system devised in 15th-century Italy is still used almost universally today.

The accrual accounting system 18 used alMosT winvensany anu i e vasls for financial
statements prepared using both U.S. GAAP and IFRS.

The LIFO mventory methoq 1s pOPUIIr 1 Uic UILEu otaies, wo suie vacnslt due to the
fact that it allows companies to minimize income taxes during a period of rising prices.
Recall from Chapter 5 that the LIFO conformity rule requires that a company that wants
to use the LIFO method for reporting cost of goods sold on its tax return must afso use
LIFO on its books. Many countries do not allow LIFO for either tax or financial report-
ing purposes. In fact, the TASB strictly prohibits the use of LIFO by companies that fol-
low its standards. There has been considerable discussion in the United States about the
repeal of LIFO for tax purposes. If this were to happen, it is likely that its use tor finan-
cial reporting purposes would be climinated as well.

Both U.S. GAAP and IFRS require use of the lower-of-cost-or-market rule to
value inventorics. However, the two sets of standards differ in two respects. First, U.S.
GAAP defines market value as #eplacement cost, subject to a maximum and minimum
amount. In contrast, IFRS usecs net realizable value as the measure of the market value
of inventory, and no upper or lower limits are imposed. Sccond, under U.S. GAAPD, if
inventory is written down to a new, Jower market value, this amount becomes the basis
for that inventory. Future write-downs of the inventory use this new amount to com-
pare with market value. However, under [FRS, write-downs of inventory can be
reversed in later periods. That is, a gain is recognized when the value of the inventory
goes back up.

The Sarbanes-Oxley Act of ZUUZ (SUA) placed surnct repos dng requirements on compa-
nies that want to list their securities on U.S. stock exchanges. The initial costs to comply
with the act and the annual requirements to maintain an effective system of internal con-
trol have been substantial for these companies. No such reporting requirements exist for
companices that report using IFRS. It will be interesting to see whether convergence of
U.S. GAAPD with IFRS results in anv additional requirements similar to those now
imposed in this country under SOX.



Major Differences Between U.S. GAAP and IFRS

INO sigmImcant difterences exist i the accounting for receivables in this country and inter-
nationally. U.S. GAADP and IFRS both require that investments be carried at fair value
rather than historical cost, although there are minor ditterences in the rules for applica-
tion of fair value accounting,

yy e e accounung ror operating assets s stmilar under IFRS and U.S. GAAP stand-
ards, there are several important difterences.

The same depreciation methods are available for long-term assets under both sets of
standards, but the estimates of residual values and the depreciable fives of assets may be
assessed differently. Under TFRS, estimates of the life of assets and the residual value of
assets must be reviewed at least annually, and if the estimates have changed, then the
company should treat the change as a change in estimate. U.S. GAAP requires compa-
nics to assess the estimate of residual value and fife only when circumstances have
changed and the accountant believes a change in estimate is necessary. Also, the treat-
ment of interest to be capitalized on self-constructed assets varies between 1FRS and
U.S. GAAP. U.S. GAAP requires that a company must capitalize interest on such asscts,
while TFRS permits capitalizarion but docs not require it.

There are also differences in the reporting for particular operating assets. Both IFRS
and U.S. GAAP require companies to report an amount tor goodwill and record a write
down of the goodwill if the asset has been “impaired.” However, the methods of evalu-
ating impairment difter between the two sets of standards. The treatment of research
and development (R&1)) costs also differs. U.S. GAAD requires all internally generated
rescarch and development costs to be treated as an expense. TFRS requires rescarch costs
to be recognized as an expense but does allow certain development costs to be
accounted for as an asset.

Perhaps the most significant difterence in the accounting for operating assets con-
cerns the use of fair values. Generally, both sets of standards require operating assets to
be carried at their historical cost. However, TFRS altows companics to revalue the assets
at fair value (cither up or down from historical cost) if reliable measures are available.
U.S. GAAP does not allow companies to revalue to fair value except in cases where an
impairment of an asset has occurred and the asset must be written down t a lower
value,

1o Iy LC surprisea to learn that U.S. GAAP doces not require companies to present a
balance sheet with classifications for current and long-term liabilities, or anv other classi-
fications. Manv companics do, however, present a classified balance sheet in order to
present information that balance sheet readers consider to be important. In contrast to
U.S. GAAPD, IFRS docs require companies to present current and noncurrent classifica-
tions of asscts and labilities.

The IFRS and U.S. GAAP standards differ significantly on what we have referred o
as contingencies in Chapter 9. For reporting in the United States, liabilitics for which
the outcome is dependent upon a tuture event must be recorded if the unfavorable out-
come is probable and the amount can be reasonably estimated. If the outcome is at lcast
reasonably possible, then the hability should be disclosed, usually in the notes to the fi-
nancial statements. For IFRS, the term coutingenr lLiabilitics is used only for items that
arc not recorded on the financial statements. The liabilities that are considered probable
and are recorded are referred to as provisions. Also, the two sets of standards differ some-
what on what should be considered as “probable.”

Finally, the standards ditter on the reporting of liabilities where a range of values is
available as a possible outcome. U.S. GAAD requires that a company report the low end
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of the range if the outcome is probable, and disclose the upper end of the range in the
notes. IFRS, however, requires companies to record the midpoint of the range as a pro-
vision if the unfavorable outcome is probable.

The accounting tor feases 18 an excelient exampie o che differences between IFRS and
U.S. GAAPD. Often, the difference s not in the rules themselves, but in the application of
the rules and the degree of judgment or tlexibility allowed in the application of the rules.
The criteria concerning whether a lease is a capital lease are similar for IFRS and U.S.
GAAP. However, the criteria are considered more like “guidefines” for IFRS reporting,
and companics may deviate from the criteria. For U.S. GAAP reporting, the lease criteria
are applied in a more rigid manner.

There are also differences in some of the more technical aspects of the accounting
for deferred taxes, a topic covered in the appendix to Chapter 10. In particular, the
guidelines for whether deferred taxes should be treated as current or long-term amounts
difter benween IFRS and U.S. GAAP. Also, the treatment of amounts that are considered
deferred tax assets differs between the two sets of standards.

In gencral, the accounting for stockholders” equity is the same for IFRS and U.S.
GAAP. The most significant difference concerns financial instruments that have both
debt and equity characteristics (a convertible bond is one example). IFRS requires the
portion of the instrument that represents debt to be presented in the Liability category
and the portion of the instrument that represents equity to be in stockholders” equity.
U.S. GAAP does not always require such instruments to be separately reported as debt
and equity.

Also, both IFRS and U.S. GAAPD require the presentation of comprehensive income
amounts in the Stockholders” Equity category. However, the manner of reporting com-
prehensive income amounts as income on the income statement or statement of compre-
hensive income varies benween the two sets of standards. These variations are bevond
the scope of this text book.

Both U.S. GAAD and 1FKD require me meiusion un o starcinene v Cash flows in a com-
plete set of financial statements. Each set of standards also mandates that activities be
classified into three categories: operating, investing, and financing. Some differences in
classification exist. For example, interest (cither received or paid) is always classitied as
an operating activity under U.S. GAAP. IFRS allows flexibility; cash receipts may be
classified as cither operating or investing activitics and cash pavments as cither operat-
ing or financing. Similarly, dividends paid are always classified as financing activitics
under U.S. GAAP, but they may be classified as cither operating or financing activities
under IFRS. Recall trom Chapter 12 that significant noncash activities may be pre-
sented in cither a separate schedule on the face of the statement of cash flows or in the
notes to the statements. Under 1FRS, these noncash activities must be presented in
the notes.

The 1ASB prohidits the presentaton ol sicis O uie uinuine swaw It as extraordinary.
This is in contrast to U.S. GAAP, which requires gains and losses that are both unusual
in nature and infrequent in occurrence to be classified as extraordinary in a scparate sec-
tion of the income statement.

Both U.S. GAAD and IFRS require separate presentation on the income statenient
for discontinued operations. The two sets of standards differ in some respects, particu-
larly with regard to how a discontinued operation is defined.
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Kellogg Company and Subsidiaries

Ine consunuateu nuanudl statements include the
accounts of Kellogg Company and its majority-owned
subsidiaries (Kellogg or the Company). Intercompany
balances and transactions are eliminated.

The Company's fiscal year normally ends on the
Saturday closest to December 31 and as a result, a
53rd week is added approximately every sixth year.
The Company's 2010 and 2009 fiscal years each
contained 52 weeks and ended on January 1, 2011
and January 2, 2010, respectively. The Company’s
2008 fiscal year ended on January 3, 2009, and
included a 53rd week. While quarters normally consist
of 13-week periods, the fourth quarter of fiscal 2008
included a 14th week.

Ihe preparation ot financial statements in conformity
with accounting principles generally accepted in the
United States of America requires management to
make estimates and assumptions that affect the
reported amounts of assets and liabilities, the
disclosure of contingent liabilities at the date of the
financial statements and the reported amounts of
revenues and expenses during the periods reported.
Actual results could differ from those estimates.

HIgNIY IIquIa Invesunienits wiu remaining stated
maturities of three months or less when purchased are
considered cash equivalents and recorded at cost.

AcCcounTts recelvapie consists principally of trade
receivables, which are recorded at the invoiced
amount, net of allowances for doubtful accounts and
prompt payment discounts. Trade receivables do not
bear interest. The allowance for doubtful accounts
represents management’s estimate of the amount of
probable credit losses in existing accounts receivable,
as determined from a review of past due balances and
other specific account data. Account balances are
written off against the allowance when management
determines the receivable is uncollectible. The
Company does not have off-balance sheet credit
exposure related to its customers.

Inventories are valued at the lower of cost or market.
Cost is determined on an average cost basis.

Excerpts from Kellogg's Form 10-K for the Fiscal Year Ended January 1, 2011 {2010]

Ine Cormpany’s property consists mainly of plants and
equipment used for manufacturing activities. These
assets are recorded at cost and depreciated over
estimated useful lives using straight-line methods for
financial reporting and accelerated methods, where
permitted, for tax reporting. Major property categories
are depreciated over various periods as follows (in
years): manufacturing machinery and equipment 5-20;
office equipment 4-5; computer equipment and
capitalized software 3-5; building components 15-30;
building structures 50. Cost includes interest
associated with significant capital projects. Plant and
equipment are reviewed for impairment when
conditions indicate that the carrying value may not be
recoverable. Such conditions include an extended
period of idleness or a plan of disposal. Assets to be
disposed of at a future date are depreciated over the
remaining period of use. Assets to be sold are written
down to realizable value at the time the assets are
being actively marketed for sale and a sale is expected
to occur within one year. As of year-end 2010 and
2009, the carrying value of assets held for sale was
insignificant.

GOOAWII ana naeniie=-nveu nitauyives dre not
amortized, but are tested at least annually for
impairment. An intangible asset with a finite life is
amortized on a straight-line basis over the estimated
useful life.

For the goodwill impairment test, the fair value of the
reporting units are estimated based on market
multiples. This approach employs market multiples
based on earnings before interest, taxes, depreciation
and amortization, earnings for companies that are
comparable to the Company’s reporting units and
discounted cash flow. The assumptions used for the
impairment test are consistent with those utilized by a
market participant performing similar valuations for
the Company’s reporting units.

Similarly, impairment testing of other intangible assets
requires a comparison of carrying value to fair value of
that particular asset. Fair values of non-goodwill
intangible assets are based primarily on projections of
future cash flows to be generated from that asset. For
instance, cash flows related to a particular trademark
would be based on a projected royalty stream
attributable to branded product sales, discounted at
rates consistent with rates used by market
participants.
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These estimates are made using various inputs
including historical data, current and anticipated
market conditions, management plans, and market
comparables.

Jie Cunnpany recoyiizes sales upon delivery of its
products to customers. Revenue, which includes
shipping and handling charges billed to the customer,
is reported net of applicable provisions for discounts,
returns, allowances, and various government
withholding taxes. Methodologies for determining
these provisions are dependent on local customer
pricing and promotional practices, which range from
contractually fixed percentage price reductions to
reimbursement based on actual occurrence or
performance. Where applicable, future
reimbursements are estimated based on a
combination of historical patterns and future
expectations regarding specific in-market product
performance.

The Cuinparty expenses proauction costs of
advertising the first time the advertising takes place.
Advertising expense is classified in selling, general and
administrative (SGA) expense.

The Company classifies promotional payments to its
customers, the cost of consumer coupons, and other
cash redemption offers in net sales. The cost of
promotional package inserts is recorded in cost of
goods sold (COGS). Other types of consumer
promotional expenditures are recorded in SGA
expense.

voe wusts Ul testalun anlu uevelopment (R&D) are
expensed as incurred and are classified in SGA
expense. R&D includes expenditures for new product
and process innovation, as well as significant
technological improvements to existing products and
processes. The Company's R&D expenditures primarily
consist of internal salaries, wages, consulting, and
supplies attributable to time spent on R&D activities.
Other costs include depreciation and maintenance of
research facilities and equipment, including assets at
manufacturing locations that are temporarily engaged
in pilot plant activities.

(e wunpalty uses stuck-udased compensation,
including stock options, restricted stock and executive
performance shares, to provide long-term
performance incentives for its global workforce.

The Company classifies pre-tax stock compensation
expense principally in SGA expense within its
corporate operations. Expense attributable to awards
of equity instruments is recorded in capital in excess of
par value in the Consolidated Balance Sheet.

Certain of the Company’s stock-based compensation
plans contain provisions that accelerate vesting of
awards upon retirement, disability, or death of eligible
employees and directors. A stock-based award is
considered vested for expense attribution purposes
when the employee’s retention of the award is no
longer contingent on providing subsequent service.
Accordingly, the Company recognizes compensation
cost immediately for awards granted to retirement-
eligible individuals or over the period from the grant
date to the date retirement eligibility is achieved, if
less than the stated vesting period.

The Company recognizes compensation cost for stock
option awards that have a graded vesting schedule on
a straight-line basis over the requisite service period
for the entire award.

Corporate income tax benefits realized upon exercise
or vesting of an award in excess of that previously
recognized in earnings (“windfall tax benefit”) is
recorded in other financing activities in the
Consolidated Statement of Cash Flows. Realized
windfall tax benefits are credited to capital in excess of
par value in the Consolidated Balance Sheet. Realized
shortfall tax benefits (amounts which are less than
that previously recognized in earnings) are first offset
against the cumulative balance of windfall tax
benefits, if any, and then charged directly to income
tax expense. The Company currently has sufficient
cumulative windfall tax benefits to absorb arising
shortfalls, such that earnings were not affected during
the periods presented. Correspondingly, the Company
includes the impact of pro forma deferred tax assets
(i.e., the "as if” windfall or shortfall) for purposes of
determining assumed proceeds in the treasury stock
calculation of diluted earnings per share.

T LuUpaly Spulisurs a numoer 07 U.S. and foreign
plans to provide pension, health care, and other
welfare benefits to retired employees, as well as salary
continuance, severance, and long-term disability to
former or inactive employees.

The recognition of benefit expense is based on
actuarial assumptions, such as discount rate, long-
term rate of compensation increase, long-term rate of
return on plan assets and health care cost trend rate,
and is reported in COGS and SGA expense on the
Consolidated Statement of Income.

d and actual
rates of return on plan assets are recognized in the
calculated value of plan assets over a five-year period.
Once recognized, experience gains and losses are
amortized using a declining-balance method over the
average remaining service period of active plan
participants. Management reviews the Company’s
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expected long-term rates of return annually; however,
the benefit trust investment performance for one
particular year does not, by itself, significantly
influence this evaluation. The expected rates of return
are not revised provided these rates fall between the
25th and 75th percentile of expected long-term
returns, as determined by the Company’s modeling
process.

Pension obligation related experience gains or losses
are amortized using a straight-line method over the
average remaining service period of active plan
participants. Health care claims cost related experience
gains or losses are recognized in the calculated
amount of claims experience over a four year period
and once recognized, are amortized using a straight-
line method over 15 years.

For defined benefit pension and postretirement plans,
the Company records the net overfunded or
underfunded position as a pension asset or pension
liability on the Consolidated Balance Sheet. The
change in funded status for the year is reported as a
component of other comprehensive income (loss), net
of tax, in equity.

The Company recognizes
at vunyauun ol pusternployment benefit plans that
vest or accumulate with service. Obligations associated
with the Company's postemployment benefit plans,
which are unfunded, are included in other current
liabilities and other liabilities on the Consolidated
Balance Sheet. All gains and losses are recognized over
the average remaining service period of active plan
participants.

Postemployment benefits that do not vest or
accumulate with service or benefits to employees in
excess of those specified in the respective plans are
expensed as incurred.

Ihe Company recognizes uncertain tax positions based
on a benefit recognition model. Provided that the tax
position is deemed more likely than not of being
sustained, the Company recognizes the largest
amount of tax benefit that is greater than 50 percent
likely of being ultimately realized upon settlement. The
tax position is derecognized when it is no longer more
likely than not of being sustained. The Company
classifies income tax-related interest and penalties as
interest expense and SGA expense, respectively, on
the Consolidated Statement of Income. The current
portion of the Company's unrecognized tax benefits is
presented in the Consolidated Balance Sheet in other
current assets and other current liabilities, and the
amounts expected to be settled after one year are
recorded in other assets and other liabilities.

Income taxes are provided on the portion of foreign
earnings that is expected to be remitted to and
taxable in the United States.

Ine Tair value o1 uerivauve instruments is recorded in
other current assets, other assets, other current
liabilities or other liabilities. Gains and losses
representing either hedge ineffectiveness, hedge
components excluded from the assessment of
effectiveness, or hedges of translational exposure are
recorded in the Consolidated Statement of Income in
other income (expense), net. In the Consolidated
Statement of Cash Flows, settlements of cash flow
and fair value hedges are classified as an operating
activity; settlements of all other derivatives are
classified as a financing activity.

Qualifying derivatives are
accouniteu 1o as wash flow hedges when the hedged
item is a forecasted transaction. Gains and losses on
these instruments are recorded in other
comprehensive income until the underlying transaction
is recorded in earnings. When the hedged item is
realized, gains or losses are reclassified from
accumulated other comprehensive income (loss)
(AOCI) to the Consolidated Statement of Income on
the same line item as the underlying transaction.

Qualifying derivatives are
deourieu 1o ay 1air value hedges when the hedged
item is a recognized asset, liability, or firm
commitment. Gains and losses on these instruments
are recorded in earnings, offsetting gains and losses
on the hedged item.

Qualifying derivative and
nonaerivauve nnariciar instruments are accounted for
as net investment hedges when the hedged item is a
nonfunctional currency investment in a subsidiary.
Gains and losses on these instruments are included in
foreign currency translation adjustments in AOCI.

The Company also periodically enters
into Toreign currency forward contracts and options to
reduce volatility in the translation of foreign currency
earnings to U.S. dollars. Gains and losses on these
instruments are recorded in other income (expense),
net, generally reducing the exposure to translation
volatility during a full-year period.

The Company is
£XPUSEU LU nuLtuauuns o urendn currency cash flows
related primarily to third-party purchases,
intercompany transactions and when applicable,
nonfunctional currency denominated third-party debt.
The Company is also exposed to fluctuations in the
value of foreign currency investments in subsidiaries
and cash flows related to repatriation of these
investments. Additionally, the Company is exposed to
volatility in the translation of foreign currency
denominated earnings to U.S. dollars. Management
assesses foreign currency risk based on transactional
cash flows and translational volatility and may enter
into forward contracts, options, and currency swaps to
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reduce fluctuations in long or short currency positions.
Forward contracts and options are generally less than
18 months duration. Currency swap agreements are
established in conjunction with the term of underlying
debt issues.

For foreign currency cash flow and fair value hedges,
the assessment of effectiveness is generally based on
changes in spot rates. Changes in time value are
reported in other income (expense), net.

The Company is exposed to interest
rate volatility with regard to future issuances of fixed
rate debt. The Company periodically uses interest rate
swaps, including forward-starting swaps, to reduce
interest rate volatility and funding costs associated
with certain debt issues, and to achieve a desired
proportion of variable versus fixed rate debt, based on
current and projected market conditions.

Fixed-to-variable interest rate swaps are accounted for
as fair value hedges and the assessment of
effectiveness is based on changes in the fair value of
the underlying debt, using incremental borrowing
rates currently available on loans with similar terms
and maturities.

The Company is exposed to price
fluctuations primarily as a result of anticipated
purchases of raw and packaging materials, fuel, and
energy. The Company has historically used the
combination ofl ong-term contracts with suppliers,
and exchange-traded futures and option contracts to
reduce price fluctuations in a desired percentage of
forecasted raw material purchases over a duration of
generally less than 18 months.

Commodity contracts are accounted for as cash flow
hedges. The assessment of effectiveness for exchange-
traded instruments is based on changes in futures
prices. The assessment of effectiveness for
over-the-counter transactions is based on changes in
designated indices.

LTLTIHUT LUV 7/, LI TADD \rilidlitidl ALLoununiy
Standards Board) issued separate standards on
business combinations and noncontrolling interests in
consolidated financial statements. These standards
were adopted by the Company at the beginning of its
2009 fiscal year.

For business combinations, the underlying fair value
concepts of previous guidance was retained, but the
method for applying the acquisition method changed
in a number of significant respects including 1) the
requirement to expense transaction fees and expected
restructuring costs as incurred, rather than including
these amounts in the allocated purchase price, 2) the
requirement to recognize the fair value of contingent

Excerpts from Kellogg's Form 10-K for the Fiscal Year Ended January 1, 2011 [2010]

consideration at the acquisition date, rather than the
expected amount when the contingency is resolved, 3)
the requirement to recognize the fair value of
acquired in-process research and development assets
at the acquisition date, rather than immediately
expensing them, and 4) the requirement to recognize
a gain in refation to a bargain purchase price, rather
than reducing the allocated basis ofl ong-lived assets.
in addition, changes in deferred tax asset valuation
allowances and acquired income tax uncertainties
after the measurement period are recognized in net
income rather than as adjustments to the cost of an
acquisition, including changes that relate to business
combinations completed prior to 2009. The impact of
adoption of this standard on the Company’s financial
statements was not significant.

For noncontrolling interests, the consolidated financial
statements are presented as if the parent company
investors (controlling interests) and other minority
investors (noncontrolling interests) in partially-owned
subsidiaries have similar economic interests in a single
entity. As a result, investments in noncontrolling
interests are reported as equity in the consolidated
financial statements. Furthermore, the consolidated
financial statements include 100% of a controlled
subsidiary's earnings, rather than only the Company’s
share. Lastly, transactions between the Company and
noncontrolling interests are reported in equity as
transactions between shareholders provided that these
transactions do not create a change in control.
Previously, acquisitions of additional interests in a
controlled subsidiary generally resulted in
remeasurement of assets and liabilities acquired;
dispositions of interests resulted in a gain or loss. The
impact of adoption of this standard on the Company's
financial statements was not significant.

In December 2009, the FASB
amenaea tne Accounting Standards Codification
related to the consolidation provisions that apply to
variable interest entities. This guidance was effective
for fiscal years beginning after November 15, 2009
and was adopted by the Company on a prospective
basis as of January 3, 2010 without material impact to
its consolidated financial statements.

vuniny cuvo, the Company made acquisitions in order
to expand its presence geographically and increase its
manufacturing capacity.

Results of operations of the acquired businesses have
been included in the Company’s consolidated financial
statements beginning on the dates of acquisition; such
amounts were insignificant to the Company’s
consolidated results of operations when considered
individually or in the aggregate.

B-9



in September 2008, the Company
acyuneu speuany Cereals of Sydney, Australia, a
manufacturer and distributor of natural ready-to-eat
cereals. The Company paid $37 million cash in
connection with the transaction, including
approximately $5 million to the seller’s lenders to
settle debt of the acquired entity. This acquisition is
included in the Asia Pacific operating segment.

In August 2008,
Ui Lutlipaily awgquicu v asscw and liabilities of
the business of IndyBake Products and Brownie
Products (collectively, IndyBake), located in Indiana
and lllinois. indyBake, a contract manufacturing
business that produced cracker, cookie and frozen
dough products, had been a partner to Kellogg for
many years as a snacks contract manufacturer.

The Company paid approximately $42 million cash in
connection with the transaction, including
approximately $8 million to the seller’s lenders to
settle debt of the acquired entity. This acquisition is
included in the North America operating segment.

In June 2008, the Company
acyuneu a migjunty interest in the business of
Zhenghang Food Company Ltd. (Navigable Foods) for
approximately $36 million (net of cash received).
Navigable Foods, a manufacturer of cookies and
crackers in the northern and northeastern regions of
China, included approximately 1,800 employees, two
manufacturing facilities and a sales and distribution
network.

During 2008, the Company paid $31 million cash in
connection with the acquisition, including
approximately $22 million to lenders and other third
parties to settle debt and other obligations of the
acquired entity. Additional purchase price payable in
June 2011 amounts to $5 million and is recorded on
the Company’s Consolidated Balance Sheet in other
current liabilities. This acquisition is included in the
Asia Pacific operating segment.

In conjunction with acquisition of Navigable Foods, the
Company obtained the option to purchase the
noncontrolling interest of Navigable Foods beginning
June 30, 2011. The noncontrolling interest holder also
obtained the option to cause the Company to
purchase its remaining interest. The options, which
have similar terms, include an exercise price that is
expected to approximate fair value on the date of
exercise.

In January 2008, subsidiaries of the
company acquired substantially all of the equity
interests in OJSC Kreker (doing business as United
Bakers) and consolidated subsidiaries, a leading
producer of cereal, cookie, and cracker products in
Russia. United Bakers had approximately
4,000 employees, six manufacturing facilities, and a
broad distribution network.
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The Company paid $110 million cash (net of

$5 million cash acquired), including approximately
$67 million to settle debt and other assumed
obligations of the acquired entities. Of the total cash
paid, $5 million was spent prior to 2008 for
transaction fees and advances. This acquisition is
included in the Europe operating segment.

The purchase agreement between the Company and
the seller provided for payment of contingent
consideration under a calculation based primarily on
sales, capital expenditures and earnings before income
taxes, depreciation and amortization for the three-year
period ended December 31, 2010. Based on the
calculation, the Company is not required to provide
contingent consideration to the seller.

FUI UIE PETNIVUS preseiiey, uie wuinpany s intangible
assets consisted of the following:

Intangible assets subject to amortization

Gross

carrying Accumulated

amount amortization
(millions) 2010 2009 2010 2009
Trademarks $19 $19 $16 $15
Other 41 4 31 30
Total $60 $60 $47 $45
2010 2009

Amortization expense (a) $2 $3

(3) The currently estimated aggregate amortization expense for
each of the next five succeeding fiscal periods is approximately
$2 million per year.

Intangible assets not subject to amortization

Total carrying
amount

(millions) 2010 2009
$1,443 31,443

Trademarks

Changes in the carrying amount of goodwill

Asia
North Latin  Pacific

(millions) America Europe America (a) Consolidated
January 3, 2009 $3,539 361 $—  $37 $3,637
Currency translation

adjustment — 1 — 5 6
January 2, 2010 $3,539 362 $— 342 $3,643
Impairment charge - — — (20) (20)
Currency translation

adjustment - — — 5 5
January 1, 2011 $3,539 §62 $— $27  $3,628

(a) Includes Australia, Asia and South America.

11 uie ounu yuane uf 2010, the Company recorded
impairment charges totaling $29 million in connection
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with the Navigable Foods business in China, which
was purchased by the Company in 2008.

The charges included $20 million representing the
goodwill recorded in conjunction with the 2008
acquisition. The China business has been generating
operating losses since the acquisition and that trend is
expected to continue. As a result, management
determined in the fourth quarter of 2010 that the
current business has not proven to be the right vehicle
for entry into the Chinese marketplace and

began exploring various strategic alternatives to
reduce operating losses in the future. The impairment
charge was recorded in SGA expense in the Asia
Pacific operating segment.

Prior to assessing the goodwill for impairment, the
Company determined that the long-lived assets of the
China reporting unit were impaired and should be
written down to their estimated fair value of $10
million. This resulted in a fixed asset impairment
charge of $9 million in 2010 that was recorded in the
Asia Pacific operating segment, of which $8 million
was recorded in COGS, and $1 million was recorded in
SGA expense.

The Company views its continued spending on cost-
reduction initiatives as part of its ongoing operating
principles to provide greater visibility in achieving its
long-term profit growth targets. Initiatives undertaken
are currently expected to recover cash implementation
costs within a five-year period of completion. Upon
completion (or as each major stage is completed in the
case of multi-year programs), the project begins to
deliver cash savings and/or reduced depreciation.

vuiny cutu, wie Company recorded $19 million of
costs associated with exit or disposal activities. $6
million represented severance, $5 million was for
pension costs, $7 million for other costs including
relocation of assets and employees and $1 million for
asset write-offs. $4 million of the charges were
recorded in cost of goods sold (COGS) in the Europe
operating segment. $15 million of the charges were
recorded in selling, general and administrative (SGA)
expense in the following operating segments (in
millions): North America—3$%11; Europe—$2; and Asia
Pacific—$2.

The Company recorded $65 million of costs in 2009
associated with exit or disposal activities. $44 million
represented severance and other cash costs, $3 million
was for pension costs, $6 million for asset write offs,
and $12 million for other costs including relocation of
assets and employees. $40 million of the charges were
recorded in cost of goods sold (COGS) in the following
operating segments (in millions): North America—$14;

Europe—$16; Latin America—$9; and Asia Pacific—
$1. $25 million of the charges were recorded in
selling, general and administrative (SGA) expense in
the following operating segments (in millions): North
America—$10; Europe—3$13; Latin America—$1; and
Asia Pacific—$1.

For 2008, the Company recorded charges of

$27 million, comprised of $7 million of asset write-
offs, $17 million for severance and other cash costs
and $3 million related to pension costs. $23 million of
the 2008 charges were recorded in COGS within the
Europe operating segment, with the balance recorded
in SGA expense in the Latin America operating
segment.

At January 1, 2011, exit cost reserves were $5 million,
related to severance payments which will be made in
2011. Exit cost reserves at January 2, 2010 were

$25 million related to severance payments.

puring 201U, the Company incurred costs related to
two ongoing programs which will result in COGS and
SGA expense savings. The COGS program relates to
Kellogg's lean, efficient, and agile network (K LEAN).
The SGA programs focus on the efficiency and
effectiveness of various support functions.

The Company commenced K LEAN in 2009. K LEAN
seeks to optimize the Company’s global
manufacturing network, reduce waste, and develop
best practices on a global basis. The Company
incurred $4 million of costs in the Europe operating
segment for 2010 which included cash payments for
severance and other cash costs for asset removal and
relocation at various global manufacturing facilities.

The following table presents the total program costs
through January 1, 2011,

Other

cash Retirement
Employee costs  Asset benefits

(millions) severance (a) write-offs (b) Total
For the year ended,

January 2, 2010 $15 $6 $— $3 $24
For the year ended,

January 1, 2011 3 — 1 — 4
Total program

costs $18 $6 $1 $3 $28

(a) Includes cash costs for equipment removal and relocation.

(b) Pension plan curtailment losses and special termination
benefits.

The above costs impacted operating segments, as
follows (in millions): North America—$14; Europe—
$13; and Asia Pacific—$1. The cost and cash outlay in
2011 for these programs is estimated to be an
additional $3 million.

B-11



The following table presents a reconciliation of the
severance reserve for this program.

Beginniné; End of
(millions) of period Accruals Payments period
For the year ended,

January 2, 2010 — $15 $ (9 $6
For the year ended,

January 1, 2011 6 3 (7) 2
Total project to date $18 $(16)

In 2009, the Company commenced various SGA
programs which will result in an improvement in the
efficiency and effectiveness of various support
functions. The programs realign these functions to
provide greater consistency across processes,
procedures and capabilities in order to support the
global organization. The Company incurred $15
million of costs for 2010 which included cash
payments for severance and other cash costs
associated with the elimination of salaried positions.
The above costs impacted operating segments for the
year-to-date period, as follows (in millions): North
America~—%$11; Europe—3%$2; and Asia Pacific—$2.

The following table presents the total program costs
through January 1, 2011.

Employee Other cash Retirement

(millions) severance costs (a) benefits (b) Total
For the year ended,

January 2, 2010 $17 $ 8 $— $25
For the year ended,

January 1, 2011 3 7 5 15
Total program costs $20 $15 $5 $40

(a) Includes cash costs for equipment removal and relocation.

(b) Pension plan curtailment losses and special termination
benefits.

The above costs impacted operating segments, as
follows (in millions): North America—$21; Europe—
$15; Latin America—3$1; and Asia Pacifi ~ $3. The
cost and cash outlay for these programs in 2011 is
estimated to be an additional $10 million.

The following table presents a reconciliation of the
severance reserve for this program.

Beginmng End of
{millions) of period Accruals Payments period
For the year ended,

January 2, 2010 $— $17 $ 6B $12
For the year ended,

January 1, 2011 12 3 (12) 3
Total project to date $20 $(17)

vunng zuuy, i audition to the COGS and SGA
programs above, the Company incurred costs refated
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to a European manufacturing optimization program in
Bremen, Germany and a supply chain network
rationalization program in Latin America.

The Company incurred $7 million of costs during the
year, representing cash payments for severance,
related to a manufacturing optimization program in
Bremen, Germany. The program will resuft in future
cash savings through the elimination of employee
positions and were recorded within COGS in the
Europe operating segment. The program was
substantially complete as of the end of the third
quarter, 2009. Severance reserves were $7 million as
of January 2, 2010 and were paid out during 2010.

The Company incurred $9 million of costs related to a
supply chain rationalization in Latin America which
resulted in the closing of a plant in Guatemala. The
charges represent $3 million of cash payments for
severance and other cash costs associated with the
elimination of employee positions and $6 million for
asset removal and relocation costs as well as non-cash
asset write offs. Efficiencies gained in other plants in
the Latin America network allow the Company to
service the Guatemala market from those plants. The
costs were recorded in COGS in the Latin America
operating segment and there were no severance
reserves as of January 2, 2010.

In 2008, the Company executed a cost-reduction
initiative in Latin America that resulted in the
elimination of salaried positions. The cost of the
program was $4 million and was recorded in Latin
America’s SGA expense. The charge related primarily
to severance benefits which were paid in 2008. There
were no reserves as of January 3, 2009 related to this
program.

The Company commenced a multi-year European
manufacturing optimization plan in 2006 to improve
utilization of its facility in Manchester, England and to
better align production in Europe. The project resulted
in an elimination of hourly and salaried positions from
the Manchester facility through voluntary early
retirement and severance programs. The Company
incurred $8 million of expense in 2008, $19 million in
2007 and $28 million in 2006. The pension trust
funding requirements of these early retirements
exceeded the recognized benefit expense by $5 million
which was funded in 2006. During this program
certain manufacturing equipment was removed from
service. All of the costs for the European
manufacturing optimization plan have been recorded
in COGS within the Company's Europe operating
segment. All other cash costs were paid in the period
incurred. The project was completed in 2008.
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pasiL net eatinnys per share is determined by dividing
net income attributable to Kellogg Company by the
weighted-average number of common shares
outstanding during the period. Diluted net earnings
per share is similarly determined, except the
denominator is increased to include the number of
additional common shares that would have been
outstanding if all the dilutive potential common shares
had been issued. Dilutive potential common shares are
comprised principally of employee stock options issued
by the Company. Basic net earnings per share is
reconciled to diluted net earnings per share in the
following table:

Net income Net
attributable  Average earnings
to Kellogg ~ shares per
(millions, except per share data) Company outstanding share
2010
Basic $1,247 376 $3.32
Dilutive potential common
shares — 2 (0.02)
Diluted $1,247 378 $3.30
2009
Basic $1,212 382 §3.17
Dilutive potential common
shares — 2 (0.01)
Diluted $1,212 384 $3.16
2008
Basic $1,148 382 § 3.01
Dilutive potential common
shares — 3 (0.02)
Diluted $1,148 385 $2.99

The total number of anti-dilutive potential common
shares excluded from the reconciliation for each
period was (in millions): 2010-4.9; 2009-12.2; 2008~
26.

Ine Ccompany Issues shares to employees and
directors under various equity-based compensation
and stock purchase programs, as further discussed in
Note 7. The number of shares issued during the
periods presented was (in millions): 2010-5; 2009-3;
2008-5. The Company issued shares totaling less than
one million in each of the years presented under
Kellogg Direct™ , a direct stock purchase and dividend
reinvestment plan for U.S. shareholders.

On April 23, 2010, the Company’s board of directors
authorized a $2.5 billion three-year repurchase
program for 2010 through 2012. During 2010, the
Company repurchased approximately 21 million shares
of common stock for a total of $1,057 million, of
which $1,052 was paid during the year and $5 million
was payable at January 1, 2011, During 2009, the
Company repurchased 4 million shares of common

stock at a total cost of $187 million. During 2008, the
Company repurchased 13 million shares of common
stock at a total cost of $650 million.

wurnpreniensive Income includes net income and all
other changes in equity during a period except those
resulting from investments by or distributions to
shareholders. Other comprehensive income for all
years presented consists of foreign currency
translation adjustments, fair value adjustments
associated with cash flow hedges and adjustments for
net experience losses and prior service cost related to
employee benefit plans.

During 2010, the Company amended its U.S.
postretirement healthcare benefit plan, which resulted
in a $17 million decrease of a deferred tax asset and is
included in tax expense with prior service credit (cost)
arising during the period. During 2008, the assets of
the Company's postretirement and postemployment
benefit plans suffered losses of over $1 billion due to
the substantial allocation of assets in the equity
market.
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1ax
Pre-tax  (expense) After-tax
(millions) amount  benefit amount
2010
Net income $ 1,240
Qther comprehensive income:
Foreign currency transiation
adjustments $ (18) $ — (18)
Cash flow hedges:
Unrealized gain (loss) on
cash flow hedges 51 (21) 30
Reclassification to net
earnings 34 (9) 25
Postretirement and
postemployment benefits:
Amounts arising during the
period:
Net experience gain (loss) (71) 30 (41)
Prior service credit (cost) (8) (13) (21)
Reclassification to net
earnings:
Net experience loss 102 (32) 70
Prior service cost 11 (4) 7
$ 101 $(49) 2
Total comprehensive income $1,29¢
2009
Net income $ 1,208
Qther comprehensive income:
Foreign currency translation
adjustments $ 65 $ — 65
Cash flow hedges:
Unrealized gain (loss) on
cash flow hedges 6) 3 (3)
Reclassification to net
earnings (3) — (3)
Postretirement and
postemployment benefits:
Amounts arising during the
period:
Net experience gain (l0ss) 161 (72) 89
Prior service credit (cost) (33) 11 (22)
Reclassification to net
earnings:
Net experience loss 63 (21) 42
Prior service cost 11 4) 7
$ 258 $(83) 175
Total comprehensive income $ 1,383
2008
Net income $ 1,146
Other comprehensive income:
Foreign currency translation
adjustments $ 431y $ — (431)
Cash flow hedges:
Unrealized gain (loss) on
cash flow hedges (33) 12 (21)
Reclassification to net
earnings 5 (2) 3
Postretirement and
postemployment benefits:
Amounts arising during the
period:
Net experience gain (l0ss) (1,402) 497 (905)
Prior service credit (cost) 3 (1) 2
Reclassification to net
earnings:
Net experience loss 49 (17) 32
Prior service cost 9 (3) 6
$(1,800) $486 (1,314)
Total comprehensive income $ (168)

Accumulated other comprehensive income (loss) at
January 1, 2011 and January 2, 2010 consisted of the
following:

(millions) 2010 20Uy

Foreign currency translation adjustments $ (789) $ (771)
Cash flow hedges — unrealized net gain (Joss) 25 (30)
Postretirement and postemployment benefits:

Net experience loss (1,075) (1,104)
Prior service cost (75) (61)
Total accumulated other comprehensive

income (loss) $(1,914) $(1,966)

The Company’s leases are generally for equipment
and warehouse space. Rent expense on all operating
leases was (in millions): 2010-$154; 2009-$150; 2008-
$145. During 2008, the Company entered into
approximately $3 million in capital lease agreements
to finance the purchase of equipment. The Company
did not enter into any capital lease agreements during
2009 and 2010.

At January 1, 2011, future minimum annual lease
commitments under non-cancelable operating and
capital leases were as follows:

Operating  Capital
(millions)

leases leases
2011 $149 $1
2012 126 1
2013 94 1
2014 66 1
2015 A7 —
2016 and beyond 103
Total min mum payments $585 $5
Amount representing interest (1)
Obligations under capital leases 4
Obligations due within one year (n
Long-term obligations under capital leases $ 3

The Company has provided various standard
indemnifications in agreements to sell and purchase
business assets and lease facilities over the past several
years, related primarily to pre-existing tax,
environmental, and employee benefit obligations.
Certain of these indemnifications are limited by
agreement in either amount and/or term and others
are unlimited. The Company has also provided various
“hold harmiess” provisions within certain service type
agreements. Because the Company is not currently
aware of any actual exposures associated with these
indemnifications, management is unable to estimate
the maximum potential future payments to be made.
At January 1, 2011, the Company had not recorded
any liability related to these indemnifications.
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The following table presents the components of notes
payable at year end January 1, 2011 and January 2,
2010:

(millions) 2010 2009
Bank borrowings $44 $44

Long-term debt at year end consisted primarily of
issuances of U.S. Dollar Notes, as follows:

(miltions) 2010 2009
(a) 7.45% U.S. Dollar Debentures due 2031 $1,090 $1,089
(b) 4.0% U.S. Dollar Notes due 2020 991 —
(a) 6.6% U.S. Dollar Notes due 2011 951 951
(€) 4.25% U.S. Dollar Notes due 2013 800 787
(d) 5.125% U.S. Dollar Notes due 2012 768 749
(e} 4.45% U.S. Dollar Notes due 2016 748 748
(f) 4.15% U.S. Dollar Notes due 2019 498 498
Other 14 14
5,860 4,836
Less current maturities (952) (n
Balance at year end $4,908 <1235

(@) In March 2001, the Company issued $4.6 billion ofl ong-term
debt instruments, primarily to finance the acquisition of Keebler
Foods Company. The preceding table reflects the remaining
principal amounts outstanding as of year-end 2010 and 2009.
The effective interest rate as of January 1, 2011 on the Notes
due 2011, reflecting issuance discount, hedge settlement and
interest rate swaps, was 6.54%. The effective interest rate as of
January 1, 2011 on the Debentures due 2031, reflecting
issuance discount and hedge settlement, was 7.62%. Initially,
these instruments were privately placed, or sold outside the
United States, in reliance on exemptions from registration
under the Securities Act of 1933, as amended (the 1933 Act).
The Company then exchanged new debt securities for these
initial debt instruments, with the new debt securities being
substantially identical in all respects to the initial debt
instruments, except for being registered under the 1933 Act.
These debt securities contain standard events of default and
covenants. The Notes due 2011 and the Debentures due
2031 may be redeemed in whole or in part by the Company at
any time at prices determined under a formula (but not less
than 100% of the principal amount plus unpaid interest to the
redemption date). The Company redeemed $72 million of the
Notes due 2011 in December 2007 and another $482 million in
December 2009. The Company incurred $35 million of interest
expense and $3 million of accelerated losses on interest rate
swaps previously recorded in accumulated other comprehensive
income in connection with the 2009 tender offer. in May 2009,
the Company entered into interest rate swaps with notional
amounts totaling $400 million, which effectively converted a
portion of the Notes due 2011 from a fixed rate to a floating
rate obligation for the remainder of the ten-year term. These
derivative instruments were designated as fair value hedges of
the debt obligation. The fair value adjustment for the interest
rate swaps was $6 million, and was recorded as an increase in
the hedged debt balance at January 1, 2011.

(b) On December 8, 2010, the Company issued $1.0 billion of
ten-year 4.0% fixed rate U.S. Dollar Notes, using net proceeds
from these Notes for incremental pension and postretirement
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benefit plan contributions and to retire a portion of its
commercial paper. The effective interest rate on these Notes,
reflecting issuance discount and hedge settlement, was 3.42%.
The Notes contain customary covenants that limit the ability of
the Company and its restricted subsidiaries (as defined) to incur
certain liens or enter into certain sale and lease-back
transactions. The customary covenants also contain a change of
control provision.

On March 6, 2008, the Company issued $750 million of five-
year 4.25% fixed rate U.S. Dollar Notes, using the proceeds
from these Notes to retire a portion of its U.S. commercial
paper. These Notes were issued under an existing shelf
registration statement. The effective interest rate as of

January 1, 2011 on these Notes, reflecting issuance discount,
hedge settlement and interest rate swaps, was 1.20%. The
Notes contain customary covenants that limit the ability of the
Company and its restricted subsidiaries (as defined) to incur
certain liens or enter into certain sale and lease-back
transactions. The customary covenants also contain a change of
control provision. In conjunction with this debt issuance, the
Company entered into interest rate swaps with notional
amounts totaling $750 million, which effectively converted this
debt from a fixed rate to a floating rate obligation for the
duration of the five-year term. These derivative instruments
were designated as fair value hedges of the debt obligation.
The fair value adjustment for the interest rate swaps was

$50 million, and was recorded as an increase in the hedged
debt balance at January 1, 2011.

In December 2007, the Company issued $750 million of five-
year 5.125% fixed rate U.S. Dollar Notes, using the proceeds
from these Notes to replace a portion of its U.S. commercial
paper. These Notes were issued under an existing shelf
registration statement. The effective interest rate as of

January 1, 2011 on these Notes, reflecting issuance discount,
hedge settlement and interest rate swaps, was 3.45%. The
Notes contain customary covenants that limit the ability of the
Company and its restricted subsidiaries (as defined) to incur
certain liens or enter into certain sale and lease-back
transactions. The customary covenants also contain a change of
control provision. In May 2009, the Company entered into
interest rate swaps with notional amounts totaling $750
million, which effectively converted these Notes from a fixed
rate to a floating rate obligation for the remainder of the five-
year term. These derivative instruments were designated as fair
value hedges of the debt obligation. The fair value adjustment
for the interest rate swaps was $18 million, and was recorded
as an increase in the hedged debt balance at January 1, 2011.

On May 18, 2009, the Company issued $750 million of seven-
year 4.45% fixed rate U.S. Dollar Notes, using net proceeds
from these Notes to retire a portion of its commercial paper.
The effective interest rate on these Notes, reflecting issuance
discount and hedge settlement, was 4.46%. The Notes contain
customary covenants that limit the ability of the Company and
its restricted subsidiaries (as defined) to incur certain liens or
enter into certain sale and lease-back transactions. The
customary covenants also contain a change of control
provision.

On November 15, 2009, the Company issued $500 million of
ten-year 4.15% fixed rate U.S. Dollar Notes, using net proceeds
from these Notes to retire a portion of its 6.6% U.S. Dollar
Notes due 2011. The effective interest rate on these Notes,
reflecting issuance discount and hedge settlement, was 4.23%.
The Notes contain customary covenants that limit the ability of
the Company and its restricted subsidiaries (as defined) to incur
certain liens or enter into certain sale and lease-back



transactions. The customary covenants also contain a change of
control provision.

fn February 2007, the Company and two of its
subsidiaries (the Issuers) established a program under
which the Issuers may issue euro-commercial paper
notes up to a maximum aggregate amount
outstanding at any time of $750 million or its
equivalent in alternative currencies. The notes may
have maturities ranging up to 364 days and will be
senior unsecured obligations of the applicable Issuer.
Notes issued by subsidiary Issuers will be guaranteed
by the Company. The notes may be issued at a
discount or may bear fixed or floating rate interest or
a coupon calculated by reference to an index or
formula. As of January 1, 2011 and January 2, 2010,
no notes were outstanding under this program.

At January 1, 2011, the Company had $2.3 billion of
short-term lines of credit, virtually all of which were
unused and available for borrowing on an unsecured
basis. These lines were comprised principally of an
unsecured Five-Year Credit Agreement, which the
Company entered into during November 2006 and
expires in 2011. The Company plans to renew the
agreement during 2011. The agreement allows the
Company to borrow, on a revolving credit basis, up to
$2.0 billion, to obtain letters of credit in an aggregate
amount up to $75 million, and to provide a procedure
for lenders to bid on short-term debt of the Company.
The agreement contains customary covenants and
warranties, including specified restrictions on
indebtedness, liens, sale and leaseback transactions,
and a specified interest coverage ratio. If an event of
default occurs, then, to the extent permitted, the
administrative agent may terminate the commitments
under the credit facility, accelerate any outstanding
loans, and demand the deposit of cash collateral equal
to the lender’s letter of credit exposure plus interest.

Scheduled principal repayments on long-term debt are
(in millions): 2011-$946; 2012-$750; 2013-%$752;
2014-%$8; 2015-%1; 2016 and beyond-$3,351.

Interest paid was (in millions): 2010-$244; 2009-
$302; 2008-3%305. Interest expense capitalized as part
of the construction cost of fixed assets was (in
millions): 2010-$2; 2009-%$3; 2008-%6.

The Company uses various equity-based compensation
programs to provide long-term performance incentives
for its global workforce. Currently, these incentives
consist principally of stock options, and to a lesser
extent, executive performance shares and restricted
stock grants. The Company also sponsors a discounted
stock purchase plan in the United States and
matching-grant programs in several international
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locations. Additionally, the Company awards restricted
stock to its outside directors. These awards are
administered through several plans, as described
within this Note.

The 2009 Long-Term Incentive Plan (2009 Plan),
approved by shareholders in 2009, permits awards to
employees and officers in the form of incentive and
non-qualified stock options, performance units,
restricted stock or restricted stock units, and stock
appreciation rights. The 2009 Plan, which replaced the
2003 Long-Term Incentive Plan (2003 Plan), authorizes
the issuance of a total of (a) 27 million shares; plus

(b) the total number of shares as to which awards
granted under the 2009 Plan or the 2003 or 2001
Incentive Plans expire or are forfeited, terminated or
settled in cash. No more than 5 million shares can be
issued in satisfaction of performance units,
performance-based restricted shares and other awards
{excluding stock options and stock appreciation
rights). There are additional annual limitations on
awards or payments to individual participants. Options
granted under the 2009 Plan generally vest over three
years while options granted under the 2003 Plan vest
over two years. At January 1, 2011, there were

23 million remaining authorized, but unissued, shares
under the 2009 Plan.

The Non-Employee Director Stock Plan (2009 Director
Plan) was approved by shareholders in 2009 and
allows each eligible non-employee director to receive
shares of the Company’s common stock annually. The
number of shares granted pursuant to each annual
award will be determined by the Nominating and
Governance Committee of the Board of Directors. The
2009 Director Plan, which replaced the 2000
Non-Employee Director Stock Plan (2000 Director
Plan), reserves 500,000 shares for issuance, plus the
total number of shares as to which awards granted
under the 2009 Director Plan or the 2000 Director
Plans expire or are forfeited, terminated or settled in
cash. The 2000 Director Plan allowed each eligible
non-employee director to receive 2,100 shares of the
Company’s common stock annually and annual grants
of options to purchase 5,000 shares of the Company's
common stock. Under both the 2009 and 2000
Director Plans, shares (other than stock options) are
placed in the Kellogg Company Grantor Trust for
Non-Employee Directors (the Grantor Trust). Under the
terms of the Grantor Trust, shares are available to a
director only upon termination of service on the
Board. Under the 2009 Director Plan, 26,000 shares
were awarded in 2010 and 32,510 shares were
awarded in 2009. Under the 2000 Director Plan,
54,465 options and 19,964 shares were awarded in
2008.

The 2002 Employee Stock Purchase Plan was
approved by shareholders in 2002 and permits eligible
employees to purchase Company stock at a
discounted price. This plan allows for a maximum of
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2.5 million shares of Company stock to be issued at a
purchase price equal to 95% of the fair market value
of the stock on the last day of the quarterly purchase
period. Total purchases through this plan for any
employee are limited to a fair market value of $25,000
during any calendar year. At January 1, 2011, there
were approximately 0.8 million remaining authorized,
but unissued, shares under this plan. Shares were
purchased by employees under this plan as follows
(approximate number of shares): 2010-123,000;
2009-159,000; 2008-157,000. Options granted to
employees to purchase discounted stock under this
plan are included in the option activity tables within
this note.

Additionally, during 2002, an international subsidiary
of the Company established a stock purchase plan for
its employees. Subject to limitations, employee
contributions to this plan are matched 1:1 by the
Company. Under this plan, shares were granted by the
Company to match an equal number of shares
purchased by employees as follows (approximate
number of shares): 2010-66,000; 2009-74,000;
2008-78,000.

Compensation expense for all types of equity-based
programs and the related income tax benefit
recognized were as follows:

(millions) 2010 2009 2008
Pre-tax compensation expense $29 $48 $74
Related income tax benefit $10 $17 $26

Pre-tax compensation expense for 2008 included

$4 million of expense related to the modification of
certain stock options to eliminate the accelerated
ownership feature (AOF) and $13 million representing
cash compensation to holders of modified stock
options to replace the value of the AOF, which is
discussed in the section, “Stock options.”

As of January 1, 2011, total stock-based
compensation cost related to nonvested awards not
yet recognized was approximately $33 million and the
weighted-average period over which this amount is
expected to be recognized was approximately 2 years.

Cash flows realized upon exercise or vesting of stock-
based awards in the periods presented are included in
the following table. Tax benefits realized upon exercise
or vesting of stock-based awards generally represent
the tax benefit of the difference between the exercise
price and the strike price of the option.

Cash used by the Company to settle equity
instruments granted under stock-based awards was
insignificant.

(millions) 2010 2009 2008

Total cash received from option exercises
and similar instruments $204 $131  $175

Tax benefits realized upon exercise or
vesting of stock-based awards:
windfall benefits classified as financing

cash flow 8 4 12
Other amounts classified as operating

cash flow 20 12 17
Total $28 $16 $ 29

Shares used to satisfy stock-based awards are normally
issued out of treasury stock, although management is
authorized to issue new shares to the extent permitted
by respective plan provisions. Refer to Note 4 for
information on shares issued during the periods
presented to employees and directors under various
long-term incentive plans and share repurchases under
the Company’s stock repurchase authorizations. The
Company does not currently have a policy of
repurchasing a specified number of shares issued
under employee benefit programs during any
particular time period.

vunng <u v and 2009, non-qualified stock options
were granted to eligible employees under the 2009
Plan with exercise prices equal to the fair market value
of the Company’s stock on the grant date, a
contractual term of ten years, and a three-year graded
vesting period.

During 2008, non-qualified stock options were
granted to eligible employees under the 2003 Plan
with exercise prices equal to the fair market value of
the Company's stock on the grant date, a contractual
term of ten years, and a two-year graded vesting
period. Grants to outside directors under the Director
Plan included similar terms, but vested immediately.

Effective April 25, 2008, the Company eliminated the
AQF from all outstanding stock options. Stock options
that contained the AOF feature included the vested
pre-2004 option awards and all reload options. Reload
options are the stock options awarded to eligible
employees and directors to replace previously owned
Company stock used by those individuals to pay the
exercise price, including related employment taxes, of
vested pre-2004 options awards containing the AOF.
The reload options were immediately vested with an
expiration date which was the same as the original
option grant. Apart from removing the AQF, the stock
options were not otherwise affected. Holders of the
stock options received cash compensation to replace
the value of the AOF.
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The Company accounted for the elimination of the
AOF as a stock option modification, which required
the Company to record a charge equal to the
difference between the value of the modified stock
options on the date of modification and their values
immediately prior to modification. Since the modified
stock options were 100% vested and had relatively
short remaining contractual terms of one to five years,
the Company used a Black-Scholes model to value the
awards for the purpose of calculating the modification
charge. The total fair value of the modified stock
options increased by $4 million due to an increase in
the expected term.

As a result of this action, pre-tax compensation
expense for 2008 included $4 million of expense
related to the modification of stock options and

$13 million representing cash compensation paid to
holders of the stock options to replace the value of
the AOF. Approximately 900 employees were holders
of the modified stock options.

Management estimates the fair value of each annual
stock option award on the date of grant using a
lattice-based option valuation model. Composite
assumptions are presented in the following table.
Weighted-average values are disclosed for certain
inputs which incorporate a range of assumptions.
Expected volatilities are based principally on historical
volatility of the Company's stock, and to a lesser
extent, on implied volatilities from traded options on
the Company’s stock. Historical volatility corresponds
to the contractual term of the options granted. The
Company uses historical data to estimate option
exercise and employee termination within the
valuation models; separate groups of employees that
have similar historical exercise behavior are considered
separately for valuation purposes. The expected term
of options granted represents the period of time that
options granted are expected to be outstanding; the
weighted-average expected term for all employee
groups is presented in the following table. The risk-
free rate for periods within the contractual life of the
options is based on the U.S. Treasury yield curve in
effect at the time of grant.

Stock option valuation model
assumptions for grants within the
year ended: 2010 2009 2008

Weighted-average expected

volatility 20.00% 24.00% 20.75%

Weighted-average expected term
(years) 4.94 5.00 4.08
Weighted-average risk-free interest

rate 2.54% 2.10% 2.66%
Dividend yield 2.80% 3.40% 2.40%

Weighed-average fair value of
options granted $79 $6°° 3§79
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A summary of option activity for the year ended
January 1, 2011 is presented in the following table:

Weighted- Weighted- Aggregate

Employee and average average intrinsic
director stock Shares  exercise  contractual value
options {millions) price  term (years) {millions)
Outstanding,

beginning of year 26 $45
Granted 4 53
Exercised (4) 43
Outstanding, end of

year 26 $47 6.3 $125
Exercisable, end of

year pn $46 5.5 $100

Additionally, option activity for the comparable prior
year periods is presented in the following table:

(millions, except per snare data) 2009 2008
Qutstanding, beginning of year 26 26
Granted 4 5
Exercised (3) (5)
Forfeitures and expirations (n —

Outstanding, end of year 26 26

Exercisable, end of year 22 20

Weighted-average exercise price:

Outstanding, beginning of year $45 $44
Granted 40 51
Exercised 41 42
Forfeitures and expirations 48 —

Outstanding, end of year $45 $45

Exercisable, end of year $45 344

The total intrinsic value of options exercised during the
periods presented was (in millions): 2010-$45; 2009-
$25; 2008-$55.

Uther stock-based awards consisted principally of
executive performance shares and restricted stock
granted under the 2009 Plan during 2009 and 2010
and the 2003 Plan during 2008.

In 2010, 2009 and 2008, the Company made
performance share awards to a limited number of
senior executive-level employees, which entitles these
employees to receive a specified number of shares of
the Company's common stock on the vesting date,
provided cumulative three-year targets are achieved.
The cumulative three-year targets involved operating
profit and internal net sales growth for the 2010
grant, cost savings for the 2009 grant and operating
profit for the 2008 grant. Management estimates the
fair value of performance share awards based on the
market price of the underlying stock on the date of
grant, reduced by the present value of estimated
dividends foregone during the performance period.
The 2010, 2009 and 2008 target grants (as revised for
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non-vested forfeitures and other adjustments)
currently correspond to approximately 204,000,
170,000 and 160,000 shares, respectively, with a
grant-date fair value of approximately $48, $36, and
$47 per share. The actual number of shares issued on
the vesting date could range from zero to 200% of
target, depending on actual performance achieved.
Based on the market price of the Company’'s common
stock at year-end 2010, the maximum future value
that could be awarded on the vesting date was (in
millions): 2010 award-$21; 2009 award-$17; and
2008 award-$10. The 2007 performance share
award, payable in stock, was settled at 150% of
target in February 2010 for a total dollar equivalent of
$14 million.

The Company also periodically grants restricted stock
and restricted stock units to eligible employees. The
Company awarded grants under the 2009 Plan during
2009 and 2010 and under the 2003 Plan during 2008.
Restrictions with respect to sale or transferability
generally lapse after three years and the grantee is
normally entitled to receive shareholder dividends
during the vesting period. Management estimates the
fair value of restricted stock grants based on the
market price of the underlying stock on the date of
grant. A summary of restricted stock activity for the
year ended January 1, 2011, is presented in the
following table:

Weighted-
average

Employee restricted stock and restricted Shares grant-date
stock units (thousands)  fair value
Non-vested, beginning of year 256 $48
Granted 121 53
Vested (67) 47
Forfeited (6) 49
Non-vested, end of year 304 $49

Grants of restricted stock and restricted stock units for
comparable prior-year periods were: 2009-68,000;
2008-162,000.

The total fair value of restricted stock and restricted
stock units vesting in the periods presented was (in
millions); 2010-$3; 2009-$3; 2008-%$7.

The Company sponsors a number of U.S. and foreign
pension plans to provide retirement benefits for its
employees. The majority of these plans are funded or
unfunded defined benefit plans, although the
Company does participate in a limited number of
multiemployer or other defined contribution plans for
certain employee groups. Defined benefits for salaried
employees are generally based on salary and years of
service, while union employee benefits are generally a
negotiated amount for each year of service.

e ayyreydie Lianige n1 projected benefit obligation,
plan assets, and funded status is presented in the
following tables.

(millinnc 2010 2009
Change in projected benefit obligation

Beginning of year $3,605 $3,110
Service cost 88 79
Interest cost 200 196
Plan participants’ contributions 2 4
Amendments 8 30
Actuarial gain (loss) 241 264
Benefits paid (203) (183)
Curtailment and special termination benefits — 3
Foreign currency adjustments (11) 102
End of year $3.930 $3,605
Change in plan assets

Fair value beginning of year $3,323 32,563
Actual return on plan assets 480 719
Employer contributions 350 87
Plan participants’ contributions 2 4
Benefits paid (177) (158)
Foreign currency adjustments (11) 108
Fair value end of year $3,967 $3,323
Funded status $ 37 3 (282)

Amounts recognized in the Consolidated
Balance Sheet consist of

Other assets $ 333 % 160
Other current liabilities (43) (12)
Other liabilities (253) (430)
Net amount recognized $ 37 $ (282)

Amounts recognized in accumulated other
comprehensive income consist of

Net experience loss $1,277 91,287
Prior service cost 96 102
Net amount recognized $1,373  $1,389

The accumulated benefit obligation for all defined
benefit pension plans was $3.61 hillion and

$3.32 billion at January 1, 2011 and January 2, 2010,
respectively. Information for pension plans with
accumulated benefit obligations in excess of plan
assets were:

imillions) 2010 2009
Projected benefit obligation $248 $2,759
Accumulated benefit obligation 207 2,601
Fair w=hye of plan assets 11 2,317

e cornponents of pension expense are presented in
the following table. Pension expense for defined
contribution plans relates principally to multiemployer
plans in which the Company participates on behalf of
certain unionized workforces in the United States. The
2010 and 2009 defined contribution plan expense
includes $5 million and $12 million, respectively,
related to curtailment and special termination benefits
related to multi-employer plans. The final calculation
of these liabilities are pending full-year 2011 and 2010
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contribution base units, respectively, and are therefore
subject to adjustment. The associated cash obligation
is payable over a maximum 20-year period;
management has not determined the actual period
over which the payments will be made.

(millions) 2010 2009 2008
Service cost $ 8 $ 79 § 85
Interest cost 200 196 197
Expected return on plan assets (316) (315) (300)
Amortization of unrecognized prior

service cost 14 13 12
Recognized net loss 81 46 36
Curtailment and special termination

benefits—net loss — 6 12
Pension expense:

Defined benefit plans 67 25 42

Defined contribution plans 32 38 22

Total $ 99 § 63 § 64

The estimated net experience loss and prior service
cost for defined benefit pension plans that will be
amortized from accumulated other comprehensive
income into pension expense over the next fiscal year
are approximately $104 million and $14 million,
respectively.

Certain of the Company’s subsidiaries sponsor 401(k)
or similar savings plans for active employees. Expense
related to these plans was $37 million in 2010, 2009
and 2008. These amounts are not included in the
preceding expense table. Company contributions to
these savings plans approximate annual expense.
Company contributions to multiemployer and other
defined contribution pension plans approximate the
amount of annual expense presented in the preceding
table.

Beginning in 2010, new U.S. salaried and non-union
hourly employees were not eligible to participate in
the defined benefit pension plan. These employees are
eligible to participate in an enhanced defined
contribution plan. The change does not impact
employees with a hire date before December 31,
2009.

e wunuviue weighted-average actuarial
assumptions used to determine benefit obligations
were:

2010 2009 2008

Discount rate 54% 57% 62%
Long-term rate of compensation increase ~ 4.2% 4.1% 4.2%
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The worldwide weighted-average actuarial
assumptions used to determine annual net periodic
benefit cost were:

2010 2009 2008

Discount rate 5.7% 6.2% 62%
Long-term rate of compensation increase  4.1% 42% 4.4%
Long-term rate of return on plan assets 8.9% 89% 89%

To determine the overall expected long-term rate of
return on plan assets, the Company models expected
returns over a 20-year investment horizon with respect
to the specific investment mix of its major plans. The
return assumptions used reflect a combination of
rigorous historical performance analysis and forward-
looking views of the financial markets including
consideration of current yields on long-term bonds,
price-earnings ratios of the major stock market
indices, and long-term inflation. The U.S. mode!,
which corresponds to approximately 69% of
consolidated pension and other postretirement benefit
plan assets, incorporates a long-term inflation
assumption of 2.5% and an active management
premium of 1% (net of fees) validated by historical
analysis. Similar methods are used for various foreign
plans with invested assets, reflecting local economic
conditions. The expected rate of return for 2010 of
8.9% equated to approximately the 62nd percentile
expectation. Refer to Note 1.

To conduct the annual review of discount rates, the
Company selected the discount based on a cash-flow
matching analysis using Towers Watson's proprietary
RATE:Link tool and projections of the future benefit
payments that constitute the projected benefit
obligation for the plans. RATE:Link establishes the
uniform discount rate that produces the same present
value of the estimated future benefit payments, as is
generated by discounting each year's benefit
payments by a spot rate applicable to that year. The
spot rates used in this process are derived from a yield
curve created from yields on the 40th to 90th
percentile of U.S. high quality bonds. A similar
methodology is applied in Canada and Europe, except
the smaller bond markets imply that yields between
the 10th and 90th percentiles are preferable. The
measurement dates for the defined benefit plans are
consistent with the Company's fiscal year end.
Accordingly, the Company selected discount rates to
measure our benefit obligations consistent with
market indices during December of each year.

[he Company categorized Plan assets within a three
level fair value hierarchy described as follows:

Investments stated at fair value as determined by
quoted market prices (Level 1) include:

Value based on cost,
WIICN dpproxundtes 1ai vdide.
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Value based on the last
sdies price v uie prinary exchange.

Valued at the net asset value of shares
held by the Plan at year end.

Investments stated at estimated fair value using
significant observable inputs (Level 2) include:

Institutional short-term
mivesunent veriues vaueu daily.

Value based on the net asset value
of units held at year end.

Value based on matrices or models from
pricing vendors.

Investments stated at estimated fair value using
significant unobservable inputs (Level 3) include:

Value based on the net asset value of
units heid at year end. The fair value of real estate
holdings is based on market data including earnings
capitalization, discounted cash flow analysis,
comparable sales transactions or a combination of
these methods.

Value based on matrices or models from
brokerage firms. A limited number of the investments
are in default.

The preceding methods described may produce a fair
value calculation that may not be indicative of net
realizable value or reflective of future fair values.
Furthermore, although the Company believes its
valuation methods are appropriate and consistent with
other market participants, the use of different
methodologies or assumptions to determine the fair
value of certain financial instruments could result in a
different fair value measurement at the reporting
date.

The Company’s practice regarding the timing of
transfers between levels is to measure transfers in at
the beginning of the month and transfers out at the
end of the month. For the year ended January 1,
2011, the Company had no transfers between Levels
1 and 2.

The fair value of Plan assets as of January 1, 2011
summarized by level within the fair value hierarchy are
as follows:

Total Total Total

(millions) Level1 fevel2 Level3 Total
Cash and cash equivalents ¢ 169 $ 38 $— $ 207
Corporate stock, common:

Domestic 645 —- — 645

International 185 — — 185
Mutual funds:

Domestic equity a4 — — 44

International equity 419 — — 419
Collective trusts:

Domestic equity — 539 — 539

International equity — 1,020 — 1,020

Domestic debt — 13 — 13

International debt — 275 — 275
Bonds, corporate — 350 1 351
Bonds, government — 180 — 180
Bonds, other — 29 — 29
Real estate — — 58 58
Other — (5) 7 2
Total $1,462 $2,439 $66 $3,967

The fair value of Plan assets at January 2, 2010 are
summarized as follows:

Total Total Total

(millions) Level 1 Level 2 Level 3 Total
Cash and cash equivalents $ 55 % 116 $ $ 7N
Corporate stock, common 713 — — 713
Mutual funds:

Equity investments 489 — — 489
Collective trusts:

Equity investments — 1,145 1,145

Debt investments — 281 — 281
Bonds, corporate — 278 3 281
Bonds, government - 78 — 78
Government mortgage

backed securities — 74 — 74
Bonds, other — 57 4 61
Real estate — —- 32 32
Other — — (2) (2}
Total $1,257 $2,029 $37 $3,323

There were no unfunded commitments to purchase
investments at January 1, 2011 or January 2, 2010.

The Company's investment strategy for its major
defined benefit plans is to maintain a diversified
portfolio of asset classes with the primary goal of
meeting long-term cash requirements as they become
due. Assets are invested in a prudent manner to
maintain the security of funds while maximizing
returns within the Plan’s investment policy. The
investment policy specifies the type of investment
vehicles appropriate for the Plan, asset allocation
guidelines, criteria for the selection of investment
managers, procedures to monitor overall investment
performance as well as investment manager
performance. It also provides guidelines enabling Plan
fiduciaries to fulfill their responsibilities.
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The current weighted-average target asset allocation
reflected by this strategy is: equity securities—75%;
debt securities—23%; other-2%. Investment in
Company common stock represented 1.3% and 1.6%
of consolidated plan assets at January 1, 2011 and
January 2, 2010, respectively. Plan funding strategies
are influenced by tax regulations and funding
requirements. The Company currently expects to
contribute approximately $180 million to its defined
benefit pension plans during 2011.

wrianyges i uie 1an vaiue of the Plan’s Level 3 assets
are summarized as follows:

Bonds, Bonds, Real

(miltions) corporate  other  estate Other Total
January 3, 2009 $11 $11 $27 $3 $52
Net purchases, sales

and other (4) (6) — 4 (14
Realized and

unrealized gain

(loss) 1 1 5 (n [
Transfer out (5) (2) — — (7)
January 2, 2010 $ 3 $ 4 $£32 $(2) $37
Net purchases, sales

and other (2) (4) 19 6 19
Realized and

unrealized gain — — 7 1 8
Transfer out — — — 2 2
January 1, 2011 $1 $— $58 $7 566

The net change in Level 3 assets includes a gain oft ess
than $1 million attributable to the change in
unrealized holding gains or losses related to Level 3
assets held at January 1, 2011.

e 1onowiny venent payments, which reflect
expected future service, as appropriate, are expected
to be paid (in millions): 2011-%$233; 2012-$202;
2013-%$212; 2014-$217; 2015-%$226; 2016 to 2020~
$1,286.

Ihe Company sponsors a number of plans to provide
health care and other welfare benefits to retired
employees in the United States and Canada, who have
met certain age and service requirements. The
majority of these plans are funded or unfunded
defined benefit plans, although the Company does
participate in a limited number of multiemployer or
other defined contribution plans for certain employee
groups. The Company contributes to voluntary
employee benefit association (VEBA) trusts to fund
certain U.S. retiree health and welfare benefit
obligations.

Excerpts from Kellogg's Form 10-K for the Fiscal Year Ended January 1, 2011 [2010]

In the first quarter of 2010, the Patient Protection and
Affordable Care Act (PPACA) was signed into law.
There are various provisions which will impact the
Company, however, the Company has determined
that the Act did not have a material impact on the
accumulated benefit obligation as of January 1, 2011
for nonpension postretirement benefit plans.

e ayyreyate Lianye in accumuated postretirement
benefit obligation, plan assets, and funded status is
presented in the following tables.

(millions) 2010 20U
Change in accumulated benefit obligation

Beginning of year $1,162 $1,108
Service cost 20 18
Interest cost 64 65
Actuarial loss 36 25
Benefits paid (60) (61)
Foreign curren ~~iustments 2 7
£t~ year $1,224  $1,162
Change in plan assets

Fair value beginning of year $ 672 $ 553
Actual return on plan assets 108 170
Employer contributions 293 13
Benefits paid (65) (64)
Fair == end of year $1,008 3 672
Funded statu- $ (216) $ (490)

Amounts recognized in the Consolidated
Balance Sheet consist of

Other current liabilities $ @ 3% @
Other liabilities (214) (488)
Net amount recognized $ (216) $ (490)

Amounts recognized in accumulated other

comprehensive income consist of
Net experience loss $ 315 3 340
Prior service credit 9) (1)

$ 306 3% 329

Net amount recognized

cournpurients of postretirement benefit expense were:

(millions) 2010 2009 2008
Service cost $20 4§18 $17
Interest cost 64 65 67
Expected return on plan assets (64) (68) (63)
Amortization of unrecognized prior

service credit 3 2) (3)
Recognized net loss 17 13 9
Postretirement benefit expense:

Defined benefit plans 34 26 27

Defined contribution plans 2 1 2

Total $36 $27 <729

The estimated net experience loss for defined benefit
plans that will be amortized from accumulated other
comprehensive income into nonpension
postretirement benefit expense over the next fiscal
year is expected to be approximately $20 million,
partially offset by amortization of prior service credit
of $3 million.
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Ime welgrieu-dverage actuarial assumptions used to
determine benefit obligations were:

2010 2009 2008
53% 57% 6.1%

Discount rate

The weighted-average actuarial assumptions used to
determine annual net periodic benefit cost were:

2010 2009 2008

Discount rate 57% 6.1% 6.4%
Long-term rate of return on plan assets 89% 89% 89%

The Company determines the overall discount rate
and expected long-term rate of return on VEBA trust
obligations and assets in the same manner as that
described for pension trusts in Note 8.

The assumed health care cost trend rate is 6.6% for
2011, decreasing gradually to 4.5% by the year 2015
and remaining at that level thereafter. These trend
rates reflect the Company's recent historical
experience and management’s expectations regarding
future trends. A one percentage point change in
assumed health care cost trend rates would have the
following effects:

One percentage  One percentage

(millions) point increase point decrease
Effect on total of service and

interest cost components $ 10 $ @
Effect on postretirement

benefit obligation 131 (109)

I'ne tair value of Plan assets as of January 1, 2011
summarized by level within the fair value hierarchy
described in Note 8, are as follows:

Total Totai Total

(millions) Level 1 Level2 Level3 Total
Cash and cash equivalents  $ 17 $ 31 $— $ 48
Corporate stock, common:

Domestic 184 — — 184

International 12 — — 12
Mutual funds:

Domestic equity 76 — — 76

International equity 97 — — 97

Domestic debt 73 - — 73
Collective trusts:

Domestic equity — 241 — 241

International equity — 137 — 137
Bonds, corporate — 99 — 99
Bonds, government - 34 — 34
Bonds, other — 7 — 7

TAo—\‘ tnrg 5549 s__ ea Ang

The fair value of Plan assets at January 2, 2010 are
summarized as follows:

Total Total Total

(millions) Level 1 Level 2 Level 3 Total
Cash and cash equivalents $ — $ 31 — %3
Corporate stock, common 132 4 — 136
Mutual funds:

Equity investments 122 — — 122

Debt investments 45 — — 45
Collective trusts:

Equity investments — 202 — 202

Debt investments — 28 — 28
Bonds, corporate — 73 — 73
Bonds, government — 14 — 14
Government mortgage backed

securities — 13 — 13
Bonds, other — 7 1 8
Total $299 €270 $ 1 $672

The Company'’s asset investment strategy for its VEBA
trusts is consistent with that described for its pension
trusts in Note 8. The current target asset allocation is
75% equity securities and 25% debt securities. The
Company currently expects to contribute
approximately $16 million to its VEBA trusts during
2011.

e ciange muie 1ae vdiue of the Plan’s Level 3
assets is summarized as follows:

Bonds,
(millions} other
January 3, 2009 $6
Net purchases, sales and other (2)
Gain 1
Transfer out 4)
January 2, 2010 $1
Net purchases, sales and other (1)
January 1, 2011 $—

B-23
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unuer cerwan conations, the Company provides
benefits to former or inactive employees in the United
States and several foreign locations, including salary
continuance, severance, and long-term disability. The
Company'’s postemployment benefit plans are
unfunded. Actuarial assumptions used are generally
consistent with those presented for pension benefits
in Note 8. The aggregate change in accumulated
postemployment benefit obligation and the net
amount recognized were:

(millions) 2010 2009
Change in accumulated benefit obligation

Beginning of year $74 §65
Service cost 6 6
Interest cost 4 4
Actuanal loss 8 8
Benefits paid (7) (10)
Foreign currency adjustments — 1

End of year $°F $74
Funded status $(85) 3$(74)

Amounts recognized in the Consolidated
Balance Sheet consist of

Other current labilities $(8 3
Other labilities (77) (67)
Net amount recognized 7/85) $(74)

Amounts recognized in accumulated other
comprehensive income consist of
Net experience l0ss $43 $39

Net amount recognized $43 339

Components of postemployment benefit expense
were:

(millions) 2010 2009 2008
Service cost $6 $6 $5
Interest cost 4 4 4
Recognized net loss 4 4 4
Poste ~~'~yment benefit expense $14 $14 $13

The estimated net experience loss that will be
amortized from accumulated other comprehensive
income into postemployment benefit expense over the
next fiscal year is approximately $4 million.

e tonowiny wenent payments, which reflect
expected future service, as appropriate, are expected
to be paid:

(millions) Postretirement  Postemployment
201 $ 70 $ 8
2012 76 9
2013 78 9
2014 80 10
2015 81 10
2016-2020 423 58

The components of income before income taxes and
the provision for income taxes were as follows:

{millions) 2010 2009 2008
Income before income taxes
United States $1,271  $1,207 $1,030
Foreign 471 477 601

1,742 1,684 1,631

Income taxes
Currently payable

Federal 97 331 135
State 10 39 3
Foreign 129 146 190

236 516 328

Deferred

Federal 239 (8) 173
State 26 (3) 22
Foreign 1 (29) (38)

266 (40) 157

Total income taxes $ 502 $ 476 % 485

The difference between the U.S. federal statutory tax
rate and the Company’s effective income tax rate was:

2010 20Uy 2008

U.S. statutory income tax rate 35.0% 35.0% 35.0%
Foreign rates varying from 35% —41% 4.2 -5.0
State income taxes, net of federal

benefit 1.4% 1.4 1.0
Cost (benefit) of remitted and

unremitted foreign earnings 09% 08 1.6
Tax audit activity -16% -09
Net change in valuation allowances 0.5% 0.4
U.S. deduction for qualified production

activities -1.1% -16 —
Other -22% 1.1 -1.4
Effective income tax rate 288% 282% 29.7%

As presented in the preceding table, the Company’s
2010 consolidated effective tax rate was 28.8%, as
compared to 28.2% in 2009 and 29.7% in 2008. The
2010 effective income tax rate was impacted primarily
by the remeasurement ofl iabilities for uncertain tax
positions. Current authoritative guidance related to
liabilities for uncertain tax positions requires the
Company to remeasure its liabilities for uncertain tax
positions based on new information during the period,
including interactions with tax authorities. Based on
our interactions with tax authorities in various state
and foreign jurisdictions, we reduced certain liabilities
for uncertain tax positions by $42 million and
increased others by $13 million in 2010. The other line
itemn contains the benefit from an immaterial
correction of an item related to prior years that was
booked in the first quarter of 2010, as well as the U.S.
research and development tax credit.
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During 2010, the Company provided $15 million on
both remitted and unremitted foreign earnings, which
represents the actual or expected tax effect of
remitting foreign earnings net of available foreign tax
credits. This includes a benefit of $18 million on
earnings remitted in 2010 and a charge of $33 million
on unremitted earnings not considered indefinitely
reinvested. $17 million of this expense relates to
current year earnings, while $16 million relates to
prior year earnings.

As of January 1, 2011, the Company had recorded a
deferred tax liability of $57 million related to $300
million of earnings. Accumulated foreign earnings of
approximately $1.5 billion, primarily in Europe, were
considered indefinitely reinvested. Accordingly,
deferred income taxes have not been provided on
these earnings and it is not practical to estimate the
deferred tax impact of those earnings.

The 2009 effective tax rate reflected the favorable
impact of various audit settlements as well as a U.S.
deduction for qualified production activities as defined
by the Internal Revenue Code. The deduction is based
on U.S. manufacturing activities. During 2009, the
Company finalized its assessment of foreign earnings
and capital to be repatriated under the prior year
repatriation plan resulting in a favorable impact to the
cost of remitted and unremitted foreign earnings.

The 2008 effective tax rate reflected the favorable
impact of various tax audit settlements. In conjunction
with a planned international legal restructuring,
management recorded a total charge of $42 million
on $1 billion of unremitted foreign earnings and
capital. During 2008, $710 million of these earnings
and capital were repatriated. The total charge in the
year included a provision of $18 million for deferred
taxes related to the remaining $290 million of
unremitted foreign earnings.

Changes in valuation allowances on deferred tax
assets and the corresponding impacts on the effective
income tax rate result from management’s assessment
of the Company’s ability to utilize certain future tax
deductions, operating losses and tax credit
carryforwards prior to expiration. Valuation allowances
were recorded to reduce deferred tax assets to an
amount that will, more likely than not, be realized in
the future. The total tax benefit of carryforwards at
year-end 2010 and 2009 were $60 million and

$37 million, respectively, with related valuation
allowances at year-end 2010 and 2009 of
approximately $35 and $22 million. Of the total
carryforwards at year-end 2010, $2 million expire in
2011; $4 million expire in 2014 with the remainder
expiring after five years.

The foliowing table provides an analysis of the
Company's deferred tax assets and liabilities as of
year-end 2010 and 2009. Operating loss and credit

carryforwards related to certain foreign operations
increased in 2010. The increase in the deferred tax
asset was partially offset by a corresponding increase
in valuation allowances. The significant decrease in the
employee benefits caption of the Company’s deferred
tax asset was due to pension contributions made at
the end of 2010. The deferred tax liability for
unremitted foreign earnings increased by $37 million;
$33 million of this change is attributable to tax
expense recorded in 2010, while $4 million relates to
remeasurement for foreign currency changes.

Deferred tax Deferred tax

assets liabilities
(millions) 2010 2009 2010 2009
U.S. state income taxes $ 7% 8 % 77 $§60
Advertising and promotion-related 24 26 3 4
Wages and payroll taxes 25 30 — —
Inventory vatuation 28 22 — —
Employee benefits 187 393 65 42
Operating loss and credit
carryforwards 60 37 — —
Hedging transactions 1 15 16 —
Depreciation and asset disposals 25 18 311 313
Capitalized interest 7 7 9 11
Trademarks and other intangibles — — 472 467
Deferred compensation 48 50 — —
Stock options 52 51 — —
Unremitted foreign earnings — — 57 20
Other 51 67 8 12
515 724 1,018 929
Less valuation allowance (36) (28) — —

$479 $696 $1,018 $929
$(539) <2

Total deferred taxes
Net deferred tax asset (liability)
Classified in balance sheet as:

Other current assets $110 $128
Other current liabilities (13) (7)
Other assets 61 71

Other liabilitier (697) (425)

Net deferred tdx asset wiability) $(539) ¢

The change in valuation allowance reducing deferred
tax assets was:

(mitlions) 2010 2009 2008
Balance at beginning of year $28 $22 $22
Additions charged to income tax expense 1 14 6
Reductions credited to income tax

expense (2) (7} (3}
Currency translation adjustments (1) (1 (3)
Balance at end of year $36 $28 §22

Cash paid for income taxes was (in millions): 2010-
$409; 2009-$409; 2008-$397. Income tax benefits
realized from stock option exercises and deductibility
of other equity-based awards are presented in Note 7.

Ine Lompany 1s supject w federal income taxes in the
U.S. as well as various state, local, and foreign
jurisdictions. The Company’s annual provision for

U.S. federal income taxes represents approximately
70% of the Company’s consolidated income tax
provision. The Company was chosen to participate in
the Internal Revenue Service (IRS) Compliance
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Assurance Program (CAP) beginning with the 2008 tax
year. As a result, with limited exceptions, the
Company is no longer subject to U.S. federal
examinations by the IRS for years prior to 2010. The
Company is under examination for income and
non-income tax filings in various state and foreign
Jurisdictions, most notably: 1) a U.S.-Canadian transfer
pricing issue pending international arbitration
(Competent Authority) with a related advanced pricing
agreement for years 1997-2008 for which an
extension through 2011 has been requested; 2) an
on-going examination of 2002-2008 U.K. income tax
filings which is expected to be finalized in 2011; 3)
Mexico for years 2003 and forward; and 4) Spain for
years 2005 to 2006.

As of January 1, 2011, the Company has classified
$43 million of unrecognized tax benefits as a current
liability. Management’s estimate of reasonably
possible changes in unrecognized tax benefits during
the next twelve months is comprised of the current
liability balance expected to be settled within one year,
offset by approximately $10 million of projected
additions related primarily to ongoing intercompany
transfer pricing activity. Management is currently
unaware of any issues under review that could result
in significant additional payments, accruals, or other
material deviation in this estimate.

Following is a reconciliation of the Company's total
gross unrecognized tax benefits as of the years ended
January 1, 2011, January 2, 2010 and January 3,
2009. For the 2010 year, approximately $83 million
represents the amount that, if recognized, would
affect the Company’s effective income tax rate in
future periods.

(millions) 2010 2009 2008
$130 $132  $169

Balance at beginning of year
Tax positions related to current year:

Additions 12 17 24
Tax positions related to prior years:

Additions 13 4 2

Reductions (42) 9y (56
Settlements (6) (8) 3)
Lapses in statutes ofl imitation (3) (6) (4)

Balance at end of year $104 $130 $132

For the year ended January 1, 2011, the company
recognized an increase of $2 million of tax-related
interest and penalties and had $26 million accrued at
year end. For the year ended January 2, 2010, the
Company recognized a reduction of $1 million of
tax-related interest and penalties and had
approximately $25 million accrued at January 2, 2010.
For the year ended January 3, 2009, the Company
recognized a reduction of $2 million of tax-related
interest and penalties and had approximately $29
million accrued at January 3, 2009.

Excerpts from Kellogg's Form 10-K for the Fiscat Year Ended January 1, 2011 [2010]

The Company is exposed to certain market risks such
as changes in interest rates, foreign currency exchange
rates, and commodity prices, which exist as part of its
ongoing business operations. Management uses
derivative financial and commodity instruments,
including futures, options, and swaps, where
appropriate, to manage these risks. Instruments used
as hedges must be effective at reducing the risk
associated with the exposure being hedged and must
be designated as a hedge at the inception of the
contract.

The Company designates derivatives as cash flow
hedges, fair value hedges, net investment hedges, or
other contracts used to reduce volatility in the
translation of foreign currency earnings to U.S. dollars.
As a matter of policy, the Company does not engage
in trading or speculative hedging transactions.

Total notional amounts of the Company’s derivative
instruments as of January 1, 2011 and January 2,
2010 were as follows:

(millions) 2010 2009

Foreign currency exchange contracts $1,075 $1,588
Interest rate contracts 1,900 1,900
Commodity contracts 379 213
Total $3,354 33,701

Following is a description of each category in the fair
value hierarchy and the financial assets and liabilities
of the Company that were included in each category
at January 1, 20711 and January 2, 2010, measured on
a recurring basis.

Level 1 — Financial assets and liabilities whose values
are based on unadjusted quoted prices for identical
assets or liabilities in an active market. For the
Company, level 1 financial assets and liabilities consist
primarily of commodity derivative contracts.

Level 2 — Financial assets and liabilities whose values
are based on quoted prices in markets that are not
active or model inputs that are observable either
directly or indirectly for substantially the full term of
the asset or liability.

For the Company, level 2 financial assets and liabilities
consist of interest rate swaps and over-the-counter
commodity and currency contracts.

The Company's calculation of the fair value of interest
rate swaps is derived from a discounted cash flow
analysis based on the terms of the contract and the
interest rate curve. Commodity derivatives are valued
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using an income approach based on the commodity
index prices less the contract rate multiplied by the
notional amount. Foreign currency contracts are
valued using an income approach based on forward
rates less the contract rate multiplied by the notional
amount. The Company's calculation of the fair value
ofl evel 2 financial assets and liabilities takes into
consideration the risk of nonperformance, including

counterparty credit risk.

Level 3 — Financial assets and liabilities whose values
are based on prices or valuation techniques that
require inputs that are both unobservable and
significant to the overall fair value measurement.
These inputs reflect management’s own assumptions
about the assumptions a market participant would use
in pricing the asset or liability. The Company did not
have any level 3 financial assets or liabilities as of
January 1, 2011 or January 2, 2010.
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The following table presents assets and liabilities that
were measured at fair value in the Consolidated
Balance Sheet on a recurring basis as of January 1,
2011 and January 2, 2010:

Level 1

Level 2 Total

(millions)

2010 2009 2010 2009 2010 2009

Assets:
Foreign currency
exchange contracts:

Other current assets $— $— $ 7% 7% 7% 7

Interest rate contracts:

Other current assets —_ - 5 — 5 —

Other assets — — 69 44 69 44

Commodity contracts:

Other current assets 23 4 — — 23 4
Total assets $23 $4 $81 351 $104 $55
Liabilities:

Foreign currency

exchange contracts:

Other current liabilities $—  $— $(27) $(31) $(27) 331

Interest rate contracts:

Other liabilities —_ - — m — M

Commodity contracts:

Other current liabilities — —  (10) () (10) (6)

Other liabilities — — (290 (14) (299 (19
Total liabilities $— $— 9(66) $(52) $(66) $(52)
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Excerpts from Kellogg's Form 10-K for the Fiscal Year Ended January 1, 2011 {2010]

The effect of derivative instruments on the Consolidated Statement of Income for the years ended January 1, 2011

and January 2, 2010 was as follows:

Location of
gain {loss) Gain (loss)
Derivatives in fair value recognized in recognized in
hedging relationships income income
(miflions) 2010 2009
Foreign currency exchange contracts Other income $(51) $(46)
(expense), net
Interest rate contracts Interest expense 39 28
Total $(12) $(18)
Location of Location of
Gain (loss) gain (loss) Gain (loss) gain (loss) Gain {loss)
Derivatives in cash flow recognized in reclassified reclassified from AOCI  recognized in recognized in
hedging relationships AOCI from AOCI into income income (a) income(a)
(millions) 2010 2009 2010 2009 2010 2009
Foreign currency $(19) $(23) COGS $(25) $19  Other income S (1) $ (8
exchange contracts (expense), net
Foreign currency — 3 SGA expense (1) (3)  Otherincome — —
exchange contracts (expense), net
Interest rate contracts 67 — Interest expense (4) 8) N/A — —
Commodity contracts 3 14  COGS (4) (5)  Other income (1) (2)
(expense), net
Total $51 $(6) $(34) $3 $ (2) $(10)
Location of
gain (loss) Gain (loss)
Derivatives not designated as recognized in recognized
hedging instruments income in income
(millions) 2010 2009
Foreign currency exchange contracts Other income $ — $ 1
(expense), net
Total $ — $ 1

(a) Includes the ineffective portion and amount excluded from effectiveness testing.

Certain of the Company’s derivative instruments
contain provisions requiring the Company to post
collateral on those derivative instruments that are in a
liability position if the Company’s credit rating falls
below BB+ (S&P), or Baal (Moody's). The fair value of
all derivative instruments with credit-risk-related
contingent features in a liability position on January 1,
2011 was $36 million. If the credit-risk-related
contingent features were triggered as of January 1,
2011, the Company would be required to post
collateral of $36 million. In addition, certain derivative
instruments contain provisions that would be triggered
in the event the Company defaults on its debt
agreements. There were no collateral posting
requirements as of January 1, 2011 triggered by credit-
risk-related contingent features.

Level 3 assets measured on a nonrecurring basis at
January 1, 2011 and January 2, 2010 consisted ofl ong-

lived assets and goodwill.

The Company'’s calculation of the fair value ofl ong-
lived assets is based on market comparables, market
trends and the condition of the assets. Long-lived assets
with a carrying amount of $19 million were written
down to their fair value of $10 million at January 1,
2011, resulting in an impairment charge of $9 million,
which was included in earnings for the period.

Goodwill with a carrying amount of $20 million was
written off at January 1, 2011 to reflect its implied fair
value, resulting in an impairment charge of $20 million,
which was included in earnings for the period. Please
refer to the impairment discussion in Note 2.






recall the products was made following an
investigation by the United States Food and Drug
Administration concerning a salmonella outbreak
thought to be caused by tainted peanut related
products. The products subject to the recall contained
peanut based ingredients manufactured by the Peanut
Corporation of America whose Blakely, Georgia plant
was found to contain salmonella. The following table
presents a summary of related charges for the years
ended January 2, 2010 and January 3, 2009:

(millions, except per share amount) 2009 2008 Total
Reduction of net sales $ 12 % 12 %24
COGS 18 21 39
SGA expense 1 1 2
Total $ 31 § 34 $65
Impact on earnings per diluted share $(0.06) $(0.06)

In addition to charges recorded in connection with the
withdrawal, the Company also lost sales of the
impacted products that are not inciuded in the table
above.

The Company is subject to various legal proceedings,
claims, and governmental inspections or investigations
in the ordinary course of business covering matters
such as general commercial, governmental
regulations, antitrust and trade regulations, product
liability, environmental, intellectual property, workers’
compensation, employment and other actions. These
matters are subject to uncertainty and the outcome is
not predictable with assurance. The Company uses a
combination of insurance and self-insurance for a
number of risks, including workers’ compensation,
general liability, automobile liability and product
lability.

The Company has established accruals for certain
matters where losses are deemed probable and
reasonably estimable. There are other claims and legal
proceedings pending against the Company for which
accruals have not been established. It is reasonably
possible that some of these matters could result in an
unfavorable judgment against the Company and could
require payment of claims in amounts that cannot be
estimated at January 1, 2011. Based upon current
information, management does not expect any of the
claims or legal proceedings pending against the
Company to have a material impact on the Company’s
consolidated financial statements.
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Net sales Gross profit
(millions, except per share data) 2010 2009 2010 2009
First $ 3,318 $ 3,169 $1,425 $1,302
Second 3,062 3229 1,305 1,404
Third 3,157 3277 1,369 1,440
Fourth 2,860 2,900 1,190 1,245

$12,397 $12,575 $5,289 $5,391

NeT Income attributable

to Kellogg Company Per share amounts

2010 2009 2010 2009
Basic Diluted Basic Diluted
First $ 418 $ 321 $1.10 $1.09 %384 $84
Second 302 354 .80 .79 93 .92
Third 338 361 .91 90 94 94
Fourth 189 176 .51 51 46 46

“,247 $1,212

The principal market for trading Kellogg shares is the
New York Stock Exchange (NYSE). At year-end 2010,
the closing price (on the NYSE) was $51.08 and there
were 40,527 shareholders of record.

Dividends paid per share and the quarterly price
ranges on the NYSE during the last two years were:

Dividend Stock price

NN — Quarter per share  High Low
First $ .3750 $55.45 $51.70
Second .3750 56.00 49.75
Third 4050 5258 47.28
Fourth 4050 51.62 48.51
$1.5600
2009 — Quarter
First $ 3400 $4594 $3564
Second 3400 47.72 37.84
Third 3750 4990 4558
Fourth .3750 54.10 "ers
$1.4300
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Kellogg Company is the world’s teading producer of
cereal and a leading producer of convenience foods,
including cookies, crackers, toaster pastries, cereal
bars, fruit snacks, frozen waffles, and veggie foods.
Kellogg products are manufactured and marketed
globally. Principal markets for these products include
the United States and United Kingdom. The Company
currently manages its operations in four geographic
operating segments, comprised of North America and
the three International operating segments of Europe,
Latin America, and Asia Pacific.

B-31
The measurement of operating segment results is
generally consistent with the presentation of the
Consolidated Statement of Income and Consolidated
Balance Sheet. Intercompany transactions between
operating segments were insignificant in all periods
presented.
(millions) 2010 2009 2008
Net sales
North America $ 8,402 $ 8510 $ 8,457
Europe 2,230 2,361 2,619
Latin America 923 963 1,030
Asia Pacific (a) 842 741 716
Consolidatad $12,397 $12,575 $12,822
Operating profit
North America $ 1,554 $ 1569 ¢ 1,447
Europe 364 348 390
Latin America 153 179 209
Asia Pacific (a) 74 86 92
Corporate (155) (181) (185)
Consolidated $ 199 ¢ 7?1901 $ 1,953
Depreciation and amortization
North America $ 257 3§ 256 $ 249
Europe 53 60 72
Latin America 17 28 24
Asta Pacific (a) 53 22 23
Cnrporate 12 18 7
consolidated $ 392 $ 384 ¢ 375
Interest expense
North America $ - 3 — 3 1
Europe 1 1 2
Latin America —_ — —
Asia Pacific (a) 1 — —
Corporate 246 294 305
Consolidated € 248 $ 295 $ 308
Income taxes
North America $ 482 $ 474 $ 418
Europe 23 22 25
Latin America 29 32 38
Asia Pacific (a) 19 16 16
Corporate (51) (68) (12)
Consolidated $ 502 $ 476 $ 485
Total assets
North America $ 8623 $ 8465 § 8443
Europe 1,700 1,630 1,545
Latin America 784 585 515
Asia Pacific (a) 596 535 408
Corporate 3,006 3,354 4,305
_ Flimination entries (2,862) (3,369) (4,270)
Consolidated $11,847 $11,200 $10,946
Additions to long-lived assets
North America $ 327 $ 236 $ 262
Europe 57 50 172
Latin America 43 58 70
Asia Pacific (a) a5 30 66
Corporate 2 3 6
Consolidated $ 474 § 377 $ 576

(@) Includes Australia, Asia and South Africa.
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The Company’s largest customer, Wal-Mart Stores,
Inc. and its affiliates, accounted for approximately
21% of consolidated net sales during 2010, 21% in
2009, and 20% in 2008, comprised principally of sales
within the United States.

Supplemental geographic information is provided
below for net sales to external customers and long-
lived assets:

(millions) 2010 2009 2008
Net sales
United States $ 778 $ 7946 $ 7,866
United Kingdom 870 906 1,026
Other foreign countries 3,741 3,723 3,930
Consolidated $12,397 $12,575 12,822
Long-lived assets
United States $ 1993 $ 1,916 § 1,922
United Kingdom 272 278 260
Other foreign countries 863 816 751
Consolidated $ 3,128 ¢ 2010 $ 2,933

Supplemental product information is provided below
for net sales to external customers:

(millions) 2010 2009 2008
North America
Retait channel cereal $ 2947 $ 3,080 ¢ 3,038
Retail channel snacks 4,048 4,012 3,960

Frozen and specialty channels 1,407 1,418 1,459
International

Cereal 3,309 3,326 3,547
Convenience foods 686 739 818
Consolidated $12 207  $12575 $12,822

Consoundated Statement of Income
(millions) 2010 2009 2008

Research and development expense $ 187 $ 181 $ 181
Advertising expense $1,130 $1,091 $1,076

Consolidated Balance Sheet

(millions) 2010 2009
Trade receivables $ 893 § 951
Allowance for doubtful accounts (10) (9)
Refundable income taxes 189 23
Other receivables 118 128
Accounts receivable, net $1,190 §$1,093
Raw materials and supplies $ 224 § 214
Finished goods and materials in process 832 696
Inventories $1056 $ 910
Deferred income taxes $ 110 §$ 128
Other prepaid assets 115 93
Other current assets $ 225 § 221
Land $ 107 $ 106
Buildings 1,842 1,750
Machinery and eguipment (a) 5,462 5,383
Construction in progress 407 291
Accumulate~ #enreciation (4,690) (4,520)
Property, net $3,128 $ 3,010
Other intangibles $ 1,503 §$ 1,503
Ao mulated amortization (47) (45)
Other intangibles, net $ 1,456 $ 1,458
Pension $ 333 ¢ 160
Other 387 371
Other ar-~*- $ 720 § 531
Accrued income taxes $ 60 ¢ 33
Accrued salaries and wages 153 322
Accrued advertising and promotion 405 409
Other 421 402
Other current liabilities $1,039 $1,166
Nonpension postretirement benefits $ 214 § 488
Other 425 459
Other liabilities $ 639 § 947

(@) Includes an insignificant amount of capitalized internal-use
software.

Allowance for doubtful accounts

(millions) 2010 2009 2008
Balance at beginning of year $9 $10 $5
Additions charged to expense 2 3 6
Doubtful accounts charged to reserve (1) (4) 1)

Balance at end of year $10 $9 %10
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Management is responsible for the preparation of the
Company’s consolidated financial statements and
related notes. We believe that the consolidated
financial statements present the Company'’s financial
position and results of operations in conformity with
accounting principles that are generally accepted in
the United States, using our best estimates and
judgments as required.

The independent registered public accounting firm
audits the Company’s consolidated financial
statements in accordance with the standards of the
Public Company Accounting Oversight Board and
provides an objective, independent review of the
fairness of reported operating results and financial
position.

The board of directors of the Company has an Audit
Committee composed of five non-management
Directors. The Committee meets regularly with
management, internal auditors, and the independent
registered public accounting firm to review
accounting, internal control, auditing and financial
reporting matters.

Formal policies and procedures, including an active
Ethics and Business Conduct program, support the
internal controls and are designed to ensure
employees adhere to the highest standards of
personal and professional integrity. We have a
rigorous internal audit program that independently
evaluates the adequacy and effectiveness of these
internal controls.

Management is responsible for designing, maintaining
and evaluating adequate internal control over financial
reporting, as such term is defined in Rule 13a-15(f)
under the Securities Exchange Act of 1934, as
amended. Our internal control over financial reporting
is designed to provide reasonable assurance regarding
the reliability of financial reporting and the
preparation of the financial statements for external
purposes in accordance with U.S. generally accepted
accounting principles.

We conducted an evaluation of the effectiveness of
our internal control over financial reporting based on
the framework in Internal Control — Integrated
Framework issued by the Committee of Sponsoring
Organizations of the Treadway Commission.

Because of its inherent limitations, internal control
over financial reporting may not prevent or detect
misstatements. Also, projections of any evaluation of
effectiveness to future periods are subject to the risk
that controls may become inadequate because of
changes in conditions or that the degree of
compliance with the policies or procedures may
deteriorate.

Based on our evaluation under the framework in
Internal Control — Integrated Framework,
management concluded that our internal control over
financial reporting was effective as of January 1, 2011.
The effectiveness of our internal control over financial
reporting as of January 1, 2011 has been audited by
PricewaterhouseCoopers LLP, an independent
registered public accounting firm, as stated in their
report which follows.

John A. Bryant
President and Chief Executive Officer

/ﬁ};a‘mﬁ_

Ronald L. Dissinger
Senior Vice President and Chief Financial Officer



To the Shareholders and Board of Directors of
Kellogg Company

fn our opinion, the consolidated financial statements
listed in the index appearing under Item 15(a)(1)
present fairly, in all material respects, the financial
position of Kellogg Company and its subsidiaries at
January 1, 2011 and January 2, 2010, and the results
of their operations and their cash flows for each of the
three years in the period ended January 1, 2011 in
conformity with accounting principles generally
accepted in the United States of America. Also in our
opinion, the Company maintained, in all material
respects, effective internal control over financial
reporting as of January 1, 2011, based on criteria
established in Internal Control — Integrated
Framework issued by the Committee of Sponsoring
Organizations of the Treadway Commission (COSO).
The Company’s management is responsible for these
financial statements, for maintaining effective internal
contro!l over financial reporting and for its assessment
of the effectiveness of internal control over financial
reporting, included in the accompanying
Management’s Report on Internal Control over
Financial Reporting. Our responsibility is to express
opinions on these financial statements and on the
Company’s internal control over financial reporting
based on our integrated audits. We conducted our
audits in accordance with the standards of the Public
Company Accounting Oversight Board (United States).
Those standards require that we plan and perform the
audits to obtain reasonable assurance about whether
the financial statements are free of material
misstatement and whether effective internal control
over financial reporting was maintained in all material
respects. Our audits of the financial statements
included examining, on a test basis, evidence
supporting the amounts and disclosures in the
financial statements, assessing the accounting
principles used and significant estimates made by
management, and evaluating the overall financial
statement presentation. Our audit of internal control
over financial reporting included obtaining an
understanding of internal control over financial
reporting, assessing the risk that a material weakness
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exists, and testing and evaluating the design and
operating effectiveness of internal control based on
the assessed risk. Our audits also included performing
such other procedures as we considered necessary in
the circumstances. We believe that our audits provide
a reasonable basis for our opinions.

A company’s internal control over financial reporting is
a process designed to provide reasonable assurance
regarding the reliability of financial reporting and the
preparation of financial statements for external
purposes in accordance with generally accepted
accounting principles. A company’s internal control
over financial reporting includes those policies and
procedures that (i) pertain to the maintenance of
records that, in reasonable detail, accurately and fairly
reflect the transactions and dispositions of the assets
of the company; (ii) provide reasonable assurance that
transactions are recorded as necessary to permit
preparation of financial statements in accordance with
generally accepted accounting principles, and that
receipts and expenditures of the company are being
made only in accordance with authorizations of
management and directors of the company; and

(i) provide reasonable assurance regarding prevention
or timely detection of unauthorized acquisition, use,
or disposition of the company’s assets that could have
a material effect on the financial statements.

Because of its inherent limitations, internal control
over financial reporting may not prevent or detect
misstatements. Also, projections of any evaluation of
effectiveness to future periods are subject to the risk
that controls may become inadequate because of
changes in conditions, or that the degree of
compliance with the policies or procedures may
deteriorate.

M“‘d

Battle Creek, Michigan
February 25, 2011
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Aggregate market value of Common Stock held by non-affiliates of the registrant, based on the closing price of $34.05 per share as reported on the New York
Stock Exchange on November 27, 2009 (the last business day of the registrant's most recently completed second fiscal quarter): $22.384.1 million.

Number of shares of Common Stock outstanding as of June 18, 2010: 651,216,065 (excluding 103,397,263 shares held in the treasury).

DOCUMENTS INCORPORATED BY REFERENCE

Portions of the registrant’s Proxy Statement for its 2010 Annual Meeting of Stockholders are incorporated by reference into Part I11.

ITEM 8 Financial Statements and Supplementary Data
REPORT OF MANAGEMENT RESPONSIBILITIES

The management of General Mills, Inc. is responsible for the fairness and accuracy of the consolidated financial statements. The statements have been
prepared in accordance with accounting principles that are generally accepted in the United States. using management's best estimates and judgments where
appropriate. The financial information throughout this Annual Report on Form 10-K is consistent with our consolidated financial statements.

Management has established a system of internal controls that provides reasonable assurance that assets are adequately safeguarded and transactions are
recorded accurately in all material respects. in accordance with management's authorization. We maintain a strong audit program that independently evaluates
the adequacy and effectiveness of internal controls. Our internal controls provide for appropriate separation of duties and responsibilities. and there are
documented policies regarding use of our assets and proper financial reporting. These formally stated and regularly communicated policies demand highly
ethical conduct from all employees.

The Audit Committee of the Board of Directors meets regularly with management, internal auditors. and our independent registered public accounting tirm to
review internal control, auditing, and financial reporting matters. The independent registered public accounting firm, internal auditors. and employees have
full and free access to the Audit Committee at any time.

The Audit Committee reviewed and approved the Company's annual financial statements. The Audit Committee recommended, and the Board of Directors
approved. that the consolidated financial statements be included in the Annual Report. The Audit Committee also appointed KPMG LLP to serve as the
Company's independent registered public accounting firm for fiscal 2011, subject to ratification by the stockholders at the annual meeting.

/s/ K. J. Powell /s/ D. L. Mulligan

K. J. Powell D. L. Mulligan

Chairman of the Board Executive Vice President
and Chief Executive Officer and Chief Financial Officer

July 9.2010
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Report of Independent Registered Public Accounting Firm

The Board of Directors and Stockholders

General Mills, Inc.:

We have audited the accompanying consolidated balance sheets of General Mills. Inc. and subsidiaries as of May 30, 2010, and May 31, 2009, and the related
consolidated statcments of carnings. total equity and comprehensive income. and cash flows for cach of the fiscal years in the three-year period ended

May 30, 2010. In connection with our audits of the consolidated financial statements, we have audited the accompanying financial statement schedule. We
also have audited General Mills Ine.'s internal control over financial reporting as of May 30, 2010, based on criteria established in Internal Control —
Integrated Framework issued by the Committee of Sponsoring Organizations of the Treadway Commission (COSQ). General Mills, Inc.'s management is
responsible for these consolidated financial statements and financial statement schedule, for maintaining effective internal control over financial reporting.
and for its assessment of the eftectiveness of internal conteol over {inancial reporting, included in Management's Report on Internal Control over Financial
Reporting. Our responsibility is to express an opinion on these consolidated financial statements and financial statement schedule and an opinion on the
Company's internal control over financial reporting based on our audits.

We conducted our audits in accordance with the standards of the Public Company Accounting Oversight Board (United States). Those standards require that
we plan and perform the audits to obtain reasonable assurance about whether the financial statements are free of material misstatement and whether ceffective
internal control over financial reporting was maintained in all material respects. Our audits of the consolidated financial statements included examining, on a
test basis, evidence supporting the amounts and disclosures in the financial statements. assessing the accounting principles used and significant estimates
made by management. and evaluating the overall financial statement presentation. Qur audit of internal control over financial reporting included obtaining an
understanding of internal control over financial reporting, assessing the risk that a material weakness exists, and testing and evatuating the design and
operating effectiveness of internal control based on the assessed risk. Our audits also included performing such other procedures as we considered necessary
in the circumstances. We believe that our audits provide a reasonable basis for our opinions.

A company's internal control over financial reporting is a process designed to provide reasonable assurance regarding the reliability of financial reporting and
the preparation of financial statements for external purposes in accordance with generally accepted accounting principles. A company's internat control over
financial reporting includes those policies and procedures that (1) pertain to the maintenance of records that, in reasonable detail, accurately and fairly reflect
the transactions and dispositions of the assets of the company: (2) provide reasonable assurance that transactions are recorded as necessary to permit
preparation of financial statements in accordance with generally accepted accounting principles. and that receipts and expenditures of the company are being
made only in accordance with authorizations of management and directors of the company: and (3) provide reasonable assurance regarding prevention or
timely detection of unauthorized acquisition, use. or disposition of the company's assets that could have a material effect on the financial statements.

Because of its inherent limitations, internal control over financial reporting may not prevent or detect misstatements. Also, projections of any evaluation of
effectiveness (o future periods are subject o the risk that controls may become inadequate because of changes in conditions, or that the degree of compliance
with the policies or procedures may deteriorate.

In our opinion, the consolidated financial statements referred to above present fairty, in all material respects, the financial position of General Milis, Inc. and
subsidiaries as of May 30, 2010, and May 31. 2009. and the results of their operations and their cash flows for cach of the fiscal years in the three-year period
ended May 30, 2010, in conformity with U.S. generally accepted accounting principles. Also in our opinion, the accompanying financial statement schedule,
when considered in relation to the basic consolidated financial statements taken as a whole, presents fairly, in all material respects, the information set forth
therein. Also in our opinion, General Mills, Inc. maintained, in all material respects, effective internal control over financial reporting as of May 30, 2010,
based on criteria established in ternal Control Integrated Framework issued by the Committee of Sponsoring Organizations of the Treadway
Commission.

As disclosed in Note | to the Consolidated Financial Statements, the Company changed its method of accounting for noncontrolling interests in fiscal year
2010.

/s KPMG LLP

Minncapolis. Minnesota

July 9. 2010
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Consolidated Statements of Earnings
GENERAL MILLS, INC. AND SUBSIDIARIES

(In Miilions, Except per Share Data)

Net sales
Cost of sales
Selling, general, and administrative expenses
Divestitures (gain), net
Restructuring, impairment, and other exit costs
Operating profit
Interest, net
Earnings before income taxes anu wler-tax earnings from joint ventures
Income taxes
After-tax carnings from joint ventures
Net earnings, including earnings attributable to noncontrolling interests
Net carnings attributable to noncontroiling interests
Net carnings attriutable to General Mills
Earnings per share - basic
Earnings per share - diluted

Dividends per share

Sce accompanying notes to consolidated tinancial statements.
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ASSETS
Current assets:
Cash and cash equivalents
Recceivables
Inventories
Deferred income taxes
Prepaid expenses and other current assets

Total current assets

Land, buildings. and equipment
Goodwill

Other intangible assets

Other assets

Total assets

LIABILITIES AND EQUITY
Current liabilities:
Accounts payable
Current portion of long-term debt
Notes payable
Other current liabilities

Total current liabilitics
Long-term debt
Deferred income taxes
Other liabilitics

Total liabilities

Stockholders’ equity:

Excerpts from General Mills's Form 10K for the Fiscal Year Ended May 30, 2010 [2010]

Consolidated Balance Sheets

GENERAL MILLS, INC. AND SUBSIDIARIES

(In Millions, Except Par Value)

Common stock, 754.6 shares issued, $0.10 par value

Additional paid-in capital
Retained carnings

Common stock in treasury. at cost, shares of 98.1 and 98.6

Accumulated other comprehensive loss
Total stockholders' equity
Noncontrolling interests
Total equity

Total liabilities and equity

See accompanying notes to consolidated financial statements.
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Excerpts from General Mills's Form 10-K for the Fiscal Year Ended May 30, 2010 [2010]

Consolidated Statements of Total Equity and Comprehensive Income

GENERAL MILLS, INC. AND SUBSIDIARIES

(In Millions, Except per Share Data)

$.10 Par Value Common Stock
(One Billion Shares Authorized)

Issued Treasury Accumulated
Additional Other
Par Paid-In Retained Comprehensive Noncontrolling
o Shares Amount  Capital  Shares Amount Earnings Income (1.0sS) Interests Total
Balanc as of May 27, 20, LOM.6 § 1005 § 57900 (B23H S (6198.MmS 57453 % (1201 8 1.139.2 $ 6,457.9
Comprchensive income:
Net carnings. including carnings attributable to
noncontrolling interests 1,294.7 234 13181
Other comprehensive income 293.2 3.2 2964
Total comprehensive income L6145
Cush dividends declared (80,78 per share) (529.7) (52971
Stock compensation plans (includes income tax benefits of
$55.7) 121.0 13.0 261.6 R2.0
Shares purchased (47.8)  (1.384.0) (1.384.0)
Retirement ol treasury shares (250.0} (25.0) (5.055.8) 2500 5.080.8 e
Shares issued under forward purchase contract 168.2 28.0 S8R 750.0
Unearned compensation related to restricted stock unit awards (104.1) (14 1y
Adoption of FIN 48 578 84 66.2
Repurchase of Series B-1 limited membership interests in
General Mills Cereals, LLC (GMC) (8.0 (83500 (843.
Repurchase of GM Capital Inc. Series A preferred stock (150.00  (150.0)
Sale of GMC Class A limited membership interests in GMC 92.3 92.3
Distributions to noncontrolling interest holders (26.5) (26.5)
Earned compensation 1332 1332
Balance as of May 25, 2008 754.6 75.5 1113 (79.6)  (1.O05S8H S 65107 173.1 240.6 64588
Comprehensive income:
Net ecarnings. including carnings attributable o
noncontrolling interests 1.304.4 9.3 13137
Other comprehensive Toss (1.,05(.9) i.2) (10521
Total comprehensive income 261.6
Cash dividends declared ($0.86 per share) (579.5) (579.5)
Stock compensation plans (includes incomie tax benetits of
$94.00 23.0 19.6 4431 466.1
Shares purchased 404 (1.296.4 (1.296.4)
Shares issued for acquisition 164 1.8 38.6 55.0
Uncarned compensation related to restricted stock unit awards (56.2) (56.2)
Distributions to noncontrolling interest holders (1).5) (10.5)
Larned compensation L17.6 1
Balance as of May 31, 2009 754.6 75.5 1.212.0 (98.6)  (2473.1) 7.235.6 (877.8) 2442 S
Comprehensive income:
Net earnings, including carnings attributable to
noncontrolling interests 1.530.5 45 15350
Other comprehensive income (foss) o (009.1) 0.2 (60R8.9)
Total comprehensive income 926.1
Cash dividends declared ($0.96 per sharey (643.7) (643.7)
Stock compensation plans (includes income tax benelits of
SH4M 533 8 549.7 603.0
Shares purchased REPKY] {691.8) (6Y1.8)
Unearned compensation related to restricted stock unit awards (65.6} (65.0)
Distributions to noncontrolling interest holders (3.8 (3.8)
Earned compensation 107.3 107.3
Bala WMay }™ "0 . 755 % 1.307.1 O 7 Tels ) $ RI1224 S (1.486.9) 2450 $ 5.648.0

See accompanying notes to consolidated financial statements.
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Consolidated Statements of Cash Flows
GENERAL MILLS, INC. AND SUBSIDIARIES
(In Millions)

Fiscal Year

2010 2009 2008
Cash Flows - Operating Activities
Net earnings. including earnings attributable to noncontrolling interests $ 1,5350 § 13137 § 1.318.1
Adjustments to reconcile net earnings to net cash provided by operating activities:
Depreciation and amortization 457.1 453.6 459.2
After-tax carnings {from joint ventures (101.7) (91.9) (110.8)
Stock-based compensation 107.3 117.7 133.2
Deferred income taxes 223 215.8 98.1
Tax benefit on exercised options (114.0) (89.1) (55.7)
Distributions of camings from joint ventures 88.0 68.5 108.7
Pension and other postretirement benefit plan contributions (17.2) (220.3) (14.2)
Pension and other postretirement benefit plan (income) expense (37.9) (27.5) 55
Divestitures (gain), net — (84.9) —
Gain on insurance settlement — (41.3) —
Restructuring, impairment, and other exit costs (income) 234 31.3 (1.7
Changes in current asscts and liabilities 143.4 176.9 (126.7)
Other. net 75.5 59 (83.8)
Net cash provided by operating activities 2,181.2 1,828.2 1,729.9
Cash Flows - Investing Activities
Purchases of land, buildings, and equipment (649.9) (562.6) (522.0)
Acquisitions : — — 0.6
Investments in affiliates, net (130.7) 59 64.6
Procceds from disposal of land. buildings. and equipment 7.4 4.1 259
Proceeds from divestiture of product lines — 2447 —
Proceeds from insurance settlement — 41.3 —
Other, net 52.0 (22.3) (1.5)
Net cash used by investing activities (721.2) (288.9) (442.4)
Cash Flows - Financing Activities
Change in notes payable 235.8 (1.390.5) 946.6
Issuance of long-term debt — 1,850.0 1.450.0
Payment of long-term debt (906.9) (370.3) (1,623.4)
Settlement of Lehman Brothers forward purchase contract — — 750.0
Repurchase of Series B-1 limited membership interests in GMC — — (843.0)
Repurchase of General Mills Capital, Inc. preferred stock — — (150.0)
Proceeds from sale of Class A limited membership interests in GMC — — 923
Proceceds from common stock issued on exercised options 388.8 305.2 191.4
Tax benefit on exercised options 114.0 89.1 55.7
Purchases of common stock for treasury (691.8) (1.296.4) (1.432.4)
Dividends paid (643.7) (579.5) (529.7)
Other, net — (12.1) 0.5)
Net cash used by financing activities (1,503.8) (1,404.5) (1,093.0)
Effect of exchange rate changes on cash and cash equivalents (32.8) (46.0) 494
Increase (decrease) in cash and cash equivalents (76.6) 88.8 2439
Cash and cash equivalents - beginning of year 749.8 661.0 417.1
Cash and cash equivalents - end of ycar $ AT g 7498 § 061.0
Cash Flow from Changes in Current Assets and Liabilities:
Receivables $ (121.0) $ 81.8 § 94.1)
Inventories (16.7) (28.1) (165.1)
Prepaid expenses and other current assets 535 30.2 (65.9)
Accounts payable 69.6 (116.4) 125.1
Other current linbilities 158.1 209.4 73.3
Changes in current assets and liabilities $ 1434 § 1769 $ (126.7)

See accompanying notes to consolidated financial statements.
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Notes to Consolidated Financial Statements

GENERAL MILLS, INC. AND SUBSIDIARIES
NOTE 1. BASIS OF PRESENTATION AND RECLASSIFICATIONS

Basis of Presentation
Our Consolidated Financial Statements include the accounts of General Mills, Inc. and all subsidiaries in which we have a controlling financial interest.
Intercompany transactions and accounts are climinated in consolidation.

Our fiscal year ends on the last Sunday in May. Fiscal 2010 and 2008 each consisted of 52 weeks, and fiscal 2009 consisted of 53 weeks.

In December 2007, the Financial Accounting Standards Board (FASB) issued new guidance on noncontrolling interests in financial statements. The guidance
establishes accounting and reporting standards that require: the ownership interest in subsidiaries held by parties other than the parent to be clearly identified
and presented in the Consolidated Balance Sheets within equity, but separate from the parent’s equity: the amount of consolidated net earnings attributable to
the parent and the noncontrolling interest to be clearly identified and presented on the face of the Consolidated Statements of Earnings: and changes in a
parent's ownership interest while the parent retains its controlling financial interest in its subsidiary to be accounted for consistently.

We adopted the guidance at the beginning of fiscal 2010. To conform to the current period presentation, we made the following reclassifications to net
carnings attributable to noncontrolling interests in our Consolidated Statements of Earnings:

Fiscal Year

In Millions 2009 2008
From interest, net $ 72 % 220
From selling, general, and administrative (SG&A) expenses 2.1 1.4
Total net carnings attributable to noncontrolling interests $ 93 § 234

Also. noncontrolling interests previously reported as minority interests have been reclassified to a separate section in equity on the Consolidated Balance
Sheets as a result of the adoption. In addition, certain other reclassifications to our previously reported financial information have been made to conform to the
current period presentation.

In May 2010, our Board of Directors approved a two-for-one stock split to be effected in the form of a 100 percent stock dividend to stockholders of record on
May 28, 2010. The Company's stockholders received one additional share of common stock for each share of common stock in their possession on that date.
The additional shares were distributed on June 8, 2010. This did not change the proportionate interest that a stockholder maintained in the Company. All
shares and per share amounts have been adjusted for the two-for-one stock split throughout this report.

Change in Reporting Period

As part of a long-term plan to conform the fiscal year ends of all our operations, we have changed the reporting period of certain countries within our
International segment from an April fiscal year end to a May fiscal year end to match our fiscal calendar. Accordingly, in the year of change. our results
include 13 months of results from the affected operations compared to 12 months in previous fiscal years. In fiscal 2010, we changed many of the countries in
our Asia/Pacific region, and in fiscal 2009 we changed most countries in our Latin America region. The impact of these changes was not material to our
results of operations and, therefore, we did not restate prior period financial statements for comparability. Countries within the International segment that
remain on an April fiscal year end include our European operations and China.

NOTE 2. SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES

Cash and Cash Equivalents
We consider all investments purchased with an original maturity of three months or less to be cash equivalents.

Inventories
All inventories in the United States other than grain and certain organic products are valued at the lower of cost, using the Jast-in, first-out (LIFO) method. or
market. Grain inventories and all related cash contracts and derivatives are valued at market with all net changes in value recorded in carnings currently.

Inventories outside of the United States are valued at the lower of cost. using the first-in, first-out (FIFO) method. or market.

Shipping costs associated with the distribution of finished product to our customers are recorded as cost of sales. and are recognized when the related finished
product is shipped to and accepted by the customer.

Land, Buildings, Equipment, and Depreciation

Land is recorded at historical cost. Buildings and equipment, inctuding capitalized interest and internal engineering costs, are recorded at cost and depreciated
over estimated useful lives, primarily using the straight-line method. Ordinary maintenance and repairs are charged to cost of sales. Buildings arc usually
depreciated over 40 to 50 years, and equipment. furniture, and software are usually depreciated over 3 to 10 years. Fully depreciated assets are retained in
buildings and equipment until disposal. When an item is sold or retired, the accounts are relieved of its cost and related accumulated depreciation: the
resulting gains and losses, if any, arc recognized in carnings. As of May 30, 2010, assets held for sale were insignificant.
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Long-lived assets are reviewed for impairment whenever events or changes in circumstances indicate that the carrying amount of an asset (or asset group)
may not be recoverable. An impairment loss would be recognized when estimated undiscounted future cash flows from tbe operation and disposition of the
asset group arc less than the carrying amount of the asset group. Asset groups have identifiable cash flows and are largely independent of other asset groups.
Measurement of an impairment loss would be based on the excess of the carrying amount of the asset group over its fair value. Fair value is measured using a
discounted cash flow model or independent appraisals, as appropriate.

Goodwill and Other Intangible Assets

Goodwill is not subject to amortization and is tested for impairment annually and whenever events or changes in circumstances indicate that impairment may
have occurred. Impairment testing is performed for cach of our reporting units. We compare the carrying value of a reporting unit, including goodwill, to the
fair value of the unit. Carrying value is based on the assets and liabilities associated with the operations of that reporting unit. which often requires allocation
of shared or corporate items among reporting units. If the carrying amount of a reporting unit exceeds its fair value, we revalue all assets and liabilities of the
reporting unit, excluding goodwill, to determine if the fair value of the net assets is greater than the net assets including goodwill. If the fair value of the net
assets is less than the net assets including goodwill, impairment has occurred. Our estimates of fair value are determined based on a discounted cash flow
model. Growth rates for sales and profits are determined using inputs from our annual long-range planning process. We also make estimatcs of discount rates,
perpetuity growth assumptions, market comparables, and other factors.

We evaluate the useful lives of our other intangible assets, mainly brands, to determine if they are finite or indefinite-lived. Reaching a determination on
uscful life requires significant judgments and assumptions regarding the future effects of obsolescence, demand, competition, other economic factors (such as
the stability of the industry, known technological advances, legislative action that results in an uncertain or changing regulatory environment, and expected
changes in distribution channels), the level of required maintenance expenditures. and the expected lives of other related groups of assets.

Our indetinite-lived intangible assets. mainly intangible assets primarily associated with the Piflsbury, Totino's. Progresso. Green Giant, Old El Paso ., and
Hdagen-Dazs brands, are also tested for impairment annually and whenever events or changes in circumstances indicate that their carrying value may not be
recoverable. We performed our {iscal 2010 assessment of our brand intangibles as of December 1, 2009. Our estimate of the fair value of the brands was
based on a discounted cash flow model using inputs which included: projected revenues from our annual long-range plan: assumed royalty rates that could
be payable if we did not own the brands; and a discount rate. As of our assessment date, there was no impairment of any of our intangibles as their related
fair values were substantially in excess of the carrying values.

Investinents in Joint Ventures

Our investments in companies over which we have the ability to exercise significant influence are stated at cost plus our share of undistributed carnings or
losses. We receive royalty income from certain joint ventures, incur various expenses (primarily rescarch and development). and record the tax impact of
certain joint venture operations that are structured as partnerships. In addition, we make advances to our joint ventures in the form of loans or capital
investments, We also sell certain raw materials, semi-finished goods, and finished goods to the joint ventures, generally at market prices.

Variable Interest Entities

As of May 30, 2010, we had invested in three variable interest entities (VIEs), We have an interest in a contract manufacturer at our tormer facility in Geneva,
[llinots. We are the primary beneficiary (PB) and have consolidated this entity. This entity had property and equipment with a carrying value of $19.4 million
and long-term debt of $20.9 million as of May 30. 2010. The liabilities recognized as a result of consolidating this entity do not represent additional claims on
our general assets. We also have an interest in a contract manufacturer in Greece that is a VIE. Although we are the PB. we have not consolidated this entity
because it is not practical to do so and it 1s not material (o our results of operations, financial condition. or liquidity as of and for the year ended May 30, 2010.
This entity had assets of $6.7 million and liabilities of $1.4 million as of May 30, 2010. We are not the PB of the remaining VIE. Our maximum exposure 1o
loss from the three VIEs is limited to the $20.9 million of long-term debt of the contract manufacturer in Geneva, Hinois and our $2.2 million cquity
investment in the VIE of which we are not the PB. We have not provided financial or other support to these VIEs during the current period nor are there
arrangements related to these VIEs that could require us to provide financial support in the future,

Revenue Recognition

We recognize sales revenue when the shipment is accepted by our customer. Sales include shipping and handling charges billed to the customer and are
reported net of consumer coupon redemption, trade promotion and other costs. including estimated allowances for returns, unsalable product. and prompt pay
discounts. Sales, use, value-added, and other excise taxes are not recognized in revenue. Coupons are recorded when distributed. based on estimated
redemption rates. Trade promotions are recorded based on estimated participation and performance levels for offered programs at the time of sale. We
generally do not allow a right of return. However. on a limited case-by-case basis with prior approval, we may allow customers to return product. In limited
circumstances, product returned in saleable condition is resold to other customers or outlets, Receivables from customers generally do not bear interest. Terms
and collection patterns vary around the world and by channel. The allowance for doubtful accounts represents our estimate of probable non-payments and
credit losses in our existing receivables, as determined based on a review of past due balances and other specific account data. Account balances are written
off against the allowance when we deem the amount is uncollectible.
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Environmental

Environmental costs relating to existing conditions caused by past operations that do not contribute to current or future revenues are expensed. Liabilities for
anticipated remediation costs are recorded on an undiscounted basis when they are probable and reasonably estimable, generally no later than the completion
of feasibility studies or our commitment to a plan of action.

Advertising Production Costs
We expense the production costs of advertising the first time that the advertising takes place.

Research and Development

All expenditures for rescarch and development (R&D) are charged against carnings in the year incurred. R&D includes expenditures for new product and
manufacturing process innovation, and the annual expenditures are comprised primarily of internal salaries, wages, consulting, and other supplies attributable
to time spent on R&D activities. Other costs include depreciation and maintenance of research facilities. including assets at facilities that are engaged in pilot
plant activities.

Foreign Currency Translation

For all significant foreign operations, the functional currency is the local currency. Assets and liabilities of these operations are translated at the period-end
exchange rates. Income statement accounts are translated using the average exchange rates prevailing during the year. Translation adjustments are reflected
within accumulated other comprehensive loss in stockholders' equity. Gains and losses from foreign currency transactions are included in net earnings for the
period except for gains and losses on investments in subsidiaries for which settlement is not planned for the foresecable future and foreign exchange gains and
losses on instruments designated as net investment hedges. These gains and losses are recorded in accumulated other comprehensive loss.

Derivative Instruments

All derivatives are recognized on the Consolidated Balance Sheets at fair value based on quoted market prices or our estimate of their fair value. and are
recorded in cither current or noncurrent assets or liabilities based on their maturity. Changes in the fair vajues of derivatives are recorded in net carnings or
other comprehensive income, based on whether the instrument is designated and effective as a hedge transaction and, if so, the type of hedge transaction.
Gains or losses on derivative instruments reported in accumulated other comprehensive loss are reclassified to carnings in the period the hedged item affects
carnings. If the underlying bedged transaction ceases to exist, any associated amounts reported in accumulated other comprehensive loss are reclassified to
carnings at that time. Any ineffectiveness is recognized in carnings in the current period.

We use derivatives to manage our exposure to changes in commodity prices. We do not perform the assessments required to achieve hedge accounting for
commodity derivative positions. Accordingly, the changes in the values of these derivatives are recorded currently in cost of sales in our Consolidated
Statements of Earnings.

Although we do not meet the criteria for cash flow hedge accounting. we nonetheless believe that these instruments are effective in achicving our objective of
providing certainty in the future price of commodities purchased for use in our supply chain. Accordingly. for purposes of measuring segment operating
performance these gains and losses are reported in unallocated corporate items outside of segment operating results until such time that the exposure we are
managing affects carnings. At that time we reclassify the gain or loss from unallocated corporate items to segment operating profit, allowing our operating
segments to realize the economic effects of the derivative without experiencing any resulting mark-to-market volatility, which remains in unallocated
corporate items.

Stock-based Compensation

We generally recognize compensation expense for grants of restricted stock units using the value of a share of our stock on the date of grant. We estimate the
value of stock option grants using the Black-Scholes valvation model. Stock compensation is recognized straight line over the vesting period. All of our stock
compensation expense is recorded in SG&A in the Consolidated Statement of Earnings and in unallocated corporate items in our segment results.

Certain cquity-based compensation plans contain provisions that accelerate vesting of awards upon retirement. disability, or death of cligible employees and

directors. We consider a stock-based award to be vested when the employee’s retention of the award is no longer contingent on providing subsequent service.
Accordingly. the related compensation cost is recognized immediately for awards granted to retirement-cligible individuals or over the period from the grant
date 1o the date retirement eligibility is achieved, if less than the stated vesting period.

We report the benefits of tax deductions in excess of recognized compensation cost as a financing cash flow, thereby reducing net operating cash flows and
increasing net financing cash flows.
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Defined Benefit Pension, Other Postretirement, and Postemployment Benefit Plans

We sponsor several domestic and foreign defined benefit plans to provide pension, health care, and other welfare benefits to retired employees. Under certain
circumstances, we also provide accruable benefits to former or inactive employees in the United States and Canada and members of our Board of Directors,
including severance and certain other benefits payable upon death. We recognize an obligation for any of these benefits that vest or accumulate with service.,
Postemployment benefits that do not vest or accumulate with service (such as severance based solely on annual pay rather than years of service) are charged
to expense when incurred. Our postemployment benefit plans are unfunded.

We recognize the underfunded or overfunded status of a defined benefit postretirement plan as an asset or liability and recognize changes in the funded status
in the year in which the changes occur through accumulated other comprehensive loss.

Use of Estimates

Preparing our Consolidated Financial Statements in conformity with accounting principles generally aceepted in the United States requires us to make
estimates and assumptions that affect reported amounts of assets and liabilities, disclosures of contingent assets and liabilitics at the date of the financial
statements. and the reported amounts of revenues and expenses during the reporting period. These estimates include our accounting for promotional
expenditures, valuation of long-lived assets, intangible assets, stock-hased compensation, income taxes, and defined benefit pension, post-retirement and post-
employment benefits. Actual results could differ from our estimates.

Other New Accounting Standards

In fiscal 2010, we adopted new accounting guidance on employer's disclosures for post-retirement benefit plan assets. The guidance requires an employer to
disclose information on the investment policies and strategies and the significant concentrations of risk in plan assets. An employer must also disclose the fair
value ol cach major category of plan assets as of cach annual reporting date together with the information on the inputs and valuation techniques used to
develop such faie value measurements. The adoption of the guidance did not have an impact on our results of operations or financial condition. See Note 13,

In fiscal 2010, we adopted new accounting guidance on accounting for equity method investments. The guidance addresses the impact of the issuance of the
noncontrolling interests and business combination guidance on accounting for equity method investments. The adoption ol the guidance did not have a
material impact on our results of operations or financial condition.

In fiscal 2010, we adopted new accounting guidance issued to assist in determining whether instruments granted in share-based payment transactions are
participating sccurtities. The guidance provides that unvested share-based payment awards that contain non-forfeitable rights to dividends or dividend
cquivalents (whether paid or unpaid) are participating securities and shall be included in the computation of EPS pursuant to the two-class method. The
adoption of the guidance did not have a material tmpact on our basic or diluted EPS.

In fiscal 2010, we adopted new accounting guidance on convertible debt instruments. The guidance requires issuers to account separately for the liability and
cguity components of convertible debt instruments that may be settled in cash or other assets. The adoption of the guidance did not have a material impact on
our results of operations or financial condition.

In fiscai 2009, we adopted the measurement date provisions of new accounting guidance related to defined benefit pension and other postretirement plans.
The guidance requires the funded status of a plan to be measured as of the date of the year-end statement of financial position and requires additional
disclosures in the notes to consolidated financial statements. The guidance also requires that employers recognize on a prospective basis the funded status of
their defined benefit pension and other postretirement plans in their consolidated balance sheets and recognize as a component of other comprehensive
income. net of income tax, the gains or losses and prior service costs or credits that arise during the period but are not recognized as components of net
periodic benefit cost. The adoption of the measurement date provistons did not have a material impact on our results of operations or financial condition.

In fiscal 2009, we adopted new accounting guidance on fair value measurements. The guidance provides a single definition of fair value, a framework for
measuring fair value, and expanded disclosures about fair value measurements. The guidance applies to instruments accounted for under previously issued
pronouncements that prescribe fair value as the relevant measure of value. We adopted the guidance at the beginning of fiscal 2009 for all instruments valued
on a recurring basis. and the adoption did not have a material impact on our financial statements. The FASB deferred the effective date of the guidance until
the beginning of fiscat 2010 as it relates o fair value measurement requirements for nonfinancial assets and labilities that arc not remeasured at fair value on
a recurring basis. This includes fair value calculated in impairment assessments of goodwill, indefinite-lived intangible assets, and other long-lived assets.
We adopted the guidance at the beginning of fiscal 2010 for all fair value measurements of nonfinancial assets and liabilities that are not remeasured at f
value on a recurring basis, and the adoption did not have a material impact on our financial statements.

In fiscal 2009, we adopted new accounting guidance on share-based payment awards. The guidance requires that tax benefits from dividends paid on unvested
restricted shares be charged directly o stockholders' equity instead of benefiting income tax expense. The adoption of the guidance did not have a material
impact on our results of operations or tinancial condition.
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NOTE 3. ACQUISITIONS AND DIVESTITURES
There were no acquisitions or divestitures in fiscal 2010.

In fiscal 2009, we sold our hread concentrates product line within our Bakeries and Foodservice segment, including a plant in Cedar Rapids. Towa, for

$8.3 million in cash. We recorded a pre-tax loss of $5.6 million on the transaction. We also sold a portion of the assets of the frozen unbaked bread dough
product line within our Bakeries and Foodservice segment. including plants in Bakersfield, California: Hazleton, Pennsylvania; Montreal. Canada: and Vinita,
Oklahoma, for $43.9 million in cash, an $11.9 million note receivable, and contingent future payments hased on the post-sale performance of the product line.
Certain assets sold were shared with a frozen dinner roll product line within our U.S. Retail segment, and we exited this product line as a result of the asset
sale. We recorded a pre-tax loss of $38.3 million. In fiscal 2010, we recorded cash proceeds of $3.2 million related to the repayment of the note. Additional
cash proceeds will he recognized in the future as the note is repaid and if the buyer is required to make any performance-based contingent payments. In fiscal
2009, we sold our PapeSecret microwave popeorn product line from our U.S. Retail segment for $192.5 million in cash, and we recorded a pre-tax gain of
$128.8 million. We received cash proceeds of $158.9 million after repayment of a Jease obligation and transaction costs. In fiscal 2009, we also acquired
Humm Foods, Inc. (Humm Foods). the maker of Léirabar fruit and nut energy bars. We issued 1.8 million shares of our common stock with a value of

$55.0 million to the sharcholders of Humm Foods as consideration for the acquisition. We recorded the purchase price less tangible and intangible net assets
acquired as goodwill of $41.6 million. The pro forma effect of this acquisition was not material.

During fiscal 2008. the 8th Continent soymilk business was sold. Our 50 percent share of the after-tax gain on the sale was $2.2 million, of which we
recognized $1.7 million in after-tax carnings from joint ventures in fiscal 2008. In fiscal 2010, we recorded an additional gain of $0.6 million when certain
conditions related to the sale were satisfied. Also during fiscal 2008, we acquired a controlling interest in HD Distributors (Thailand) Company Limited. Prior
1o acquiring the controlling interest. we accounted for our investment as a joint venture. The purchase price. net of cash acquired, resulted in a $1.3 million
cash inflow classified in acquisitions on the Consolidated Statements of Cash Flows.

NOTE 4. RESTRUCTURING, IMPAIRMENT, AND OTHER EXIT COSTS

We view our restructuring activities as a way to meet our long-term growth targets. Activities we undertake must meet internal rate of return and net present
value targets. Each restructuring action normally takes one to two years to complete. At completion (or as each major stage is completed in the case of multi-
year programs), the project begins to deliver cash savings and/or reduced depreciation. These activities result in various restructuring costs, including asset
write-offs, exit charges including severance, contract termination fees, and decommissioning and other costs. Depreciation associated with restructured assets
as used in the context of our disclosures regarding restructuring activity refers to the increase in depreciation expense caused by shortening the useful life or
updating the salvage value of depreciable tixed assets to coincide with the end of production under an approved restructuring plan. Any impairment of the
asset is recognized immediately in the period the plan is approved.

In fiscal 2010, we recorded restructuring, impairment, and other exit costs pursuant to approved plans as follows:

Expense (Income), in Millions

Discontinuation of kids' refrigerated yogurt beverage and microwave soup product lines $ o4
Discontinuation of the breadcrumbs product line at Federalsburg, Maryland plant 6.2
Sale of Contagem, Brazil bread and pasta plant (0.6)
Charges associated with restructuring actions previously announced YT
Total $ o1

In fiscal 2010, we decided to exit our kids' refrigerated yogurt beverage product line at our Murfreesboro, Tennessee plant and our microwave soup product
linc at our Vincland. New Jersey plant to rationalize capacity for more profitable items. Our decisions to exit these U.S. Retail segment products resulted in a
$24.1 million non-cash charge against the related long-lived assets. No employees were affected by these actions. We expect to recognize $2.1 million of
other exit costs related to these actions, which we anticipate will be completed by the end of the second quarter of fiscal 2011. We also decided to exit our
breadcrumbs product line at our Federalsburg, Maryland in our Bakeries and Foodservice segment. As a result of this decision, we concluded that the future
cash flows gencrated by these products were insufficient to recover the net book value of the associated long-lived assets. Accordingly, we recorded a non-
cash charge of $6.2 million primarily related to the impairment of these long-lived assets and in the fourth quarter of fiscal 2010, we sold our breadcrumbs
manufacturing facility in Federalsburg for $2.9 million. In fiscal 2010, we also recorded a $0.6 million net gain on the sale of our previously closed
Contagem, Brazil bread and pasta plant for cash proceeds of $5.9 million. and recorded $1.7 million of costs related to previously announced restructuring
actions. In fiscal 2010, we paid $8 million in cash related to restructuring actions taken in fiscal 2010 and previous ycears.
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In fiscal 2009, we recorded restructuring, impairment. and other exit costs pursuant to approved plans as follows:

Expense, in Millions

Closure of Contagem, Brazil bread and pasta plant $ 16.8
Discontinuation of product line at Murfreesboro. Tennessee plant 8.3
Charpes associated with restructuring actions previously announced 16.5
Total $ 41.6

In fiscal 2009. due to declining financial results, we approved the restructuring of our International segment's business in Brazil. We discontinued the
production and marketing of Forno De Minas cheese bread and Frescarini pasta brands in Brazil and closed our Contagem. Brazil manufacturing facility.
These actions affected 556 employees in our Brazitian operations. Qur other product lines in Brazil were not affected by the decision. As a result of this
decision, we incurred a charge of $16.8 million in the fourth quarter of fiscal 2009, consisting primarily of’ $5.3 million of employee severance. a

$10.2 miltion non-cash impairment charge 1o write down assets to their net realizable vatue. and $1.3 mitlion of other costs associated with this restructuring
action. This restructuring action was completed in the second quarter of fiscal 2010,

In fiscal 2009, due to declining net sales and to improve manufacturing capacity for other product lines. we decided to exit our U.S, Retail segment's Perfect
Portions refrigerated biscuits product line at our manufacturing facility in Murtreesboro, Tennessee. We recorded an $8.0 million non-cash impairment charge
against long lived assets used for this product line and $0.3 million of other costs associated with this restructuring action. Our other product lines at
Murfreeshoro were not affected by the decision, and no employees were affected by this action. which was completed in the second quarter of fiscal 2010.

In fiscal 2000, we also incurred $16.5 million of incremental plant closure expenses related to previously announced restructuring activities, including
$10.3 million for the remainder of our lease obligation at our previously closed facility in Treaton. Ontario.

In fiscal 2008, we recorded restructuring, impairment. and other exit costs pursuant to approved plans as follows:

Expense, in Millions

Closure of Poplar. Wisconsin plant s 27
Closure and sale of Allentown, Pennsylvania tfrozen waffle plant 9.4
Closure of leased Trenton, Ontario frozen dough plant 10.9
Restructuring of production scheduling and discontinuation of cake product line at Chanhassen. Minnesota plant 1.6
Gain on sale of previously closed Vallejo. California plant (7.1)
Charges associated with restructuring actions previously announced 3.5
Total $ 21.0

The roll forward of our restructuring and other exit cost reserves. included in other current liabilitics. is as follows:

Contract Other
In Millions Severance Termination Exit Costs Total
Reserve balance as of May 27, 2007 $ 3408 — % 09 $ 4.3
2008 charges. including foreign currency translation 209 — — 20.9
Utilized in 2008 (10.7) — (0.6 (17.3)
Reserve balance as of May 25, 2008 7.6 — 0.3 7.9
2009 charges. including foreign currency translation 5.5 10.3 — 15.8
Utilized in 2009 +.7) — (0.2) (4.9)
Reserve balance as of May 31, 2009 8.4 10.3 0.1 18.8
2010 charges. including foreign currency translation 0.2 0.8 — 1.0
Utilized in 2010 6.0 (3.0) — 92.0)
Reserve balance as of May 30, 2010 $ 20 % 8.1 % 01 § 108

The charges recognized in the roll forward of our reserves for restructuring and other exit costs do not include items charged directly to expense (e.g.. asset
impairment charges. the gain or loss on the sale of restructured asscts. and the write-off of spare parts) and other periodic exit costs recognized as incurred. as
those items are not reflected in our restructuring and other exit cost reserves on our Consolidated Balance Sheets.
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NOTE S INVESTMENTS IN JOINT VENTURES

Excerpts from General Mills's Form 10-K for the Fiscal Year Ended May 30, 2010 [2010)

We have a 50 pereent equity interest in Cereal Partners Worldwide (CPW), which manufactures and markets ready-to-cat cercal products in more than 130
countries and republics outside the United States and Canada. CPW also markets cereal bars in several European countries and manufactures private label
cereals for customers in the United Kingdom. We have guaranteed a portion of CPW's debt and its pension obligation in the United Kingdom.

We also have a 50 pereent equity interest in Hiagen-Dazs Japan. Inc. (HD). This joint venture manufactures, distributes, and markets Héaagen-Dazs ice

cream products and frozen novelties.

Results from our CPW and HDJ joint ventures are reported for the 12 months ended March 31.

During fiscal 2008, the 8th Continent soy milk business was sold. and our 50 percent share of the after-tax gain on the sale was $
SE7 million was recorded in fiscal 2008, In fiscal 2010 we recorded an additional gain of $0.6 million when certain conditions re

satistied.

Joint venture balance sheet activity follows:

.2 miflion. of which
ated to the sale were

May 30, May 31,
In Millions 2010 2009
Cumulative investments $ 398.1 % 2833
Goodwill and other intangibles 512.6 593.9
Aggaregate advances 238.2 114.8
Joint venture carnings and cash flow activity follows:

Fiscal Year
In Millions 2010 20 2008
Sales to joint ventures 107§ 14.2 $ 12.8
Net advances (repayments) 128.1 (8.2) (75.2)
Divider * ot 88.0 08.5 108.7
Summary combined financial information for the joint ventures on a 100 pereent basis follows:
Fiscal Year
In Millions sy 2009 2008
Net sales 2,360.0 S 2.280.0 2.207.7
Ciross margin 1,053.2 873.5 906.0
Larnings before income taxes 251.2 2347 231.7
Earnings after income taxes 202.3 175.3 190.4
May 30, May 31,

In Millions ] 2009
Current assets 731.7 ) 835.4
Noncurrent assets 907.3 895.0
Current liabilitics 1.322.0 1.394.6
Noncurrent liabilities B 60.9

CPW reclassified certain expenses as a reduction to net sales. To conform to the current period presentation, CPW reduced its previously reported net sales by
approximately $150 million in fiscal 2009 and $200 million in 2008. There was no effect on after-tax carnings from joint ventures in our Consolidated

Statements of Earnings.
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NOTE 7. FINANCIAL INSTRUMENTS, RISK MANAGEMENT ACTIVITIES, AND FAIR VALUES
FINANCIAL INSTRUMENTS

The carrying values of cash and cash equivalents, receivables. accounts payable, other current liabilities. and notes payable approximate fair value.
Marketable securities are carried at fair value. As of May 30, 2010. and May 31, 2009, a comparison of cost and market values of our marketable debt and
equity securities is as follows:

Market Gross Gross
Cost Value Gains Losses
Fiscal Year Fiscal Year Fiscal Year Fiscal Year
In Millions 2010 2009 2010 2009 2010 2009 2010 2009
Available for sale:
Debt securities $ 11.8 % RIS S 3 119 % 350 % 0.1 $ 0.1 % — 8 (0.2)
Equity sceurities 6.1 6.1 15.5 13.8 9.4 7.7 — —-
Total $ 179 § 412§ 274 % 188 % 9.5 $ 78 § —  $ 0.2)

Earnings include insignificant realized gains from sales of available-for-sale marketable securities. Gains and losses are determined by specific identification.
Classification of marketable seeurities as current or noncurrent is dependent upon management's intended holding period. the security's maturity date. or both.
The aggregate unrealized gains and losses on available-for-sale securities. net of tax effects, are classified in AOCT within stockholders’ equity. Scheduled
maturities of our marketable securities are as follows:

Available for Sale

Market
In Millions Cost Value

+

Under | year (current) $
From 1 to 3 years

From 4 to 7 years

Over 7 years

Equity sceuritics

ST
e —x >
DS e
hild — X,

Total $

~J
Rl
3
Bl
J
-

Marketable securities with a market value of $2.3 million as of May 30. 2010, were pledged as collateral for certain derivative contracts.

The fair values and carrying amounts of long-term debt. including the current portion, were $5,958.8 million and $5.375.8 million as of May 30, 2010, The
fair value of Tong-term debt was estimated using market quotations and discounted cash flows based on our current incremental borrowing rates for similar
types of instruments.

RISK MANAGEMENT ACTIVITIES

As a part of our ongoing operations, we are exposed to market risks such as changes in interest rates. forcign currency exchange rates, and commodity prices.
To manage these risks, we may enter into various derivative transactions (e.g.. futures, options, and swaps) pursuant to our established policies.

COMMODITY PRICE RISK

Many commodities we use in the production and distribution of our products are exposed to market price risks. We utilize derivatives to manage price risk for
our principal ingredients and energy costs. including grains (oats, wheat. and corn). oils (principally soybean). non-fat dry milk, natural gas. and diesel fuel.
Our primary objective when entering into these derivative contracts is to achieve certainty with regard to the future price of commodities purchased for use in
our supply chain. We manage our exposures through a combination of purchase orders. long-term contracts with suppliers. exchange-traded futures and
options, and over-the-counter options and swaps. We offset our exposures based on current and projected market conditions and generally seek to acquire the
inputs at as close 1o our planned cost as possible.
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As discussed in Note 2. we do not perform the assessments required to achieve hedge accounting for commodity derivative positions. Pursuant to this policy.,
unallocated corporate items for fiscal 2010 and fiscal 2009 included:

Fiscal Year

In*"""")ns 2010 2009 sene
Ne gatn (loss) on mark-to-market valuation of commodity positions $(54.7)% 249.00 $ 1u0n
Net loss (gain) on commodity positions reclassified from unallocated corporate items to segment operating profit 55.7 1348 (55.7)
Net mark-to-market revaluation of certain grain inventories _ (8.1) 4. (2.6)
Ne *to-market valuation 0”7 omn Tty positions recogmzed in t Iy ms $ (7.1HS (1185, » 57.0

As of May 30, 2010, the net notional value of commodity derivatives was $464.2 million. of which $295.2 miliion refated to agricultural inputs and
$169.0 million refated to energy inputs. These contracts relate to inputs that generally will be utitized within the next 12 months.

INTEREST RATE RISK

We are exposed to interest rate volatility with regard to future issuances of fixed-rate debt. and existing and future issuances of floating-rate debt. Primary
exposures include U.S. Treasury rates. LIBOR. and commercial paper rates in the United States and Europe. We use interest rate swaps and forward-starting
interest rate swaps to hedge our exposure to interest rate changes, to reduce the volatility of our financing costs, and to achieve a desired proportion of tixed-
rate versus floating-rate debt, based on current and projected market conditions. Generally under these swaps. we agree with a counterparty to exchange the
difference between fixed-rate and tloating-rate interest amounts based on an agreed upon notional principal amount.

Floating Interest Rate Exposures — Except as discussed below, floating-to-fixed interest rate swaps are accounted for as cash flow hedges. as are all hedges
of forecasted issuances of debt. Effectiveness is assessed based on either the perfectly effective hypothetical derivative method or changes in the present value
of interest payments on the underlying debt. Effective gains and Josses deferred to AOCT are reclassified into carnings over the lite of the associated debt.
Ineffective gains and losses are recorded as net interest. The amount of hedge ineffectiveness was less than $1 million in each of fiscal 2010, 2009 and 2008.

Fixed Interest Rate Exposures — Fixed-to-tloating interest rate swaps are accounted for as fair value hedges with effectiveness assessed based on changes in
the fair value of the underlying debt and derivatives, using incremental borrowing rates currently available on loans with similar terms and maturitics.
Ineftective gains and losses on these derivatives and the underlying hedged items are recorded as net interest. The amount of hedge ineffectiveness was less
than $1 million in cach of fiscal 2010, 2009 and 2008.

In advance of a planned debt financing in fiscal 2011, we entered into $500 million of treasury lock derivatives with an average fixed rate of 4.3 percent. All
of these treasury locks were cash settled for $17.1 million coincident with the issuance of our $500 million 30- year lixed-rate notes. which settled subsequent
to our fiscal 2010 year end. on June 1, 2010. As of May 30, 2010. a $16.8 million pre-tax loss remained in AOCI. which will he reclassified to carnings over
the term of the underlying debt.

During the second quarter of fiscal 2010 we eatered into $700 million of swaps to convert $700 million of 5.65 pereent fixed-rate notes due September 10.
2012, to floating rates. In May 2010, we repurchased $179.2 million of our 5.65 pereent notes. and as a result, we received $2.7 million to settle a portion of
these swaps that related to the repurchased debi.

In anticipation of our acquisition of The Pillsbury Company (Pillsbury) and other financing needs. we entered into pay-fixed interest rate swap contracts
during fiscal 2001 and 2002 totaling $7.1 billion to lock in our interest payments on the associated debt. As of May 30, 2010, we still owned $1.6 bitlion of
Pillsbury-related pay-fixed swaps that were previously neutralized with offsetting pay-floating swaps in fiscal 2002.

In advance of a planned debt financing in fiscal 2007, we entered into $700.0 million pay-fixed. forward-starting interest rate swaps with an average fixed rate
of 5.7 percent. All of these forward-starting interest rate swaps were cash settled for $22.5 million coincident with our $1.0 billion 10-year fixed-rate note
offering on January 24, 2007. As of May 30, 2010, a $14.9 million pre-tax loss remained in AOCI. which will be reclassified to carnings over the term of the
underlying debt.
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AMOUNTS RECORDED IN ACCUMULATED OTHER COMPREHENSIVE LOSS

Unrealized losses from interest rate cash flow hedges recorded in AOCH as of May 30, 2010, totaled $25.1 million after tax. These deferred losses are
primarily related to interest rate swaps we entered into in contemplation of future borrowings and other financing requirements and are being reclassified into
net interest over the lives of the hedged forecasted transactions. As of May 30, 2010, we had no amounts from commodity derivatives recorded in AOCL
Unrealized losses from foreign currency cash tlow hedges recorded in AOCT as of May 30, 2010. were $3.8 million after-tax. The net amount of pre-tax gains
and losses in AOCT as of May 30. 2010. that we expect to be reclassified into net carnings within the next 12 months is $17.5 million of expense.

CREDIT-RISK-RELATED CONTINGENT FE

URES

Certain of our derivative instruments contain provisions that require us to maintain an investment grade credit rating on our debt from cach of the major credit
rating agencies. I our debt were to fall below investment grade. the counterparties to the derivative instruments could request full collateralization on
derivative instruments in net fiability positions. The aggregate fair value of all derivative instruments with credit-risk-related contingent features that were ina
lability position on May 30, 2010, was $16.3 million. We have not posted any colfateral associated with these contracts. If the credit-risk-related contingent
features underlying these agreements were triggered on May 30. 2010, we would be required to post an additional $16.3 million of collateral to the
counterpartics.

CONCENTRATIONS OF CREDIT AND COUNTERPARTY CREDIT RISK

During fiscal 2010, Wal-Mart Stores, Inc. and its affiliates (Wal-Mart) accounted for 23 percent of our consolidated net sales and 30 percent of our net sales in
the U.S. Retail segment. No other customer accounted for 10 percent or more of our consolidated net sales. Wal-Mart also represented 5 percent of our net
sales in the International segment and 7 percent of our net sales in the Bakeries and Foodservice segment. As of May 30, 2010. Wal-Mart accounted for

28 pereent of our U.S, Retail receivables. 4 percent of our International receivables. and 7 percent of our Bakeries and Foodservice receivables. The five
largest customers in our U.S. Retail segment accounted for 54 percent of its fiscal 2010 net sales, the five lurgest customers in our International segment
accounted for 23 percent of its fiscal 2010 net sales, and the five largest customers in our Bakeries and Foodservice segment accounted for 45 percent of its
fiscal 2010 net sales.

We enter into interest rate, forelgn exchange, and certain commodity and equity derivatives, primarily with a diversified group of highly rated counterparties.
We continually monitor our positions and the credit ratings of the counterparties involved and. by policy, limit the amount of credit exposure to any one party.
These transactions may expose us to potential losses due 1o the risk of nonperformance by these counterparties: however. we have not incurred a material loss,
We also enter into commodity futures transactions through various regulated exchanges.

The amount of Toss due to the credit risk of the counterparties, should the counterparties fail to perform according (o the terms of the contracts, is

$60.1 million against which we hold $20.0 million of collateral. Under the terms of master swap agreements, some of our transactions require collateral or
other security to support financial instruments subject to threshold levels of exposure and counterparty credit risk. Collateral assets are either cash or U.S.
Treasury instruments and are held in a trust account that we may access if the counterparty detaults.
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NOTE 8. DEBT
Notes Payable
The components of notes payable and their respective weighted-average interest rates at the end of the periods were as follows:
May 30, 2010 - May 31,27
Weighted- weighteu-
Average Average
Notes Interest Notes Interest
In Millions Pavable I" - Payab! ~ate
U.S. commercial paper $ 973.0 W3% $ FUTIRS 0.5%
Euro commercial paper —_ — 275.0 0.5
Fi 7' Tutions 77.1 10.6 1354 129
T R 1 S FEER 3 0%

To ensure availability of funds, we maintain bank credit lines sufficient to cover our outstanding short-term borrowings. Commercial paper is a continuing
source of short-term financing. We issue commercial paper in the United States and Europe. Our commercial paper borrowings are supported by $2.9 billion
of fee-paid committed credit lines, consisting of a $1.8 billion facility expiring in October 2012 and a $1.1 billion facility expiring in October 2010, We also
have $278.9 million in uncommitted credit fines that support our toreign operations. As of May 30, 2010, there were no amounts outstanding on the fee-paid
committed credit lines and $76.5 was drawn on the uncommitted lines. The credit fucilities contain several covenants., including a requirement 0 maintain a
fixed charge coverage ratio of at least 2.5. We were in compliance with all credit facility covenants as of May 30. 2010.

Long-Term Debt

In May 2010, we paid $437.0 million to repurchase in a cash tender offer $400.0' million of our previously issued debt. We repurchased $220.8 million of our
6.0 percent notes due 2012 and $179.2 million of our 5,65 percent notes due 2012, As a result of the repurchase. we recorded interest expense of $40.1 million
which represented the premium paid in the tender offer. the write-off of the remaining discount and unamortized fees. and the settlement of related swaps.

We issucd commercial paper to fund the repurchase.

During fiscal 2010. we repaid $88.0 million of long-term bank debt held by wholly owned foreign subsidiaries.

In January 2009, we issued $1.2 billion aggregate principal amount of 5.65 percent notes due 2019. In August 2008, we issued $700.0 million aggregate
principal amount of 5.25 percent notes due 2013, The proceeds of these notes were used to repay a portion of our outstanding commercial paper. Interest on
these notes is payable semi-annually in arrears. These potes may be redeemed at our option at any tme for a specified make-whole amount. These notes are
senior unsecured. unsubordinated obligations that include a change of control repurchase provision.

In June 2010, subsequent to our fiscal 2010 year end., we issued $500.0 million aggregate principal amount of 5.4 percent notes due 2040, The significant
terms of these notes are similar to our previously issued notes.

Certain of our long-term debt and noncontrolling interests agreements contain restrictive covenants. As of May 30, 2010, we were in compliance with all of
these covenants.

As of May 30, 2010. the $40.6 million pre-tax loss recorded in AOCT associated with our previousty designated interest rate swaps will be reclassified to net
interest over the remaining lives of the hedged transactions. The amount expected to be reclassitied from AOCI to net interest in fiscal 2011 is $13.1 million
pre-tax.
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A summary of our long-term debt is as follows:

May 30, May 31.

In Millions 2010 2009
5.65¢ notes due February 15,2019 $ 1.15vu > 1.150.0
6% notes due February 15,2012 1.019.5 1.240.3
5.7¢ notes due February 15.2017 1,000.0 1.000.0
5.2¢ notes due March 17, 2015 750.0 750.0
5.25% notes due August 15,2013 700.0 700.0
5.65¢¢ notes due September 10, 2012 520.8 700.0
Medium-term notes. 4.8% 10 9.1% . due fiscal 2011 or later 204.4 2044
Debt of consolidated contract manufacturer 20.9 26.5
Floating-rate notes due January 22,2010 — 500.0
Other. including capital leases 10.2 (7.9)

5,375.8 6.263.3
! 1wunt due within one vear (107.3) (508.5)
Lot ong-term debt $ 5,268.5 % 5.754.8

Principal payments due on long-term debt in the next five years based on stated contractual maturities, our intent to redeem. or put rights of certain note
holders are $107.3 million in fiscal 2011, $1.031.3 million in fiscal 2012. $633.6 million in fiscal 2013, $702.6 million in fiscal 2014, and $750.1 million in
fiscal 2015.

NOTE 9. NONCONTROLLING INTERES

Ax discussed in Note 1L at the beginning of fiscal 2010, we adopted new accounting guidance on noncontrolling interests in financial statements. As a result of
this adoption. noncontrolling interests. previously reported primarily as minority interests, were reclassified to a separate section in equity on the Consolidated
Balance Sheets.

Our principal noncontrotling interest relates to our subsidiary GMC. GMC issued a managing membership interest and limited preferred membership interests
to certain of our wholly owned subsidiaries. We continue to hold the entire managing membership interest. and therefore direct the operations of GMC. We
currently hold all interests in GMC other than Class A Limited Membership Interests (Class A Interests) which are held by an unrelated third-party investor.
As of May 30, 2010. the carrying value of all outstanding Class A Interests was $242.3 miilion. classified as noncontroliing interests on our Consolidated
Balance Sheets.

The holder of the Class A Interests receives quarterly preferred distributions from available net income based on the application of a floating preterred return
rate. currently equal to the sum of three-month LIBOR plus 65 basis points, to the holder's capital account balance established in the most recent mark-to-
market valuation (currently $248.1 million).

For financial reporting purposes. the assets. Jiabilities. results of operations, and cash flows of GMC are included in our Consolidated Financial Statements.
The return to the third-party investor is reflected in net earnings attributable to noncontrolling interests in the Consolidated Statements of Earnings.

In addition. we have 7 foreign subsidiaries that have minority interests totaling $2.8 million as of May 30, 2010.

Our noncontrolling interests contain restrictive covenants. As of May 30. 2010, we were in compliance with all of these covenants.
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NOTE 10. STOCKHOLDERS' EQUITY
Cumulative preference stock of 5.0 million shares, without par value, is authorized but unissued.
All common stock share and per share amounts have been adjusted for the two-for-one stock split on May 28, 2010.

During fiscal 2010, we repurchased 21.3 million shares of common stock for an aggregate purchase price of $691.8 million. During fiscal 2009, we
repurchased 40.4 million shares of common stock for an aggregate purchase price of $1,296.4 million. During fiscal 2008, we repurchased 47.8 million shares
of common stock for an aggregate purchase price of $1.384.6 million.

On December 10, 2007, our Board ot Directors approved the retirement of 250.0 million shares of common stock in treasury. This action reduced common
stock by $25.0 million. reduced additional paid-in capital by $5.055.8 million. and reduced common stock in treasury by $5.080.8 million on our Consolidated
Balance Sheets.

In fiscal 2007, our Board of Directors authorized the repurchase of up to 150 million shares of our common stock. On June 28, 2010. our Board of Directors
authorized the repurchase of up to 100 million shares of our common stock. The fiscal 2011 authorization terminated and replaced the fiscal 2007
authorization. Purchases under the authorization can be made in the open market or in privately negotiated transactions. including the use of call options and
other derivative instruments, Rule 10b5-1 trading plans. and accelerated repurchase programs. The authorization has no specified termination date.

In October 2004, Lehman Brothers Holdings Inc. (Lehman Brothers) issued $750.0 million of notes, which were mandatorily exchangeable for shares of our
common stock. In connection with the issuance of those notes, an affiliate of Lehman Brothers entered into a forward purchase contract with us, under which
we were obligated to deliver to such affiliate between 28.0 million and 34.0 million shares of our common stock. subject to adjustment under certain
circumstances. We delivered 28.6 million shares in October 2007, in exchange for $750.0 million in cash from Lehman Brothers. We used the cash to reduce
outstanding commercial paper balances.

The following table provides details of total comprehensive income:

Fiscal 201°
In Millions Pret Tax e
Net earnings attributame to General Mills $ 15305

Net carnings attributable to noncontrolling interests
Net earnings, including carnings attributable to noncontrolling interests
Other comprehensive income (loss):

sd

10000

Foreign currency translation $ 1633 $ — $ (163.3)
Net actuarial loss arising during period (786.3) 314.8 (471.5)
Other fair value changes:
Securities 1.9 (0.7) 1.2
Hedge derivatives (25.0) 10.6 (14.4)
Reclassification 1o carnings:
Hedge derivatives 44.4 (17.0) 274
Amortization of loss ' Cor service costs 19.1 (Gt 11.5
wner comprehensive incoiue vussy in accumulated other comprencusive 1wy (909.2) 30v. (609.1)
Other comprehensive income attributable to noncontrolling inter - - 0.2 0.2
[ yrehensive income (1 $  (909.0) $ 2 (608.9)

1 rehensive income ? 926.1
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During fiscal 2009, we incurred unrecognized losses in excess of $1.1 billion on assets. primarily equity securities, in our defined benefit pension and other
postretirement benefit plans. These losses were recognized in other comprehensive income. In fiscal 2010 and future years. the losses are reflected in pension
expense using the market-related value of the plan assets over a five year period and amortized using a declining balance method over the average remaining
service period of active plan participants.

In fiscal 2010. 2009, and 2008. except for reclassifications to earnings. changes in other comprehensive income (loss) were primarily non-cash items.

Accumulated other comprehensive loss balances. net of tax effects, were as follows:

May 30, May 31.

In Millions 2010 2009
Foreign currency translation adjustments $ 1949 % 358.2
Unrealized gain (loss) from:

Securitics 5.6 4.4

Hedge derivatives (28.9) (+1.9)
Pension, other postretirement. and postemployment benefits:

Net actuarial loss (1,611.0) (1.168.2)

Prio oot (47.5) (30.3)
Accu ve loss $ (1,486.9) % (877.8)

NOTE 11. STOCK PLANS
All shares and per share amounts have been adjusted for the two-for-one stock split on May 28, 2010,

We use broad-based stock plans to help ensure that management's interests are aligned with those of our stockholders. As of May 30, 2010, a total of
24.337.402 shares were available for grant in the form of stock options, restricted shares. restricted stock units, and shares of common stock under the 2009
Stock Compensation Plan (2009 Plan) and the 2006 Compensation Plan for Non-Employee Directors (2006 Director Plan). On September 21, 2009, our
stockholders approved the 2009 Plan, replacing the 2007 Stock Compensation Plan (2007 Plan). Restricted shares and restricted stock units may also be
granted under our Exccutive Incentive Plan (EIP) through September 25, 2010, The 2009 Plan and EIP also provide for the issuance of cash-settled
share-based units. Stock-based awards now outstanding include some granted under the 1995, 1996, 1998 (senior management). 1998 (employee). 2001, 2003,
2005, and 2007 stock plans. under which no further awards may be granted. The stock plans provide tor tull vesting of options. restricted shares, restricted
stock units, and cash-settled share-based units upon completion of specified service periods or in certain circumstances. tollowing a change of control.

Stock Options
The estimated fair vafues of stock options granted and the assumptions used for the Black-Scholes option-pricing model were as follows:

Fiscal Year

_ 2010 2009 2008
Esunawcu san vaiues of stock oplions grunlcd $ 3.20 S 1.70 $ 5.28
Assumptions:
Risk-free interest rate 3.7% 3.4 5.1%
Expected term 8.5 vears 8.5 years 8.5 years
Expected volatility 18.9% 16.1% 15.6%
Dividend yield 3.4% 2.7% 2.7%

The valuation ot stock options is a significant accounting estimate which requires us to use judgments and assumptions that are likely to have a material
impact on our financial statements. Annually, we make predictive assumptions regarding future stock price volatility. employee exercise behavior, dividend
yield. and the forfeiture rate.
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We estimate the fair value of cach option on the grant date using the Black-Scholes option-pricing model, which requires us to make predictive assumptions
regarding future stock price volatility. employee exercise behavior, and dividend yield. We estimate our future stock price volatility using the historical
volatility over the expected term of the option. excluding time periods of volatility we believe a marketplace participant would exclude in estimating our stock
price volatility. For fiscal 2010 and all future grants, we have excluded historical volatility for fiscal 2002 and prior, primarily because volatility driven by our
acquisition of Pillsbury does not reflect what we believe to be expected future volatility. We also have considered. but did not use. implied volatility in our
estimate, because trading activity in options on our stock. espectally those with tenors of greater than 6 months, is insufficient to provide a reliable measure of
expected volatility.

Our expected term represents the period of time that options granted are expected to be outstanding based on historical data to estimate option exercise and
employcee termination within the valuation model. Separate groups of employees have similar historical exercise behavior and therefore were aggregated into
a single pool for valuation purposes. The weighted-average expected term for all employee groups is presented in the table above. The risk-free interest rate
for periods during the expected term of the options is based on the U.S. Treasury zero-coupon yield curve in effect at the time of grant.

Any corporate income tax benefit realized upon exercise or vesting of an award in excess of that previously recognized in carnings (referred to as a windfall
tax benefit) is presented in the Consolidated Statements of Cash Flows as a financing cash flow.

Realized windfall tax benefits are credited to additional paid-in capital within the Consolidated Balance Sheets. Realized shortfall tax benefits (amounts which
are less than that previously recognized in carnings) are first offset against the cumulative balance of windfall tax benefits, if any. and then charged directly to
income tax expense. potentially resulting in volatility in our consolidated effective income tax rate. We calculated a cumulative memo balance of windfall tax
benetits from post-1995 fiscal years tor the purpose of accounting for future shortfall tax benefits.

Options may be priced at 100 percent or more of the fair market value on the date of grant, and generally vest four years after the date of grant. Options
generally expire within 10 years and one month after the date of grant.

Information on stock option activity follows:

Weighted- Weighted-
Average Average
Options Exercise Options Exercise
Exercisable Price Qutstanding Price
(Thousands) Per Share (Thousands) Per Share
Balance as of May 27, 2007 790118 % 20.58 1075464 % 21.54
Granted 10.998.8 29.38
Exercised (12.270.2) 18.75
Forfeited or expired (oo 25.21
Balance as of May 25. 2008 76.389.. 21.23 106,62~ 22.68
Granted 64954 31.74
Exercised (17.548.4) 19.60
Forfeited or expired (382.4) 27.50
Balance as of May 31, 2009 67.619.2 21.96 94.607.0 23.84
Granted 6.779.4 27.99
Exercised (20.013.6) 19.87
Forfeited or expired (268.2) 24.82
Balance as of May " ~"*° 47,726.6  $ 22.89 81,104.6 $ 25.17

Stock-based compensation expense related to stock option awards was $34.4 million in fiscal 2010, $40.0 million in fiscal 2009, and $52.8 million in fiscal
2008.
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NOTE 12. EARNINGS PER SHARE

Al shares and per share amounts have been adjusted for the two-for-one stock split on May 23, 2010,

Basic and diluted carnings per share (EPS) were calculated using the following:

Fiscal Year

In Millions, Except per Shar ™ * 2010 ~009 2008
Net earnings attributable to Generar wvulls $ 1,530.5 » 13044 $ 1.294.7
Capital appreciation paid on Series B-1 Interests in GMC (a) — — (8.0)
Net earnings £ ' iic and diluted EPS calat’ " s $ 5305 8 1.3044 % 1.286.7
Average number of common shares — basic EPS 659.6 663.7 665.9
Incremental share effect from:
Stock options (b) 17.7 17.9 21.3
Restricted stock. restricted stock units. and other (b) 6.0 5.5 5.0
Forward purchase contract (¢) —_ 1.0
Average number of common sha= - diluwcu £r’S 683.3 60,1 693.8
Earnings per share — basic $ 232 % 1.96 % 1.93
Earnings per share — diluted $ 224 % 190 % 1.85
(@) On August 7. 2007, we repurchased all of we oeries B-1 limited membership interests in GMC for $843 million. of whicn »8 million related 1o capital
appreciation paid to the third-party holders of the interests and reduced net carnings available to common stockholders in our basic and diluted EPS
calculations.
(b)  Incremental shares from stock options and restricted stock units are computed by the treasury stock method. Stock options and restricted stock units
excluded from our computation of diluted EPS because they were not dilutive were as follows:
Fiscal Year
In Millions 2019 2009 2008
A give stock options anc Lock nnite 6.3 4.2 9.4
(¢) wnucwber 15,2007, we settlcu a rorward purciase contract with Lehman Brothers by issuing 28.6 million shares of conmimon stock.
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Weighted-average assumptions used to determine fiscal year net periodic benefit (income) costs are as follows:

Defined Benefit Other Postretirement Postemployment
Pension Plans Benefit Plans Benefit Plans
Fiscal ~~ _ Fiscal Year Fiscal Year
2010 20K 2010 2009 2008 2010 2009 2008
Discount rate 749%  Goor  uvao%  T45% 0.90% 6.15%  7.06%  0.64%  6.05%
Rate of salary increases 4.92 493 4.39 — — 4.93 493 +.39

Expected long-term rate of return on ~l» =ssets 9.55 9.55 [ 9.33 9.35 9.33 —

Discount Rates

Qur discount rate assumptions are determined annually as of the last day of our fiscal year for all of our defined bencefit pension, other postretirement, and
postemployment bencefit plan obligations. We also use the same discount rates to determine defined benefit pension. other postretirement, and
postemployment benefit plan income and expense for the following fiscal year. We work with our actuaries to determine the timing and amount of expected
tuture cash outflows to plan participants and, using the top quartiic of AA-rated corporate bond yields. to develop a forward interest rate curve, including a
margin to that index based on our credit risk. This forward interest rate curve is applied to our expected future cash outflows 1o determine our discount rate
assumptions.

Fair Value of Plan Assets
In the fourth quarter of fiscal 2010, we adopted new accounting guidance requiring additional disclosures for plan assets of defined benefit pension and other
postretirement benefit plans. This guidance requires that we categorize plan assets within a three level fair value hicrarchy as described in Note 7.

The fair values of our pension and postretirement benefit plan assets at May 30, 2010, by asset category are as follows:

Total
In Millions Level 1 Level 2 Level 3 Assets
Fair value measurement of pension plan assets:
Equity (a) $ 7445 % 7166 $ 5128 % 19739
Fixed income (b) 700.0 206.0 39 909.9
Real asset investments (¢) 724 75.8 208.7 4469
Other investments (d) — 399 0.3 40.2
Cash and accruals 158.9 — T
Tot! £+ yalue measuremen o pension pla $ 1,6758 % 10" % 815.5
Fair value measurement of postretirement benefit plan assets:
Equity (a) $ 10,1 % 814 S 257 % 117.2
Fixed income (b) 1.1 46.1 1.7 18.9
Real asset investments (¢) 0.1 3.7 14.6 18.4
Other investments (d) - 714 _ 71.4
G ' ccruals 284 — — 28.4
Fair v asurement of postretirement b $ 397 % 2026 % 20 % 43

(a;  ramarily publicly traded common stwocn anu privace cquity partnerships ror purposes of total return and to maintain equity exposure consistent with
policy allocations. Investments include: 1) United States and international equity sccurities, mutual funds and equity futures valued at closing prices
from national exchanges: and ii) commingled funds, privately held securities and private equity partnerships valued at unit values or net asset values
provided by the investment managers, which are based on the fair value of the underlying investments. Various methods are used to determine fair
values and may include the cost of the investment, most recent financing, and expected cash flows. For some of these investments, realization of the
estimated fair value is dependent upon transactions between willing sellers and buyers.

(b)  Primarily government and corporate debt sccurities for purposes of total return and managing fixed income exposure to policy allocations.
Investments include: 1) fixed income securities and bond futures generally valued at closing prices from national exchanges, fixed income pricing
models and/or independent financial analysts: and ii) fixed commingled funds valued at unit values provided by the investment managers. wbich are
based on the fair value of the underlying investments.

(¢)  Publicly traded common stock and limited partnerships in the energy and real estate sectors for purposes of total return. Investments include: 1)
energy and real estate securities generally valued at closing prices from national exchanges: and 11) commingled funds, private securities, and limited
partnerships valued at unit values or net asset values provided by the investment managers, which are generally based on the fair value of the
underlying investments.

(d)  Global balanced fund of equity. fixed income and real estate securities for purposes of meeting Canadian pension plan asset allocation policies and
insurance and annuity contracts for purposes of providing a stable stream of income for retirees and to fund postretirement medical benefits. Fair
values are derived from unit values provided by the investment managers, which are generally based on the fair value of the underlying investiments
and contract fair values from the providers.






C-34 Appendix C Excerpts from General Mills’'s Form 10-K for the Fiscal Year Ended May 30, 2010 {2010]

Contributions and Future Benefit Payments

We do not expect to make contributions to our defined benefit, other postretirement, and postemployment benefits plans in fiscal 201 1. Actual fiscal 2011
contributions could exceed our current projections, as influenced by our decision o undertake discretionary funding of our benefit trusts and future changes in
regulatory requirements. Estimated benefit payments, which reflect expected future service, as appropriate. are expected to be paid from fiscal 2011-2020 as
tfollows:

Defined Other

Benefit Postretirement Medicare Postemployment

Pension Benefit Plans Subsidy Benefit
In Millions Plans o Gross Payments R “its Pl:
2011 $ 1940 $ 565 % RSN 18.4
2012 202.8 60.9 5.8 [8.4
2013 2119 64.0 6.4 17.2
2014 2214 66.1 6.9 15.9
2015 2314 69.6 7.5 15.0
2016-207" 1.331.7 g 45.4 “7.0_

Defined Contribution Plans

The General Mills Savings Plan is a defined contribution plan that covers domestic sataried, hourly, nonunion, and certain union employees. This plan is a
401(k) savings plan that includes a number of investment funds, including a Company stock fund, and an Employee Stock Ownership Plan (ESOP). We
sponsor another mongey purchase plan for certain domestic hourly employees with net assets of $16.8 million as of May 30, 2010, and $15.6 million as of
May 31, 2009. We also sponsor defined contribution plans in many of our foreign locations. Our total recognized expense related to defined contribution
plans was $64.5 million in fiscal 2010, $59.5 million in fiscal 2009, and $61.9 million in fiscal 2008.

We matched a percentage of employee contributions to the General Mills Savings Plan with a base match plus a variable year-end match that depended on
annual results. Eftective April 1, 2010, the company match is directed to investment options of the participant's choosing. Prior to April 1, 2010, the company
match was invested in company stock in the ESOP fund. The number of shares of our common stock allocated to participants in the ESOP was 5.9 million as
of May 30, 2010, and 5.6 million as of May 31, 2009.

The ESOP originally purchased our common stock principally with funds borrowed from third parties and guaranteed by us. The ESOP shares are included in
net shares outstanding for the purposes of caleulating our EPS. The ESOP's third-party debt was repaid on June 30, 2007. The ESOP's only asscts arc our
common stock and temporary cash balances. The ESOP's share of the total defined contribution expense was $53.7 million in fiscal 2010, $50.6 million in
fiscal 2009, and $52.3 million in fiscal 2008. The ESOP's expense was calculated by the "shares allocated” method.

The Company stock fund and the ESOP had $610.3 million and $425.3 million of General Mills common stock as of May 30. 2010, and May 31, 2009,
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We have not recognized a deferred tax lability for unremitted earnings of $2.1 billion from our foreign operations because our subsidiaries have invested or
will invest the undistrihuted carnings indefinitely. or the carnings will be remitted in a tax-free transaction. It is impractical for us to determine the amount of
unrecognized deferred tax lahilities on these indefinitely reinvested earnings. Deferred taxes are recorded for carnings of our foreign operations when we
determine that such carnings are no longer indefinitely reinvested.

Annually we file more than 350 income tax returns in approximately 100 glohal taxing jurisdictions. A number of years may elapse before an uncertain tax
position is audited and finally resolved. While it is often difficult to predict the final outcome or the timing of resolution of any particular uncertain tax
position. we helieve that our liabilities for income taxes reflect the most likely outcome. We adjust these liabilities, as well as the related interest, in light of
changing facts and circumstances. Settlement of any particular position would usually require the use of cash.

The numher of years with open tax audits varies depending on the tax jurisdiction. Our major taxing jurisdictions include the United States (federal and state)
and Canada. We are no longer subject to United States federal examinations by the IRS for fiscal years hefore 2002,

The IRS has concluded its field examination of our 2006 and prior federal tax years, which resulted in payments of $17.6 million in fiscal 2009 and

$56.5 million in fiscal 2008 to cover the additional U.S. income tax liahility plus interest related to adjustments during these audit cycles. The IRS also
proposed additional adjustments for the fiscal 2002 to 2006 audit cycles retated to the amount of capital loss and depreciation and amortization we reported as
a result of our sale of noncontrolling interest in our GMC subsidiary. The IRS has proposed adjustments that effectively eliminate most of the tax benefits
associated with this transaction. We helieve our positions are supported hy suhstantial technical authority and are vigorously defending our positions. We are
currently in negotiations with the 1IRS Appeals Division for fiscal 2002 to 2006. We have determined that a portion of this matter should he included as a tax
liability and have accordingly included it tn our total liahilities for uncertain tax positions. The IRS initiated its audit of our fiscal 2007 and 2008 tax years
during fiscal 2009.

In the third quarter of fiscal 2008, we recorded an income tax benefit of $30.7 million as a result of a favorable U.S. district court decision on an uncertain tax
matter. In the third quarter of fiscal 2009, the U.S. Court of Appeals for the Eighth Circuit issued an opinion reversing the district court decision. As a resull,
we recorded $52.6 million (including interest) of income tax expense related to the reversal of cumulative income tax henefits from this uncertain tax matter
recognized in fiscal years 1992 through 2008. We expect to make cash tax and interest payments of approximately $31.7 million in connection with this
matter.

Various tax cxaminations by United States state taxing authoritics could he conducted for any open tax year, which vary by jurisdiction. but arc generally
from 3 to 5 years. Currently, several state examinations arc in progress. The Canada Revenue Agency is conducting an audit of our income tax returns in
Canada for fiscal years 2003 (which is our carliest tax year still open for examination) through 2005. We do not anticipate that any United States state tax or
Canadian tax adjustments will have a significant impact on our financial position or results of operations.

We apply a more-likely-than-not threshold to the recognition and derecognition of uncertain tax positions. Accordingly we recognize the amount of tax
benefit that has a greater than 50 percent likelihood of heing ultimately realized upon settlement. Future changes in judgment related to the expected ultimate
resolution of uncertain tax positions will affect earnings in the quarter of such change.
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The following table sets forth changes in our total gross unrecognized tax benefit liabilities, excluding accrued interest, for fiscal 2010. Approximately
$206.4 million of this total represents the amount that. if recognized, would affect our effective income tax rate in future periods. This amount differs from the
gross unrecognized tax benefits presented in the table because certain of the liabilities below would impact deferred taxes if recognized ov are the result of
stock compensation items impacting additional paid-in capital. We also would record a decrease in ULS. federal income taxes upon recognition of the state tax
benefits included therein.

Fiscal Year

In Millions 2010 2009
Balance. beginning of year $ 570.1 S 5346
Tax position related to current year:

Additions 19.7 66.8
Tax positions refated to prior years:

Additions 7.1 48.9

Reductions (37.6) (63.7)

Setilements (1.9 (13.00
Lapses in statutes of limitations (4.5) (3.5)
Balance. end of yeas _ $ 5529 § 570.1

As of May 30, 2010. we have classified $299.0 million of the unrecognized tax benefits as a current liability as we expect to pay these amounts within the
next 12 months, including a portion of our potential liability for the matter resolved by the U.S. Court of Appeals. as discussed above. While fiscal years 2007
and 2008 are currently under examination by the Internal Revenue Service (IRS). we are not able to reasonably estimate the timing of future cash flows
beyond 12 months due to uncertainties in the timing of this and other tax audit outcomes. The remaining amount of our unrecognized tax liability was
classified in other labilities.

We report acerued interest and penalties related to unrecognized tax benefits in income tax expense. For fiscal 2010, we recognized a net $16.2 million of tax-
related net interest and penalties, and had $174.8 million of accrued interest and penalties as of May 30, 2010.
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NOTE 16. BUSINESS SEGMENT AND GEOGRAPHIC INFORMATION

We operate in the consumer foods industry. We have three operating segments by type of customer and geographic region as follows: U.S. Retail,
69.8 percent of our fiscal 2010 consolidated net sales: International, 18.2 percent of our fiscal 2010 consolidated net sales; and Bakeries and Foodservice,
12.0 percent of our fiscal 2010 consolidated net sales.

Our U.S. Retail segment reflects business with a wide variety of grocery stores, mass merchandisers. membership stores, natural food chains, and drug. doflar
and discount chains operating throughout the United States. Our major product categories in this business segment are ready-to-cat cereals, refrigerated
yogurt, ready-to-serve soup, dry dinners, shelf stable and frozen vegetables, refrigerated and frozen dough products, dessert and baking mixes, frozen pizza
and pizza snacks. grain, fruit and savory snacks, and a wide varicty of organic products including soup. granola bars, and cereal.

In Canada, our major product categorics are ready-to-cat cereals. shelf stable and frozen vegetables, dry dinners, refrigerated and frozen dough products.
dessert and baking mixes. frozen pizza snacks, and grain. fruit and savory snacks. In murl\us outside North America. our product categories include super-
premium ice cream. grain snacks, shelf stable and frozen vegetables. dough products, and dry dinners. Our International segment aiso includes products
manufactured in the United States for export, mainly to Caribbean and Latin American markets, as well as products we manufacture for sale to our
international joint ventures. Revenues from export activities are reported in the region or country where the end customer is located. These international
businesses are managed through 34 sales and marketing offices.

In our Bakeries and Foodserviee segment our major product categories are cereals, snacks. yogurt, unbaked and fully baked frozen dough products. baking
mixes, and tlour. Many products we setl are branded to the consumer and nearly all are branded to our customers. We sell to distributors and operators in
many customer channels including foodservice. convenience stores, vending. and supermarket bakeries. Following our fiscal 2009 divestitures, substantially
all of this segment’s operations are focated in the United States.

Operating profit tor these segments excludes unallocated corporate items, restructuring, impairmient. and other exit costs, and divestiture gains and losses.
Unallocated corporate items include variances to planned corporate overhead expenses., vartances to planned domestic employee benefits and incentives, all
stock-based compensation costs, annual contributions to the General Mills Foundation. and other items that are not part of our measurement of segment
operating performance. These include gains and losses arising from the revaluation of certain grain inventories and gains and losses from mark-to-market
valuation of certain commodity positions unti} passed back to our operating scgments in accordance with our policy as discussed in Note 2. These items
atfecting operating profit are centrally managed at the corporate fevel and are excluded from the measure of segment profitability reviewed by exceutive
management. Under our supply chain organization, our manufacturing, warchouse, and distribution activities are substantially integrated across our operations
in order to maximize efficiency and productivity. As a result, fixed assets and depreciation and amortization expenses are neither maintained nor available by
operating segment,

As discussed in Note |, we adopted new accounting guidance on noncontrolling interests at the beginning of fiscal 2010. To conform to the current year's
presentation. earnings attributable to nonu)mm]lmz_ interests in foreign subsidiaries of $2.1 million in fiscal 2009. and $1.4 mitlion in fiscal 2008. which were
previously deducted from the International segment's operating prolll, have been reclassified to net carnings attributable to noncontrolling interests.
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Our operating segment results were as follows:

Fiscal Year

In Millions 2010 2009 o
Net sales:

U.S. Retail $ 10,323.5 § 10,052,101 § 9,072.0

International 2,702.5 25914 2.558.8

Bakeries and Foodservice 1,770.5 2.047.8 2.021.3
Total - 14,796.5 $ 146913 § 13.652.1
Operating profit:

U.S. Retail $ 2,392.0 % 22085 % 1.971.2

International 219.2 263.5 270.3

Bakeries and Foodservice 250.1 171.0 ree
Total segment operating profit 2,861.3 2.643.0 24u0y
Unatlocated corporate items 223.8 361.3 156.7
Divestitures (gain). net — (84.9) —
Rustructuring, impairment, and other exit costs 314 41.6 21.0
Operating profit $ 2,7 8 23250 % 2.229.2

The following table provides financial information by geographic area:

Yiscal Year

In Millions 2010 2009 2008
Net sales:
United States $ 12,077.6 % 120574 % 11.036.7
Nos " 7 d States _ 2,718 " LA 206154
I $ 14,796.. $ 14.¢ $ 13.652.1
May 30, May 31.
* T lions 2010 2009
r.anu, buildings, and equipment:
United States $ 2,619.7 § 2.555.6
Non-United States Faon 479.3

Total $ 3azi.0  $ 3.034.9
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NOTE 17. SUPPLEMENTAL INFORMATION

The components of certain Consolidated Balance Sheet accounts are as follows:

May 30, May 31.

In Millions 2010 2009
Receivables:

From customers $ 1,0574 % 971.2

' ass allowance for doubtful accounts (15.8) (17.8)
LUt $ 1,041.6 $ nea 4

May 30, May 31,

In Millions 2010 2009
Inventories:

Raw materials and packaging $ 2475 % 2731

Finished goods 1.1314 1.096.1

Grain 107.4 126.9

Excess of "7 or weighted-avera < over LIFO cost (a) (142.3) (149.3)
Total $ 1,344.0 S PRIAe

(a) Inventories of $958.3 million as of May 30. 2010. and $908.3 million as of May 31, 2009, were valued at LIFO.

May 30, May 31,
In Millions 2010 2009
Prepaid expenses and other current asscts:
Prepaid expenses $ 1275 S 197.5
Accrued interest receivable, including interest rate swaps 64.9 73.4
Derivative receivables, primarily commodity-related 48.8 32.0
Other receivables 1014 87.6
Current marketable securitics 4.8 234
Miscellancous 31" 55.4
Total $ 378> > 469.3
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Certain Consolidated Statements of Earnings amounts are as follows:

Fiscal Year

In Millions 2010 foane 2008

Depreciation and amortization $ 4570 5 <on0 & 4592
Research and development expense 218.3 208.2 204.7
Advertising and ~*a expense (including production and communication costs) 908.5 7321 587.2

The components of interest, net are as follows:

™l Year
Expense (Income), ir *“"™" ns 2010 _v09 2o
Interest expense $ 3745 S 4095 % 432.0
Capitalized interest (6.2) (5.1) (5.0)
Interest income (6.8) (21.6) (27.3)
Loss ondebtrep 40.1 — —
Interest. net _Antg § 3828 3 297

Certain Consolidated Statements of Cash Flows amounts are as follows:

Fiscal Year

In Millions 2010 2009 2008
Cash interest payments $ 384.1  $ 2028 8 436.6
Cash paid for income taxes 672.5 395.3 4444

In fiscal 2009, we acquired Humm Foods by issuing 1.8 million shares of our common stock 10 its sharcholders, with a value of $55.0 million, as
consideration. This acquisition is treated as a non-cash transaction in our Consolidated Statement of Cash Flows.
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NOTE 18. QUARTERLY DATA (UNAUDITED)

In May 2010, our Bourd of Directors approved a two-for-one stock split to be eftected in the form of a 100 pereent stock dividend to stockholders of record on
May 28. 2010. The Company's stockholders received one additional share of common stock for cach share of common stock in their possession on that date.
The additional shares were distributed on June 8, 2010. This did not change the proportionate interest that a stockholder maintained in the Company. Al
shares and per share amounts have been adjusted for the two-for-one stock split.

Summarized quarterly data for fiscal 2010 and fiscal 2009 follows:

First Quarter Second Quar® - _ Th * Twarter Fourth Quarter

In Millions, Except Per Fiscal Year Fiscal Yea. Fuisvar Year Fiscal Year

Share Amounts 2010 2009 2010 2009 2010 2009 (] 200"
Net sales $ 35188 % 34973 % 40782 $ 40108 $ 3,629.1 § 35374 $ 50704 $ 30400/
Gross margin 1,458.7 1.191.7 1,746.1 1.219.6 1.377.5 1.277.5 1,291.3 1.544.6
Net carnings attributable to General Mills (a) 420.6 278.5 565.5 378.2 332.5 288.9 2119 358.8
EPS:

Basic $ 0.64 $ 041 $ 0.86 $ 057 % 050 $ 044 $ 032 % 0.54

Dituted $ 0.62 % 040 $ 083 $ 054 $ 048 % 042 $ 031 $ 0.53
Dividends per share $ 0.24 $ 022 % 0.23 $ 021 $ 0.25 $ 021 $ 0.24 $ 022
Market price of common stock:

High $ 3020 % 3385 % 3456 %5 3508 % 3618 & 3239 % 3696 $§ 2775

Low $ 25598 "o+ § 28940 7 2906 § M40t ¢ "t g prmt 2361

(a) Net carnings in the fourth quarter of fiscal 2010 included interest expense of $40.1 million related to the repurchase of certain notes and a non-cash
income tax charge of $35.0 million resulting from a change in deferred tax assets (see Note 14).

Glossary
AOCL Accumulated other comprehensive income (loss).

Average total capital. Used for calculating return on average total capital. Notes payable. long-term debt including current portion. noncontrolling interests,
and stockholders' equity. excluding accumulated other comprehensive income (loss) and certain after-tax carnings adjustments. The average is caleulated
using the average of the beginning of fiscal year and end of fiscal year Consolidated Balance Sheet amounts for these line items.

Core working capital. Accounts receivable plus inventories less accounts payable. all as of the fast day of our fiscal year.

Depreciation associated with restructured assets. The increase in deprectation expense caused by updating the salvage value and shortening the useful life
of depreciable fixed assets to coincide with the end of production under an approved restructuring plan. but only if impairment is not present.

Derivatives. Financial instruments such as futures, swaps. options, and forward contracts that we use to manage our risk arising from changes in commodity
prices, interest rates, foreign exchange rates, and stock prices.

Fixed charge coverage ratio. The sum of carnings before income taxes and fixed charges (before tax). divided by the sum of the fixed charges (before tax)
and interest.

Generally Accepted Accounting Principles (GAAP). Guidelines., procedures, and practices that we are required to use in recording and reporting accounting
} 4 2 g )
information in our financial statements.

Goodwill. The difference between the purchase price of acquired companies and the related fair values of net assets acquired.

Hedge accounting. Accounting for qualifying hedges that allows changes in a hedging instrument’s Fair value to offset corresponding changes in the hedged
item in the same reporting period. Hedge accounting is permitted for certain hedging instruments and hedged items only if the hedging relationship is highly
effective. and only prospectively from the date a hedging relationship is formally documented.

Interest bearing instruments. Notes payable, long-term debt. including current portion, cash and cash cquivalents, and certain interest bearing investments
classified within prepaid expenses and other current assets and other assets.

LIBOR. London Interbank Offered Rate.

Mark-to-market. The act of determining a value for financial instruments, commodity contracts, and related assets or liabilities based on the current market
price for that item.
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Net mark-to-market valuation of certain commodity positions. Realized and unrealized gains and losses on derivative contracts that will be allocated to
segment operating profit when the exposure we are hedging affects carnings.

Net price realization. The impact of list and promoted price changes, net of trade and other price promotion costs.
Noncontrolling interests. Interests of subsidiaries held by third parties.

Notional principal amount. The principal amount on which fixed-rate or floating-rate interest payments are calculated.
OCYL Other comprehensive income (loss).

Operating cash flow to debt ratio. Net cash provided by operating activities. divided by the sum of notes payable and long-term debt. including current
portion.

Reporting unit. An operating segment or i business one level below an operating segment.

Return on average total capital. Nct carnings attributable to General Mills, excluding after-tax net interest, and adjusted for certain items affecting year-
g o K f= . [=4 g <
over-year comparability. divided by average total capital.

Segment operating profit margin. Scgment operating profit divided by net sales for the segment.

Supply chain input costs. Costs incurred to produce and deliver product. including ingredient and conversion costs, inventory management. fogistics,
warchousing. and others.

Total debt. Notes payable and long-term debt. including current portion.
Transaction gains and losses. The impact on our Consolidated Financial Statements of foreign exchange rate changes arising from specific transactions.

Translation adjustments. The impact of the conversion of our foreign affiliates' financial statements to U.S. dollars for the purpose of consolidating our
financial statements.

Variable interest entities (VIEs). A legal structure that is used for business purposes that either (1) does not have equity investors that have voting rights and
share in all the entity’s profits and losses or (2) has cquity investors that do not provide sufficient financial resources to support the entity's activities.

Working capital. Current assets and current Habilities, all as of the tast day of our fiscal year.

ITEMY Changes in and Disagreements With Accountants on Aceounting and Financial Disclosure

None.

ITEM 9A Controls and Procedures

We. under the supervision and with the participation of our management. including our Chief Exccutive Officer and Chief Financial Officer. have evaluated
the effectiveness of the design and operation of our disclosure controls and procedures (as defined in Rule 13a-15(¢) under the 1934 Act). Based on that
evaluation. our Chief Executive Officer and Chief Financial Officer have concluded that, as of May 30. 2010, our disclosure controls and procedures were
effective to ensure that information required to be disclosed by us in reports that we file or submit under the 1934 Act is (1) recorded, processed, summarized.
and reported within the time periods specified in applicable rules and forms, and (2) accumulated and communicated to our management. including our Chicf
Executive Officer and Chiet Financial Officer, in a manner that allows timely decisions regarding required disclosure.

There were no changes in our internal control over financial reporting (as defined in Rule 13a-15(f) under the 1934 Act) during our tiscal quarter ended
May 30, 2010, that have materially aftected. or are reasonably likely 1o materially atfect. our internal control over financial reporting.
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MANAGEMENT'S REPORT ON INTERNAL CONTROIL OVER FINANCIAL REPORTING

The management of Generad Mills, Inc. is responsible for establishing and maintaining adequate internal control over financial reporting. as such term is
defined in Rule 13a-15¢f) under the 1934 Act. The Company's internal control system was designed to provide reasonable assurance to our management and
the Board of Directors regarding the preparation and fair presentation of published financial statements. Under the supervision and with the participation of
management. including our Chicf Executive Officer and Chief Financial Officer. we conducted an assessment of the effectiveness of our internal control over
financial reporting as of May 30, 2010. In making this assessment. management used the criteria set forth by the Committee of Sponsoring Organizations of
the Treadway Commission (COSO) in Internal Control — Integrated Framework.

Based on our assessment using the criteria set forth by COSO in Internal Control — Integrated Framework, management concluded that our internal control
over tinancial reporting was effective as of May 30, 2010,

KPMG LLP. our independent registered public accounting firm. has issued a report on the effectiveness of the Company's internal control over financial
reporting.

/s/ K. J. Powell /s/ D. L. Mulligan

K. J. Powell D. L. Mulligan

Chairman of the Board and Chief Exccutive Vice President and Chief
Exccutive Officer Financial Officer

July 9.2010

Our registered public accounting firm's attestation report on our internal control over financial reporting is included in the "Report of Independent Registered
Public Accounting Firm" in Item 8 of this report.






G-2 Glossary

Business All of the activities necessary to provide the members of
an cconomic system with goods and services. (p. 4)

Business entity An organization operated to carn a profit. (p. 6)

Callable bonds Bonds that may be redeemed or retired before
their specified due date. (p. 492)

Callable feature Allows the firm to climinate a class of stock by
payving the stockholders a specitied amount. (p. 545)

Capital expenditure A cost that improves the asset and is added
to the asset account. (p. 389)

Capital lease A lease that is recorded as an asset by the lessee.
(p. 505)

Capital stock Indicates the owners” contributions to a corporation.
(p- N

Capitalization of interest Interest on constructed assets is added
to the asset account. (p. 382)

Carrying value The face value of a bond plus the amount of un-
amortized  premivm or minus  the amount  of unamortized
discount. (p. 498)

Cash basis A svstem of accounting in which revenues are recog-
nized when cash is received and expenses are recognized when
cash is paid. (p. 162)

Cash equivalent An investment that is readily convertible to a
known amount of cash and has an original maturity to the investor
of three months or less. (p. 294)

Cash flow from operations to capital expenditures ratio A
measure of the ability of a company to finance long-term asset
acquisitions with cash from operations. (p. 693)

Cash flow from operations to current liabilities ratio A mecas-
ure of the ability to pav current debts from operating cash flows.

(p. 688)

Cash-to-cash operating cycle The length of time from the pur-
chase of inventory to the collection of any receivable from the sale.
(p. 690)

Certified Public Accountant (CPA) The designation for an indi
vidual who has passed a uniform exam administered by the
AICPA and has mer other requirements as determined by indi-
vidual states. (p. 25)

Change in estimate A change in the life of the asset or in its resid-
ual value. (p. 388)

Chart of accounts A numecrical list of all accounts used by a
company. (p. 114)

Closing entries Journal entrics made at the end ot the period to
return the balance in all nominal accounts to zero and transfer the
net income or loss and the dividends to Retained Earnings. (p. 185)

Comparability For accounting information, the quality that
allows a user to analyze two or more companics and ook for simi-
larities and ditferences. (p. 59)

Compound interest Interest calculated on the principal plus pre-
vious amounts of interest. (p. 446)

Comprehensive income Total change in net assets trom all sources
exeept investments by or distributions to the owners. (p. 558)

Conservatism The practice of using the least optimistic estimate
when two estimates of amounts are about equally likely. (p. 60)
Consistency For accounting information, the quality that allows
a user to compare two or more accounting, periods for a single
company. (p. 60)

Contingent asset An existing condition for which the outcome is
not known but by which the company stands to gain. (p. 443)

Contingent liability An existing condition for which the outcome
is not known but depends on some future event. (p. 440)

Contra account An account with a balance that is opposite that of
a related account. (p. 170)

Control account The general ledger account that is supported by
a subsidiary ledger. (p. 334)

Convertible feature Allows preferred stock to be exchanged for
common stock. (p. 545)

Corporation A form of entity organized under the laws of a par-
ticular state; ownership evidenced by shares of stock. (p. 7)

Cost of goods available for sale Beginning inventory plus cost of
goods purchased. (p. 220)

Cost of goods sold Cost of goods available for sale minus ending
inventory. (p. 220)

Cost principle Asscts are recorded at the cost to acquire them.
(p.23)

Credit An entry on the right side of an account. (p. 118)

Credit card draft A multiple-copy document used by a company
that accepts a credit card for a sale. (p. 347)

Credit memoranda Additions on a bank statement for such items
as interest paid on the account and notes collected by the bank for
the customer. (p. 299)

Creditor Somceone to whom a company or person has a debt.
(p.9)

Cumulative feature The right to dividends in arrears betore the
current-year dividend is distributed. (p. 545)

Current asset An assct that is expected to be realized in cash or
sold or consumed during the operating cyele or within one vear if
the cvele is shorter than one vear. (p. 63)

Current liability An obligation that will be satistied within the
next operating cvele or within one vear if the cyele is shorter than
one vear. (pp. 65,431)

Current maturities of long-term debt The portion of a long-
term hability thar will be paid within one year. (p. 435)

Current ratio Current assets divided by current habilities. (p. 67)
Current value The amount of cash or its equivalent that could be
received by selling an asset currently. (p. 160)

Debenture bonds Bonds that are not backed by specitic collateral.
(p-492)

Debit An entry on the left side ot an account. (p. 118)

Debit memoranda Dcductions on a bank statement for items
such as NSF checks and various service charges. (p. 299)



Debt securities Sccuritics issucd by corporations and governmen-
tal bodies as a torm of borrowing,. (p. 349)

Debt service coverage ratio A statement of cash flows measure
of the ability of a company to meet its interest and principal
paviments. (p. 693)

Debt-to-equity ratio The ratio of total liabilities to total stock-
holders” equity. {p. 691)

Deferral Cash has been paid or received but expense or revenue
has not vet been recognized. (p. 177)

Deferred expense An assct resulting from the pavment of cash
betore the incurrence of expense. (p. 177)

Deferred revenue A liability resulting from the receipt of cash
betore the recognition of revenue. (p. 177)

Deferred tax The account used to reconcile the ditterence
between the amount recorded as income tax expense and the
amount that is pavable as income tax. (p. 514)

Deposit in transit A deposit recorded on the books but not vet
reflected on the bank statement. (p. 299)

Depreciation The process of allocating the cost of a long-term
tangible asset over its usetul life. (pp. 59, 382)

Direct method For preparing the Operating Activities section of
the statement of cash flows, the approach in which cash receipts
and cash pavments are reported. (p. 615)

Direct write-off method The recognition of bad debts expense at
the point an account is written off as uncollectible. (p. 335)

Discontinued operations A linc item on the income statement to
retlect any gains or losses from the disposal of a segment of the
business as well as any net income or loss from operating that seg-
ment. (p. 703)

Discount The excess of the face value of bonds over the issue price.
(p. 495)

Discount on notes payable A contra liability that represents inter-
est deducted from a loan in advance. (p. 434)

Discounting The process of selling a promissory note. (p. 348)

Dividend payout ratio The annual dividend amount divided by
the annual net income; or the percentage of carnings paid out as
dividends. (pp. 551, 700)

Dividend yield ratio The relationship between dividends and the
market price of a company’s stock. (p. 700)

Dividends A distribution of the net income of a business to its
owners. (p. 17)

Double-declining-balance method Depreciation is recorded at
twice the straight-line rate, but the balance is reduced cach period.
(p. 384)

Double-entry system A svstem of accounting in which every
transaction is recorded with equal debits and credits and the
accounting cquation is kept in balance. (p. 120)

Earnings per share (EPS) A company’s bottom line stated on a
per-share basis. {p. 698)

Economic entity concept The assumption that a single, identifi-
able unit must be accounted for in all situations. (p. 6)

Glossary G-3

Effective interest method of amortization The process of trans-
ferring a portion of the premium or discount to interest expense;
this method results in a constant effective interest rate. (p. 498)
Equity securities Sccurities issued by corporations as a form of
ownership in the business. (p. 349)

Estimated liability A contingent liability that is accrued and
reflected on the balance sheet. (p. 440)

Event A happening of consequence to an entity. (p. 107)
Expense(s) Outflows of asscts or incurrences of liabilities resulting
from delivering goods, rendering services, or carrving out other
activities. (pp. 9, 168)

External event An cvent involving interaction between an entity
and its environment. (p. 107)

Extraordinary item A linc item on the income statement to
reflect any gains or losses that arise from an event that is both un-
usual in nature and infrequent in occurrence. (p. 703)

Face rate of interest The rate of interest on the bond certificate.
(p. 493)

Face value The principal amount of the bond as stated on the
bond certificate. (p. 491)

Faithful representation The quality of mformation that makes it
complete, neutral, and tree from error. (p. 59)

FIFO method An inventory costing method that assigns the most
recent costs to ending inventory. (p. 240)

Financial accounting The branch of accounting concerned with
the preparation of tinancial statements for outsider usce. (p. 11)

Financial Accounting Standards Board (FASB) The group in
the private sector with authoriny to set accounting standards. (p. 25)

Financing activities Activitics concerned with the raising and
repaving of funds in the torm of debt and equity. (p. 612)

Finished goods A manufacturer’s inventory that is complete and
ready for sale. (p. 222)

FOB destination point Terms that require the seller to pay for
the cost of shipping the merchandise to the buver. (p. 231)

FOB shipping point Terms that require the buyer to pay for the
shipping costs. (p. 231)

Future value of a single amount Amount accumulated at a future
time from a single payvient or investment, (p. 447)

Future value of an annuity The amount accumulated in the
future when a series of payments is invested and accrues interest.

(p. 450)

Gain on sale of asset The excess of the selling price over the
asset’s book value. (p. 393)

Gain or loss on redemption The difference between the carryving
value and the redemption price at the time bonds are redeemed.

(p- 502)

General journal The journal used in place of a specialized journal.
(p. 124)
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General ledger A book, a file, a hard drive, or another device con-
taining all of the accounts. (p. 115)

Generally accepted accounting principles (GAAP) The various
methods, rules, practices, and other procedures that have evolved
over time in response to the need to regulate the preparation of fi-
nancial statements. (p. 24)

Going concern The assumption that an entity is not in the process
of liquidation and that it will continuc indefinitely. (p. 23)
Goodwill The excess of the purchase price to acquire a business
over the value of the individual net assers acquired. (p. 395)

Gross profit Sales less cost of goods sold. (pp. 70, 223)

Gross profit ratio Gross profit divided by net sales. (p. 233)

Historical cost The amount paid for an asset and used as a basis
for recognizing it on the balance sheet and carrving it on later bal-
ance shecets. (p. 160)

Horizontal analysis A comparison of financial statement items
over a period of time. (p. 678)

Income statement A statement that summarizes revenues and
expenses. (p. 15)

the statement of cash flows, the approach in which net income is
reconciled to net cash flow from operations. (p. 615)

Intangible assets Asscts with no physical propertics. (p. 395)

Interim statements Financial statements prepared monthly, quar-
terly, or at other intervals less than a vear in duration. (p. 185)

Internal audit staff 'The department responsible for monitoring
and cvaluating the internal control svstem. (p. 307)

Internal control report A report required by Section 404 of the
Sarbanes-Oxley Act to be included in a company’s annual report in
which management assesses the cffectiveness of the internal con-
trol structure. (p. 303)

Internal control system Policies and procedures necessary to
ensure the safeguarding of an entty’s assets, the reliability of its
accounting records, and the accomplishment of overall company
objectives. (p. 302)

Internal event An cvent occurring entircly within an entity.

(p. 107)

International Accounting Standards Board (IASB) The orga-
nization formed to develop worldwide accounting standards.
(p.25)

Inventory profit The portion of the gross profit that results from
holding inventory during a period of rising prices. (p. 245)
Inventory turnover ratio A mcasure of the number of times in-
ventory is sold during the period. (p. 253)

Investing activities Activitics concerned with the acquisidon and
disposal of long-term assets. (p. 611)

Invoice A form sent by the seller to the buver as evidence of a sale.
(p. 313)

Invoice approval form A form the accounting department uscs
betore making payment to document the accuracy of all informa-
tion about a purchase. (p. 314)

Issued shares The number of shares sold or distributed to stock-
holders. (p. 543)

Journal A chronological record of transactions. (p. 123)

Journalizing The act of recording journal entries. (p. 123)

Key terms for promissory notes These terms, with their defini-
tions in the text, are important for vour understanding,. (p. 344)

Land improvements Costs that are related to land but that have a
limited life. (p. 382)

Leverage The use of borrowed funds and amounts contributed by
preferred stockholders to carn an overall return higher than the
cost of these tunds. (p. 698)

Liability An obligation of a business. (p. 8)

LIFO conformity rule The IRS requirement that when LIFO s
used on a tax return, it must also be used in reporting income to

stockholders. (p. 244)

LIFO liquidation The result of selling more units than are pur-
chased during the period, which can have negative tax consequen-
ces if a company is using LIFO. (p. 244)

LIFO method An inventory method that assigns the most recent
costs to cost of goods sold. (p. 241)

LIFO reserve The cxcess of the value of a company’s inventory
stated at FIFQO over the value stated at LIFO. (p. 244)

Liquidity The ability of a company to pay its debts as they come
due. (p. 67)

Long-term liability An obligation that will not be satisfied within
one year or the current operating cyvele. (p. 488)

Loss on sale of asset The amount by which selling price is less
than book value. (p. 394)

Lower-of-cost-or-market (LCM) rule A conservative inventory
valuation approach that is an attempt to anticipate declines in the
value of inventory before its actual sale. (p. 250)

Maker The party that agrees to repay the money for a promissory
note at some furure date. (p. 344)

Management accounting The branch of accounting concerned
with providing management with information to facilitare planning,
and control. (p. 11)

Market rate of interest The rate that investors could obtain by
investing in other bonds that are similar to the issuing finrm’s
bonds. (p. 493)

Market value per share The selling price of the stock as indicated
by the most recent transactions. (p. 562)



Matching principle The association of revenue of a period with
all of the costs necessary to generate that revenue. (p. 167)
Materiality The magnitude of an accounting information omis-
sion or misstatement that will atfeet the judgment of someone relv-
ing on the information. (p. 60)

Merchandise Inventory The account wholesalers and retailers use
to report inventory held for resale. (p. 221)

Monetary unit The vardstick used to measure amounts in finan-
cial statements; the dollar in the United States. (p. 23)

Moving average The name given to an average cost method when
a weighted average cost assumption is used with a perpetual inven-
tory system. (p. 259)

Multiple-step income statement An income statement that
shows classifications of revenues and expenses as well as important
subtotals. (p. 70)

Net income The excess of revenues over expenses. (p. 10)

Net sales Sales revenue less sales returns and allowances and sales
discounts. (p. 224)

Nominal accounts The name given to revenue, expense, and divi-
dend accounts because they are temporary and are closed ar the

end of the period. (p. 185)

Nonbusiness entity An organization opcerated for some purpose
other than to carn a profit. (p. 7)

Note payable A lability resulting from the signing of a promissory
note. (pp. 344, 432)

Note receivable An assct resulting from the acceptance of a prom-
issorv note from another company. (p. 344)

Number of days’ sales in inventory A mecasure ot how long it
takes to sell inventory. (pp. 254, 690)

Number of days’ sales in reccivables A mcasure of the average
age of accounts receivable. (p. 689)

Operating activities Activitics concerned with the acquisition and
sale of products and services. (p. 610)

Operating cycle The period of time between the purchase of
inventory and the collection of any receivable from the sale of the
inventory. (p. 62)

Operating lease A lease that does not meet any of the tour criteria
and is not recorded as an asset by the lessee. (p. 505)

Outstanding check A check written by a company but not yet
presented to the bank for payment. (p. 298)

Outstanding shares The number of shares issued less the number

of shares held as treasury stock. (p. 543)

Owners’ equity The owners’ claims on the assets of an entity. (p. 14)

Par value An arbitrary amount that represents the legal capital of
the firm. (p. 543)

Glossary G-5

Participating feature Allows preferred stockholders to share on
a percentage basis in the distribution of an abnormally large
dividend. (p. 545)

Partnership A business owned by two or more individuals; the
organization form often used by accounting firms and law firms.
(p.0)

Partnership agreement Specifics how much the owners will
invest, what their salaries will be, and how profits will be shared.
(p- 568)

Payee The party that will receive the money from a promissory
note at some tuture date. (p. 344)

Periodic system A system in which the Inventory account is
updated only at the end of the period. (p. 227)

Permancent difference A difterence that attects the rax records but
not the accounting records, or vice versa. (p. 515)

Perpetual system A system in which the Inventory account is
increased at the time of cach purchase and decreased at the time of
cach sale. (p. 227)

Petty cash fund Moneyv kept on hand tor making minor dis-
burserents in coin and currency rather than by writing, checks.
(p. 301)

Posting 'The process of transterring amounts from a journal to the
ledger accounts. (p. 123)

Premium The excess of the issue price over the face value of the
bonds. (p. 495)

Present value of a single amount The amount at a present time

that is cquivalent to a payvment or an investment at a future time.
(p. 449)

Present value of an annuity The amount at a present time that is
cquivalent to a series of pavments and interest in the tuture.
(p.451)

Price/carnings (P/E) ratio The relationship between a com-
pany’s performance according to the income statement and its per-
tormance in the stock market. (p. 699)

Profit margin Net income divided by sales. (p. 72)

Profit margin ratio Net income to net sales. (p. 685)

Profitability How well management is using company resources
to carn a return on the funds invested by various groups.

(p. 695)

Promissory note A written promise to repay a definite sum of
moncey on demand or at a tixed or determinable date in the future.

(p. 344)
Public Company Accounting Oversight Board (PCAOB) The

five-member body created by the Sarbanes-Oxley Act that was
given the authority to set auditing standards in the Unired States.
(p. 305)

Purchase Discounts A contra-purchases account used to record
reductions in purchase price for carly pavment to a supplicr.
(p-231)

Purchase order A torm sent by the purchasing department to the
supplicr. (p. 312)

Purchase requisition form A form a department uses to initiate a
request to order merchandise. (p. 310)
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Purchasc Returns and Allowances A contra-purchases account used
in a periodic inventory system when a refund is received from a supplier
or a reduction is given in the balance owed to a supplier. {p. 230)
Purchascs An account used in a periodic inventory system to re-
cord acquisitions of merchandise. (p. 229)

Raw materials The inventory of a manufacturer before the addi-
tion of any direct labor or manufacturing overhead. (p. 222)

Real accounts The name given to balance sheet accounts because
they are permanent and are not closed at the end of the period.

(p. 185)

Recognition The process of recording an item in the financial
statements as an asset, a liability, a revenue, an expense, or the like.
(p- 158)

Redeemable feature Allows stockholders to sell stock back to the
company. (p. 545)

Relevance The capacity of information to make a ditterence in a
decision. (p. 58)

Replacement cost The current cost of aunit of inventory. (p. 245)
Research and development costs Costs incurred in the discovery
ot new knowledge. (p. 396)

Retained earnings The part ot owners’ equity that represents the
mcome carned less dividends paid over the life of an entity. (p. 15)

Retirement of stock When the stock is repurchased with no
intention of reissuing at a later date. (p. 550)

Return on assets ratio A measure of'a company’s success in carn-
ing a return for all providers of capital. (p. 695)

Return on common stockholders’ equity ratio A mcasure of a
company’s suceess in carning a return for the common stockholders.
(p. 697)

Return on sales ratio A variation of the profit margin ratio;
measures carnings before interest expense. (p. 696)

Revenue cxpenditure A cost that keeps an asset in its normal
operating condition and is treated as an expense. (p. 389)

Revenue recognition principle Revenues are recognized in the
income statement when they are realized, or realizable, and carned.
(p. 165)

Revenue(s) Inflows of asscts or scettlements of liabilities from
delivering or producing, goods, rendering, services, or conducting,
other activities. (pp. 9, 165)

Sales Discounts A contra-revenue account used to record discounts
given to customers for carly payment of their accounts. (p. 225)
Sales Returns and Allowances Contra-revenue account used to re-
cord refunds to customers and reductions of their accounts. (p. 224)
Sales revenue A representation of the inflow of assets. (p. 224)
Sarbanes-Oxley Act An act of Congress in 2002 intended to
bring reform to corporate accountability and stewardship in the
wake of a number of major corporate scandals. (pp. 30, 302)
Securities and Exchange Commission (SEC) The federal agency
with ultimare authority to determine the rules for preparing state-
ments for companies whose stock is sold to the public. (p. 25)

Serial bonds Bonds that do not all have the same due date; a por-
tion of the bonds comes duce cach time period. (p. 492)

Share of stock A certificate that acts as evidence of ownership in a
corporation. (p. 7)

Simple interest Intcrest is calculated on the principal amount only.
(p. 445)

Single-step income statement An income statement in which all
expenses are added rogether and subtracted from all revenues. (p. 69}
Sole proprietorship A form of organization with a single owner.
(p. 6)

Solvency The ability of a company to remain in business over the
long term. (p. 691)

Source document A picce of paper that is used as evidence to re-
cord a transaction. (p. 108)

Specific identification method An inventory costing method that
relies on matching unit costs with the actual units sold. (p. 238)

Statement of cash flows The financial statement that summarizes
an entity’s cash receipts and cash pavments during the period from
operating, investing, and financing activitics. (pp. 17, 605)
Statement of retained earnings The statement that summarizes the
income carned and dividends paid over the lite ot a business. (p. 17)
Statement of stockholders’ equity Retlects the differences
between beginning and ending balances tor all accounts in the
Stockholders™ Equity category of the balance sheet. (p. 557)
Stock dividend The issuance ot additional shares of stock to exist-
ing stockholders. (p. 553)

Stock split The creation ot additional shares of stock with a reduc-
tion of the par value of the stock. (p. 556)

Stockholder One of the owners ot'a corporation. (p. 9)
Stockholders’ equity The owners’ equity in a corporation. (p. 14)
Straight-line method The assignment of an equal amount of
depreciation to cach period. (pp. 170, 383)

Subsidiary ledger The detail for a number of individual items that
collectively make up a single general ledger account. (p. 334)

Temporary difference A ditterence that aftects both book and tax
records but not in the same time period. (p. 515)

Time period An artificial segment on the calendar used as the
basis for preparing financial statements. (p. 24)
Time value of money An immediate amount should be preferred

over an amount in the future. (p. 444)

Times interest earned ratio An income statement measure of the
ability of a company to mect its interest payments. (p. 692)
Transaction Any cvent that is recognized in a set of financial
statements. {p. 107)

Transportation-In An adjunct account used to record freight
costs paid by the buyer. (p. 229)

Treasury stock Stock issued by the firm and then repurchased but
not retired. (p. 548)

Trial balance A list ot cach account and its balance; used to prove
cquality of debits and credits. (p. 126)



Understandability The quality of accounting information that

time. (p. 58)

Units-of-production method Depreciation is determined as a
function ot the number of units the asset produces. (p. 383)

Vertical analysis A comparison of various tnancial statement
items within a single period with the use of common-size
statements. {p. 678)

Glossary G-7

Weighted average cost method An inventory costing method
that assigns the same unit cost to all units available for sale during,
the period. (p. 239)

Work in process The cost ot unfinished products in a manufacrur-
ing company. (p. 222)

Work sheet A device used at the end of the period to gather the
information nceded to prepare financial statements  without
actually recording and posting adjusting entries. (p. 185)

Working capital Current assets minus current liabilities. (p. 67}
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of intangibles, 397-400
of premium, recording, illus., 501
purpose of, 497-498
Amount of an annuity, 450
AMR, 605-606
Analysis
accounts receivable, 689-690
horizontal, 678-683
inventory, 690
liquidity, and the management of
working, capital, 686-691, 701
of common-size statements, 683-685
of comparative statements, 678-683
of statements, precautions in, 676-678
profitability, 694-702
solvencey, 691-694, 701
trend, 681
vertical, 678, 683-685
Analyzing and reporting other income
statement items, 703-704
Analyzing average life and asset turnover,
403406
Analvzing the accounts receivable rate of
collection, 342-343
Analvzing the ettects of transactions on the
accounting cquation, 108-113
illus., 109-111
Analyzing the gross profit ratio, illus.,
234-235
Annual report
financial statements and, A-8
other clements of, 81-83
Annuity, 450
amount ot, 450
tuture value of, 450451
using Excel for, $60
present value of, 451452
using Excel for, 462
using Excel for semiannual
compounding, illus., 461
Annuity of S1
future value of, 456
present value of, 457
Apple Computer, Inc., 278, 331-332, 334,
339, 343, 347-348, 356357,
374, 605-6006, 683
analyzing the accounts receivable rate
of collection, 342-343
Keeping Investors Informed, 343
partial consolidated balance sheets, 332
Appraisal and review, independent, 307
Articulated statements, 542
Asset turnover, analvzing, 403—406
Asset turnover ratio, 696, 701
Asset(s), 9
accrued, 176-177
contingent, 443
versus contingent labilities, 443
costs, and expenses, relationships, ilus.,
167
current, 63
fixed or plant, 378

gain on sale of, 392-393
identifving, 9
inflow of, 224
intangible, 64, 378-379, 394401
item treated as, 389
lite, 383
liquid, 356-357
long-term, 64, 401403, 403406
loss on sale of, 393-394
noncurrent, 64
operating, 378-382, 394-401, A-9
cnvironmental aspects of, 391
importance of, for lenders, 399
outflow of, 226
prepaid, 177
productive, 64
purchase price in excess of the market
value of, 395
rate of return on, 695
recording of, illus., 176-177
residual value, 383
return on, 697-698, 701
safeguarding of, 307
tangible, 64, 378
valuation, 235-236
ATE&T, 68
Athleta, 219
Attribute to be measured, 160
Audit committee, 305
Audit staft, internal, 307
Auditing, 26
Auditor’s report, 81, 304
Auditors, cthical responsibility of, 81
Authorizations, proper, 306
Authorized shares, 543
Authorized stock, 543
Average accumulated expenditures, 382
Average life, analvzing, 403-4006

Bad debts

account for, two methods, 335-336

aging schedule to estimate, illus.,
339-340

allowance method of accounting for,
336-339

illus., 336

dirccet write-oft method of accounting
tor, illus., 335

two approaches to the allowance
method of accounting for,
337-339

Balance sheet, 15, 18-20, 56, 76

and accounting, cquation, relationship
between, illus., 16

classiticd, 62-67

connected to income statement by
retained carnings, 542

ctfects of inventory error on, 248

tor Boulder Company, 616

tor Daimler AG, illus., A-12-A-13

for Duth Transit, 183
for General Mills, 76
comparative, illus., 77
tor Glengarry Health Club, 111-113
illus., 112
tor Julian Corp., comparative, illus.,
621
tor Kellogg, 18-20
illus., 20
identifying components ot the stock
holders” equity section of,
542-544
parts of, 62-67
stockholders” equity on the, 541-542,
562
using a classitied, 67-69
Balance sheet presentation, 378-379
intangible assets, 395
of long-term liabilities, 488-489
Balances, normal account, 120
illus., 120
Banana Republic, 219
Bank reconciliation, 299, 299-301
preparing, a, illus., 300-301
Bank statement, 298
illus., 298
reading a, 297-299
Bankers, 12
Beginning inventory in a periodic system,
226, 228-229
Best Buy Co., Inc., 603-606, 611-612, 630,
632, 634-635, 668
analyzing cash flow adequacy, 634-635
cash tflows and net income, 606
consolidated statements of cash flows,
604
Returning Cash to the Stockholders,
612
Blind receiving report, 314
Board of directors, 305
Boeing Inc., 534
Bond amortization, 497-501
Bond certiticate, illus., 491
Bond issue price, 493
Bond price, factors attecting, 493-495
Bond vield, 493
Bondholders, 12
Bond(s), 7, 349
callable, 492
convertible, 492
debenture, 492
discount on, 495497
duc date, 492
mvestments in, 351-353
accounting tor, illus., 352-35
issuance of, 492—495
caleulating at a discount, illus.,
493494
caleulating at a premium, illus.,
496
listing of on the bond markets, itlus.,
194
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pavable, characteristics of, 490492
premiunt on, 495497
redeemable, 492
redemption of, 502-504
caleulating a gain on, illus.,
502-503
caleulating a loss on, illus., 503
secured, 492
serial, 492
tax-exempt, 515
term, 492
Bonds pavable, 8, 627-628
characteristics, 490-492
Book ot original entry, 123
Book value, 383, 498
calculating when preferred stock is
present, 561-562
Book value per share, 560
analyzing, 560-561
Bottom line, 605
Boulder Company balance sheet, illus., 616
income statement, illus., 615
statement of cash flows using direct
method, 616
statement of cash flows using indirect
method, 617
Brinker International, 474
British Airways, A-14
Brunswick Corporation, 48
Burger King Corporation, 442, 473-474
note disclosure of contingencies for,
itlus., 442
Business, 4
and mventory costs, relationships
between, illus., 223
defined, 4-5
language of, 8
tvpes of, illus., 5
unincorporated, 565-571
Business activitics
model of, illus., 10
nature of, 8-10
Business documents
computerized, and internal control,
309-316
controlling cash disbursements, role of
in, 310-316
design and use of, 307-308
multiple copices, 308
Business entity, 6, 6—7
Business cthics, 27-29

Callable bonds, 492
Callable feature, 545
Canceled checks, 298
Capital

contributed, 65-66

carned, 65-66

legal, 543

working, 67, 686, 701

Capital expenditure, 389, 611
Capital expenditures ratio, cash tlow tfrom
operations to, 693, 701
Capital lease, 505, 505-509
Capital markets, accessing toreign, A-5
Capital stock, 8, 9, 65-606, 628
Capital vs. revenue expenditures, 389-391
Capitalization of interest, 381-382, 382
Capitalizing costs of a major repair, illus.,
390-391
Caribou Coffee, 429,431, 481
current and quick ratios, 431
Carnival Cruise Corporation & PLC, 38, 6,
89,105 106, 126, 129,135,
137,151, 646,717
consolidated statements of income,
illus., 106
conserving cash to invest in the future,
126
Carrying value, 498, 198—499
Carte Blanche, 346
Cash, 608-610
accelerating the inflow of, from sales,
346-349
control over, 297-302
conserving, to invest in the future, 126
definition of, 608-610
determining the amount of, and cash
cquivalents, itlus., 296
discrepancies, 310
dividends, 551-553
forms of, 294-296
from sales, 346-349
internal control and, A-8
investing idle, 349-350
keeping it tflowing, 297
management, 297
petty, establishing a tund, 301
received in the mail, 309-310
received over the counter, 309
Returning to Stockholders, 612
stock issued tor, 540
recording of, 546
Cash accounting, compared to accrual
accounting, 162 163
llus., 162, 163
Cash basis, 162
conversion of income statement items
to, 625
Cash disbursements, controlling, using,
computerized business
documents, 310-316
Cash dividends for preferred and common
stock, 552-553
Cash equivalents, 294, 608, 608-610
and statement ot cash tlows, 294-296
determining the amount of cash and,
296
what is, determining, illus., 608
Cash tlow, 62
adequacy
analvzing, 634-635
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Best Buy, 634-635
creditors and, 633-635
ratio, 634-635
Cash flow from operating activities
determining, 621-625
methods of reporting, 615-618
Cash flow from operations to capital
expenditures ratio, 693, 701
Cash flow from operations to current
liabilities ratio, 688, 7(}1
Cash flow information, usc of, 633-636
Cash tlow per share, stockholders and,
6306
Cash tlows
accrual accounting and, 605-608
and net income for four companices,
illus., 606
classification of, 610-615
costing methods and, 242-243
from financing activitics, 627
illus., 628
from investing, activitics, 626
illus., 626
from operating activities, illus., 622
See also Statement of cash flows
Cash operating cvele, 690-691
Cash receipts, control over, 309-310
Cash-to-cash operating cycle, 690, 701
Caterpillar Inc., 222
CD. See certiticate of deposit
Cereal Partners Worldwide, A-4
Certiticate of deposit, accounting for
mvestment in, 349-351
llus., 350-351
Certified Public Accountant (CPA), 25
Change in estimate, 388
Chart of accounts, 114
itlus., 114
Check
canceled, 298
NSE, 299
outstanding, 298
with remittance advice, 315-316
Chief executive otticer (CEQ), 305
Chiet financial othcer (CFO), 305
Citigroup, 4
Classified balance sheet, 62-67
preparing, illus., 66
using, introduction to ratios, 67-69
Closing entries, 185, 185
Closing process, 185-186
Coca-Cola Company and Subsidiaries, 3, 14,
95, 282, 368-309, 398,
487-488,494,511,512,513,
714-715
consolidated balance sheets, 488
consolidated statements of cash tlows,
513
versus PepsiCo, 489
Collatcral, 492
Common stock, 66
cash dividends for, 552-553
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Common-size statements, analysis of,
683-685
Comparability, 59
Comparative statements analysis of, 677
horizontal, 678-683
tor General Mills, balance sheet, illus.,
77,79
Compound interest, 446
calculating, illus., 446
Compounding of interest, 444447
annual, using Excel, illus., 459
quarterly, using Excel, illus., 459
semiannually, iflus., 447
Comprehensive income, 558, 558-559
Computerized business documents
controlling cash disbursements, role of
i, 310-316
internal control and, 309-316
Contirming value, 59
Contormity rule, L1IFO, 244
Conglomerates, 677
Conservatism, 60, 60-61
basis for lower-of-cost-or-market rule,
251
lower-of-cost-or-market value, 61
Consistency, 60
Consolidated financial statements, 76
illus., for General Mills, 77
notes to, 82-83
Consolidated statements of operations for
Carnival Cruise Corporation &
PL.C, illus., 106
Contingent assets, 443
vs. contingent liabilities, 443
Contingent gain, 443
Contingent liability, 440, 440—443,
A-9-A-10
disclosed, 442
1FRS and, 443
recorded, 440441
illus., 441
vs. contingent assets, 443
Contingent loss, 440
Contra account, 170
Contra-cquity, 548
Contract rate, 493
Contributed capital, 65-66
Control account, 334
Control environment, 305
Control, internal,
and cash, A-8
and computerized business documents,
309-316
auditor’s report on, 304
introduction to, 302-306
himitations on, 308
procedures, 306-308
Control, investing tor, 352
Control over cash, 297-302
Control over cash receipts, 309-310
Control procedures, internal, 306-308
Control system, internal, 302

Convertible bonds, 492
Convertible feature, 545
Corporation, 7
comparing, A-5
Cost allocation, 385
Cost method, weighted average, 239-240
Cost of goods available for sale, 226
Cost of goods purchased, 229-233
illus., 229
Cost of goods sold, 70, 226-233, 226,
622-623
inventories and, 221, A-8
calculating, illus., 227
model, 226-227
illus., 227
section, of income statement, illus.,
226
Cost principle, 23, 111, 231
Costco Wholesale Corporation, 593-594
Costing method
cash flow and, 242-244
inventory profits and, 245-246
periodic inventory system, 237-242
selecting an inventory, 242-246
Costs
acquisition, 379-380
of intangible assets, 395-397
assets, and expensces, relationships,
illus., 167-168
freight, 236
historical, 23, 160, 245, 379-380
insurance, 236
inventory, tvpes of, 221-223
and businesses, relationships
between, illus., 223
manufacturing, 222
original, 380
replacement, 250-251, A-8
rescarch and development, 396-397
storing inventory, 236
taxces paid, 236
transportation, 231-232
Counterbalancing error, 248
Coupon rate, 493
Coupons, 441
or premiums, other contingent
liabilities that arc recorded, 441
CPA. Sce Certified Public Accountant
Credit, 118
importance of understanding, 333
Credit card draft, 347
Credit card sales, 346-349
accounting for, illus., 347-348
basic relationships among parties with
illus., 347
Credit memoranda, 299
Credit terms, 224
Creditor, 9, 12, 66
and cash flow adequacy, 633-634
Credits and debirs, 118-123
applied to transactions, 120-121
illus., 121-122

R}

connotation of, 120
defined, 118
for dividends, 119
tor expenses, 119
for revenucs, 119
Cumulative feature, 545
Cumulative preferred stock, 553
Current and quick ratios of sclected
companies tor 2008, illus., 431
Current asset, 63, 63
Current liability, 65, 65, 431, 430—437,
A-9-A-10
cash flow from operations to, 688, 701
IFRS and, 437
reading the statement of cash flows for
changes in, 438439
illus., 438
Current maturities of long-term debt, 435,
435436
Current portion, 435
Current ratio, 67, 67-68, 687, 701
analvzing, 78-79
computing, illus., 68
Current value, 160
Customer note and interest, 299

Daimler AG, A-2, A-11-A-13, A-15
Daisy’s Running Depot,
calculating cost of goods sold,
226-227
condensed income statement tor a
merchandiser, 224
cost of goods purchased, 229
cost of goods sold section of income
statement, 226
determining effect of shipping terms on
purchases and sales, 232
gross profit ratio, 233
net sales section of the income
statement, 224
recording cost of goods sold in a
perpetual svstem, 228
recording purchase discounts in a
periodic system, 230-231
recording purchase returns in a periodic
systen, 230
recording purchases in a periodic
system, 229
recording transportation in a periodic
svstem, 231-232
shipping terms and transfer of title to
inventory, 232
Darden Restaurants, 478
Date
maturity, 344
ot declaration, 551
ot record, 551
Debenture bonds, 492
Debit, 118
Debit memoranda, 299



Debits and credits, 118-123
applied to transactions, 120
ilfus., 121
connotation of, 120
for dividends, 119
for expenses, 119
for revenucs, 119
Debt
analyzing to assess a firm’s ability to
pay its habilities, 509-512
current maturitics of long-term,
435436
long-term, 435
Debt financing vs. stock, advantages and
disadvantages, 541
Debt securities, 349
Debt service coverage, 692-693
Debt service coverage ratio, 693, 701
Debt-to-equity ratio, 691, 701
analyzing, 510-511
Decision-making model of ¢thics and,
accounting, illus., 28
Declaration ot dividend, recording, 552
Deferral, 177, 1 77-178
accruals, and, illus., 178
Deferred expense, 169-171, 177
account, adjusting of, illus., 169
Deferred revenue, 4, 157, 171-173, 177
account, adjusting of, illus., 171-172
adjusting a gift card account, illus.,
172-173
Deferred tax, 514, 514-517
calculating and reporting, illus.,
515-517
Deloitte & Touche, 303-305
Delta Air Lines, 68
Deposit, 298
Deposit in transit, 299
Depreciation, 59, 64, 167, 382-389, 382
accelerated, 384-385
change in estimate, 388-389
illus., 388
choice of method, 386-387
management’s, illus., 387
comparison of methods, 385-386
illus., 386
computing
using the double-declining
method, illus., 384-385
using, the straight-line method,
illus., 383
using, the units-of-production
method, illus., 384
expense, 623, 631
income taxes, and, 386
of property, plant, and equipment,
382-391
recording, illus., 170-171
Difference
permanent, 515
temporary, 515
timing, 515

Diners Club, 346
Direct labor, 222
Direct materials, 222
Direct method, 615, 615-618
and indirect methods, comparison of,
632
determining cash flows from operating
activities using, 616
preparing statement of cash tlows
using, 621-621
statement of cash flows using, 616
Direct write-off method, 335
Directors, board of, 305
Disbursements, controlling cash, 310-316
Disclosure, 60
tull, 82
Discontinued operations, 703
Discount, 495
amortization, effective interest method,
498-501
determining when to take, illus., 225
or premium on bonds, 495497
purchase, 230-231
sales, 224-225
Discount on notes payable, 434
Discounting, 348
notes payable, 433
notes receivable, 348-349
Discover Card, 346
Discrepancices, cash, 310
Disposal of property, plant, and equipment,
392-394
Distribution of income
partnership, 569-572
sharcholders, 551-557
Distributor, 5
Dividend payout ratio, 551, 700, 701
Dividend yield ratio, 700, 701
Dividends, 17
affect retained carnings, 542
and retained carnings, the amount not
paid as, 544
cash, 551-552
tor preferred and common stock,
552-553
computing pavients for cumulative
preterred stock, illus., 553
computing, pavments for
noncunmulative preferred stock,
illus., 552
debits and credits for, 119
distribution of income to sharcholders,
551-553
paving of, in challenging cconomic
times, 80
recording the declaration of] ilus., 552
stock, 553-556
recording, 554-556
Dixon Sporting Goods
classified balance sheet, 66
computing the current ratio, 68
computing the profit margin, 72

Index I-5

multiple-step income statement, 71
partial balance sheet, 63, 64, 65
partial income statement, 70-71
partial statement of cash flows, 74
single-step income statement, 70
statement of cash flows, 74-75
statement of retained carnings, 73
Document(s)
computerized business, and internal
control, 309-316
design and use of business, 307-308
flow for the purchasing function, 311
source, 108, 307
Double-declining-balance method,
383-384, 384
Double-entry system, 117, 120
Doubttul accounts, allowance for, 336
Duc date of bonds, 491492
Dutty Transit Company
closing process, 185-186
financial statements, 182
income statement and balance sheet
tor, 183

Dutics, segregation of, 307

Earned capital, 65-66
Earnings, 16, 69
rctained, 15, 65-66, 542-544, 544, 628
Earnings per share (EPS), 698
Earnings per share ratio, 701
EBITDA (carnings before interest, taxes,
depreciation, and
amortization), 693
Economic entity concept, 6, 22-23
Economic events, 106-107
Effective interest method of amortization,
498, 498-501
discount amortization using, ilus., 499
lease amortization, using, 508
premium amortization using, illus.,
500-501
Effective interest rate, 498
Effcctive rate, 493
Ending inventories in a period system, 226,
228-229
Enron, 30, 302
Entity principle, 566
Environmental aspects of operating asscts,
391
EDPS. See carnings per share.
Equipment, property and, 626-627
Equiry
as a source of financing, 540-541
owners'; 14
return on, 697-698
stockholders’, 14, 65-66, 540-544,
557-559, 560-563, 563-565,
696-697,701, A-10
and a firm’s value, 560-563
on the balance sheet, 541-542
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Equity securities, 349
Equivalents, cash, 608-610
Error free, 59
Errors
inventory, 247-249
t  sposition, 300
Estimaued liability, 440
Estimated salvage value, 170
Ethical behavior, moral and social context
of, 28-29
Ethical considerations for a company on the
accrual basis, 183
Ethical judgments, accountants and, 29
Ethical responsibility, of management and
auditors, 81
Ethics
accountants and, 26-31
and accounting, decision-making
model of; illus., 28
in accounting, 26-31
Income Measurement, Accrual
Accounting, and, 159
Event, 107
external and internal, 107
Expenditures, capital vs. revenue, 389-391
Expense recognition and matching
principle, 166-168
Expensels), 9, 69, 167-168, 168
accrued, 157
costs, and assets, relationships, illus.,
167
debits and credits for, 119
deferred, 169-171, 177
depreciation, 623, 631
cffective interest method, impact on,
498
general and administrative, 70
income tax, 624
nsurance, 624
interest, 624
item treated as, 389
other, 71
prepaid, 63, 157,177
salaries and wages, 623
sclling, 70
External event, 107
External users, 11
Extraordinary items, 703

Face rate of interest, 493
Face value, 491
Fair market value, 380
Faithful representation, 58, 59
FASB. See Financial Accounting Standards
Board
Federal Trade Commission (FTC), 12
FIFO method, 240
determining ending inventory and cost
of goods sold, illus., 240
determining ending inventory using a
perpetual system, iflus., 258

reconciling difference between gross
profit on, and on replacement
cost basis, illus., 245
with a perpetual system, 258
Financial accounting, 11
information, users of, 12-13
Financial Accounting Standards Board
(FASB), 25, 633
Financial decision framework, 13-14
Financial instruments, investments in highly
liquid, 349-351
Financial position, statement of, 15
Financial ratios, summary of, 701
itlus., 701
Financial reporting objectives, 56-58
primary objective of, 57
secondary objective of, 57
using to make investment decisions, 57
Financial statement analvsis, A-10
alternative accounting principles,
676-677
comparisons, 677
cffects of inflation and, 677
precautions in, 676-678
Financial statements, 11, 14-21,57, 69-77
and the annual report, A-8
audit of, 26
coneeptual framework for, 22-24
consolidated, 76
for Duthy Transit Company, 182
tor General Mills, 76-83
tor Kellogg, 18, 20-21
general-purpose, 57
mterim, 186
measurcment in, 158-161
lus., 161
notes to consolidated, 82-83
Portfolio Manager Makes Good Use
of, 564
presentation of gain or loss, 503-504
recognition in, 158-161
illus., 161
relationships among, 18
itlus., 19
valuation and reporting tor investments
on, 355
Financing activities, 8-9, 74, 612
determine the cash flows from, 627
noncash, 613-614
determining, 613-614
schedule cash flows from, 628
summary of three types of, 612-613
Financing equity as a source of, 540-541
Finished goods, 222
Firm’s ability to pav its labilities, analvzing
debt to assess, 509-512
First-in, first-out method. Sce FIFO
Fixed assets, 378
FOB destination point, 231
FOB shipping point, 231
Ford Motor Co., A-2
Forms of organization, 6-8

Fox River Realty
comparative balance sheet, 607
income statement, 606-607
statement of cash flows, 606-608
Freight-in, 229
FTC. Sce Federal Trade Commission
Fun Fitness statement of stockholders’
cquity, 2012, 558
illus., 558
Fund accounting, 7
Future amount, 447
Future value
calculating interest using Excel, illus.,
4584062
calculating with tormula, illus., 448
calculating with quarrerly
compounding, illus., $448—349
of a single amount, 447, 447449
of an annuity, 450—451, 450
calculating, illus., 448—149
of 81, illus., 454
of annuity of $1, illus., 456

GAAPD. See Generally accepted accounting
principles
Gain, 69
contingent, 443
or loss, financial statement
presentation, 503-504
retired carly at a, 502-503
Gain on sale of asset, 392-393, 393
illus., 392-393
Gain on sale of machine, 622, 630-631
Gain or loss on redemption, 502
GameStop Corp., 675-670, 680, 685,
706-710
financial highlights, illus., 6706
financial summary, illus., 680-681
Gannett Co., Inc., 282
Gap Inc., 15, 219-220, 221-223,225, 234~
235, 279-280, 288, 506
analyzing the gross profit ratio, 234-235
analvzing the management of
inventory, 253-255
consolidated statements of income, 220
Looking Outside the United States tor
Opportunitics, 225
note disclosure of leases, illus., 506
partial consolidated balance sheets, 220
General and administrative expensces, 70
General journal, 124
General ledger, 115, 115
General Mills, Inc., 29,49 55-57,62, 76~
83,101, 150-151, 211, 287,
326, 364, 374, 423124, 481,
534, 596-597, 667,736, A-4
analvzing the curreat ratio, 78
analvzing the profit margin, 79-80
comparative balance sheet, 76

itlus., 77



comparative incone statements, 76
itlus., 79
paving dividends in challenging
cconomic rimes, 80
report of independent accountants, 81
illus., 82
General-purpose financial statements, 57
Generally accepted accounting principles
(GAAP), 24, A-7-A-10
Glengarry Health Club analyzing and
recording transactions using,
debits and credits, illus.,
123-124
analvzing the effects of transactions on
the accounting equation,
108-111
balance sheet and income statement,
111-113
illus., 112
comparing the income statement and
the statement of cash tlows,
164
posting from the journal to the ledger,
illus., 125
trial balance, preparing, illus., 127
Global accounting standards, A-6
Going concern, 23, 23
Goodwill, 395
and impairments, 399400
Google, 3
Government agencies, 12
Green Mountain Coffee, 429
current and quick ratios, 431
Gross margin, 223
Gross profit, 70, 223
percentage betore and after price
change, illus., 251
Gross profit ratio, 233, 233-235, 685, 6806,
701
Group purchase, 380-381
determining cost for, illus., 380-381
Guarantees, product, 440441

Henderson Company balance sheet, iltus.,

688

common-size comparative balance
sheets, vertical analvsis,
683-0684

common-size comparative income
statements, vertical analysis,
684-685

comparative balance sheets, horizontal
analvsis, illus., 678-679

comparative statements of cash flow,
horizontal analysis, 682

comparative statements of income and
retained carnings, horizontal
analvsis, illus., 679-680

computing accounts receivable
turnover and number of days’
sales in receivables, illus., 689

computing cash tlow from operations
to current habilitics, illus., 689
computing carnings per share, iltus.,
698
computing inventory turnover and
number of days” sales in
inventory, 690
computing the acid test ratio, illus.,
687-688
computing the asset turnover ratio,
illus., 696
computing the cash flow from
operations to capital
expenditures ratio, illus., 694
computing the cash-to-cash operating
cvele, illus., 691
computing the current ratio, illus.,
687
computing the debt service coverage
ratio, illus., 693
computing the debt-to-cquity ratio,
illus., 692
computing the dividend pavout ratio,
illus., 700
computing the dividend vield ratio,
illus., 700
computing the price /carnings ratio,
illus., 699
computing the return on assets ratio,
illus., 695
computing the return on common
stockholders” equity, 697
computing the return on sales ratio,
illus., 696
computing the times interest carned
ratio, illus., 692
computing, working capital, illus., 686
Hershey Company, The, 371-372
Hewlett-Packard Company, 278, 343,
482483
Historical cost, 23, 160, 245, 379-380
Horizontal analysis, 678, 678-683
Hyatt Hotels Corporation and Subsidiaries,
99-100
Hyundai Motor Company, A-2

TASB. Sce International Accounting
Standards Board
IBM, 64, 221-222, 326-327, 362, 494,
083,715
[dentitication in recording transactions,
108
[dentification method, specific, 238-239
Identity & analyze, transactions, 115-116
transaction format, introducting, illus.,
117
Idic cash, investing, 349-350
[FRS (International Financial Reporting,
Standards)
and developing global accounting,
standards, A-6-A-7
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and leasing, 509
and stockholders’ equity, 544
contingencies and, 443
current liabilities and, 437
differences berween ULS. GAAP and,
A-7-A-10
intangible assets and, 400401
property, plant, and equipment and,
394
Impairments, goodwill and, 399400
Improvements, land, 382
In arrcars, 545
Income
affects retained carnings, 542
betore income taxcs, 40
comprehensive, 558-559
estimating LIFO reserve effects,
244-245
from operations, 70
measurcment of, 235-236
and accrual accounting, A-8
net, 69, 630
partership distribution of, 569-571
retained, 544
to sharcholders, distribution of, 551-553
Income Measurement, Accrual Accounting,
and Ethics, 159
Income statement, 15, 15-16, 56, 62,
69-71, 244
compared to the statement of cash
flows, 164
condensed, for a merchandiser, illus. ,
224
connected to balance sheet by retained
carnings, 542
contents, 69
cost of goods sold section, illus., 226
tor Boulder Company, 615
tor Duth Transit, 183
tor General Mills, 76
for Glengarry Health Club, 111-113
llus., 112
for Kellogg, 20
ilus., 21
tormat of, 69-71
information from, 164
measurcment of; 235-236
multiple-step, 70-71
net sales section, illus., 224
relationship berween statement of
comprehensive income and,
559
single step, 69-70
using, 72
Income statement items reporting and
analvzing other, 703-704
conversion of to cash basis, illus., 625
Income tax expense, 71, 624
Income taxes
depreciation and, 386
income betore, 71
pavable, 624, 631
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Incorporation, advantages of, 7
Independent accountants, report of, 81
illus., 82
Independent review and appraisal, 307
Independent verification, 307
Indirect method, 615, 615-618
and dircet methods, comparison of,
632
determining cash flows trom operating
activitics using, 617-618
statement of cash tlows using, 617,
630-632
summary of adjustments to net income
under, 631
Inflation, 161
financial statement analysis and possible
ctfects of, 677
Inflow of cash trom sales, accelerating the,
346-349
Intormation needed for accounting reports,
11-13
qualitative characteristics, 58-61
relevant and reliable, 27-28
use of cash tlow, 633-636
usctul characteristics, illus., 61
Insurance expensce, 624
prepaid, 624, 631
Intangible assets, 64, 378-379, 394401,
395
acquisition cost of, 395-397
and IFRS, $00—£01
balance sheet presentation, 395
most common, illus., 396
operating asscts, 394401
Intangibles, 64, A-9
amortization of, 397400
caleulating, illus., 398
with finite lite, 397-398
with indetinite lite, 398-399
[tem treated as an expense of the period,
389
Item treated as asset, 389
Interest, 344
capitalization of, 381-382
compound, 446
compounding of, 444—447
customer note and, 299
cftective, method of amortization,
498-501
expense, 624
tace rate of, 493
market rate of, 493
method, 498
revenue, 622
simple, 445—446
solving tor, illus., 452453
Interest calculations
illus., 351,453
Interest earned, 299
Interest on interest, 446
Interim statements, 185, 185
Internal audit staff, 307

Internal event, 107
Internal control
auditor’s report on, illus., 304
computcerized business documents and,
309-316
introduction to, 302-300
limitations on, 308
management report on, for Sears
Holdings, illus., 303
procedures, 306-308
Internal control report, 303
Internal control system, 302
Internal Revenue Service (IRS), 6
Internal users, 11
International Accounting Standards Board
(IASB), 25, 633

International Financial Reporting Standards.

See 1IFRS.
International perspective on qualitative
characteristics, 61
Interstate Comimerce Commission (1CC),
12
Inventories and Cost of Goods Sold, 221
Inventory, 622-623, 631
attects cash flow statement, 255-256
analyzing the management of,
253-255
and cost of goods sold, A-8
forms of, 22[-223
in a periodic system, beginning and
ending, 228-229
merchandise, 221
nature of, 220-223
number of davs” sales in, 254, 690, 701
shipping terms and transter of title to,
232
Inventory analysis, 690
Inventory at lower of cost or market,
valuing, 250-252
Inventory costing methods, 237-242
assigning costs to units sold and units
on hand, 237
changing, 246
income statements tor, illus., 243
periodic system, 237-242
perpetual inventory system, 257-260
selecting an, 242-246
Inventory costs, 226-227
and tvpes of businesses, relationships
berween, illus., 223
types of, 221-223
what should be included, 236
Inventory errors, 247-249
analyzing, the effect of, on the balance
sheet, illus., 248
analyzing the etfect of, on net income,
illus., 247
analyzing the effect of, on retained
carnings, illus., 248
summary of the ettects of] illus., 249
Inventory profit, 245
costing methods and, 245-246

Inventory systems, 227-228
Inventory turnover ratio, 253, 690, 701
Inventory valuation, 235-236
at lower of cost or market, 250-252
in other countrics, 246
Inverse relationship, 496—497
Investee, 352
Investing activities, 9, 74, 611
determine cash flows tfrom, 626
noncash, 613-614
schedule of cash flows from, illus., 626
Investing idle cash, 349-350
[nvestments, 64
fong-term, 626
partership, 569
recording investments in, illus.,
569
short-term, 63
sole proprictorship, recording,
566-567
valuation and reporting for, on financial
statements, 355
Investments, accounting for, 349-355
in highly liquid financial instruments,
349-351
idle cash, 349-350
in a certificate of deposit (C1),
350-351
in stocks and bonds, 351-355
tor control, 352
in bonds, illus., 352-353
in stock, illus., 354-355
no significant influence, 351-352
significant influence, 352
Investor, 351
Invoice, 313, 313, 347
illus., 313, 347-348
purchase, 313
sales, 313
Invoice approval form, 314, 314-315
illus., 315
Issuance of
bonds, 492-495
capital stock, illus., 109
stock, 546-548
tor cash, 546 547
recording, illus., 546
for noncash consideration, 547
Issued shares, 543
Trems treated as an expense of the period,
389
assct, 389

Journal, 123
chronological record of transactions,
123-126
illus., 123-124
general, 124
posting trom, to the ledger, illus., 125
Journalizing, 123



Julian Corp

comparative balance sheet, illus., 621

completed statement of cash flows,
illus., 629

income statement, illus., 620

indirect method for reporting cash
flows from operating activities,
illus., 630

statement of cash flows work sheet,
637

Keebler Foods Company, 3
Kellogg Company, 3—4, 8,9, 29, 33, 40, 49,
55,78,80 101, 150,211, 251,
256, 287, 326, 374, 423-424,
481, 534, 560-501, 596-597,
617,667,684, 735-736, A-5
analvzing book value per share,
560-561
balance sheet, 18-20
tinancial statements for, 18-21
mcome statement, 20-21
one of the world’s most cthical
companics, 29
partial consolidated statement of cash
tlows, 256
Kennedy & Associates, LLC CPA Services,
159
Key terms for promissory notes, 344
Kmart, 293, 297
Korean Airlines, A-14
KPMG LLP, 81
Kraft Foods, Inc., 371-372, 373-374

lL.and, 626
Land improvements, 382
Last-in, first-out method. Sce LIFO method
Lawsuits and legal claims, contingent
liabilitics, 441
LCM. Sce Lower-of-cost-or-marker rule
[case amortization, effective interest
method, illus., 508
Lease(s), 504-509
caleufating the amount to capitalize for
a, illus., 506
capital, 505-509
criteria for, 505
liability tor, 504-509
note disclosure of, 506
operating, 505-506
Leasing 1FRS and, 509
Ledger
general, 115
posting from journal to, illus., 125
subsidiary, 334
usc of, 333-334
Legal capital, 543
Lender, 9
importance ot operating asscts for, 399

[essee, 504
Lessor, 504
Leverage, 698
Liability, 8
accrued, 173~176, 178, 437
other, 437
recording of, for interest, lus.,
174-176
recording of, for wages, iflus.,
173-174
analyzing debt to assess a firm’s ability
to pay, 509-512
contingent, 440-443
recorded, 440441
that are disclosed, 442
versus contingent assets, 443
current, 65,430, 688-689, 701, A-9-A-10
IFRS and, 437, 443
reading the statement of cash flows
for changes in, 438—439
estimated, 440-441
tor leases, 504-509
tor products, Starbucks, 443
long-term, 65, 488, A-10
balance sheet presentation of,
488—90
cffect on statement of cash flows,
512-514
other, 514-517
recording tor warranties, illus., 441
short-term, 431
unlimited, 566
LIFO conformity rule, 244, 244
LIFO costing with a perpetual system, 259
LIFO liquidation, 244
LIFO method, 241, 241-242
computing taxes saved by not using
FIFQ, illus., 243
determining ending inventory and cost
of goods sold, illus., 241
determining ending inventory using a
perpetual system, illus., 259
LIFO reserve, 244
estimating effect on income and on
raxes paid, 244-245
illus., 244-245
Liquid assets, statement of cash flows and,
356-357
Liquidation, LIFO, 243-244
Liquidity, 67, 431, 686, 701
analysis and management of working
capital, 686-691
Long-term assets, 64
aftect the statement of cash tlows,
401-403
lus., 401
amalvzing for average lite and asset
turnover, 403-4006
Long-term debt, 435
current maturities of, 435-436
recording, illus., 435
current portion, 435-436
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Long-term investments, 626
Long-term liability, 65, 488, A-10
affect the statement of cash tlows,
512-514
balance sheet presentation of, 488-490
Loss on retirement of bonds, 624-625, 631
Loss on sale of asset, 394, 393-394
illus., 393
Loss or gain financial statement
presentation, 503-504
on redemption, 502
Losscs, 69
contingent, 440
Lower of cost or market, valuing inventory
at, 61, 250-252
Lower-of-cost-or-market (LCM) rule, 250
application of, 252
conservatism and, 251
under international standards, 252

MACRS. See Moditied Acecelerated Cost
Recovery System
Maker, 344
Management
choice of depreciation method, 387
discussion and analysis, 81
cthical responsibility of] 81
of cash, 297
of inventory, analyzing, 253-255
of working capital and liquidity
analvsis, 686-691
Management accounting, 11
Manufacturer, 5,222
Manufacturing costs, types of, 222
Manufacturing overhead, 222
Margin, gross, 223
protit, 72,223
Market rate of interest, 493
Market, replacement cost used as a measure
of, 250-251
Marker value, 554
of the assets, purchase price in excess
of, 395
per share, 562
Marketable securities, 63
Marriott International, 48
MasterCard, 346
Matching principle, 167, 226
expense recognition and, 166-168
Material misstatement, 81
Materiality, 60, 60, 389
threshold for determining, 60
Mattel 29
Maturity date, 344
Maturity value, 344
McDonald’s Corporation, 477,715
Mcasure, unit of, 160-161
Mcasurement, 160-161
in financial statements, 158-161
llus., 161
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of events, 107
of income, 235-236
of market, replacement cost used as,
250-251
Merchandise inventory, 221
Merchandise, net sales of, 223-225
Merchandiser, 222
Mickev's Marathon Sports
bank reconciliation, 300-301
check with remittance advice, 316
computer-generated purchase order,
312
computer-generated receiving report,
314
condensed income statement ftor, llus.,
224
document flow for the purchasing
function, 311
invoice approval form, 315
invoice for, 313
purchase requisition, 312
Microsoft, 64
Moditied Aceelerated Cost Recovery System
(MACRS), 386, 515
Monetary unit, 23
Money, time value of, 444-447, A-9-A-10
Moving average, 259
determining ending inventory using a
perpetual system, illus., 260
with a perpetual system, 259-260
Multiple-step income statement, 70, 70-71
preparing, illus., 71

NASCAR, 487
NBA, 487
Nestlé, A-+
Net cash tlows from operating activities,
compare net income with, 625-628
reconciling net income to, 630-631
Net credit sales approach, percentage of,
337-338
Net income, 16, 69, 71, 630
and cash tlows tor tour companices, 606
compare with net cash flows trom
operating activitics, 625628
cetfects of inventory error on, 247
reconciling, to net cash tlows from
operating activitics, 630-631
summary of adjustments to, under the
indirect method, 631
Net realizable value, 252, A-8
Net sales, 224
of merchandise, 223-225
section, income statement, illus., 224
Neutrality, 27, 59
New York Times Company, 287
Nike, Inc., 229-230, 232, 250, 377-378,
383, 395, 399400, 402,
403-406, 562
analyzing average lite and asset

rurnover, 403406

consolidated assets section and
intangibles notes, illus., 397
consolidated partial balance shecets,
illus., 378, 405
consolidated partial statement of cash
tlows, 402, 405
consolidated partial statements of’
income, 405
Intangible? Yes. Valuable? Absolutely!, 395
Nominal accounts, 185
Nominal rate, 493
Nonbusiness entity, 7, 7
Noncash consideration
investing and financing activities, 613-614
determining, llus., 613-614
stock issucd tor, 547
recording of] illus., 547
Noncumulative preferred stock, 552
Noncurrent assets, 64, 64
Nordstrom, Inc., 157-158, 169174, 177,
211-212,224,272
keeping a watchtul eye on sales, 172
partial consolidated balance sheets,
illus., 158
Normal account balances, 120
illus., 120
Note disclosure of contingencies tor Burger
King Corporation, illus., 442
Note, promissory, 344
Note(s) payable, 8,344, 432, 432-435, 627
discount on, 433-434
illus., 433—34
recording interest on, illus., 433
Note(s) receivable, 344, 344-346
accounting, tor, illus., 344-346
discounnng, 348-349
Notes, 56
to consolidated financial statements,
82-83
NSF check, 299
Number of days’ sales in inventory, 254, 690
ratio, 701
Number of days’ sales in receivables, 689
ratio, 701
Number of shares, 543
Number of years, solving, for, illus., 453
Numbering svstem, sequential, 308

Obligation, 177
Off-balance-sheet financing, 505
Old Navy, 219
Operating activities, 9-10, 74, 610
compare net income with net cash flow
trom, 625-628
derermining cash flows from, 621-625
methods of reporting cash tlow from,
615-618
reconciling net income to net cash
flows tfrom, 630-631
schedule of cash flows from, 622

Opcrating assets, 378-382, A-9
environmental aspects of, 391
importance of, tor lenders, 399
intangible assets, 394-401

Operating cycle, 62
cash-to-cash, 690-691, 701
determining the, illus., 62
understanding the, 62-63

Operating lease, 505, 505-506
recording, illus., 505-506

Operations
cash flow from, to capital expenditures

ratio, 693-694, 701
cash flow tfrom, to current liabilitics,
688-689, 701
discontinued, 703
income trom, 70

Organization, forms of, 6-8,
illus., 6

Organizations and social responsibility, 7-8

Original cost, 23, 380

Qutstanding check, 298

Outstanding shares, 543

Owners’ equity, 14, 16

Paid-in capital in excess of par value, 66,
543-544
Par value, 00, 491, 543, 543, 555
Parent, 352
Participating feature, 545
Partnership, 6, 568, 568-571
Partnership agreement, 568
Patagonia, 29
Payee, 344
Payment date, 551
PCAQB. Sce Public Company Accounting,
Oversight Board
PepsiCo, Inc., 29, 95, 282, 369, 488489,
510-511,514, 535
analvzing the debt-to-cquity and times
interest carned ratios, 510-511
partial consolidated balance sheet, 489
versus Coca-Cola, 489
PepsiCo Inc. and Subsidiaries, 282,
714-715
partial consolidated balance sheet, 511
partial consolidated statement of
income, 511
Percentage ot accounts receivable approach,
338-339
illus., 338-339
Percentage ot net credit sales approach,
337-338
illus., 337-338
Periodic system, 227, 237-242
assigning costs to units sold and units
on hand, illus., 237
beginning and ending inventories in a,
228-229
recording purchase discounts in a,
230-231



recording purchase returns in a, 230
recording purchases in a, 229
recording transportation in a, 231-232
Permanent difference, 515
Perpetual system, 227, 257-260
FIFO costing with, 258
LIFO costing with, 259
moving average with, 259-260
recording cost of goods sold, illus., 228
Petty cash fund, 301
establishing, 301
Physical sciences, 24
Piperlime, 219
Plant, or tixed assets, 378
Polaroid, 399
Porsche, 25
Posting, 123
trom journal to ledger, illus., 125
Posting reference, 124
Potential stockholders, 11
Predictive value, 3859
Pretferred stock, 66
calculating book value, 561 562
cash dividends for, 552-553
cumulative, 569
defined, 545
noncumulative, 552
Preferred stockholders, 66
Prelist, 309
Premium, 441, 495
calculating bond issuance at a, 496
or coupons, other contingent liabilitics
that are recorded, 441
or discount on bonds, 495497
recording amortization ot a, illus., 501
Prepaid asset, 177
Prepaid expenses, 63, 157,177
Prepaid insurance, 624, 631
Present value, 447—450
$1,illus., 455
using Excel tor, illus., 460, 462
Present value of a single amount, 449,
449-450
calculating, illus., 449
Present value of an annuity, 451, 451452
calculating, illus., 452
of S1, illus., 4537
Price
bond issuc, 493
factors attecting bond, 493495
redemption or reacquisition, 492
Price/earnings (P/E) ratio, 699, 699, 701
Principal, 174, 344
Principle
cost, 23, 111
entity, 566
matching, 167
revenue recognition, 165-166
Process of allocating, 59
Producer, 5
Product, 9
warranties and guarantees, 440441

Productive assets, 64
Profit, 16, 69

gross, 70,223

inventory, 245
Profit margin, 72

amalvzing, 79-80

computing, illus., 72
Profit margin ratio, 685, 686, 701
Profitability, 72, 695

analysis, 694-702
Promissory note, 344

terms connected with, 344
Proper authorizations, 306
Property and equipment, 626-627
Property, plant, and cquipment, 64,

378-382,A-9

acquisition ot, 379-380

disposal of, 392-394

[FRS and, 394

use and depreciation of, 382-391
Proprictorship, sole, 6, 566-568
Provisions, A-9
Public Company Accounting Oversight

Board (PCAOB), 25, 30, 305

Purchase

group, 380

invoice, 313

the assets, 395
requisition, 310
Purchase discounts, 230-231, 231
recording, in a periodic svstem, illus.,
230-231
Purchase order, 312
computer-generated, illus., 312
Purchase requisition form, 310
illus., 312
Purchase returns and allowances, 230, 23()
recording returns, in a periodic system,
illus., 230
Purchases, 229
determining the effect of shipping
terms on, illus., 232
recording in a periodic svsten, illus., 229
Purchasing function, document flow, illus.,
311
Purchasing power, 161

Qualitative characteristics, 58
international perspective on, 61
of accounting information, 58-61

Quantitative considerations, 58

Quick ratio, 687, 701

Radio Shack Corporation, 635
Rate of interest

contract, 493

coupon, 493

cttective, 493

Index [-11

face, 493
market, 493
nominal, 493
stated, 493
Rate of return on asscts, 695
Ratio
accounts receivable turnover, 341-343,
689,701
acid-test, 687-688, 701
asset turnover, 696, 701
cash flow from operations to capital
expenditures, 693-694, 701
cash flow from operations to current
liabilitics, 688-689, 701
cash-to-cash operating cvele, 701
current, 67-68, 78-79, 687,701
debt service coverage, 692-693, 701
debt-to-equity, 510-511, 691-692,
701
dividend payout, 551, 700
dividend vield, 700
carnings per share, 698, 701
financial, 701
gross profit, 233-235, 685-6086, 701
introduction to, using a classified
balance sheet, 67-69
inventory turnover, 253-255, 690, 701
number of davs” sales in inventory, 701
number of days’ sales in receivables,
701
price /earnings (P/E), 699, 701
protit margin, 685-686, 701
quick, 687, 701
return on assets, 695, 701
return on common stockholders’
cquity, 696-696, 701
return on sales, 696, 701
stated, 570
times interest carned, 510-511, 692,
701
working capital, 701
Raw materials, 222
Reacquisition price, 492
Real accounts, 185
Receiving report, 313-314
blind, 314
computer-generated, illus., 314
Recognition, 158, 158-159
in financial statements, 158-161
illus., 161
Reconciliation, bank, 299-301
Recording transactions, 106-108
basis for, cconomic events, 106-107
source documents and, 108
Records
bank reconciliation adjustments to, 301
safeguarding of, 307
Redeemable, 545
Redeemable bonds, 492
Redeemable feature, 545
Redemption at maturity, 502
gain or loss on, 504
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of bonds, 502-504
price, 492
Relevance, 58, 160
Relevant information, 27
Reliability, 160
Reliable information, 27
Remittance advice, check with, 315-316
illus., 316
Replacement cost, 245, 250, A-8
as a measure of market, 250-251
Report ot independent accountants
(Auditors’ Report), 81
General Mills, ilius., 82
Reporting and analyzing other income
statement items, 703-704
Reporting, and valuation for investments on
the financial statements, 355
Research and development costs, 396,
396-397
Residual value, 383
Retailers, 5
Retained earnings, 15, 65-66, 544, 628
amount not paid as dividends, 544
connects the income statement and the
balance sheet, iflus., 542
effects of inventory ¢rror on, 248
income, 544
income and dividends affect, 542
See also Statement of retained carnings
Retired early ata gain, 502-503
Retirement of bonds, loss on, 624-625, 631
Retirement of stock, 550
Return on assets
components of, 696
return on equity, and leverage,
697-698
Return on assets ratio, 695, 701
Return on common stockholders’ equity,
696-697
Return on common stockholders’ equity
ratio, 697, 701
Return on sales, 72
Return on sales ratio, 696, 701
Revenue expenditure, 389
Revenue recognition principle, 165,
165-166
Revenue vs. capital expenditures, 389-391
Revenue(s), 9, 69, 109, 165
debits and credits for, 119
deferred, 157, 171-173, 177
account, adjusting of, illus.,
171-172
adjusting a gift card account, illus.,
172-173
other, 71
sales, 224
uncarned, 177
Review and appraisal, independent, 307
Rules for increasing and decreasing
accounts, 119
Rules of the game, who determines, 25-26
Running balance torm, illus., 125

Sateguarding assets and records, 307
Safeway, 5
Salaries and wages expense, 623
Salaries and wagges pavable, 623, 631
Sale of asscts
gain on, 392-393
loss on, 393-394
Sales, 224
accelerating the inflow of cash from,
346-349
credit card, 346-348
determining the effects of shipping
terms on, illus., 232
net, 223-225
Sales discounts, 224225, 225
Sales invoice, 313
Sales returns and allowances, 224
Sales revenue, 224, 621-622
Salvage value, 383
Sarbanes-Oxley Act of 2002 {SOX}, 30, 302,
302-305, A-8
Sears Holdings Corporation, 44,212, 293,
294,297, 302-305, 308, 309
auditor’s report on internal control,
304
consolidated statements of cash flows,
295-296
keeping the cash flowing, 297
management report on internal
control, 303
partial consolidated balance sheets, 294
Sears, Roebuck and Co., 293-294
SEC. See Securities and Exchange
Commission
Sccured bond, 492
Securities
debr, 349
cquity, 349
marketable, 63
Securities and Exchange Commission (SEC),
12,25
Segregation ot dutics, 307
Selling expenses, 70, 232
Scelling price, 70
Scequential numbering svstem, 308
Serial bonds, 492
Service charge, 299
Service companies, 5
Services, 9
Set of accounts, 115
Share of stock, 7
Sharcholder, 9
distribution of income to (dividends),
551-552
Sharcholders’ equity, 14
Shares authorized, 543
issucd, 543
number of, 543
outstanding, 543
Shipping terms and transfer of title to
mventory, 232

Shipping terms and transportation costs,
231-232
Short-term investment, 63
Short-term liability, 431
Simple interest, 445, 445-446
Single amount tuture value of a, 447-449
present value ot a, 449450
Single-step income statement, 69, 69-70
preparing, illus., 70
Social science, accounting as a, 24
Sole proprietorship, 6, 566, 566-568
recording investments in, 566-568
Solvency, 691
analysis, 691-694, 701
Source document, 108, 307
recording transactions and, 108
Southwest Airlines, 539-540, 542,
543-544, 548, 564-565, A-14
consolidated balance sheet, 540
creation of stockholders’ value, 551
SOX. See Sarbanes-Oxley Act of 2002
Specific identification method, 238,
238-239
determining ending inventory and cost
of goods sold, illus., 239-240
Starbucks Corporation, 429431,
435439
current and quick ratios, 431
liability for products, 443
partial consolidated balance sheets, 430
partial consolidated statement of cash
flows, 439
Starwood Hotels & Resorts, 99-100
Stated rate, 493
Stated ratio, 570
Stated value, 543
Statement of cash flows, 17, 17-18, 56, 62,
74-75, 605, 605-608, A-10
accounting equation and, 618-619
cash equivalents and, 294-296
changes in stockholders” equity affect
the, 563-565
classification of items on, illus., 613
compared to the income statement,
164
compiling, 618-629
current liabilities on, illus., 438
tor Best Buy, illus., 604
for Julian Corp., completed, 629
tor Kellogg’s, partial consolidated,
illus., 256
tor Nike, Inc., partial consolidated,
illus., 402
for Scars Holdings, illus., 295-296
for Southwest Airlines, partial
consolidated, illus., 565
for Starbucks Corporation, partial
consolidated, illus., 439
format for, illus., 611
information from, 164
invesrments and receivables aftect,

illus., 357



inventories affect, 255-256
inventorics and, ilus., 256
liquid assets and, 356-357
long-term assets affect, 401-403
long-term liabilities affect, 512-514
illus., 512
preparation of, illus., 75
purpose of, 605-606
reading for changes in current
labilitics, 438—439
reporting requirements for, 606-608
preparing, illus., 606-608
using the direct method, 620-621
lus., 616
using the indirect method, 630-632
illus., 617
using the three schedules to prepare,
628
work-sheet approach to, 636-638
Statement of comprehensive income and
income statement, relationship
between, illus., 559
Statement of inancial position, 15
Statement of income, 15
Statement of retained earnings, 17, 17, 62,
73
preparation of, illus., 73
Statement of stockholders’ equity, 73, 557,
557-559
Stock, 349
capital, 9, 65-66, 628
common, 66
common and preferred cash dividends,
552-553
cumulative preferred, 553
for Fun Fitness, 2010, 558
mvestment in, 351-355
accounting for, illus., 354-355
issuance of, 546-548
tor cash, recording, illus., 546
for noncash consideration, record-
ing, illus., 547
noncumulative preferred, 552
preferred, 66, 545, 552-553
retirement of, 350
share of, 7
treasury, 548-550
Stock dividend, 553, 553-556
recording of; illus., 554-556
Stock issued tor cash, 546
recording of, illus., 546
Stock issued for noncash consideration,
547
recording of, illus., 547
Stock split, 556, 556-557
reporting, illus., 556-557
Stock vs. debt financing, advantages and
disadvantagges, illus., 541
Stockholder(s), 9, 11
cash tlow per share and, 636
preferred, 66
Returning Cash to, 612

=)

Stockholders’ equity, 14, 16, 65-66,
557-558, A-10
as a section of the balance sheet,
identifving components of,
542-544
changes that affect the statement of
cash flows, 563-565
illus., 563
firm’s value and, 560-563
IERS and, 544

on the balance sheet, 541-542, 561,

562
overview of, 540-544
return on common, 696-697, 701
Sce also Statement of stockholders’
cquity
Straight-line method, 170, 383
Subsidiaries, 76, 352
Subsidiary ledger, 334
usc of, 333-334
Substance over form, 545

T account, 118

using, illus., 118
Tangible asscts, 64, 378
Target Corporation, 277, 283-284, 683
Tax deferral, 243
Tax shicld, 386, 416, 420
Taxes deferred, 514-517
Taxes payable, 8, 436

illus., 436

income, 624
Tax-exempt bonds, 515
Temporary accounts, 185
Temporary difference, 515
Term, 344

connected with promissory notes, 344

Term bond, 492
Time period, 24
accrual accounting and, 164-165
Time period assumption, 164
Time value of money, 444, 444447,
A-9-A-10
importance of, illus., 445
Time Warner Inc., 4, 44
Times interest carned, 692
Times interest earned ratio, 692, 701
analvzing, 510-511
Timing ditference, 515
Title to inventory, shipping terms and
transfer of, 232
Top of the World balance sheet, 15
income statement, 16
relationships among the financial
statement, 18
statement of cash flows, 17-18
statement of retained carnings, 17
Transactions, 107
analvzing and recording of, using
debits and credits, illus.,

121-122

Index
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debits and credits applied to, 120-121
effects on the accounting equation,
108-113
illus., 109-111
for Glengarry Health Club, illus., 112,
121-122
illus., 121-122
identify and analyze, 115-116
journal as a record of, 123-126
recording, 106-107
in journal entry form, iltus.,
123-124
role of source documents in, 108
sole proprictorship, 566-568
illus., 566-567

Transit, deposit in, 299
Transportation costs, and shipping terms,

231

Transportation-in, 229
Transportation-out, 232
Transposition crror, 300
Treasury stock, 548, 548550

recording the purchase of; illus., 549

Trend analysis, 681
Trial balance, 126, 126-127

preparing, illus., 127

Turnover ratio

accounts receivable, 341-343, 689,
701

assct, 696, 701

imventory, 690, 701

Unamortized, 500
Uncollectible accounts allowance for, 336

write-offs with allowance method, 336

Understandability, 58

Unecarned revenue, 177
Unincorporated businesses, 565-571
Unit of measure, 160-161

United Airlines, 4, 539
Units-of-production method, 383,

383-384

Unknowns, present or future value,

452453

Unlimited liability, 566
U.S. Steel, 605-6006

Valuation and reporting for investments on

the financial statements, 355

Valuation of accounts receivable, 334-335
Value

book, 383, 498
carrving, 498-499
current, 160

face, 491

fair market, 380-381
market, 554

maturity, 344

par, 66,491, 543, 555
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residual, 383
salvage, 383
stated, 543
Value of a single amount
future, 447-449
present, 4$49-450
Value of an annuity
tuture, 450451
present, 451452
Value per share
book, 560-561
market, 562-563

Valuing inventory at lower of cost or
market, 250-252

Verifiability, 27-28, 160

Verification, independent, 307
Vertical analysis, 678, 683-685

VISA, 346-348
Voucher, 314

Index

Walgreen Co. and Subsidiaries, 285, 288,
531
Wal-Mart Stores, Inc. and Subsidiaries, 72,

277,283-284,481-482, 589,

683
Walt Disney Company, 4
Warrantics, product, 440441
recording a liability for, illus., 441
Weighted average cost method, 239,
239-240

determining ending inventory and cost

of goods sold, illus., 239-240
Wendy’s/Arby’s Group, 715
Wholesaler, 5
Winnebago Industries, 244-245
Withdrawals account, 567
Withdrawals, partnership, 569
Work in process, 222

Work in progress, 222
Work sheet, 185, 185
statement ot cash flows, 636-638
use of, 185
Working capital, 67, 67, 686
computing, illus., 686
liquidity analvsis and management of,
686-691
Working capital ratio, 701
Workout Wonders’ stockholders® equity
section, illus., 562
WorldCom, 30, 302
Write-oft method, direct, 335
Write-offs of uncollectible accounts with
allowance method, 336
illus., 337

Xerox, 399
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