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Accounting as a Form of 
Communication 

AFTER STUDYING THIS CHAPTER, YOU SHOULD BE ABLE TO: 

101 Explain what business is about. 

L02 Distinguish among the forms of 
organization. 

L03 Describe the various types of business 
activities. 

L04 Define accounting and identify the primary 
users of accounting information and their 
needs . 

LOS Explain the purpose of each of the financial 
statements and the relationsh ips among 
them and prepare a set of simple 
statements. 

A Look at This Chapter Business is the foundation 
upon which accounting rests. After a brief introduction to 
business, we begin the study of accounting by consider­
ing what accounting is and who uses the information it 
provides. We will see that accounting is an important 
form of communication and that financial statements are 
the medium that accountants use to communicate with 
those who have some interest in the financial affairs of a 
company. 

LO& Identify and explain the primary 
assumptions made in preparing financ ial 
statements. 

L07 Identify the various groups involved in 
setting accounting standards and the role of 
auditors in determining whether the 
standards are followed. 

108 Explain the critical role that ethics plays in 
providing useful financial information . 

A Look at Upcoming Chapters Chapter 1 introduces 
accounting and financial statements. Chapter 2 looks in 
more detail at the composition of the statements and the 
conceptual framework that supports the work of an 
accountant. Chapter 3 steps back from financial state­
ments and examines how companies process economic 
events as a basis for preparing the statements. Chapter 4 
completes the introduction to the accounting model by 
considering the importance of accrual accounting in this 
communication process. 
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Preface 

Personalized Study Plan CengageNOW will improve your performance. You 
can master key concepts and prepare for exams with CengagcNOW's Personalized 
Study Plan-a diagnostic tool plus study plan-preloaded with an Integrated cBook 
and other multimedia resources to make learning more engaging' T:ike the Pre-Test to 
determine what you know right now. Next, the personali zed study plan will automati­
cally generate, pointing you to the resources that wi ll help you focus on the areas where 
you need help the most. Finally, each time you take the Post-Test, the personalized 
study plan will be revised to help you continue to foc us your study. 

Aplia™ is a premier onlinc homework product that successfully engages students and 
maximizes the amount of effort they put forth, creating more eftlcient learners. 

Aplia has the following advantages: 

• In add ition to end-of-chapter homework, Aplia oftcrs a separate, original problem 
set that complements the book to provide you with even more practice! 

• Unique, detailed explanations and the full solution after each attempt is provided on 
many homework questions. 

• "Grade It Now" allows you to see where you went wrong and enables feedback 
that wi ll help you with the next attempt . 

• "Smart Entry" helps eliminate common typos to help you tru ly learn the concept 
behind each answer. 

• Blueprint problems bring concepts full circle and encourage critical thinking. 

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

Excel''li Templates. Selected problems in each chapter may be solved on a Micro­
soft Excel spreadsheet to increase your :iwarencss of basic software applications. Just 
down load the Excel spreadsheets for homework items that arc identified by icons in the 
text. 

Student PowerPoint<R~ Slides, by Cathy Lumbattis (Southern Illinois U niver­
sity ) allow you to preview class lectures and review key concepts before exams. A sm:iller 
version of the Instructor PowerPoint Lectures, these slides all ow you to get ready for 
upcoming lectures, quizzes , homework, and exams with core material you need for 
chapter study. 

Web Resources. Chapter-by-chapter quizzes, topical discussio ns, updates on IFRS 
in tegration, POD Review audio downloads, and more arc available for you to access. 
These items help reinforce and shed light on text topics. Discover more by logging into 
the text web site. Visit www.cengagebrain .com. 
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Chapter 11 

1. 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. J 

2. Revised the Hot Topics featu re on the creation of shareholder value at Southwest ! . 
Airlines. ~ 

3. Added a new Spotlight featuring a portfolio manager's use of accounting information. ~ 
@ 

4. Added a Looki ng Ahead feature on the accounting fo r comprehensive income. 
5. Added Ell -3 and El l -4. 
6. Updated end-of-chapter material : Pl 1-7, Pll -7 A, DCl 1-1, DCl 1-2. 

Chapter 12 

1. Updated the chapter opener witl1 the most current information available and replaced 
the financial statements from Best Buy as the focus company for Chapter 12. 

2. Revised Exhibit 12-1 to illustrate cash Aow and net income differences. 
3. Revised tl1e Hot Topics feature on Best Buy's purchase of treasu11' stock. 
4. Added a new Looking Ahead feature to highlight possible changes in tl1e statement 

of cash Aows under a joint FASB/ IASB project. 
5. Added new end -of-chapter material : El2 -8, El 2-11 , E l 2-15, E l2-23, El2 -24. 
6. Updated end -of-chapter material: DC12-l , DC 12-2, DC12-3. 

Chapter 13 

1. Updated the chapter opener with t11e most current information available 
and replaced the financial statements from GameStop as the focus company for 
Chapter 13. 

2. Revised the Hot Topics feature on GameStop's use of vertical analysis in its quar­
terly report . 

3. Added a new Looking Ahead feature to highlight possible effects of tl1e FASB/ IASB 
joint project on financial statement presentation on statement analysis. 

4. Added new end -of-chapter material : El3 -l , E l3-3, El3 -10, El3-12, El3-13. 
5. Updated end-of-chapter material: Review Problem, E l 3-5, El 3-6, E l 3-7, £ 13-8, 

£ 13-11 , DC13- l , DC13-2 , DC13-3, DC13-4. 

Supplements to Help You Learn-and Retain 
More and Faster for Homework, Quizzes, and 
Exams 
CengageNOW 
Where True Learning Takes Place 

CengageNOW™ is a powerful course management and online homework tool tl1at 
provides robust instructor control and customization to optimize the sn1dent learning 
experience and meet desired outcomes. 

CengageNOW has the following advantages: 

• "Smart Entry" ensures yo u get marked wrong only for being wrong and not fo r 
typos or formatting errors. It wi ll also help you prepare for tests and quizzes. 

• New levels of feedback and engaging student resources guide yo u through material 
and solidify learning. 

• Blueprint problems bring concepts fu ll circle and encourage critical tl1inking. 
• A variety of study tools helps you review concepts. Check out the multimedia 

resources such as games, Spotlight videos, animated review problems, and more! 
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xx iv Preface 

Chapter 7 

1. Updated the chapter opener with the most current information available and replaced 
the financia l statements from Apple Inc. as the focus company for Chapter 7 . 

2. Added a new Spotlight featuring tli e CFO for a sign company. 
3. Revised the Hot Topics feature on Apple's quarterly report filed with the SEC. 
4. Added a new Looking Ahead feature to high light possible changes in the statement 

of cash fl ows under tlie joi nt FASB/ IASB project. 
5. Revised P7-3A, substituting amounts for The Hershey Company and Kraft Foods, 

Inc. 
6. Revised DC7-l, substituting amounts for Kraft Foods, Inc. 
7. Added new end-of-chapter material : E7-3, E7-6, E7-8, E7-15, E7-17. 
8. Updated end-of-chapter material: E7-5, P7-3, P7-3A, DC7-l, DC7-2, DC7-3. 

Chapter 8 

~ 1. Updated the chapter opener with the most current information avai lable and 
l replaced the financial statements from Nike as the foc us company for Chapter 8. 
i 2. Revised the Hot Topics feature on Nike's intangible assets. 
~ 3 . Added a new Spotlight focusing on the importance of operating assets to a lender. 
~ 4. Added coverage of tl1e IFRS treatment of operating assets. 
© 5. Updated end-of-chapter material DC8- l , DC8-2 for General Mills and Kellogg's. 

Chapter 9 

1. Updated the chapter opener with the most current in formation available and 
replaced the financial statements from Starbucks as the focus company for Chapter 9. 

2. Revised the Hot Topics feature on Starbuck's contingent liabilities. 
3. Altered tl1e time value of money tables so that the table factors have five digits after 

tl1e decimal. T his major change was undertaken because, in the past, some students 
performed calculations using a calculator or a spreadsheet and got answers tl1at dif­
fered from tlie suggested answers due to round ing issues. The new tables wi ll result 
in more exact calculations, although rounding is still present in all time value of 
money problems. It wi ll also allow our CNOW product to be more consistent with 
calculations in the text, solutions, and test bank. 
Added a new Spotlight foc using on accoun ting issues for a small business owner . 
Added a Looking Ahead feature on differences in accounting for contingent liabil -
ities for U.S. GAAP and IFRS. 

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

7 . Replaced DC9-3 with a case on Wal-Mart's conti ngent liabilities. 
8. Updated other end-of-chapter material: P9 -2, P9 -3, P9 -2A, P9-3A, DC9- l , 

DC9-2, DC9-4. 

Chapter 10 

1. 

§ 
~ 2. 

Updated the chapter opener with the most current information available and replaced 
the financial statements from Coca-Cola as tl1e foc us company fo r Chapter 10. 
Revised the Hot Topics feature on Coca-Cola versus Pepsi . 13. 

~ 4. 
; 5. 

6. 

7. 

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 Al1ead feature on potential changes in the accounti ng for leases. 
Revised al l end -of-chapter items to be consistent with five-digit ti me value of money 
tables in Chapter 9. 
Updated other end-of-chapter material with the most recent information: Pl 0-9 , 
Pl0-9A, DC I 0-1, DC l0-2, DCl0-3. 



Preface 

Chapter 2 

1. 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. 

2. Revised the "Objectives of Fin:.1.ncial Reporting" section to reflect the new SFAC 
No . 8, Conceptual Framework for Financial Reporting. 

3. Revised the "What Makes Accounting Information Useful? Q ualitative Characteris­
tics" section to reflect the new SFAC No. 8, Conceptual Framework for Financial 
R eporting. 

4. Updated the Hot Topics feature on General Mi lls' dividend decision. 
5. Added a new Spotlight featuring the commercial loan officer of a regional bank. 
6. Added a new Looking Ahead feature to introduce the FASB/ IASB joint project on 

the format and presentation of financial statements. 
7. Updated end -of-chapter material: P2-10, P2-10A, DC2- l , DC2-2 . 

Chapter 3 

1. Updated the chapter opener with the most current information avai lable and 
replaced the financial statements from Carnival Corporation as the foc us company 
for Chapter 3. 

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

Chapter 4 

1. Updated the chapter opener with the most cmrent information avai lable and replaced 
the financial statements from Nordstrom as the focus company for Chapter 4. 

2. Added a new Spotlight featuring the fou nding partner in a CPA firm. 
3. Revised the "Measurement" section to reflect the new SFAC o. 8, Conceptual 

Framework f or Financial Reporting . 
4. Updated the Hot Topics featme to highlight Nordstrom's same store sales reporting. 
5. Added new end-of-chapter material: E4-7, E4-9, E4-14, E4-17, E4-22. 
6. Updated end -of-chapter materia l: DC4- l , DC4-2, DC4-3. 

Chapter 5 

1 . Updated the chapter opener with the most current information available and 
replaced the financial statements from Gap as the foc us company for Chapter S. 

2. Added a new Spotlight featuring tl1e margin control specialist for an automotive 
supply company. ~ 

3. Revised the Hot Topics feature on Gap's expansion to Italy and China. .[ 
4. Added a new Looking Ahead feature to highlight possible congressional repeal of i 

um. I 
5. Revised Exhibi t 5-11 , substituting a partial statement of cash flows for Kellogg's. 
6. Revised E5-16, substituting amounts for Nordstrom. 
7. Revised DCS-2, substituting inventory note for Walgreen Co. 
8. Added new end-of-chapter material: ES -10, E5 -17, ES -23, ES -24, ES -27 . 
9. Updated end-of-chapter material: E5 -16, PS -2 , P5 -5, P5 -8, PS -14, PS -2A, PS -SA, 

P5 -8A, PS -14A, DCS-1, DCS-2, DCS-3. 

Chapter 6 

1. Updated the chapter opener with the most current information availab le and 
replaced the financial statements from Sears Holdings Corporation as the focus 
company for Chapter 6. 

2. Updated the Hot Topics feature to high light Sears' strategy to fi nance operatin g 
cash needs. 

3. Added new end -of-chapter material: E6-4. 
4. Updated end-of-chapter material: DC6- l, DC6-2 . 

xx iii 
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Since the answers are at 
the end of the chapter, 
they will be beneficial for 
the students who use 
them. A lot of students 
tell me they have trouble 
with the multiple choice 
questions on the exams, 
so these examples will 
help the students who 
choose to answer them. 

Kim Brickle r 

Lindenwood University 

Preface 

Portable On-Demand (POD) Reviews give instant feedback to help you mas­
ter key concepts. Appearing at the end of every major section in the chapter text, this 
review feature combines a summary of topics and a quick quiz to help cement what 
you've just read before reading on. POD Reviews are avai lable to download onto elec­
tron ic devices and in multiple formats. 

L01 Explain the dtfference between external and internal events 

Both of these different types of events affect sn entity and are usually recorded in the accounting system as e 
transaction. 

External events are interactions between an entity and its environment. 
• Internal events are interactions entirely within an entity 

QUESTIONS Answers to these questions are on the last page of the chapter. 
1. Which of the f°'lowing events is not an external event? 2. Which of the following 1s necessary to recognize an 

a. a sale to a customer 
b. a purchase of inventory from a suppher 
c. payment to !he newspaper for advert1s1ng 

event as a transaction? 

a. It must be subject to measurement. 
b 1t must be an external event. 
c. h must be an internal event. d. recognition of the use of equipment by the recording 

of depreciatton d. It must be an event that recurs regularly. 

From Ch. 3, p. 107 

Brief Exercises, tied to a single learning outcome, allow you to confirm what 
you've learned in the short run and develop the ski lls and confi dence you need to effec­
tively work more complex exercises and problems. 

LOS Brief Exercise 2-5 Multiple- versus Single-Step Income Statement 
EXAMPLE 2-6, 2-7 A retailer is considering whcd1er to prepan.: a multiple- or single-step income sratc menr. Provide 

three lines that appear on a mu lriple-srep state mcnr that do not appear o n a single -step 
statement. 

L06 
EXAMPLE 2-8 

L07 
EXAMPLE 2-9 

Brief Exercise 2-6 Profit Margin 
A company reported sales of $ 100,000; cosr of goods sold of $60,000; selling, general , and 
administrative expenses of $ 15,000; and income tax expe nse of $ 10,000. Compute the com­
pany's profit marg in . 

Brief Exercise 2-7 Retained Earnings 
A company started the year with retained earnings of $200,000. During the year, it reported net 
income of $80,000 and paid dividends of $50,000. Compure the company's ending retained 
earnings. 

From Ch. 2, p. 88 

Chapter-by-Chapter Changes 
Chapter 1 

1. Updated the chapter opener with the most current information available and 
replaced the financial statements from Kellogg's as the foc us company for Chapter 1. 

2. Introd uced concept of faithful representation to reflect the new SFAC No. 8, Con­
ceptual Framework for Financial Reporting. 

3. Added new Spotlight featuring the CFO of a cruise line company. 
4. Updated the Hot Topics feature showcasing Kel logg's as one of the world 's most 

ethical companies. 
5. Added a new Looking Ahead feature to introduce the FASB/ IASB convergence 

project. 
6. Updated end-of-chapter material: Warmup Exercise 1-3, Pl -8, Pl -9 , Pl -SA, DCl -2, 

DCl -3. 
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Exercise 4 -9 Working Backward: Depreciation LOS 
EXAMPLE 4-5 Polk Corp. purchased new store fixtures for $55,000 on January 3 l , 2010. Polk depreciates 

assets using the straight-line method and estimated a salvage value for the machine of $5 ,000. 
On its December 31, 2012 , balance sheet, Polk reported the following: 

Property, plant, and equipment: 

Store fixtures 
Less: Accumulated depreciation 

Required 

$55,000 

15,000 

I . What is the yearly amount of depreciation expense for the store fixtures? 

$40,000 

2. What is the estimated useful life in years for the sto re fixtures? Explain your answer. 

From Ch. 4, p . 195 

The following are other examples of working-backward problems, which are fo und 
in seven key chapters of the text . 

Exercise 5-10 
Exercise 6-4 
Exercise 7 -15 

Exercise 11 -3 * 
Exercise 11 -4 * 

Exercise 12-11 
Exercise 13-3 

*These items and others in Chapters 8-10 arc labeled " Solving for Unknowns" fo r pedagogical reasons. 

Overview sections at the start of each major head provide you with a su mrnary of the 
concepts to be prese nted in that section. Overviews provide a handy preview of con­
cepts before you study the chapter, as well as an add itional chance to review concepts 
before tackling homework or taking an exam. 

Analyzing the Effects of Transactions on 
the Accounting Equation 

OVERVIEW: Some transactions affect just the balance sheet, and others affect 
both the balance sheet and the income statement. Regardless, as transactions are 
recorded, the accounting equation must remain in balance: 

Assets = Liabilities + Stockholders' Equity 

From Ch. 3, p . 108 

Key Concept Highlights. More than ever before, the eighth edition highlights 
key concepts in the text using color, bold face, bu lleting, and other design elements to 
help you zero in on key concepts you ' 11 need to know for homework and tests. 

Capital versus Revenue Expenditures 
A\."l.'.ountants o frcn must d ecide whether certain expenditures related to o perating 3SScts 
sho uld bt: trt::\tcd as an additio n to 1hc cost of the assc.:1 or as an expense . One or the 
most co mmon examples involving 1his d ecision ..:onccrns repairs to an asset. Should rhe 
rep.tirs ..:onstitute c tpital expenditures or revenue expenditures? 

A capita l expenditure is a cost that is added to the acquisitio n cost o f an asset. 
A revenue expenditure is no t t reated as part of the cos t o f the asset, but as an 
expense o n the incom e statem ent . 

Thus, !IH.· 1.:omp;my must dccidl' whl'thcr to treat an item as an asset (balance sheet) 
and deprcci•Hl' its cost over i1 s !iii.: or to treat it as an l'Xpcnsc (income starcmenr ) of a 
si11glc period. 

The dis1-inctio n bct·wcen t"apital and re\'enue cxpcndirurcs is a matter o f judgment. 
Generally, the following g:uidclinl' s sho uld be !Ollowccl : 

When an expendi t u re i1'crea.ses tbe l ife of tbe nsstt or its prodncti11ity, it sho uld be 
trc:u cd a!<i. a capita l expendi t u re and added to the asset account. 
When an expend iture simply mniutnius an nsset in it.s 1101·11111 / opernting 
co11ditio11, however, it sho uld he t reat ed as an expense. 

The mrrtcrialit_v o f the cxpcnditurl' must also be \'.onsidcrcd . Most companies establish a 
po licy of tn:ating an expenditure that is smaller than a specified amount as a revenue cx ­
pl' ndinirl' (.m expense on the income statcmen1 ). 

L07 Determine w hich expendi­
tures should be cap1tahzed as 
asset costs and w hich should be 
trea ted as expenses. 

Capital expenditure 
A cost that improves the asset and 
1s added to the asset account. 

Alternate term: Item treated as 
asset. 

Revenue expenditure 
A cost that keeps an asset in its 
normal operating cond1t1on and 1s 
trea ted as an expense. 

Alternate torm: Item trea ted as an 
expense of the penod. 

From Ch. 8, p. 389 

xxi 

Such an approach helps 
a student to learn 
concepts, not memorize 
numbers. 

Gary Olsen 

Carro ll University 

I like the fact that the 
authors are trying to 
reach a lot of the 
students' learning styles. 

Jennifer LeSure 

Ivy Tech Community College 

I believe these brief 
overviews help students. 
Having this highlighted 
with a different color and 
type w[ill] help these 
students read at least this 
much. 

Patsy Lee 

University of North Texas 



xx 

It's great. Students seem 
to appreciate concise 
exhibits/illustrations 
rather than lengthy 
paragraphs. 

Dolores Rinke 

Purdue University Calumet 

I like the book. I think it is 
well organized and easy 
to read/follow. For the 
students who do read the 
text, they will find good 
examples to help them 
work through the 
homework problems and 
fully understand the 
material being presented. 

Kim Brickler 

Lindenwood University 

Preface 

Example 5 2 Calcu lating Cost of Goods Sold 

The amounts shown below are taken from the Cost of Goods Sold section of Daisy's income statement as shown in Exh1b1t 5-4. 

Description Item Amount 

Merchandise on hand to Beg1nnmg inventory 
start the period 

Acqu1s1t1ons of + Cost of goods purchased 63,000 A $3.000 excess of 

merchandise during the enchng inventory 

period over beginning 
inventory means 

Pool of merchandise = Cost of goods available for sa1e $ 78.000 that the company 

ava1lable for sale during bought $3,000 

the penod more than 11 sold 
1$63,000 bought 

Merchandise on hand at - Ending inventory versus $60,000 

end of period sold). 

Expense recognized = Cost of goods sold $60,000 
on the income statement 

Notice that ending inventory exceeds beginning inventory by $3,000. That means that the cost of goods purchased exceeds cost of ~ 
goods sold by that same amount. Indeed, a key point for stockholders. bankers, and other users is whether inventory is building up, r 
that is, whether a company is not selling as much inventory during the period as it 1s buying A buildup may indicate that the com- ~ 
pany's products are becoming less desirable or that prices are becoming uncompetitive. } 

From Ch. 5, p. 227 

Among the many dozens o f examples are these : 

Recording Depreciation (Example 4 -5 , pp. 170-171 ) 
Determining Ending Inventory and Cost of Goods Sold Using Specific Identification 
(Example 5 -10, pp . 238- 239 ) 
Preparing Comparative Statements of Cash Flow-H ori zontal Analysis (Example 
13-3, p. 682 ) 

Homework Shows Cross-References to Key Examples beside the 
Exercises and Brief Exercises to help you review the related example mate ri al before 
completing the homework items. 

L03 Exercise 5-6 Purchase Discounts 
EXAMPLE 5-1, 5·4, 5-6 Idcntif)• and analyze ead1 of the fo llowing transactions of l\uckeye Corporation. (All purchases 

on credit arc made with terms of I/ IO , n/ 30, and Buckeye uses the periodic system of 
inventory .) 

Julv 3: Purchased merchandise o n credit from Wildcat Corp. for $3 ,500. 

July 6: Purchased merchandise o n cred it from Cyclone Company for $7,000. 

July 12: Paid amount owed to Wildcat Co rp. 

August 5: Paid amount owed to Cyclone Com pany. 

From Ch. 5, p. 270 

NEW and UPDATED: Working-backward exercises have been added 
to end-of-chapter ho mework. Working-backward exercises generally give you a 
"result"-accoun t balances, balance sheet or income statement presentations/ amo un ts , 
or ratios . With this information, you are then asked to work backward to arrive at an an ­
swer to the exercise. This type of problem solving is a test of your ability to think 
critically about key accounting concepts. 



Preface 

Transaction Style How you view or "read" business transactions affects how you 
think about them. Each transaction in the text and the solutions manual is notated using 
a two-part element that focuses on the relationships between accounts, their increases 
and decreases, and the resulting articu lation of the financial statements. This style makes 
it easier for you to think about the transaction, along with its effect on accounts and the 
financial statements, in one efficient process . 

CD "Identify and Analyze" This element shows how each transaction affects the 
income statement and the balance sheet, with key additional in fo rmatio n in an 
active-learning format. Students learn to Identify and Analyze: 
• The type of business activity-operating, investing, or financing. 
• The accounts affected by the transaction. 
• The financial statement(s) affected by the transaction- balance sheet, income 

statement, or both. 
@ Transaction-Effects Equation T his element shows how each transaction 

affects the accounting equation, the balance sheet, the income statement, and stock­
holders' equity. 

ACTIVITY: Operating 

ACCOUNTS: Depreciation Expense Increase 

Accumulated Depreciation Increase 
STATEMENTISJ: Balance Sheet and Income Statement 

Balance Sheet Income Statement 

STOCKHOLDERS' 4-1-------------- NET 
ASSETS LIABILITIES + EQUITY REVENUES EXPENSES INCOME 

Accumulated Depreciation 
Deprec1at1on • (2. 160) 12. 160) Expense 2, 160 12. 160) 

" The Accumulated Deprec1a11on account has mcreased It is shown as a decrease 1n the equation above because 11 is a contra accoun1 and causes total assets to 
decrease 

From Ch. 8, p. 388 

In the transaction-effects equation fonnat, we have a separate colwrn1 for expenses 
and an arrow that leads from net income to stockholders' equity. When an expense 
increases, we show it as an increase in the Expense column . We also show the effect 
on net income and then show the efrect on stockholders' equity via the arrow. 

We bel ieve that this form of notation has clear benefits for both students and instructors: 

• It provides the clearest view of how transactions affect the balance sheet. 
• Its separation of balance sheet and income statement sides differentiates these 

two eq uations and clearly shows how the income statement elements are affected. 
• Its arrow format communicates the relationship benveen net income and stock­

holders ' equity. 
• This format explains the difficult concept of contra accounts . For example, if the 

account Accumulated Depreciation increased, we show it in the model as a decrease 
along with a note that says: "The Accumulated Depreciation account has increased. 
It is shown as a decrease because it is a contra account and causes total assets to 
decrease." 

Examples Teach Key Concepts and Skills Students tell us that they refer 
to examples in the text with the goal of solving the homework. Thus, Exercises and Brief 
Exercises at the back of every chapter refer to the many numbered, step-by-step examples 
in each chapter. Numbered examples of key procedures, activities, or processes will help 
you focus on learning the important skills you will need for completi ng the homework. 

xix 

This is good and would 
promote students' 
understanding of these 
concepts. Many of my 
students find the visuals 
more useful than reading 
more text. 

Patsy Lee 

University of North Texas 
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STUDY TIP 

Ask your instructor about online 
homework options for your 
course. 

Preface 

Ethical Decision Model. C hapter l broadens the scope of business decision 
making to facilitate those involving the ethical dilemmas of o ur day. You wi ll learn how 
to recognize ethical dilemmas in business, analyze key clements, determine alternatives, 
and select the best alternative. 

EXHIBIT 1 ·9 Ethics and Accounting: A Dec1s1on-Makmg Model 

lden11lica11on 

1. Recogntze an 
etNcal dilemma. 

j 
Analysis 

2. Analyze the key 
elements In the situation. 

3. List attematlves and 
evaluate the Impact of 
each on !hose affected. 

Resolution 

4. Select the 
best allematlvo. 

nmes when an ethical dilemma is likely to occur 
aro .,..hon a company Is constdor1ng a doclsion 
about accounting methods or disciosures and 
when one of the following takes place: 
• There are conmcting accounting rules. 

There are no GMP to f°'low 
Fraud or other questionable actk>ns have 
occurred 

Examples of. 
• Those who may benefit or be hallTlCd­

managemont, sharehokSers. potential 
lnvestort. the alld1lor, credi1ors, employees. 
Bonef1ts-hlgher pay. promotion, lllCfeased 
status In the COf'TVT1UOilV 
Ha~ of }ob, bankruptcy, customer's 

.- failure to pay debt 
Rights/clalms-paymenls lo creditors, 
obligallons to cut>tomors. 
Conflicting ln1erest&-6 member of the board 
of directors who Is also a company employee, 
a manager whose bonus Is based on sales. 
Reaponslbdlllee--i)rovtd1ng the most 
aocurate lnfonnatt0n, reporting fraud. 

Among the alternatives, which provides 
• Tho mosl usoful and timety information to 

decision makers? 
The most faithful representation to decision 
makers? 
lnformatiOn that mos1 accurately represents 
whal ft cl.alma to report? 
lnlonnallon that is free from bla.s loward any 
certain resutt? 

What Is the likoly Impact of each attemative on 
!hose affocted? 

Among the altematfvos, which provtdos decision 
makers with Information that Is the mosl relevant, 
mosl complete, most neutral. and most free 
from error? 

From Ch. 1, p. 28 

Alternative Terms. In the study of accounti ng, as in the world of business, terms 
and terminology arc very important. We present Alternate Terms at the end of each chap­
ter that ill ustrate variations in finan cial accounting terminology that you may encounter. 

These l(ey Features Will Help You Learn 
Accounting 
Using Financial Accounting Information provides step-by-step learning models that 
will help you learn more, faster, and get better grades. It is a complete learning experi ­
ence with invaluable, informative chapter introductions, using actual companies; Look­
ing Ahead features that preview the global future of business and accounting; Spotli ght 
interviews with business leaders; and the latest news o n chapter compan ies' financ ial and 

~ market sta tus. In add ition to the various decision and cthical modt:ls ava ilable fo r you to 

g> carry with you into your business future , the text contains a thorough learning system to 

j help you learn , connect, and understand accounting concepts and ski lls, such as num­
J bered Examples tied to end-of-chapter homework that encourage step-by-step lea rn ing; 
C(l POD Reviews at the end of every section that provide instant feedback to help you mas-

ter key concepts, and onlinc tools like CcngagcNOW and Aplia™ that contain gradable, 
algorithmic homework activities and a wealth of study resources to provide the review 
and interaction you need to solidi fy learning. 

Also key to your understanding of accounting is an intuitive system for notating trans­
actions, so you ' II understand immediate ly and clearly how each t ransaction atTccts the fi ­
nancial statements. Best of all, you can learn financial accounting using an integrated 
system of learning outcomes, section overviews, examples, review problems, and othe r 
learning aids to help you get on top of your reading, lectures, ho mework, and exams. 



Preface 

Real-World Decision Models 
In addition to providing a wealth of real -world financial data, Porter / Norton strives to 
help you understand how to use such information fo r sound business decision making 
through a variety of models. 

Financial Decision Framework. This six-step process illustrates how to apply 
financial information in business and investment decisions. T he model will help you learn 
not only what accounting is, who makes the rules, and who uses fi nancial information, 
but also how that information forms the basis for decision making. 

FINANCIAL DECISION FRAMEWORK 

U~ the IOllowing decision pro.:css to hdp you m.\ki: an inn::.tmcnt dcci)ion about 
Kdlogl:(' or .my otlwr puhlK ,·ompany. 

1. Formulate the Question 
For .thout lhl' ~amc amount I p;1y in a yc;1r l(,r the wmpany's products (SIOO), I could 
buy 1w1' sh.1rcs ofKdlogg's Sh'.x·k .u $50 pa sh.1rc. 

• Should I imcs1 SJOO in Kellogg's? 

2. Gather Info rm ation from the Financial Statements and Other Sources 
The 1n!Om1ation needed will cornc from ,1 \ 0.1 rk 1y of soul\:cs: 

My pcNm.11 tinancc::. at the present timl· 
Altrn1.Ui\c me::. for the S 100 
The outlook !Or the industry 
l'uhlid~· :l\'ailablc iniimn;uion abo111 Kellogg's. induding i1~ tin.rn..:ial ~t.11cmcnb 

3. Analyze th e Financials 
The mfonnat iCMl m the ti1uncial s1a1cments can ht• used 10 perform: 

R.11io analysis (looking al rcl:uionshi1>S among tin;in,·ial sra1cmcm i1cms ) 
• l lori7ontal analysis (looking .u 1rcnds over time ) 

From Ch. 1, p. 13 

Ratio Decision Model. Each time a new financial ratio is introd uced, the Ratio 
Decision Model walks you through it step by step-from developing and using a fi nan­
cial ratio to financial statement excerpts that highlight ratio terms-helping you analyze 
and apply ratios most effectively. 

USING THE RATIO DECISION MODEL 

Analyzing the Gross Profit Ratio 

UM.· the following R..1110 Dl·.:i~ion Mo1.kl to l'\'.lluate the gr<>!'is profit ratio for Gap In.: . 
or am othn publi.: l·ompam. 

1. Formula te the Question 
Tlw gross prolit ra tio tdls us how many n·ms on C\CI')' dollar are ,1,ailabk 10 .:O\er 
npl·nscs otha th.111 l ' O'I of goods ~old and to l'arn a prolil 

How much of the sales revenue is used for the cost of the products? Thus , 
how much is left to cover other expenses a nd to earn net income? 

2. Gather the Information from the Fi nancia l Statements 
Ho1h gr0» profit and net s.1.ks are n·poncd o n Gap l1K.'s im:omc statl·ml·nt t~1r ir' 2010 
ti!>l:alw.1r· 

• N1.·1 ~ak' Frnm the mcoml· ~t.lh'lllt'lll tor !lw ~TJt 
• (;ro-...' profit. From 1lw 111..:onw suu·mem tor th~· year 

3. Calculate the Rat io 

Gross Profit Ratio s G~~" ;.;::1 

Goplnc 
Partial Cons.ohdat•d S!nt•menU of lncom• (in m111ionsl 

Rte.I YN r 

2009 2008 

Net saie, $14,526 

Cos1of\)00dssolcland 
OCCl4lilllCV81\PE!nSM ~079 

GrossP1oht 5,724 5.447 

4. Compa re the Ratio with Others 
ManJgl·mcnt .md othl·r u""Crs comparl' 1hc gTO'>S profit r.1110 wnh 1hat of pnor years to 
\\.'C 1f n h;1.s Uh:fl'a'\Cd, .k.:rl·;ascd, or n.:maincd rda1i'd)' ~lead ~-. It •~also nnponant to 
,·ornpar.: thl· rauo \\Ith thus.: of othl·r companks in the saml· indu~1 ry . 

Geptnc. 

v .. r Ended YH r Ended 
J 1nu1ry29.2011 

402% 403% 

Ameriun Eagle Outfitters, Inc. 

Y" rEncled 
J1nuary 29,20tl 

395'!1:. 

v .. , Ended 
J1nuery 30. 2010 

399% 

From Ch. 5, p. 234 

xvii 

{Accounting} is important 
for decision making 
regardless of your 
position within the 
organization. 

Dolores Rinke 

Purdue University Calumet 
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Although the future is not 
clear at the moment, it 
seems likely that our 
students will need to 
adapt to a different sort 
of accounting standard in 
the future and they may 
need to be fluent in both 
U.S. GAAP (traditional) 
and IFRS. 

Wil liam D. Stou t 

University of Louisville 

This is an excellent 
appendix . ... I would 
point this out to all 
students, and I would 
encourage our 
accounting majors to 
keep this text and use 
this appendix as a 
reference for their 
subsequent studies. 

Patsy Lee 

University of North Texas 

Preface 

UPDATED: Changes in Global Financial Standards. Your future ca­
reer will include changes to accounting standards that are already taking place due 
to the globalization of business. In addition to the NEW Looking AJ1ead sections that 
preview upcoming regulatory, industry, and economic issues, IFRS sections on selected 
topics focus on global changes to specific fi nancial accounting standards. International 
Financial Reporti ng Standards (IFRS) coverage in selected sections of the text, called 
out by an icon " , provide a brief background for the upcoming changes in financ ial 
standards, which we cover more fully in Appendix A at the end of the text. 

IFRS 

a IFRS and Property, Plant, and Equipment i Generally, the Financial Accounting Standards Board's (FASB ) standards concern ing 
i property, plant, and equipment arc similar to the internatioml accounting standards, and 
m conversion to those standards should not impose great difficulties for U.S. compan ies. 
] There arc important differences, however. First, when depreciation is calculated, the 

internatio nal standa rds require that estimates of residual va lue and the life of the asset be 
reviewed at least an nually and revised if necessary . If the estimate is revised , it shoul d be 
treated as a change in estimate as we have described in th is chapter. The FAS B standa rds 
do not haYe a specific rule that requires residual va lue and asset li fe to be reviewed annu­
ally, so this is an instance where the internatio nal standards arc more explicit tha n U.S. 
standards. The international standards also indicate that companies should determine the 
components of an asset and depreciate each component scpa ratelv. For example, if a 
company buys a building, some parts of the building may be depreciated using one esti­
mate of useful li fe and other parts may use a diflcrcnt estimate of useful life. 

Another difference involves the valuation of property, plant, and equipment. The 
FASB genera lly requires operating assets to be recorded at acquisition cost, less deprecia­
tion, and the assets' values arc not changed to reflect their fair market values, or se lli ng 
prices. International accounting standards allow bur do not require companies to revalue 
their property, plant, and equipment to reflect fair market values. This gives firms addi ­
tional flexibiliry in portraying their assets, but ma~' also cause difficu lties in comparing 
one company with ano ther. 

From Ch. 8, p. 394 

Decision Case 5-11 Write-Down of Obsolete Inventory L09 
As a newly hired staff accountant, you arc assigned the responsibility of physically counting inven­
tory at the end of the year. The inventory count proceeds in a timdy fashion. The inventory is 
outdated, however. You suggest that the inventory cannot be sold for the cost at which it is car­
ried and that the inventory should be written down to a much lower level. The controller replies 
that experience has taught her how the market changes and she knows that the units in the ware ­
house will be more marketable again . The company plans to keep the goods unti l they arc back 
in style. 

Required 

1. What cffCct will writing off the inventory have on the current year's income? 
2. What effect docs not writing off the inventory have on the year-end babnce sheet? 
3. What factors should you consider in deciding whether to persist in your argument that the 

inventory should be written down? & 
4. If you fail to write down the inventory, do outside readers of the statements have information I 

that is a faithful representation? Explain you r answer. ~ 
5. Assume that the company prepares its financial statements in accordance with I FRS. ls it nee- j 

cssary that the inventory be written down~ 

From Ch. 5, p. 291 

UPDATED: IFRS Appendix A, "International Financial Reporting 
Standards" is a succinct overview of such topics as the reasons for a single set of 
standards, key differences between GAAP and IFRS, and the pace of change in the regu­
latory movement. 

NEW: Daimler's balance sheet in Appendix A shows how fin ancial statements 
for companies headquartered outside the United States sometimes differ in both the ter­
mi11ology used and the organization of the statements. 



EXHIBIT 1-8 Kellogg's Income Statement 

Consolidated Statement of Income 

!milhons. except per share data I 

Net sales 
Cost of goods sol 
Selling, general and administrative expense 

Operating profit 

Interest expense 
Other income (expense), net 

Income before income taxes 
Income taxes 

Net income 

Net loss attributable to noncontrolling interests 
Net income attributable o · e logg Company 

Costs of products sold 
were abou1$71 b1lhon 

Per share amounts: 
Basic 
Diluted 

Dividends per share 

Netmcomelortheyear 
was over SI 2 billion 

Reier to Notes to Consolidated Financial Statements. 

2010 

1,742 
502 

s 1,240 

17) 
s t.2 7 

s 3.32 
$ 3.30 
s 1.560 

Preface 

2009 2008 

$12,575 12,822 
/,184 7,455 
3,390 3,414 

$ 2,001 s 1,953 

295 308 
122) 114) 

1 .6~ 1,631 
476 485 

s 1,208 s 1,146 

14) 12) 
s t,2t2 s r,148 

s 3.17 $ 3.01 
s 3.16 $ 2.99 
s 1.430 s 1.300 

From Ch. 1, p. 21 

EXHIBIT 2· 1 Comparative Balance Sheets for General Mills, Inc. 

Consolidated Balance Sheets 
General Mills, Inc. and Subsidiaries 

(In Millions, Except Par Value) 

Asseu 

CuHentassets 

Cash and cash equrvalents 

Recevab1es 

lnventones 

Deferred mcome laKes 

May 30, 
2010 

$ 6732 

1,0416 

1,344 0 

42 7 

May 3l, 
2009 

$ 749.8 

9534 
1,3468 

156 

Excerpt From Ch. 2, p. 77 

UPDATED: Real-World Financial Information. T he text's balance sheet 
organization uses well -kno\\'n companies such as Carnival Corporation & PLC, Nord­
strom, Gap Inc., Scars Holdings, Apple Inc., Nike, Starbucks, The Coca-Cola Company, 
Southwest Airlines, Best Buy, and GameStop Corp. to help you apply accounting to the 
real world. Every chapter features a single company, complete with financial data and 
business strategy, along with assignments that ask you to dig deeper into the company's 
financials using the chapter concepts, ratio tools, and your growing analytica l skills. 

NEW and UPDATED: Hot Topics boxes in all chapters dive deeper into the 
latest issues and challenges of the chapter-opening company as of publication. T his one 
is from Chapter 5. 

HOT TOPICS 
\ .r ',,' ll ! ' ' • ,, • 

W11h the downlurn 111 the 
economy, where does a 
U.S. retailer turn to boost 11s 
sales> In late 2010, Gap Inc 
opened its f1rs1 Gap and Ba· 
nana Republic stores in Italy, 
as well as four stores in 
China, the most populous 

country in the world The popular retailer's theme for the open-

I mg of rwo stores 1n Shanghai and another two 1n B0111ng was 
t "Let's Gap Together" Each store offers the full ltne of Gap col· 
.! lect1ons, including Gap~ . GapK1ds<"1, babyGap• , and GapBody"'. 

I At the same tune, the San Francisco-based retailer launched an 
on!ine retail store 1n China, www.gap.cn 

It will be years before Gap can fully assess its decisions to 
expand into Italy and China. However, the early results are 
encouraging. In April 2011 , the company announced that since 
their openings, the new stores m 1hese two countries have been 
among the company's top 10% perfOJming stores in 1he world 
In tact. the retailer planned to open ten new stores 1n China and 
Italy in the year ahead Stockholders. analysts. and competitors 
m the retail sector will be watching dosely over the next few 
years to see 1f Gap's strategy to look outside the Umted States 
for growth opportumttes will pay off. 

Source: Gap Inc. news releases: November 11, 2010, Novom­
ber 19, 2010. and April 19. 201 1 

From Ch. 5, p. 225 

xv 

I think the Porter/Norton 
text does an excellent job 
of integrating the real­
world which is one of the 
stated objectives. 

Patsy Lee 

University of North Texas 
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... [A}ccounting is the 
language of business and 
if students are going to 
be successful not only in 
business but also life, 
they need to understand 
the language/concepts of 
accounting. 

Gary Olsen 

Carroll University 

Great! [Looking Ahead} 
prepares the students 
and helps them to start 
thinking about those 
changes. 

Dolores Rinke 

Purdue Univers ity Calumet 

Preface 

NEW: Spotlight interviews with business leaders in 9 of the 13 chap­
ters show how actual managers, executives, accoun ting professionals, and analysts use 
accounti ng to get ahead in their careers. Spotlights profil e real business professionals 
and their techniques, skills, business insights , and decisions to show how vita l accounting 
is to their success- and will be fo r yours. 

Paul C. St umb. Jr. is an Assistant Vice President at SunTrust Bank m Nashville, TN. Accord-­
mg to Peul. the most important s1a1ements to review as a commercial lender ere a company's 
balance sheet and income statement Not only do these grve an aocurate p;cture of the cur· 
rent condition of a company (that is. year-tcxlate performance). bot they provide the bank INith 
an idea of how well the company is positioned to fere in fun1re conditions. "If someone is 
seeking financing, 'N8 like to reVJew at least three years of financial statement history. For 
existing clionts. we gooeralty receive monthly or quarterlv financials to stay on top of what is 
gomgon 1n the1f company." 

According to Paul, underwriting and croclrt analysis 1s en an. rot a science. There are 
many tactocs that go into mak.mg an infocmed credit decision. For example, it 1s ei.tremety im­
portant to have a complete understanding of a firm's operating cycie in ordtH' to make an 
informed lending decislOO. Financial analysis and accounting measures make up a large por­
tion of what he does on a day-to-day basis 

For a bank to be comfonable lending money to a business or individual, n has to be com­
fortable with the quality and figures in !he fmanc1al statements. You can't be successful in 

lending if you can't read the finaooal statements 

'' I have yet to meet a successful banker (in any 
field) that lacks a solid foundation in accounting. 

Accounting (especially financial accounting) is the 
root of lending. 

From Ch. 2, p. 59 

Addi tionally, NEW Spotlight interview videos to accompany the text are featured 
in CengageNOW's onJine study tools for Porter/ Norton and also on the student com­
panion web site. 

NEW: Looking Ahead features help prepare you for accounting 
changes to come. Whether changes are on the hori zon fo r International Financial 
Reporting Standards, for new and challenging financial statement formats, or due to the 
global economic crisis, you need to be aware of how the future of business is affected . 
Looking Ahead features in specific chapters are a preview of trends and upcoming issues 
that will affect your career- and your li fe in business and accoun ting. 

t 
I 

LOOKING Whc.: rhcr LIFO survives in rhc.: U.S. is no r o nly a marrc.: r of convergence wirh in rcr-
AHEAD narional srandards. Because rhe merhod allows companies wirh rising invenro ry 

cosrs ro rcpo rr lower income.: , rhc Whirc H o use.: and irs suppo rrc.: rs in Congress sec.: 
rhc.: repea l o f LIFO as o ne avenue.: for raisi ng tax revenues and thus curring into the 
ever-increasing fed eral deficit. Natu rall y, companies currently using the merhod arc 
adamantly opposed ro irs climinarion and arc lobbying for its continuation . In addi -
t ion ro the budgetary implications, those in Congress who would li ke ro sec.: LIFO 

climinarcd point to its prohi bition under I FRS . T his issue is a prime.: example o f how 
accounting cho ices affect much mo re.: rhan a company's bo rrom line and can somcrimes 
bear rhc cc.:ntcr of national po licy debates. Sray runed . 

From Ch. 5, p. 246 

UPDATED: Financial Statements and Notes from Kellogg's 
and General Mills bring the role of accounting and decision making in business 
in to foc us fo r you. Additional report excerpts fro m competing companies show relevant 
comparisons that encourage critical th inking and aid your financial decision making. 



Preface 

Your Window into the World of Accounting 
Porter/Norton Se is your open window to success in business. 
T hat's the goal of this revision, and our features have been crafted to help you learn 
accounting to get ahead in whatever fie ld you choose fo r your career. Instead of an 
abstract approach to accountin g, you wi ll journey th rough real-world companies and 
their specific fi nancial data and business strategies, view the real -life experiences of com­
panies through their fi nancial data, and learn how to make the same types of fin ancial 
and business decisions you will face after college . 

NEW: Chapter introductions focus on accounting's relevance­
to You. "Why is accounting important to me?" "Why should I care about this chapter, 
this topic?" You ask these and simi lar questions every time you start a new section or begin 
to read a new chapter for class! So our chapter openers foc us more on the importance of 
accounting and the value of the topics covered in the chapter to your study of accounting. 

f Kyouvvere1""9Stirig i,.......---'-~-~--~--------....._ ___ _._ _____ _, 
J poNnt IO 'f'()U-1 br1 

f
• "-'"'"""''"' • How cou ld you decide in which company to invest? 

COMUmet proO,,cl pany 

l the most recognizable names In the world. Who ainnot Iden- Whll doel 1 statement of cash flows revNI ~ 1 

1ity with Cheoriot~ end Whealies .. in aen..i Mills•• Big G 

dMtion7 Or is there l"'f<IM: wt'IO fl not f11n1Hllr with the 

Mme Betty Cndltf~l Flnally, Yoplmit" It 1 ie.ter among 

u s. rogort lwandl 

But hiving gre.t fln1nci111 is essent11I 10 1tt~!ng 

in'l'MtOrs and 1n1n90lng 1 bus1neu tor growth. Gener11 

""'' 
Al You contJnue your study of Kt.OUnting, you should look 

fOf 1nsw1u1 lo 1nete questions u well " 10 1 number of 

other•: 

Mills Ind K.UOO.'a. which W•jU!''"!!!i" """''-"'-'"""'"-'"- • _ __ , _ ... _ ... _ ._ ... _ 0_1 _'"'-~-"'-"-"'-""_ ... _ . ____ .... ___ _._ _______ .., 

compete in many ol the N 

rwport9d tlmi11r flntncill rnul • 

thllFin1nei1tHighllght9fOf'G.n 

What makes a set of financial statements understand-

.... ,,,., .,.,. .,, .,,._.. able to you? (See p. 58.) 
:::7ed"::::;: :::·,.-::,=,~-::,,.-::. ,.ion:--:,,,_:---'." .. ~= .• -.. --..M1"10mu.o.;;=;;;;;o;<1!00l!:IV1'1!:M<"'8:T----.--------~ 
hlet 1xtend 10 th1 bottom Une n welt Gen1r.1I Milll 

res>01ted net rncol'TMI ol $1 & bllhon, whil• Kellogg'• net 

Income WH S1.2 billion. 

The stNdy climb In urnlngs for both ~nkts in 

rK9f'lt ye.,,'' oommend.ible, npeci111y in the l1c:e of a ch•I· 
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Without understanding a company's financial statements, 

selecting a brand name to invest in can be a recipe fo r losing 

money. 

General questions like this 
will get you thinking. 

Key overview questions 
like this set you up to find 
relevant answers in the 
chapter. 

This is why it's a good 
idea to learn accounting! 

X III 



~ Why is learning financial accounting important? Why should 
.§ 

~ you care about learning to read the financial statements of 

"' ii 
§ a company? 

~ 
"' 

To be frank, it's because successful companies generate 

"' i jobs, and struggling companies shed jobs - and jobs affect 
;§ 

the economy, which affects your future-how you live, learn, 

and work. 

Also, the more you know about how successful compa­

nies work, the better are your chances of doing well in your 

chosen field . Whatever you plan to do, your knowledge of 

business and accounting helps you compete whether you 

invest, work for a company, or go into business for yourself. 

Pick your favorite company. Maybe it is Abercrombie & 

Fitch because you buy clothes there. Or maybe it is Google 

because you use its search engine nearly every day. Or is 

it Coca-Cola because you like its commercials? Consider 

Kellogg Company. The Battle Creek, Michigan-based 

cereal company got its start over 100 years ago when two 

brothers by sheer chance discovered toasted flakes. 

From a modest start, Kellogg Company has grown to the 

point that it employs nearly 31 ,000 people around the globe, 

manufactures its products in 18 countries, and markets 

those products in more than 180 countries. The company's 

brand names are among the most recognizable in the world, 

including such heavyweights as Kellogg's"", Keebler'"', Rice 

Krispies'l<), and Special K"". 

Kellogg Company has faced numerous critical decisions 

over the years. One of its most far-reaching decisions was 

made in 2001 when it acquired Keebler Food Company, a 

leading producer of cookies and crackers, for over $4 billion . 

How does management of a company, its stockholders, 

and others interested in the financial well -being of a com­

pany know if the company is making good business deci­

sions? Was Keebler "worth" the $4 billion that Kellogg 

Company paid for it? The numbers produced by an account­

ing system go a long way in assessing a company's financial 

performance. Consider the Financial Highlights shown on 

the next page as they appeared in Kellogg Company's 2010 

annual report. 

• The first chart shows that sales have exceeded $10 bil ­

lion for the last six years, reaching a high of $12.8 billion 

in 2008. 

• The second chart shows that earnings per share 

increased in 2010 for the ninth consecutive year, not 

coincidentally dating back to when Kellogg acquired 

Keebler. 

Companies use this financial information in making deci­

sions. When a stockbroker decides whether to recommend 

to a client the purchase of stock in a company, the broker 

needs information about the company's profits and its pay­

ment of dividends. When deciding whether to loan money 

to a company, a banker must consider the company's cur-

rent debts. 

Why do you need to study this chapter? Learning how 

accountants and other businesspeople assess a company's 
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performance can work for you too as you prepare for your 

own competitive future: 

• What is net income? How is it measured? (Seep. 16.) 

• How do revenue and net income relate to a company's 

• What is business? (See pp. 4-5.) 
assets? (See pp. 15- 16.) 

• What forms of organization carry on business activities? 
• Where do the various items appear on a company's 

financial statements? (See pp. 15- 18.) 
(See pp. 6-7.) 

• In what types of business activities do those organiza- Learning the answers to these questions - learning how 

accountants think and communicate-is just plain smart for 

everyone in today's job market. 

tions engage? (See pp. 8- 10.) 

• What is revenue? How is it measured? (Seep. 9.) 

Net Sales 

5-YEAR CAGR(a) 

4% 

MILLIONS$ 

12,822 
11 776 12,575 $12,397 

10,907 • 
10,177 

05 06 07 08 09 10 

Our high quality, delicious foods, loved by 
consumers around the world generated net 
sales of more than $12 billion in 2010. 

Earnings 
Per Share 

5-YEAR CAGR(a) 

7% 

2.76 

05 06 07 

$, DILUTED 

3.16 $3.30 
2.99 

08 09 10 

2010 EPS increased 4% over 2009, the 9th 
consecutive year of growth. 

Source: Kellogg Company's web site and its 2010 annual report. 

What Is Business? 

L01 Explain w hat business is 
about. 

OVERVIEW: Businesses exist to provide members of society with goods and serv­
ices. Product companies include manufacturers/producers, wholesalers, and retailers. 
Service providers are becoming increasingly important in today's economy. 

Business 
All of the act ivities necessary to 
provide the members of an 
economic system with goods and 
services. 

Just as Kellogg's got its start over 100 years ago in Battle Creek, Michigan , yo ur study 
of accounting has to start somewhere. Al l disciplines have a fo undation on which t11ey 
rest. For accounting, that foundation is business. 

Broadly defined , business consists of all activities necessary to provide the members 
of an economic system witl1 goods and services. Certain business activities focus on provid ­
ing goods or products such as ice cream, automobiles, and computers . Some oft11ese com­
panies, such as Kellogg's , produce or manufacture the products. Otl1er companies are 
involved in the distribution of tlie goods, either as wholesalers (who sell to retail outlets) 
or retailers (who sell to consumers). Other business activities, by tlieir natw-e, are service­
oriented . Corporate giants such as Citigroup, Walt Disney, Time Warner, and United 
Airlines remind us of tlie prominence of service activities in the world today. A broad 
range of service providers such as healtl1 -care organizations and Internet companies pro­
vide evidence oftl1e growing importance of the service sector in tlie U.S. economy. 



What Is Business? 

Example 1-1 Identifying Types of Businesses 

To appreciate the kinds of business enterprises in our economy, consider the various types of 
companies that have a stake in the delivery of a box of cereal to the grocery store . First. Kel­
logg's must contract with various suppliers of the raw materials, such as grains, that are 
needed to produce cereal. Assume that Kellogg's buys grains from Wholesome Wheat. As a 
manufacturer or producer, Kellogg 's takes the grain and other various raw materials and trans­
forms them into a finished product. At this stage, a distributor or wholesaler gets involved. 
Assume that Kellogg 's sells cereal to Duffy 's Distributors. Duffy's Distributors, in turn, sells 
the products to many different retailers, such as Albertsons and Safeway. Although less 
obvious. any number of service companies are also involved in the process. Assume that 
ABC Transport hauls the grains to Kellogg 's for production and others move the cereal along 
to Duffy's Distributors. Still others get the cereal to supermarkets and other retail outlets. 
Exhibit 1-1 summarizes the process. 

EXHIBIT 1-1 Types of Businesses 

Product 
Companies 

Service 
Companies 

Supplier: 
Wholesome 

Wheat 

r-----

I 
I 
I 
I 
I ..... ..... 

..... ..... / 
/ 

/ 
/ 

/ 

/ 
/ 

/ 
/ 

/ 
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Retailers: 
Albertsons 

1---------------------------------------------------------------------------------------------------­
Q ----------------------------------------------------------------------

L01 Explain what business is about. 

• Business consists of all activities necessary to provide members of an economic system with goods and services. 
Suppliers, manufacturers. wholesalers. and retailers are examples of product companies. 

QUESTIONS Answers to these questions are on the last page of the chapter. 

1. A department store is an example of a 2. An airline is an example of a 

a. wholesaler. a. service provider. 
b. manufacturer. b. retailer. 
c. retailer. c. supplier. 
d. supplier. d. producer. 

iii 
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L02 Distinguish among the 
forms of organization. 

Business entity 
An organization operated to earn a 
profit. 

Sole proprietorship 
A form of organization with a single 
owner. 

Economic entity concept 
The assumption that a single. 
identifiable unit must be accounted 
for in all situations. 

Partnership 
A business owned by two or more 
individuals; the organization form 
often used by accounting firms and 
law firms . 

Chapter 1 Accounting as a Form of Communication 

Forms of Organization 

OVERVIEW: Business entities are organized as sole proprietorships, partnerships, 
or corporations. Nonbusiness entities include government entities such as local, state, 
and federal governments and private organizations such as hospitals and universities. 

There are many different types of organizations in our society . One convenient way to 
categorize the myriad types is to di tinguish between those that are organized to earn 
money and those that exist fo r some other purpose. Al though the lines can become 
blurred, business entities such as Kellogg's generally arc organized to earn a profi t, 
whereas nonbusiness entities generally exist to serve vario us segments of society. Both 
types are summari zed in Exhibit 1-2 . 

Business Entities 
Business entities are organized to earn a profit. Legally, a profit-ori ented company is 
one of three types: a sole proprietorship , a partnership , or a corporation . 

Sole Proprietorships T his fo rm of organization is characterized by a si ngle 
owner. Many small businesses are organjzed as sole proprietorships. T he business is 
often owned and operated by the same person. Because of the close re lationship between 
the owner and the business, the affairs of the two must be kept separate. T his is o ne 
example in accounting of the economic entity concept, which requires that a single, 
identifiable unit o f organization be accounted for in all situations. For example, assume 
that Bernie Berg owns a neighborhood grocery store. In paying monthly bills such as 
utilities and supplies, Bernie must separate his personal costs from the costs associated 
with the grocery business. In turn , financial statements prepared for the business must 
not intermingle Bernie's personal affairs with the company affairs . 

Unlike the distinction made for accounting purposes between an individual's per­
sonal and business affairs, the Internal Revenue Service (IRS ) docs not recognize the 
separate existence of a proprietorship fro m its owner. T hat is, a sole proprietorship is not 
a taxable enti ty; the business's profits are taxed on the ind ividual's return. 

Partnerships A partnership is a business owned by two or more individ uals. Many 
small businesses begin as partnerships. When two or more partners start out, they need 
some sort of agreement as to how much each will contribute to the business and how 
they will divide any profi ts. In many small partnerships, the agreement is often just an 

EXHIBIT 1-2 Forms of Organization 

Business Entities 

Sole 
Proprietorships 

Partnerships Corporations 

Federal 
Government 

and Its 
Agencies 

Nonbusiness Entities 

Government 
Entities 

State and 
Local 

Governments 
and Their 
Agencies 

Private 
Organizations 

Hospitals, 
Universities, 

Cooperatives, 
and 

Philanthropic 
Organizations 

@----------------------------------------------------------------------------------------------------



Forms of Organization 

oral understanding between the partners. In large businesses, the partnership agreement 
is formali zed in a wri tten document. 

Although a partnership may involve just tvvo owners, some have thousands of part ­
ners. Public accoun ting fi rms, law firms, and other types of service companies are often 
organized as partnerships. Like a sole proprietorship, a partnership is not a taxable entity. 
Individual partners pay taxes on their proportionate shares of the business's profits . 

Corporations Although sole proprietorships and partnerships dominate in sheer 
number, corporations control an ovc1w hclming majori ty of the private resources in this 
country. A corporation is an entity organized under the laws of a particular state. Each 
of the 50 states is empowered to regulate the creation and operation of businesses organ­
ized as corporations in it. Even though KeJlogg's is headquartered in Michigan, for legal 
reasons, it is incorporated under Delaware's laws. 

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

Advantages of Incorporation What are the advantages of running a business 
as a corporation? 

• 

• 

One 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. T his 
is what prompted Kel logg Company to eventually "go pu blic." To raise money, the 
company sold a specific type of security: stock. As stated earli er, a share of stock is 
simply a certificate that evidences ownership in a corporation. Corporations may also 
issue bonds. A bond is similar in that it is a certi fi cate or piece of paper; however, it 
is di fterent from a share of stock because it represents a promise by the company to 
repay a certain amount of money at a future date. In other words, if you were to 
buy a bond fro m a company, you would be lending it money. Interest on the bond 
is usually paid semiannuaJly. You wiJI learn more about stocks and bonds later. 
The ease of transfer of ownership in a corporation is another advantage of this 
form of o rganization. If you hold shares of stock in a corporation whose stock is 
actively traded and you decide that you want out, you simply call your broker and 
put in an order to sell . Another distinct advantage is the limi ted liabi li ty of the stock 
holder. GcneraJly speaki ng, a stockholder is liable only for the amoun t contribu ted 
to the business. T hat is, if a company goes out of business, the most the stockholder 
stands to lose is the amoun t invested . On the other hand, both proprietors and gen­
eral partners usuaJly can be held personaJly liable for the debts of the business. 

Nonbusiness Entities 
Most nonbusiness entities are organized fo r a purpose other than to earn a profi t . 
T hey exist to serve the needs of various segments of society. For example, a hospital pro­
vides health care to its patients. A municipal government is operated fo r the benefit of its 
citizens. A local school district meets the educational needs of the communi ty's youth. 

. None of these enti ties has an identi fiable owner. The lack of an identi fiable ovvner 
and of the profi t motive changes to some extent the type of accounting used by nonbusi ­
ness entities . T his type, caJlcd fimd accoimting, is discussed in advanced accounting 
courses. Regardless of the lack of a profit motive in nonbusiness enti ties, they still need 
the in formation provided by an accounting system. For example, a local government 
needs detai led 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. 

Organizations and Social Responsibility 
Although nonbusiness entities are organi zed speci ficaJly to serve members of society, 
U.S. business entities have become more sensitive to their broader social responsibili ties. 

7 

Corporation 
A form of entity organized under the 
laws of a particular state; ownership 
evidenced by shares of stock. 

Share of stock 
A certificate that acts as evidence of 
ownership in a corporation . 

Bond 
A certificate that represents a 
corporation 's promise to repay a 
certa in amount of money and 
interest in the future . 

Nonbusiness entity 
An organization operated for some 
purpose other than to earn a profit. 
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Because they touch the lives of so many members of society, most large corporations rec­
ognize the societal aspects of their overall mission and have established programs to meet 
their social responsibi lities. Some companies focus on local charities, while others donate 
to national or in ternationa l causes. The companies showca ed in the chapter openers of 
this book have programs in place to meet their corporate giving objectives. 

L02 Distinguish among the forms of organization. 

• Some entities are organized to earn a profit, while others are organized to serve various segments of society. 

• The three forms of business entities are sole proprietorships, partnerships, and corporations. 

QUESTIONS Answ ers t o these questions are on the last page of t he chapter. 

1. Kellogg's is organized as which of the following business 2. One of the advantages of the corporate form of organiza-
entities? ti on is 

a. sole proprietorship 
b. partnership 
c. corporation 
d. none of the above 

L03 Describe the various types 
of business activities. 

a. the ease of transfer of ownership. 
b. the limited liability of the stockholder. 
c. the ability to raise large amounts of capital in a rela­

t ively brief period of time. 
d. All of the above are advantages of the corporate form 

of organization. 

The Nature of Business Activity 

OVERVIEW: Businesses engage in three types of activities: financing, investing, 
and operating. Financing is necessary to start a business, and funds are obtained from 
both stockholders and creditors. These funds are invested in the various assets needed 
to run a business. Once funds are obtained and investments made in productive assets, 
a business begins operations, which may consist of providing goods or services or 
both. 

Because corporations dominate business act1v1ry in the United States, this book will 
foc us on this fo rm of organization. Corporatio ns engage in a multitude of different types 
of activities. It is possible to categorize al l of them into one of three types, however: 
financing, investing, or operating. 

Financing Activities 
All businesses must start with fmancing. Si mply put, money is needed to start a busi­
ness. W. K. Kellogg needed money in 1906 to start his new company. T he company 
fo und itself in need of additional financing later and thus eventually made the decision 
to sell stock to the publ ic. Most companies not only sell stock to raise money but also 
borrow from various sources to fina nce their operations. 

Accoun ting has unique terminology. In fact , accounting is often referred to as the 
language of business. The discussion of financing activities brings up two important 
accounting terms: liabilities and capital stocli. 

Example 1-2 Distinguishing Between Liabilities and Capital Stock 

Liability A liability is an obligation of a business; it can take many different forms. When a com­
pany borrows money at a bank, the liability is ca lled a note payable. When a company sel ls 
bonds, the obligation is termed bonds payable. Amounts ow ed to the government for taxes 
are called taxes payable. Assume that Kellogg's buys corn to produce Corn Flakes "' and the 
supplier gives Kellogg 's 30 days to pay the amount owed. During this 30-day period, Kellogg's 
has an obligation ca lled accounts payable. 

An obligation of a business. 

(Continued) 



The Nature of Business Activity 

Capital stock is the term used by accountants to indicate the dollar amount of 
stock sold to the public. Capital stock differs from liabilities in one very important respect. 
Those who buy stock in a corporation are not lending money to the business, as are those 
who buy bonds in the company or make a loan in some other form to the company. Someone 
who buys stock in a company is called a stockholder, and that person is providing a perma­
nent form of financing to the business. In other words, there is no due date when the stock­
holder must be repaid. Normally, the only way for a stockholder to get back his or her original 
investment from buying stock is to sell it to someone else. Someone who buys bonds in a 

~ company or in some other way makes a loan to it is called a creditor. A creditor does not 
~ provide a permanent form of financing to the business. That is, the creditor expects repay­
! ment of the amount loaned and, in many instances, payment of interest for the use of the 

J money. 

Investing Activities 
There is a natural progression in a business from financing activities to investing 
activities. T hat is, once funds are generated from creditors and stockholders, money is 
available to invest. 

An asset is a future economic benefit to a business. For example, cash is an asset 
to a company. To Kellogg's, its buildings and the equipment that it uses to make cereal 
arc assets . An asset represents the right to receive some sort of benefit in the future. 
The poin t is that not all assets are tangible in nature, as are buildings and equipment . 

Example 1-3 Identifying Assets 

~ Assume that Kellogg 's acquires from an inventor a patent that will allow the company the exclu­
~ sive right to produce a certain product. The right to the future economic benefits from the pat­
J ent is an asset. In summary, an asset is a valuable resource to the company that controls it. 

At this point, you should notice the inherent tie between assets and liabi li ties. H ow 
does a company satisfy its liabilities, that is, its obligations? Although there are some 
exceptions, most li abil ities arc settled by transferring assets. T he asset most often used to 
settle a liabili ty is cash. 

Operating Activities 
Once funds are obtained from financing activities and investments are made in 
productive assets, a business is ready to begin operations. Every business is organized 
with a purpose in mind . T he purpose of some businesses is to sell a product. Kellogg's 
was organized to prod uce and sell cereal. Other companies provide senJices. Service­
oricnted businesses are becoming an increasi ngly important sector of the U.S. economy. 
Some of the largest corporations in this country, such as banks and airlines, se ll services 
rather than products. 

Revenue is the inflow of assets resulting from the sale of products and services. 
When a company makes a cash sale, the asset it receives is cash. When a sale is made on 
credit, the asset received is an account receivable. Revenue represents the dollar amou nt 
of sales of products and services for a specific period of time. 

We have thus fa r identi fied one important operating activi ty: the sale of products 
and se rvices. However, costs must be incurred to operate a business. 

• Kellogg's must pay its employees salaries and wages. 
• Suppliers must be paid for purchases of inventory, and tl1e uti li ty company has to be 

paid for heat and electricity . 
• T he government must be paid the taxes owed it. 

T hose are examples of important operating activities of a business. Accountants use a 
specific name for the costs incurred in operating a business. An expense is the outflow 
of assets resulting from the sale of goods and services. 

Capital stock 
Indicates the owners' contributions 
to a corporation. 

Stockholder 

9 

One of the owners of a corporation . 

Alternate term: Shareholder. 

Creditor 
Someone to whom a company or 
person has a debt. 

Alternate term: Lender. 

Asset 
A future economic benefit. 

Revenue 
An inflow of assets resulting from 
the sale of goods and services. 

Expense 
An outflow of assets resulting from 
the sale of goods and services. 
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EXHIBIT 1-3 A Model of Business Activities 

Kellogg's 
sel ls products 

to its customers. 

Raising money to 
start the business 

Kellogg 's started 
with contributions from owners. 

Some profits are 
used to pay 

creditors 

1 

while other profits are reinvested in 
productive assets-such as more equipment. 

Assets are 
used to 

generate 
revenues. 

Money raised through 
financing is needed for 

investing. 

Investing 
Activities 

Kellogg's invested in 
assets such as equipment 

to start its business. 

------------------------------------------------------------------------------
Exhibit 1-3 summari zes the three types of activities conducted by a business. The 

discussion and the exhibit present a simplification of business activity, but actual busi­
nesses are in a constant state of motion with many different financing, investing, and 
operating activities going on at any one time. Still, the model portrayed in Exhibit 1-3 
should be helpful as you begin the study of accounting. To summarize, a company 
obtains money from various types of financing activities, uses the money raised to invest 
in productive assets, and then provides goods and services to its customers. 

L03 Describe the various types of business activities. 

• All business activities can be categorized as operating, investing, or financing activities. 

• Financing activities involve raising money from contributions made by the owners of a business as well as obtaining 
loans from outsiders. 

• Companies invest the amounts raised from financing activities in various types of assets, such as inventories, buildings, 
and equipment. 

• Once funds are obtained and investments are made in productive assets, a business can begin operations. Operating 
activities involve providing goods and services to customers. 

QUESTIONS Answers to these questions are on the last page of the chapter. 

1. Capital stock as a form of financing differs from borrow­
ing because 

a. stock has a due date. 
b. stock does not have a due date. 
c. borrowing is a permanent form of financing. 
d. There are no significant differences between the two 

forms of financing. 

2. Which of the following is not an asset? 

a. accounts payable 
b. cash 

c. accounts receivable 
d. building 

3. The inflow of assets resulting from the sale of products 
and services is called a(n) 

a. expense. 
b. asset. 
c. revenue. 
d. liability. 



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

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

OVERVIEW: Accounting is the process of identifying, measuring, and communi­
cating economic information to various users, including management of the company, 
stockholders, creditors, financial analysts, and government agencies. 

Accounting is not just a procedural record-keeping activity done by people who are 
"good at math. " In fact, accounting is "the process of identi~rin g, measuring, and 
communicating economic information to permit informed judgments and decisions by 
users of the information." 1 

Each of the three activities in this definition- identijjiing, measuring, and communi­
cating - requires the judgment of a trained professional. ote that the defin ition refers 
to the users of economic information and the decisions they make . Who are the users of 
accounting information? We rnrn now to this important question. 

Users of Accounting Information and Their Needs 
It is helpful to categorize users of accounting info rmation on the basis of their relation­
ship to the organization. Internal users, primarily the managers of a company, arc 
involved in the dai ly affairs of the business. All o ther groups arc external users. 

Internal Users The management of a company is in a position to obtain financial 
information in a way that best suits its needs. For example, if management of a Kellogg's 
production facili ty 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. Management 
accounting is the branch of accmmting concerned with providing internal users (man ­
agement) with information to facilitate planning and control. The abili ty 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 External users, those not directly involved in the operations of a 
business, need information that differs from that needed by internal users. In addition , 
the abili ty of external u er to obtain the information is more limited. Without day-to­
day contact with the business's affairs, 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 specific manner, and they have the authority of the law to ensure that they get the 
required information. Stockholders, bondholders, and other creditors must rely on fi ­
nancial statements for their information .2 Financial accounting is the branch of 
accounting concerned with communication with outsiders through financial statements. 

Stockholders and Potential Stockholders Both existing and potential stockholders 
need financial information about a business. If you currently own stock in Kellogg's, you 
need information that will aid in your decision either to continue to hold the stock or to 
sell it. If you are considering buying stock, you need financial information that will help 
in choosing among competing alternative investments. What has been the recent per­
formance of the company in the stock market? What were its profits for the most recent 
year? How do these profits compare with those of the prior year? Did the company pay 
any dividends? One source for much of this information is the company's financial 
statements. 

1 American Accounting Association, A Statement of Basic Accounting Theory (Evanston, Ill.: American Accounting Asso­
ciation, 1966), p. 1. 

2 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. 

L04 Define accounting and 
identify the primary users of 
accounting information and thei r 
needs. 

Accounting 
The process of identifying, 
measu ring, and communicating 
economic information to various 
users . 

Management accounting 
The branch of accounting 
concerned wi th providing 
management w ith information to 
facil itate planning and control. 

Financial accounting 
The branch of accounting 
concerned with the preparation of 
financial statements for outsider 
use. 

11 
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Bondholders, Bankers, and Other Creditors Before buying a bond in a company 
(remember, you are lending money to the company), you need assurance that the com­
pany wi ll be able to pay you the amount owed at maturity and the periodic interest pay­
ments. Financial statements can help you to decide whether to purchase a bond. 
Similarly, before lending money, a bank needs information that wi ll help it determine 
the company's abili ty to repay both the amount of the loan and interest. Therefore, a set 
of financial statements is a key ingredient in a loan proposal. 

Government Agencies umerous government agencies have information needs 
specified by law. For example, the IRS is empowered to collect a tax on income from 
both individuals and corporations. Every year, a company prepares a tax return to report 
to the IRS the amount of income it earned. Another government agency, the Securities 
and Exchange Commission (SEC), was created in the aftermath of the Great Depres­
sion. This regulatory agency sets the rules under which financ ial statements must be pre­
pared for corporations that se ll their stock to the public on organized stock exchanges. 
Similar to the IRS, the SEC prescribes the manner in which financial information is pre­
sented to it. Companies operating in specialized industries submit financ ial reports to 
other regulatory agencies such as the Interstate Commerce Commission (ICC) and the 
Federal Trade Commission (FTC). 

Increasingly, global companies must consider the reporting requirements in foreign 
countries where they operate. For example, a company might be listed on a stock 
exchange in the United States as well as in Tokyo or London. Additionally, companies 
often need to file tax returns in other coun tries. 

Other External Users Many other individuals and groups rely on financial info rma­
tion. A supplier of raw material needs to know the creditworthiness of a company before 
selling it a product on credit. To promote its industry, a trade association must gather fi ­
nancial information on the vario us companies in the industiy. Other important users arc 
stockbrokers and financial analysts. T hey use financial reports in advising their clients on 
investJnent decisions. All of these users rely to a large extent on accounting information 
provided by management. Exhibit 1-4 summarizes the various users of financial informa­
tion and the types of decisions they must make. 

Using Financial Accounting Information 
As stated earlier, financial accou nting involves communication with external users. One 
of the primary external users of accoun ting information is a stockholder. The box on 
pages 13- 14 contains a Financial Decision Framework that can be used to help make 
investment decisions with financial accounting information. Herc you'll consider 
whether to buy a company's stock. 

Let's say you have been eagerly awaiting an earnings announcement from Kellogg's. 
You have bought the company's products for a few years but never gave much thought 
to the financia l side of its business. 

EXHIBIT 1-4 Users of Accounting Information 

Categories of Users 

Internal 

External 

Examples of Users 

Management 

Stockholder 

Banker 

Employee 

Supplier 

Common Decision 

Should we build another plant? 

Should I buy shares of Kellogg's stock? 

Should I lend money to Kellogg's? 

Should I ask for a raise? 

Should I allow Kellogg 's to buy grain 
from me and pay me later? 

Relevant Question 

How much will it cost to build the new plant? 

How much did the company earn last year? 

What debts or liabilities does the company have? 

How much are the company's revenues, and how 
much is it paying out in salaries and wages? Is the 
compensation it is paying reasonable compared 
to its revenues? 

What is the current amount of the company's 
accounts payable? 

9 ----~-------------------------------------------------------------------~--------------------------



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

You log on to Kellogg's web site, and after clicking on the Investor Relations link, 
you begin to wonder . . . should I or shou ldn ' t I buy stock in t he compan y? Use the 
Financial Decision Framework below to help you make a decision. 

L04 Define accounting and identify the primary users of accounting information and their needs . 

• The primary users of financial statements depend on the economic information conveyed in those statements to make 
decisions. Primary users may be broadly classified as internal and external users. 

• Internal users are usually managers of a company. 

• External users include stockholders, investors, creditors, and government agencies. 

QUESTIONS Answers to these questions are on the last page of the chapter. 

1. Which of the following groups is not an external user of 2. The branch of accounting that involves communication 
accounting information? with outsiders through financial statements is 

a. stockholders a. management accounting. 
b. bankers b. financial accounting . 
c. management c. income tax accounting. 
d. All of the above are external users. d. none of the above. 

FINANCIAL DECISION FRAMEWORI( 

Use the following decision process to help you make an investment decision about 
Kellogg's or any other public company. 

1. Formulate the Question 
For about the same amount I pay in a year for the company's products ($ 100 ), I could 
buy two shares of Ke llogg's stock at $50 per share. 

• Should I invest $I 00 in Kellogg's? 

2. Gather Information from the Financial Statements and Other Sources 
T he information needed will come from a variety of sources: 

• My personal finances at the present time 
• Alternative uses for the $100 
• The outlook for the industty 
• Publicly available information about Kellogg's, including its financial statements 

3. Analyze the Financials 
T he information in the fi nancial statements can be used to perform: 

• Ratio analysis (looking at relationships among financial statement items) 
• Horizontal analysis (looking at trends over time) 
• Vertical analysis (comparing financial statement items in a single period ) 
• Comparisons with competitors 
• Comparisons with industry averages 

13 
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LOS Expla in the purpose of 
each of the financial statements 
and the relationships among 
them and prepare a set of simple 
statements . 

STUDY TIP 

The accounting equation and 
the financial statements are at 
the heart of this course. Memo­
rize the accounting equation 
and make sure you study this 
introduction to how the finan­
cial statements should look, 
how to read them, and what 
they say about a company. 

Chapter 1 Accounting as a Form of Communication 

4. Make the Decision 
Taking into account all of the various sources of information, you decide either to: 

• Use the $ 100 for something else 
• Invest the $ 100 in Kellogg's 

5. Interpret t he Results 
If you do decide to invest, you will want to monitor your investment periodically. 
Whether you made a good decision will be based on the answers to these two questions: 

• Have I received any dividends on my shares? 
• Has the price of the stock increased above the $50 per share that I paid? 

A critical step in this framework is gathering information from the financial statements, 
the means by which an accountant communicates information about a company to those 
interested in it. We explore these statements in the next section . • 

Financial Statements: How Accountants 
Communicate 

OVERVIEW: Accountants use financial statements to communicate important in­
formation to those who need it to make decisions. The balance sheet summarizes the 
assets, liabilities, and stockholders' equity at a specific date. The income statement 
summarizes revenues and expenses for a period of time. The statement of retained 
earnings reports the income earned and dividends paid over the life of a business. 
Finally, the statement of cash flows summarizes cash receipts and payments during the 
period from a company's operating, investing, and financing activities. 

T he primary focus of this book is financial accounting. This branch of accounting is con­
cerned with informing management and o utsiders about a company through financial 
statements. We turn now to the composition of the four major statements: balance 
sheet, income statement, statement of retained earnings, and statement of cash flows. 

The Accounting Equation 
The accounting equation is the fow1dation for the entire accounting system: 

Assets = Liabilities + Owners' Equity 

• The left side of the accounting equation refers to the assets of the company. 
Those items that arc valuable economic resources and that will provide foturc bene­
fit to the company should appear on the left side of the equation . 
The right side of the equation indicates who provided, or has a claim to, those 
assets. Some of the assets were provided by creditors, and they have a claim to 
them. For example, if a company has a delivery truck, the dealer that provided the 
truck to the company has a claim to the assets until the dealer is paid. The delivery 
truck would appc~u- on the left side o f the equation as an asset to the company; the 
company's liability to the dealer wo uld appear on the right side of the equation. 
Other assets arc provided by the owners of the business. Their claims to these 
assets arc represented by the portion of the right side of the equatio n called 

Owners' equity owners' equity. 
The owners' claims on the assets of 
an entity. 

Stockholders' equity 
The owners ' equity in a corporation . 
Alternate term: shareholders· equity. 

The term stochholders , equity, or shareholders' equi ty, is used to refer to the owners' 
equity of a corporation. Stockholders' equity is the mathematical difference 
between a corporation's assets and its obligations, o r liabilities. That is , after the 
amounts owed to bondholders, banks, suppliers, and other creditors are subtracted from 
the assets, the amount remaining is the stockholders ' equity, the amount of interest or 
claim that the owners have on the assets of the business. 



Financial Statements: How Accountants Communicate 

Stockholders' equity arises in two distinct ways . 

1. It is created when a company issues stock to an investor. As noted earlier, c:ipital 
stock reflects ownership in a corpor:ition in the form of a certificate. It represents 
the amo unts contributed by the owners to the company. 
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Retained earnings 
2. As owners of sh:ires in a corporation , stockholders h:ivc a cl:iim on the :issets o f a 

business when it is profitable. Retained earnings represents the owners' claims 
to the company's assets that result from its earnings that have not been paid 
out in dividends. It is the earnings accumulated or retained by the company. 

The Balance Sheet 

The part of owners ' equity t hat 
represents the income earned less 
dividends paid over the life of an 
entity . 

The balance sheet (sometimes called the statement of financial position) is the fi­
nancial statement that summarizes the assets, liabilities, and owners' equity of a 
company. It is a snapshot of the business at a certain date. A balance sheet can be pre­
pared on any day of the year, altho ugh it is most commonly prepared on the last day of a 
month, quarter, or year. At :iny point in time, the balance sheet must be " in balance ." 
That is, assets must equal liabilities and owners' equity. 

For a company such as Kellogg's, real fi nancial statements can be quite complex, 
especially this early in your study of accounting. Therefore, before we attempt to read 
Kellogg's statements, we will start with a hypothetical company. 

Example 1-4 Preparing a Balance Sheet 

Balance sheet 
The f inancial statem ent that 
summarizes the assets. liabilit ies. 
and ow ners' equ ity at a specific 
point in time. 

Alternate term: Statement of 
financial position. 

Top of the World owns and operates a ski resort in the Rockies. The company's ba lance sheet on June 30, 2012. the end of its f irst 

year of business. is presented be low. As you study the balance sheet, note the description for each item to help you understand it 

better. 

Cash on hand 
as well as 
in checking 
and savings 
accounts 

Assets 
Cash Amounts 

owed by 
customers 

----111~ Accounts receivable 
Land 
Lodge, lifts, and equipment 

The ski 
mountain 
owned by the 
company 

The building, ski lifts, 
and ski equipment 
owned by the company 

Tota I assets 

Top of the World 
Balance Sheet 
June 30, 2012 

(in thousands of dollars) 

Liabilities and Stockholders' Equity 
$ 200 

600 
4,000 
2,500 

$7,300 

Accounts payable $ 700 
400 

3,000 
2,000 
1,200 

Salaries and wages payable 
Notes payable 
Capital stock 
Retained earnings 

Total liabilities and 
stockholders' equity $7,300 

Income earned less 
dividends paid over 

Amounts 
owed to 
suppliers 

Amounts 
owed to 
employees 

Amounts 
owed to 

--- the bank 

Owners' 
contributions 
to the 
corporation 

the life of the corporation 

Two items shou ld be noted in the heading of the statement. First. the company chose a date other than December 31. the calendar 

year-end, to finish its accounting, or fiscal, year. Although December 31 is the most common year-end, some companies choose a dif­

ferent year-end date . Often. this choice is based on when a company's pea k selling season is over. For example, Gap Inc. ends its 
~ accounting year on the Saturday closest to Janua ry 31 , after the busy holiday season . By June 30, Top of the W orld 's ski season has 

r ended and the company can devote its attention to prepari ng its financial statements . The second item to note in the heading of the 
~ statement is the last line : "in thousands of dollars." Th is means, for example, that rathe r than cash be ing $200. the amount is actua lly 

J 1,000 x $200, or $200.000 . 

@----------------------------------------------------------------------------------------------------
Exhibit 1-5 summari zes the relationship between the accounting equation and the 

that appear on a balance sheet . 

'lcome Statement 
. me statement, or statement of income as it is sometimes called , summa­
. revenues and expenses of a company for a period of time. 

Income statement 
A statement that summarizes 
revenues and expenses . 

Alternate term: Statement of 
income. 



16 

Net income 
The excess of revenues over 
expenses. 

Alternate term: Profits, earning 

Two types 
of revenues 

s. 

2 

; 
i;, 

j 
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EXHIBIT 1-5 The Relationship Between the Accounting Equation and the Balance 
Sheet 

Assets 

Economic resources 
Examples: 
• Cash 
• Accounts receivable 
•Land 

= Liabilit ies 

Creditors' claims 
to the assets 

Examples: 
• Accounts payable 
• Notes payable 

+ Owners' Equity 

Owners' claims 
to the assets 

Examples: 
• Capital stock 
• Retained earnings 

Terminology Note: Exhibit 1-5 refers to Owners' Equity, while Example 1-4 refers to 
Stockholders' Equity. Remember, both are correct! Owners' equity is the general 
term by which we refer to ownership. "Stockholders' equity" refers only to 
ownership of a corporation by shareholders. Because we emphasize corporations 
in this book, we will use the term Stockholders ' equity. 

R .. ,..,..,..,._,._,._,._,._,._,._,._,._,._,._,._,._,._,._,._,._,._,._,._,._,._,._,._,._,._,._,._,._,._ __ 

Example 1-5 Preparing an Income Statement 

An income statement for Top of the World for its first year in business is shown below. 
Unlike the balance sheet, an income statement is a flow statement. That is, it summa­
rizes the flow of revenues and expenses for the year. The top portion of the income statement 

makes it clear that the ski company has two distinct types of revenues: those from selling lift 
tickets and those from renting ski equipment. For example. if you paid the company $50 for a 
one-day lift ticket and another $30 to rent equipment for the day, each of those amounts 
wou ld be included in Top of the World 's revenues for the year. The expenses reported on the 
income statement represent all of the various costs necessary to run a ski resort. For exam­
ple, a significant cost for such an operation is its payroll, as represented by salaries and wages 
on the income statement. Note that the amount reported for salaries and wages expense on 
the income statement is not the same amount that appeared as salaries and wages payable 
on the balance sheet. The expense of $2,000 on the income statement represents the total 

cost for the year, while the payable of $400 on the balance sheet is the amount owed to 
employees on June 30, 201 2. We will have much more to say in later chapters about differen­
ces between balance sheet and income statement items. Finally, note that the excess of rev­
enues over expenses, or net income, appears as the bottom line on the income statement. 
A company's net income is sometimes referred to as its profits or earnings. 

Top of the World 
Income Statement 

For the Year Ended June 30, 2012 

Revenues: 
(in thousands of dollars) 

---- - Lift tickets $5,800 
~ Equipment rentals 2,200 

Total revenues $8,000 
Expenses: 

- Salaries and wages $2,000 

- Depreciation 100 
-All costs of 

running as 
resort 

ki- - Water, gas, and electricity 1,500 
- Insurance 1,100 
- Interest 300 
- Income taxes 1,000 

Total expenses 6,0"' 
Net income $' 
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The Statement of Retained Earnings 
As discussed earl ier, Retained Earnings represents the accumulated earnings of a corpo­
ration less the amount paid in dividends to stockholders. Dividends arc 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 freq uency with which 
they pay differs. For example, most companies that pay dividends do so four times a 
year. 

A statement of retained earnings explains the change in retained earnings 
during the period. The basic format for the statement is as fo llows: 

Beginning balance 

Add: Net income for the period 

Deduct: Dividends for the period 

Ending balance 

$xxx.xxx 
XXX,XXX 

xxx,xxx 

$xxx,xxx 

Example 1-6 Preparing a Statement of Retained Earnings 

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 

Add: Net income for the year 

Deduct: Dividends for the year 

Retained earnings, end of the year 

The Statement of Cash Flows 

$ 0 

2,000 

(800) 

$1,200 

The statement of cash flows summarizes 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. ) 

Example 1-7 Preparing a Statement of Cash Flows 

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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Dividends 
A distribution of the net income of a 
business to its owners. 

Statement of retained 
earnings 
The statement that summarizes the 
income earned and dividends paid 
over the life of a business. 

Statement of cash flows 
The financial statement that 
summarizes a company's cash 
receipts and cash payments during 
the period from operating, investing, 
and financing activities. 
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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 

Cash payments for: 

Salaries and wages $1,600 

Water, gas, and electricity 1,500 

Insurance 400 

Interest 300 

Income taxes 1,000 

Total cash payments 

Net cash provided by operating activities 

Cash flows from investing activities: 

Purchase of land $(4,000) 

Purchase of lodge, lifts, and equipment (2,600) 

Net cash used by investing activities 

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 (800) 

Net cash provided by financing activities 

Net increase in cash 

Cash at beginning of year 

Cash at end of year 

Relationships Among the Financial Statements 

$ 7,400 

4,800 

$ 2,600 

(6,600) 

4,200 

$ 200 

0 ---
$ 200 

Note the natural progression in the items from one statement to another. Normally, a 
company starts the period with balances in each 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 year in business. Next, the company operated during the 
year; 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 0 onto the statement of retained earnings . 
Again , because the ski company is new, its beginning retained earnings balance is zero . 
After the distribution of $800 to the owners in cash dividends @ , ending retained earn­
ings amounts to $ 1,200. The ending retained earnings number flows 8 onto the ending 
balance sheet along with the other June 30, 2012 , balance sheet items. Finally, the net 
increase in cash at the bottom of the statement of cash flows equals 0 the amount shown 
on the June 30, 2012 , balance sheet. 

Looking at Financial Statements for a Real Company: 
Kellogg's 
You would expect the financial statements of actual companies to be more complex than 
those for a hypothetical company such as Top of the World. Still, even this early in your 
study of accounting, there are certain fundamental points about all financial statements, 
real world or otherwise, that you can appreciate . 

Kellogg's Balance Sheet 
E Balance sheets for Kellogg's at the end of two recent years are shown in Exhibit 1-7. For 
~ comparative purposes, the company reports its financial position at the end of the two 
f most recent fiscal years. Because the company ends it fiscal year on the Saturday closest 
~ to December 31, the end of the 2010 fiscal year is January 1, 2011 , and the end of the 
~ 2009 fiscal year is January 2 , 2010. Also note the statement across from the headings for 
@ 
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EXHIBIT 1-6 Relationships Among the Financial Statements 

Top of the World 
Income Statement 

For the Year Ended June 30, 2012 

Revenues $8,000 
Less: Expenses 6,000 

Net income $2,000 --
Top of the World 0 

Statement of Retained Earnings 
For the Year Ended June 30, 2012 

Beginning balance, retained earnings $ 0 
Add: Net income 2,000 .. -Deduct: Cash dividends (800) .. f-e 
Ending balance, retained earnings $1,200 --

Top of the World 
Balance Sheets 0 

JUNE 30, 2012 JULY1 , 2011 

Assets: 

Cash ~ $ 200 $0 
Accounts receivable 600 0 
Land 4 ,000 0 
Lodge, lifts, and equipment 2,500 0 

Total assets 
0 

$7,300 $0 
-- -

Liabil ities $4 ,100 $0 
Capital stock 2,000 0 
Retained earnings 1,200 - _Q 
Total liabilities and stockholders' equity $7,300 $0 

-

Top of the World 
Statement of Cash Flows 

For the Year Ended June 30, 2012 

Net cash provided by operating activities $ 2,600 
Net cash used by investing activities (6,600) 
Net cash provided by financing activities 4,200 
Net increase in cash $ 200 
Cash at beginning of year __ o 
Cash at end of year $ 200 

the two years that the amounts arc 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 
signi ficant differe nce. 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 signi fica nt asse t fo r Kellogg's. T his account includes the various raw 
materi als and products in various stages of production that have not yet been sold to 
customers. 

19 
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EXHIBIT 1-7 Kellogg's Balance Sheet 

Consolidated Balance Sheet 

(millions, except share data) 

Current assets 
Cash and cash equivalents 
Accounts receivab le, net 
Inventories 
Other current assets 

Total current assets 

Property, net 
Goodwi ll 
Other intangibles, net 
Other assets 

Total assets 

Current liabilities 
Current maturities of long-term debt 
Notes payable 
Accounts payable 
Other current liabilit ies 

Total current liabilities 

Lona-term dilhF 
u.eterred income taxes 
l'_ens1on _ 11a1>1l1tv 
Other liao111t1es 
Commitments and contingen cies 

Materia ls and goods in 
various stages of production 
account fo r over $1 billion 
of the assets. 

Total assets of almost 
$12 bill ion. 

[I] 

I Creditors' claims are 
about $9.7 billion. 

+ 

Equity 00 
Common stock, $.25 par value, 1,000,000,000 shares authorized 

Issued: 419,272,027 shares in 2010 and 419,058, 168 shares in 2009 
Capita l in excess of par value 

I 
I 

-

Retained earnings 
Treasury stock at cost: Creditors' claims and 

53,667,635 shares in 2010 and 37,678,215 shares in 2009 
Accumulated other compre hensive income (loss) 

otafJ<ellog_g Company eq 
oncontrolling interests 

uity 

otal equity 

equi 

equity is the same as 
total assets. 

-

-
-
-

2010 

$ 952 
44 

1,149 
--1.!@ 
$ 3,184 --

4.908 
091 
l6"5 
63~ 

105 
495 

6,122 

(2,650) 
(1 ,91 4) 
--

2 158 - f4) -
--

2,154 
---
$11'.847 

2009 

$ 334 
1,093 

910 
221 

$ 2,558 

$ 1 
44 

1,077 
---11fil1 
$ 2,288 
- -

4.835 
4L'5 
43U 
9ff 

105 
472 

5,481 

(1,820) 
(1 ,966) 

g. Refer to Notes to Consolidated Financial Statements. 
i'l 

@------------------------------------------------------------------------------------------------
Various types of liabilities arc reported on Kellogg's balance sheets, and we will 

return to look more closely at many of these in later chapters. For now, it is worth not­
ing that total liabilities amount to $9,693 million at the end of 2010. This amount, 
when added to total equity of $2, 154, equals $11 ,847, the same amount as total assets. 
(Note that Kellogg's uses the term "equi ty" rather than "stockholders' equity." ) 

Kellogg's Income Statement 
Comparative income statements for three recent years are shown in Exhibit 1-8. As was 
the case for the balance sheet, you are not expected at this point to understand fully all 
of the complexities involved on the income statement of a real company. However, note 
the two largest items on the income statement: Net sales and Cost of goods sold. For 
now, it is suffic ient for you to understand that the fo rmer is the revenue Kellogg's earned 
from selling its various products and the latter is the cost of these products. Net sales for 
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EXHIBIT 1-8 Kellogg's Income Statement 

Consolidated Statement of Income 

{millions, except per share data) 

Net sales 
Cost of goods sold 
Selling, general and administrative expense 

Operating profit 

Interest expense 
Other income {expense), net 

Income before income taxes 
Income taxes 

Net loss attributable to noncontrolling interests 
Net income att · utable to ellogg Company 

Net sa les reached 
about $12.4 billion. 

Costs of products sold 
were about $7.1 billion. 

Per share amounts: 
Basic 
Diluted 

Dividends per share 

Net income for the year 
was over $1.2 billion . 

Refer to Notes to Consol idated Financial Statements. 

2010 

$ 1,990 

248 

1,742 
502 

---
$ 1,240 
---

(7) 
$ 1,247 

$ 3.32 
$ 3.30 
$ 1.560 

the most recent year amounted to about $ 12.4 billion, and Ke llogg's cost to produce 
the goods sold was about $7.1 billion. Net income for the year amounted to over $ 1.2 
bi llion after selling, general, and administrative expense; interest expense; and income 
taxes are taken into account. 

2009 2008 

$12 822 
7,455 
3,414 

$ 2,001 $ 1,953 

295 308 
(22) (14) 

1,684 1,631 
476 485 

---
$ 1,208 $ 1,146 
--- --

(4) (2) 
$ 1,212 $ 1,148 

$ 3.17 $ 3.01 
$ 3.16 $ 2.99 
$ 1.430 $ 1.300 

LOS Explain the purpose of each of the financial statements and the relationships among them and prepare a set 
of simple statements . 

• Four major financial statements are covered in this chapter: balance sheet, income statement, statement of retained 
earnings, and statement of cash flows. 

• The balance sheet is a snapshot of a company's financial position at the end of the period. It reflects the assets, liabilities, 
and stockholders' equity accounts. 

• The income statement summarizes the financial activity for a period of time. Items of revenues, expenses, gains, and 
losses are reflected on the income statement. 

• Ultimately, al l net income {loss) and dividends are reflected in retained earn ings on the balance sheet. The statement of 
retained earnings links the income statement to the balance sheet by showing how net income {loss) and dividends 
affect the Retained Earnings account. 

• The statement of cash flows summarizes the cash flow effects of a company's operating, investing, and financing 
activities. 

QUESTIONS Answers to these questions are on the last page of the chapter. 

1. Which of the following financial statements summarizes b. Both net income and dividends are added. 
the financial position of a company at a point in time? c. Both net income and dividends are deducted. 
a. income statement d. Net income is deducted, and dividends are added . 

b. balance sheet 
c. statement of retained earnings 
d. statement of cash flows 

2. On a statement of retained earnings, how are net 
income and dividends treated? 

a. Net income is added, and dividends are deducted. 

3. Revenues are reported on which of the following finan­
cial statements? 

a. balance sheet only 
b. income statement only 
c. both the balance sheet and the income statement 
d. neither the balance sheet nor the income statement 
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LO& Identify and expla in the 
primary assumptions made in 
preparing f inancial statements . 

STUDY TIP 

The concepts in this section 
underlie everything you will 
learn throughout the course. 
You'll encounter them later in 
the context of specific topics. 

Chapter 1 Accounting as a Form of Communication 

The Conceptual Framework: Foundation for 
Financial Statements 

OVERVIEW: Financial statements are prepared based on an underlying set of 
assumptions. Among the most important of these are the economic entity concept, the 
cost principle, the going concern assumption, and the time period assumption. 

Many people perceive the work of an accountant as being routine. In reali ty, accounting 
is anything but routine and req uires a great deal of judgment on the part of the account­
ant . T he record-keeping aspect of accounting- what we normally think of as bookkeep­
ing- is the routine part of the accountant's work and is only a small part of it. Most of 
the job deals with communicating relevant information to financial statement users. 

Conceptual Framework for Accounting 
T he accounting profession has developed a conceptual framework f or accounting that aids 

~ accountants in their role as interpreters and communicators of relevant information. The 
~ purpose of the framework is to act as a fo undation fo r the specific principles and stand­
] ards needed by the profession. An important part of the conceptual fra mework is a set of 
~ assumptions accoun tants make in preparing fi nancial statements. We will briefly conside r 
~ these assumptions, returning to a more detailed discussion of them in later chapters. 

Economic Entity Concept 
T he economic entity concept was discussed earlier in this chapter when we explored the 
different types of business entities . This assumption requires that an identifiable, 

Susan Renner is a successful accountant living in Guilford, CT. Over the years Susan has 
worked in public accounting with large national firms and has also owned her own successful 
practice. Currently she is the CFO and treasurer for American Cruise Lines, a privately held 
company specializing in small ship cruises along the inland waterways and rivers of the United 
States. Studying accounting has provided Susan with a rewarding and flexible career that has 
enhanced all aspects of her life. 

As a teenager, Susan was interested in law. A family friend who was an attorney sug­
gested she start in the accounting field in order to learn about a variety of different businesses 
from the inside. She became hooked on what she calls the "orderliness" of accounting-the 
idea that a business situation can be translated into a financial statement that all users could 
read to gain an understanding of the business. 

In her current position at American Cruise Lines, Susan must prepare what she calls "solid, 
complete GAAPfinancial statements" on a quarterly basis. This is required by lenders and is also 
the appropriate frequency for monitoring the business . Even though technology has allowed 
American Cruise Lines to gather and analyze both financial data and nonfinancia l data in forms 
other than traditional f inancial statements, she still needs to prepare the traditional GAAP finan­
cial statements to provide outsiders with information in a format that can be easily understood. 

Accounting also promotes a very organized approach to most aspects of her life. Susan is 
on the finance committee of the local board of education, and she's held the treasurer role for 
school PTA. She says her accounting background even helps her household run more smoothly! 

Financial accounting is a common language 
that businesspeople speak, and you need to be 

comfortable with the language in order to be able 
to communicate. '' 
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specific entity be the subject of a set of financial statements. For example, even 
though some of Kellogg's employees are stockholders and therefore own part of Kel ­
logg's, their personal affairs must be kept separate from the business affairs. When we 
look at a balance sheet for the company, we need assurance that it shows the financial 
position of that entity only and does not intermingle the personal assets and liabilities of 
the employees or any of the other stockholders. 

Asset Valuation: Cost or Fair Value? 
According to the cost principle, all assets are initially recorded at the cost to acq uire 
them. For example, Kellogg's would record in its Inventories account the amount paid 
to acquire grain used to make cereal. Similarly, if Kellogg's buys 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 accountin g question still 
remains: how should these assets be valued on subsequent balance sheets? One approach 
is to conti nue to report assets at their original cost. Accountants use the term historical 
cost to refer to the original cost of an asset. Under current accounting standards, certain 
assets are va lued 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 some measure of what the asset 
might be worth today. 

But what if the value of an asset could be objectively determined? Wou ld it be more 
usefu l 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 you will learn in later chapters, 
certain assets are valued on subsequent balance sheets at market va lue rather than histori ­
cal cost. For example, assume that Kellogg's buys stock in another company. Kellogg's 
would initially record as an asset the amount it paid to buy the stock, but on subseq uent 
balance sheets, it would va lu e its investment at the current market price. Specificall y, it 
would use the amount for which it cou ld sell the shares of stock on the date of the bal­
ance sheet. An accounting rule requires a company to determine the amount an asset 
could be sold fo r, rather than the amount it could be bought for, when market prices are 
used to value assets on the balance sheet. 3 

Going Concern 
Accountants assume that the entity being accounted for is a going concern . 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 usi ng historical cost 
rather than market value to report assets is the going concern assumption. When we 
assume that a business is not 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 easily justified as a basis for valuation. The monetary unit used 
in preparing Kellogg's statements 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 yardstick to measure the business's position and earnings . However, the dollar, 
like the currencies of all other countries , is subject to instability. A dollar will not buy as 
much today as it did ten years ago. 

Inflation is evidenced by a general rise in the level of prices in an economy. 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 va rious times in the past, this has been a reasonable assumption and at other 
times not so reasonable. 

3 The FASB has created a new system ot classification using topic numbers to identity all accounting pronouncements. 
In this text. the codification topic and number are noted first followed by the reference to each original pronouncement. 
For example, Fair Value Measurements and Disclosures. ASC Topic 820 (formerly Fair Value Measurements, State­
ment ot Financial Accounting Standards No. 157). 

Cost principle 
Assets are recorded at the cost to 
acquire them. 

Alternate term: Original cost or 
historical cost. 

Going concern 
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The assumption that an entity is not 
in the process of liquidation and that 
it will continue indefinitely 

Monetary unit 
The yardstick used to measure 
amounts in financial statements; the 
dollar in the United States. 
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Time period 
An artificia l segment on the 
calendar used as the basis for 
preparing financial statements. 

Generally accepted 
accounting principles (GAAP) 
The various methods, rules, 
practices, and other procedures that 
have evolved over time in response 
to the need to regu late the 
preparation of financial statements. 

Chapter 1 Accounting as a Form of Communication 

Time Period Assumption 
Under the time period assumption, accountants assume that it is possible to prepare 
an income statement that accurately reflects net income or earnings for a specific 
time period. In the case of Kellogg's, this time period is one year. It is somewhat artifi ­
cial to measure the earnings of a business for a period of time indicated on a calendar, 
whether it be a month , a quarter, or a year. Of course, the most accurate point in time 
to measure the earnings of a business is at the end of its life. Accountants prepare peri ­
odic statements, however, because the users of the statements demand info rmation 
about the entity on a regular basis. 

Generally Accepted Accounting Principles 
Financial statements prepared by accountants must conform to generally accepted 
accounting principles (GAAP). This term refers to the various methods, rules, prac­
tices, and other procedures that have evolved over time in response to the need for some 
form of regulation over the preparation of fi nancial statements. As changes have taken 
place in the business environment over time, GAAP have developed in response to these 
changes . As we will see later in this chapter, there is currently no one authoritative global 
source for GAAP. Attempts are being made to eliminate the diffe rences in the standards 
followed by companies located in differen t parts of the world. 

Accounting as a Social Science 
Accounting is a service activity. As we have seen, its purpose is to provide fi nancial infor­
mation to decision makers. Thus, accoun ting is a social science. Accounting principles 
are much diffe rent fro m the rules that govern the physical sciences. T he principles that 
govern financial reporting are not governed by nature; instead, they develop in response 
to changing business conditions. For example, consider the lease of an office building. 
Leasing has developed in response to the need to have access to valuable assets such as 
office space without spending the large sum necessary to buy the asset. As leasing has 
increased in popularity, the accounting profession has been left to develop guidelines in 
accounting for leases . T hose guidelines are now part of GAAP. 

LO& Identify and explain the primary assumptions made in preparing financial statements. 

• The usefulness of accounting information is enhanced through the various assumptions set forth in the conceptual 
framework developed by the accounting profession This conceptual framework is the foundation for the methods, rules, 
and practices that make up general ly accepted accounting principles (GAAP). 

• Important assumpt ions in the conceptua l framework are as fol lows: 

• Economic entity concept 

• Cost principle 

• Going concern 

• Monetary unit 

• Time period 

QUESTIONS Answers to these questions are on the last page of the chapter. 

1. You decide to form a partnership with a friend. Which 2. How do accountants justify reporting assets on a bal-
accounting concept requires that you separate your per- ance sheet at their historical cost? 
sonal affairs from those of the partnership? 

a. cost principle 
b. going concern 
c. time period 
d. economic entity 

a. Cost is more objective than market value. 
b. Cost is more subjective than market value . 
c. Cost is an indication of what assets are worth. 
d. Cost is never used to report assets on a balance 

sheet. 



Setting Accounting Standards 

Setting Accounting Standards 

OVERVIEW: Various groups are involved in determining the rules companies must 
follow in preparing their financial statements. In the United States, the Securities and 
Exchange Commission (SEC) has ultimate authority for companies whose securities are 
sold to the general public. However, the SEC has relegated much of the standard setting 
to the private sector in the form of the Financial Accounting Standards Board (FASB). 

Management of a company is responsible for preparation of the financial statements. So 
how can a stockho lder be ass ured that the statemen ts are an accurate picture of the com­
pany's financial health? This sec tion looks at who determines the ru les tliat must be fol ­
lowed in preparing financial statements and what tl1e role of audito rs is in making sure 
the rules are fo llowed. 

Who Determines the Rules of the Game? 
No one group is totally responsible for setting the standards or principles to be followed 
in preparing financi al statements. The process is a joint effort among tl1e following 
groups. 

• 

• 

• 

The federal government, through the Securities and Exchange Commission 
(SEC), has the ultimate authority to determine the rules for preparing financ ial state­
ments by companies whose securities are sold to the general public. However, for 
the most part, the SEC has allowed the accounting profession to establish its own 
rules. 
T he Financial Accounting Standards Board (FASB) sets these accounting stand­
ards in the United States . A small , independent group with a large staff, the board 
has issued standards on a variety of topics as well as statements of financia l account­
ing concepts since its creation in the early 1970s. The standards deal with a variety 
of financial reporting issues, such as the proper accounting for lease arrangements 
and pension plans, and the concepts are used to guide the board in setting account­
ing standards. 
T he American Institute of Certified Public Accountants (AICPA) is the profes­
sional organization of Certified Public Accountants (CPAs). The CPA is the des­
ignation for an individual who has passed a uniform exam administe red by the 
AlCPA and met other requirements as determined by individual states. AlCPA 
advises the FASB and in the past was involved in setting the auditing standards to be 
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L07 Identify the various groups 
involved in setting accounting 
standards and the role of aud itors 
in determining whether the 
standards are followed . 

Securities and Exchange 
Commission (SEC) 
The federal agency with ultimate 
authority to determine the rules for 
preparing statements for companies 
whose stock is sold to the public. 

Financial Accounting 
Standards Board (FASB) 
The group in the private sector with 
authority to set accounting 
standards. 

American Institute of 
Certified Public Accountants 
(AICPA) 
The professional organ ization of 
certified public accountants. 

followed by public accounting firms. H owever, the Public Company Accounting Certified Public Accountant 

• 

Oversight Board (PCAOB) was created by an act of Congress in 2002, and this (CPA) 
five -member body now has the authority to se t the standards for conducting audits. The designation for an individual 

who has passed a uniform exam 
Finally, if you are consideri ng buying stock in Porsche, the German-based car man - administered by the AIC PA and has 
ufacturer, you' ll want to be sure that the rules Porsche follows in preparing its state- met other requirements as 
men ts are simi lar to those the FASB requires for U.S. companies. U nfortunately, E determined by individual states. 

8 
accounting standards can differ considerably from one country to another. The s 

International Accounting Standards Board (IASB) is the group responsible for f 
developing worldwide accounting standards. Organizations from many different ~ 

countri es, including the FASB in this count11', participate in the IASB's efforts to de - ~ 

vclop international reporting standards. Tn fact, the FASB currently has a project on ~ 
its agenda to work with the IASB toward convergence of accounting standards. Ap- Public Company Accounting 

Oversight Board (PCAOB) 
pcndix A at the end of the book describes in more detail the joint efforts of the two A five-member body created by an 
groups as well as some of the major differences in U.S. and international sta~1dards. act of Congress in 2002 to set 

Earlier in this chapter, we saw that the cost principle req ui res tl1at assets such as 
property and equipment be reported on the ba lance sheet at tl1eir 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 tl1e balance sheet at tl1eir market 
value. With significant differences such as this bet\veen U.S. and international standards, 
it may be some time before all d ifferences arc eliminated. 

auditing standards. 

International Accounting 
Standards Board (IASB) 
The organization formed to develop 
worldwide accounting standards . 
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In the meantime, U.S. standard setters continue to work closely with those in the 
international community. At one time, foreign companies that filed their financial state ­
ments with the SEC were required to adjust those statements to conform to U.S. 
accounting standards. As long as fore ign companies follow IASB standards, they arc no 
longer required to make these adjustments. 

The Audit of Financial Statements 

Auditing 

Financial statements are prepared by a company's accountants and are the responsibility 
of the company's management. Because most stockholders are not actively involved in 
the daily affairs of the business, they must rely on someone else to ensure that manage­
ment is fairly presenting the financial statements. The primary objective of an audit is to 
assure stockholders and other users that the statements are fairly presented. In this 
respect, auditing is the process of examining the financial statements and underlying 
records of a company to render an opinion as to whether they arc fairly presented. The process of examining the 

financial statements and the 
underlying records of a company to 
render an opinion as to whether the 
statements are fairly presented. 

The external auditor performs various tests and procedures to be able to render an 
opinion . The next chapter will examine the auditors' report, which is essentially the audi­
tors' opinion concerning the fa irness of the presentation of the financia l statements. 
Note that the auditors' report is an opinion, not a statement of fact. The firms tJ1at pro­
vide external audits for tJ1eir clients are called public accounting firms. These firms range 
in size from those with a single owner to others \Vith thousands of partners. 

L07 Identify the various groups involved in setting accounting standards and the role of auditors in determining 
whether the standards are fo llowed. 

• Financial statements are the responsibility of management. Various groups are involved in setting the standards that are 
used in preparing the statements. Although the SEC has the ultimate authority to determine the rules, the FASB currently 
sets the standards in the United States. 

• The role of the external auditor is to perform various tests and procedures to render an opinion as to whether the financial 
statements of a company are fairly presented . 

QUESTIONS Answers to these questions are on the last page of the chapter. 

1. Which of the following groups currently sets U.S. 2. Who ultimately has responsibility for a company's finan-
accounting standards? cial statements? 

a. American Institute of Certified Public Accountants a. stockholders 
b. Financia l Accounting Standards Board b. management 
c. Publ ic Company Accounting Oversight Board c. external auditors 
d. International Accounting Standards Board d. Securities and Exchange Commission 

LOS Explain the critical role that 
ethics plays in providing useful 
financial information. 

Introduction to Ethics in Accounting 

OVERVIEW: Ethics plays a critical role in providing useful financial information. 
Investors and other users must have confidence in a company, its accountants, and its 
outside auditors that the information presented in financial statements is relevant, 
complete, neutral, and free from error. 

Why Should Accountants Be Concerned with Ethics? 
In tJ1e modern business world, rapidly changing markets, technological improvements , 
and business innovation all affect financia l decisions. Decision makers consider informa­
tion received from many sources, such as otJ1er investors in tJ1e marketplace, analysts' 
forecasts, and companies whose corporate officers and executives may be encouraging 
"aggressive" accounti ng and reporting practices. 



Introduction to Ethics in Accounting 

Business Ethics Takes a Hit In recent years, the news has been filled with 
reports of questionable accounting practices by some companies. 

• As a decision maker outside a company, you should be aware of the potential 
for ethical conflicts that arise within organizations. Ask questions, do research, 
and don't just accept everything as fact. 

• If you are a decision maker inside a company, you should stay alert for poten­
tial pressures on you or others to make choices that are not in the best interest 
of the company, its owners, and its employees as a whole. 

Companies may use aggressive accounting practices to misrepresent their earnings; exec­
utives may misuse their companies' funds. You may encounter a corporate board of 
directors that undermines the goals of its own company or a public accounting firm that 
fai ls its auditing duty to watch for and disclose wrongdoing. 

As a decision maker, you may analyze business information to project capital expan­
sion, to open markets for new products, or to anticipate tax liabilities. You may be re ­
sponsible for making financial reporting decisions that wi ll affect others inside or outside 
the organization. Knowledge of the professional standards of accounting procedures wi ll 
be critical for your decision -making process. It will also help you recognize when infor­
mation is not consistent with the standards and needs to be questioned. 

Applying Different Rules for Different Circumstances: Ethical 
Dilemmas in Accounting You may encounter circumstances when it appears as 
if GAAP may not have been used to resolve particular accounting issues because there 
are several conflicting rules, because no specific GAAP rules seem applicable, or because 
of fraud. In such situations, an ethical dilemma is likely to exist. Resolving the dilemma 
may involve one or more decision makers. In most instances, an accountant plays a sig­
nificant role in the process. 

As accountants analyze and attempt to solve the ethical dilemmas posed by certain 
financial transactions and complex business reporting decisions, they can turn to their 
profession's conceptual framework. (You will learn more about this framework in 
Chapter 2. ) According to the profession, the purpose of financial reporting is to provide 
information about a company that investors, lenders, and other creditors can use when 
deciding 'Nhether to provide resources to the enti ty.4 

Is the Information Relevant and a Faithful Representation? When 
the accountant asks if the quality of the information that is disclosed is good or if it needs 
to be improved, the answer (which shapes all accounting decisions that fo llow) is this: If 
the information is both relevant and a faithful representation, its quality is good. 5 

Relevant information is information that is useful to the decision-making proc­
ess. Relevant information may provide clear information about past financial events that 
is helpful for predicting the future. To be relevant, the information must also be timely; 
that is, it must be available at the time the decision is being made . 

Accounting information should also be a faithful representation. T his means 
that the information is complete, neutral, and free from error. Neutrality means the pres­
entation of information is free from bias toward a particular result . Neutral information 
can be used by anyone, and it does not try to influence the decision in one direction . 

Normally, the uncertain ties of business transactions and reporti ng decisions must be 
resolved in accordance with GAAP, fo llowing the FASB statements. However, the 
appropriate application of accounting principles may not be easy to determine. You must 
be alert to pressures on the decision-making process that may be due to the self-interests 
of one or more of the decision makers. Bias, deception, and even fraud may distort the 

4 Statement of Financial Accounting Concepts {SFACJ No. 8, Conceptual Framework for Financial Reporting, Chapter 1. 
"The Objective of General Purpose Financial Reporting." (Norwalk. Conn.: Financial Accounting Standards Board, Octo­
ber 2010). 

5 Statement of Financial Accounting Concepts {SFACJ No. 8, Conceptual Framework for Financial Reporting, Chapter 3, 
"Qualitative Characteristics of Useful Financial Information' (Norwalk, Conn. : Financial Accounting Standards Board. Oc­
tober 2010). 
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28 Chapter 1 Accounting as a Form of Communication 

disclosed information. Whatever the circumstances, the dilemmas sho uld be resolved by 
q uestioning and analyzing the situation. 

Moral and Social Context of Ethical Behavior All decision makers 
should consider the moral and social implications of their decisions. H ow wiJl the deci­
sio ns affect others, such as shareholders, cred itors, employees, suppliers, custo mers, and 
the local communi ty? The process of determining the most ethical choice involves identi ­
fying the most signi ficant facts of the situation. For fi nancial reporting, this includes 
identifying who may be affected and how, the relevant GAAP pri nciples, and a realistic 
appraisal of the possible consequences of the decision. To assist your decision making for 
the cases and assignments, we offer an ethical decision model, shown in Exhibi t 1-9 and 
explained here. 

Identification 

1. Recognize the ethical dilemma. A dilemma occurs when this awareness is combined 
with the inabili ty to clearly apply accoun ting principles to represent the situation 
accurately. 

EXHIBIT 1-9 Ethics and Accounting: A Decision-Making Model 

0 

Identification 

1. Recognize an 
ethical dilemma. 

Analysis 

2. Analyze the key 
elements in the situation. 

3. List alternatives and 
evaluate the impact of 
each on those affected. 

Resolution 

4. Select the 
best alternative. 

Times when an C.thical dilemma is likely to occur 
Cl{e when a company is considering a decision 
aJt<>ut accounting methods or disclosures and 
when one of the following takes place: 
• There are conflicting accounting rules. 
• There are no GAAP to follow. 
• Fraud or other questionable actions have 

occurred. 

Examples of: 
• Those who may benefit or be harmed­

management, shareholders, potential 
investors, the auditor, creditors, employees. 

• Benefits-higher pay, promotion, increased 
status in the community. 

• Harm-loss of job, bankruptcy, customer's 
failure to pay debt. 

• Rights/claims-payments to creditors, 
obligations to customers. 

• Conflicting interests- a member of the board 
of directors who is also a company employee, 
a manager whose bonus is based on sales. 

• Responsibilities-providing the most 
accurate information, reporting fraud. 

Among the alternatives, which provides: 
• The most useful and timely information to 

decision makers? 
• The most faithful representation to decision 

makers? 
• Information that most accurately represents 

what it claims to report? 
• Information that is free from bias toward any 

certain result? 

What is the likely impact of each alternative on 
those affected? 

Among the alternatives, which provides decision 
makers with information that is the most relevant, 
most complete, most neutral , and most Ire~ 
from error? 



Introduction to Ethics in Accounting 29 

HOT TOPICS 
Kello~;~j's - One of the Vl/orn:·s i\.~o~,t Ethical Companies 

Ethisphere magazine placed 
Kellogg's on its 2009 list of 
most ethical companies. 
Given the inherent judgments 
necessary in making ethical 

Kellogg's issued its first global Corporate Responsibility Report. 
Today, Kellogg's uses 100% recycled fiber packaging for almost 
all of its cereal cartons, and more than 100 years ago, the com­
pany introduced boxes that could be recycled. 

f decisions, you can imagine 
~ the challenge presented in try-
ig, ing to determine the World's i Most Ethical Companies™. However, this is just what Ethi­
~ sphere magazine does. For its 2009 list, Ethisphere looked at 
~ companies in over 100 countries, across 35 separate industries 
~ and eventually came up with 99 companies for this honor. Ethi­
i sphere compares companies in the same industry, and Kellogg's 
;ll was chosen in the Food and Beverage category. In 2008, 

Analysis 
I 

Other well-known companies that made this prestigious list 
in 2009 included American Express; PepsiCo; Mattel; Pata­
gonia; and one of Kellogg's main competitors, General Mills. 
Undoubtedly, the firms named as one of the World's Most Ethical 
Companies™ are proud of this designation. Whether they make 
the list in future years, the challenge is to seek continuous 
improvement in their ethical business practices, including ways in 
which they present accounting information to external users. 

Source: http://www.kelloggs.com and http://ethisphere.com. 

2. Analyze the key elements in the situation by answering these questions in seq uence: 

3. 

a . Who may benefit or be harmed? 
b. How are they likely to benefit or be harmed? 
c. What rights or claims may be violated? 
d. What specific interests arc in conflict? 
e. What are my responsibilities and obligations? 
Determine what alternative methods are available to report the transaction, 
situation, or event. Answer the following questions : 
a. Which of the alternatives is most relevant and a faithful representation? 

T imeliness should be considered; potential bias must be identified. 
b. Does the report accurately represent the situation it claims to describe? 
c. ls the information free from bias? 

Resolution 

4. Select the best or most ethical alternative, considering all of the circumstances and 
consequences. 

Accountants and Ethical Judgments 
Remember the primary goal of accounting: to provide usefu l information to aid in the 
decision-making process. As discussed, the work of the accountant in providing useful 
information is anything but routine and requires the accountant to make subjective judg­
ments about what information to present and how to present it . The latitude given 
accountants in this respect is one of the major reasons accounting is a profession and its 
members are considered professionals. Along with this designation as a professional , 
however, comes a serious responsibility. As we noted, financial statements are prepared 
for external parties vvho must rely on these statements to provide information on which 
to base important decisions. 

At the end of each chapter are cases titled <<Ethical Decision Making. '' The cases require 
you to evaluate difficult issues and make a decision. Judgment is needed in deciding 
which accounting method to select or how to report a certain item in the statements. As 
you are faced with these decisions, keep in mind the trust that various financial state­
ment users place in th/ accountant. 
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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. 

Chapter 1 Accounting as a Form of Communication 

The Changing Face of the Accounting Profession 
Probably no time in the history of the accounting profession in the United States has 
seen 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 resu lted in the demise of 
one of the oldest and most respected public accounting fi rms in the world. Many have 
referred to the "financial reporting crisis" that grew out of this time period. 

Although the issues 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 issue involved in the Enron case revolved around the entity concept 
that was explained earlier in this chapter. Specifically, should various entities under the 
control of Enron have been included in the company's financial statements? Similarly, 
the major question in the WorldCom case was whether certain costs should have been 
treated as expenses when incurred rather than accounted for as assets . 

The scandals of the last few years have resu lted 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 simultaneously advising the company 
on other matters? 

In 2002, Congress passed the Sarbanes-Oxley Act . The act was a direct response 
to the corporate scandals mentioned earlier and was an attempt to bring about major 
reforms in corporate accountability and stewardship, given the vast numbers of stock­
holders, creditors, employees, and others affected 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 Publ ic Company Accounting Oversight Board 
2 . A req ui rement that the external auditors report directly to tl1e 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 tl1eir 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 years have placed accountants and the work they do in the 
spotlight more than ever before. More than ever, accountants realize the burden of 
responsibility they have to communicate openly and honestly with the public concern­
ing the fi nancial well -being of businesses. Whetl1er you will someday be an accountant 
or simply a user of the information an accountant provides, it is important to appreci ­
ate the critical role accounting plays in the smooth functioning of the free enterprise 
system. 

LOOKING It is rare today to find a U.S company that doesn't have an international presence. As 
AHEAD pointed out in the chapter opener, Kellogg Company makes its products in 18 coun­

tries and sells them in over 180 countries. Increasingly, companies turn to investors 
and creditors from outside the United States fo r 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, 

~ regardless of where a company happens to have its home base. And this is why the stand ­
f ard setting body in the United States, the Financial Accounting Standards Board , contin ­
~ 'i ues to work closely with the international group, the International Accounting Standards 
.f Board, on a convergence project. o date has been set for a unified set of accounting 
~ standards, but it is likely that sometime in the near future companies around the world 

will prepare their financia l statements using the same underlying principles. 



Key Terms Quiz 

LOS Explain the critical role that ethics plays in providing useful f inancial information . 

• All decision makers must cons ider the moral and socia l implications of their decisions. 

• Recent news of questionable accounting practices has placed increased scrutiny on the accounting profession . 
Professional judgment is often needed to arrive at appropriate decisions when some question arises about the 
application of GAAP. 

QUESTIONS Answers to these questions are on the last page of the chapter. 

1. For accounting information to be useful in making 2. The first step in the ethical decision-making model pre-
informed decisions, it must be sented in this section is to 

a. relevant. a. list the alternatives and evaluate the impact of each 
b. a faithful representation . on those who may be affected. 
c. both relevant and a faithful representation. b. recognize an ethical dilemma. 
d. Neither of these qualities is important. c. analyze the key elements in the situation . 

d. select the best alternative. 

I<EY TERMS QUIZ 

N ote to the student: We concl ude each chapter with a quiz on the key terms, which are shown in 
color in the chapter. Because of the large number of terms in troduced in this chapter, there are 
two quizzes on key terms. 

Read each defini tion below and write the number of the definition in the blank beside the 
appropriate term. T he fi rst one has been done for you. T he quiz solutions appear at the end of 
the chapter. When reviewing terminology, come back to your completed key terms quiz. Study 
tip: Also check the glossary in the margin or at the end of the book. 

Quiz 1: Introduction to Business 

___ Business ,.---------
Business entity ---- --

___ Sole proprietorship _-
- --Economic entity concept----,, 
___ Partnership 

--- Corporation 
Share of stock--------

- --
Bond ----------

1. A future economic benefi t. 

_ _ _ Nonbusiness entity 
_ __ Liability 
--~Capital stock 

Stockholder ---
Creditor - --

1 .Asset 
Revenuo 

--~ 

___ ,Exp ense 

2. A business owned by two or more individuals; the organization form often used by 
accoun ting firms and law firms. 

3. An inflow of assets resul ti ng from the sale of goods and services. 
4. A form of entity organized under the laws of a particular state; ownership evidenced by 

shares of stock. 
5. An organization operated fo r some purpose other than to earn a profit. 
6. An outflow of assets resul ti ng from the sale of goods and services. -
7 . An obligation of a business. 
8 . A certi ficate that acts as evidence of ownership in a corporation. 
9. A certificate that represents a corporation's promise to repay a certain amount of money 

and in terest in the fu ture. 
10. One of the owners of a corporation. 
11. Someone to whom a company or person has a debt. 
12. T he assumption that a single, identifiable unit must be accounted for in all situations. 
13. A fo rm of organization with a single owner. 

(Continued) 
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14. Indicates the owners' contribu tions to a corporation. 
15. All o f the activities necessary to provide the members of an economic system with goods 

and services. 
16. An organization operated to earn a profit . 

Quiz 2: Introduction to Accounting 
___ Accounting 
___ Management accounting 
___ Financial accounting 
___ Owners' equity 
___ Stockholders' equity 
___ Retained earnings 

Balance sheet ---
Income statement ---
Netincome ---
Dividends - --

___ Statement of retained earnings 
Statement of cash flows ---

___ Cost principle 
___ Going concern 
___ Monetary unit 
_ __ Tin1e period 

___ Generally accepted accounting 
principles (GAAP) 

___ Securities and Exchange 
Commission (SEC) 

___ Financial Accounting Standards 
Board (FASB) 
American Institute of Certified ---
Public Accountants (AICPA) 

--- Certified Public Accountant (CPA) 
___ Public Company Accounting 

Oversight Board (PCAOB) 
___ International Accounting Standards 

Board (IASB) 
_ __ Auditing 
___ Sarbanes-Oxley Act 

1. A statement that summarizes revenues and expenses fo r a period of time. 
2. T he statement that summarizes the income earned and dividends paid over the li fe of a 

business. 
3. The owners' equi ty of a corporation. 
4. T he process of identi fyi ng, measuring, and communicating economic information to 

vanous users. 
5. T he branch of accounting involving communication with outsiders through fina ncial 

statements. 
6 . The owners' claims to the assets of an enti ty. 
7. The fi nancial statement that summarizes the assets, li abili ties, and owners' equity at a 

specific point in time. 
8. The part of owners' equi ty that represents the income earned less dividends paid over the 

life of an entity . 
9. The branch of accounting concerned with providing management with information to 

facilitate the planning and control functions. 
10. A distribution of the net income of a business to its stockholders. 
11 . The various methods, ru les, practices, and other procedu res that have evolved over time in 

respo nse to the need to regulate the preparation of fi nancial statements . 
12. Assets are recorded and reported at the cost paid to acquire them. 
13. The federal agency with ul tim.ate authori ty to determine the rules for preparing statements 

for companies whose stock is sold to the public. 
14. T he assumption that an enti ty is not in the process of liquidation and that it will continue 

indefinitely. 
15. The group in the private sector with authori ty to set accounting standards. 
16. T he yardstick used to measure amounts in financial statements; the dollar in the United 

States. 
17. T he professional organization for certified public accountants. 
18. A length of time on the calendar used as the basis for preparing fi nancial statements . 
19. T he process of examining the fi nancial statements and the underlying records of a company 

to render an opinion as to whether the statements are fai rly presented. 
20 . T he organization formed to develop worldwide accounting standards . 
2 1. An act of Congress in 2002 intended to bring reform to corporate accountabili ty and 

stewardship in the wake of a number of major corporate scandals. 
22. The excess of revenu es over expenses. 



Warmup Exercises & Solutions 

23. The designation for an individual who has passed a uniform exam administered by the 
AI CPA and has met other requirements as determined by individual states. 

24. A five -member body created by an act of Congress in 2002 to set auditing standards. 
25. T he financial statement that summarizes a company's cash receipts and cash payments 

during the period from operating, investing, and financing activities. 

ALTERNATE TERMS 

balance sheet statement of financial position 
cost principle original cost or historical cost 
creditor lender 
income statement statement of income or 

statement of operations 

net income profits or earnings 
stockholder shareholder 
stockholders' equity shareholders' equi ty 

WARMUP EXERCISES & SOLUTIONS 

Warmup Exercise 1-1 Your Assets and Liabilities 
Consider your own situation in terms of assets and liabilities. 

Required 

1. Name three of your financial assets. 
2. Name three of your fina ncial liabilities. 

KEY TO THE SOLUTION Refer to Exhibit 1-4 for examples of assets and liabilities. 

Warmup Exercise 1-2 Kellogg's Assets and Liabilities 
Think about Kellogg's business in balance sheet terms. 

Required 

1. ame three of Kellogg's assets. 
2. Name three of Kellogg's liabilities. 

KEY TO THE SOLUTION Refer to Exhibit 1-7 if you need to see Kellogg's balance sheet. 

Warmup Exercise 1-3 Kellogg's and the Accounting Equation 
Place Kellogg's total assets, total liabilities , and total stockholders' equity in the form of the 
accounting equation . (Use the 2010 year-end amounts.) 

KEY TO THE SOLUTION Refer to Exhibit 1-7 . 

Solutions to W armup Exercises 

Warmup Exercise 1-1 
I . Possible personal financi al assets might include checking accounts, savings accounts, 

certificates of deposit, money market accounts, stocks, bonds, and mutual funds. 
2 . Possible personal financial liabilities might include student loans, car loans, home mortgages, 

and amounts borrowed from relatives. 

Warmup Exercise 1-2 
1. Kellogg's assets are Cash and cash equivalents, Accounts receivable, Inventories, Other 

current assets, Property, Goodwill, Other intangibles, and Other assets. 
2. Kellogg's li abili ties arc Current maturities of long-te rm debt, Notes payable, Accounts 

payable, Other current liabili ties, Long-term debt, Other liabilities, Deferred income taxes, 
and Pensio n liability . 
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STUDY TIP 

Use these exercises to 
become accustomed 
to the assignments 
that follow. 

L02 
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Warmup Exercise i-3 
Assets = Liabilities + Stockholders ' Equity 

$11,847,000,000 = $9,693,000,000 + $2,154,000,000 

REVIEW PROBLEM & SOLUTION 

Greenway Corporation is organized on June 1, 2012. The company will provide lawn-care and 
tree-trimming services on a contract basis. Following is an al phabetical list of the items that 
should appear on its income statement for the first month and on its balance sheet at the end of 
the first month . (Yo u will need to determine on which statement each should appear. ) 

Accounts payable $ 800 Lawn-care revenue $1,500 
Accounts receivable 500 Notes payable 6,000 
Building 2,000 Retained earnings (beginning balance) 0 
Capital stock 5,000 Salaries and wages expense 900 
Cash 3,300 Tools 800 
Gas, utilities, and other expenses 300 Tree-trimming revenue 500 
Land 4,000 Truck 2,000 

Required 

1. Prepare an income statement for the month of June. 
2 . Prepare a balance sheet at June 30, 20 12. N ote: You will need to determine the balance in 

Retained Earnings at the end of the month. 
3. T he financial statements you have prepared are helpful , but in many ways, they are just a 

starting point. Assuming that this is your business, what additional questions do the financial 
statements raise that you need to consider? 

Solutions to Review Problem 

1. 

2. 

Greenway Corporation 
Income Statement 

For the Month Ended June 30, 2012 

Revenues: 
Lawn care 
Tree trimming 

Expenses: 
Salaries and wages 

$1,500 
500 

Gas, utilities, and other expenses 
Net income 

$ 900 
300 

Greenway Corporation 
Balance Sheet 
June 30, 2012 

$2,000 

1,200 
$ 800 

Assets Liabilities and Stockholders' Equity 

Cash $ 3,300 Accounts payable 
Accounts receivable 500 Notes payable 
Truck 2,000 Capital stock 
Tools 800 Retained earnings 
Building 2,000 
Land 4,000 Total liabilities and 

Total assets $12,600 stockholders' equity 

$ 800 
6,000 
5,000 

800 

$12,600 



Brief Exercises 

3. Following arc examples of questions that the financial statements raise: 

• During June, 75% of the revenue was from lawn care and the other 25% was from tree 
trimming. Will this relationship hold in futu re months? 

• Are the expenses representative of those that will be incurred in the future? Will any 
other expenses arise, such as advertising and income taxes? 

• When can we expect to collect the accounts receivable? Is there a chance that not all will 
be collected? -

• How soon will the accounts payable need to be paid? 
• What is the interest rate on the note payable? When is interest paid? When is the note 

itself due? 

QUESTIONS 

1. What is business about? What do all 14. What is the purpose of an income 
businesses have in common? statement? 

2 . What is an asset? Give th ree examples. 15. How should an income statement be 
3. What is a liability? How does the definition dated: as of a particular day or for a 

of liability relate to the definition of asset? particular period of time? Explain your 
4. Business entities are organized as one of answer. 

three distinct forms. What arc these three 16. Rogers Corporation starts the year with a 
forms? Retained Earnings balance of $55,000. 

5. What arc the three distinct types of Net income for the year is $27,000. The 
business activity in which companies ending balance in Retained Earnings is 
engage? Assume that you start your own E $70,000 . What was the amount of 8 

company to rent bicycles in the summer l dividends for the year? 
and skis in the winter. Give an example of i 17. ·~ Evaluate the following statement: 
at least one of each of the three types of Companies based in the United States can 
business activities in which you would ~ choose whether to fo llow the standards of 

@ 

the FASB or those of the lASB since the engage. 
6. What is accounting? Define it in terms rules of the two groups have converged. 

understandable to someone without a 18. What are some of the most important 
business background. provisions in the Sarbanes-Oxley Act? 

7. How do financial accoun ting and 19 . Evaluate the following statement: The 
management accounting differ? auditors are in the best position to evaluate 

8. What arc five different groups of users of a company because they have prepared the 
accounting information? Briefly describe financ ial statements. 
the types of decisions each group must 20 . What is the relationship between the cost 
make. principle and the going concern assumption> 

9. How does owners' equity fit into the 2 1. Why docs inflation present a challenge to 
accounting eq uation ? the accountant? Relate your answer to the 

10. What arc the two distinct elements of monetary unit assumption. 
owners' equity in a corporation? Define 22. What is meant by the term generally 
each clement . accepted accounting principles? 

11. What is the purpose of a balance sheet? 23. What role has the Securi ties and Exchange 
12. How should a balance sheet be dated: as Commission played in setting accounting 

of a particular day or for a particular period standards? Contrast its role with that 
of time? Explain your answer. played by the Financial Accounting 

13. What docs the term cost principle mean? Standards Board. 

BRIEF EXERCISES 

Brief Exercise 1-1 Types of Businesses 
List the names of three companies with which you are fami liar that are manufacturers or pro­
ducers. Also list the names of three companies that are retailers. Finally, provide the names of 
three service providers. 

L01 
EXAMPLE 1-1 
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EXAMPLE 1-2 

L03 

Chapter 1 Accounting as a Form of Communication 

Brief Exercise 1-2 Forms of Organization 
What does it mean when you own a share of stock in a company rather than one of its bonds? 

Brief Exercise 1-3 Business Activities 
Assume that you are starting a new business. In which type of business activity will you engage 
first? Identify the order in which the remaining two activities will occur. 

L Brief Exercise 1-4 Users of Accounting Information 
List three examples of external users of accounting in formation . 

LOS 
EXAMPLE 1-4 

LOG 

Brief Exercise 1-5 Accounting Equation and the Balance Sheet 
State the accounting equation. What two distinct parts make up stockholders' equity? 

Brief Exercise 1-6 Monetary Unit 
What monetary unit is used to prepare financial statements for companies in the United States? 
for companies in Japan? 

L07 Brief Exercise 1-7 The Role of Auditors 
Do a company's external auditors prepare the company's fin ancial statements? Explain . 

L08 Brief Exercise 1-8 Making Ethical Decisions 
List the fo ur steps that can help a person make ethical decisions. 

EXERCISES 

L03 Exercise 1-1 Types of Business Activities 
Braxton Corp. was organized on January 1, 2012, to operate a limousines service to and from 
the ai rport. For each of the following business activities, indicate whether it is a financing (F), 
investing (I), or operating ( 0 ) activity. 

1. Issued shares of stock to each of the four owners . 
2. Purchased two limousines. 
3. Paid fi rst month 's rent for use of garage. 
4. Obtained loan from local bank. 
5. Received cash from customer for trip to the airport. 
6. Paid driver fi rst week's wages. 
7 . Purchased 500-gaLlon fu el tank. 

L04 Exercise 1-2 Users of Accounting Information and Their Needs 
Listed below are a number of the important users of accounting info rmation. Following the list 
are descriptions of a major need of each of these various users. Fill in each blank with the one user 
group that is most likely to have the need descri bed . 

Company management 
Stockholder 
Securities and Exchange Commission 
Internal Revenue Service 

User Group 

Banker 
Supplier 
Labor union 

Needs Information About 
1. The profitabili ty of each division in the company 
2 . The prospects for future dividend payments 
3. The pro fitability of the company since the last 

contract with the workforce was signed 
4 . The financial status of a co mpany issuing securities to 

the public for the first time 



User Group 

Exercises 

Needs Information About 
5. The prospects that a company will be able to meet its 

interest payments on time 
6. T he prospects that a company will be able to pay for 

its purchases on time 
7. The company's profitability based on the tax code 

Exercise 1-3 The Accounting Equation 
For each of the following independent cases, fill in the blank with the appropriate dollar amount. 

Case 1 

Case 2 

Case 3 

Assets 

$ 125,000 
400,000 

Liabilities 

$ 75,000 

320,000 

Exercise 1-4 The Accounting Equation 

+ Owners' Equity 

$ __ _ 

100,000 

95,000 

Ginger Enterprises began the year with total assets of $500,000 and total Liabi lities of $250,000. 
Using this information and the accounting equation, answer each of the fo llowing independent 
questions. 
1. What was the amount of Ginger's owners' equity at the beginning of the year? 
2. If Ginger's total assets increased by $ 100,000 and its total li abilities increased by $77,000 

during the year, what was the amount of Ginger's owners' equity at the end of the year? 
3. If Ginger's total liabilities increased by $33,000 and its owners' equity decreased by $58,000 

during the year, what was the amount of its total assets at the end of the year? 
4. If Ginger's total assets doubled to $1,000,000 and its owners' equity remained the same dur­

ing the year, what was the amount of its total liabilities at the end of the year? 

Exercise 1-5 The Accounting Equation 
Using the accounting equation, answer each of the fo llowing independent questions. 
l. Burlin Company starts the year with $100,000 in assets and $80,000 in liabilities. Net 

income for the year is $25,000, and no dividends are paid. How much is owners' equity at 
the end of the year? 

2. Chapman Inc. doubles the amount of its assets from the beginning to the end of the year. 
Liabi lities at the end of the year amount to $40,000, and owners' equity is $20,000. What is 
the amount of Chapman's assets at the beginning of the year? 

3. During the year, the liabili ties of Dixon Enterprises triple in amou nt . Assets at the beginning 
of the year amount to $30,000, and owners' equity is $10,000. What is the amount of liabil ­
ities at the end of the year? 

Exercise 1-6 Changes in Owners' Equity 
T he following amounts are available from the records of Coaches and Carriages Inc. at the end 
of the years indicated: 

Required 

December 31 

2010 
2011 
2012 

Total Assets 

$ 25,000 

79,000 
184,000 

Total Liabilities 

$ 12,000 
67,000 

137,000 

1. Compute the changes in Coaches and Carriages owners' equity during 2011 and 2012. 
2. Compute the amount of Coaches and Carriages' net income (or loss) for 2011 assuming that 

no dividends were paid and the owners made no additional contributions during the year. 
3. Compute the amount of Coaches and Carriages' net income (or loss) for 2012 assuming that 

dividends paid during the year an1ounted to $10,000 and no additional contributions were 
made by the owners. 

LOS 
EXAMPLE 1-4 

LOS 
EXAMPLE 1-4 

LOS 
EXAMPLE 1-4 

LOS 
EXAMPLE 1-4 
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LOS Exercise 1 =7)The Accounting Equation 

LOS 
EXAMPLE 1-3, 1-4, 1-5 

LOS 
EXAMPLE 1-5 

For each of the fo llowing cases, fi ll in the blank with the appropriate dollar amoun t. 

Case 1 Case2 Case 3 Case4 

Total assets, end of period $ 40,000 $:.L__LJ'i) $ 75,000 $ 50,000 
Total liabilities, end of period ' 15,000 25,000 10,000 
Capital stock, end of period 10,000 5,000 20,000 15,000 
Retained earnings, beginning of period 15,000 8,000 10,000 20,000 
Net income for the period 8,000 7,000 \ \ I J\)V 9,000 
Dividends for the period 2,000 1,000 3,000 

Exercis 1-SlClassification of Financial Statement Items 
Classify each of the fo llowing items according to ( 1) whether it belongs on the income statement 
(IS) or balance sheet (BS) and (2) whether it is a revenue (R.), expense (E), asset (A), liabil ity 
(L), or stockholders' equ ity (SE) item . 

Item Appears on the Classified as 

Example: Cash BS A 
1. Salaries expense ~" 

2. Equipment <2-B 
3. Accounts payable (2-;S L 
4. Membership fees earned \ S 

5. Capital stock '1-f> '--;, 

6. Accounts receivable ! s l± 
7. Buildings ~' s ..\ 
8. Advertising expense ' ., 
9. Retained earnings \ ~ 

L )c 

Exercise 1-9 Classification of Financial Statement Items 
Carnival Corporation & pie is one of the largest cruise companies in the world with such well ­
known brands as Carnival Cru ise Lines, H olland America Line, and Princess Cruises . Classify 
each of the fo llowi ng items fou nd in the company's 201 0 annual report according to ( 1) whether 
it belongs on the income statement (IS) or balance sheet (BS) and (2) whether it is a revenue 
(R.), expense (E), asset (A), liability (L), or stockholders' equity (SE) item. 

Item Appears on the Classified as 

Example: Cash and cash equivalents BS A 
1. Trade and other receivables, net 
2. Common stock of Carnival Corporation 
3. Short-term borrowings 
4. Passenger tickets 
5. Selling and administrative 
6. Property and equipment, net 
7. Accounts payable 
8. Retained earnings 
9. Income tax expense 

10. Long-term debt 

LOS Exercise 1-10 Net Income (or Loss) and Retained Earnings 
EXAMPLE 1-4, 1-5, 1-6 T he fo llowing information is available from the records of Prestige Landscape Design Inc. at the 

end of the year: 

Accounts payable 
Accounts receivable 
Capital stock 
Cash 
Dividends paid during the year 

$ 5,000 
4,500 
8,000 

13,000 
3,000 

Landscaping revenues 
Office equipment 
Rent expense 
Retained earnings, beginning of year 
Salary and wage expense 

$25,000 
7,500 
6,500 
8,500 

12,000 



Exercises 

Required 

Use the previous information to answer the following questions. 

1. What is Prestige's net income for the year? 
2. What is Prestige's Retained Earnings balance at the end of the year? / 
3. What is the total amount of Prestige's assets at the end of the year? 
4. What is the total amount of Prestige's liabilities at the end of the year? 
5. How much owners' equity does Prestige have at the end of the year? 
6. What is Prestige's accounting equation at the end of the year? 

Exercise 1-11 Statement of Retained Earnings 
Ace Corporation has been in business for many years. Retained earnings on January 1, 2012, is 
$235,800. The following information is available for the first two months of2012: 

Required 

Revenues 

Expenses 

Dividen9s paid 

January 

$83,000 
89,000 

0 

February 

$96,000 
82,000 

5,000 

Prepare a statement of retained earnings for the month ended February 29, 2012. 

f Exercise 1-12 Accounting Principles and Assumptions 
The following basic accounting principles and assumptions were discussed in the chapter: 

Economic entity 
Monetary unit 
Cost principle 
Going concern 
Tin1e period 

Fill in each of the blanks with the accounting principle or assumption that is relevant to the 
situation described. 

1. Genesis Corporation is now in its 30th year of 
business. The founder of the company is planning to 
retire at the end of the year and turn the business 
over to his daughter. 

2. Nordic Company purchased a 20-acre parcel of 
property on which to build a new factory. T he 
company recorded the property on the records at 
the amount of cash given to acqui re it. 

3. Jim Bailey enters into an agreement to operate a 
new law firm in partnership with a friend. Each 
partner will make an initial cash investment of 
$10,000. Jim opens a checking account in the name 
of the partnership and transfers $10,000 from his 
personal account into the new account. 

4. Multinational Corp. has a division in Japan. Prior to 
preparing the financial statements for the company 
and all of its fo reign divisions, Multinational 
translates the financial statements of it Japanese 
division from yen to U.S. dollars. 

5. Camden Company has always prepared financial 
statements annua lly, with a year-end ofJune 30. 
Because the company is going to sell its stock to the 
public for the first time, quarterly financial reports 
will also be required by the SEC. 

LOS 
EXAMPLE 1-6 

LOG 
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Chapter 1 Accounting as a Form of Communication 

Exercise 1-13 Organizations and Accounting 
Match each of the organizations listed below with the statement that most adequately describes 
the role of the group . 

Securities and Exchange Commission 
International Accounting Standards Board 
Financial Accounting Standards Board 
American Institute of Certified Public Accountants 

1. The federal agency with ultimate authority to 
determine rules used for preparing financial statements 
for companies whose stock is sold to the public 

2. The group in the private sector with authority to set 
accounting standards 

3. The professional organization for certified public 
accountants 

4 . The organization formed to develop worldwide 
accounting standards 

Exercise 1-14 Classification of Items on the Statement of Cash Flows 
Classif)r each of the following items according to the section on the statement of cash flows in 
which it should appear: operating (0 ), investing (I), or financing (F): 

Item Section 

Example: Cash paid for insurance 0 
1. Cash paid for land 
2. Cash received from issuance of note 

3. Cash paid for dividends 

4. Cash received from issuance of capital stock 
5. Cash collected from customers 

6. Cash pa id for income taxes 

MULTI-CONCEPT EXERCISES 

L04 • S Exercise 1-15 Users of Accounting Information and the Financial 
Statements 
Following are a number of users of accounting information and examples of questions they need 
answered before making decisions . Fill in each blank to indicate whether the user is most likely to 
find the answer by looking at the income statement (IS), the balance sheet (BS), the statement of 
retained earnings (RE ), or the statement of cash flows (SCF). 

User 

Stockholder 

Banker 
Supplier 
Stockholder 
Advertising account 

manager 
Banker 

Question 

How did this year's sales compare to last year 's? 
How much debt does the company already have on its books? 
How much does the company currently owe to its suppliers? 
How much did the company pay in dividends this past year? 
How much did the company spend th is past year to generate 

sales? 
What collateral or security can the company provide to ensure 

that any loan I make will be repa id? 

LOS • 6 Exercise 1-16 Kellogg's Land 
Refer to Kellogg's balance sheet reproduced in the chapter. 

Required 

Financial 
Statement 

In which of the assets would you expect Kellogg's land to be included ? What does this amount 
represent (i.e., cost, market value )? Why does Kellogg's carry its land at one or the other values? 



Problems 

PROBLEMS 

Problem 1-1 You Won the Lottery 
You have won a lottery! You will receive 200,000, after taxes, each year for the next five years. 

Required 

Descri be the process you wi ll go through in determining how to invest your wi nnings. Consider 
at least two options and make a choice. You may consider the stock of a certai n company, bonds, 
real estate investments, bank deposits, and so on. Be specific. What information do you need to 
make a final decision? How will your decision be affected by the fact that you wi ll receive the win­
nings over a five -year period rather than in o ne lump sum? Would you prefer one payment? 
Explain. 

Problem 1-2 Users of Accounting Information and Their Needs 
Havre Company would like to buy a building and eq uipment to produce a new product line. In­
formation about Havre is more useful to some people involved in the project than to others. 

Required 

Complete the following chart by identifying the information listed o n the left with the user's 
need to know the information . Identify the information as one of the fo llowing: 

a. Need to know 
b. Helpful to know 
c. Not necessary to know 

Information 
1. Amount of current debt, repayment 

schedule, and interest rate 
2. Fair market value of the building 
3. Condition of the roof and heating and 

cooling, electrical, and plumbing 
systems 

4. Total cost of the building, 
improvements, and equipment to set 
up production 

5. Expected sales from the new product, 
variable production costs, and related 
selling costs 

Problem 1-3 Balance Sheet 

User of the Information 

Management Stockholders Banker 

The fo llowing items are available from records of Freescia Corporation at the end of the 2012 
calendar year: 

l uD1l11-J 
Accounts payable 
Accounts receivable l\)11r> 
Advertising expense f~VJ").f 
Buildings l\.~' }r 
Capital stock \. tv :;;-

Cash ?-;'-

Required 

$12,550 
23,920 

2, 100 
85,000 
25,000 

4,220 

L"')11.__-I. 
Notes payable '7 µf $50,000 
Office equipment Pt ) ~-1 12,000 
Retained earnings, end of year t·CJ..,.I'- 37,590 
Salary and wage expense l--tPtl~ 8,230 
Sales revenue \2-vi.l l\/ L-. 14,220 

Prepare a balance sheet. H int: Not all of the items listed sho uld appear on a balance sheet. For 
each non-balance-sheet item, indicate \.Vhere it should appear. 
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LOS Problem 1-4 Corrected Balance Sheet 
Dave is the president of Avon Consulting Inc. Avon began business on January 1, 2012. The 
company's controller is out of the country on business. Dave needs a copy of the company's bal­
ance sheet for a meeting tomorrow and asks his assistant to obtain the req uired information from 
the company's records . She presents Dave with the following balance sheet. He asks you to 
review it for accuracy. 

Avon Consulting Inc. 
Balance Sheet 

For the Vear Ended December 31 , 2012 

Assets Liabilities and Stockholders' Equity 

Accounts payable $13,000 Accounts receivable $16,000 

Cash 21 ,000 Capital stock 20,000 

Cash dividends paid 16,000 Net income for 2012 72,000 

Furniture and equipment 43,000 Supplies 9,000 

Required 

1. Prepare a corrected balance sheet. 
2. Draft a memo explaining the major differences between the balance sheet Dave's assistant 

prepared and the one you prepared. 

LOS Problem 1-5 Income Statement, Statement of Retained Earnings, and 
Balance Sheet 
The following list, in alphabetical order, shows the various items that regularly appear on the fi ­
nancial statements of Maple Park Theatres Corp. The amounts shown for balance sheet items are 
balances as of September 30, 2012 (with the exception of retained earni ngs, which is the balance 
on September 1, 2012 ), and the amounts shown for income statement items are balances for the 
month ended September 30, 2012. 

Accounts payable $17,600 Furniture and fixtures $34,000 
Accounts receivable 6,410 Land 26,000 
Advertising expense 14,500 Notes payable 20,000 
Buildings 60,000 Projection equipment 25,000 
Capital stock 50,000 Rent expense-movies 50,600 
Cash 15,230 Retained earnings 73,780 

Concessions revenue 60,300 Salaries and wages expense 46,490 
Cost of concessions sold 23,450 Ticket sales 95, 100 
Dividends paid during the month 8,400 Water, gas, and electricity 6,700 

Required 

1. Prepare an income statement for the month ended September 30, 2012 . 
2. Prepare a statement of retained earnings for the month ended September 30, 2012. 
3. Prepare a balance sheet at September 30, 2012 . 
4. You have $1,000 to invest. On the basis of the statements you prepared, would you use it to 

buy stock in Maple Park? Explain. What other information would you want before making a 
fina l decision? 

LOS Problerfl 1-~come Statement and Balance Sheet 
Green Bay Corporation began business in Ju ly 2012 as a commercial fishing operation and a pas­
senger service between islands. Shares of stock were issued to the owners in exchange for cash. 
Boats were purchased by making a down payment in cash and signing a note payable for the bal­
ance. Fish are sold to local restaurants on open account, and customers are given 15 days to pay 
their account. Cash fares are collected for all passenger traffic . Rent fo r the dock facilities is paid 
at the beginning of each month. Salaries and wages are paid at the end of the month . The follow­
ing amounts are from the records of Green Bay Corporation at the end of its first month of 
operations: 



Accounts receivable 

Boats 
Capital stock 
Cash 
Dividends 
Fishing revenue 

Required 

$18,500 
80,000 

40,000 
7,730 

5.400 
21,300 

Notes payable 
Passenger service revenue 

Rent expense 
Retained earnings 
Salary and wage expense 

1. Prepare an income statement for the month ended July 31, 2012. 
2. Prepare a balance sheet at Ju ly 31, 2012. 

Problems 

$60,000 
12,560 

4,000 
? 

18,230 

3. What information wou ld you need about otes Payable to full y assess Green Bay's long-term 
viability? Explai n your answer. 

Problem\1 :Vcorrected Financial Statements 
Hometown Cleaners Inc. operates a small dry-cleaning business. The company has always main ­
tained a complete and accurate set of records. U nfortu nately, the company's accountant left in a 
dispute with the president and took the 2012 financi al 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 
Cleaning revenue-cash sales 

$15,200 
32,500 

Expenses: 
Dividends 
Accounts payable 
Utilities 
Salaries and wages 

Net income 

$ 4,000 
4,500 

12,200 
17, 100 

Hometown Cleaners Inc. 
Balance Sheet 

December 31. 2012 

$47.700 

37,800 

$ 9,900 

Assets Liabilities and Stockholders' Equity 

Cash 
Building and equipment 

Less: Notes payable 
Land 

Total assets 

$ 7.400 
80,000 
(50,000) 

40,000 

$ 77.400 

Cleaning revenue-
credit sales $26,200 

Capital stock 20,000 

Net income 9,900 

Retained earn ings 21 ,300 

Total liabilities and 
stockholders' equity $77.400 

T he president is very disappointed with the net income for the year because it has averaged 
$25,000 over the last ten years . She has asked for your help in determining whether the reported 
net income accurately reflects the profitability of the company and whether the balance sheet is 
prepared correctly. 

Required 

1. Prepare a corrected income statement for t11e year ended December 31, 2012. 
2. Prepare a statement of retained earnings for the year ended December 31 , 2012. (The actual 

balance of Retained Earnings on Jan uary 1, 2012, was $42,700. Note that tl1e December 
31, 2012, Retained Earnings balance shown is incorrect. The president simply " plugged in" 
this amount to make the balance sheet balance.) 

3. Prepare a corrected balance sheet at December 31, 2012. 
4. Draft a memo to the president explaining the major differences between t11e income state­

ment she prepared and the one you prepared. 
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LOS Problem 1-8 Statement of Retained Earnings for The Coca-Cola 
Company 
The Coca-Cola Company and Subsidiaries reported the fo llowing amounts in various state­
ments included in its 20 l 0 annual report. (All amounts are stated in millions of dollars. ) 

Required 

Net income for 2010 
Cash dividends declared in 201 O 

Reinvested earnings, December 31 , 2009 
Reinvested earnings, December 31 , 2010 

$1 1,809 
4,068 

41,537 
49,278 

1. Prepare a statement of retained earnings for T he Coca-Cola Company for the year ended 
December 31, 2010 . 

2. T he Coca-Cola Company does not actually present a statement of retained earnings in its an­
nual report. Instead, it presents a broader statement of shareholders' equity. Describe the in­
formation that would be included on this statement that is not included on a statement of 
retained earnings. 

L04 Problem 1-9 Information Needs and Setting Accounting Standards 
The Financial Accounting Standa rds Board requ ires companies to supplement their consolidated 
fi nancial statements with disclosures about segments of their businesses. To comply with this 
standard, Time Warner lnc. 's 2010 annual report provides various disclosures fo r the three seg­
ments in which it operates: Filmed Entertainment, Networks, and Publishing. 

Required 

Which users of accoun ting info rmation do you think the FASB had in mind when it set this 
standard? What types of disclosures do you think these users would fi nd helpful ? 

MULTI-CONCEPT PROBLEM 

LOS • 6 Problem 1-10 Primary Assumptions Made in Preparing Financial 
Statements 
Joe Hale opened a machine repair business in leased retail space, paying the fi rst month 's rent of 
$300 and a $ 1,000 security depo it with a check on his personal account. H e took the tools, 
worth about $7,500, fro m his garage to the shop. He also bought some equipment to get 
started. The new equipment had a list price of $5,000, but Joe was able to purchase it on sale at 
Sears for only $4,200 . H e charged the new equipment on his personal Sears charge card. Joe's 
first customer paid 400 for services rendered, so Joe opened a checking account for the com­
pany. He completed a second job, but the customer has not paid Joe the $2,500 for his work. At 
the end of the fi rst month , Joe prepared the following balance sheet and income statement: 

Cash 
Equipment 

Total 

Sales 
Rent 
Tools 

Net loss 

Joe's M achine Repair Shop 
Balance Sheet 
July 31, 2012 

$ 400 
5, 000 

$5,400 
Equity 

Total 

Joe's M achine Repair Shop 
Income Statement 

For the Month Ended July 31 , 2012 

$ 300 
4,200 

$ 2,900 

4,500 
$(1,600) 

$5,400 

$5,400 



Alternate Problems 

Joe believes that he should show a greater profit next month because he won' t have large 
expenses for items such as tools. 

Required 

Identify the assumptions that Joe has violated and explain how each event should have been 
handled . Prepare a corrected balance sheet and income statement. 

ALTERNATE PROBLEMS 
Problem 1-1A What to Do with a Million Dollars? 
You have inherited $ I million! 

Required 

Describe the process you will go through in determining how to invest your inheritance . Con­
sider at least two options and choose one. You may consider the stock of a certain company, 
bonds, real estate investments, bank deposits, and so on. Be specific. What information do you 
need to make a final decision? Where will you find the information you need? What additional in ­
formation will you need to consider if you want to make a change in your investment? 

Problem 1-2A Users of Accounting Information and Their Needs 
Billings Inc . would like to buy a franchise to provide a specialized service. Info rmation about Bi ll ­
ings is more useful to some people involved in the project than to others. 

Required 

Complete the fo llowing chart by identifying the information listed on the left with the user's 
need to know the in fo rmation. Identify the information as one of the fo llowing: 

a. Need to know 
b. Helpful to know 
c. Not necessary to know 

User of the Information 

Information Manager Stockholders Franchisor 
1. Expected revenue from the new service 
2. Cost of the franchise fee and recurring fees to be 

paid to the franch isor 
3. Cash available to Billings, the franchisee, to operate 

the business after the franchise is purchased 
4. Expected overhead costs of the service outlet 
5. Billings ' required return on its investment 

Problem 1-3A Balance Sheet 
T he fo llowing items are available from the records of Victor Corporation at the end of its fi scal 
year, July 31, 2012 : 

Accounts payable $16,900 Delivery expense $ 4,600 
Accounts receivable 5,700 Notes payable 50,000 
Buildings 35,000 Office equipment 12,000 
Butter and cheese inventory 12, 100 Retained earnings, end of year 26,300 
Capital stock 25,000 Salary and wage expense 8,230 
Cash 21,800 Sales revenue 14,220 
Computerized mixers 25,800 Tools 5,800 

Required 

Prepare a balance sheet . H int: ot all of the items listed should appear on a balance sheet. For 
each non-balance-sheet item, indicate where it should appear. 
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LOS Problem 1-4A Corrected Balance Sheet 
Pete is the president of Island Enterprises. Island Enterprises began business on January 1, 2012 . 
T he company's controller is out of the country on business. Pete needs a copy of the company's 
balance sheet for a meeting tomorrow and asks his assistant to obtain the required info rmation 
from the company's records. She presents Pete with the fo llowing balance sheet. He asks you to 
review it fo r accuracy. 

Island Enterprises 
Balance Sheet 

For the Vear Ended December 31, 2012 

Assets Liabilities and Stockholders' Equity 

Accounts payable 

Building and equipment 
Cash 
Cash dividends paid 

Required 

$ 29 600 
177,300 

14,750 
16,000 

1. Prepare a corrected balance sheet. 

Accounts receivable 

Supplies 
Capital stock 
Net income for 2012 

$ 23 200 
12,200 

100,000 
113,850 

2. Draft a memo explaining the major di fferences between the balance sheet Pete's assistant 
prepared and the one you prepared. 

LOS Problem 1-5A Income Statement, Statement of Retained Earnings, and 
Balance Sheet 
T he fo llowing list, in alphabetical order, shows the various items that regularly appear on the fi ­
nancial statements of Sterns Audio Book Rental Corp . T he amounts shown fo r balance sheet 
items are balances as of December 31, 201 2 (with the exception of retained earnings, which is 
the balance on January 1, 2012 ), and the amounts shown for income statement items are balan­
ces for the yea r ended December 31, 2012 . 

Accounts payable $ 4,500 Notes payable $ 10,000 

Accounts receivable 300 Rental revenue 125,900 
Advertising expense 14,500 Rent expense 60,000 
Capital stock 50,000 Retained earnings 35,390 

Cash 2,490 Salaries and wages expense 17,900 
Display fi xtures 45,000 Supplies inventory 70,000 
Dividends paid during the year 12,000 Water, gas. and electricity 3,600 

Required 

1. Prepare an income statement fo r the year ended December 31 , 2012. 
2. Prepare a statement of retained earnings for the year ended December 31, 2012 . 
3. Prepare a balance sheet at December 31, 201 2. 
4. You have $1,000 to invest . On the basis of the statements you prepared, would you use it to 

buy stock in this company? Explain. What other information would you want before deciding? 

LOS Problem 1-6A Income Statement and Balance Sheet 
Fort Worth Corporation began business in Janu ary 201 2 as a commercial carpet-cleaning and 
drying service. Shares of stock were issued to the owners in exchange for cash. Equipment was 
purchased by making a down payment in cash and signing a note payable for the balance. Services 
are performed fo r local restaurants and o ffi ce buildings on open account, and customers are given 
15 days to pay their accounts. Rent for office and storage facili ties is paid at the beginni11g of each 
month . Salari es and wages are paid at the end of the month. T he fo llowing amounts are fro m the 
records of Fort Worth Corporation at the end of its first month of operations: 

Accounts receivable $24,750 Equipment $62,000 
Capital stock 80,000 Notes payable 30,000 

Cash 51,650 Rent expense 3,600 

Cleaning revenue 45,900 Retained earnings ? 
Dividends 5,500 Salary and wage expense 8,400 



Alternate Problems 

Required 

1. Prepare an income statement for the month ended January 31, 2012. 
2. Prepare a balance sheet at January 31, 2012. 
3. What information would you need about Notes Payable to fu lly assess Fort Worth's long­

term viability? Explain your answer. 

Problem 1-7A Corrected Financial Statements 
Heidi's Bakery Inc. operates a small pastry business. The company has always maintained a com­
plete and accurate set of records. Unfortunately, the company's accountant left in a dispute with 
the president and took the 2012 financial statements with her. The following balance sheet and 
income statement were prepared by the company's president: 

Heidi's Bakery Inc. 
Income Statement 

For the Year Ended December 31 , 2012 

Revenues: 
Accounts receivable 
Pastry revenue-cash sales 

$15,500 

23,700 

Expenses: 
Dividends 

Accounts payable 

Utilities 

Salaries and wages 

Net loss 

$ 5,600 

6,800 

9,500 

18,200 

Heidi's Bakery Inc. 
Balance Sheet 

December 31 , 2012 

$39,200 

40, 100 

$ (900) 

Assets Liabilities and Stockholders' Equity 

Cash 
Building and equipment 
Less: Notes payable 
Land 

Total assets 

$ 3,700 

60,000 
(40,000) 

50,000 

$ 73.700 

Pastry revenue-
credit sales $22, 100 

Capital stock 30,000 

Net loss (900) 

Retained earnings 22,500 

Total liabilities and 
stockholders' equity $73,700 

The president is very disappointed with the net loss for the year because net income has aver­
aged $21,000 over the last ten years. He has asked for your help in determining whether the 
reported net loss accurately reflects the profitability of the company and whether the balance 
sheet is prepared correctly. 

Required 

1. Prepare a corrected income statement for the year ended December 31, 2012. 
2 . Prepare a statement of retained earnings for the year ended December 31, 2012 . (The actual 

amount of retained earnings o n January l, 2012, was $39,900. The December 31, 2012, 
Retained Earnings balance shown is incorrect. The president simply "plugged in" this 
amount to make the balance sheet balance.) 

3. Prepare a corrected balance sheet at December 31, 2012. 
4 . Draft a memo to the president explaining the major differences between the income state­

ment he prepared and the one you prepared. 
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LOS Problem 1-SA Statement of Retained Earnings for Brunswick 
Corporation 
Brunswick Corporation reported the fo llowing amounts in various statements included in its 
2010 annual report. (All amounts are stated in millions of dollars. ) 

Required 

Net loss for 2010 
Cash dividends declared and paid in 201 O 

Retained earnings, December 31, 2009 

Retained earnings, December 31 , 201 O 

$110 .6 
4.4 

505.3 

390.3 

1. Prepare a statement of retained earnings for Brunswick Corporation for the year ended De­
cember 31, 2010. 

2 . Bru nswick docs not actually present a statement of retained earnings in its annual report. 
Instead, it presents a broader statement of shareholders' equity. Desc1ibe the infomiation that 
would be included on this statement that is not included on a statement of retained earnings. 

L04 Problem 1-9A Information Needs and Setting Accounting Standards 
The Financial Accounti ng Standards Board requires companies to supplement their consolidated 
financia l statements with disclosures about segments of their businesses. To comply with this 
standard, Marriott lnternational's 2010 annual report provides various disclosures for the five 
segments in which it operates: North American Full -Service Lodging, North American Limited­
Scrvicc Lodging, International Lodging, Luxury Lodging, and Timeshare. 

Required 

Which users of accounting information do you think the FASB had in mind when it set this 
standard? What types of disclosures do you think these users would find helpful? 

ALTERNATE MULTI-CONCEPT PROBLEM 

LOS• 6 Problem 1-10A Primary Assumptions Made in Preparing Financial 
Statements 
Millie Abrams opened a ceramic studio in leased retai l space, paying the first month 's rent of $300 
and a $1,000 security deposit with a check on her personal account. She took molds and paint, 
worth about $7,500, from her home to the studio. She also bought a new firing kiln to start the 
business. The new kiln had a list price of $5,000, but Millie was able to trade in her old kiln , worth 
$500 at the time of trade, on the new kiln. Therefore, she paid only $4,500 cash. She wrote a check 
on her personal account. Millie's first customers paid a total of $1,400 to attend classes for the next 
two months. Millie opened a checking account in the company's name with the $1,400 . She has 
conducted classes for one month and has sold $3,000 of unfinished ceramic pieces callcdgreenware. 
All greenware sales are cash. Millie incurred $1,000 of personal cost in making the grccnware . At 
the end of the first month , Millie prepared the following balance sheet and income statement: 

Cash 
Kiln 

Total 

Millie's Ceramic Studio 
Balance Sheet 
July 31, 2012 

$1.400 
5,000 

$6.400 

Equity 

Total 

Millie's Ceramic Studio 
Income Statement 

For the Month Ended July 31, 2012 

Sales 
Rent 
Supplies 

Net income 

$300 

600 

$4.400 

900 
$3,500 

$6.400 

$6.400 



Decision Cases 

Millie needs to earn at least $3,000 each month for the business to be worth her time. She is 
pleased with the resul ts. 

Required 

Identif)1 the assumptions that Millie has violated and explain how each event should have been 
handled. Prepare a corrected balance sheet and income statement. 

DECISION CASES 

Reading and Interpreting Financial Statements 

Decision Case 1-1 An Annual Report as Ready Reference 
Refer to the excerpts from Kellogg's annual report reprinted at the back of the book and iden­
tify where each of the following users of accounting information would first look to answer their 
respective questions about Kellogg's. 
1. ln JJestors: How much did the company earn for each share of stock that I own? Were any div­

idends paid, and how much was reinvested in the company? 
2. Potential inJJestors: What amount of earnings can I expect to see from Kellogg's in the near 

future? 
3. Suppliers: Should I extend credit to Kellogg's? Does it have sufficient cash or cashlike assets 

to repay accounts payable? 
4. IRS: How much does Kellogg's owe for taxes? 
5. Banleers: What is Kellogg's long-term debt? Should I make a new loan to the company? 

Decision Case 1-2 Reading and Interpreting Kellogg's Financial 
Statements 

Refer to the financial statements for Kellogg's reproduced in the chapter and answer the follow­
ing questions. 

1. What was the company's net income for 20 I 0? 
2. State Kellogg's financial position on January 1, 201 1 (the end of its 2010 fiscal year), in 

terms of the accounting equation. 
3 . By what amount did Property, net, increase during 2010? Explain what would cause an 

increase in this item. 

L04•S 
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Decision Case 1-3 Comparing Two Companies in the Same Industry: LOS 
Kellogg's and General Mills 

Refer to the financial information for Kellogg's and General Mills reproduced at the end of the 
book and answer the following questions. 

1. \Vhat was the net sales amount for each company for the most recent year? Did each com­
pany's net sales increase or decrease from its total amount in the prior year? 

2. What was each company's net income for the most recent year? Did each company's net 
income increase or decrease from its net income for the prior year? 

3 . What was the total asset balance for each company at the end of its most recent year? Among 
its assets, what was the largest asset each company reported on its year-end balance sheet? 

4. Did either company pay its stockholders any dividends during the most recent year? Explain 
how you can tell. 

Mal<lng Financial Decisions 

Decision Case 1-4 An Investment Opportunity 
You have saved enough money to pay for your college tuition for the next three years when a 
high-school friend comes to you with a deal. He is an artist who has spent most of the past two 

(Continued) 
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years drawing on the walls of old buildings. The buildings are about to be demolished, and your 
friend thinks you shou ld buy the wa lls before the buildings arc demolished and open a gallery fea ­
turing his work. Of course, you are levelheaded and would normally say no. Recently, however, 
your friend has been featured on several local radio and television shows and is talking to some 
national networks about doing a feature on a well -known news show. To set up the gallery would 
take all of your savings, but your friend thinks that you will be able to sell his artwork for ten 
times the cost of your investment. What information about the business do you need before 
deciding to invest your savings? What kind of profit split would you suggest to your frie nd? 

LOS Decision Case 1-5 Preparation of Projected Statements for a New 
Business 
Upon graduation from McgaStatc University, you and your roommate decide to start your re­
spective careers in accounting and salmon fishing in Remote, Alaska. Your career as a CPA in 
Remote is going well, as is your roommate's job as a commercial fis herman. After one year in 
Remote, he approaches you with a business opporn111ity. 

As we are well aware, the DVD rental business has yet to reach Remote and the nearest 
rental facility is 250 miles away. We each put up our first year's savings of $5,000 and fi le for 
articles of incorporation with the state of Alaska to do business as Remote DVD World. In return 
for our investment of $5,000, we will each receive equal shares of capital stock in the corporation. 
Then we go to Corner National Bank and apply for a $10,000 loan . We take the total cash of 
$20,000 we have now raised and buy 2,000 DVDs at $10 each from a mail-order supplier. We 
rent the movies for $3 per title and sell monthly memberships for $25, allowing a member to 
check out an unlimited number of movies during the month. Individual rentals would be a cash­
and-carry business, but we would give customers until the 10th of the followi ng month to pay 
for a monthly membership. My most conservative estimate is that during the first month alone, 
we will rent 800 movies and sell 200 memberships . As I sec it, we wi ll have only two expenses. 
First , we wi ll hire two high-school students to run the store for 15 hours each per week and pay 
them S l 0 per hour. Second, the landlord of a vacant store in town will rent us space in the build­
ing for $1,000 per month. 

Required 

1. Prepare a projected income statement for the first month of operations. 
2. Prepare a balance sheet as it would appear at the end of the first month of operations . 
3. Assume that the bank is willing to make the $ 10,000 loan. Would you be willing to join your 

roommate in this business? Explain your response. Also indicate any information other than 
what he has provided that you would like to have before making a final decision. 

Ethical Decision Making 

L04 • 5 • 8 Decision Case 1-6 Identification of Errors in Financial Statements and 
Preparation of Revised Statements 
Lakeside Slammers Inc. is a minor league baseball organization that has just completed its first 
season. You and three other investors organized the corporation; each put up $10,000 in cash 
for shares of capital stock. Because you live out of state, you have not been actively involved in 
the daily affairs of the club. However, you are thrilled to receive a dividend check for $10,000 at 
the end of the season- an amount equal to your original investment. Included with the check 
arc the following financial statements, along with supporting explanations: 

Lakeside Slammers Inc. 
Income Statement 

For the Year Ended December 31, 2012 

Revenues: 
Single-game ticket revenue 
Season t icket revenue 
Concessions revenue 
Advertising revenue 

$420,000 
140,000 
280,000 
100,000 $940,000 



Decision Cases 

Expenses: 
Cost of concessions sold 
Salary expense-players 
Salary and wage expense-staff 
Rent expense 

Net income 

$110,000 

225,000 
150,000 
210,000 695,000 

$245,000 

Lakeside Slammers Inc. 
Statement of Retained Earnings 

For the Year Ended December 31, 2012 

Beginning balance. January 1, 2012 
Add: Net income for 2012 

Deduct: Cash dividends paid in 2012 

Ending balance, December 31, 2012 

Lakeside Slammers Inc. 
Balance Sheet 

December 31, 2012 

$ 0 
245,000 
(40,000) 

$205,000 

Assets Liabilities and Stockholders' Equity 

Cash 
Accounts receivable: 

Season tickets 
Advertisers 

Auxiliary assets 

Equipment 
Player contracts 

Total assets 

Additional information: 

$ 5,000 

140,000 
100,000 
80,000 

50,000 
125,000 

$500,000 

Notes payable $ 50,000 

Capital stock 40,000 
Additional owners' capital 80,000 
Parent club's equity 125,000 
Retained earnings 205,000 

Total liabilities and 
stockholders' equity $500,000 

a. Single-game tickets sold for $4 per game. T he team averaged 1,500 fans per game. With 70 
home games x 4 per game x 1,500 fans, single-game ticket revenue amounted to $420,000. 

b. No season tickets were sold during the first season. During the last three months of 2012, 
however, an aggressive sales campaign resulted in the sale of 500 season tickets for the 2013 
season. Therefore, the controller (who is also one of the owners) chose to record an Account 
Receivable-Season Tickets and corresponding revenue for 500 tickets x 4 per game x 70 
games, or $140,000. 

c. Advertising revenue of $100,000 resulted from the sale of the 40 signs on the outfield wall at 
$2,500 each for the season. However, none of the advertisers have paid their bills yet (thus, 
an account receivable of $100,000 on the balance sheet) because the contract with Lakeside 
required payment only if the team averaged 2,000 fa ns per game during the 2012 season. 
The controller believes that the advertisers will be sympathetic to the difficulties of starting a 
new franchise and will be willing to overlook the slight deficiency in the attendance require­
ment. 

d. Lakeside has a working agreement with one of the major league franchises. The minor league 
team is required to pay $5,000 every year to the major league team for each of the 25 players 
on its roster. The controller believes that each of the players is an asset to the organization 
and has therefore recorded $5,000 x 25, or $ 125 ,000, as an asset called Player Contracts. 
The item on the right side of the balance sheet entitled Parent Club's Equity is the amount 
owed to the major league team by February 1, 2013, as payment for the players for the 2012 
season. 

e. In addition to the cost described in item (d), Lakeside directly pays each of its 25 players a 
$9,000 salary for the season. This amount-$225,000-has already been paid for the 2012 
season and is reported on the income statement. 

(Continued) 
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f. The items on the balance sheet entitled Auxiliary Assets on the left side and Additional 
Owners' Capital on tl1e right side represent the value of the controller's personal residence. 
She has a mortgage with the bank for tl1e full value of the hou e. 

g. The $50,000 note payable resulted from a loan that was taken out at the beginning of the 
year to finance the purchase of bats, balls, uniforms, lawn mowers, and other miscellaneous 
supplies needed to operate tl1e team. (Equipment is reported as an asset for the same 
amount. ) The loan, with interest, is due on April 15, 2013 . Even though the team had a very 
successful first year, Lakeside is a little short of cash at the end of 2012 and has asked the bank 
for a tl1ree-montl1 extension of the loan . The controller reasons , "By the due date of April 15, 
2013 , the cash due from tl1e new season ticket holders will be available, tl1ings wi ll be cleared 
up with the advertisers, and the loan can be easi ly repaid." 

Required 

1. Identify any errors you think the controller has made in preparing the financial statements. 
2. On the basis of your answer in part ( 1 ), prepare a revised income statement, statement of 

retained earnings, and balance sheet. 
3. On the basis of your revised financial statements, identify any ethical dilemma you now face. 

Does the information regarding the season ticket revenue provide reliable information to an 
outsider? Does tl1e $100,000 advertising revenue on the income statement represent tl1e 
underlying economic reality of the transaction? Do you have a responsibility to share these 
revisions with the other three owners? What is your responsibility to the bank? 

4. Using Exhibit 1-9 and the related text as your guide, analyze the key clements in the situa­
tion and answer the following questions. Support your answers by explaining your reasoning. 

a. Who may benefit or be harmed? 
b. How are they likely to benefit or be harmed? 
c. What rights or claims may be violated? 
d. What specific interests are in conflict? 
e. What are your responsibilities and obligations? 
f. Do you believe tl1e information provided by the organization is relevant and is a faithful 

representation? 

LOS Decision Case 1-7 Responsibility for Financial Statements and the 
Role of the Auditor 
Financial statements arc the means by which accoun tants communicate to external users. Recent 
financial reporting scandals have focused attention on the accounting profession and its role in 
the preparation of these statements and tl1e audits performed on the statements. 

Required 

l . Who is responsible for tl1e preparation of the financial statements that arc included in a com­
pany's annual report? 

2 . Who performs an audit of the financial statements referred to in part ( 1 )? 
3. Why is it important for iliose who arc responsible for an audit of the financial statements to 

be independent of those who prepare the statements? Explain your answer. 

SOLUTIONS TO KEY TERMS QUIZ 

Quiz 1: Introduction to Business 

15 Business 
~ Business entity 

13 Sole proprietorship 
__lL Economic entity concept 
_ _ 2_ Partnership 
__ 4_ Corporation 

8 Share of stock 
9 Bond 

5 
7 
14 
10 
11 

Nonbusiness entity 
Liabi lity 
Capital stock 
Stockholder 
Creditor 

1 Asset 
3 Revenue 

__ 6_ Expense 



Quiz 2: Introduction to Accounting 

_ 4_ Accow1ting 
_ 9_ Management accounting 
_5_ Financial accow1ting 
_ 6_ Owners' equity 
_3_ Stockholders' equity 
_8_ Retained earnings 

7 Balance sheet 
1 

22 
10 

Income statement 
Net income 
Dividends 

_2_ Statement of retained earnings 
25 Statement of cash flows 

___lL Cost principle 
___lL Going concern 
_____!L Monetary unit 
_lL Tin1e period 

Answers to Pod Review 

_ l _l _ Generally accepted accoW1ting 
principles ( GAAP) 

_l_L Securities and Exchange Commission 
(SEC) 

__lL Financial Accow1ting Standards Board 
(FASB ) 

17 American Institute of Certified Public 
Accountants (AICPA) 

__1L Certified Public Accountant (CPA) 
_1L Public Company Accmmting Over­

sight Board (PCAOB ) 
__1Q_ International AccoW1ting Standards 

Board (IASB ) 
_l2_ Auditing 
__1l_ Sarbanes-Oxley Act 

ANSWERS TO POD REVIEW 
L01 
L02 
L03 
L04 

1. c 
1. c 
1. b 
1. c 

2. a 
2.d 
2.a 
2.b 

3. c 

LOS 
LOG 
L07 
LOS 

1. b 2.a 3.b 
1. d 2.a 
1. b 2.b 
1. c 2. b 
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Financial Statements and 
the Annual Report 

AFTER STUDYING THIS CHAPTER, YOU SHOULD BE ABLE TO: 

L01 Describe the objectives of financial 
reporting . 

L02 Describe the qualitative characterist ics of 
accounting information. 

L03 Explain the concept and purpose of a 
classified ba lance sheet and prepare the 
statement. 

L04 Use a classified balance sheet to analyze a 
company's financial position. 

LOS Explain the difference between a single­
step and a multiple-step income statement 
and prepare each type of income 
statement. 

A Look at the Previous Chapter Chapter 1 introduced 
how investors, creditors, and others use accounting and 
how the outputs of the accounting system-financial state­
ments-are used in making business decisions. Chapter 1 
introduced the Financial Decision Model and the Ethical 
Decision Framework-two of the three key decision tools 
needed for informed and ethical decision making. 

A Look at This Chapter Chapter 2 takes a closer look 
at the financial statements as well as other elements that 
make up an annual report. It also introduces the third 
decision model needed for making financial decisions, the 

L06 Use a multiple-step income statement to 
analyze a company's operations. 

L07 Identify the components of the statement 
of retained earnings and prepare the 
statement. 

LOS Identify the components of the statement 
of cash flows and prepare the statement. 

L09 Read and use the financial statements and 
other elements in the annual report of a 
publicly held company. 

Ratio Decision Model. Here you'll learn how to use finan­
cial statement numbers to develop ratios that reflect the 
financial trends of a business. 

A Look at the Upcoming Chapter Chapter 3 steps 
back from a fi rm's financial statements to discuss how 
business transactions and the resulting accounting infor­
mation are handled. The chapter begins by looking at 
transactions- what they are; how they are analyzed; and 
how accounting procedures facilitate turning them into 
journal entries, ledger accounts, and trial balances on 
which financial statements are based. 



~ If you were investing in a company, what would be more im­
.s 
i portant to you - a brand name or financials that are in great 
·~ 

j shape? No question, brand names are the lifeblood of any 
~ 
i consumer product company. General Mills boasts some of 
:;;( 

~ the most recognizable names in the world. Who cannot iden-

tify with Cheerios® and Wheaties'"' in General Mills's Big G 

division? Or is there anyone who is not familiar with the 

name Betty Crocker<IY? Finally, Yoplait® is a leader among 

U.S. yogurt brands. 

But having great financials is essential to attracting 

investors and managing a business for growth. General 

Mills and Kellogg's, which was introduced in Chapter 1, 

compete in many of the same markets and have also 

reported similar financial results in recent years. Compare 

the Financial Highlights for General Mills shown on the next 

page with those for Kellogg's in Chapter 1. General Mills 

reported net sales for the 2010 fiscal year of $14.8 billion, 

compared to Kellogg's net sales of $12.4 billion. The similar­

ities extend to the bottom line as well: General Mills 

reported net income of $1.5 bil lion, while Kellogg's net 

income was $1.2 billion. 

The steady climb in earnings for both companies in 

recent years is commendable, especially in the face of a chal­

lenging economic environment. But with limited resources: 

• How could you decide in which company to invest? 

• What else can an income statement tell you that would 

help in making this decision? 

• Does a balance sheet provide useful information about 

the company's future prospects? 

• What does a statement of cash flows reveal about a 

company's performance that an income statement does 

not? 

As you continue your study of accounting, you should look 

for answers to these questions as well as to a number of 

others: 

• What makes a set of financial statements understand-

able to you? (See p. 58.) 

• How can you distinguish a current asset from a long­

term asset? a current liability from a long-term liability? 

(See pp. 63- 65.) 

• How can you use the numbers on a classified balance 

sheet to measure a company's liquidity? (See p. 78.) 

• How can you use the numbers on an income statement 

to measure a company's profitability? (See pp. 79-80.) 

• What useful nonfinancial information can be found in a 

company's annual report? (See pp. 81 - 83.) 

Without understanding a company's financial statements, 

selecting a brand name to invest in can be a recipe for losing 

money. 
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Our Fiscal 2010 Financial Highlights 

52 weeks 
ended May 30, 

In Millions, Except per Share and Return on Capital Data 2010 

Net Sales 

Segment Operating Profit* 

Net Earnings Attributable to General Mills 

Diluted Earnings per Share (EPS) 

$14,796 

2,861 

1,530 

2.24 

53 weeks 
ended May 31, 

2009 Change 

$14,691 + 1% 

2,643 + 8 

1,304 + 17 

1.90 + 18 

Adjusted Diluted EPS, Excluding Items Affecting Comparabi lity• 

Return on Average Total Capi tal* 

2.30 

13.8% 

1.99 + 16 

12.3% + 150 basis pts. 

Average Diluted Shares Outstanding 683 687 - 1% 

Dividends per Share $ 0.96 $ 0.86 + 12 

* See page 87 for discussion of non-GAAP measures. 

Data throughout this report reflects our two-for-one stock split with a record date of May 28, 2010. 

Source: General Mills 2010 annual report. 

L01 Describe the objectives of 
financial reporting . 

Objectives of Financial Reporting 

OVERVIEW: Financial reporting has one overriding objective: to provide useful 
information to those who must make financial decisions. 

A variety of external users need information to make sound business decisions, including 
stockholders, bondholders, bankers, and other types of creditors such as suppliers. These 
users must make an initial decision about investing in a company, regardless of whether 
it is in the form of a stock, a bond, or a note. T he balance sheet, the income statement, 
and the statement of cash flows, along with the supporting notes and other information 
found in an annual report, are the key sources of information needed to make sound 
decisions. These statements are not intended to tell the reader the value of a company, 
but they shou ld provide information that will allow the users to make their own 
estimates. 

• The balance sheet tells what obligations will be due in the near future and what 
assets will be available to satisfy them. 

• The income statement tells the revenues and expenses for a period of time. 
• The statement of cash flows tells where cash came from and how it was used 

during the period. 
• The notes provide essential details about the company's accounting policies and 

other key factors that affect its financial condition and performance. 

Decision makers must understand the underlying accounting principles that have been 
applied to create the reported information in the statements. In preparing financial state­
ments, accountants consider: 

• T he objectives of financial reporting. 
• T he characteristics that make accom1ting information useful. 
• T he most useful way to display the information fo und in the balance sheet, the 

income statement, and the statement of cash fl ows. 

Financial info rmation users are the main reason financial statements are prepared. After 
all , it is the investors, creditors, and other groups and individuals outside and inside the 
company who must make economic decisions based on these statements. T herefore, as 
you learned in Chapter 1, financia l statements must be based on agreed -upon assump­
tions such as time period, going concern , and other GAAP. 

Moreover, when the accountants for companies such as General Mills prepare their 
financial statements, they must keep in mind fi nancial reporti ng objectives that are 
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focu sed on providing the most understandable and useful information possible. Finan­
cial reporting has one overall objective and a set of related objectives, all of them 
concerned with how the information may be most useful to the readers . 

The Objective of General-Purpose Financial Reporting 
The objective of fmancial reporting is to provide financial information 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, usually do 
not have access to the detailed records of the business or the benefit o f 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 use fi.il 
in making decisions on whether to provide resources to the company. 1 

You can now sec how closely the objective of financial reporting is tied to decision 
making. The purpose of financial reporting is to help the users reach their decisions 
in an informed manner. What types of in fo rmation do these users need? H ow docs the 
information they need relate to what is reported on fin ancial statements? To answer 
these questions, consider the fo llowing: 

• Investors and Creditors Need Information about Prospective Cash Receipts 
INVESTOR: If I buy stock in this company, how much cash will I receive : 
• In dividends? 
• From the sale of the stock? 
BANKE R: If I lend money to this company, how much cash will I receive: 
• In interest on the loan? 
• 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, bu t this 
depends to some extent on the company's skills in managing its own cash fl ows. 

• The Company Also Needs Information about Its Resources and Claims to 
Those Resources 
A company's cash flows are inherently tied to the in fo rmation on the: 
• Balance sheet (assets, li abilities, and owners' equi ty). 
• Income statement (revenues and expenses). 
• Statement of cash fl ows (operating, investing, and fin ancing activities ). 

Example 2-1 Using Financial Reporting Objectives to Make Investment 
Decisions 

Assume that you are trying to decide w hether to buy stock in General Mills. Even though the 
fi nancia l reporting objectives may seem abstract, think about how they can be used to help 
make a decision . 

Financial Reporting Objectives 
1. Provide information for decision making. 

2. Reflect prospective cash receipts to investors 
and creditors. 

Potential Investor's Questions 
Based on the financia l information, should I buy 
shares of stock in General Mills? 

How much cash, if any, will I receive in dividends 
each year and how much from the sale of the stock of 
General Mil ls in the future? 

3. Reflect prospective cash flows to an 
enterprise. 

After paying its suppliers and employees and meeting M 

all of its obligations, how much cash will General M ills ~ 
~ take in during the time I own the stock? 
~ 

How much has General Mills invested in new 
j 

4. Reflect resources and claims to resources. 
buildings and equipment? 

---------------------------------------------------------------------- @ 

' Statement of Financial Accounting Concepts !SFACJ 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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L01 Describe the objectives of f inancial reporting . 

• The objective of financial reporting is to convey useful and timely information to parties for making economic decisions. 

• Decision makers include investors, creditors, and other individuals or groups inside and outside the firm. 

• These decision makers need information to evaluate cash flows, resources of the company, and claims to those 
resources. 

QUESTIONS Answers t o these questions are on the last page of the chapter. 

1. The primary purpose of financial reporting is 2. All of the following are important to decision makers 

a. to help users reach decisions in an informed manner. except 

b. to provide the information necessary to prepare a tax a. prospective cash receipts to investors and creditors. 
return . b. prospective cash flows to the company. 

c. to provide a historical record of a company's 
performance . 

c. the company's resources and cla ims to its 
resources. 

d. none of the above. 

L02 Describe the qualitative 
characteristics of accounting 
information . 

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

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

d. All of the above are important to decision makers. 

What Makes Accounting Information Useful? 
Qualitative Characteristics 

OVERVIEW: To be useful, accounting information must be understandable and 
relevant to the decision being made. It must also be a faithful representation. Compara­
bility and consistency are also important if statements are to be useful. 

Si nce accounting information must be useful for decision making, what makes it usefi.il ? 
This section focuses on the qualities that accountants strive for in their financial report­
ing and on some challenges they face in making reporting judgments. It also reveals 
what users of financial information expect fi-o m financial statements. 

Q;tantitatiJJe considerations such as tuition costs certainly were a concern when you 
chose your current school. In addition, you made subjective judgments about your collcge's 
qualitatiJJe characteristics. Similarly, certain qualities make accounting information usefi.rl. 

Understandability 
For anything to be useful, it must be understandable. 

Usefulness and tmderstandability go hand in hand. However, understandability of financial 
infom1ation varies considerably depending on the user's background. For example, should finan­
cial statements be prepared so that they are w1derstandable by anyone \\~th a college education? 
Or should it be assumed that all users have completed at lcast one accmmting cow-se? Is a back­
ground in business necessary for a good w1derstanding of financial reports, regardless of one's 
formal training? There are no simple answer-s to these questions. However, financial informa­
tion should be comprehensible to those who are willing to spend the time to 1mde1-stand it. 

Understandability alone is certainly not enough to render information usefi.rl. 
According to the FASB, two fundamental characteristics make accounting information 
useful. The information must be relevant, and it must be a faithful representation.2 

Relevance 
To be useful, information must be relevant. 

Relevance is the capaci ty of information to make a difference in a decision. Sometimes, 
information may have predictive value. For example , assume that you arc a banker 

2 Statement of Financial Accounting Concepts /SFACJ No. 8, Conceptual Framework for Financial Reporting, Chapter 3, 
" Qualitative Characteristics of Useful Accounting Information" (Norwalk. Conn.: Financial Accounting Standards Board, 
October 2010). 
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evaluating the fi nancial statements of a company seeking a loan. T he financial statements 
point to a strong, profitable company. However, today's news revealed that the company 
has been named in a mul timillion-dollar lawsuit . T his information would be relevant to 
your ta lks with the company. Disclosure of the lawsuit in the fin ancial statements would 
help you predict whether it would be wise to make a loan to the company. 

In other cases, information may have confirming value. For example, assume you 
invest in a company because you think it may enter new Asian markets in the near fu ture. 
Disclosure in the statements that the company acquired a Chinese subsidiary would 
confirm you made the right decision to invest in the company. 

Faithful Representation 
According to the FASB, in fo rmation is a faithful representation when it is complete, 
neutral, and free from error . Information is neutral when it is not slanted to make a 
company's position look any better or worse than the actual circumstances would dic­
tate- such as when the probable losses from a major lawsuit are disclosed accurately in 
the notes to the fi nancial statements, with all potential effects on the company, rather 
than minimized as a very remote possible loss. 

Comparability and Consistency 
Comparability allows comparisons to be made betiveen or among cornpanies. 

GAAP allow a certain amount of freedom in choosing among alternative treatments for 
certain transactions. 

For example, under GAAP, companies may choose from several methods of 
accounting fo r the depreciation of certain long-term assets. Depreciation is the process 
of allocating the cost of a long-term tangible asset, such as a building or equipment, over 
its useful li fe . Each method may affect the value of the assets differently. How docs this 
freedom of choice affect investors' abil ity to compare companies? 

Paul C. Stumb, Jr. is an Assistant Vice President at SunTrust Bank in Nashville, TN. Accord­
ing to Paul, the most important statements to review as a commercial lender are a company's 
balance sheet and income statement. Not only do these give an accurate picture of the cur­
rent condition of a company (that is, year-to-date performance), but they provide the bank with 
an idea of how well the company is positioned to fare in future conditions. "If someone is 
seeking financing, we like to review at least three years of financial statement history. For 
existing clients, we generally receive monthly or quarterly financials to stay on top of what is 
going on in their company." 

According to Paul, underwriting and credit analysis is an art, not a science. There are 
many factors that go into making an informed credit decision. For example, it is extremely im­
portant to have a complete understanding of a firm's operating cycle in order to make an 
informed lending decision. Financial analysis and accounting measures make up a large por­
tion of what he does on a day-to-day basis. 

For a bank to be comfortable lending money to a business or individual, it has to be com­
fortable with the quality and figures in the financial statements. You can't be successful in 
lending if you can't read the financial statements. 

I have yet to meet a successful banker (in any 
field) that lacks a solid foundation in accounting. 

Accounting (especially financial accounting) is the 
root of lending. ' 
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Faithful representation 
The quality of information that 
makes it complete, neutral, and free 
from error. 

Comparability 
For accounting information. the 
quality that allows a user to analyze 
two or more companies and look for 
similarities and differences. 

Depreciation 
The process of allocating the cost of 
a long-term tangible asset over its 
useful life . ~ 
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Consistency 
For accounting information, the 
quality that allows a user to 
compare two or more accounting 
periods for a single company. 

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

Conservatism 
The practice of using the least 
optimistic estimate when two 
estimates of amounts are about 
equally likely. 

Chapter 2 Financial Statements and the Annual Report 

Assume that you are considering buying stock in one of three companies. Their an­
nual reports indicate that one company uses the "accelerated" depreciation method and 
the other two companies use the "straight-line" depreciation method. (We'll learn about 
these methods in Chapter 8 .) Does this lack ofa common depreciation method make it 
impossible to compare the performance of the three companies? 

Obviously, comparing these companies would be easier and more meaningful if a.II 
three used the same depreciation method. However, comparisons arc not impossible just 
because companies use different methods. Certainly, the more uniform statements are in 
terms of the principles used to prepare them, the more comparable they will be. However, 
the profession allows a certain freedom of choice in selecting from alternative GAAP. 

To render statements of companies using different methods more meaningful, disclo­
sure assumes a very important role. For example, as we will see later in this chapter, the 
first note in the annual report of a publicly traded company is the disclosure of its 
accounting policies. The reader of this note is made aware that the companies do not 
use the same depreciation method. Disclosure of accounting policies allows the reader to 
make a subjective adjustment to the statements of one or more of the companies and 
thus to compensate for the different depreciation method being used. 

Consistency means that financial statements can be compared ivithin a single 
company from one accounting period to the next. Consistency is closely related to com­
parability. Both involve the relationship benveen two numbers- comparability between 
numbers of different companies (usually for the same period ) and comparability between 
the numbers of a single company for different periods. However, whereas financial state­
ments are comparable when they can be compared benveen one company and another, 
statements are consistent when they can be compared within a single company from one 
accounting period to the next. 

Occasionally, companies decide to change their accounting method. Will it be possi­
ble to compare a company's earnings in a period in which it switches methods with its 
earnings in prior years? Changes in accounting methods from one period to the next do 
not make comparisons impossible, only more difficult. When a company makes an 
accounting change, accounting standards require various disclosures to help the reader 
evaluate the impact of the change. 

Materiality 
For accounting information to be useful, it must be relevant to a decision. 

Materiality is closely related to relevance and deals with the size of an error in account­
ing information. The issue is whether the error is large enough to affect the judgment of 
someone relying on the information. Suppose a company pays cash for two separate pur­
chases: a $5 pencil sharpener and a 50,000 computer. Each expenditure results in the 
acquisition of an asset that should be depreciated over its useful life . However, what if 
the company decides to account for the $5 paid for the pencil sharpener as an expense of 
the period rather than treat it in the theoretically correct manner by depreciating it over 
the life of the penci l sharpener? Will this error in any way affect the judgment of someone 
relying on the financial statements? Because such a slight error will not affect any deci ­
sions, minor expenditures of this nature are considered immaterial and are accounted 
for as an expense of the period. 

The threshold for determining materiality varies from one company to the next 
depending largely on the company's size. Many companies establish policies that any ex­
penditure under a certain dollar amount should be accounted for as an expense of the 
period. The threshold might be $50 for the corner grocery store but $1,000 for a large 
corporation. Finally, the amount of a transaction may be immaterial by company stand­
ards but still be considered significant by financial statement users. For example, a trans­
action involving illegal or unethical behavior by a company officer would be of concern, 
regardless of the dollar amounts involved. 

Conservatism 
Conservatism is the practice of using the least optimistic estin1ate when two esti­
mates of amow1ts arc about equally likely. It is a holdover from earlier days when the 
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primary financia l statement was the balance sheet and the primary user of this statement 
was the banker. It was customary to deliberately understate assets on the balance sheet 
because this resulted in an even larger margin of safety that the assets being provided as 
collateral for a loan were sufficient. Today, the balance sheet is not the only financial 
statement, and deliberate understatement of assets is no longer considered desirable. 
The practice of conservatism is reserved for those sin1ations in which there is uncertainty 
about how to account for a particular item or transaction . 

Various accounting rules arc based on the concept of conservatism. For example, in­
ventory held for resale is reported on the balance sheet at the lower-of-cost-or-market 
JJalue. This rule requires a company to compare the cost of its inventory with the market 
price, or current cost to replace that inventory, and to report the lower of the two 
amounts on the balance sheet at year-end . Chapter 5 wi ll more fu lly explore the lowcr­
of-cost-or-markct rule as it pertains to inventory. 

Example 2-2 Summarizing the Characteristics That Make Information Useful 

The various qualities that make information useful in making decisions can be summarized by 
asking a series of questions as follows: 

Characteristic 

Understandability 

Relevance 

Faithful representation 

Comparability 

Consistency 

Materiality 

Conservatism 

Why Important? 

Must understand information to use it 

Must be information that could affect a decision 

Must be information that is complete, neutral. and free from error 

Must be able to compare with other companies 

Must be able to compare with prior years 

Must be an amount large enough to affect a decision 

If any doubt, use the least optimistic estimate 

An International Perspective on Qualitative 
Characteristics 
Chapter 1 introduced the IASB and its efforts to improve the development of account- j 
ing standards around the world . Recently, this group completed a joint project with the ~ 
FASB in this country on the conceptual framework of accounting . Now the objectives ~ 
and qualitative characteristics of financial reporting as described in this chapter arc the ~ 

@ 

same for both groups. 

L02 Describe the qualitative characteristics of accounting information. 

• Qualitative characteristics make accounting information useful to financial statements users and include: 

• Understandability-pertains to those willing to spend time to understand the information. 

• Relevance-the capacity of information to make a difference in a decision. 

• Faithful representation-information that investors can depend on must be complete, neutral, and free from error. 

• Comparability and consistency-GAAP provide guidelines that standardize accounting practices and make information 
comparable from one company to another or from one period to the next for the same company. 

• ConseNatism-where uncertainty about how to account for economic activity exists, accounting choices that result in 
the least optimistic amount should be employed. 

QUESTIONS Answers to these questions are on the last page of the chapter. 

1. The accounting characteristic that allows for compari- 2. All of the following characteristics make accounting 
sons to be made within a single company from one information useful except 
period to the nextlS a. relevance. 
a. comparability. b. understandability. 
b. consistency. c. faithful representation. 
c. neutrality. d. All of the above are characteristics of useful account-
d. materiality. ing information. 
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L03 Explain the concept and 
purpose of a classified balance 
sheet and prepare the statement. 

Operating cycle 
The period of t ime between the 
purchase of inventory and the 
collection of any receivable from the 
sale of the inventory . 

Chapter 2 Financial Statements and the Annual Report 

The Classified Balance Sheet 

OVERVIEW: A classified balance sheet separates both assets and liabilities into 
current and noncurrent. Current assets will be realized in cash, sold, or consumed dur­
ing the operating cycle or within one year if the cycle is shorter than one year. Current 
liabilities will be satisfied within the next cycle or within one year if the cycle is shorter 
than one year. 

Now that we have learned about the conceptual framework of acco unting, we turn to 
the o utputs ~f the system: the financial statements. First, we will use a hypothetical com­
pany, Dixon Sporting Goods, to consider the significance of a classified balance sheet. We 
will then examine the income statement, the statement of retained earnings, and the state­
ment of cash flo ws for this company. T he chapter concludes with a brief look at the fi nan­
cial statements of General Mill and at the other elements in an annual report .3 

Understanding the Operating Cycle 
T he fi rst part of this chapter stressed the importance of cash flow. For a company that 
sells a prod uct, the operating cycle begins when cash is invested in inventory and ends 
when cash is collected by the enterprise from its customers. Determining the operating 
cycle is a key skill in understanding any business. 

Example 2-3 Determining the Operating Cycle 

Consider the typica l operating cycle for a bike shop. On August 1. the shop buys a bike from 
the manufacturer for $400 . At this poi nt, the shop has merely substituted one asset, cash, for 
another, inventory. On August 20, the shop sel ls it to a customer for $500 . If the customer 
pays cash for the bike, the bike shop wi ll have completed its cash-to-cash operating cycle in a 
total of 20 days, as shown below. 

Cash 
$400 

August 1: 
Bike shop 

buys bike from 
manufactu rer fo r $400 

......... ---------- in cash . -- ...... ,,....... Cycle starts ...... , 
;; again when ', 

' bike shop buys ~ 
.---- anot her bike ------

for resa le. 

Length of 
operating cycle: 20 days 

Bike shop sells and col lects 
20 days after purchase. 

August 20: 
Bike shop sells 

bike to customer 
for $500 in cash . 

Consider how the shop's operat ing cycle is extended if it sel ls 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 FASS is currently 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. 



Cash 
$400 

The Classified Balance Sheet 

August 1: 
Bike shop 

buys bike from 
manufacturer for $400 

in cash. 

--------------- Cycle starts ---...... 
,,-" again when bike shop buys ... ,, 

~ L:~:::•:fb~:·.:::;::':~:le '~ 
~ / 50 days """ ~-~ 

collects 
30 days after sale 

September 20: 
Bike shop 

collects $500 
from customer. 

Current Assets 

August 20: 
Bike shop sells 

bike to customer 
for $500 on account. 

The basic distinction on a classified balance sheet is between current and noncurrcnt 
items. Current assets arc "cash and other assets that are reasonably expected to be real­
ized in cash or sold or consumed during the normal operating cycle of a business or 
within one year if the operating cycle is shorter than one year. " 4 

The Current Assets section of Dixon Sporting Goods' balance sheet appears as follows: 

Current assets 

Cash 

Marketable securities 

Accounts receivable 

Merchandise inventory 

Prepaid insurance 

Store supplies 

Total current assets 

Dixon Sporting Goods 
Partial Balance Sheet 

$ 5,000 

11 ,000 

23,000 

73,500 

4,800 

700 

$11 8,000 

Most businesses have an operating cycle shorter than one year. For example , the bike 
shop's cycle in the second half o f Exampk 2-3 was assumed to be 50 days. T herefore, 
fo r most companies, the cutoff for current classification is one year. We will use the onc­
year cutoff fo r cu rrent classification in the remainder of this chapter. Thus, on Dixon's 
balance sheet, cash, accounts receivable, and inventory are classified as current assets 
because they are cash or will be realized in (converted to ) cash (accoun ts receivable) or 
will be sold (inventory) within one year. 

In addition to cash, accow1ts receivable, and invento1y, the two other most common 
types of current assets are marketable secwi ties and prepaid expenses. Excess cash is often 
invested in the stocks and bonds of other companies as well as in various government instru­
ments. If the investments are made for the short term, they arc classified as current and arc 
typically called sh01-t-terrn investments or marketable secu,rities. (Alternatively, some investments 
are made for the purpose of exercising influence over another company and thus are made for 
the long term. These invesb11cnts arc classified as noncurrent assets. ) Various prepayments, 
such as o ffice supplies, rent, and insurance, are classified as prepaid e:xpenses and thus are cur­
rent assets. These assets qualif)1 as current because they are usually consttmed \\~thin one year. 

4 Accounting Principles Board, Statement of the Accounting Principles Board. No. 4. "Basic Concepts and Accounting 
Principles Underlying Financial Statements of Business Enterprises" (New York: American Institute of Certified Public 
Accountants. 1970). par. 198. 
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Current asset 
An asset that is expected to be 
rea lized in cash or sold or 
consumed during the operating 
cycle or within one year if the cycle 
is shorter than one year. 
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Noncurrent Assets 
Any asset not meeting the definition of a current asset is classified as long term or noncur­
rcnt. T hree common categories of long-term assets are investments; property, plant, and 
equipment; and intangibles. For Dixon, these are as follows : 

Dixon Sporting Goods 
Partial Balance Sheet 

Investments 

Land held for future office site 

Property, plant, and equipment 

Land 

Buildings 

Less: Accumulated depreciation 

Store furn iture and fixtu res 

Less: Accumulated depreciation 

Total property, plant, and equipment 

Intangible assets 

Franchise agreement 

$150,000 

60,000 

$ 42,000 

12,600 

$150,000 

$100,000 

90,000 

29.400 

219.400 

55,000 

Investments Recall from the discussion of cwTent assets that stocks and bonds expected 
to be sold within the next year are classified as cun-cnt assets. Secwities not expected to be sold 
within the next year arc clas itied as investments. In many cases, the investment is in the com­
mon stock of another company. Sometimes, companies invest in another company to exercise 
some influence over it or to control its operations. Other assets classified as investments are 
land held for fl1tmc use and buildings and equipment not cun-cntly used in operations. Dixon 
classifies as an investment some land it holds for a future office site. A special fund held for the 
retirement of debt or for tl1e constmction of new facilities is also an investment. 

Property, Plant, and Equipment This category consists of the various 
tangible, productive assets used in tl1e operation of a business. Land , buildings, equip­
ment, machinery, furniture and fixtures, trucks, and tools arc all examples of assets held 
fo r use in the operation of a business rather than for resale. The distinction between 
inventory and equipment, for instance, depends on the company's intent in acquiring 
the asset. For example, IBM classifies a computer systcm as inventory because IBM's 
in tent in manufacturing the asset is to offer it for resale. This same computcr in the 
hands of a law firm would be classified as equipment because the firm's intent in buying 
the asset is to use it in t11e long-term operation of the business. 

T he relative size of property, plant, and equipment depends largely on a company's 
business. Consider Carnival Cruise Corporation, a cruise company with over $37 bil ­
lion in total assets at the end of 2010. Carnival'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 nearly 83% of total assets . On the other hand, property and equipment 
represented only 8% of the total assets of Microsoft on March 31, 2011. Regardless of 
the relative size of property, plant, and equi pment, all assets in this category are subject 
to depreciation except land. A scparatc accumulated depreciation account is used to 
account for the depreciation recorded on each of these assets over its life. 

Intangibles Intangible assets arc similar to property, plant, and equipment in t11at they 
provide benefits to the firm over t11c long term. The distinction, however, is in the form of 
t11e asset. Intangible assets lack physical substance. Tradem:.u:ks, copy1ights, franchise 1ights, 
patents, md goodwil l are examples of intangible assets. The cost principle govcrns the 
accounting for intangibles, just as it does for tangible assets. For example, t11e amount paid 
to an inventor for the patent 1ights to a new project is recorded as an intangible asset. Simi­
larly, t11e amount paid to purchase a franchise for a fast-food restaurant for the exclusive right 
to operate in a certain geographic area is recorded as an intangiblc asset. Wit11 a few excep­
tions, intangibles arc written off to expense over t11eir useful lives. Depreciation is tl1e name 
given to the process of w1iting off tangible assets; the same process for intangible assets is 
called amortization. Depreciation and amortization are explained more fo lly in Chapter 8. 
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Current Liabilities 
The definition of a current liability is closely tied to that of a culTent asset. A current liability is 
an obligation that "~ll be satisfied within d1e next operating cycle or \\~thin one year if me cycle 
(as is normally d1e case) is shorter di an one year. The classification of a note payable on die bal­
ance sheet depends on its matUJity date. Ifd1e note will be paid widun die next year, it is classi­
fied as cwTent; otherwise, it is classified as a long-term liability. AccOLmts payable, wages payable, 
and income taxes payable arc all short-term or CUJTent liabilities, as on Dixon's balance sheet: 

Current liabilities 

Accounts payable 

Dixon Sporting Goods 
Partial Balance Sheet 

Salaries and wages payable 

Income taxes payable 

Interest payable 

Bank loan payable 

Total current liabilities 

$15,700 

9,500 

7,200 

2,500 

25.000 

$59,900 

Most liabilities arc satisfied by the payment of cash. However, certain li abilities arc elimi ­
nated from the balance sheet when d1c company performs services. T he liability Sub­
scriptions Received in Advance, which would appea r on d1c balance sheet of a magazine 
publisher, is satisfied not by the payment of any cash, but by delivery of me magazine to 
the customers. Finally, it is possible to satisf)1 one liability by substituting another in its 
place. A supplier might ask a customer to sign a written promissory note to replace an 
existing account payable if the customer is unable to pay at the present time. 

Long-Term Liabilities 
Any obligation diat will not be paid or odierwise satisfied \\~diin d1e next year or d1e operat­
ing cycle, whichever is longer, is classified as a long-tenn liability, or long-tem1 debt. Notes 
payable and bonds payable, bodi promises to pay money in me future, are t\vo common 
forms oflong-tcnn debt. Some bonds have a life as long as 25 or 30 years. Dixon's notes pay­
able for $120,000 is classified as a long-term liability because it is not due in the next year: 

Long-term debt 

Dixon Sporting Goods 
Partial Balance Sheet 

Notes payable, due December 31, 2022 

Stockholders' Equity 

$120,000 

Recall that stockholders' equity represents the owners' claims on the assets of d1e busi ­
ness that arise from two sources: contributed capital and earned capital. T he Stockhold­
ers' Equity section of Dixon's balance sheet reports the fo llowing: 

Contributed capital 

Dixon Sporting Goods 
Partial Balance Sheet 

Capital stock, $10 par, 5,000 shares issued and outstanding 

Paid-in capital in excess of par value 

Total contributed capital 

Retained earnings 

Total stockholders' equity 

$ 50,000 

25,000 

$ 75,000 

287,500 

$362,500 

Contributed capital appears on the balance sheet in the form of capital stock, and earned [ 
capital takes the form of retained earnings. Capital stock indicates the owncrs' investment i 
in die business. R etained earnings represents the accumulated earnings, or net income, i 
of the business since its inception less all dividends paid during that time . "' 

Current liability 
An obligation that will be satisfied 
within the next operating cycle or 
within one year if the cycle is 
shorter than one year. 

STUDY TIP 

65 

Do not try to memorize each of 
the items listed on the balance 
sheets shown in the chapter. 
Instead, read each account title 
and try to understand what 
would be included in the 
account. Account titles vary 
from one company to the next, 
and the names used by a com­
pany should give you an indica­
tion of what is included in the 
account. 
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Most companies have a single class of capital stock ca lled common stock. This is the 
most basic form of ownership in a business. All other claims against the company, such 
as those of creditors and preferred stockholders, take priori ty . Preferred stoclz is a fo rm of 
capital stock that carries with it certain preferences. For example, the company must pay 
dividends on preferred stock before it makes any distribution of dividends on common 
stock. In the event of liquidation, preferred stockholders have priority over common 
stockholders in the distribution of the entity's assets. 

Capital stock may appear as two separate items on the balance sheet: Par Value and 
Paid-In Capital in Excess of Par Value. T he tota l of these t'NO items te lls us the amount 
that has been paid by the owners fo r the stock. We wi ll take a closer look at these items 
in Chapter 11 . 

Example 2-4 Preparing a Classified Balance Sheet 

A classified balance sheet can be prepared using each of the categories presented in the pre­
vious section: 

These assets 
are cash now, 

will be collected 

in cash, or will -
be consumed in 

one year. 

These assets 
will not be 
sold or used 
up within one 
year. 

~ 

These are 

liabilities that 

will be satisfied 

within one year. 

These are 
liabilities 
that will not be 
satisfied within 
one year. 

These are 
owners' claims 
on assets. 

Dixon Sporting Goods 
Balance Sheet 

at December 31, 2012 

ASSETS 

Current assets 
Cash 
Marketable securities 

r.. Accounts receivable 
Merchandise inventory 
Prepaid insurance 
Store supplies 

Total current asset s 

Investments 
Land held for future office site 

Property, plant, and equipment 
Land 
Bui ldings $150,000 

Less: Accumulated depreciation 60,000 
Store furniture and fixtures $ 42,000 

Less: Accumulated depreciation 12,600 
Total property, plant, and equipment 

Intangible assets 
f.- Franchise agreement 

Total assets 

LIABILITIES 

Current liabilities 
Accounts payable 
Salaries and wages payable 
Income taxes payable 
Interest payable 
Bank loan payable 

Total current liabilities 

Long-term debt 

Notes payable, due December 31, 2022 

Total liabilities 

STOCKHOLDERS' EQUITY 

Contributed capital 
Capital stock, $10 par. 5,000 shares 

issued and outstanding 
Paid-in capital in excess of par value 
Total contributed capital 

Retained earnings 
Total stockholders' equity 

Total liabilities and stockholders' equity 

$ 5,000 
11 ,000 
23,000 
73,500 
4,800 

700 ---
$118,000 

150,000 

$100,000 

90,000 

29,400 
219,400 

55,000 

$542,400 ---

$ 15,700 
9,500 
7,200 
2,500 

25,000 
$ 59,900 

120,000 

$179,900 

$ 50,000 
25,000 

$ 75,000 
287,500 

362,500 

$542,400 
= 



Using a Classified Balance Sheet: Introduction to Ratios 

L03 Explain the concept and purpose of a classified balance sheet and prepare the statement. 

• The classified balance sheet classifies items of assets, liabilities, and stockholders' equity in a way that makes them 
useful to users of th is financial statement. 

th of time they will serve th any or require its resources. 

• Current assets or liabilities are t ose whose expected lives are one year or one operating cycle, whichever is longer. 
Noncurrent assets o~ liabil ities are expected to last beyond this period of time. 

• Assets and liabilities are further subclassified into categories that describe the nature of these assets and liabilities; for 
example, " Property, Plant. and Equipment." 

QUESTIONS Answers to these questions are on the last page of the chapter. 

1. All of the following are examples of current assets 2. A company has an obligation due in 2016. On a balance 
except sheet prepared at the end of 2012, the obl igation should 

a. cash . be classified as 

b. prepaid insurance. a. a current asset. 
c. land. b. a current liability. 
d. accounts receivable. c. a long-term debt. 

d. none of the above. 

Using a Classified Balance Sheet: 
Introduction to Ratios 

OVERVIEW: A company's ability to pay its debts as they come due can be judged 
by computing the amount of working capital and the current ratio. 

A classified balance sheet separates assets and liabilities into those that are current and 
those that are noncurren t . 

Working Capital 
Investors, bankers, and o ther interested readers use the balance sheet to evaluate liquidity. 
Liquidity is a relative term and deals with the ability of a company to pay its debts as they 
come due. Bankers and od1er creditors are particularly interested in die liquidity of busi­
nesses to which mey have lent money. A compaiison of current assets and current liabilities 
is a starting point in eval uating a company's abili ty to meet its obligations. Working capital 
is die diftercnce between current assets and current liabilities at a point in time. As Example 
2-4 shows, Dixon Sporting Goods' working capital on December 31, 2012, is as fo llows: 

Working Capital 
Formula For Dixon Sporting Goods 

Current Assets - Current Liabilities $118,000 - $59,900 = $58, 100 

A company must contin ually strive fo r a balance in managing its working capital. Too li t­
tle working capital-or in the extreme, negative worki ng capital- may signal the inabi lity 
to pay creditors on a timely basis. H owever, a large amount of working capi tal could 
indicate that the company is not investing enough of its available funds in productive 
resources such as new machinery and eq uipment. 

Current Ratio 
Because it is an absolu te do llar amo unt, working capi tal is limited in its info rmational 
va lue. For example , $ 1 mill ion may be an inadeq uate amount of working capital for a 
large corporation but fa r too much for a smaller company. In addition, a certain do llar 
amount of working capital may have been adequate fo r a company earlier in its li fe but is 
inadeq uate now. H owever, a related measure of liquidi ty, d1 e current ratio, allows us 

L Use a classified ba lance 
sheet to analyze a company's 
financial position. 

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

Working capital 
Current assets minus current 
liabilities. 

Current ratio 
Current assets divided by current 
liabilities. 
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to compare the liquid ity of companjes of di fferent sizes and of a single company over 
time. The ratio is computed by dividing current assets by current liabilities. 

Example 2-5 Computing the Current Ratio 

The following formula shows that Dixon Sporting Goods has a current ratio of just under 2 to 1: 

Dixon Sporting Goods 
Partial Balance Sheet 

Current assets 
Cash 
Marketable securities 
Ac counts rece iva ble 
Merchandise inventory 
Prepaid insura nce 
Store supplies 

Total current assets 

$ 5,000 
11 ,000 
23,000 
73,500 
4,800 

700 

Formula 

Current Assets 
Current Liabilities 

$118,000 

Current Ratio 

For Dixon Sporting Goods 

~ $118,000 = 1.97 to 1 
$ 59,900 ----"=="-------...... 

Current liabilities 
Accounts payable 
Sa laries and wages payable 
Income taxes paya ble 
Interest payable 
Bank loan payab le 

Total current liabi lities 

$15,700 
9,500 
7,200 
2,500 

25,000 
$59,900 

@----------------------------------------------------------------------------------------------------
In general, the higher the current ratio, the more liquid the company. Some 

analysts use a rule of thumb of 2 to 1 for the current ratio as a sign of short-term finan­
cial health. However, rules of thumb can be dangerous. Historically, companies in cer­
tain ind ustries have operated quite efficiently with a current ratio of less than 2 to 1, 
whereas a ratio much higher than that is necessary to survive in other industries. Con­
sider American Eagle Outfitters . On January 29, 2011, it had a current ratio of 3.03. 
O n the other hand, companies in the telephone commu nication business routinely have 
current ratios from well under 1 to1. AT&T's current ratio at the end of2010 was only 
0.59 to 1. 

U nfortunate ly, neitl1er the amount of working capital nor the current ratio tells us 
anything about the composition of current assets and current liabilities . For example , 
assume that two companies have total current assets equal to $ 100,000. Company A 
has cash of $10,000, accounts receivable of $50 ,000 , and inventory of $40 ,000 . Com­
pany B also has cash of $ 10 ,000 but accounts receivable of $20 ,000 and inventory of 
$70,000. 

Al l other things being equal, Company A is more liquid than Company B because 
more of its total current assets are in receivables than inventol1' · Receivables arc o nly one 
step away from being cash, whereas inventory must be sold and then the receivable col­
lected. Note that Dixon's invent011' of$73,500 makes up a large portion of its total cur­
rent assets of $118,000. An examination of the relative size of the various current assets 
for a company may reveal certain strengtl1s and weaknesses not evident in the current 
ratio. 

In addition to the composition of the current assets, the frequency with which they 
arc "turned over" is important. For instance, how long does it take to sell an item of in­
ventory? How long is requi red to collect an account receivable? Many companies cou ld 
not exist with the current ratio of0.64 reported by Delta Air Lines at the end of 2010 . 
However, think about the nature of the airline business. Without large amounts in 
inventories or accounts receivable , compared to a manufacturing company, an ai rli ne can 
operate with a lower current ratio. 
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L04 Use a classified balance sheet to analyze a company's financial position. 

• Balance sheet classifications allow users to analyze a company's financial position. 

• Liquidity relates to the ability of a company to pay its obligations as they come due. 

• Working capital and the current ratio are two measures of liquidity. 

QUESTIONS Answers to these questions are on the last page of the chapter. 

1. Working capital is computed by 2. A company reports current assets of $50,000 and cur-

a. dividing current assets by current liabilities. rent liabilities of $20,000. Its current ratio is 

b. dividing current liabilities by current assets. a. 0.40. 
c. deducting current liabilities from current assets. b. 2.50. 
d. deducting current assets from current liabilities . c. 1.00. 

d. none of the above. 

The Income Statement 

OVERVIEW: Gross profit, income from operations, and income before income 
taxes are all important subtotals on a multiple-step income statement. 

The income statement summarizes the resul ts of operations of an entity for a period of 
time. At a minimum, all companies prepare income statements at least once a year. Com­
panies that must report to the SEC prepare fi nancial statements, including an income 
statement, every three months. Monthly income statements are usually prepared for in ­
ternal use by management. 

What Appears on the Income Statement? 
It is important to understand what transactions of an entity should appear on the income 
statement. In general, the income statement reports the excess of revenue over 
expense- that is, the net income (or in the event of an excess of expense over revenue, 
the net loss of the period) . It is common to use the term profits or earnings as a synonym 
for net income. 

As discussed in Chapter 1, revenue is the inflow of assets resul ting from the sale of 
products and services. Revenue is the dollar amount of sales of products and services for 
a period of time . An expense is the outflow of assets resulting from the sale of goods and 
services for a period of time. Wages and salaries, utilities, and taxes are examples of 
expenses. 

Certain special types of revenues, called gains, are sometimes reported on the 
income statement, as are certain special types of expenses, called losses. For example, 
assume that Sanders Company holds a parcel of land for a future building site. It paid 
$50,000 for the land ten years ago. The state pays Sanders $60,000 for the property to 
use in a new highway project. Sanders has a special type of revenue from the condemna­
tion of its property. It wi ll recognize a gain of $10,000: the excess of the cash received 
from the state, $60,000, over the cost of the land, $50,000. 

Format of the Income Statement 
Corporations use one of two formats to prepare the income statement: single-step or 
multiple-step form. Both forms are generally accepted, although more companies use 
the multiple-step form. Next, we'll explain the differences between the two forms. 

Single-Step Format for the Income Statement In a single-step 
income statement, all expenses and losses are added together and then ded ucted in a 
single step from all revenues and gains to arrive at net income. 

L05 Explain the difference 
between a single-step and a 
multiple-step income statement 
and prepare each type of income 
statement. 

Single-step income statement 
An income statement in which all 
expenses are added together and 
subtracted from all revenues. 
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Example 2-6 Preparing a Single-Step Income Statement 

A single-step format for the income statement of Dixon Sporting Goods is presented below. The primary advantage of the single-step 
form is its simplicity. No attempt is made to classify revenues or expenses or to associate any of the expenses with any of the revenues. 

Dixon Sporting Goods 
Income Statement (Single-Step Format) 
For the Year Ended December 31, 2012 

Revenues 
Sales $357,500 
Interest 1,500 

Total revenues $359,000 

Expenses 
Cost of goods sold $218,300 In a single-step income 
Depreciation on store furniture and fixtures 4,200 statement, expenses 
Advertising 13,750 are deducted from 
Sa laries and wages for sales staff 22,000 revenues in one step. 
Depreciation on buildings and 

amortization of trademark 6,000 
Salaries and wages fo r office staff 15,000 
Insura nce 3,600 
Supplies 1,050 
Interest 16,900 
Income taxes 17,200 

Total expenses 318,000 

Net income $ 41,000 

@ .................................................................................................................................................. .. 

Multiple-step income 
statement 
An income statement that shows 
classifications of revenues and 
expenses as well as important 
subtotals. 

Gross profit 
Sales less cost of goods sold. 

Multiple-Step Format for the Income Statement T he purpose of the 
multiple-step income statement is to subdivide the income statement into specific 
sections and provide the reader with important subtotals. 

Example 2-7 Preparing a Multiple-Step Income Statement 

The multiple-step format is illustrated for Dixon Sporting Goods below. The multiple-step 
income statement for Dixon (shown on the next page) indicates three important subtotals. 

First, O cost of goods sold is deducted from sales to arrive at gross profit: 

Gross Profit = Sales - Cost of Goods Sold 

Sales 

Cost of goods sold 

Gross profit 

$357,500 

218,300 

$139,200 

Cost of goods sold is the cost of the units of inventory sold during the year. It is logical to as­
sociate cost of goods sold with the sales revenue for the year because the latter represents 
the selling price of the inventory sold during the period. 

The second important subtotal on Dixon's income statement is @ income from operations of 
$73,600. This is found by subtracting total operating expenses of $65,600 from the gross 
profit of $139,200. Operating expenses are further subdivided between selling expenses and 
general and administrative expenses. Note that two depreciation amounts are included in 
operating expenses . Depreciation on store furniture and fixtures is classified as a selling 
expense because the store is where sales take place. On the other hand, assume that the 
buildings are offices for the administrative staff; thus, depreciation on the buildings is classi­
fied as a general and administrative expense. 

The third important subtotal on the income statement is @ income before income taxes of 
$58,200. Interest revenue and interest expense, neither of which is an operating item, are 

(Continued) 



The Income Statement 

included in other revenues and expenses. The excess of interest expense of $16,900 over in­
terest revenue of $1,500, w hich equals $15,400, is subtracted from income from operations 
to arrive at income before income taxes. Finally, 0 income tax expense of $17,200 is 
deducted to arrive at net income of $41,000. 

Dixon Sporting Goods 
In a multiple-step Income Statement (Multiple-Step Format) 
income statement: For the Year Ended December 31, 2012 

Sales and the 
Sales $357,500 
Cost of goods so ld 218,300 

costs of sales 0 Gross profit 
are compared. 

Operating expenses 
Selling expenses 

Depreciation on store 
Expenses of furn iture and fi xtures $ 4,200 
the business Advert ising 13,750 
are detailed. Salaries and wag es 22,000 

Total selling expenses $ 39,950 
General and administrative expenses 

Isolating expenses Depreciation on build ings and 
and revenues by amortizati on of trad emark $ 6,000 
type is useful Salaries and w ages 15,000 
in analyzing Insurance 3,600 
a business. Supplies ~ 

Total general and administrative expenses 25,650 
Total operating expenses 

Operating income e 
Income from operations 

is highlighted. 
Other revenues and expenses 

Interest revenue $ 1,500 
"Nonoperating" Interest expense 16,900 
revenues and Excess of other expenses over other revenue 
expenses are e Income before income taxes 
included here. 

0 Incom e tax expense 
Net income 

@ .................................................................... ... 

$139,200 

65,600 

$ 73,600 

15,400 
$ 58,200 

17,200 
$ 41,000 

LOS Explain the difference between a single-step and a multiple-step income statement and prepare each type of 
income statement. 

• The multiple-step income statement classifies revenues and expenses in a manner that makes the statement more 
useful than the simple single-step income statement. Important subtotals are presented in the multiple-step income 
statement, including the following: 

• Gross profit 

• Income from operations 

• Income before income taxes 

QUESTIONS Answers to these questions are on the last page of the chapter. 
1. The income statement summarizes the results of 2. Which of the following would appear on a multiple-step 

operations income statement but not on a single-step income 

a. at a given point in time. statement? 

b. for a period of time. a. total revenues 
c. since a company began its business. b. total expenses 
d. none of the above. c. income before income taxes 

d. net income 
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Using an Income Statement 

LOG Use a multiple-step income 
statement to analyze a com­
pany's operations. 

OVERVIEW: A company's profit margin, computed by dividing net income by 
sales, is a good indicator of its profitability. 

Profit margin 
Net income divided by sales. 

Alternate term: Return on sales. 

. 

An important use of the income statement is to evaluate the profitability of a business. A 
company's profit margin is the ratio of its net income to its sales or revenues. Some 
analysts refer to a company's profit margin as its return on sales. If the profit margin is 
high , this genera lly means that the company is generating revenue but that it is also con­
trolling its costs. 

Example 2-8 Computing the Profit Margin 

Dixon Sporting Goods would compute its profit margin by dividing its net income by its total 
sales as follows : 

Profit Margin 

Formula For Dixon Sporting Goods 

Net Income 
Sales 

Sales 

Net income 

$41,000 = 11 % 
$357,500 .. -==----, 

Dixon Sporting Goods 
Partial Income Statement 

j A profit margin of 11 % tells you that for every dollar of sales, Dixon has $0.11 in net income. 

"' 
Keep t·No key factors in mind when evaluating any financia l statement ratio . 

• How does this year's ratio differ from ratios of prior years? A decrease in the profit 
margin may indicate that the company is having trouble controlling cert:lin costs. 

• How does the ratio compare with industry norms? In some industries, the profit 
margin is considerably lower than in others, such as in mass merchandising. 
(Although Wal-Mart's profit margin was only 3.9% for the year ended January 31 , 
2011, net income reached a record level of S 16.4 billion .) It is helpful to compare 
key ratios such as the profit margin with an industry average or with the same ratio 
for a close competitor of the company. 

LO& Use a multiple-step income statement to analyze a company's operations. 

• The multiple-step income statement can be used to evaluate different aspects of a company's profitability. 

• Profit margin is one useful ratio used to evaluate the relative profitabi lity. 

QUESTIONS Answers t o these questions are on the last page of t he chapter. 

1. Profit margin is computed by 2. In evaluating a company's profit margin, it is important to 

a. dividing net income by operating revenues. compare it with 

b. dividing operating revenues by net income. a. prior years. 
c. deducting net income from operating revenues. b. industry norms. 
d. none of the above. c. both prior years and industry norms. 

d. neither prior years nor industry norms. 
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The Statement of Retained Earnings 

OVERVIEW: The statement of retained earnings reports the net income and any 
dividends declared during the period. It is an important link between the income state­
ment and the balance sheet. 

L07 Identify the components of 
the statement of retained earn­
ings and prepare the statement. 

The purpose of a statement of stockholders' equity is to explain the changes in the 
components of owners' equity during the period. Retained earnings and capital stock 
are the t\vo primary components of stockholders' equity. If during the period no changes 
occur in a company's capital stock, the company may choose to present a statement of 
retained earnings instead of a statement of stockholders' equity. 

Example 2-9 Preparing a Statement of Retained Earnings 

A statement of retained earnings for Dixon Sporting Goods is shown below. 

Dixon Sporting Goods 
Statement of Retained Earnings 

For the Year Ended December 31, 2012 

Retained earnings, January 1, 2012 

Add: Net income for 2012 

Less: Dividends declared and paid in 2012 

Retained earnings, December 31, 2012 

$271,500 

41,000 

$312,500 

(25,000) 

$287,500 

The statement of retained earnings provides an important link between the income 
statement and the balance sheet. Dixon's net income of $41 ,000, as detailed on the income 
statement, is an addition to retained earnings. Note that the dividends declared and paid of 
$25,000 do not appear on the income statement because they are a payout. or distribution, of 
net income to stockholders rather than one of the expenses deducted to arrive at net income. ~ 
Accordingly, they appear as a direct deduction on the statement of retained earnings. The be- j 
ginning balance in retained earnings is carried forward from last year's statement of retained 
earnings. } 

cg 

L07 Identify the components of the statement of retained earnings and prepare the statement. 

• The statement of retained earnings provides a link between the income statement and the balance sheet. 

• It explains the changes in retained earnings during the period, of which net income (loss) is an important component. 

QUESTIONS Answers to these questions are on the last page of the chapter. 

1. Which of the following indicates the proper treatment of 2. Dividends are reported on 
net income and dividends on a statement of retained a. the income statement and the statement of retained 
earnings? 

a. Net income is added and dividends are 
deducted. 

b. Net income is deducted and dividends are 
added. 

c. Net income is added and dividends are added. 
d. Net income is deducted and dividends are 

deducted. 

earnings. 
b. the income statement but not the statement of 

retained earnings. 
c. the statement of retained earnings but not the 

income statement. 
d. neither the income statement nor the statement of 

retained earnings. 
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LOB Identify the components of 
the statement of cash flows and 
prepare the statement. 

Chapter 2 Financial Statements and the Annual Report 

The Statement of Cash Flows 

OVERVIEW: The statement of cash flows summarizes a company's operating, 
investing, and financing activities for the period. 

All publicly held corporations are requi red to present a statement of cash flows in their 
annual reports. The purpose of the statement is to summarize the cash flow effects 
of a company's operating, investing, and financing activities for the period. Each of 
these categories can result in a net inflow or a net outflow of cash . 

• Dixon's operating activities generated $56,100 of cash during the period, as shovvn 
below. Operating activities concern the purchase and sale of a product-in this case, 
the acquisition of sporting goods from distributors and the subsequent sale of those 
goods. Dixon had one major source of cash, the collection from its customers of 

362,500. Dixon 's largest use of cash was the $217,200 it paid for inventory. C hap­
ter 12 discusses the statement of cash fl ows in detail and the preparation of this sec­
tion of the statement. 

Dixon Sporting Goods 
Partial Stat ement of Cash Flows 

CASH FLOWS FROM OPERATING ACTIVITIES 

Cash collected from customers 

Cash collected in interest 

Total cash collections 

Cash payments for: 

Inventory 

Salaries and wages 

Interest 

Store supplies 

Insurance 

Advertising 

Income taxes 

Total cash payments 

Net cash provided by operating activities 

$362,500 

1,500 

$217,200 

38,500 

16,900 

850 

4,800 

13,750 

15,900 

Investing and financing activities were described in Chapter 1. 

$364,000 

307,900 

$ 56,100 

• Investing activities involve the acquisition and sale of long- term or noncurrent 
assets such as long-term investments; property, plant, and equipment; and intangible 
assets. 

Dixon Sporting Goods 
Partial Statement o f Cash Flows 

CASH FLOWS FROM INVESTING ACTIVITIES 

Purchase of land for future office site $(150,000) 

Dixon spent $150,000 for land for a future office site. This is an investing activity. 

• Financing activities result from the issuance and repayment, or retirement, of long­
term liabi lities and capital stock and the payment of dividends. 

Dixo n Sporting Goods 
Partial S t atement of Cash Flows 

CASH FLOWS FROM FINANCING ACTIVITIES 

Dividends declared and paid 

Proceeds from issuance of long-term note 

Net cash provided by financing activities 

$ (25,000) 

120,000 

$95,000 



The Statement of Cash Flows 

Dixon had two financing activities: dividends of $25 ,000 required the use of cash , and 
the issuance of a long-term note generated cash of $120,000. 

Example 2-10 Preparing a Statement of Cash Flows 

The complete cash flow statement for Dixon Sporting Goods is given below. The balance of 
cash on the bottom of the statement of $5,000 must agree w ith the balance for cash shown 
on the balance sheet in Example 2-4. 

Dixon Sporting Goods 
Statement of Cash Flows 

For the Year Ended December 31, 2012 

CASH FLOWS FROM OPERATING ACTIVITIES 

Cash col lected from customers $362,500 Operating 
Cash col lected in interest 1,500 activities 

Tota l cash co llections $364,000 involve the 
Cash payments for: purchase and 

Inventory $217,200 sale of products 
Salaries and wages 38,500 or services. Interest 16,900 
Store supplies 850 
Insurance 4,800 
Advert isi ng 13,750 
Income taxes 15,900 

Total cash payments 307,900 

Net cash provided by operating activities $ 56,100 
Investing activities 

CASH FLOWS FROM INVESTING ACTIVITIES involve the 
Purchase of land for future office site (150,000) acquisition and sale 

of long-term assets. 
CASH FLOWS FROM FINANCING ACTIVITIES 

Dividends declared and paid $ (25,000) Financing activities 
Proceeds from issuance of long-term note 120,000 involve the issuance 

Net cash provided by financing activities 95,000 and repayment 

Net increase in cash $ 1, 100 of long-term liabilities 

Cash at beginning of year 3,900 
and stock and the 

Cash at end of year $ 5,000 
payment of dividends. 

~ .................................................................... __ 

LOS Identify the components of the statement of cash flows and prepare the statement. 

• The statement of cash flows classifies cash inflows and outflows as originating from three activities: operating, investing, 
and financing . 

• Operating activities are related to the primary purpose of a business. 

• Investing activities are those generally involved with the acquisition and sale of noncurrent assets. 

• Financing activities are related to the acquisition and repayment of capital that ultimately funds the operations of a 
business; for example, issuing stock or borrowing. 

QUESTIONS Answers to these questions are on the last page of the chapter. 

1. The t hree categories of activities reported on a state- 2. The purchase of new equipment would be reported on a 
ment of cash flows are statement of cash flow s as 

a. operating, investing, and producing. a. an operating act ivity. 
b. operating, investing, and f inancing. b. a financing activity. 
c. investing, financing, and selling. c. an investing activity . 
d. none of the above. d. none of the above. 
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L09 Read and use the financial 
statements and other elements 
in the annual report of a pu bl icly 
held company. 

Chapter 2 Financial Statements and the Annual Report 

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

OVERVIEW: The financial statements of real companies are similar to those we 
have just seen, although more complex. In addition to the financial statements, other 
elements are included in a company's annual report, including the auditors' report, 
management's discussion and analysis, and the notes to the financial statements. 

Dixon's financial statements introduced the major categories on each of the statements. We 
now tum to these categories on the financial statements of an acn1al company, General Mills. 
The statements for a real company are more complex and require additional analysis and a bet­
ter understanding of accounting to fully appreciate them. Therefore, we will concentrate on 
certain elements of the statements. 

General Mills's Balance Sheet 
Balance sheets for General Mills are shown in Exhibit 2-1. General Mills releases what 
are called consolidated financial statements, which reflect the position and results of all 
operations that are controlled by a single entity. Like most other large corporations, 
General Mills owns other companies. Often , these companies arc legally separate and are 
called subsidiaries. H ow a company accounts for its investment in a subsidiary is covered 
in advanced accounting courses. 

General Mills presents comparative balance sheets to indicate its financia l position at 

8 
the end of each of the last two years. As a minimum standard, the SEC requires that the 

9 annual report include balance sheets as of the two most recent year-ends and income 
f statements for each of the three most recent years. Note that all amounts on the balance 
j sheet arc stated in millions of dollars. T his type o f rounding is common and is justified 
~ under the materiality concept. Knowing the exact dollar amount of each asset would not 

E 
8 

i 
j 
z 
@ 

change an investor's decision . 
The current ratio was introduced earlier in the chapter. We will use the information 

on General Mills's balance sheet to analyze its current ratio. (Sec page 78 .) 

General Mills's Income Statement 
We have already examined the single- and multiple-step formats for the income state­
ment. In practice, numerous variations on these two basic fo rmats exist, depending to a 
large extent on the nature of a company's business . 

Multiple-step income statements for General Mills for a three-year period are pre­
sented in Exhibit 2-2, on page 79. The inclusion of three years allows the reader to note 
certain general trends during this period. For example, note the steady increase in net 
sales during this period . In fact, the increase in net sales from the first year, 2008, to the 
third year, 2010, can be calculated as : 

Increase in net sales from 2008 to 2010: 
Net sales in 2008 

$14,796.5 - $13,652.1 = $1 ,144.4 = 8.43 
$13,652 .1 $13,652.1 
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EXHIBIT 2-1 Comparative Balance Sheets for General Mills, Inc. 

Assets 

Current assets: 

Cash and cash equivalents 

Receivables 

Inventories 

Deferred income taxes 

Consolidated Balance Sheets 
General Mills, Inc. and Subsidiaries 

(In Millions, Except Par Value) 

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 liabilities 

Long-term debt 

Deferred income taxes 

Other liabilities 

Total liabilities 

Stockholders' equity: 

Common stock, 754.6 shares issued, $0 .10 par value 

Additional paid-in capital 

Retained earnings 

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 f inancial statements. 

Source: General Mills 2010 annual report 

May30, 
2010 

$ 673.2 

1,041 .6 

1,344.0 

42.7 

378.5 

3,480.0 

3,127.7 

6,592.8 

3,715.0 

763.4 

$17,678.9 

$ 849.5 

107.3 

1,050.1 

1,762.2 

3,769.1 

5,268.5 

874.6 

2,118.7 

12,030.9 

75.5 

1,307.1 

8, 122.4 

(2,615.2) 

(1,486.9) 

5,402.9 

245.1 

5,648.0 

$17,678.9 

May31 , 
2009 

$ 749.8 

953.4 

1,346.8 

15.6 

469.3 

3,534.9 

3,304.9 

6,663.0 

3,747.0 

895.0 

$17,874.8 

$ 803.4 

508.5 

812.2 

1,481 .9 

3,606.0 

5,754.8 

1,165.3 

1,932.2 

12,458.3 

75.5 

1,212.1 

7,235.6 

(2,473.1) 

(877.8) 

5, 172.3 

244.2 

5,416.5 

$17,874.8 

Look at the headings on 
comparative balance sheets to 
see whether the most recent 
year-end is placed before or 
after the prior year's year-end. 
General Mills places the latest 
year on the left, which is the 
most common technique. 
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USING THE RATIO DECISION MODEL 

Analyzing the Current Ratio 
Use the following Ratio Decision Model to evaluate the current ratio for General Mills 
or any other public company. 

1. Formulate the Question 
Managers, investors, and creditors are all interested in a company's liquidity. T hey must 
be able to answer the fo llowing question: 

Is the company liquid enough to pay its obligations as they come due? 

2. Gather the Information from the Financial Statements 
T he current ratio measures liquidity . To calculate the ratio, it is essential to know a com­
pany's current assets and liabi li ties . Current assets are the most liquid of all assets. Cur­
rent liabilities are the debts that will be paid the soonest. 

• Current assets: From the balance sheet 
• Current liabilities: From the balance sheet 

3. Calculate the Ratio 

. Current Assets 
Current Ratio = C L. b"I" . urrent 1a 1 1t1es 

Assets 

General Mills 
Partial Balance Sheet 

Total current assets 

Liabilities and Stockholders' Equity 
Total current liabilities 

4. Compare the Ratio with Others 

May30, 
2010 

0.0 

Ratios are of no use in a vacuum. It is necessary to compare them with prior years and 
with competitors. 

General Mills Kellogg's 

May 30, 2010 May 31 , 2009 January 1, 2011 January 2, 2010 

0.92 to 1 0.98 to 1 0.92 to 1 1.12 to 1 

5. Interpret the Results 
In general, the higher the ctuTent ratio, the more liquid the company. However, the rules of 
thumb do not always apply. It is necessary to take into account the nature of a company's busi­
ness when evaluating ratios and other measures of perfomiance. Also, ratios should be com­
pared with diose of prior years and widi d1e sanie ratios of competitors. However, die year-end 
is difrerent for General Mills (end of May) and Kellogg's (end of December). Bodi companies 
operate widi a relatively low cwTent ratio compared to companies in other indusuies. • 
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Looking at Financial Statements for a Real Company: General Mills. Inc. 

EXHIBIT 2-2 Comparative Income Statements for General Mills, Inc. 

Consolidated Statements of Earnings 
General Mills, Inc. and Subsidiaries 
(In Millions, Except per Share Data) 

2010 

Net sales 
I~ 

$14,796.5 

Cost of sales 8,922.9 

Selling, general, and administrative expenses ,,. 3,236.1 

Divestitures (gain), net 

Restructuring, impafrment. and other exit costs 
.. 

31.4 

Operating profit 2,606.1 

Interest, net 401 .6 

Earnings before income taxes and after-tax earnings from 

joint ventures 2,204.5 

Income taxes 771.2 

After-tax earnings from joint ventures 101.7 

Net earnings, including earnings attributable to 

noncontrolling interests $ 1,535.0 

Net earnings attributable to noncontrolling interests 4.5 

Net earnings attributable to General Mills $ 1,530.5 

Earnings per share-basic $ 2.32 

Earnings per share-diluted $ 2.24 

Dividends per share $ 0.96 

See accompanying notes to consolidated fi nancia l statements. 

Source: General Mills 2010 annual report 

Fiscal Year 

2009 

$14,691 .3 

9.457.8 

2,951 .8 

(84 .9) 

41 .6 

2,325.0 

382.8 

1,942.2 

720.4 

91 .9 

$ 1,313.7 

9.3 

$ 1,304.4 

$ 1.96 

$ 1.90 

$ 0.86 

2008 

$13,652.1 

8,778.3 

2,623.6 

21 .0 

2,229.2 

399.7 

1,829.5 

622.2 

110.8 

$ 1,318.1 

23.4 

$ 1,294.7 

$ 1.93 

$ 1.85 

$ 0.78 

'vVe now turn to how to calcu late Genera l Mi lls's profit margin and what it can tell us 
about the company's profitabil ity. 
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USING THE RATIO DECISION MODEL 

Analyzing the Profit Margin 
Use the following R.<ttio Decision Model to evaluate the profit margin fo r General Mills 
or any other public company. 

1. Formulate the Question 
Managers, investors, and creditors arc all interested in a company's profitability. Thcv 
must be able to answer the following question: 

How profitable has the company been in recent years? 

2. Gather the Information from the Financial Statements 
The profit margin is a measure of a company's profitabi lity. To calculate the ratio , it is 
essential to know a company's sales and expenses and the difference between the two, 
net income. 

• Net income-from the income statement 
• ct sales-from the income statement 
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3. Calculate the Ratio 

Net Income 
Profit Margin = ----­

Net Sales 

General Mills 
Partial Income Statement 

For the year ending May 30, 201 O 

Net sales 
Net income (earnings) 

4. Compare the Ratio with Others 

$14 796~ 
1,530.5 

A comparison with prior performance helps determine whether profitability is increasing 
or decreasing. 

Year Ended 
May 30, 2010 

10.3 

General Mills 

Year Ended 
May 31 , 2009 

8.9 

5. Interpret the Results 

Year Ended 
January 1, 2011 

10.1 

Kellogg's 

Year Ended 
January 2, 2010 

9.6 

A high profit margin indicates that the company is controlling its expenses. This is 
becau e sales minus expenses equals net income; if the ratio of net income to sa les is 
high, the company is not only generating revenue but also minimizing expenses. Also, 
ratios should be compared with those of prior years and with the same ratios for compet­
itors. Both companies' profit margi ns indicate that the companies are able to control 
their expenses while increasing their sales. 

ote that both companies increased their profit margins over the two-year period, 
General Mi lls's ratio rising fro m 8.9% to 10.3% and the profit margin for Kellogg's 
increasing from 9.6% to 10.1%. • 

HOT TOPICS 
- ' \ ',- ·I ; : " , • " ",. . ''. . ; . , . : 

Today's economy presents 
challenges for all busi­
nesses. All companies 
have had to tighten their 
belts and look for ways to 

j cut costs and save cash . 
lr Cutting costs can improve 

General Mills decided to look for other ways than cutting 
dividends to conseNe cash. In fact, its board of directors voted 
to not only continue paying the regular quarterly dividend but to 
increase it to $0.28 per share, resulting in an annualized rate that 
is a 17% increase over dividends paid in the prior fiscal year. 
Th is means that the company and its predecessor firm have 
paid dividends without interruption or reduction for 111 years. 
Whether the home of Cheerios® and Yoplait® is able to maintain 
this enviable record will depend on its ability to compete in an 
increasingly competitive market and keep a lid on the costs of 
doing business. 

~ a company's bottom line 
i and at the same time conseNe cash and reduce a company's 
j dependence on outside money in the form of borrowings. But 
i- what can a company do beyond the bottom line to improve its 
~ cash flow? One way would be to either reduce or eliminate quar­
~ terly dividend payments to stockholders. Source: General Mills's press release, June 28, 2010. 
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Looking at Financial Statements for a Real Company: General Mills, Inc. 

Other Elements of an Annual Report 
o 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
panies publish bare-bones annual reports, whereas others issue a glossy report complete 
with pictures of company products and employees. In recent yea rs, many companies, as 
a cost-cuttin g measure, have scaled back the amount spent on the annual report. 

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

• A letter to the stockholders from either the president or the chair of the board of 
directors appears in the first few pages of most an nual reports . 

• A section describing the company's products and markets is usually included. 
• T he financia l report or review, which consists of the financia l statements accompa­

nied by notes to explain va ri ous items on the statements, is included. 

Report of Independent Accountants (Auditors' Report) As Ex hibit 
2 -3 shows, General Mills is audited by KPMG LLP, one of the largest internatio nal 
accounting firms in the world. Two key phrases should be noted in the first sentence 
of the fifth paragraph of the independent accountants' report (also ca lled the 
auditors' report ): in our opinion and present fairly. The report indicates that respon ­
sibility for the statements rests with General Mills and that the audi tors' job is to 
express an opinion o n the statements based on certain tests . It would be impossi ble for 
an audi ting firm to spend the time or mo ney to retrace and verify every single transac­
tion that General Mills entered into during the year. Instead , the auditi ng firm per­
forms vario us tests of the accountin g records to be able to assure itself that the 
statements are free of material misstatement. Auditors do not "certify" the total accu­
racy of a set of financial state ments, but render an opinion as to the reasonableness of 
those statements. 

The Ethical Responsibility of Management and the Auditors A 
company's management and its audjtors must protect the in terests of stockholders. In 
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 
effectively and efficiently and that the financial statements are a fair representation of the 
company's operations and financial position. Th_e ni.anagement and the auditors have a 
very important ethical responsibili ty to stockholders. 

Management Discussion and Analysis Preceding tl1 e financia l statements 
is a section of General Mills's annual report titled "Management's Discussion and 
Analysis of Financial Condition and Resul ts of Operations." This repo rt gives manage­
ment the opportunity to discuss the financial statements and provide the stockho ld ers 
with explanations for certain amo unts reported in the statements. For example , man ­
agement ex plains the change in its selling, general, and administrative expenses as 
··)llows : 

Selling, general and administrative (SG&A) expenses were up $284 million in fisca l 
2010 versus fiscal 2009. SG&A expenses as a percent of net sales in fiscal 2010 
increased by 2 percentage points compared to fiscal 2009. The increase in SG&A 
expenses 1JJas primarily driven by a 24 percent increase in advertising and media 
expense. 5 

5 General Mills 2010 annual report. 

Auditors' report 
The opinion rendered 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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Notes to Consolidated Financial Statements The sentence See accompa­
nying notes to consolidated financial statements appears at the bottom of each of General 
Mi lls's fo ur fi nancial statements . T hese comments, or notes, are necessary to satisfy the 
need fo r full disclosure of all facts re levant to a company's results and fi nancial position . 

ote 2 is a summary of significant accounting policies. General Mill de cri be its po licy 
for depreciati ng bui ldings and equipment as fo llows: 

EXHIBIT 2-3 Report of Independent Accountants for General Mills, Inc. 

Report of Independent Registered Public Accounting Firm 

The Board of Difectors arid Stockholders 

General Mills, Inc.: 

We have audited the accompanying consolidated balance sheet8 of General Mills, Inc. and subsidiaries as of May 30, 2010, and May 31, 2009, and 

the related consolidated statements of earnings, total equity and comprehensive income, and cash flows for each 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 lnc.'s internal control over financial reporting as of May 30, 2010, based on criteria 

established in Internal Control-Integrated Framewor/< issued by the Committee of Sponsoring Organizations of the Treadway Commission (COSO). 

General Mills, lnc.'s management is responsible for these consolidated financial statements arid financial statement schedule, for maintaining 
effective internal control over ! inancial reporting, arid for its assessment of the effectiveness of internal control over financial reporting, included in 

ManagemeQt'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 op'inion 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 tfie 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 
consolidated financial statements ncluded 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 maoagement, and evaluating the overall financial 

statement presentation. Our audit otlnternal control over financial reporting included obtaining an understanding of internal control over 

flnanc jal repoQ:ing, assessing the risk that a material weakness exists, and testing and evaluating the desig 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 

circurn_stances. 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 ass' ranee regarding the reliability of financial 

reporting and the p(eparation 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 (1J pertain to the maintenance of records that, in 

reasonable detail, accurately and fairly reflect the transactiors and dispositions of the assets of the company; (2) provide reasonable assurance 
that transactions are recorded as necessary to permlt 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 u authorized 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 

evalOat1on 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 w ith the policies or procedures may deteriorate. 

lli:l~::lli~~ .. the consolidated financial statements referred to above , in all material respects, the fina cial position of General 
Mills, Inc, and subsidiaries as of Ma ·30, 2010, and May 31, 2009, and the results of their operations and their cash flows for each of 'theiiscal 

years in the three-year period ended May 30, 2010, in conformity with U.S. generally accepted accounting principles. Also in our opinion, the 

~· 

I,,.,. 

accompanying financial statement schedule, when considered in relation to the basic consolidated financial statements taken as a whole, { 
presents fai rly, in all material respects, the information set forth therein. Also in our opinion, General Mills, Inc. aintained, in all material ~.«it.· 
respects, effective internal control over fi(lancial 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 Co m jssion. 

As disclosed in Note 1 to the Consolidated Financial Statements, the Company changed its method of accounting for noncontrolling interests in 
fiscal year 201 O. 

Minneapolis, Minnesota 
July 9, 2010 

Source: General Mills, Inc., 10-K, July 13, 2009, pp . 45--46. 

/s/KPMG LLP 



Looking at Financial Statements for a Real Company: Genera l Mil ls, Inc. 

Land is recorded at historical cost. Buildings and equipment, including capitalized in­
terest and internal engineering costs, are recorded at cost and depreciated over esti­
mated useful lives, primarily using the straight-line method. Ordinary maintenance 
and repairs are charged to cost of sales. Buildings are usually depreciated over 40 to 
SO years, and equipment, furniture and software are usually depreciated over 3 to 
10 years. 6 

Other notes discuss such topics as income taxes and stock option plans. 
This completes discussion of the makeup of the annual report. By now, you shou ld 

appreciate the flexibility that companies have in assembling the report, aside from the 
need to fo llow GAAP. T he accounting standards fol lowed in preparing the statements, 
as well as the appearance of the annual report itself, differ in other coun tries. As has been 
noted elsewhere, although many corporations operate internationally, accoun ting princi­
ples are far from being standardized . 

L09 Read and use the financial statements and other elements in the annual report of a publicly held company. 

• The classified balance sheet and multiple-step income statement are more complex than simpler versions of these 
financial statements and yield more useful information to decision makers. 

• Annual reports contain more information than just the financial statements . This information can be used alone or in 
conjunction with the financial statements to gain a more complete financial picture of a company. 

• Management's Discussion and Analysis provides explanatory comments about certain results reflected in the financial 
statements and sometimes forward-looking commentary. 

• The Report of Independent Accountants is provided by the company's auditor, whose job is to express an opinion on 
whether the financial statements fairly represent the accounting treatment of a company's economic activity for the 
year. 

• Notes to the Consolidated Financial Statements are generally supplementary disclosures required by GAAP that help 
explain detail behind the accounting treatment of certain items in the financial statements. 

QUESTIONS Answers to these questions are on the last page of the chapter. 

1. The SEC requires that the annual report include d. balance sheets for the three most recent year-ends 

a. balance sheets for the two most recent year-ends 
and income statements for each of the three most 
recent years. 

b. balance sheets for the three most recent year-ends 
and income statements for each of the three most 
recent years. 

c. balance sheets for the two most recent year-ends 
and income statements for each of the two most 
recent years. 

and income statements for each of the two most 
recent years. 

2. Which of the following is usually not included in a com­
pany's annual report? 

a. Management Discussion and Analysis 
b. Notes to the Consolidated Financial Statements 
c. Report of Independent Accountants 
d. All of the above are included in an annual report. 

Among the joint projects of the IASB and the FASB is one d1at could significandy 
alter d1e appearance of the financial statements presented in d1is chapter. It is possi­
ble that in the future both die format and presentation of financ ial statements will il, 

be different. These two groups consider this project a critical step as they look to f 
improve d1e usefulness of general-purpose financial statements. ~ 

t 

LOOKING 
AHEAD 

6 General M ills, Inc., 2010 10-K, p. 52. 
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RATIO REVIEW 
Current Ratio = Current Assets(balance sheet) 

Current Liabilities (balance sheet) 

P f
.t M . Net lncome(income statement) ro 1 arg1n = ------~-------'---

Sales or Revenues (income statement) 

IffiY TERMS QIDZ 

Read each 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 
'l Relevance I lf' !Liquidity 

---tr+- Faithful representation f J Working capital-
1 Q._ Comparability 7 Current ratio 
~ Depreciation I Single-step income statement 
~Consistency ~ Multiple-step income statement 
___ Materiality I D Gross profit 

C'J Conservatism r ( Profit margin 
f' I Operating cycle I 2 Auditors' report 

I ~ Current asset 

\ An income statement in which all expenses are added together and subtracted from all 

2-' . . 

4. 

~. 

1Q 
11. 
l.=l2,., 

i3. 

14. 
l . 

16. 
t7. 

revenues. 
The magnitude of an omission or a misstatement in accmmting 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 welJ as with important subtotals. 
The practice of using the least optimistic estimate when two estimates of amounts are about 
equally likely. 
The quality of accounting information that makes 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 error. 
An obligation that will be satisfied within the next operating cycle or within one year if the 
cycle is shorter than one year. 
Current assets minus current liabilities. 
Net income divided by sales. 
The quality of accounting information that allows a user to analyze two or more companies 
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 year if the cycle is shorter than one year. 
The ability of a company to pay its debts as they come due. 
The quality of accounting information that allows a user to compare two or more account­
ing periods for a single company. 
The allocation of the cost of a loflg-term tangible asset over its useful 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. 



Warmup Exercises & Solutions 

ALTERNATE TERMS 

auditor's report report of independent 
accountants 

long-term assets noncurrent assets 

long-term liability long-term debt 
net income profits or earnings 
profit margin return on sales 

WARMUP EXERCISES & SOLUTIONS 

Warmup Exercise 2-1 Identifying Ratios 
State the equation for each of the following: 
1. Working capital 
2 . Current ratio 
3. Profit margin 

KEY TO THE SOLUTION Review the various ratios discussed in the chapter. 

Warmup Exercise 2-2 Calculating Ratios 
Bridger reported net income of $150,000 and sales of $1,000,000 fo r the year. Its current assets 
were $300,000 and its current liabilities were $200,000 at year-end . 

Required 
Compute each of the fo llowing ratios for Bridger: 
1. Current ratio 
2 . Profit margin 

KEY TO THE SOLUTION Recall the equation for each of these ratios as presented in the chapter. 

Warmup Exercise 2-3 Determining Liquidity 
Big has current assets of $500,000 and current liabili ties of $400,000. Small reports current assets 
of $80,000 and current liabilities of $20,000 . 

Required 

Which company is more liquid? Why? 

KEY TO THE SOLUTION Calculate the current ratio for each company and compare them. 

Solutions to Warm.up Exercises 

Warmup Exercise 2-1 
1. Working Capital = Current Assets - Current Liabilities 

2. Current Ratio = Current Assets 
Current Liabilities 

3. Profit Margin = Net Income 
Sales or Revenues 

Warmup Exercise 2-2 
1. $300,000 = 1 _5 to 1 

$200,000 

2 . $150,000 = 153 
$1,000,000 = 

Warmup Exercise 2-3 
On the surface, Small appears to be more liquid . Its current ratio of $80,000/ $20,000, or 4 to 
1, is significantly higher than Big's current ratio of$500,000/ $400,000, or 1.25 to 1. 

85 

L 

L 

L04 



86 Chapter 2 Financial Statements and the Annual Report 

REVIEW PROBLEM & SOLUTION 

The following review problem will give you the opportunity to apply what you have 
learned by preparing both an income statement and a balance sheet. 

T he fo llowing items, listed in alphabetica l order, are taken from the records of Gri zzly Inc., a 
chain of outdoor recreational stores in the Northwest. Use the items to prepare two statements. 
First, prepare an income statement fo r the year ended December 31 , 2012. T he income state­
ment sho uld be in multiple-step form. Second , prepare a classified balance sheet at December 31 , 
201 2. All amounts are in thousands of dollars. 

Accounts payable $ 6,500 Income tax expense 
Accounts receivable 8,200 Insurance expense 
Accumulated depreciation-buildings 25,000 Interest expense 
Accumulated depreciation-furniture Interest payable 

and fixtures 15,000 Interest revenue 

Advertising expense 3,1 00 Land 
Buildings 80,000 Long-term notes payable, due 
Capital stock, $1 par, 10,000 shares December 31, 2020 

issued and outstanding 10,000 Merchandise inventories 
Cash 2,400 Office supplies 

Commissions expense 8,600 Paid-in capital in excess of par value 

Cost of goods sold 110,000 Prepaid rent 
Depreciation on buildings 2,500 Rent expense for salespeople's autos 

Depreciation on furniture and fixtures 1,200 Retained earnings 

Furniture and fixtures 68,000 Salaries and wages for office staff 

Income taxes payable 2,200 Sales revenue 

Solution to Review Problem 
1. Multiple-step income statement: 

Grizzly Inc. 
Income Statement 

For the Year Ended December 31, 2012 
(In thousands of dollars) 

Sales revenue 
Cost of goods sold 
Gross profit 
Operating expenses: 

Selling expenses: 
Advertising expense $ 3, 100 
Depreciation on furniture and fixtures 1,200 
Rent expense for salespeople's autos 9,000 
Commissions expense 8,600 

Total selling expenses 
General and administrative expenses: 

Depreciation on bui ldings $ 2,500 
Insurance expense 2,000 
Salaries and wages for office staff 11,000 

Tota l general and administrative expenses 
Total operating expenses 

Income from operations 
Other revenues and expenses: 

Interest revenue 
Interest expense 

Excess of other expense over other revenue 
Income before income taxes 
Income tax expense 
Net income 

$190,000 
110,000 

$ 21,900 

15,500 

$ 2,000 
12,000 

$ 13,000 
2,000 

12,000 
1,000 
2, 000 

100,000 

120,000 

6,000 
900 

40,000 
3, 000 
9,000 

48,800 
11,000 

190,000 

$80,000 

37,400 
$42,600 

10,000 
$32,600 

13,000 
$19,600 

·-



Questions 

2. Classified balance sheet : 

Grizzly Inc. 
Balance Sheet 

At December 31, 2012 
(In thousands of dollars) 

Current assets: 
Cash 
Accounts receivable 
Merchandise inventories 
Office supplies 
Prepaid rent 

Total current assets 
Property, plant. and equipment: 

Land 
Buildings 

Less: Accumulated depreciation 
Furniture and fixtures 

Less: Accumulated depreciation 
Total property, plant, and equipment 

Total assets 

Current liabi lities: 
Accounts payable 
Income taxes payable 
Interest payable 

Total current liabilities 

Assets 

Liabilities 

Long-term notes payable, due December 31, 2020 
Total liabilities 

$80,000 
25,000 

$68,000 
15,000 

$ 2,400 
8,200 
6,000 

900 
3, 000 

$ 20,500 

$100,000 

55,000 

53,000 
208,000 

$228,500 

$ 6,500 
2,200 
1,000 

$ 9,700 
120,000 

$129,700 
Stockholders' Equity 

Contributed capital: 
Capital stock, $1 par, 10,000 shares 

issued and outstanding 
Paid-in capital in excess of par value 

Total contributed capital 
Retained earnings 

Total stockholders' equity 
Total liabilities and stockholders' equity 

QUESTIONS 

1. How would you evaluate the fo llowing 
statement: T he cash fl ows to a company 
are irrelevant to an investor; all the inves-
tor cares about is the potential for receiv-
ing dividends on the investment. 

2. A key characteristic of useful financial in-
formation is understandabili ty. H ow does 
this quali tative characteristic relate to the 
background of the user of the 
informatio n? 

3. What does relevance mean with regard to 
the use of accoun ting information? 

4. What is the qualitative characteris tic of 
comparabili ty? Why is it important in pre -
paring financial statements? 

5. What is the difference benveen compara-
bil ity and consistency as they relate to the 
use of accoun ting information? 

6. 

7. 

8. 

9. 

10. 

$ 10,000 
40,000 

$ 50,000 
48,800 

98,800 
$228,500 

H ow does the concept of materiali ty relate 
to the size of a company? 
Does the IASB recognize similar q uali ta-
tive characteristics of useful financial in for-
mation to those recogni zed by the FASB? 
Explain your answer. 
H ow does the concept of the operating 
cycle relate to the definition of a current 
asset? 
How wo uld you evaluate the fo llowing 
statement: A note payable with an original 
matu ri ty of five years will be classified on 
the balance sheet as a long-term liabili ty 
w1til it matures. 
How do the two basic forms of owners' 
eq ui ty items for a corporation-capital 
stock and retained earnings-di ffer? 
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L01 
EXAMPLE 2-1 

L02 
EXAMPLE 2-2 

Chapter 2 Financial Statements and the Annual Report 

11. What are the limitations of working capital 
as a measure of the liquidi ty of a business 
as opposed to the current ratio? 

12. What is meant by a company's capital 
structure? 

13. What is the major weakness of the single­
step form for the income statement? 

14. How does a statement of retained earnings 
act as a link between an income statement 
and a balance sheet? 

BRIEF EXERCISES 

15. In auditi ng the financial statements of a 
company, does the auditor certifY that the 
statements are totally accurate without 
errors of any size or variety? Explai n . 

16. What is the first note in the annual report 
of all publicly held companies? What is its 
purpose? 

Brief Exercise 2-1 Objectives of Financial Reporting 
State the overriding objective of financial reporting. Are financial statements intended to report 
the va lue of the reporting entity? Explain your answer. 

Brief Exercise 2-2 Qualitative Characteristics of Accounting 
Information 
What t\vo fu ndamental characteristics make accounting information useful? What other qualities 
enhance the usefulness of financial information? 

L03 Brief Exercise 2-3 Classification of Assets 
EXAMPLE 2-3. 2-4 Indicate whether each of the fo llowing assets is a current asset (CA) or a noncurrent asset 

L04 
EXAMPLE 2-5 

LOS 
EXAMPLE 2-6. 2-7 

LOG 
EXAMPLE 2-8 

L07 
EXAMPLE 2-9 

( CA ). 

Accounts receiva ble 
Land 
Inventories 
Cash 
Furniture and fixtures 
Office supplies 
Buildings 

Brief Exercise 2-4 Working Capital and Current Ratio 
A company reported current assets of $80,000 and current li abili ties of $60,000. Compute the 
amount of working capital and the current ratio. 

Brief Exercise 2-5 Multiple- versus Single-Step Income Statement 
A retailer is considering whether to prepare a multi ple- or single-step income statement. Provide 
three lines that appear on a multiple-step statement that do not appear on a si ngle-step 
statement. 

Brief Exercise 2-6 Profit Margin 
A company reported sales of $100,000; cost of goods sold of 60,000; se!Li11g, general, and 
administrative expenses of $15 ,000; and income tax expense of $10,000 . Compute the com­
pany's profit margin . 

Brief Exercise 2-7 Retained Earnings 
A company started the year with retained earnings of $200,000 . During the year, it reported net 
income of $80,000 and paid dividends of $50,000 . Compute the company's encting retained 
earnmgs. 



Exercises 

Brief Exercise 2-8 Investing and Financing Activities 
A company borrowed $100,000 from its bank and the next day used $80,000 of the cash from 
the loan to buy a new piece of equipment for its plant. Explain how each of those activities is 
reported on a statement of cash flows. 

Brief Exercise 2-9 Elements of an Annual Report 
List three examples of the types of information that normally appear in a company's annual 
report. 

EXERCISES 

Exercise 2-1 Characteristics of Useful Accounting Information 
Fi ll in the blank with the qualitative characteristic for each of the fo llowing descriptions. 

1. The in formation to incl ude in reports should take into account 
whether an omission or misstatement could influence a user's 
decision. 

2. Information that has the capacity to make a difference in a decision 
3. Information that is complete, neutral, and free from error 
4. Information that allows for comparisons to be made for two or more 

accounting pe riods for a single company 
5. Information that is meaningful to those who are wi lling to learn to 

use it properly 
6. Information that allows for comparisons to be made between or 

among companies 

Exercise 2-2 The Operating Cycle 
Two Wheeler Cycle Shop buys all of its bikes from one manufacturer, Baxter Bikes. On average, 
bikes are on hand for 45 days before Two Wheeler sells them. The company sells some bikes for 
cash but also extends credit to its customers for 30 days. 

Required 

1. On average, what is the minimum length of Two Wheeler's operating cycle? the maximum 
length? 

2. Explain why the operating cycle for Baxter, the manufacturer of the bikes, would normally 
be longer than that of Two Wheeler, the retailer. 

Exercise 2-3 Classification of Financial Statement Items 
Carnival Corporation & pie is one of the largest cruise companies in the world with such well ­
known brands as Carnival Cruise Lines, Holland America Line, and Princess Cruises. Classify 
each of the following items found on the company's November 30, 2010, balance sheet as a cur­
rent asset (CA), noncurrent asset (NCA), current liability (CL), long-term liabi li ty (LTL), or 
stockholders ' equity (SE) item . 

1. Trade and other receivables, net 
2. Common stock ofCarn.ival Corporation 
3. Short-term borrowings 
4 . Inventories 
5. Property and equipment, net 
6. Prepaid expenses and other 
7. Accounts payable 
8. Goodwill 
9 . Retained earnings 

_ _ _ 10 . Long-term debt 

L08 
EXAMPLE 2-10 

L09 

L02 
EXAMPLE 2-2 

L03 
EXAMPLE 2-3 

L03 
EXAMPLE 2-4 
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L04 
EXAMPLE 2-5 
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Exercise 2-4 Current Ratio 
Baldwin Corp. reported the following current accoun ts at the end of two recent years: 

Cash 

Accounts receivable 
Inventory 
Accounts payable 
Wages payable 
Notes payable 

Required 

December 31, 2012 

$ 3,000 
15,000 
12,000 
12,000 

2,000 
6,000 

December 31 , 2011 

$ 6,000 
10,000 
8,000 
7,000 
1,000 
4,000 

l. Compute Baldwin 's current ratio at the end of each of the two years. 
2. How has Baldwin 's liquidi ty changed at the end of201 2 compared to the end of2011 ? 
3. Comment on the relative composition of Baldwin 's current assets at the end of 2012 com­

pared to the end of201 l. 

~ Exercise 2-5 Classification of Assets and Liabilities 
EXAMPLE~ Indicate the appropriate classification of each of the following as a current asset (CA), noncurrent 

asset ( CA), current liability (CL), or long-term liabi lity (LTL). 

___ l. Inventory 
___ 2. Accounts payable 

3. Cash 
4. Patents 
5. otes payable, due in six months 

___ 6. Taxe payable 
___ 7. Prepaid rent (for the next nine months) 
___ 8. Bonds payable, due in ten years 
___ 9 . Machinery 

LOS Exercise 2-6 Selling Expenses and General and Administrative 
EXAMPLE 2-7 Expenses 

LOS 
EXAM PLE 2-7 

Operating expenses are subdivided between selling expenses and general and administrative 
expenses when a multiple-step income statement is prepared . Identi fy each of the following items 
as a selling expense (S) or general and administrative expense (G&A). 

___ 1. Advertising expense 
___ 2. Depreciation expense-store furniture and fixtures 
___ 3. Office rent expense 
___ 4. O ffice salaries expense 
___ 5. Store rent expense 
___ 6. Store salaries expense 
___ 7. Insurance expense 
___ 8. Supplies expense 
___ 9 . Utilities expense 

Exercise 2-7 Missing Income Statement Amounts 
For each of the fo llowing cases, fill in the blank wi th the appropriate dollar amount. 

Sara's Coffee Shop Amy's Deli Jane's Bagels 

Net sales $ 35, 000 $ '.tl~~ $ 78,000 

Cost of goods sold 7't~ 45,000 Ui'P 
Gross profit 7, 000 1~ ~fir' 
Selling expenses 3,008 9,000 

General and administrative expenses 1.500 2,800 [\(n LP 
Total operating expenses \49!: - 8,800 13,600 

Net income $ 2,500 $ 9,200 $ 25.400 



Multi-Concept Exercises 

Exercise 2-8 Income Statement Ratio 
The income statement of Holly Enterprises shows operating revenues of $134,800, selling 
expenses of $38,310, general and administrative expenses of $36,990, interest expense of $580, 
and income tax expense of $ 13,920. Holly's stockholders' equity was $280,000 at the beginning 
of the year and $320,000 at the end of the year. The company has 20,000 shares of stock out­
standing at the end of the year. 

Required 

Compute Holly's profit margin. What other information would you need in order to comment 
on \vhether this ratio is favorable? 

Exercise 2-9 Statement of Retained Earnings 
Landon Corporation was organized on January 2, 2010, with the investment of $ 100,000 by 
each of its two stockholders. Net income for its first year of business was $85,200. Net income 
increased during 2011 to $125,320 and to $145,480 during 2012. Landon paid $20,000 in divi­
dends to each of the two stockholders in each of the three years. 

Required 

Prepare a statement of retained earnings for the year ended December 31 , 2012. 

Exercise 2-10 Components of the Statement of Cash Flows 
Identify each of the following items as operating (0 ), investing (I ), financing (F), or not on the 
statement of cash flows (N ). 

~ 1. Paid for supplies 
6 2. Collected cash from customers 

__ o_ 3. Purchased land (held for resale) 
__ I_ 4. Purchased land (for construction of new building) 

C 5. Paid dividend 
~ 6. Issued stock 
~ 7. Purchased computers (for use in the business) 
_j__ 8. Sold old equipment 

Exercise 2-11 Basic Elements of Financial Reports 
Most financial reports contain the fo llowing list of basic elements. For each element, identify the 
person(s) who prepared the element and describe the information a user would expect to find in 
each element. Some information is verifiable; other information is subjectively chosen by manage­
ment. Comment on the verifiabili ty of information in each element. 
1. Management discussion and analysis 
2. Product/ markets of company 
3. Financial statements 
4. Notes to financial statements 
5. Independent accountants' report 

MULTI-CONCEPT EXERCISES 
~_,,;;>> -
yxe~se 2-1 2 Financial Statement Classjfication::::::::> 

Potential stockholders and lenders are interested in a company's financial statements. Identify the 
statement- balance sheet (BS), income statement (IS), or retained earnings statement (RE)- on 
which each of the fo llowing items would appear. 

l <l _~_! _ 1. Accounts payable 
_Jfl_ 2. Accounts receivable 
___ 3. Advertising expense 
___ 4. Bad debt expense 

___ 5. Bonds payable 
___ 6. Buildings 

7 . Cash 
8 . Common stock 

(Continued) 

LOG 
EXAMPLE 2-8 

L07 
EXAMPLE 2-9 

LOB 
EXAMPLE 2-10 

L09 

L03•5•7 
EXAMPLE 2-4, 2-7, 2-9 
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___ 9. Depreciation expense 
10. Dividends 

___ 11. Land held for future expansion 
___ 12. Loan payable 
___ 13. Office supplies 

14. Patent 
___ 15. Patent amortization expense 

___ 16. Prepaid insurance 
___ 17. Retained earnings 

18. Sales 
___ 19. Utilities expense 
___ 20. Wages payable 

Exercise 2-13 Single- and Multiple-Step Income Statement 
Some headings and/ or items are used on either the single- or multiple-step income statement. 
Some are used on both. Identify each of the following items as single-step (S), multiple-step (M ), 
both formats (B), or not used on either income statement ( ). 

1. Sales 
___ 2. Cost of goods sold 
___ 3. Selling expenses 

4. Total revenues 
___ 5. Utilities expense 
___ 6. Administrative expense 

7 . Net income 
8. Supplies on hand 
9. Accumulated depreciation 

10. Income before income taxes 
___ 11. Gross profit 

LOS• 6 Exercise 2 -14 Multiple-Step Income Statement 
EXAMPLE 2-7, 2-8 Gaynor Corporation's partial income statement is as follows: 

Required 

Sales 
Cost of sales 
Selling expenses 
General and administrative expenses 

$1,200,000 
450,000 

60,800 
75,000 

Determine the profit margin . Would you invest in Gaynor Corporation? Explain your answer. 

PROBLEMS 

L02 Problem 2-1 Materiality 
Joseph Knapp, a newly hired accountant wanting to impress his boss, stayed late one night to an­
alyze the office supplies expense. H e determined the cost by month for the previous 12 months 
of each of the following: computer paper, copy paper, fax paper, pencils and pen , notepads, post­
age, stationery, and miscellaneous items. 

Required 

1. What did Joseph think his boss would learn from this information? What action might be 
taken as a result of knowing it? 

2. Would this information be more relevant if Joseph worked for a hardware store or for a real 
estate company? Discuss. 

L02 Problem 2-2 Costs and Expenses 
The following costs are incurred by a retailer: 
1. Display fixtures in a retail store 
2. Advertising 
3. Merchandise for sale 
4 . Incorporation (i.e., legal costs, stock issue costs) 
5. Cost of a franchise 
6. Office supplies 
7. Wages and salaries 
8. Computer software 
9 . Computer hardware 



Problems 

Required 

For each cost, explain whether all of the cost or only a portion of the cost would appear as an 
expense on the income statement for the period in which the cost was incurred. If not all of the 
cost would appear on the income statement for that period, explain why not. 

Problem 2-3 Classified Balance Sheet 
The following balance sheet items, listed in alphabetical order, are available from the records of 
Ruth Corporation at December 31, 2012: 

L03 

:::;_-Accounts payable ~ 
~c_counts mceivable. 

1 Accumulated depreciation.­
automobiles 

$- 18,255 L \Jncome taxes payable 
_ 23.450(L lnterest payable 

~ 

$ 6,200 
1,500 

-45.730 -

r\ Accumulated depreciation­
buildings 

1 
-Automobiles 

Bonds payable, due December 31, 
2016 

j\ -Buildings 
, Capital stock, $10 par value 
~casJ-r:-

Required 

22,500 A-Land 

f\ _!:.ong-term investments 
__ 40,000 ~•lLNotes payable, due June 30, 2013 
_ 112,500A Dffice supplies 

... Paid-in capital in excess of par value · 
160,000t -tL12atents-

- 200,000 ' -Prepaid rent- ' 
150,000 Retained earnings 

- 13,230-: 1 _Salaries and wages payable 

1. Prepare in good form a classified balance sheet as of December 31, 2012. 
2. Compute Ruth's current ratio. 

- 250,000 
-85,000 
10,000 

'- 2,340 
50,000 

- 40,000 
. _! 1,500 

311,095 
- 4,200 

3. On the basis of your answer to (2), does Ruth appear to be liquid? What other information 
do you need to fully answer that question? 

Problem 2-4 Financial Statement Ratios 
The following items, in alphabetical order, are available from the records of Walker Corporation 
as of December 31, 2012 and 2011 : 

Accounts payable 
Accounts receivable 
Cash 
Cleaning supplies 
Interest payable 
Inventory 
Marketable securities 
Note payable, due in six months 
Prepaid rent 
Taxes payable 
Wages payable 

Required 

December 31, 2012 December 31, 2011 

$ 8.400 $ 5,200 
27,830 35,770 
20,200 19.450 

450 700 
0 ~ 1,200 , 

24,600 sp~~ 26,200 
6,250 5,020 

o- ;:. 12,000 
3,600 4,800 
1.450 1,230 
1,200 1,600 

1. Calculate the following as of December 31, 2012, and December 31, 2011: 

a. Working capital 
b. Current ratio 

2. On the basis of your answers to ( 1 ), comment on the company's relative liquidity at the be­
ginning and end of the year. Explain the change in the company's liquidity from the begin­
ning to the end of2012. 

L04 
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L04 Problem 2-5 Working Capital and Current Ratio 
The balance sheet of Steven on Inc. includes the following items: 

Cash $23,000 Accounts payable 
Accounts receivable 13,000 Salaries payable 
Inventory 45,000 Capital stock 
Prepaid insurance 800 Retained earnings 
Land 80,000 

Required 

1. Determine the current ratio and working capital. 

$ 54,900 
1,200 

100,000 
5,700 

2. Beyond the information provided in your answers to ( 1 ), what does the composition of the 
current assets tell you about Stevenson's liquidity? 

3. What other information do you need to fully assess Stevenson's liquidity? 

LOS Problem 2-6 Single-Step Income Statement 
The fo llowing income statement items, arranged in alphabetical order, are taken from the records 
of Shaw Corporation for the year ended December 31, 2012: 

Advertising expense $ 1,500 Interest expense $ 1,400 
Commissions expense 2,415 Interest revenue 1,340 
Cost of goods sold 29,200 Rent revenue 6,700 
Depreciation expense-office Salaries and wages 

building 2,900 expense- office 12,560 
Income tax expense 1,540 Sales revenue 48,300 
Insurance expense- Supplies expense- office 890 

salesperson's auto 2,250 

Required 

1. Prepare a single-step income statement for the year ended December 31, 2012 . 
2. What weaknesses do you see in this form for the income statement? 

LOS Problem 2-7 Multiple-Step Income Statement and Profit Margin 
Refer to the list of income statement items in Problem 2-6. Assume that Shaw Corporation classi­
fies all operating expenses into two categories: ( 1) selling and (2 ) general and administrative. 

Required 

1. Prepare a multiple-step income statement for the year ended December 31 , 2012. 
2. What advantages do you see in this form for the income statement? 
3. Compute Shaw's profit margin. 
4. Comment on Shaw's profitability. What other factors need to be taken into account to assess 

Shaw's profitability? 

LOB Problem 2-8 Statement of Cash Flows 
Colorado Corporation was organized on January 1, 2012, with the investment of $250,000 in 
cash by its stockholders. The company immediately purchased an office building for $300,000, 
paying $210,000 in cash and signing a three-year promissory note for the balance. Colorado 
signed a five-year, $60,000 promissory note at a local bank during 2012 and received cash in the 
same amount. During its first year, Colorado collected $93,970 from its customers. It paid 
$65,600 for inventory, $20,400 in salaries and wages, and another $3,100 in taxes. Colorado 
paid $5,600 in cash dividends. 

Required 

1. Prepare a statement of cash flows for the year ended December 31, 2012. 
2. What does this statement tell you that an income statement does not? 



Problem 2-9 Basic Elements of Financial Reports 
Comparative income statements fo r Grammar Inc. are as fo llows: 

Required 

Sales 
Cost of sales 

Gross profit 
Operating expenses 

Operating income 
Loss on sale of subsidiary 
Net income (loss) 

2012 

$1,000,000 
500,000 

$ 500,000 
120,000 

$ 380,000 
(400,000) 

$ (20,000) 

Multi-Concept Problems 

2011 

$500,000 
300,000 

$200,000 

100,000 

$100,000 

$1 00,000 

T he president and management believe that the company performed better in 201 2 th an it did in 
2011. Write the president's letter to be included in the 2012 annual report. Explain why the 
company is financially sound and why shareholders should not be alarmed by the $20,000 loss in 
a year when operating revenues increased signi ficantly. 

MULTI-CONCEPT PROBLEMS 

Problem 2-10 Comparing The Coca-Cola Company and PepsiCo 
The current items, listed in alphabetical order, are taken fro m the consolidated balance sheets of 
The Coca-Cola Company as of December 31 , 2010, and PepsiCo as of December 25 , 2010. 
(Al l amounts are in millions of do llars.) 

Required 

The Coca-Cola Company 
Accounts payable and accrued expenses 
Accrued income taxes 
Cash and cash equivalents 
Current maturities of long-term debt 
Inventories 
Loans and notes payable 
Marketable securities 
Prepaid expenses and other assets 
Short-term investments 
Trade accounts receivable, less allowance of $48 

PepsiCo 
Accounts and notes receivable, net 
Accounts payable and other current liabilities 
Cash and cash equivalents 
Income taxes payable 
Inventories 
Prepaid expenses and other current assets 
Short-term investments 
Short-term obligations 

$ 8,859 
273 

8,517 
1,276 
2,650 
8, 100 

138 
3, 162 
2,682 
4,430 

$ 6,323 
10,923 

5,943 
71 

3,372 
1,505 

426 
4,898 

1. Compute working capital and the current ratio fo r botl1 companies. 
2. On the basis of your answers to ( 1 ), which company appears to be mo re liquid? 
3. Otl1er fac tors affect a company's liquidi ty besides working capital and current ratio. Com­

ment on tl1e composition of each company's current assets and ways this composition affects 
liquidity. 
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L02 • 5 Problem 2-11 Comparability and Consistency in Income Statements 
The fo llowing income statements were provided by Gleeson Company, a retailer: 

2012 Income Statement 2011 Income Statement 

Sales $1,700,000 Sales $1 ,500,000 
Cost of sales 520,000 Cost of sales $ 450,000 
Gross profit $1, 180,000 Sales salaries 398,000 
Sell ing expense $ 702,000 Advertising 175,000 
Administrative expense 95,000 Office supplies 54,000 
Total selling and Depreciation-building 40,000 

administrative expense $ 797,000 Delivery expense 20,000 

Total expenses $1, 137,000 
Net income $ 383,000 Net income $ 363,000 

Required 

1. Identify each income statement as either single- or multiple-step format. 
2 . Convert the 2011 income statement to the same format as the 2012 income statement . 

L01 • 4 • 8 Problem 2-12 Cash Flow 
Franklin Co., a specialty retailer, has a history of paying quarterly dividends of $0.50 per hare. 
Management i trying to determine whether the company will have adequate cash on December 
31, 2013, to pay a dividend if one is declared by the board of directors. The following additional 
info rmation is available : 

• All sales are on account, and accounts receivable are collected one month after the sale. Sales 
volume has been increasing 5% each month. 

• All purchases of merchandise are on accOLmt, and accounts payable are paid one month after 
the purchase. Cost of sale is 40% of the sales price. Inventory levels are maintained at 
$75,000. 

• Operating expenses in addition to the mortgage are paid in ca h. They amount to $3,000 per 
month and are paid as they are incurred. 

Cash 
Accounts receivable 
Inventory 
Note receivable* 

Building/Land 

Total assets 

Franklin Co. 
Balance Sheet 

September 30, 201 3 

$ 5,000 
12,500 
75,000 
10,000 

169,000 

$271,500 

Accounts payable 
Mortgage note** 
Common stock-$1 par 
Retained earnings 

Total liabilities and 

stockholders' equity 

• Note receivable represents a one-year. 5% interest-bearing note due November 1. 2013. 
''Mortgage note is a 30-year, 7% note due in monthly installments of $1 .200. 

Required 

$ 5,000 
150,000 
50,000 
66,500 

$271 ,500 

Determine the cash that Frankl in will have avai lable to pay a dividend on December 31, 201 3. 
Round all amounts to the nearest dollar. What can Franklin 's management do to increase the 
cash available? Should management recommend that the board of directors declare a dividend? 
Explain . 



Alternate Problems 

ALTERNATE PROBLEMS 

Problem 2-1 A Materiality 
Jane Erving, a newly hired accow1tant wanting to impress her boss, stayed late one night to ana­
lyze the long-distance calls by area code and time of day placed. She determined the monthly cost 
for the previous 12 months by hour and area code called. 

Required 

1. What did Jane think her boss would learn from this information? What action might be taken 
as a result of knowing it? 

2. Would this information be more relevant if Jane worked for a hardware store or for a real 
estate company? Discuss. 

Problem 2-2A Costs and Expenses 
T he following costs are incurred by a retailer: 
1. Point-of-sale systems in a retail store 
2. An ad in the yellow pages 
3. An inventory-control computer software system 
4. Shipping merchandise for resale to chain outlets 

Required 

For each cost, explain whetl1er al l of tl1e cost or only a portion of tl1e cost would appear as an 
expense on the income statement for tl1e period in which tl1e cost was incurred . If not all of the 
cost would appear on tl1e income statement for that period, explain why not. 

Problem 2-3A Classified Balance Sheet ~ 
T he fo llowing balance sheet items, listed in alphabetical orde~ avai lable from tl1e records of 
Singer Company at December 31, 2012: 

Accounts payable $ 34,280 Interest payable $ 2,200 
k--Accounts receivable 26,700 Land 250,000 

Accumulated depreciation- Marketable securities 15,000 
buildings 40,000 Merchandise inventory 112,900 

Accumulated depreciation- Notes payable, due April 15, 2013 6,500 

L02 

L02 

L03 

{\ 

equipment 12,500 Office supplies 400-fl-

Bonds payable, due December 31 , Paid-in cap ital in excess of 
2018 250,000 par value 75,000 

Buildings 150,000 Patents 45,000 
Capital stock, $1 par value 200,000 Prepaid rent 3,600-

A-Cash 60,790 Retained earnings 113,510 
Equipment 84,500 Salaries payable 7,400 
Income taxes payable 7,500 

Required 

1. Prepare a classified balance sheet as of December 31, 2012. 
2. Compute Singer's current ratio. 
3. On tl1e basis of your answer to (2 ), does Singer appear to be liquid? What other information 

do you need to fully answer tl1at question? 

~ 
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Hyatt Hotels Corporation and Subsidiaries 
Accounts payable $ 145 
Accrued compensation and benefits 108 
Accrued expenses and other current 

liabilities 286 
Assets held for sa le 18 
Cash and cash equivalents 
Current maturities of long-term debt 

Required 

1, 110 
57 

Deferred tax assets 
Inventories 
Prepaids and other assets 
Prepaid income taxes 
Receivables, net of allowances of $15 
Restricted cash 
Short-term investments 

1. Compute working capital and the current ratio for both companies. 
2. On the basis of your answers to ( 1 ), which company appears to be more liqu id? 

$ 29 
100 

73 
6 

199 
106 

524 

3. Other factors affect a company's liquiclity besides working capital and current ratio. Com­
ment on the composition of each company's current assets and ways this composition affects 
liquidi ty. 

L02 • 5 Problem 2-11A Comparability and Consistency in Income Statements 
The following income statements were provided by Chisholm Company, a wholesale food 
clistributor: 

2012 2011 

Sales $1,700,000 $1,500,000 

Cost of sales $ 612,000 $ 450,000 
Sales salaries 427,000 398,000 
Delivery expense 180,000 175,000 
Office suppl ies 55,000 54,000 
Depreciation-truck 40,000 40,000 
Total expenses 23,000 20,000 

Net income $ 1,337,00 $1, 137,000 

$ 363,000 $ 363,000 

Required 

1. Identify each income statement as either single- or multiple-step fo rmat. 
2. Restate each item in the income statements as a percentage of sales. Why did net income 

remain unchanged when sales increased in 2012? 

L01•4 • 8 Problem 2-12A Cash Flow 
Roosevelt Inc., a consulting service, has a history of paying a1mual clividends of $1 per share. 
Management is trying to determine whether the company will have adequate cash on December 
31 , 2013 , to pay a clividend if one is declared by the board of directors . The fo llowing additional 
information is available: 

• All sales are on account, and accounts receivable are collected one month after the sale. Sales 
volume has been decreasing 5% each month. 

• Operating expenses are paid in cash in the month incurred. Average monthly expenses are 
$10,000 ( exclucling the biweekly payroll ). 

• Biweekly payroll is $4,500, and it will be paid December 15 and December 31. 
• Unearned revenue is expected to be earned in December. T his amount was taken into consid­

eration in the expected sales volume. 



Cash 
Accounts receivable 
Computer equipment 

Total assets 

Roosevelt Inc. 
Balance Sheet 

December 1, 2013 

$ 15,000 
40,000 

120,000 

$175,000 

Unearned revenue 
Note payable* 
Common stock- $2 par 

Retained earnings 

Total liabilities and 
stockholders' equity 

*The note payable plus 3% interest for six months is due January 15, 2014. 

Required 

Decision Cases 

$ 2,000 
30,000 
50,000 

93,000 

$175,000 

Determine the cash that Roosevelt will have available to pay a dividend on December 31, 2013. 
Round all amounts to the nearest dollar. Should management recommend that the board of 
directors declare a dividend? Explain . 

DECISION CASES 

Reading and Interpreting Financial Statements 

Decision Case 2-1 Comparing Two Companies in the Same Industry: L04 
General Mills and Kellogg's 
Refer to the financial information for General Mills and Kellogg's reproduced at the back of 
the book for the information needed to answer the following questions . 

Required 

1. Compute each company's working capital at the end of the two most recent years. Also, for 
each company, compute the change in working capital during the most recent year. 

2. Compute each company's current ratio at the end of the two most recent years. Compute 
the percentage change in the ratio during the most recent year. 

3. How do the two companies differ in terms of the accounts that made up their current assets 
at the end of the most recent year? What is the largest current asset each company reports on 
the balance sheet at the end of the most recent year? 

4. On the basis of your answers to (2 ) and (3), comment on each company's liquidity. 

Decision Case 2-2 Reading General Mills's Balance Sheet 
Refer to General Mills's balance sheet reproduced at the back of the book to answer the follow­
ing questions. 

Required 

l. Which is the largest of General Mills's current assets on May 30, 2010? What percentage of 
total current assets does it represent? Explain what this asset represents and why it is such a 
significant asset for a company such as General Mills . 

2 . Which is the second largest of General Mills's current assets on May 30, 2010? What per­
centage of total current assets does it represent? Is it favorable or unfavorable that this is such 
a significant asset? Explain your answer. 

3. Explain what events would cause each of those accounts to both increase and decrease dur­
ing the year. 

L04 
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Making Financial Decisions 

LOS Decision Case 2-3 Analysis of Cash Flow for a Small Business 
Charles, a financial consultant, has been self-employed for two years. His list of clients has grown, 
and he is earning a reputation as a shrewd investor. Charles rents a small office, uses the pool sec­
retarial services, and has purchased a car that he is depreciating over three years. The following 
income statements cover Charles's first two years of business: 

Year1 Year 2 

Commissions revenue $ 25,000 $65,000 

Rent $ 12,000 $12,000 

Secretarial services 3,000 9,000 

Car expenses, gas, insurance 6,000 6,500 
Depreciation 15,000 15,000 

Net income $(11,000) $22,500 

Charles believes that he should earn more than $11 ,500 for working very hard for two years. He 
is thinking about going to work for an investment firm where he can earn $40,000 per year. 
What would you advise Charles to do? 

L09 Decision Case 2-4 Factors Involved in an Investment Decision 
As an investor, you are considering purchasing stock in a chain of theaters. T he annual reports of 
several companies are available for comparison. 

Required 

Prepare an outline of tl1e steps you would follow to make your comparison. Start by listing tl1e 
first section that you would read in tl1e financia l reports. What would you expect to find there? 
Why did you choose that section to read first? Continue witl1 tl1e otl1er sections of ilie financial 
report. 

Ethical Decision Making 

L02 Decision Case 2-5 The Expenditure Approval Process 
Roberto is the plant superintendent of a small manufacturing company that is owned by a large 
corporation. T he corporation has a policy that any expenditure over $1,000 must be approved by 
the chief financial officer in the corporate headquarters. T he approval process takes a minimum 
of tl1ree weeks. Roberto would like to order a new labeling machine that is expected to red uce 
costs and pay for itself in six montl1s. T he machine costs $2,200, but Roberto can buy the sales 
rep's demo for 1,800. Roberto has asked the sales rep to send two separate bi lls for 900 each. 

What would you do if you were tl1e sales rep? Do you agree or disagree witl1 Roberto's 
actions? What do you tl1ink about the corporate policy? 

L04 • 6 Decision Case 2-6 Susan Applies for a Loan 
Susan Spiffy, owner of Spiffy C leaners, a drive-through dry cleaners, would like to expand her 
business from its current location to a chain of cleaners. Revenues at tl1e one location have been 
increasing an average of 8% each quarter. Profits have been increasing accordingly. Susan is con­
servative in spending and is a very hard worker. She has an appointment witl1 a banker to apply 
fo r a loan to expand the business. To prepare for the appointment, she instructs you, as chief fi ­
nancial officer and payroll clerk, to copy the quarterly income statements fo r the past two years 
but not to include a balance sheet. Susan already has a substantial loan from another bank. In 
fact, she has very little of her own money invested in the business . 



Answers to Pod Review 

Required 
Before answering the following questions, you may want to refer to Exhibit 1-9 and the related 
text on pages 28 and 29. Support each answer with your reasoning. 
1. What is the ethical dilemma in this case? Who would be affected and how would they be 

affected if you follow Susan's instructions? (Would they benefit? Would they be harmed? ) 
What responsibility do you have in this situation? 

2. If the banker does not receive the balance sheet, will he have all of the relevant information 
needed for his decision-making process? Why or why not? Will the information provided by 
Susan be neutral? 

3. What should you do? Might someone be harmed by Susan's accounting decision? Explain . 

SOLUTIONS TO ICEY TERMS QUIZ 
_ _ 6_ Understandability 

3 Relevance 
__ 8_ Faithful representation 
__!L Comparability 
___!L Depreciation 
_ 1_5_ Consistency 
_ _ 2_ Materiality 

5 Conservatism 
_ 1_7_ Operating cycle 

13 C urrent asset 

_ _ 9_ Current liability 
___!L Liquidity 
__!Q_ Working capital 

7 Current ratio 
_ _ l _ Single-step income statement 
__ 4_ Multiple-step income statement 
_ 1_8_ Gross profit 
_ l_l_ Profit margin 
___l2_ Auditors' report 

ANSWERS TO POD REVIEW 
L01 1. a 2.d LO& 1. a 2.c 
l02 1. b 2.d L07 1. a 2. c 
L03 1. c 2. c LOB 1. b 2.c 
L04 1. c 2. b L09 1. a 2.d 
LOS 1. b 2.c 
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Processing Accounting 
Information 

AFTER STUDYING THIS CHAPTER, YOU SHOULD BE ABLE TO: 

L01 Explain the difference between external and 
interna l events. 

L02 Explain the role of source documents in an 
accounting system. 

L03 Analyze the effects of transactions on the 
accounting equation and understand how 
these transactions affect the ba lance sheet 
and the income statement. 

L04 Describe the use of the account and the 
general ledger to accumulate amounts of 
financial statement items. 

A Look at Previous Chapters Up to this point, we 
have focused on the role of accounting in decision mak­
ing and the way accountants use financial statements to 
communicate useful information to various users of the 
statements. 

A Look at This Chapter This chapter considers how 
accounting information is processed. We begin by consid­
ering the inputs to an accounting system. that is, the 
transactions entered into by a business. We look at how 
transactions are analyzed, and then we turn to a number 
of accounting tools and procedures designed to facilitate 

LOS Explain the rules of debits and credits 
[Appendix]. 

LO& Explain the purposes of a journa l and the 
posting process [Appendix]. 

L07 Explain the purpose of a trial balance 
[Appendix]. 

the preparation of the outputs of the system, the financial 
statements. Ledger accounts, journal entries, and trial bal­
ances are tools that allow a company to process vast 
amounts of data efficiently. 

A Look at the Upcoming Chapter Chapter 4 con­
cludes our overview of the accounting model. We exam­
ine the accrual basis of accounting and its effect on the 
measurement of income. Adjustments, which are the 
focus of the accrual basis. are discussed in detail in 
Chapter 4, along with the other steps in the accounting 
cycle. 



§ In these difficult economic times, all companies face chal­

) 1enges in generating revenues. This is certainly true of those 

j that rely on consumer discretionary spending. The vacation 
10 
~ and cruise business is a prime example. How do companies 
~ 
9 convince families to take cruises and spend money on board 

and, at the same time, hold down their own costs in this 

tough economy? 

As the largest cruise company and one of the largest 

vacation companies in the world, Carnival Corporation & 

PLC (hereinafter referred to as "Carnival") presides over a 

vast fleet of ships operating under a number of recognizable 

brand names. Carnival Cruise Lines™, Princess™, Costa™, 

Holland America Linen.4, and Cunard™ are among the names 

on the company's fleet of 100 ships sailing around the 

world. As shown on the accompanying comparative income 

statements, revenues rose by over $1 billion in 2010 to 

$14.469 billion in total. Passenger tickets made up the vast 

majority of this revenue, increasing by nearly 8% in 2010 

from the prior year. 

As you know by now in your study of accounting, reve­

nues are only one side of the equation in determining a com­

pany's profitability. Profit, or net income, is the result of 

deducting expenses from revenues. What do you suppose 

are some of the major expenses in running a cruise com-

pany? As the income statement reports, the largest of these 

is "Commissions, transportation and other," which includes 

commissions paid to travel agents and other transportation­

related costs. This expense increased by only about 2%. 

With 85,000 employees worldwide, you can imagine that the 

company's payroll is one of its largest expenses, amounting 

to over $1 .6 billion in 2010. However, Carnival was able to 

limit the increase in this critical cost to about 7.5% in 2010. 

Another major cost in running a cruise business is the 

fuel needed to power a fleet of ships. Note the $1.6 billion 

spent on fuel in 2010, a 40% increase from the prior year! 

Even with the $466 million increase in the cost of fuel, Carni­

val was able to report a bottom line of nearly $2 billion, over 

10% more than in 2009. The company's ability to remain 

profitable in the future will certainly be impacted by the 

amount it has to pay for fuel. 

In our study of accounting, we have not yet given any 

thought to how the numbers on an income statement (or on 

any of the other statements) got where they did. After all, 

before the information on the statements can be used for 

decision making, someone must decide how to record the 

various transactions that underlie the amounts reported. As 

a user of financial information, you will need to answer the 

following questions: 

• What source documents are used as the necessary 

evidence to record transactions? (Seep. 108.) 

• What is the double-entry system of accounting? What is 

its role in the recording process? (See pp. 117- 121.) 

• What are some of the tools that accountants use to 

effectively and efficiently process the information that 

appears on financial statements? (See pp. 117- 127.) 
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Carnival Corporation & Pie 
Consolidated Statements of Income 

Years Ended November 30, 

2010 2009 2008 

(In millions, except per share amounts) 
REVENUES: 

Cruise 

Passenger tickets 
Onboard and other 

Tour and other 
_r $11,084 

3,104 
Passenger revenue grew 

281 by nearly 8% in 2010. 
14,469 

• $10,288 
2,855 

287 

13,460 

COSTS AND EXPENSES Travel agent commissions, air, 
OPERATING and other transportation-related l 

Cruise costs increased by about 2%. t 
Commissions, transportation and other _I -----•~ 2,272 2,220 
On board and other Payroll increased by 7.5%, similar to 474 461 
Payrp 11 and related the increase ... in_t_ic_k_et_r_e_v_en_u_e_ ---------------i~__,1,...,6,,,,_1,,..,1=--~~ 1 ,498 
Fuel ~ 1,622 r 1,156 
Food Fuel costs increased by ___J 869 839 
Other ship operating over 40% in f010! 2,032 1,997 
Tour and other ~----------~2~1~2,....-~ 236 
Total 9,092 8,407 

Selling and administrative 1,614 1,590 
Depreciation and amortization 1A16 1,309 

12, 122 11 ,306 
OPERATING INCOME 
NONOPERATING (EXPENSE) INCOME 

Interest expense 

2,347 2, 154 

Interest expense, net of capitalized interest 
Other (expense), income net 

12 
(378) 

(2) 

(368) 
INCOME BEFORE INCOME TAXES 
INCOME TAX EXPENSE, NET 1 ,979 

Even with the significant (1 l 
NET INCOME 

EARNINGS PER SHARE 

Basic 

Diluted 

DIVIDENDS PER SHARE 

increase in fuel costs, ~ $ 1 ,978 
Carnival reported an 
increase in its bottom 
line of over 10% $ 2.51 

$ 2.47 

$ 0.40 

14 
(380) 

18 

(348) 

1,806 
(16) 

$ 1,790 

$ 2.27 

$ 2.24 

Th e accompanying notes are an integral part of these consolidated financial statements. 

Source: Carnival Corporation & PLC web site and 2010 annual report. 

$11,511 
3,044 

392 

14,947 

2,533 

501 
1,470 
1,774 

856 
1 ,913 

293 
9,340 
1,629 
1,249 

12,218 
2,729 

35 
(420) 

27 

(358) 

2,371 
(47) 

$ 2,324 

$ 2.96 

$ 2.90 

$ 1.60 

Economic Events: The Basis for Recording 
Transactions 

L01 Explain the difference 
between external and internal 
events. 

OVERVIEW: External events involve interaction between a company and its envi­
ronment, while internal events occur entirely within an entity. Transactions are those 
events that are recognized in the financial statements. 



Economic Events : The Basis for Recording Transactions 107 

Event Many different types of economic events affect an entity dming the year. A sale is made 
to a customer. Supplies are purchased from a vendor. A loan is taken out at a bank. A fire 
destroys a warehouse . A new contract is signed with a union. In short, "An event is a 
happening of consequence to an entity." 1 

A happening of consequence to an 
entity. 

External and Internal Events 
Two types of events affect an enti ty: internal and external. 

• An external event "involves interaction between the entity and its environment."2 

For example, the payment of wages to an employee is an external event, as is a sale 
to a customer. 

• An internal event occurs entirely within the enti ty . The use of a piece of equip­
ment is an internal event. 

We will use the term transaction to refer to any event, external or internal, that is 
recognized in a set of financial statements . 3 

What is necessary to recognize an event in the records? Are all economic events 
recognized as transactions by the accountant? The answers to those questions involve 
the concept of measurement. An event must be measured to be recognized . Certain 
events are relatively easy to measure: the payroll for the week, the amou nt of equipment 
destroyed by an earthquake, or the sales for the day. Not all events that affect an entity 
can be measured reliabl)~ however. For example, how does a manufacturer of breakfast 
cereal measure the effect of a drought on the price of wheat? A company hires a new 
chief executive. How can it reliably measure the value of the new officer to the company? 
There is no definitive answer to the measurement problem in accounting. It is a continu­
ing challenge to the accounting profession and something we will return to throughout 
the text. 

L01 Expla in the difference between external and internal events. 

External event 
An event involving interaction 
between an entity and its 
environment. 

Internal event 
An event occurring entirely within 
an entity. 

Transaction 
Any event that is recognized in a set 
of financial stater:nents. 

• Both of these different types of events affect an entity and are usually recorded in the accounting system as a 
transaction. 

• External events are interactions between an entity and its environment. 

• Internal events are interactions entirely within an entity. 

QUESTIONS Answers to these questions are on the last page of the chapter. 

1. Which of the following events is not an external event? 2. Which of the following is necessary to recognize an 

a. a sale to a customer 
b. a purchase of inventory from a supplier 
c. payment to the newspaper for advertising 
d. recognition of the use of equipment by the recording 

of depreciation 

event as a transaction? 

a. It must be subject to measurement. 
b. It must be an external event. 
c. It must be an internal event. 
d. It must be an event that recurs regularly. 

1 Statement of Financial Accounting Concepts ISFAC) No. 3, "Elements of Financial Statements of Business 
Enterprises" (Stamford, Conn .: Financial Accounting Standards Board, 1982). par. 65. 

2 SFAC No. 3. 
3 Technically, a transaction is defined by the FASB as a special kind of external event in which the entity exchanges 

something of value with an outsider. Because the term transaction is used in practice to refer to any event that is rec­
ognized in the statements, we will use this broader definition. 
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L02 Explain the role of source 
documents in an accounting 
system. 

Source document 
A piece of paper that is used as 
evidence to record a transaction. 

Chapter 3 Processing Accounting Information 

The Role of Source Documents in 
· Recording Transactions 

OVERVIEW: Source documents are the basis for recording transactions. They take 
many different forms, such as invoices, cash register tapes, and time cards. 

The first step in the recording process is identification. A business needs a systematic 
method for recognizing events as transactions. A source document provides the evi­
dence needed in an accounting system to record a transaction . Source documents take 
many different forms. An invoice received from a supplier is the source document for a 
purchase of inventory on credit. A cash register tape is the source document used by a 
retailer to recognize a cash sale. T he payroll department sends the accountant the time 
cards for the week as the necessary documentation to record wages. 

Not all recognizable events are supported by a standard source document. For cer­
tain events, some form of documentation must be generated. For example, no standard 
source document exists to recognize the financial consequences from a fire or the settle­
ment of a lawsuit. Documentation is just as important for tl1ose types of events as it is for 
standard, recurring transactions. 

L02 Explain the role of source documents in an accounting system. 

• Source documents provide the evidence needed to begin the procedures for recording and processing a transaction. 

• These documents need not be in hard copy form and can come from parties that are either internal or external to the 
company. 

QUESTIONS Answers to these questions are on the last page of the chapter. 

1. A source document is 2. Which of the following is an example of a source 

a. the same form for all transactions. document? 
b. the evidence needed to record a transaction . a. a cash register tape 
c. not used in a computerized accounting b. an invoice from a customer's purchase 

system. c. an employee 's time card 
d. none of the above. d. All of the above are examples of source documents . 

L03 Analyze the effects of 
transactions on the accounting 
equation and understand how 
these transactions affect the 
balance sheet and the income 
statement. 

Analyzing the Effects of Transactions on 
the Accounting Equation 

OVERVIEW: Some transactions affect just the balance sheet, and others affect 
both the balance sheet and the income statement. Regardless, as transactions are 
recorded, the accounting equation must remain in balance: 

Assets = Liabilities + Stockholders' Equity 

Economic events are the basis for recording transactions in an accounting system. 
For every transaction, it is essential to analyze its effect on the accounting equation: 

Assets = Liabilit ies + Stockholders' Equity 

We will now consider a series of events and their recognition as transactions for a hypo­
tl1etical corporation, Glengarry Health Club . The transactions are for tl1e month of 
January 2012, the first montl1 of operations for the new business . 
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Example 3-1 Analyzing the Effects of Transactions on the Accounting Equation 

(1) Issuance of capital stock. The company is started when Karen Bradley and Kathy Drake file articles of incorporation with the 
state to obtain a charter. Each invests $50,000 in the business . In return, each receives 5,000 shares of capital stock. Thus, at this 
point, each of them owns 50% of the outstanding stock of the company and has a claim to 50% of its assets. The effect of this 
transaction on the accounting equation is to increase both assets and stockholders' equity: 

Transaction 
Number 

1 

Totals 

Cash 

$100,000 

Accounts 
Receivable 

Assets 

Equipment 

$100,000 

Building 

= Liabilities + Stockholders' Equity 

Accounts Notes Capital Retained 
Land Payable Payable Stock Earnings 

$100,000 

$100,000 

As you can see, each side of the accounting equation increases by $100,000. Cash is increased, and because the owners contributed 
this amount, their claim to the assets is increased in the form of Capital Stock. 

(2) Acquisition of property in exchange for a note. The company buys a piece of property for $200,000. The seller agrees to 
accept a five-year promissory note. The note is given by the health club to the sel ler and is a written promise to repay the principal 
amount of the loan at the end of five years. To the company, the promissory note is a liability. The property consists of land va lued at 
$50,000 and a newly constructed building valued at $150,000. The effect of this transaction on the accounting equation is to increase 
both assets and liabilities by $200,000: 

Assets = Liabilities + Stockholders' Equity 

Transaction Accounts Accounts Notes Capital Retained 
Number Cash Receivable Equipment Building Land Payable Payable Stock Earnings 

Bal. $100,000 $100,000 

2 $150,000 $50,000 $200,000 

Bal. $100,000 $150,000 $50,000 $200,000 $100,000 

Totals $300,000 $300,000 

(3) Acquis1tion of equipment on an open account. Karen and Kathy contact an equipment supplier and buy $20,000 of exercise 
equipment: treadmi ll s, barbells, and stationary bicycles. The supplier agrees to accept payment in full in 30 days. The health club has 
acquired an asset and, at the same time, incurred a liability: 

Assets = Liabilities + Stockholders' Equity 

Transaction Accounts Accounts Notes Capital Retained 
Number Cash Receivable Equipment Building Land Payable Payable Stock Earnings 

Bal . $100,000 $150,000 $50,000 $200,000 $100,000 

3 $20,000 $20,000 

Ba l. $100,000 $20,000 $150,000 $50,000 $20,000 $200,000 $100,000 

Tota ls $320,000 $320,000 

(4) Sale of monthly memberships on account. The owners open their doors for business. During January, they sell 300 monthly 
club memberships for $50 each, or a total of $15,000. The members have until the 10th of the following month to pay. Glengarry does 
not have cash from the new members; instead, it has a promise from each member to pay cash in the future. The promise from a 
customer to pay an amount owed is an asset called an account receivable. The other side of this transaction is an increase in the 
stockholders' equity (specifically, Retained Earnings) in the business . In other words, the assets have increased by $15,000 without 
any increase in a liability or any decrease in another asset. The increase in stockholders' equity indicates that the owners' residual 
interest in the assets of the business has increased by this amount. More specifically, an inflow of assets resulting from the sale of 
goods and services by a business is called revenue. The change in the accounting equation is as follows: 

Assets = Liabilities + Stockholders' Equity 

Transaction Accounts Accounts Notes Capital Retained 
Number Cash Receivable Equipment Building Land Payable Payable Stock Earnings 

Bal. $100,000 $20,000 $150,000 $50,000 $20,000 $200,000 $100,000 

4 $15,000 $15,000 

Bal. $100,000 $15,000 $20,000 $150,000 $50,000 $20,000 $200,000 $100,000 $15,000 

Totals $335,000 $335,000 
(Continued} 
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(5) Sale of court time for cash. In addition to memberships, Glengarry sells court time. Court fees are paid at the time of use and 
amount to $5,000 for the first month: 

Assets = Liabilities + Stockholders' Equity 

Transaction Accounts Accounts Notes Capital Retained 
Number Cash Receivable Equipment Building Land Payable Payable Stock Earnings 

Bal. $100,000 $15,000 $20,000 $150,000 $50,000 $20,000 $200,000 $100,000 $15,000 

5 5,000 5,000 

Bal. $105,000 $15,000 $20,000 $150,000 $50,000 $20,000 $200,000 $100,000 $20,000 

Totals $340,000 $340,000 

The only difference between this transaction and that of (4) is that cash is received rather than a promise being made to pay at a later 
date. Both transactions result in an increase in an asset and an increase in the owners ' claim to the assets. In both cases, there is an 
inflow of assets in the form of Accounts Receivable or Cash. Thus, in both cases, the company has earned revenue. 

(6) Payment of wages and salaries. The wages and salaries for the first month amount to $10,000. The payment of this amount 
results in a decrease in Cash and a decrease in the owners' claim on the assets, that is, a decrease in Retained Earnings. More specif­
ically, an outflow of assets resulting from the sale of goods or services is called an expense. The effect of this transaction is to 
decrease both sides of the accounting equation : 

Assets = Liabilities + Stockholders' Equity 

Transaction Accounts Accounts Notes Capital Retained 
Number Cash Receivable Equipment Building Land Payable Payable Stock Earnings 

Bal. $105,000 $15,000 $20,000 $150,000 $50,000 $20,000 $200,000 $100,000 $20,000 

6 -10,000 - 10,000 

Bal. $ 95,000 $15,000 $20,000 $150,000 $50,000 $20,000 $200,000 $100,000 $10,000 

Totals $330,000 $330,000 

(7) Payment of utilities. The cost of utilities for the first month is $3,000. Glengarry pays this amount in cash. Both the utilities and 
the salaries and wages are expenses. and they have the same effect on the accounting equation. Cash is decreased. accompanied 
by a corresponding decrease in the owners' claim on the assets of the business: 

Assets = Liabilities + Stockholders' Equity 

Transaction Accounts Accounts Notes Capital Retained 
Number Cash Receivable Equipment Building Land Payable Payable Stock Earnings 

Bal. $95,000 $15,000 $20,000 $150,000 $50,000 $20,000 $200,000 $100,000 $10,000 

7 - 3,000 -3,000 

Bal. $92,000 $15,000 $20,000 $150,000 $50,000 $20,000 $200,000 $100,000 $ 7,000 

Totals $327,000 $327,000 

(8) Collection of accounts receivable. Even though the January monthly memberships are not due until the 10th of the following 
month. some of the members pay their bills by the end of January. The amount received from members in payment of their accounts 
is $4,000. The effect of the collection of an open account is to increase Cash and decrease Accounts Receivable : 

Assets = Liabilities + Stockholders' Equity 

Transaction Accounts Accounts Notes Capital Retained 
Number Cash Receivable Equipment Building Land Payable Payable Stock Earnings 

Bal. $92,000 $15,000 $20,000 $150,000 $50,000 $20,000 $200,000 $100,000 $7,000 

8 4,000 -4,000 

Bal. $96,000 $1 1,000 $20,000 $150,000 $50,000 $20,000 $200,000 $100,000 $7,000 

Totals $327,000 $327,000 

This is the first transaction we have seen that affects only one side of the accounting equation. In fact, the company simply traded 
assets: Accounts Receivable for Cash. Thus, note that the totals for the accounting equation remain at $327,000. Also. note that 
Retained Earnings is not affected by this transaction because revenue was recognized earlier, in (4), when Accounts Receivable was 
increased. (Continued) 
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(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 : 

Assets = Liabilities + Stockholders' Equity 

Transaction Accounts Accounts 
Number Cash Receivable Equipment Building Land Payable 

Bal. $96,000 $11,000 $20,000 $150,000 $50,000 $20,000 

9 -2,000 

Bal. $94,000 $11 ,000 $20,000 $150,000 $50,000 $20,000 

Totals $325,000 

The Cost Principle 
An important principle governs the accounting for both the exercise eq uipment 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. Why not show the land on future balance sheets at its market 
value? Although this might seem more appropriate in certain instances, the subjectivity 
inherent in determining market values is a major reason behind the practice of carrying 
assets at their historical cost. The cost of an asset can be verified by an independent 
observer and is more objective than market value. 

Exhibit 3-1 summarizes the effect of each transaction on the accounting equation, 
specifically the individual items increased or decreased by each transaction. Note the 
dual effect of each 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 payment of the utility bill caused a decrease in an asset 
and a decrease in Retained Earnings. 

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

• Even though individual transactions may change the amount and composition 
of the assets and liabilities, the equation must always balance for each transac­
tion and the balance sheet must balance after each transaction. 

Balance Sheet and Income Statement for 
Glengarry Health Club 
A balance sheet for Glengarry Health Club appears in Exhibit 3-2. All of the information 
needed to prepare this statement is available in Exhibit 3-1. T he balances at the bottom 
of this exhibit are entered on the balance sheet, with assets on the left side and liabilities 
and stockholders' equi ty 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 earned revenues from two sources: ( 1) memberships and 
(2 ) court fees . Two types of expenses were incurred: (1) salaries and wages and (2) util ­
ities. The difference between the total revenues of $20,000 and the total expenses of 
$ 13,000 is the net income for the month of $7,000 . Finally, remember that dividends 
appear on a statement of retained earnings rather than on the income statement. 
They are a distribution of net income of the period, not a determinant of net 
income as are expenses. 

Notes Capital Retained 
Payable Stock Earnings 

$200,000 $100,000 $7.000 

-2,000 

$200,000 $100,000 $5,000 

$325,000 
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EXHIBIT 3-1 Glengarry Health Club Transactions for the Month of January 

Assets = Liabilities + Stockholders' Equity 

Trans. Accounts Accounts Notes Capital Retained 
No. Cash Receivable Equipment Building Land Payable Payable Stock Earnings 

;. ·.' 
1 $100,000 I $100,000 

"' 2 ~IJ"~ .~I 1 $150,000 $50,000 I. f,. r 't~'1:'f.' ~ . !/ "!""£ -ii. • 1:~ ~ ;.bl\ $200,000 
Bal. $100,000 . /k ~ $150,000 $50,000 $200,000 $100,000 Jt ....... ~ l ~ 'r 

~ ~/i i~~'- /.~ ,. ,!!'" 3 1··~ $20,000 $20,000 ~~~ . "& #4.IJ/. d 
. ··"'!" 

,'.':): Bal. $100,000 $20,000 $150,000 $50,000 $20,000 $200,000 $100,000 ' 
:'w:· 4 $15,000 $15,000 :i;~ ,,. (i1r-~ ~ 

\ . Bal. $100)000 $15,000 $20,000 $150,000 $50,000 $20,000 $200,000 $100,000 $15,000 
~ 

., 
5 5,000 5,000 :<--.-A~ 

'•. Bal. $1 05,000 $15,000 $20,000 $150,000 $50,000 $20,000 $200,000 $100,000 $20,000 ,. 

6 -10,000 -10,000 
r.:";·\'.~·' ' 

Bal. $ 95,000 $15,000 $20,000 $150,000 $50,000 $20,000 $200,000 $100,000 $10,000 

7 -3,000 -3,000 i;;. -' 

Bal. $ 92,000 $15,000 $20,000 $150,000 $50,000 $20,000 $200,000 $100,000 $ 7,000 1-~:- ·~. 

8 4,000 -4,000 

Bal. $ 96,000 $11,000 $20,000 $150,000 $50,000 $20,000 $200,000 $100,000 $ 7,000 
(l~r:r.-i;':i.· 

9 -2,000 -2,000 ~ 

" 
$ 94,000 $11,000 $20,000 $150,000 $50,000 $20,000 $200,000 $100,000 $ 5,000 

\ ' 

,. . . , Total assets: $325,000 
"~t -~-'"\ 

Total liabil ities and stockholders' equity: $325,000 

•:t.;JI~-~ '-:;(~ .. , 

EXHIBIT 3-2 Ba lance Sheet for Glengarry Health Club 

Cash 

Accounts receivable 

Equipment 

Building 

Land 

Total assets 

Assets 

$ 94,000 

11,000 

20,000 

150,000 

50,000 

$325,000 

Glengarry Health Club 
Balance Sheet 

January 31 , 2012 
Liabilities and Stockholders' Equity 

Accounts payable 

Notes payable 

Capital stock 

Retained earnings 

Total liabilities and 

stockholders' equity 

EXHIBIT 3-3 Income Statement for Glengarry Health Club 

..... .. 
t ,. 

i 
•' t' 

J 

i 
·l 
i 

:/ l:" 
j 
l 

Revenues: 

Memberships 

Court fees 

Expepses: 
\ .• \I. 

Wages and salaries 

Utilities 

Net income 

Glengarry Health Club 

. " 

$ 20,000 

200,000 

100,000 

5,000 

$325,000 



What Is an Account? 

We have seen how transactions are analyzed and how they affect the accounting 
equation and ultimately the financia l statements. While the approach we took in ana lyz­
ing the nine transactions of the Glengany Health Club was manageable, can you imag­
ine using this type of ana lysis for a company with thousands of transactions in any one 
month? We now turn to various tools that the accountant uses to process a large volume 
of transactions effectively and efficiently. 

L03 Analyze the effects of transactions on the accounting equation and understand how these transactions affect the 
balance sheet and the income statement. 

• The accounting equation illustrates the relationship between assets, liabil ities, and stockholders' equity accounts. 
Understanding these relationships helps to see the logic behind the double-entry system in recording transactions. 

• The accounting equation: Assets = Liabilities + Stockholders' Equity 

• This equality must always be maintained. The equation can be expanded to show the linkage between the balance 
sheet and the income statement through the Retained Earnings account: 

Assets = Liabilities + Capital Stock + Retained Earnings 

QUESTIONS Answers to these questions are on the last page of the chapter. 

1. A company borrows $5,000 at a local bank. This 2. The collection of the amount owed by a customer on 
transaction would result in account would result in 

a. an increase in Cash and a decrease in Retained a. an increase in Cash and an increase in Accounts 
Earnings. Receivable. 

b. an increase in Cash and an increase in Accounts b. an increase in Cash and a decrease in Accounts 
Payable. Receivable. 

c. an increase in Cash and an increase in Notes c. an increase in Cash and an increase in Retained 
Payable . Earnings. 

d. none of the above. d. none of the above . 

What Is an Account? 

113 

OVERVIEW: An account is used to record changes in individual items in the 
financial statements. The general ledger contains all the accounts and is the basis for 
preparation of the statements. 

L04 Describe the use of the 
account and the general ledger to 
accumulate amounts of financial 
statement items. 

An account is the basic nnit for recording transactions. It is the record used to accu ­
mulate moneta1y amounts for each asset, liability, and component of stockholders' 
equity, such as Capital Stock, Retained Earnings, and Dividends. It is the basic recording 
unit for each element in the financial statements. Each revenue and expense has its own 
account. In the Glengarry Health Club example, nine accounts were used: Cash, 
Accounts Receivable, Equipment, Building, Land, Account Payable, Notes Payable, 
Capital Stock, and Retained Earnings . (Recall that revenues, expenses, and dividends 
were recorded directly in the Retained Earnings account. The appendix illustrates tl1e 
use of separate accounts for each revenue and expense .) In the real world, a company 
might have hundreds, even thousands, of individual accounts. 

o two entities have exactly tl1e same set of accou nts. To a certain extent, tl1e 
accounts u ed by a company depend on it business. For example, a manufacturer nor­
mally has three inventory accounts: Raw Materials, Work in Process, and Finished 
Goods. A retailer uses just one account for inventory, a Merchandise Inventory account. 
A service business has no need for an invento1y account. 

Account 
A record used to accumulate 
amounts for each individual asset, 
liability, revenue, expense, and 
component of stockholders' equity. 

.. 
Ii 
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Chart of Accounts 

Chart of accounts 
A numerical list of all accounts used 
by a company. 

Companies need a way to organize the large number of accounts they use to record 
transactions. A chart of accounts i a numerical li st of all of the accounts an entity 
uses . T he nu mbering system is a convenient way to identi fy accounts. For example, all 
asset accounts might be numbered from 100 to 199; liabili ty accounts, fro m 200 to 
299 ; equi ty accounts, from 300 to 399 ; revenues, from 400 to 499; and expenses, 
fro m 500 to 599 . A chart of accounts for a hypothetical company, Widcscreen T hea­
ters Corporation, is shown in Exhibit 3-4 . ote the division of account numbers 
within each of the financial statement categories. Within the asse t category, the various 
cash accounts are numbered from 100 to 109; receivables, fro m llO to l19; etc. ot 
all of the numbers are assigned . For example, only th ree of the available nine numbers 
are currently utilized fo r cash accounts. T his allows the company to add accounts as 
needed . 

EXHIBIT 3-4 Chart of Accounts for a Theater 

ASSETS 300-399: STOCKHOLDERS' EQUITY 

100-109: Cash 301: Preferred Stock 

101: Cash, Checking, Second National Bank 302: Common Stock 

102: Cash, Savings, Third State Bank 303: Retained Earnings 

103: Cash, Change, or Petty Cash Fund (coin REVENUES 

and currency) 401 : Tickets 

110-119: Receivables 402: Video Rentals 

111 : Accounts Receivable 403: Concessions 

112: 404: Interest 

113: Notes Receivable EXPENSES 

120- 129: Prepaid Assets 500-509: Rentals 

121 : Cleaning Supplies 501: Films 

122: Prepaid Insurance 502: Videos 

130-139: Property, Plant, and Equipment 510-519: Concessions 

131 : Land 511: Candy 

132: Theater Buildings 512: Soda 

133: Projection Equipment 513: Popcorn 

Furniture and Fixtures 520-529: Wages and Salaries 

LIABILITIES 521 : Hol..lrly Employees 

Short-Term Liabilities 522: Salaries 

201: Accounts Payable 530-539: Utilities 

202: Wages and Salaries Payable 531 : Heat 

203: Taxes Payable 532: Electric 

203.1 : Income Taxes Payable 533: Water 

203.2: Sales Taxes Payable Advertising 

203.3: Unemployment Taxes Payable 541: Newspaper 

204: Short-Term Notes Payable 542: Radio 

204.1: Six-Month Note Payable to First 550-559: Taxes 

State Bank 

Long-Term Liabilities 

211: Bonds Payable, due in 2017 



Identify & Analyze 

The General Ledger 
Companies store their accounts in different ways depending on their accounting system . 
In a manual system, a separate card or sheet is used to record the activity in each 
account. A general ledger is simply the file or book that contains the accounts.4 For 
example, the general ledger for Widescrecn Theaters Corporation might consist of J file 
of cards in a cJbinet, with a card for each 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 automJted 
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 JS 
ledger accounts. The reason is that it is easier to illustrate and visualize the tools in a 
manual system. However, all of the ideas apply just as well to a computeri zed system of 
JCCOUnting. 

Identify & Analyze 
In this chapter, we analyzed the effects 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 effect on the equation is an 
essential skill to master. In the appendix to this chapter, tools used by the accountant to 
effectively and efficiently process large volumes of transactions during the period arc 
examined . One of the key tools used by the accountant is a system 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 evc11' 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 t.11e company. 

2. What accounts are affected by the transaction and are t.11ey incrcJsed or decreased? 
Every transaction involves at least two Jccounts. 

3. Which financial statements are affected by the transaction? All transactions affect 
either just the balance sheet or both the balance sheet and t.11c income statement. 

RecJll trJnsJction 4, Glengarry Health Club's sale of monthly memberships on 
account, discussed on page l 09 and summarized in Exhibit 3-1: 

Transaction 
Number Cash 

4 

Accounts 
Receivable 

$15,000 

Assets 

Equipment Building Land 

Liabilities 

Accounts 
Payable 

Notes 
Payable 

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

1. The sale of memberships on account is an operating activity. 
2. Two accounts are affected 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 

t.11e income statement (specifically, Membership Revenue ). 

4 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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General ledger 
A book, a fi le, a hard drive, or 
another device contain ing all of the 
accounts. 

Alternate term: Set of accounts. 

+ Stockholder's Equity 

Capital 
Stock 

Retained 
Earnings 

$15,000 
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ASSETS 

Chapter 3 Processing Accounting Information 

In future chapters, we will start by answering each of these questions for all transac­
tions and then we will use a variation of the format in Exhibit 3-1: 

Balance Sheet Income St atement 

STOCKHOLDERS' ..,.:::1-+--------------- NET 
LIABILITIES + EQUITY REVENUES - EXPENSES INCOME 

Accounts 
Receivable 15,000 

15,000 Membership 15,000 
Revenue 15,000 

Cash 

Note two important changes in this version of the equation. First, rather than having 
a separate column for each individual financial statement item (Cash, Accounts Receiva­
ble, and so on ), the items are simply listed under the appropriate categories. For exam­
ple, transaction 4 results in an increase in Accounts Receivable, which is shown in the 
assets category. Second, in this expanded version of the accounting equation , the 
income statement is viewed as an extension of the balance sheet. Membership Revenue 
i recorded in the Revenues column and then extended to the final column as an increase 
in net income. Because net income increases Retained Earnings, and Retained Earnings 
is part of Stockholders' Equity, an arrow is drawn to illustrate the flow of net income 
into stockholders' equity. 

To illustrate how this new element will appear in future chapters, recall transaction 6 
for Glengarry in which $10,000 was paid in wages and salaries: 

ACTIVITY: Operating 

ACCOUNTS: Cash Decrease Wage and Salary Expense Increase 

STATEMENT(S): Balance Sheet and Income Statement 

Balance Sheet Income Statement 

STOCKHOLDERS ' ~+----------------- NET 
ASSETS LIABILITIES + EQUITY REVENUES EXPENSES INCOME 

(10,000) (10,000) Wage and Salary (10,000) 
Expense 10,000 

Because the asset account Cash decreased, the amount of decrease is in brackets. 
T he increase in Wage and Salary Expense is shown without brackets in the Expenses col­
umn. But because an expense reduces net income on the income statement, the amount 
is bracketed in the Net Income column. Finally, because a decrease in net income 
reduces Retained Earnings and thus stockholders' equi ty, the amount is bracketed in the 
Stockholders' Equity column to indicate a decrease. 

Exhibit 3-5, on page 117, summarizes how the new element "Identify and 
Analyze" will be used in Chapters 4-13. 

L04 Describe the use of the account and the general ledger to accumulate amounts of financial statement items. 

• An account is the basic unit for recording transactions. 

• The general ledger is a crucial part of the accounting system that lists all accounts and their balances. Financial 
statements may be prepared from current account balances in the general ledger. 

QUESTIONS Answers to these questions are on the last page of the chapter. 

1. As an accounting convention, the left side of an asset 2. The file or book that contains all of a company's 
account is used to ·record accounts is called 

a. increases. a. a journal. 
b. decreases. b. a general ledger. 
c. both increases and decreases. c. a balance sheet. 
d. none of the above. d. none of the above. 



Appendix Accounting Tools: The Double-Entry System 

EXHIBIT 3-5 Introducing the Identify and Analyze Transaction Format 

Example: Transaction 4, p. I 09 : Sale of monthly memberships on account: 

Transaction Analysis Format (used in Ch. 3) 

• Shows how transactions are analyzed in account names (Cash, Accounts Receivable, etc. , 
as shown below) and accounting equation categories (Assets, Liabilities, Stockholders' Equity). 
(Amounts are eventually reflected in the financial statements.) 

Assets Liabilities 

Transaction 
Number 

4 

Cash 
Accounts 

Receivable Equipment Building Land 

$15,000 

Accounts 
Payable 

Identify and Analyze Format (used in Chs. 4-13) 

• Answers the three questions for each transaction: 
o What type of Activity does the transaction reflect? 
o What Accounts are affected? 
o Which Financial Statement(s) are affected? 

Notes 
Payable 

+ Stockholders· Equity 

Capital Retained 
Stock Earnings 

$15,000 

• Shows how the balance sheet and the income statement are affected by the 
transaction, listing account names and amounts recorded under each accounting 
equation category. 

ACTIVITY: Operating 
ACCOUNTS: Accounts Receivable Increase Membership Revenue Increase 

STATEMENT(S}: Balance Sheet and Income Statement 

Balance Sheet Income Statement 

STOCKHOLDERS' ---------------- NET 
LIABILITIES + EQUITY REVENUES EXPENSES INCOME 

15,000 
15,000 

This line will show the t ransactions discussed in each chapter 
by account title, amount, and whether the amount is an 
increase or a decrease to account. Decreases w ill appear 
as negative numbers. 

Membership 
Revenue 15,000 

15,000 

Revenues and expenses appear on the 
Income Statement, and net income 
increases retained earnings, which is 
part of stockholders' equity. 

117 

----------------------------------------------------------------------------------------------------@ 

Appendix Accounting Tools: 
The Double-Entry System 

OVERVIEW: Debits and credits are tools to record increases and decreases in 
accounts. Debits increase asset accounts, and credits increase liability and stockholders' 
equity accounts. Additionally, debits increase expense accounts, and credits increase 
revenue accounts. 

T he origin of the double-entry system of accounting can be traced to Ven.ice, Italy, in 
1494. In that year, Fra Luca Pacioli , a Franciscan monk, wrote a mathematical treatise. 
Included in his book was the concept of debits and credits that is still used almost univer­
sally today . 

LOS Explain the rules of debits 
and credits !Appendix]. 
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Debit 
An entry on the left side of an 
account. 

Credit 
An entry on the right side of an 
account. 

STUDY TIP 

Once you know the rule to 
increase an asset with a debit, 
the rules for the other increases 
and decreases follow logically. 
For example, because a liability 
is the oppo~ite of an asset, it is 
increased with a credit. And it 
follows logically that it would 
be decreased with a debit. 

Chapter 3 Processing Accounting Information 

The T Account 
The form for a general ledger account wil l be illustrated later in the chapter. H owever, the 
form of accOLmt often used to analyze transactions is called the T account, so named 
because it resembles the capital letter T. The name of the account appears across the hori ­
zontal line . One side is used to record increases; the other side, decreases. But as you will 
see, the same side is not used for increases for every account. As a matter of convention, 
the left side of an asset accotui t is used to record increases; the right side, to record decreases. 

Example 3-2 Using a T Account 

To illustrate a T account, we will look at the Cash account for Glengarry Health Club. The 
transactions recorded in the account can be traced to Exhibit 3-1. 

Left side of an asset 
account shows increases. 

Shows the account name 

~--- Increases 

Investment by owners 
Co urt fees co llected 
Accounts collected 

Bal. 

Cash 

100,000 
5,000 
4,000 

109,000 
94,000 

Decreases 

Wages and salaries 
Uti lities 
Dividends 

Right side of an asset 
account shows decreases. 

10,000 
3,000 
2,000 

15,000 

~ The amounts $1 09, 000 and $15,000 are called footings. They represent the totals of the 
~ amounts on each side of the account. Neither these amounts nor the balance of $94,000 repre­
j sents transactions. They are simply shown to indicate the tota ls and the balance in the account. 
Q ..................................................................................................... __ 

Debits and Credits 
Rather than refer to the left o r right side of an accoun t, accountants use specific labels 
fo r each side. T he left side of any account is the debit side, and the right side of any 
account is the credit side. 

Left Side 
Debits 

Account Name 

Right Side 
Credits 

We will also use the te rms debit and credit as verbs. If we debit the Cash accoun t, we 
enter an amount on the left side. Similarly, if we want to enter an amount on the right 
side of an account, we credit the account. To charge an account has the same meaning as 
to debit it . o such synonym exists fo r the act of crediting an account . 

Debit and credit are locational tem1s. They simply refer to the left or right side 
of a T account. They do not represent increases or decreases. When one type of 
account is increased (for example, the Cash account), the increase is on the left, or 
debit, side. When certain other types of accounts are increased, however , the entry 
will be on the right, or credit, side. 

As you would expect from your understanding of the accounting equation, the conven­
tions for using T accounts for assets and liabilities arc opposite. Assets are fi.rn1re economic 
benefits, and liabili ties are obligations to transfer economic benefits in die future. If an asset 
is increased with a debit, how do you diink a liabili ty would be increased? Beca.use assets 
and liabilities are opposites, if an asset is increased with a debit, a liability is increased 

M with a credit. Thus, die right side, or credit side, of a liabili ty account is used to record an 
~ increase. Like liabilities, stockholders' equi ty accounts are on die opposite side of die 
[ accounting equation from assets. Thus, like a liability, a stockholders' equity account is 
'! increased with a credit. We can summarize die logic of debits and credits, increases and 
j decreases, and die accounting equation in die following way: 
@ 



Debits and Credits 

Assets = Liabilities + Stockholders' Equity 

Debits Credits Debits Credits Debits Credits 
Increases Decreases 

+ 
Decreases Increases 

+ 
Decreases Increases 

+ 

Note again that debits and credits are location-oriented. Debits are always on the left 
side of an accatmt; credits, always on the right side. 

Debits and Credits for Revenues, Expenses, 
and Dividends 
Revenues In the Glengarry H ealth Club example, revenues recognized in (4 ) and 
( 5) were an increase in Retained Earnings. T he sale of memberships was not only an 
increase in the asset Accounts Receivable but also an increase in the stockholders' equity 
account, Retained Earnings. The transaction resulted in an increase in the owners' claim 
on the assets of the business. Rather than being recorded directly in Retained Earnings, 
however, each revenue item is maintained in a separate account. The fo llowing logic is 
used to arrive at the rules for increasing and decreasing revenues:5 

1. Retained Earnings is increased with a credit. 
2. Revenue is an increase in Retained Earnings . 
3 . Revenue is increased with a credit. 
4 . Because revenue is increased with a credit, it is decreased with a debit. 

Expenses T he same logic is applied to the expenses recognized in ( 6 ) and (7 ). The 
rules fo r increasing and decreasing expense accounts are as follows: 

1. Retained Earnings is decreased with a debit. 
2 . Expense is a decrease in Retained Earnings. 
3 . Expense is increased with a debit. 
4. Because expense is increased with a debit, it is decreased with a credit. 

Dividends Recall that the clividend in (9) reduced cash. But dividends also reduce 
the owners' claim on the assets of the business. Earlier, we recognized this decrease in 
the owners' claim as a reduction of Retained Earnings. As we do for revenue and 
expense accounts, we will use a separate Dividends account. 

1 . Retained Earnings is decreased with a debit. 
2. Dividends are a decrease in Retained Earnings . 
3. Dividends are increased with a debit. 
4 . Because dividends are increased with a debit, they are decreased with a credit. 

Summary of the Rules for Increasing 
and Decreasing Accounts 
Using the accounting equation, the rules for increasing and decreasing the various types 
of accounts can be summarized as fo llows: 

Assets 

+ 
Debit Credit 

= Uabillties 

+ 
Credit 

+ 
Stockholdera' 

Equity 

Debit I C~it 
Revenues 

+ 
Debit Credit o:bit I Credit 

5 We normally think of revenues and expenses as being increased. not decreased. Because we will need to decrease 
them as part of the closing procedure. it is important to know how to reduce as well as increase these accounts. 

Retained Earnings 

+ 
Debit Credit 

Revenues 

+ 
Debit Credit 

Retained Earnings 

+ 
Debit Credit 

+ 
Debit 

Expenses 

Credit 

Retained Earnings 

+ 
Debit Credit 

Dividends 

+ 
Debit Credit 

+ 
Debit Credit 
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Normal Account Balances 
Each account has a "normal" balance. For example, assets normally have debit balances. 
Would it be possible for an asset such as Cash to have a credit balance? Assume that a 
company has a checking account with a bank. A credit balance in the account would 
indicate that the decreases in the account, from checks written and other bank charges, 
were more than the deposits into the account. If this were the case, however, the com­
pany would no longer have an asset, Cash , but instead wou ld have a liability to the bank. 

Example 3-3 Determining Normal Account Balances 

The normal balances for the accounts we have looked at are as follows: 

Assets = 
Debit I 
Balance 

Liabilities 

I Credit 
Balance 

+ 
Stockholders' 

Equity 

I 
Credit 
Balance 

Revenues 

I Credit 
Balance 

Expenses 

Debit I 
Balance 

Dividends 

Debit I 
Balance 

J --~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~-
g----------------------------------------------------------------------------------------------------

Double-entry system 
A system of accounting in which 
every transaction is recorded with 
equal debits and credits and the 
accounting equation is kept in 
balance. 

Debits Aren't Bad, and Credits Aren't Good 
Students often approach their first encounter with debits and credits with preconceived 
notions. The use of the terms debit an d credit in everyday language leads to many of 
these notions: Joe is a real credit to his team. ancy should be credited with saving 
Mary's career. T hey both appear to be positive statements. You must resist the tempta­
tion to associate the term credit with something good or positive and the term debit with 
something bad or negative. In acconnting, debit means one thing: an entry made on 
the left side of an acconnt. A credit means an entry made on the right side of an 
account. 

Debits and Credits Applied to Transactions 
Recall the first transaction recorded by Glengarry Health Clu b earl ier in the chapter: the 
owners invested $100,000 cash in the business. T he transaction resulted in an increase in 
the Cash account and an increase in the Capital Stock account. Applying the rules of 
debits and credits, we would debit the Cash account for $100,000 and credit the Capital 
Stock account for the same amount.6 

Cash Capital Stock 

100.000 I I 100.000 

You now can see why we refer to the double-entry system of accounting. Every trans­
action is recorded so that the equality of debits and credits is maintained, and in the 
process, the accounting equation is kept in balance . 

Every transaction is entered in at least two accounts on opposite sides of T accotmts. 
The first transaction remlted in an increase in an asset account and an increase 
in a stockholders' equity account. For every transaction, the debit side must equal 
the credit side. The debit of $100,000 to the Cash account equals the credit of 
$100,000 to the Capital Stock account. 

6 We will use the number of each transaction as it was labeled earlier in the chapter to identify the transaction. In prac­
tice. a formal ledger account is used and transactions are entered according to their date. 



Debits and Credits 

It naturally follows that if the debit side must equal the credit side for eve1y transaction, 
at any time, the total of ail debits recorded must equal the total of all credits recorded . 
Thus, the fundamental accounting equation remains in balance. 

Transactions for Glengarry Health Club 
T hree distinct steps are involved in record ing a transaction in the accounts: 

1. Analyze the transaction. That is, decide what accoun ts are increased or decreased 
and by how much. 

2. R ecall the r ules of debits and credits as they apply to the transaction being 
analyzed . 

3. R ecord the transaction using the rules of debits and credits. 

As we will sec later in the chapter, transactions are first recorded in jou rnal 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 fo r the debi t to the Cash accoun t 
and the credit to the Capital Stock account for the initial investment by the health club 
owners. We now analyze the remaining eight transactions for the month. Refer to 
Exhibit 3- 1 for a summary of the transactions. 

Example 3-4 Analyzing and Recording Transactions Using Debits and Credits 

(2) 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: Building Notes Payable 

12) 150,000 I I 200.000 121 

Land 

(21 50,000 I 

(3) Acquisition of equipment on an open account. Exercise equipment is purchased from a supplier on open account. The 
purchase price is $20,000. 

Analyze: 

Recall: 

Record: 

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. 

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

Equipment Accounts Payable 

(3) 20.000 I I 20.000 (3) 

(4) 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. 

121 

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: 

Record: 

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. 

Accounts Receivable Membership Revenue 

(4) 15,ooo I I 15,ooo (41 

(Continued) 
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(5) 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: 

Record: 

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. 

Cash Court Fee Revenue 

(1) 100,000 I 15,ooo (51 
(5) 5,000 

(6) 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: 

Record: 

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. 

Cash Wage and Salary Expense 

(1) 100.000 I 10.000 (6) (6) 10.000 I 
(5) 5,000 

(7) 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: Cash Utilities Expense 

(1) 100.000 10.000 (6) (7) 3.000 I 
(5) 5,000 3,000 (7) 

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

(9) 

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

Recall: 

Record: 

An asset is increased with a debit and decreased with a credit. Thus, one asset is debited, and another is 
credited. 

Cash Accounts Receivable 

(1) 100,000 10,000 (6) 
(5) 5,000 3,000 (7) 

(4) 15,000 14,000 (8) 

(8) 4,000 

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: Cash Dividends 

(1) 100,000 10,000 (6) (9) 2,000 1 
(5) 5,000 3,000 (7) 
(8) 4,000 2,000 (9) 

Q------------------------------------------------------------------------------------------------



The Journal : The Firm's Chronological Record of Transactions 

LOS Explain the rules of debits and credits. 

• Debits and credits represent the left and right sides of a T account, respectively. They take on meaning only when 
associated with the recording of transactions involving asset, liability, and equity accounts . 

• In general, debits increase asset accounts and credits increase liability and equity accounts. 

• The double-entry system requires that total debits equal total credits for any transaction recorded in the accounting 
system. 

QUESTIONS Answers to these questions are on the last page of the chapter. 

1. The payment of the amount owed to a supplier on 2. A theater sells a movie ticket for cash . This would be 
account would be recorded as recorded as 

a. a debit to Cash and a credit to Accounts Payable. a. a debit to Sales Revenue and a credit to Cash. 
b. a debit to Accounts Payable and a credit to Cash. b. a debit to Cash and a credit to Accounts Receivable. 
c. a debit to Accounts Receivable and a credit to Cash . c. a debit to Cash and a credit to Sales Revenue. 
d. none of the above. d. none of the above. 

The Journal: The Firm's Chronological 
Record of Transactions 

OVERVIEW: A journal is a chronological record of a company's transactions. 
Transactions are periodically posted from the journal to ledger accounts. 

To focus attention on analysis, each of Glcngany Health Club's nine transactions was entered 
directly in tl1e ledger accounts in me previous section. By looking at tl1e Cash accOLmt, we see 
mat it increased by $5,000 in (5 ). But what was me otl1er side of tins transaction? That is, 
what accOLmt was credited? To have a record of each entry, transactions are recorded first in a 
journal. A journal is a chronological record of transactions entered into by a business. 
Because a journal lists transactions in me order in which tl1ey took place, it is called tl1e book of 
original entry. Transactions a.re recorded first in a journal and men are posted to me ledger 
accounts. Posting is tl1e process of n-ansfening a journal enny to me ledger accounts: 

Tra nsactions are 
entered in 

L06 Explain the purposes of a 
journal and the posting process 
[Appendix] . 

Journal 
A chronologica l record of 
transactions. 

Alternate term: Book of original 
entry. 

Posting 

123 

The Journal and then posted to . 

Ledger Accounts: 
Cash 

The process of transferring amounts 
from a journal to the ledger 
accounts . 

Land 
Other accounts 

Note that posting does not result in any change in the amounts recorded. It is sim­
ply a process of re-sorting the transactions from a chronological order to a topical 
arrangement. 

A journal entry is recorded for each transaction. Journalizing is me process of record­
ing ent1ies in a journal. A standard format is normally used for recording journal entries. 

Example 3-5 Recording Transactions in Journal Entry Form 

Consider the original investment [see (1). Issuance of capital stock. on page 109] by the 
owners of Glengarry Health Club. The format of the journal entry is as follows: 

Debit Credit 

Jan .xx Cash 100,000 

Capital Stock 100,000 

To record the issuance of 10,000 shares of stock for cash . 

(Continued) 

Journalizing 
The act of recording journal entries. 

~ 

I 
J 
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General journal 
The journal used in place of a 
specialized journal. 

M 
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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. 

r Jan. xx 
~ 

Dividends 

Cash 

2,000 

2,000 

To record payment of dividends. 

Q .................................................................... ... 

Transactions are normally recorded in a general journal . Specialized journals may 
be used to record repetitive transactions. For example, a cash receipts journal may be 
used to record alJ 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 wi ll use a general journal to record all transactions . 

An excerpt from Glengarry Health Club's general journal appears in the top portion 
of Example 3-6. One column needs further explanation. Post. R ef is an abbreviation for 
Posting R eference. As part of the posting process, which is explained later in this section, 
the debit and credit amounts are posted to the appropriate accow1ts and this column is 
filled in with the number assigned to the accow1t. 

Journal entries and ledger accounts are tools 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 financia l state­
ments directly from the journal entries? Isn't it extra work to post tl1e entries to the 
ledger accounts? In tl1e simple example of Glengarry Healtl1 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 oftl1e activity as well as the balance for a specific financial statement item. 
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Example 3-6 Posting from the Journal to the Ledger 

The posting process for Glengarry Health Club is illustrated below for the health club's fifth transaction, in which cash is col lected for 
court fees . Rather than a T-account format for the general ledger accounts, the running balance form is illustrated. A separate column 
indicates the balance in the ledger account after each transaction. The use of the explanation column in a ledger account is optional. 
Because an explanation of the entry in the account can be found by referring to the journal, this column is often left blank. 

I 
General Journal Page No. 1 

Post. 
Date Account Titles and Explanation Ref. Debit Credit 

2012 
Jan. xx Accounts Receivable 5 15,000 

Membership Revenue 40 15,000 

Sold 300 memberships at $50 each. 

xx Cash 1 5 ,000 

Court Fee Revenue 44 ~ / 5,000 -

Collected court fees. ~ ~ 

General Ledger I ~ Cash Account No. 1 

Post. \ Date Explanation Ref. Debit Credit Balance 

2012 \ Jan. xx GJ1 100,000 100,000 

xx i--- GJ1 5,000 ' ~ 105,000 

Court Fee Revenue Account No. 44 

Post. 
Date Explanation Ref. Debit Credit Balance 

2012 ~ 
Jan. xx ...__ GJ1 5,000 --- 5,000 

Note the cross-referencing between the journal and the ledger. As amounts are entered in the ledger accounts, the Posting Refer­
ence column is filled in with the page number of the journal. For example, GJ1 indicates page 1 from the general journal. At the same 
time, the Posting Reference column of the journal is filled in with the appropriate account number. 

The frequency of posting differs among companies, partly based on the degree to which their accounting system is automated. For ~ 
example, in some computerized systems, amounts are posted to the ledger accounts at the time an entry is recorded in the journal. ·~ 
In a manual system, posting is normally done periodically; for example, daily, weekly, or monthly. Regardless of when it is performed, ~ 
the posting process changes nothing. It simply reorganizes the transactions by account. f 

u 

------------------------------------------------------------------------------------------------ @ 
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HOT TOPICS 

As you can imagine, the life 
blood of a cruise company's 
operations is its fleet of ships. 
By the end of Apri l 2011, Car­
nival Corporation & PLC had 
100 ships sailing the seas. Of 
Carnival's total assets at the 
end of 2010 of 37 .5 billion, 

over 80% of this was invested in the company's Property & Equip­
ment. The 201 0 statement of cash flows reported nearly $3.6 bil­
lion spent on additions to this asset. Obviously, the nature of the 

Carnival weighed the options available and made the diffi­
cult decision in October 2008 to suspend its regular quarterly 
dividend beginning in 2009. In doing so, the company had to 
weigh competing interests . Surely, it would be in the short­
term interests of stockholders to continue to receive their divi­
dends. However, Carnival took a longer-term view and esti­
mated that suspension of dividends would result in annualized 
cash savings of $1 .3 billion. This would allow the world's 
largest cruise company to pay for the ships on order for 2009 
without borrowing money in the relatively expensive capital 
markets. 

ll cruise business requires that the company continually have avail­
~ able large amounts of cash needed to add to its fleet of ships. 

i
" Operations can only generate so much of the cash needed to 

pay for new ships. Where else can a company turn to find the size­
able amounts needed for additions to the fleet? One potential source 

~ is the financial markets, where a company can borrow on either a 
~ short- or long-term basis. However, given the highly volatile state of 
o the financial markets, Carnival made a decision to go a different route. 

Weighing options and making strategic decisions are always 
crucial to a company's future, but even more so in these challeng­
ing economic times. Interestingly, Carnival made another strategic 
decision in 2010 when it reinstated quarterly dividends, beginning 
with one paid in March of that year. 

Source: Carnival Cruise Corporation & PLC press releases, 
October 31, 2008 and January 21 , 201 O; http://www.carnival.com. 

LO& Explain the purposes of a journal and the posting process. 

• A journal documents the details of t ransact ions by date. Entries are made to a journal every time a transaction occurs. 

• Similar transactions that occur regularly may be recorded in special journals. 

• Ultimately, information is posted from the journa l to the ledger for each individual account. 

QUESTIONS Answers to these questions are on the last page of the chapter. 

1. The Posting Reference column in a general journal is 2. Entries are posted from 

used a. the journal to the ledger. 
a. to indicate the page number of the journal. b. the ledger to the journal. 
b. to indicate the account number for the account being c. the journal directly to the f inancial statements. 

debited or credited. d. The order of posting differs depending on the type of 
c. to indicate the date of the transaction . company. 
d. This column is normally left blank. 

L07 Explain the purpose of a 
trial balance [Appendix]. 

Trial balance 
A list of each account and its 
balance; used to prove equality of 
debits and credits. 

The Trial Balance 

OVERVIEW: A trial balance is used to prove the equality of debits and credits. It is 
normally prepared at the end of the accounting period and is the basis for preparation 
of financial statements. 

Accountants use one other tool to fac ilitate the preparation of a set of financial state­
ments. A trial balance is a list of each account and its balance at a specific point in time. 
T he trial balance is not a fi nancial statement but mere ly a convenient device to prove the 
equal ity of the debit and credit balances in the accoun ts. It can be as info rmal as an add­
ing machine tape with the account titles penciled in next to the debit and credit 
amo un ts. 



The Trial Balance 

Example 3-7 Preparing a Trial Balance 

A trial balance for Glengarry Health Club as of January 31, 2012, is shown below. The balance 
in each account was determined by adding the increases and subtracting the decreases for 
the account for the transactions detailed earlier. 

Account Titles 

Cash 

Accounts Receivable 

Equipment 

Building 

Land 

Accounts Payable 

Notes Payable 

Capital Stock 

Membership Revenue 

Court Fee Revenue 

Wage and Salary Expense 

Utilities Expense 

Dividends 

Totals 

Glengarry Health Club 
Trial Balance 

January 3 1, 2012 

Debits Credits 

$ 94,000 

11,000 

20,000 

150,000 

50,000 

$ 20,000 

200,000 

100,000 

15,000 

5,000 

10,000 

3,000 

2,000 

$340,000 $340,000 
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STUDY TIP Certain types of errors are detectable from a trial balance. For example, if the bal­
ance of an account is incorrectly computed, the total of the debits and credits in the trial 
balance wi ll not equal. If a debit is posted to an account as a credit, or vice versa, the trial 
balance wi ll be out of balance. The omission of part of a journal entry in the posting ~ 
process wi ll also be detected by the preparation of a trial balance. g-

~ Do not attribute more significance to a trial balance, however, than is warranted. It !l 

docs provide a convenient summary of accmmt balances for preparing financial statements. i 
It also assures us that the balances of all of the debit accounts equal the balances of all of ~ 
the credit accounts. But an equality of debits and credits docs not necessarily mean that 
the correct accounts were debited and credited in an entry. For example, the entry to re­
cord the purchase ofland by signing a promissory note should result in a debit to Land and 

Remember from p. 120 that 
every account has a normal 
balance, either debit or credit. 
Note the normal balance for 
each account on this trial 
balance. 

a credit to Notes Payable. If the accmmtant incorrectly debited Cash instead of Land, t11e 
trial balance would still show an equality of debits and credits. A trial balance can be pre­
pared at any time; it is usually prepared before t11c release of a set of financial statements. 

L07 Explain the purpose of a tria l balance. 

• At the end of a period, a trial balance may be prepared that lists all of the accounts in the general ledger along with their 
debit or credit balances. 

• The purpose of the t rial ba lance is to see whether total debits equal total credits. This provides some assurance that the 
accounting equation was adhered to in the processing of t ransactions but is no guarantee that transactions have been 
recorded properly. 

QUESTIONS Answers to these questions are on the last page of the chapter. 

1. A trial balance a. Cash was debited when the debit should have been 

a. is one of the primary financial statements. 
b. will not balance if the wrong account is debited. 
c. is a list of each account and its balance. 
d. None of the above applies. 

2. Which of the following errors would not be detected by 
the preparation of a tria l ba lance? 

to Accounts Receivable. 
b. An entry was recorded with a debit to Cash for $500 

and a credit to Accounts Receivable for $5,000. 
c. The balance in one of the accounts was computed 

incorrectly. 
d. All of the above errors would be detected by the 

preparation of a trial ba lance . 
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KEY TERMS QUIZ 

Note: A separate quiz is available for the terms in the appenillx to this chapter. 

Read each definition below and write the number of the definition in the blank beside the 
appropriate term. The quiz solutions appear at the end of the chapter. 

Quiz 1: Processing Accounting Information 
Event Source doclllllent --- ---
External event Account --- ---
Internal event Chart of accounts --- ---
Transaction --- ___ General ledger 

1. A numerical list of all the accounts used by a company. 
2. A happening of consequence to an entity. 
3. An event occurring entirely within an entity. 
4. A piece of paper, such as a sales invoice, that is used as the evide:nce to record a transaction . 
5. An event involving interaction between an entity and its environment. 
6. The record used to accumulate monetary amounts for each inillvidual asset, liability, revenue, 

expense, and component of owners' equity. 
7. A book, file, hard drive, or other device containing all of a company's accounts. 
8. Any event, external or internal, that is recognized in a set of financial statements. 

Quiz 2: Appendix 
Debit ---
Credit ---

___ Double-entry system 
___ Journal 

___ Posting 
___ ] ournalizing 
___ General journal 

Trial balance ---

1. A list of each account and its balance at a specific point in time; used to prove the equality of 
debits and credits. 

2 . An entry on the right side of an account. 
3. The act of recorillng journal entries. 
4 . An entry on the left side of an account. 
5. The process of transferring amounts from a journal to the appropriate ledger accounts. 
6. A chronological record of transactions, also known as the book of original entry. 
7. The journal used in place of a specialized journal. 
8. A system of accounting in which every transaction is recorded with equal debits and creillts 

and the accounting equation is kept in balance. 

ALTERNATE TERMS 

credit side of an account right side of an 
account 

debit an account charge an account 
debit side of an account left side of an 

account 

general ledger set of accounts 
journal book of original entry 
journalizing an entry recorillng an entry 
posting an account transferring an amount 

from the journal to the ledger 



Review Problem & Solution 

WARMUP EXERCISES & SOLUTIONS 

Warmup Exercise 3-1 Your Personal Accounting Equation 
Assume that you borrow $1,000 from your roommate by signing an agreement to repay the 
amount borrowed in six months. 

Required 

What is the effect of this transaction on your own accounting equation? 

KEY TO THE SOLUTION Refer to Exhibit 3-1 for the effects of transactions on the accounting 
equation. 

Warmup Exercise 3-2 A Bank's Accounting Equation 
Third State Bank loans a customer $5,000 in exchange for a promissory note. 

Required 

What is the effect of this transaction on the bank's accounting equation? 

KEY TO THE SOLUTION Refer to Exhibit 3-1 for the effects of the u·ansaction on the account­
ing equation. 

L03 

L03 

Warmup Exercise 3-3 Carnival Corporation's Accounting Equation L03 
Assume that Carnival Corporation borrows $250 million by signing a promissory note. The 
next day the company uses the money to buy a new ship. 

Required 

What is the effect of each of these tran actions on Carnival Corporation's accounting equation? 

KEY TO THE SOLUTION Refer to Exhibit 3-1 for the effects of transactions on the accounting 
equation. 

Solutions to Warmup Exercises 

Warmup Exercise 3-1 
If you borrow $1,000 from your roommate, assets in the form of cash increase 1,000 and liabil ­
ities in the form of a note payable increase $1,000. 

Warmup Exercise 3-2 
If a bank loans a customer 55,000, the bank's assets in the form of a note receivable increase 
$5,000 and its assets in the form of cash decrease $5,000. 

Warmup Exercise 3-3 
If Carnival Corporation borrows $250 million, assets in the form of cash increase $250 million 
and liabilities in the form of a note payable increase $250 million . If the company uses the money 
to buy a ship, assets in the form of ships increase $250 million and assets in the form of cash 
decrease $250 million. 

REVIEW PROBLEM & SOLUTION 

The following transactions are entered into by Sparkle Car Wash during its first month of operations: 

a. Articles of incorporation are filed with the state, and 20,000 shares of capital stock are issued. 
Cash of $40,000 is received from the new owners for the shares. 

(Continued) 
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1. 

Trans 
No. Cash 

a. $ 40,000 

b. 120,000 

Bal. $160,000 

c. - 150,000 

Bal. $ 10,000 
d. 

Bal. $ 10,000 
e . - 1,500 

Bal. $ 8,500 

f. 7.000 

Bal. $ 15,500 

g. -2,000 

Bal. $ 13,500 

h. -800 

Bal. $ 12,700 

i. - 1,000 

Bal. $ 11,700 
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b. A five-year promissory note is signed at the local bank. The cash received from the loan is 
120,000. 

c. An existing car wash i purchased for 150,000 in cash. The values assigned to the land, 
building, and equipment are $25,000, 75,000, and $50,000, respectively. 

d. Cleaning supplies are purchased on account for $2,500 from a distributor. None of the 
supplies are used in the first month. 

e. During the first month, 1,500 is paid to the distributor for the cleaning supplies. The 
remaining $1,000 will be paid next month. 

f. 
g. 

Gross receipts from car washes during the first month of operations amount to $7,000 . 
Wages and salaries paid in the first month amount to 2,000. 

h. The utility bi.II of 800 for the month is paid . 
I. A total of 1,000 in dividends is paid to the owners. 

Required 

1. Prepare a table to summarize the preceding transactions as they affect the accounting 
equation. Use the format in Exhibit 3-1. Identify each transaction by letter. 

2. Prepare an income statement for the month . 
3. Prepare a balance sheet at the end of the month. 

Solutions to Review Problem 

Sparkle Car Wash 
Transactions for the Month 

Assets = Liabilities + Stockholders' Equity 

Cleaning 
Building Equipment 

Accounts Note Capital Retained 
Supplies Land Payable Payables Stock Earn ings 

$40,000 

$120,000 

$120,000 $40,000 

$25,000 $75,000 $50,000 

$25,000 $75,000 $50,000 $120,000 $40,000 
$2,500 $2,500 
--
$2,500 $25,000 $75,000 $50,000 $2,500 $120,000 $40,000 

-1,500 
--

$2,500 $25,000 $75,000 $50,000 $1,000 $120,000 $40,000 

$7.000 

$2,500 $25,000 $75,000 $50,000 $1,000 $120,000 $40,000 $7.000 

-2,000 

$2,500 $25,000 $75,000 $50,000 $1,000 $120,000 $40,000 $5,000 
-800 

$2,500 $25,000 $75,000 $50,000 $1,000 $120,000 $40,000 $4,200 

-1,000 

$2,500 $25,000 $75,000 $50,000 $1,000 $120,000 $40,000 $3,200 

Total assets: $164,200 Total liablities and stockholders' equity: $164,200 



Questions 

2. Sparkle Car Wash 
Income Statement 

For the Month Ended XX/XX/XX 

Car wash revenue 
Expenses: 

Wages and salaries 
Utilities 

Net income 

$2,000 
800 

$7,000 

2,800 
$4,200 

3. Sparkle Car Wash 
Balance Sheet 

XX/XX/XX 

Assets 

Cash $ 11.700 
Cleaning supplies 
Land 

2,500 
25,000 
75,000 
50,000 

Building 
Equipment 

Total assets $164,200 

QUESTIONS 

1. What are the two types of events that 
affect an entity? Describe each. 

2. What is the significance of source docu-
ments to the recording process? Give t\vo 
examples of source documents. 

3. What are four different forms of cash? 
4. How does an account receivable differ 

from a note receivable? 
5. Explain what is meant by this statement: 

One company's account receivable is 
anod1er company's account payable. 

6. What do accountants mean when diey 
refer to die double-entry system of 
accounting? (Appendix ) 

7. Stockholders' equity represents die claim 
of the owners on the assets of the business . 
What is the distinction relative to die own-
ers' claim between the Capital Stock 
account and die Retained Earnings 
account? 

8. If an asset account is increased widi :.i 

debit, what is die logic for increasing a 
liability account with a credit? (Appendix) 

9. A friend comes to you with the fo llowing 
plight: "I'm confused. An asset is some-
thing positive, and it is increased with a 
debit. However, an expense is something 
negative, and it is also increased \Vith a 

Liabilities and Stockholders' Equity 

Accounts payable 
Notes payable 
Capital stock 
Retained earnings 

$ 1,000 
120,000 
40,000 

3,200 

10. 

11. 

12. 

13. 

14. 

15 . 

16. 

Total liabilities and 
stockholders' equity $164,200 

debit. I don't get it." How can you 
"straighten out" your friend? (Appendix) 
The payment of dividends reduces cash. If 
the Cash account is reduced with a credit, 
why is the Dividends account debited 
when dividends are paid? (Appendix ) 
If Cash is increased with a debit, why does 
the bank credit your account when you 
make a deposit? (Appendix) 
Your friend presents the following criti -
cism of die accounting system: "Account-
ing involves so much duplication of effort. 
First, entries are recorded in a journal; 
then d1e same information is recorded in a 
ledger. No wonder accountants work such 
long hours! " Do you agree widi dus criti -
cism? Explain. (Appendix) 
How does the T account differ from the 
run ni ng balance form for an account? 
How are diey similar? (Appendix ) 
What is the benefit of using a cross-
referencing system between a ledger and a 
journal? (Appendix ) 
How often should a company post entries 
from d1e journal to d1e ledger? (Appendix) 
What is die purpose of a trial balance? 
(Appendix ) 
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BRIEF EXERCISES 

L01 Brief Exercise 3-1 External and Internal Events 
Explain how an external event differs from an internal event. 

L02 Brief Exercise 3-2 Source Documents 

L03 
EXAMPLE 3-1 

L04 

LOS 
EXAMPLE 3-3 

Provide three examples of source documents and the event for which each would provide the 
evidence to record. 

Brief Exercise 3-3 Effects of Transactions on the Accounting Equation 
List the three elements in the accounting equation. How is the third element expanded to show 
the linkage between the balance sheet and the income statement? 

Brief Exercise 3-4 Types of Accounts 
For each of the following accounts, indicate whether it is a balance sheet (BS ) account or an 
income statement (IS) account. 

Prepaid Insurance 
Sales Revenue 
Income Ta,xe Payable 
Accounts Receivable 

Utilities Expense 
Furniture and Fixtures 
Retained Earnings 

Brief Exercise 3-5 Debits and Credits (Appendix) 
For each of the following accounts, indicate whether it would be increased with a debit or a 
credit. 

Accounts Payable 
Office upplies 
Interest Revenue 
Income Tax Expense 

Income Tax Payable 
Cash 
Common Stock 
Land 

LOG Brief Exercise 3-6 Journalizing Transactions (Appendix) 
EXAMPLE 3-4, 3-5 Prepare in good form the journal entry to record each of the following transactions on the books 

of ABC. 

January 10: ABC is incorporated by issuing $50,000 of common stock to each of the three 
owners . 

January 12: ABC borrows 100,000 at the local bank. 
January 15: ABC pays 200,000 cash to buy ten acres of land. 

L07 Brief Exercise 3-7 Trial Balance (Appendix) 
For each of the following errors, indicate with a Y for yes or an N for no whether it would be 
detected by preparation of a trial balance. 

a. Ca h is debited instead of Accounts Receivable for a sale on account. 
b. A sale on account for $500 is recorded with a debit to Accounts Receivable for 

$500 and a credit to Sales for $5,000. 
c. A cash sale is recorded by debiting Cash and Sales for the same amount. 



Exercises 

EXERCISES 

Exercise 3-1 Types of Events 
For each of the following events, identify whether it is an external event that would be recorded as a 
transaction (E), an internal event that would be recorded as a transaction (I), or not recorded (NR). 

1. A vendor for a company's supplies is paid an amount owed on account. 
2. A customer pays its open account. 
3. A new chief executive officer is hired. 
4. The biweekly payroll is paid. 
5. Depreciation on equipment is recognized. 
6. A new advertising agency is hired to develop a series of newspaper ads 

for the company. 
7. The advertising bill for the first month is paid. 
8. The accountant determines the federal income taxes owed based on the 

income earned during the period. 

Exercise 3-2 Source Documents Matched with Transactions 
Following arc a list of source documents and a list of transactions. Indicate by letter next to each 
u·ansaction the source document that would serve as evidence for the recording of the transaction. 

Source Documents 
a. Purchase invoice 
b. Sales invoice 
c. Cash register tape 
d. Time cards 
e. Promissory note 

Transactions 

f. Stock certificates 
g. Monthly statement from utility company 
h. No standard source document would nor­

mally be available. 

l. Uti li ties expense for the month is recorded . 
2. A cash settlement is received from a pending lawsuit. 
3. Owners contribute cash to start a new corporation . 
4. The biweekly payroll is paid. 
5. Services are provided in exchange for cash. 
6. Equipment is acquired on a 30-day open account. 
7. Service is provided to a customer. 
8. A building is acquired by signing an agreement to repay a stated amount 

plus interest in six months. 

Exercise 3-3 The Effect of Transactions on the Accounting Equation 
For each of the following transactions, indicate whether it increases (I ), decreases (D ), or has no 
effect (NE) on the total dollar amount of each of the elements of the accounting equation. 

Transactions Assets = Liabilities + Stockholders' Equity 

Example: Common stock is issued in exchange for cash. NE 
1. Equipment is purchased for cash. 
2. Services are provided to customers on account. 
3. Services are provided to customers in exchange for cash. 
4. An account payable is paid off. 
5. Cash is collected on an account receivable . 
6. Buildings are purchased in exchange for a three-year 

note payable. 
7. Advertising bill for the month is paid. 
8. Dividends are paid to stockholders. 
9. Land is acquired by issuing shares of stock to the 

owner of the land. 

L01 

L02 

L03 
EXAMPLE 3-1 
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L03 
EXAMPLE 3-1 

L03 
EXAMPLE 3-1 

L04 

LOS 
EXAMPLE 3-3 

Chapter 3 Processing Accounting Information 

Exercise 3-4 Types of Transactions 
There are three elements to the accounting equation: assets, liabilities, and stockholders' equity . 
Although other possibilities exist, five types of transactions arc described here. For each of these 
five types , write descriptions of nvo transactions that illustrate the type of transaction. 

Type of Transaction 

1. 

2. 

3. 
4 . 

5. 

Assets = Liabilities + Stockholders' Equity 

Increase Increase 

Increase 
Decrease Decrease 

Decrease 

Increase 

Decrease 

Increase 

Decrease 

Exercise 3-5 Analyzing Transactions 
Prepare a table to summarize the following transactions as they affect the accounting equation . 
Use the format in Exhibit 3-1. 
1. Services provided on account of$1,530 
2. Purchases of supplies on accow1t for $1,365 
3. Services provided for cash of 750 
4. Purchase of equipment for cash of $4,240 
5. Issuance of a promissory note for $2,500 
6. Collections on account for $890 
7. Sale of capital stock in exchange for a parcel of land ; the land is appraised at $50,000 
8 . Payment of$4,000 in alaries and wages 
9. Payment of open accoW1t in the amount of 500 

Exercise 3-6 Balance Sheet Accounts and Their Use 
Choose from the fo llowing list of account titles the one iliat most accurately fits tl1e description 
of tliat account or is an example of tl1at account. An account title may be used more tlian once or 
not at all. 

Cash 
Prepaid Asset 
Investments 
Taxes Payable 
Preferred Stock 

Accounts Receivable 
Land 
Accounts Payable 
Retai ned Earnings 

Notes Receivable 
Buildings 

otes Payable 
Common Stock 

1. A written obl igation to repay a fixed amount, with interest, at some 
time in tl1e future 

2 . Twenty acres ofland held for speculation 
3. An amount owed by a customer 
4. Corporate income taxes owed to ilie federal government 
5. Ownership in a company that allows the owner to receive divi -

dends before common shareholders receive any distributions 
6. Five acres of land used as tl1e site for a factory 
7. Amounts owed on an open account to a vendor, due in 90 days 
8 . A checking account at a bank 
9 . A warehouse used to store equipment 

10. Claims by tl1e owners on tl1e undistributed net income ofa business 
11. Rent paid on an office building in advance of use of ilie facility 

Exercise 3-7 Normal Account Balances (Appendix) 
Each account has a normal balance. For tl1e fo llowing list of accounts, indicate whether tl1e nor­
mal balance of each is a debit or a credit. 



Exercises 

Account Normal Balance 

1. Cash 
2. Prepaid Insurance 
3. Retained Earnings 
4. Bonds Payable 
5. Investments 
6. Capital Stock 
7. Advertising Fees Earned 
8. Wages and Salaries Expense 
9. Wages and Salaries Payable 

10. Office Supplies 
11 . Dividends 

Exercise 3-8 Normal Account Balances for Carnival Corporation 
(Appendix) 
Each account has a normal balance. Classify each of the following items found in Carnival 
Corporation's 2010 annual report according to (1) whether it is a revenue (R), expense (E), 
asset (A), liability (L), or stockholders' equity (SE ) item and (2 ) whether it has a normal balance 
ofa debit (D) or a credit (C). 

Item Classified as Nor}llal Balance 

Example: Cash and cash equivalents A D 
1. Trade and other receivables, net ~ ~ 
2. Fuel * ~ 
3. Common stock of Carnival Corporation 52 
4. Short-term borrowings t.<7 e... 
5. Passenger tickets ~ ~ 
6. Selling and administrative ,,,... 

7. Property and equipment, net f-, 

8. Payroll and related * 1' 
9. Accounts payable L. fl:. c 

10. Retained earnings '• ,4- (_ 

11. Income tax expense £ 
12. Long-term debt b (_ 

*Income statement account 

LOS 
EXAMPLE 3-3 

Exercise 3-9 Debits and Credits (Appendix) LOS 
T he new bookkeeper for Darby Corporation is getting ready to mail the daily cash receipts to the EXAMPLE 3-4, 3-5 
ba11k for deposit. Because his previous job was at a bank, he i aware that the bank "credits" an 
account for all deposits a11d "debits" a11 accow1t for all checks written. T herefore, he makes the 
following entry before sending the daily receipts to the bank: 

June 5 

Required 

Accounts Receivable 
Sales Revenue 

Cash 
To record cash received on June 5: $10,000 collections on 
account and $2,450 in cash sales. 

10,000 
2,450 

12,450 

Explain why that entry is wrong and prepare the correct journal entry. Why does the bank refer 
to cash received from a customer as a credit to that customer's account? 

Exercise 3-10 Trial Balance (Appendix) 
The fol lowing list of accounts was taken from the general ledger of Spencer Corporation on 
December 31. The bookkeeper thought it would be helpful if the accounts were arranged in al­
phabetical order. Each account contains the balance that is normal for that type of account; for 

(Continued) 
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example, Cash normally has a debit balance. Prepare a trial balance as of this date with the 
accounts arranged in the foUowing order: ( 1) assets, (2 ) liabilities, ( 3) stockholders' equity, 
( 4 ) revenues, ( 5) expenses, and ( 6) dividends. 

Account Balance Account Balance 

Accounts Payable $ 7,650 Heat, Light, and Water Expense $ 1,400 
Accounts Receivable 5,325 Income Tax Expense 1,700 
Automobiles 9,200 Income Taxes Payable 2,500 
Buildings 150,000 Interest Revenue 1,300 
Capital Stock 100,000 Land 50,000 
Cash 10,500 Notes Payable 90,000 
Commissions Expense 2,600 Office Salaries Expense 6,000 
Commissions Revenue 12, 750 Office Supplies 500 
Dividends 2,000 Retained Earnings 110,025 
Equipment 85,000 

MULTI-CONCEPT EXERCISES 

Exercise 3-11 Determining an Ending Account Balance (Appendix) 
Jes ie's Accounting Services was organized on June 1. The company received a contribution of 
$1,000 from each of the two principal owners. Du ting the month, Jessie's Accounting Services 
provided services for cash of $1,400 and service on account for $450, received $250 from cus­
tomers in payment of their accounts, purchased supplies on account for $600 and equipment on 
account for $1,350, received a utility bill for $250 that will not be paid Lmtil July, and paid the 
full amount du e on the equipment. Use a T account to determine the company's Cash balance 
on June 30. 

Exercise 3-12 Reconstructing a Beginning Account Balance (Appendix) 
During the month, services performed for customers on account amounted to $7,500 and collec­
tions from customers in payment of their accounts totaled 6,000. At the end of the month, the 
Accounts Receivable account had a balance of $2,500. What was the Accounts Receivable 
balance at the beginning of the month? 

Exercise 3-13 Journal Entries Recorded Directly in T Accounts 
(Appendix) 
Record each of the following transactions for We-Go Delivery Service directly in T accmmts 
u ing the numbers preceding the transactions to identify tl1em in the accounts. Each account 
needs a separate T account. 
1. Received contribution of $6,500 from each of tl1e tl1ree principal owners of We-Go Delivery 

Service in exchange for shares of stock. 
2. Purchased office supplie for cash of.$130. 
3. Purchased a van for $15,000 on an open account. The company has 25 days to pay for 

the van. 
4. Provided delivery services to residential customers for cash of $125 . 
5. Billed a local business $200 for delivery services. The customer is to pay the bill witl1in 

15 days. 
6. Paid the amount due on the van. 
7. Received the amount due from tl1e local business billed in (5). 

Exercise 3-14 Trial Balance (Appendix) 
Refer to tl1e transactions recorded directly in T accounts for We-Go Delivery Service in Exercise 
3-13. Assume that all of the transactions took place during December. Prepare a trial balance at 
December 31. 



Multi-Concept Exercises 

Exercise 3-15 Journal Entries (Appendix) 
Prepare the journal entry to record each of the following independent transactions. (Use the 
number of the transaction in lieu of a date for identification purposes. ) 
1. Services provided on account of$1,530 
2. Purchases of supplies on account for $1 ,365 
3 . Services provided for cash of $750 
4. Purchase of equipment for cash of $4,240 
5. Issuance of a promissory note for $2,500 
6. Collections on account for $890 
7. Sale of capital stock in exchange for a parcel of land; the land is appraised at $50,000 
8. Payment of $4,000 in salaries and wages 
9. Payment of open account in the amount of $500 

Exercise 3-16 Journal Entries (Appendix) 
Following is a list of transactions entered into during the first month of operations of Gardener 
Corporation, a new landscape service. Prepare in journal fo rm the entry to record each 
transaction. 
Apri l 1: Articles of incorporation arc filed with the state, and 100,000 shares of common 

stock arc issued for $100,000 in cash. 
April 4: 

April 8: 

Apri l JO: 

April 18: 

April 27: 
April 28: 
April 30: 

Apri l 30: 

A six-month promissory note is signed at the bank. Interest at 9% per annum will be 
repaid in six months along with the principal amount of the loan of $50,000. 
Land and a storage shed are acquired for a lump sum of $80,000. On the basis of an 
appraisal, 25% of the value is assigned to the land and the remainder to the building. 
Mowing equipment is purchased from a supplier at a total cost of $25,000. A down 
payment of $10,000 is made, with the remainder due by the end of the month. 
Customers are billed for services provided during the first half of the month. The 
total amount billed of $5,500 is due within ten days . 
The remaining balance due on the mowing equipment is paid to the supplier. 
The total amount of $5,500 due from customers is received. 
Customers arc billed for services provided during the second half of the month. The 
total amount billed is $9,850. 
Salaries and wages of $4,650 for the month of Apri l are paid. 

Exercise 3-17 Journal Entries for Carnival Corporation (Appendix) 
Refer to the income statement for Carnival Corporation shown in the chapter opener. Using 
the account titles reported tl1erc, prepare the journal entry for each of the following hypothetical 
transactions. Assume that all transactions include either a debit or a credit to Cash. 
I. Fuel is purchased for $10,000. 
2. A passenger purchases a ticket for $2,000 . 
3. Salaries and wages of $4,000 are paid . 
4. A passenger pays $50 for pictures in the photo gallery. 
5. A travel agent is paid $700 in commissions. 

Exercise 3-18 The Process of Posting Journal Entries to General 
Ledger Accounts (Appendix) 
On June 1, Campbell Corporation purchased ten acres of land in exchange for a promissory note 
in the amount of $50,000. Using the formats shown in Example 3-6, prepare the journal entry 
to record this transaction in a general journal and post it to tl1e appropriate general ledger 
accounts. The entry will be recorded on page 7 of the general journal. Use whatever account 
numbers you like in the general ledger. Assume that none of the accounts to be debited or cred ­
ited currently contain a balance. 

If at a later date you wanted to review this transaction, would you examine the general ledger 
or the general journal? Explain your answer. 

L03 • 5 • 6 
EXAMPLE 3-4, 3-5 

L03 • 5 • 6 
EXAMPLE 3-4, 3-5 

L03 • 5 • 6 
EXAMPLE 3-4, 3-5 

LOS• 6 
EXAMPLE 3-6 

137 



138 Chapter 3 Processing Accounting Information 

PROBLEMS 

L01 Problem 3-1 Events to Be Recorded in Accounts 
The following events take place at Dillon's Deli ery Service: 
1. Supplies are ordered from vendors who will deliver the supplies within the week. 
2. Vendor deliver supplies on account, payment due in 30 days. 
3. Customers' deliveries are made, and the cu tamers are billed. 
4. Trash is taken to dumpsters, and the floors are cleaned. 
5. Cash is received from customers billed in (3). 
6. Cash is deposited in the bank night depository. 
7. Employees are paid weekly paychecks. 
8. Vendors noted in (2) are paid for the supplies delivered. 

Required 

Identify each event as internal (I ) or external (E) and indicate whether each event would or 
would not be recorded in the accounts of the company. For each event that is to be recorded, 

0
·dentify the names of at least two accounts that would be affected. 

roblem 3-2 Transaction Analysis and Financial Statements 
tst Rolling Along Inc . was organized on May 1, 2012, by two college students who recognized 
1 opportunity to make money while spending their days at a beach along Lake Michigan. The 

two entrepreneurs plan to rent bicycles and in-line skates to weekend visitors to the lakefront. 
The following transactions occurred during the first month of operations: 

May 1: 

May 1: 

May 5: 
May9: 

May 10: 

May 15: 
May 17: 
May 24: 

May 29: 
May 30: 
May 30: 
May 31: 

Required 

Received contribution of $9 ,000 from each of the two principal owner of the new 
business in exchange for shares of stock. 
Purchased ten bicycles for $300 each on an open account. The company has 30 days 
to pay for the bicycles. 
Registered as a vendor with the city and paid the $ 15 monthly fee. 
Purchased 20 pairs of in-line skates at $125 per pair, 20 helmets at $50 each, and 20 
set of protective gear (knee and elbow pads and wrist guards) at 45 per set for cash. 
Purchased $100 in miscellaneous supplies on account. The company has 30 days to 
pay for the supplies. 
Paid $125 bill from local radio station for advertising for the last nvo weeks of May. 
Customers rented in-line skates and bicycles for cash of . 1,800. 
Billed the local park district $1,200 for in-line skating lessons provided to 
neighborhood children. The park district is to pay one-half of the bill within five 
working days and the rest within 30 days. 
Received 50% of the amount billed to the park district. 
Customers rented in-line skates and bicycles for cash of 3,000. 
Paid wages of $160 to a friend who helped over the weekend. 
Paid the balance due on the bicycles. 

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

2. Prepare an income statement for the month ended May 31, 2012. 
3. Prepare a classified balance sheet at May 31, 2012. 
4. Why do you think the two college students decided to incorporate their business rather than 

operate it as a partnership? 

L03 Problem 3-3 Transaction Analysis and Financial Statements 
Expert Consulting Services Inc. was organized on March 1, 2012, by nvo former college room­
mates. The corporation provides computer consulting services to small businesses. The following 
transactions occmred dming the first month of operations: 



March 2: 

March 7: , 

March 12: 

March 19: 

March 20: 
March 22: 

Problems 

Received contributions of $20,000 from each of the two principal mvners of the new 
business in exchange for shares of stock. 
Signed a two-year promisso1y note at the bank and received cash of $15 ,000. 
Interest, along with the 15,000, will be repaid at the end of the two years. 

Purchased $700 in miscellaneous supplies on account. The company has 30 days to 
pay for the supplies. 
Billed a cl ient $4,000 for services rendered by Expert in helpi ng to install a new 
computer system. The client is to pay 25% of the bill upon its receipt and the 
remaining balance with in 30 days. 
Paid $1,300 bill fro m the local nc\vspaper for advertising for the month of March. 

Received 25% of the amount billed to the client on March 19. 
March 26: Received cash of $2,800 for services provided in assisting a client in selecting software 

for its computer. 
March 29 : Purchased a computer system fo r $8,000 in cash. 
March 30: Paid $3,300 of salaries and wages for March. 
March 31: Received and paid 1,400 in gas, electric, and water bills. 

Required 

1. Prepare a table to summarize the preceding transactions as they affect the accounting equa-
tion. Use the format in Exhibit 3-1. Identif)r each transaction \Vith the date. 

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

take place in April? Explain your answer. 

Problem 3-4 Transactions Reconstructed from Financial Statements L03 
T he fo llowing financia l statements are available for Elm Corporation for its first month of operations: 

Elm Corporation 
Income Statement 

For the Month Ended June 30, 2012 

Cash 

Service revenue 
Expenses: 

Rent 
Salaries and wages 
Utilities 

Net income 

Assets 

Accounts receivable 
Equipment 
Building 

Land 
Total assets 

Required 

$ 9,000 
27,900 
13,800 

Elm Corporation 
Balance Sheet 
June 30, 2012 

$93,600 

50,700 

$42,900 

Liabilities and Stockholders' Equity 

$ 22,800 Accounts payable $ 18,000 
21,600 Notes payable 90,000 
18,000 Capital stock 30,000 
90,000 Retained earnings 38,400 

24,000 Total liabilities and 

$176,400 stockholders' equity $176,400 

Using the format illustrated in Exhibit 3-1, prepare a table to summarize the transactions entered 
into by Elm Corporation during its first month of business. State any assumptions you believe arc 
necessary in reconstructing the transactions . 
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MULTI-CONCEPT PROBLEMS 

L01 • 2 Problem 3-5 Identification of Events with Source Documents 
Many events arc linked to a source document. The following is a list of events that occurred in an 
entity: 

a. Paid a one-year insurance policy. 
b. Paid employee payroll. 
c. Provided services to a customer on account. 
d. Identified supplies in the storeroom destroyed by fire. 
c. Received payment of bi lls from customers. 
f. Purchased land for future expansion. 
g. Calculated taxes due. 
h. Entered into a car lease agreement and paid the tax, title, and license . 

Required 

For each item (a) through (h), indicate whether the event shou ld or shou ld not be recorded in 
the entity's accounts. For each item that should be recorded in the entity's books: 

1. Identify one or more source documents that are generated from the event. 
2. Identi fy which source document would be used to record an event when it produces more 

than one source document. 
3. For each document, identify the information that is most usefu l in recording the event in the 

accounts. 

L01 • 3 Problem 3-6 Transaction Analysis and Financial Statements 
Blue Jay Delivery Service is incorporated on January 2, 2012, and enters into the following trans­
actions during its first month of operations: 

January 2: 

January 3: 

January 4: 

January 6: 
January 31: 

January 31: 

Required 

Filed articles of incorporation with the state and issued 100,000 shares of capital 
stock. Cash of $100,000 is received from the new owners for the shares. 
Purchased a warehouse and land for $80,000 in cash. An appraiser values the land 
at $20,000 and the warehouse at $60,000. 
Signed a three-year promissory note at Third State Bank in the amount of 
$50,000. 
Purchased five new delivery trucks for a total of 45,000 in cash. 
Performed services on account that amounted to $15,900 during the month. Cash 
amounting to $7,490 was received from customers on account during the month. 
Established an open account at a local service station at the beginning of the 
month. Purchases of gas and oil dming January amounted to $3,230. Blue Jay has 
until the 10th of the fo llowing month to pay its bill. 

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

2. Prepare an income statement for the month ended January 31, 2012. 
3. Prepare a classified balance sheet at January 31, 2012. 
4. Assume that you are considering buying stock in this company. Beginning with the transac­

tion to record the purchase of the property on January 3, list any additional information you 
would like to have about each of the transactions during the remainder of the month . 

L01 • 3 Problem 3-7 Transaction Analysis and Financial Statements 
Neveranerror Inc. was organized on June 2, 2012, by a group of accountants to provide account­
ing and tax services to small businesses. The following transactions occurred during the first 
month of business: 



Multi-Concept Problems 

June2: Received contributions of $10,000 from each of the three owners of the business in 
exchange for shares of stock. 

June 5: Purchased a computer system for $12,000. The agreement with the vendor requires a 
down payment of $2,500 with the balance due in 60 days. 

June 8: Signed a two-year promissory note at the bank and received cash of $20,000. 

June 15: Billed $12,350 to clients for the first half ofJ une. Clients are billed twice a month fo r 
services performed during the month, and the bills are payable within ten days. 

June 17: 
June 23: 

Paid a $900 bill from the local newspaper for advertising for the month ofJune. 
Received the amounts billed to clients for services performed during the first half of 
the month. 

June 28: 
June29: 

Received and paid gas, electric, and water bills. The total amount is $2,700. 
Received the landlord's bill for $2,200 for rent on the office space that everanerror 
leases. T he bill is payable by the 10th of the following month. 

June 30: Paid salaries and wages for June. T he total amoun t is $5,670. 
June 30: Billed $18,400 to clients for the second half of June. 

June 30: Declared and paid dividends in the amount of $6,000. 

Required 

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

2. Prepare the following financial statements: 

a. Income statement for the month ended JLme 30, 2012 
b. Statement ofretained earnings for the month ended JLme 30, 2012 
c. Classified balance sheet at June 30, 2012 

3. Assume that you have just graduated from college and have been approached to join this 
company as an accountant. From your reading of the financial statements for the first month, 
would you consider joining the company? Explain your answer. Limit your answer to finan­
cial considerations only. 

Problem 3-8 Accounts Used to Record Transactions (Appendix) 
A list of accounts, with an identifying number for each, is provided. Following the list of accounts 
is a series of transactions entered into by a company during its first year of operations. 

Required 

For each transaction, indicate the accoun t or accounts that should be debited and credited. 

1. Cash 
2. Accoun ts Receivable 
3. Office Supplies 
4. Buildings 
5. Automobiles 
6. Land 

Transactions 

7. Accounts Payable 
8. Income Taxes Payable 
9. otes Payable 

10. Capital Stock 
11 . Retained Earnings 
12. Service Revenue 

Example: Purchased land and building in exchange for a three-year 
promissory note. 
a. Issued capital stock for cash. 
b. Purchased ten automobiles; paid part in cash and signed a 60-day 

note for the balance. 
c. Purchased land in exchange for a note due in six months. 
d. Purchased office supplies; agreed to pay total bill by the 10th of the 

following month. 
e. Billed clients for services performed during the month and gave 

them until the 15th of the following month to pay. 

13. Wage and Sala1ies 
Expense 

14. Selling Expense 
15 . Utilities Expense 
16. Income Tax Expense 

Accounts 
Debited Credited 

4,6 9 

(Continued) 
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Accounts 
Transactions Debited Credited 

f . Received cash on account from clients for services rendered to 
them in past months. 

g. Paid employees salaries and wages earned during the month. 
h. Paid newspaper for company ads appearing during the month. 
i. Received monthly gas and electric bill from the utility company; 

payment is due anytime within the first ten days of the following 
month. 

j. Computed amount of taxes due based on the income of the period; 
amount will be paid in the following month. 

L03 • 4 • 5 Problem 3-9 Transaction Analysis and Journal Entries Recorded 
Directly in T Accounts (Appendix) 
Four brothers organized Beverly Entertainment Enterprises on October 1, 2012. The following 
transactions occurred during the first month of operations: 

October l: Received contributions of $10,000 from each of the four principal owners of the 
new business in exchange for shares of stock. 

October 2: Purchased the Ace T heater for 125 ,000 . T he seller agreed to accept a down 
payment of$12,500 and a seven-year promissory note for the balance . The Ace 
property consists of land valued at $35,000 and a building valued at $90,000 . 

October 3: Purchased new seats for the theater at a cost of $5,000, paying 2,500 down and 
agreeing to pay the remainder in 60 days. 

October 12: Purchased candy, popcorn, cups, and napkins for $3,700 on an open account. T he 
company has 30 days to pay for the concession supplies. 

October 13: Sold tickets for the opening-night movie for cash of $ 1,800 and took in $2,400 at 
the concession stand . 

October 17: Rented out the theater to a local community group for 1,500. The community 
group is to pay one-half of the bill within five working day sand has 30 days to pay 
the remainder. 

October 23: Received 50% of the amount billed to the community group. 
October 24: Sold movie tickets fo r cash of $2,000 and took in 2,800 at the concession stand. 
October 26: T he fo ur brothers, acting on behalf of Beverly Entertainment, paid a dividend of 

750 on the shares of stock owned by each of them, or $3,000 in total. 
October 27: Paid $500 for utilities. 
October 30: Paid wages and salaries of $2,400 total to the ushers, projectionist, concession 

stand workers, and maintenance crew. 
October 31: Sold movie tickets for cash of $1,800 and took in $2,500 at the concession stand. 

Required 

I. Prepare a table to summarize the preceding transactions as they affect the accounting eq ua­
tion. Use the format in Exhibit 3-1. Identify each transaction with a date. 

2. Record each transaction directly in T accounts using the dates preceding the transactions to 
identi fy them in the accounts. Each account involved in the problem needs a separate 
T account. 

L04 • 7 Problem 3-10 Trial Balance and Financial Statements (Appendix) 
Refer to the table for Beverly Entertainment Enterprises in part ( 1) of Problem 3-9. 

Required 

1. Prepare a trial balance at October 31, 2012. 
2. Prepare an income statement for the month ended October 31, 2012 . 
3 . Prepare a statement of retained earnings fo r the month ended October 31 , 2012. 
4. Prepare a classified balance sheet at October 31, 2012. 



Multi-Concept Problems 

Problem 3-11 Journal Entries (Appendix) 
Atkins Advertising Agency began busine son January 2, 2012. The transactions entered into by 
Atkins during its first month of operations are as fo llows: 

a. Acquired its articles of incorporation from the state and issued 100,000 shares of capital stock 
in exchange for $200,000 in cash. 

b. Purchased an office building for $150,000 in cash. The building is valued at 110,000, and 
the remainder of the value is assigned to the land. 

c. Signed a three-year promissory note at the bank for $125,000. 
d. Purchased office equipment at a cost of $50,000, paying $10,000 down and agreeing to pay 

the remainder in ten days. 
e. Paid wages and salaries of $13,000 for the first half of the month. Office employees are paid 

twice a month. 
f. Paid the balance due on the office equipment. 
g. Sold $24,000 of advertising during the first month. Customers have until the 15th of the 

following month to pay their bills. 
h. Paid wages and salaries of $15,000 for the second half of the month. 
1. Recorded $3,500 in commissions earned by the salespeople during the month. They will be 

paid on the fifth of the following month. 

Required 

Prepare in journal form the entry to record each transaction. 

Problem 3-12 Journal Entries Recorded Directly in T Accounts 
(Appendix) 
Refer to the transactions for Atkins Advertising Agency in Problem 3-11. 

Required 

1. Record each transaction directly in T accOLmts using the letters preceding the transactions to 
identify tl1em in the accOLmts. Each account involved in tl1e problem needs a separate T accOLmt. 

2. Prepare a trial balance at January 31, 2012. 

Problem 3-13 The Detection of Errors in a Trial Balance and 
Preparation of a Corrected Trial Balance (Appendix) 
Malcolm Inc. was incorporated on January 1, 2012, with the issuance of capital stock in return 
for $90,000 of cash contributed by the owners. The only other transaction entered imo prior to 

beginning operations was the issuance of a $75,300 note payable in exchange for building and 
equipment. The following trial balance was prepared at the end of the first month by the book­
keeper for Malcolm Inc: 

Malcolm Inc. 
Trial Balance 

January 31 , 2012 

Account Titles Debits Credits 

Cash $ 9,980 
Accounts Receivable 8,640 
Land 80,000 
Building 50,000 
Equipment 23,500 
Notes Payable $ 75,300 
Capital Stock 90,000 
Service Revenue 50,340 
Wage and Salary Expense 23,700 
Advertising Expense 4,600 
Utilities Expense 8,420 
Dividends 5,000 

Totals $208,840 $220,640 
(Continued) 
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Required 

1. 
2. 

Identify the tJvo errors in the trial balance. Ignore depreciation expense and interest expense. 
Prepare a corrected trial balance. 

L03 • 5 • 6 • 7 Problem 3-14 Journal Entries, Trial Balance, and Financial Statements 
(Appendix) 
Refer to the transactions for Blue Jay Delivery Service in Problem 3-6. 

Required 

1. Prepare journal entries on the books of Blue Jay to record the transactions entered into dur-
ing the month. 

2. Prepare a trial balance at January 31, 2012. 
3. Prepare an income statement for the mondi ended January 31, 2012. 
4. Prepare a classified balance sheet at January 31, 2012. 
5. Assume d1at you are considering buying stock in diis company. Beginning with die transac­

tion to record die purchase of d1e property on January 3, list any additional information you 
would like to have about each of the transactions during die remainder ofd1e month. 

L03 • 5 • 6 • 7 Problem 3-15 Journal Entries, Trial Balance, and Financial Statements 
(Appendix) 
Refer to die transactions for everanerror Inc. in Problem 3-7. 

Required 

1. Prepare journal entries on the books of everanerror Inc. to record die transactions entered 
into during the mond1. Ignore depreciation expense and interest expense. 

2. Prepare a trial balance at June 30, 2012. 
3. Prepare die fo llowing financial tatements: 

a. Income statement for die month ended June 30, 2012 
b. Statement of retained earnings for die mond1 ended Jw1e 30, 2012 
c. Classified balance sheet at J w1e 30, 2012 

4. Assume diat you have just graduated from college and have been approached to join this 
company a an accountant. From your reading of the financial statements for the first mond1, 
would you consider joining die company? Explain your answer. Limit your answer to finan ­
cial considerations only. 

ALTERNATE PROBLEMS 
L01 Problem 3-1A Events to Be Recorded in Accounts 

The following events take place at Anaconda Accountants Inc.: 
1. Supplie are ordered from vendors, who will deliver die supplies wid1in die week. 
2 . Vendors deliver supplies on accow1t, payment due in 30 days. 
3. ew computer system is ordered. 
4. Old computer system is sold for cash. 
5. Services are rendered to customers on account. The invoices are mailed and due in 30 days. 
6. Cash received from customer payment is deposited in the bank night depository. 
7 . Employees are paid weekly paychecks. 
8. Vendors noted in (2) are paid for die supplies delivered. 

Required 

Identify each event as internal (I) or external (E) and indicate whed1er each event would or 
would not be recorded in the accounts of die company. For each event mat is to be recorded, 
identify die names of at least two accow1ts diat would be affected. 



Alternate Problems 

Problem 3-2A Transaction Analysis and Financial Statements 
Beachway Enterprises wa 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: 

June 1: 

June 5: 
June 10: 

June 15: 
June 17: 
June24: 

June 29: 
June 30: 
June 30: 
June 30: 

Required 

Received contributions of$2,000 from each of the two principal owners of the new 
business in exchange for shares of stock. 
Purchased 25 beach umbrellas for $250 each on account. The company has 30 days 
to pay for the beach umbrellas. 
Registered as a vendor with the city and paid the ' 35 monthly fee . 
Purchased $50 in miscellaneous supplies on an open account. The company has 
30 days to pay for the supplies. 
Paid $70 bill from a local radio station for advertising for the last two weeks of June. 
Customers rented beach umbrellas for cash of $1,000. 
Billed a local hotel $2,000 for 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 days and the rest 
within 30 days. 
Received 50% of the amount billed to the hotel. 
Customers rented beach umbrellas for cash of $1,500. 
Paid wages of $90 to a friend who helped over the weekend. 
Paid the balance due on the beach umbrellas . 

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

2. Prepare an income statement for the month ended June 30, 2012. 
3. Prepare a classified balance sheet at June 30, 2012. 

Problem 3-3A Transaction Analysis and Financial Statements 
Dynamic Services Inc. was organized on March 1, 2012, by two 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: 

March 7: 

March 12: 
March 19: 

March 20: 
March 22: 
March 26: 

March 29: 
March 30: 
March 31 : 

Required 

Received contributions of$10,000 from each of the two principal owners in 
exchange for shares of stock. 
Signed a two-year 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 years. 
Purchased miscellaneous supplies on account for $350, payment due in 30 days. 
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 days. 
Paid a $650 bill from the local newspaper for advertising for the month of March . 
Received 25% of the amount billed the client on March 19. 
Received cash of $1,400 for services provided in assisting a client in preparing its tax 
return. 
Purchased a computer system for $4,000 in cash. 
Paid $1,650 in salaries and wages for March. 
Received and paid $700 of gas, electric, and water bills. 

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

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

take place in April? Explain your answer. 
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L03 Problem 3-4A Transactions Reconstructed from Financial Statements 
The following financial statements are available for Oak Corporation for its fir t month of operations: 

Oak Corporation 
Income Statement 

For the Month Ended July 31 , 2012 

Service revenue 
Expenses: 

Rent 
Salaries and wages 
Utilities 

Net income 

$ 6,000 
24,600 
12,700 

Oak Corporation 
Balance Sheet 
July 31 , 2012 

$75.400 

43,300 

$32, 100 

Assets Liabilities and Stockholders' Equity 

Cash 

Accounts receivable 
Equipment 

Furniture 

Land 

Total assets 

Required 

$ 13,700 
25,700 
32,000 

14.700 
24,000 

$110,100 

Wages payable $ 6,000 
Notes payable 50,000 
Unearned service revenue 4,500 
Capita l stock 30,000 
Retained earnings 19,600 

Total liabil ities and 
stockholders' equity $110,100 

Describe as many transactions as you can that were entered into by Oak Corporation during the 
first month of business. 

ALTERNATE MULTI-CONCEPT PROBLEMS 

L01 • 2 Problem 3-5A Identification of Events with Source Documents 
Many events are linked to a source document. The following is a list of events that occurred in an 
entity: 

a. Paid a security deposit and six months' rent on a building. 
b. Hired three employees and agreed to pay them $400 per week. 
c. Provided services to a customer for cash. 
d. Reported a fire that destroyed a billboard that is on the entity's property and that is owned 

and maintained by another entity. 
e. Received payment of bills from customers. 
f. Purchased stock in another entity to gain some control over it. 
g. Signed a note at the bank and received cash. 
h. Contracted with a cleaning service to maintain the interior of the building in good repair. No 

money is paid at this time. 

Required 

For each item (a) through (h), indicate whether the event should or should not be recorded in 
the entity's accounts. For each item that should be recorded in the entity's books: 

1. Identify one or more source documents that are generated from the event. 
2 . Identify which source document would be used to record an event when it produces more 

than one source document. 
3. For each document, identify the information that is most useful in recording the event in the 

accounts. 



Alternate Multi-Concept Problems 

Problem 3-6A Transaction Analysis 
Overnight Delivery Inc. is incorporated on Febrnary 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 earned by employees for the month. 
Paid $3,230 for February advertising. February 28: 

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

Required 

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

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

Problem 3-7A Transaction Analysis and a Balance Sheet 
Krittcrsbegone Inc. was organized on July 1, 2012, by a group of technicians to provide termite 
inspections and treatment to homeowners and small businesses. T he following transactions 
occurred during the first month of business: 

July 2: 

July 3: 
July 5: 

July 17: 
July28: 

July 30: 

July 30: 

Required 

Received contributions of $3,000 from each of the six owners in exchange for shares 
of stock. 
Paid $1,000 rent for the month of July. 
Purchased flashlights, tools, spray equipment, and ladders for $ 18,000, with a down 
payment of $5,000 and the balance due in 30 days. 
Paid a $200 bill for the distribution of door-to-door advertising. 
Paid August rent and July utilities to the landlord in the amounts of $1,000 and $450, 
respectively. 
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. Bi llings arc due in 30 days. 
Paid commissions of 9,500 to the technicians for July. 

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

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

Problem 3-SA Accounts Used to Record Transactions (Appendix) 
A list of accounts, with an identifying number for each, is provided. Following the list of accounts 
is a series of transactions entered into by a company during its first year of operations. 

Required 

For each transaction, indicate the account or accounts that should be debited and credited. 

1. Cash 6. Land 11. Retained Earnings 
2. Accounts Receivable 7. Accounts Payable 12. Service Revenue 
3. Prepaid Insurance 8. Income Taxes Payable 13. Wage and Salary Expense 
4. Office Supplies 9. Notes Payable 14. Utilities Expense 
5. Automobiles 10. Capital Stock 15 . Income Tax Expense 

(Continued) 
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Accounts 
Transactions Debited Credited 

Example: Purchased office supplies for cash. 4 
a. Issued capital stock for cash. 

b. Purchased an automobile and signed a 60-day note for the total 
amount. 

c. Acquired land in exchange for capital stock. 

d. Received cash from clients for seNices performed during the 
month. 

e. Paid employees salaries and wages earned during the month. 

f. Purchased flyers and signs from a printer, payment due in ten days. 
g. Paid for the flyers and signs purchased in (f) . 
h. Received monthly telephone bill; payment is due within ten days of 

receipt. 
i. Paid for a six-month liability insurance policy. 
j. Paid monthly telephone bill. 

k. Computed amount of taxes due based on the income of the period 
and paid the amount. 

L03 • 4 • 5 Problem 3-9A Transaction Analysis and Journal Entries Recorded 
Directly in T Accounts (Appendix) 
Three friends organized Rapid City Roller Rink on October 1, 2012 . The following transactions 
occurred during the first month of operations: 

October 1: 

October 2: 

October 3: 

October 9: 
October 12: 

October 13: 
October 17: 

October 23: 
October 24: 
October 26: 

October 27: 
October 30: 
October 31: 

Required 

Received contribution of $22,000 from each of the three principal owners of the 
new business in exchange for shares of stock. 
Purchased land valued at $15,000 and a building valued at $75,000. The seller 
agreed to accept a down payment of $9 ,000 and a five -year promissory note for 
the balance. 
Purchased new tables and chairs for the lounge at the roller rink at a cost of 
$25,000, paying $5,000 down and agreeing to pay for the remainder in 60 days. 
Purchased 100 pairs of roller skates for cash at $35 per pair. 
Purchased food and drinks for 2,500 on an open account. The company has 30 
days to pay for the concession supplies. 
Sold tickets for cash of $400 and took in $750 at the concession stand. 
Rented out the roller rink to a local community group for $750. The community 
group is to pay one-half of the bill within five working days and has 30 days to 
pay the remainder. 
Received 50% of the amount billed to the community group. 
Sold tickets for cash of 500 and took in $1,200 at the concession stand. 
The three friends, acting on behalf of Rapid City Roller Rink, paid a dividend of 
$250 on the shares of stock owned by each of them, or $750 in total. 
Paid $1,275 for utilities. 
Paid wages and salaries of $2,250. 
Sold tickets for cash of 700 and took in $1,300 at the concession stand. 

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

2. Record each transaction directly in T accounts using tl1e dates preceding tl1e transactions to iden­
tify tl1em in the accounts. Each account involved in the problem needs a separate T account. 

L04 • 7 Problem 3-10A Trial Balance and Financial Statements 
Refer to the table for Rapid City Roller Rink in part ( 1) of Problem 3-9 A. 



Alternate Multi-Concept Problems 

Required 

1. Prepare a trial balance at October 31, 2012. 
2. Prepare an income statement for the month ended October 31, 2012. 
3. Prepare a statement of retained earnings for the month ended October 31, 2012. 
4. Prepare a classified balance sheet at October 31, 2012 . 

Problem 3-11A Journal Entries (Appendix) 
Castle Consulting Agency began business in Febmary 2012 . The transactions entered into by 
Castle during its first month of operations arc as follows: 

a. Acquired articles of incorporation from the state and issued 10,000 shares of capital stock in 
exchange for $ 150,000 in cash . 

b. Paid montl1ly rent of $400 . 
c. Signed a five -year promissory note for $100,000 at the bank. 
d. Purchased software to be used on future jobs. The software costs $950 and is expected to be 

used on five to eight jobs over the next two years. 
e. Billed customers $12,500 for work performed during the montl1. 
f. Paid office personnel $3,000 for the montli of February. 
g. Received a utility bill of$100. The total amount is due in 30 days. 

Required 

Prepare in journal form the entry to record each transaction. 

Problem 3-12A Journal Entries Recorded Directly in T Accounts 
(Appendix) 
Refer to the transactions for Castle Consulting Agency in Problem 3-1 lA. 

Required 

1. Record each transaction directly in T accounts using the letters preceding tlie transactions to 
identify them in the accounts. Each account involved in tl1e problem needs a separate 
T account. 

2 . Prepare a trial balance at February 29, 2012. 

Problem 3-13A Entries Prepared from a Trial Balance and Proof of the 
Cash Balance (Appendix) 
Russell Company was incorporated on January 1, 2012, with the issuance of capital stock in 
return for $120,000 of cash contributed by the owners. The only otl1er transaction entered into 
prior to beginning operations was the issuance of a $50,000 note payable in exchange fo r equip­
ment and fixtures. The following trial balance was prepared at tlie end of tlie first month by tlie 
bookkeeper for Russell Company: 

Account Titles 

Cash 

Accounts Receivable 
Equipment and Fixtures 
Wages Payable 

Notes Payable 

Capital Stock 

Service Revenue 

Wage and Salary Expense 

Advertising Expense 
Rent Expense 

Russell Company 
Trial Balance 

January 31, 2012 

Debits 

$ ? 
30,500 

50,000 

24,600 

12,500 
5,200 

Credits 

$ 10,000 

50,000 

120,000 

60,500 
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Required 

1. Determine the balance in the Cash account. 
2. Identify all of the transactions that affected the Cash account during the month. Use a 

T account to prove what the balance in Cash will be after all transactions are recorded. 

L03 • 5 • 6 Problem 3-14A Journal Entries (Appendix) 
Refer to the transactions for Overnight Delivery Inc. in Problem 3-6A. 

Required 

1. Prepare journal entries on the books of Overnight to record the transactions entered into 
during February. 

2. Explain why you agree or disagree with the following: The transactions on February 29 all 
represent expenses for the month of February because cash was paid. The transaction on 
February 27 does not represent an expense in February because cash has not yet been paid. 

L03 • 5 • 6 Problem 3-15A Journal Entries and a Balance Sheet (Appendix) 
Refer to the transactions for K.rittersbegone Inc. in Problem 3-7 A. 

Required 

1. Prepare journal entries on the books of K.rittersbegone to record the transactions entered 
into during the month. Ignore depreciation expense . 

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

DECISION CASES 

Reading and Interpreting Financial Statements 

L Decision Case 3-1 Comparing Two Companies in the Same Industry: 
Kellogg's and General Mills 
Refer to the income statements for Kellogg's and General Mills reproduced at the end of the 
book. 

Required 

I . Which is the largest expense for each company in the most recent year? What is its dollar 
amount? Is it logical that this would be the largest expense given the nature of each com ­
pany's business? Explain your answer. 

2. One of the accounts on each company's income statement is "Selling, general and adminis­
trative expense." For each of the two most recent years, compute the ratio of this expense to 
net sales for each company. Did this ratio increase or decrease from one year to the next? 
Which company has the lower ratio in each of the two years? 

3. Compute the ratio of income taxes to income (earnings ) before taxes (use "Earnings before 
Income Taxes and After-Tax Earnings from Joint Ventures" for General Mills ) for the two 
most recent years for each company. ls the ratio the same for Kellogg's for both years? Is the 
ratio the same for General Mills for both years? Which company has the higher ratio for each 
of the two years? 

L03 Decision Case 3-2 Reading and Interpreting General Mills's Statement 
of Cash Flows 
Refer to General Mills's statement of cash flows for the year ended May 30, 2010, as repro­
duced at the end of the book. 



Decision Cases 

Required 

1. What amount did the company spend on purchases ofland, buildings, and equipment during 
the year? Determine the effect on the accounting equation from these purchases. 

2. What amount did the company pay to retire long-term debt during the year? Determine the 
effect on the accounting equation from the retirement of debt. 

Decision Case 3-3 Reading and Interpreting Carnival Corporation's 
Balance Sheet 
The following item appears in the current liabilities section of Carnival Corporation's balance 
sheet at November 30, 2010: 

Customer deposits $2,805 million 

In addition, Note 2 to the financial statements includes the following: 

Revenue and Expense Recognition 
Guest cruise deposits represent w1earned revenues and are initially recorded as customer deposit 
liabilities generally when received. Customer deposits are subsequently recognized as cmise revenues, 
togetl1er with revenues from onboard and other activities, and all associated direct costs and expenses 
of a voyage are recognized as cruise costs and expenses, upon completion of voyages witl1 durations 
of ten nights or less and on a pro rata basis for voyages in excess of ten nights . 

Required 

1. What economic event caused Carnival to incur this liabili ty? Was it an external or internal 
event? 

2. Describe the effect on tl1e accounting equation from the transaction to record the customer 
deposits. 

3. Assume that one customer makes a deposit of $1,000 on a future cru ise. Determine the 
effect on the accotmting equation from this transaction . 

4. What economic event will cause Carnival to reduce its customer deposits liability? Is this an 
external or internal event? 

Making Financial Decisions 

Decision Case 3-4 Cash Flow versus Net Income 
Shelia Young started a real estate business at tl1e beginning ofJanuary. After approval by the state 
for a charter to incorporate , she issued 1,000 shares of stock to herself and deposited $20,000 in 
a bank accow1t under the name Young Properties. Because business was booming, she spent all 
of her time during the first montl1 selling properties rather than keeping financial records. 

At the end ofJanuary, Shelia comes to you with tl1e fo llowing plight: 

I put $20,000 in to start this business at tl1e beginning of the montl1. My January 31 
bank statement shows a balance of $17,000. After all of my efforts, it appears as if I'm 
"in the hole" already! On the other hand, that seems impossible-we sold five properties 
for clients during the month. The total sales value of these properties was $600,000, and 
I received a commission of 5% on each sale. Granted, one of the five sellers still owes me 
an $8,000 commission, but the other four have been collected in full. Three of tl1e sales, 
totaling $400,000, were actually made by my assistants. I pay them 4% of tl1e sales value 
of a property. Sure, I have a few office expenses for my car, utilities, and a secretary, but 
mat's about it. How can I have possibly lost $3,000 mis month? 

You agree to help Shelia figure out how she did this monm. The bank statement is helpful. The 
total deposits during me month amount to 22,000. Shelia explains mat this amount represents 
the commissions on the four sales collected so far. The canceled checks reveal me fo llowing 
expenditures: 
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Check No. Payee-Memo at Bottom of Check Amount 

101 Stevens Office Supply $ 2,000 
102 Why Walk, Let's Talk Motor Co.-new car 3,000 
103 City of Westbrook-heat and lights 500 
104 Alice Hill-secretary 2,200 
105 Ace Property Management-office rent for month 1,200 
106 Jerry Hayes (sales assistant) 10,000 
107 Joan Harper (sales assistant) 6,000 
108 Don's Fillitup- gas and oil for car 100 

According to Shelia, the $2,000 check to Stevens Office Supply represents the down payment on 
a word processor and a copier for the office. The remaining balance is $3,000 that must be paid 
to Stevens by February 15 . Simi larly, the $3,000 check is the down payment on a car for the busi ­
ness. A $12,000 note was given to the car dealer and is due along with interest in one year. 

Required 

1. Prepare an income statement for the month ofJanuary for Yorn1g Properties. 
2. Prepare a statement of cash flows for the month ofJanuary for Yorn1g Properties. 
3. Draft a memo to Shelia Young explaining as simply and clearly as possible why she did in fact 

have a profitable first month in business but experienced a decrease in her Cash account. 
Support your explanation with any necessary figures. 

4. The down payments on the car and the office equipment are reflected on the statement of 
cash flows . T hey are assets that will benefit the business for a number of years. Do you think 
that any of the cost associated with the acquisition of these assets should be recognized in 
some way on the income statement? Explain your answer. 

L03 • 5 • 7 Decision Case 3-5 Loan Request (Appendix) 
Simon Fraser started a landscaping and lawn-care business in April 2012 by investing 20,000 
cash in the business in exchange for capital stock. Because his business is in the Midwest, the sea­
son begins in April and concludes in September. He prepared the following trial balance (with 
accounts in alphabetical order) at the end of the first season in business: 

Accounts Payable 

Accounts Receivable 

Capital Stock 

Cash 

Gas and Oil Expense 
Insurance Expense 
Landscaping Revenue 
Lawn Care Revenue 
Mowing Equipment 
Rent Expense 
Salaries Expense 
Truck 

Totals 

Fraser Landscaping 
Trial Balance 

September 30, 2012 

Debits 

$23,000 

1,200 

15,700 
2,500 

5,000 
6,000 

22,000 
15,000 

$90,400 

Credits 

$13,000 

20,000 

33,400 
24,000 

$90,400 

Simon is pleased with his first year in business. "I paid myself a salary of $22,000 during the year 
and still have $1,200 in the bank. Su.re, I have a few bills outstanding, but my accounts receivable 
will more than cover t11ose." In fact, Simon is so happy with t11e first year t11at he has come to 
you in your role as a lending officer at the local bank to ask for a $20,000 loan to allow him to 
add another truck and mowing equipment for the second season. 



Decision Cases 

Required 

1. From your reading of the trial balance, what do you believe Simon did with the $20,000 in 
cash he originally contributed to the business? Determine the effect on the accounting equa­
tion fro m the transaction that you think took place. 

2. Prepare an income statement for the six months ended September 30, 2012. 
3. T he mowing equipment and truck are assets that will benefit the business for a number of 

years . Do you think that any of the costs associated with the pmchase of these assets should 
have been recognized as expenses in the first year? H ow would this have affected the income 
statement? 

4 . Prepare a classi fi ed balance sheet as of September 30, 2012. As a banker, what two items on 
the balance sheet concern you the most? Explain your answer. 

5. As a banker, would you loan Simon $20,000 to expand his business during the second year? 
Draft a memo to respond to Simon's request for the loan, indicating whether you will make 
the loan. 

Ethical Decision Making 

Decision Case 3-6 Revenue Recognition 
You are controller for an architecuiral firm whose accounting year ends on December 31. As part 
of the management team, you receive a year-end bonus directly related to the firm 's earnings fo r 
t11e year. One of your duties is to review the transactions recorded by the bookkeepers. A new 
bookkeeper recorded the receipt of $10,000 in cash as an increase in cash and an increase in serv­
ice revenue. T he $10,000 is a deposit, and the bookkeeper explains to you tliat t11e firm plans to 
provide t11e services to the client in March of the fo llowing year. 

Required 

1. Did t11 e bookkeeper correctly record t11e client's deposit? Explain your answer. 
2. What would you do as controller fo r the fi rm? Do you have a responsibili ty to do anything to 

correct the books? Explain your answer. 

Decision Case 3-7 Delay in the Posting of a Journal Entry (Appendix) 
As assistant controller for a small consulting fi rm, you are responsible for recording and posting 
t11e daily cash receipts and disbursements to tl1e ledger accounts. Afte r you have posted the 
entries, your boss, tl1e controller, prepares a trial balance and tl1e fi nancial statements. You make 
the following entries on June 30, 2012: 

2012 
June 30 Cash 

June 30 

Accounts Receivable 
Service Revenue 

To record daily cash sales and sales on account. 

Advertising Expense 
Utilities Expense 

Rent Expense 
Salary and Wage Expense 

Cash 

To record daily cash disbursements . 

1,430 
1,950 

3,380 

12,500 

22,600 
24,000 
17,400 

76,500 

The daily cash disbursements are much larger on June 30 than on any ot11er day because many of 
t11e company's major bills are paid on the last day of the month . After you have recorded these 
two transactions and before you have posted them to the ledger accounts, your boss comes to 
you with the fo llowing request: 

As you are aware, ilie fi rst half of ilie year has been a tough one for t11e consulting indus­
try and fo r our business in particular. Willi first-half bonuses based on net income, I am 
wondering wheilier you or I will get a bonus iliis time around . H owever, I have a sug­
gestion t11at should allow us to receive someiliing for our hard work and at ilie same 

(Continued) 

153 

L01 • 3 

L03 • 5 • 6 



154 Chapter 3 Processing Accounting Information 

time not hurt anyone. Go ahead and post the June 30 cash receipts to the ledger, but 
don't bother to post that day's cash disbursements . Even though the treasurer writes the 
checks on the last day of the month and you normally journalize the transaction on the 
same day, it is silly to bother posting the entry to the ledger since it takes at least a week 
for the checks to clear the bank. 

Required 

1. Explain why the controller's request will resu lt in an increase in net income. 
2. Do you agree with the controller that the omission of the entry on June 30 "will not hurt 

anyone"? Whom could it hurt? Does omitting the entry provide information that is free from 
bias? Explain your answer. 

3. What would you do if the controller told you to do this? To whom should you talk about 
this issue? ls this situation an ethical issue? Why or why not? 

SOLUTIONS TO KEY TERMS QUIZ 

Quiz 1: Processing Accounting Information 

2 Event 4 
5 External event 6 
3 Internal event 1 
8 Transaction 7 

Quiz 2: Appendix 

4 Debit 
2 
8 
6 

Credit 
Double-entry system 
Journal 

5 
3 
7 
1 

ANSWERS TO POD REVIEW 

L01 1. d 2.a L05 
L02 1. b 2 . d LO& 
L03 1. c 2. b L07 
L04 1. a 2 . b 

Source document 
Account 
Chart of accounts 
General ledger 

Posting 
Journalizing 
General journal 
Trial balance 

1. b 2. c 
1. b 2. a 
1. c 2. a 



Income Measurement and 
Accrual Accounting 

AFTER STUDYING THIS CHAPTER, YOU SHOULD BE ABLE TO: 

L01 Explain the significance of recognition and 
measurement in the preparation and use of 
financial statements. 

L02 Explain the diffe rences between the cash 
and accrual bases of accounting. 

L03 Describe the revenue recognition principle 
and explain its appl ication in various 
situations. 

A Look at the Previous Chapter Chapter 3 looked 
at how information is processed. Various tools were 
introduced as convenient aids in the preparation 
of periodic financial statements. 

A Look at This Chapter This chapter begins by 
considering the roles of recognition and measurement in 
the process of preparing financial statements. The accrual 
basis of accounting is examined, and we see how this 
basis affects the measurement of income. We look at 

L04 Describe the matching principle and the 
va rious methods for recogni zing expenses. 

LOS Identify the four major types of adjustments 
and analyze their effects on the financial 
statements. 

LO& Expla in the steps in the accounting cycle 
and the significance of each step. 

how revenues and expenses are recognized in an accrual 
system and at what role adjustments have in this 
process. 

A Look at the Upcoming Chapter Chapter 4 
completes our overview of the accounting model. In the 
next section, we examine accounting for the various 
assets of a business. Chapter 5 begins by looking at how 
companies that sell products account for their inventory. 
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~ From a single shoe store in Seattle, Washington, in 1901, 
~ 
~ Nordstrom, Inc., has grown to become one of the most 
0 
cD 

g highly respected fashion retailers in the country. With its 

reputation for superior customer service, the company has 

seen its sales climb to a record of over $9.3 billion in its 

fiscal year 2010. 

Because Nordstrom uses the accrual basis of accounting, 

certain accounts appear on its balance sheet that would not 

appear if it used the simpler cash basis. These accounts are 

important not just to ensure that debits equal credits in an 

accounting system but also to provide information to stock­

holders, bankers, and other users of the statements. Con­

sider the four accounts highlighted in the Current Assets 

and Current Liabilities sections of Nordstrom's partial bal­

ance sheet shown on the next page. 

Accounts receivable come about when a company sells 

a product or service and gives the customer a certain period 

of time to pay the amount due. For Nordstrom, these receiv­

ables arise when its customers use the company's private 

label card or two cobranded Nordstrom VISA® credit cards. 

As shown in the Current Assets section of the partial balance 

sheets, accounts receivable is the largest of these assets at 

the end of the most recent year. 

Prepaid expenses represent amounts Nordstrom has 

paid in advance for items such as supplies and other operat­

ing costs. For example, when the company buys supplies, 

an asset is created. Over time, the asset expires and is 

replaced by an expense. Users of the statements understand 

that prepaid expenses are different from accounts receivable 

in that prepayments will not be converted into cash as will 

receivables. 

Accrued salaries, wages and related benefits appear on 

the liabilities side of Nordstrom's balance sheet. For a 

retailer such as Nordstrom, payroll is one of its largest costs. 

This account represents amounts owed to employees that 

have not yet been paid at the balance sheet date. Accrued 

salaries and wages are examples of accrued expenses. They 

represent amounts owed to employees in wages and sal­

aries, to the government in taxes, and to a variety of other 

short-term creditors. The amount of outstanding accrued 

expenses provides important information to users of the bal­

ance sheet. For example, a banker knows that within the 

next year, the amount of accrued expenses will need to be 

satisfied, usually by the payment of cash . 

Finally, note the line for Other current liabilities on the 

partial balance sheet. A note to the financial statements 

explains that this account includes the company's gift card 

liabilities. These liabilities arise when the company receives 

cash from someone who purchases a gift card to be used at 

a later date. Up until the time the card is used, Nordstrom 

has a liability. As you will see later in the chapter, gift card 

liabilities are one example of what accountants call deferred 

revenue. This term is used for situations in which a company 

receives cash in advance of providing products or services 

to its customers. 

Why do you need to study this chapter? 
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Simply put, you cannot read and interpret financial state­

ments without understanding the basis for their preparation, 

which is the accrual system of accounting. 

• You need to know what the revenue recognition princi-

pie is and why it is important. (See pp. 165- 166.) 

• You need to know what is meant by the matching princi-

• You need to know what information the accrual basis of 
pie and how it is applied. (See pp. 166-168.) 

• 
accounting provides to users of the statements that a 

You need to know the various types of adjustments 

cash basis does not. (See pp. 162-163.) 
companies make and how they are recorded in an 

Assets 

Current assets: 

Cash and cash equivalents 

Accounts receivable, net 

M erchandise inventories 

Current deferred tax assets, net 

Prepaid expenses and other 

Total current assets 

Liabilities and Shareholders' Equity 

Current liabilities: 

Accounts payable 

accounting system. (See pp. 168- 178.) 

Nordstrom, Inc. Consolidated Balance Sheets (Partial) 

January 29, 2011 January 30, 2010 

(In millions) 

$1,506 

2,026 

977 

236 

79 

4,824 

$ 795 

2,035 

898 

238 

88 

4,054 

Accrued salaries, wages and related benefits 

Other current liabilities 

$ 846 

375 

652 

6 

1,879 

$ 726 

336 

596 

356 Current portion of long-term debt 

Total current liabilities 2,014 

~ The accompanying Notes to Consolidated Financial Statements are an integral part of these financial statements. 

j .............................................................. """'!" ........................................ . 

l01 Expla in the significance of 
recognition and measurement 
in the preparation and use of 
financial statements. 

Recognition 
The process of recording an item in 
the financial statements as an 
asset, a liability, a revenue, an 
expense, or the like . 

Recognition and Measurement 
in Financial Statements 

OVERVIEW: Recognition is the process of recording items in the financial state­
ments. Measurement of an item in the statements requires the choice of an attribute to 
be measured, such as historical cost. A unit of measure must also be selected, such as 
the dollar in the United States. 

Accounting is a communication process. To successfu Lly communicate in formation to 
the users of financial statements, accountants and managers must answer two questions: 

1 . What economic events should be communicated, or recognized, in the 
statements? 

2. H ow should the effects of these events be meast-tred in the statements? 

The dual concepts of recognition and measmement are crucial to the success of account ­
ing as a form of commtmication. 

Recognit ion 
" Recognition is the process of formally recording or incorporating an item into 
the financial statements of an entity as an asset, a liability, a revenue, an expense, 
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or the like. Recognition includes depiction of an item in both words and numbers, with 
the amount included in the totals of the financial statements." 1 We see in this definition 
the central idea behind general-purpose financial statements. They are a form of commu­
nication between the entity and external users. Stockholders, bankers, and other cred­
itors have limited access to relevant information about a company. They depend on the 
periodic financial statements that management issues to provide the necessary informa­
tion to make decisions. Acting on behal f of management, accountants have a moral and 
ethical responsibility to provide users with financial information that will be useful in 
making their decisions. The process by which the accountant depicts, or describes, the 
effects of economic events on the enti ty is called recognition. 

Items such as assets, liabilities, revenues, and expenses depicted in financial 
statements are representations. Simply stated , the accountant cannot show a stock­
holder or another user the company's assets, such as cash and buildings. What the user 
sees in a set of financial statements is a depiction of the real thing. That is, the accountant 
describes, with words and numbers, the various items in a set o f financial statements. 
The system is imperfect at best and, for that reason, is always in the process of change. 
As society and the business environment have become more complex, the accounting 
profession has searched for ways to improve financial statements as a means of communi­
cating with statement users. 

In the construction industry, income measurement and accrual accounting are very important 
to the success of a company. Showing an accurate account balance and managing cash flow 
is critical when applying for credit. which is necessary within this very competitive industry. 
James H. Kennedy, CPA, specializes in providing accounting services to construction compa­
nies. A classically trained chef, he made a career change at 34 to return to accounting and 
become a CPA. 

According to James, it is critical to get a balance between receivables and payables in this 
ever-changing industry. With the recent changes in the economy, construction customers are 
slower paying, with the average receivables taking close to 50 days to be paid. At the same 
time, payables are due within 30 days. Taking longer than 30 days to pay can negatively affect 
a company's ability to receive orders. Because of this, many companies are forced to make 
difficult decisions regarding pricing and payables . 

When applying for a loan. James recommends that construction firms make sure that all 
receivables are classified as current or noncurrent assets and not understated; that current 
portions of long-term debt are properly recorded; and that accrued expenses are not over­
stated. These are all very important because they can greatly affect the ratios that many banks 
review before they lend money. He says that applying for a loan is like a first date. You only 
have one opportunity to make a good first impression. 

While there can be pressure to adjust the financials to reflect a "better" picture, James 
makes clear that an accountant must accurately reflect a firm's income. Protect your integrity 
and your CPA license at all times, he says. James is a third-generation CPA, and his grand­
father told him, "All you ever really have is your reputation. You only get one CPA license and 
it's how you feed our family . It makes all the difference in the world." 

to communicate well . ... Develop an 
style of writing. It will differentiate you 

from you colleagues immediately . ... Know your 
debits a d credits cold, automatically, by heart, 

insi e out, upside down, day or night. '' 

1 Statement of Financial Accounting Concepts No. 5, "Recognition and Measurement in Financial Statements of Busi­
ness Enterprises" (Stamford, Conn.: Financial Accounting Standards Board, December 1984). par. 6. 
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Historical cost 
The amount paid for an asset and 
used as a basis for recognizing it on 
the balance sheet and carrying it on 
later balance sheets. 

Current value 
The amount of cash or its equivalent 
that could be received by selling an 
asset currently. 

Chapter4 Income Measurement and Accrual Accounting 

Measurement 
Accountants depict a financial statement item in both words and numbers. The 
accountant must quantifj the effects of economic 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 event, the statement preparer must measure the 
event's fi nancial effects on the company. 

Measurement of an item in financial statements 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. 

Choice 1: The Attribute to Be Measured Assume that a company holds a 
parcel of real estate as an investment. What attribute-that is, characteristic-of the 
property should be used to measure and thus recognize it as an asset on the balance 
sheet? 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 designation historical cost. T he use of historical cost is not only 
simple but also an amount that can be agreed upon . Assume that two accountants 
are asked to independently measure tl1e cost of tl1e asset. After examining the sales 
contract for tl1e land, they should arrive at the same amount. 
An alternative to historical cost as the attribute to be measured is current value . 
Current value is tl1e amount of cash or its equivalent tl1at could be received currently 
from the sale of the asset. For tl1e company's piece of property, current value is the 
estimated selling price of tl1e 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 tl1e atttibute to be measured is a 
good example of tl1e trade-offs that must sometimes be made. As indicated earlier, historical 
cost is an ammmt tl1at can be agreed upon . But is it as relevant to tl1e needs of the decision 
makers as current value? Put yourself in tl1e position of a banker ttyi.ng to decide whemer to 
lend money to tl1e company. In evaluating me company's assets as collateral for tl1e loan, is 
it more relevant to your decision to know what me firm paid for a piece ofland 20 years ago 
or what it could be sold for today? But what could tl1e property be sold for today? Two 
accountants might not arrive at tl1e same current value for tl1e land. Whereas value or selling 
price may be more relevant to your decision on me loan, differing opinions on an asset's cur­
rent value make use of this atttibute more difficult. 

Because of its objective nature, historical cost is the attribute used to measure 
many of the assets recognized on the balance sheet. However, certain otl1er attrib­
utes, such as current value, have increased in popularity in recent years. Other chapters 
of me book will discuss some of the alternatives to historical cost. 

Choice 2: The Unit of Measure Regardless of the amibute of an item to be 
measured, it is still necessary to choose a yardstick, or unit of measure. The yardstick cur­
rently used is w1its 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 tl1e dollar. In Japan, 
me medium of exchange is me yen, and in Great Britain, it is tl1e pound. 

The use of the dollar as a unit of measure for financial transactions is widely 
accepted. The stability of the dollar 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 your 
decision process, you measure the dimensions of tl1e property and determine tliat the lot 
is 80 feet wide and 120 feet deep . Thus, tl1e unit of measure used to determine the lot's 
size is me square foot. The company that owns tl1e land offers to sell it for $ 10,000. 
Although tl1e offer sounds attractive, you decide against tl1e pw·chase today. 

You return in one year to take a second look at the lot. You measure the lot again 
and, not surp1isi.ngly, find tl1e widtl1 still to be 80 feet and me depm 120 feet. The owner 
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is still willing to sell the lot for $10,000. This may appear to be the same p1ice as last year. 
But the purchasing power of the tmit of measure, the dollar, may very possibly have 
changed since last year. Even though the foot is a stable measuring unit, the dollar often is 
not. A decline in the purchasing power of the dollar is evidenced by a continuing rise in the 
general level of prices in an economy. For example, rather than paying $10,000 last year to 
buy the lot, you could have spent the $10,000 on other goods or services. However, a year 
later the same $10,000 may very well not buy the same amount of goods and services. 

Inflation, or a rise in the general level of prices in the economy, results in a decrease 
in purchasing power. In the past, the accounting profession has experimented with finan ­
cial statements adjusted for the changing value of the dollar. As inflation has declined in 
recent years in the United States, the debate over the use of the dollar as a stable meas­
uring unit has somewhat subsided.2 It is still important to recognize the inherent weak­
ness in the use of a measuring unit that is subject to change, however. 

Summary of Recognition and Measurement 
in Financial Statements 
The purpose of financial statements is to communicate various types of economic infor­
mation about a company. The job of the accountant is to decide which information 
should be recognized in the financial statements and how the effects of that information 
on the entity should be measured. Exhibit 4-1 summarizes the role of recognition and 
measurement in the preparation of financial statements. 

EXHIBIT 4-1 Recognition and Measure.ment in Financial Statements 

Such as: 
Purchase of supplies 
Sale of products 
Payment of wages 
Warehouse fire 
Many other events 

are RECOGNIZED w ith 

Words: 
Cash 
Land 

Numbers: 
$3 mi ll ion 
$1 3,927 

MEASURED w ith 

Attribute: 
Historica l cost 

Unit of Measure: 
The dollar 
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1 ________________________________________________________________________________ ... __________________ @ 

L01 Explain the signif icance of recognition and measurement in the preparation and use of financial statements. 

• Determining which economic events should be recognized and how they should be measured is critical for accounting 
information to be useful. 

• Recognition drives how and when the effects of economic events are described in the financial statements. 

• Measurement involves deciding on the attribute of an economic event that must be measured and the appropriate 
unit of measure. 

QUESTIONS Answers to these questions are on the last page of the chapter. 

1. The process of recording an item in the financial state- 2. The amount of cash that could be received by selling an 
ments is called asset currently is called 

a. measurement. a. current value. 
b. recognition . b. historical cost. 
c. posting. c. depreciated cost. 
d. none of the above. d. none of the above. 

2 The rate of inflation in some countries, most noticeably those in South America, has far exceeded the rate in the United 
States. Companies operating in some of these countries with hyperinflationary economies are required to make adjust­
ments to their statements. 
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l02 Explain the differences 
between the cash and accrual 
bases of accounting . 

Cash basis 
A system of accounting in which 
revenues are recognized when cash M 

~ is received and expenses are 
recognized when cash is paid. 

Accrual basis 
g. 
3 
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The Accrual Basis of Accounting 

OVERVIEW: Throughout this book, we assume the use of an accrual basis. This 
means that revenues are recognized when earned and expenses when incurred. 

The accrual basis of accounting is the foundation for the measurement of income in our 
modern system of accounting. The best way to understand the accrual basis is to com­
pare it with the simpler cash approach. 

Comparing the Cash and Accrual 
Bases of Accounting 
The cash and accrual bases of accounting djffer with respect to the timing of the recogni­
tion of revenues and expenses. 

Example 4-1 Comparing the Cash and Accrual Bases of Accounting 

Assume that on July 24, Barbara White, a salesperson for Spiffy House Painters, contracts 
with a homeowner to repaint a house for $1,000. A large crew comes in and paints the house 
the next day, July 25. The customer has 30 days from the day of completion of the job to pay 
and does, in fact, pay Spiffy on August 25. When should Spiffy recognize the $1,000 as 
revenue- as soon as the contract is signed on July 24; on July 25, when the work is done; or 
on August 25, when the customer pays the bill? 

• 

July 24 
Contract is signed . 

No Revenue Yet 

When Is Revenue Recognized? 

July 25 
House is painted. 

Accrual Basis: 
When house is painted 

August 25 
Customer pays for job. 

Cash Basis: 
When cash is received 

In an income statement prepared on a cash basis, revenues are recognized when cash 
is received. Thus, on a cash basis, the $1,000 would not be recognized as revenue until 
the cash is collected, on August 25. 
In an income statement prepared on an accrual basis, revenue is recognized when it is 
earned. On this basis, the $1,000 would be recognized as revenue on July 25, when the 
house is painted. This is the point at which the revenue is earned. 

A system of accounting in which 
revenues are recognized when 
earned and expenses are 
recognized when incurred. 

@----------------------------------------------------------------------
Under the accrual basis, cash has not yet been received on July 25, but another account, 
Accounts Receivable, is recognized as an asset. This asset represents the right to receive 
cash in the future. The effect of the transaction can be identified and analyzed as follows: 
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ACTIVITY: Operating 

ACCOUNTS: Accounts Receivable Increase Service Revenue Increase 

STATEMENT(S): Balance Sheet and Income Statement 

Balance Sheet 
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Income Statement 

STOCKHOLDERS' ...,--~~~~~~~~~~~~~~ NET 
INCOME ASSETS LIABILITIES + EQUITY REVENUES EXPENSES 

1,000 Accounts 
Receivable 1,000 

Service 
Revenue 1,000 

At the time cash is collected, accounts receivable is reduced and cash is increased. The 
effect of the transaction can be identified and analyzed as fo llows: 

ACTIVITY: Operating 

ACCOUNTS: Cash Increase Accounts Receivable Decrease 

STATEMENT(S): Balance Sheet 

Balance Sheet Income Statement 

1,000 

STOCKHOLDERS' .-.--~~~~~~~~~~~~~~- NET 
INCOME ASSETS 

Cash 
Accounts 

Receivable 

1,000 

(1,000) 

LIABILITIES + EQUITY REVENUES 

Assume that Barbara Whi te is paid a 10% commissi~1 for all contracts and is paid o n the 
15th of the month fo llowing the month a house is painted. T hus, for this job, she will 
receive a $100 commission check on August 15. When should Spifl)1 recognize her com­
mission of $100 as an expense? On July 24, when White gets the homeowner to sign a 
contract? When the work is completed, on July 25? Or on August 15, when she receives 
the commission check? Again, on a cash basis, commission expense would be recognized 
on August 15, when cash is paid to the salesperson. But on an accrual basis, expenses arc 
recognized when they are incurred. In Example 4-1 the commission expense is incurred 
when the house is painted , on July 25 . 

Exhi bit 4-2 summarizes the essential differences between recognition of revenues 
and expenses on a cash basis and recognition on an accrual basis. 

EXHIBIT 4-2 Comparing the Cash and Accrual Bases of Accounting 

Revenue is 
recognized 

Expense is 
recognized 

Cash Basis 

When Received 

When Paid 

Accrual Basis 

When Earned 

When Incurred 

- EXPENSES 

J 
---------------------------------------------------------------------------------------------------- @ 
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What the Income Statement and the Statement 
of Cash Flows Reveal 
Most business entities, other than the very smallest, use the accrual basis of accow1ting. 
Thus, the income statement reflects the accmal basis. Revenues are recognized when 
they are earned; expenses, when they are incurred. At the same time, however, stock­
holders and creditors are also interested in information concerning the cash flows of an 
entity. T he purpose of a statement of cash flows is to provide this information. Keep in 
mind that even though a statement of cash fl ows 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. 

Example 4-2 Comparing the Income Statement and the Statement of Cash Flows 

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, on ly $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. on ly 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 $4,000? 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 less than net income of $7,000, or a negative $4,000. 

Membership revenue is 
$15,000, but only $4,000 
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. 

The income statement for Glengarry Health Club shows the following: 
Revenues: 

Memberships 
Court fees 

Expenses: 
Salaries and wages 
Utilities 

Net income 

$15,000 
5.000 

$10,000 
3,000 

A partial statement of cash flows for Glengarry Health Club shows the following: 
Cash received from: 

Membership fees $ 4,000 

$ 20,000 

(13,000) 
$ 7,000 

Court fees 5,000 $ 9,000 
Cash paid for: 

Salaries and wages $10,000 
Utilities 3,000 (13,000) 

Cash used by operating activities $ (4,000) 

1; Each of these two financial statements serves a useful purpose: 

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

@ --------------------------------------------------------------------------------------------------~ 
Accrual Accounting and Time Periods 
T he time period assumption was introduced in Chapter 1. We assume that it is possible 
to prepare an income statement that fairly reflects the earnings of a business for 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, 
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the owners decide to go their separate ways and convert all of their assets to cash. They 
divide among them the balance of $80,000 in the bank account. What is the profit of 
the business for the ten-year period? The answer is $30,000, the difference between the 
original cash of $50,000 contributed and the cash of $80,000 available at liquidation. 

The point of this simple scenario is that we could be very precise and accurate in 
measuring the income of a business if it were not necessary to artificially divide opera­
tions according to a calendar. Stockholders, bankers, and other interested parties cannot 
wait until a business liquidates to make decisions, however. They need information on a 
periodic basis. Thus, the justification for the accrual basis of accow1ting lies in the needs 
of financial statement users for periodic information on the financial position and the 
profitability of the entity. 

102 Explain the differences between the cash and accrual bases of accounting. 
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• Cash and accrual bases are two alternatives used to account for transactions or economic events. They differ in the 
t iming of when revenues and expenses are recognized. 

• Under the accrual method, which is the focus of this text, revenues are recognized when earned and expenses are 
recognized when incurred. 

• By contrast, under the cash method, revenues are recognized when cash is received and expenses are recognized 
when cash is paid . 

QUESTIONS Answers to these questions are on the last page of the chapter. 

1. Under the accrual method, expenses are recognized on May 1, and the bi ll for the services is paid on June 1. 
a. when cash is paid. Under the accrual basis, the business should recognize 
b. at the end of the accounting period. revenue on 
c. when they are incurred. a. April 1. 
d. when revenue is earned. b. May 1. 

2. A landscaping business signs a contract with a new cus­
tomer on April 1. New trees are planted for the customer 

c. June 1. 
d. December 31. 

The Revenue Recognition Principle 

OVERVIEW: Revenues are inflows of assets or reductions of liabilities from provid­
ing goods or services to customers. They must be realized and earned to be recognized 
on the income statement. 

" Revenues are inflows or other enhancements of assets of an entity or settlements of its 
liabi lities (or a combination of both) from delivering or producing goods, rendering 
services, or otl1er activities tl1at constitute the entity's ongoing major or central opera­
tions."3 Two points should be noted about this formal definition of revenues. 

First, an asset is not always involved when revenue is recognized . The recognition of 
revenue may resu lt from tl1e settlement of a liability rather than from the acquisition of 
an asset. Second, entities generate revenue in different ways: some companies produce 
goods, others distribute or deliver the goods to users, and still others provide some type 
of service. 

On tl1e accrual basis, revenues are recognized when earned. However, the revenue 
recognition principle involves two factors. Revenues are recognized in the income 

3 Statement of Financial Accounting Concepts No. 6, "Elements of Financial Statements" (Stamford, Conn.: Financial 
Accounting Standards Board. December 1985). par. 78. 

103 Describe the revenue rec­
ognition principle and explain its 
application in various situations. 

Revenues 
Inflows of assets or settlements of 
liabilities from delivering or 
producing goods. rendering 
services, or conducting other 
activities . 

Revenue recognition principle 
Revenues are recognized in the 
income statement when they are 
realized, or realizable, and earned . 
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statement when they are both realized and earned. Revenues are realized when goods or 
services are exchanged for cash or claims to cash, usually at the time of sale. This is nor­
mally interpreted to mean at the time the product or service is delivered to the customer. 
However, in certain situations, it may be necessary to modify or interpret the meaning of 
the revenue recognition principle . The application of the principle to long-term con­
tracts, franchises, commodities, and installment sales is covered in intermediate account­
mg courses. 

In some cases, revenue is earned continuously over time . In these cases, a product 
or service is not delivered at a specific point in time; instead, the earnings process takes 
place with the passage of time. Rent and interest are two examples. Interest is the cost 
associated with the use of someone else's money. When should a bank recognize the in­
terest earned from granting a 90-day loan? Even though the interest may not be received 
unti l the loan is repaid, interest is earned every day the loan is outstanding. Later in the 
chapter, we will look at the process for recognizing interest earned but not yet received. 
The same procedure is used to recognize revenue from rent that is earned but 
uncollected. 

L03 Describe the revenue recognition principle and explain its application in various situations . 

• Revenues are inflows of assets (or reductions of liabilities), generally from providing goods or services to customers. 

• Revenues must be realized and earned to be recognized on the income statement. -
QUESTIONS Answers t o these questions are on t he last page of the chapt er. 

1. Under the revenue recognition principle, revenues are 2. Which of the following would result in the recognition of 
recognized revenue? 

a. when they are realized, or realizable, and earned. 
b. when cash is received. 
c. when expenses are incurred. 
d. at the end of the accounting period . 

a. A manufacturer delivers a component to a supplier. 
b. A retailer sells a product to a consumer. 
c. A bank provides a service to a customer. 
d. All of the above would result in the recognition of 

revenue . 

Expense Recognition and the 
Matching Principle 

L04 Describe the matching prin­
ciple and the various methods for 
recognizing expenses. 

OVERVIEW: To determine the net income in a period, revenues must be matched 
with the costs necessary to generate the revenue. Some costs can be directly matched 
with revenue, while others are indirectly matched with the periods in which they will 
provide benefits. Still other costs expire immediately and are recognized as an expense 
in the period incurred. 

Companies incur a variety of costs. 

• A new office building is constructed. 
• Supplies are purchased. 
• Employees perform services. 
• The electric meter is read. 

In each of those situations, the company incurs a cost regardless of when it pays cash. 
Conceptually, anytime a cost is incurred, an asset is acquired. However, according to 
the definition in Chapter l, an asset represents a future economic benefit. An asset ceases 
being an asset and becomes an expense when the economic benefits from having incurred 
the cost have expired. Assets are unexpired costs, and expenses are expired costs. 



Expense Recognit ion and the Matching Principle 

At what point do costs expire and become expenses? The expense recognition principle 
requires that expenses be recognized in different ways depending on the nature of the 
cost. The ideal approach to recognizing expenses is to match them with revenues . Under 
the matching principle, the accountant attempts to associate revenues of a period with 
the costs necessary to generate those revenues. For certain types of expenses, a direct 
form of matching is possible; for others, it is necessary to associate costs with a particular 
period. T he classic example of direct matching is cost of goods sold expense with sJ. lcs 
revenue. Cost of goods sold is the cost of the inventory associated with a particular sale. 
A cost is incurred and an asset is recorded when the inventory is purchased. The asset, 
inventory, becomes an expense when it is sold . Another example of a cost that can be 
matched directly with revenue is commissions. T he commission paid to a salesperson can 
be matched directly with the sale. 

An indirect form of matching is used to recognize tl1e benefits associated with certain 
types of costs, most noticeably lo ng-term assets such as buildings and equipment. These 
costs benefit many periods, but it is not usually possible to match them directly witl1 a spe­
cific sale of a product. Instead, they are matched with t11e periods during whjch they will 
provide benefits. For example, an office building may be useful to a company for 30 years. 
Depreciation is t11e process of allocating t11e cost of a tangible long-term asset to its useful 
life. Depreciation Expense is tl1e account used to recog1uze tlus type of expense. 

The benefits associated with the incurrence of certain other costs are treated in 
accounting as expiring simultaneously with the acq uisition of the costs. T he justification 
for this treatment is that no future benefits from the incurrcnce of t11e cost arc discern­
ible. This is true of most selling and administrative costs. For example , the costs of heat 
and light in a building benefit only the current period and therefore are recognized as 
expenses as soon as the costs are incurred . Likewise, income taxes incurred during the 
period do not benefit any period other than the current period; tl1lls, tl1ey are written off 
as an expense in the period incurred. 

Example 4-3 Comparing Three Methods for Matching Costs with Revenue 

The relationships among costs, assets, and expenses are depicted below. 

Various types of costs are incurred: 
: Purchases of merchandise 

: Office space 
Heating and lighting : 

Unexpired costs are called assets: 
(reported on the balance sheet) 

Merchandise Inventory 
Office Building 

Expired costs are called expenses: 
(reported on the income statement) 

Cost of Goods Sold Expense 
Depreciation Expense 

Utilities Expense 

0 Costs incurred for purchases of merchandise result in an asset, Merchandise Inventory, 
and are eventually matched with revenue at the time the product is sold . 

f) Costs incurred for office space result in an asset, Office Building, which is recognized as 
Depreciation Expense over the useful life of the building . 

@ The cost of heating and lighting benefits only the current period and thus is recognized 
immediately as Utilities Expense. 

(Continued) 

Matching principle 
The association of revenue of a 
period with all of the costs 
necessary to generate that 
revenue . 
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Expenses 
Outflows of assets or incurrences 
of liabilities resulting from delivering 
goods. rendering services. or 
carrying out other activities. 
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According to the FASB, expenses are "outflows or other using up of assets or incurrences 
of liabilities (or a combination of both) from delivering or producing goods, rendering services, 
or carrying out other activities that constitute the entity's ongoing major or central opera­
tions. "4 The key point to note about expenses is that they come about in two different ways: 

• From the use of an asset 
• From the recognition of a liability 

~ For instance, when a retailer sells a product. the asset sacrificed is Inventory. Cost of Goods 
~ Sold is the expense account that is increased when the Inventory account is decreased. As 
~ you will see in the next section, the incurrence of an expense also may result in a liability. 
a 
@ .................................................................... __ 

L04 Describe the matching principle and the various methods for recognizing expenses. 

• The matching principle attempts to associate expenses with the time periods in which the expenditures help generate revenues. 

• This principle is particularly important with expenditures for items that last for more than one accounting period. An 
example is the depreciation of a building. 

QUESTIONS Answers to these questions are on the last page of the chapter. 
1. The association of revenue of a period with all of the 2. The matching principle requires that the cost of a new 

costs necessary to generate that revenue is called piece of equipment be recognized as an expense 

a. the revenue recognition principle . a. in the period the equipment is purchased. 
b. the matching principle. b. in the period cash is paid for the equipment. 
c. the income recognition principle. c. over the estimated useful life of the equipment. 
d. none of the above. d. Never; the cost of equipment is not recognized as an 

LOS Identify the four major 
types of adjustments and analyze 
their effects on the financial 
statements. 

Adjusting entries 
Journal entries made at the end of a 
period by a company using the 
accrual basis of accounting. 

expense. 

Accrual Accounting and Adjustments 

OVERVIEW: Adjustments are made at the end of an accounting period. They are 
internal transactions and therefore do not affect the Cash account. Each adjustment affects 
either an asset or a liability with a corresponding change in either revenue or expense. 

T he accrual basis of accmmting necessitates a munber of adjustments at the end of a pe­
riod. Adjusting entries are the journal entties the accountant makes at the end of a pe­
riod for a company on the accmal basis of accoun ting. Adjusting entries are not needed 
if a cash basis is used. The very nature of the accrual basis results in the need for 
adjusting entries. T he frequency of the adjusttnent process depends on how often fi nan­
cial statements are prepared . Most businesses make adjustments at month-end. 

Recall from C hapter 3 that the emphasis throughout this book is on the use of fi nan ­
cial statements rather than their preparation. T hus, rather than focus on the adjusting 
entries that the accountant makes, we wi ll concern ourselves with the effect of these 
adjustments on the accounting eq uation . 

Types of Adjustments 
Why are there four basic types, or categories, of adjustments? T he answer lies in the distinc­
tion between the cash and the accrual bases of accounting: 

• On a cash basis, no differences exist in the timing of revenue and the receipt of 
cash. The same holds true for expenses . 

• On an accrual basis, revent-te can be earned before or after cash is received. 
Expenses can be incurred before or after cash is paid. Each of these four distinct 
situations requires a different type of adjustment at the end of the period . 

4 SFAC No. 6, par. 80. 
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We will consider each of the fo ur categories and look at some examples of each . 

(1) Cash Paid Before Expense Is Incurred (Deferred Expense) Assets 
are often acquired before their actual use in the business. Insurance policies typically are 
prepaid, as is rent. Office supplies are purchased in advance of their use, as are al l types of 
property and equipment. Recall that unexpired costs are assets. As the costs expire and the 
benefits are used up, the asset must be w1i tten off and replaced with an expense. 

Example 4-4 Adjusting a Deferred Expense Account 

Assume that on September 1, Nordstrom prepays $2,400 for an insurance policy for the 
next 12 months. The effect of the transaction can be identified and analyzed as follows: 

ACTIVITY: Operating 

ACCOUNTS: Prepaid Insurance Increase Cash Decrease 

STATEMENT(S): Balance Sheet 

Balance Sheet Income Statement 

169 

STOCKHOLDERS' ...,+--~~~~~~~~~~~~~~- NET 
INCOME ASSETS 

Prepa id 
Insurance 

Cash 
2,400 

(2,400) 

LIABILITIES + EQUITY REVENUES 

An asset account, Prepaid Insurance, is recorded because the company will receive benefits over the 
next 12 months. Because the insurance is for a 12-month period, $200 of benefits from the asset 
expires at the end of each month. The adjustment at the end of September to record this expiration 
accomplishes two purposes: (1) it recognizes the reduction in the asset Prepaid Insurance, and (2) it rec­
ognizes the expense associated with using up the benefits for one month. On September 30, the 
accountant makes an adjustment to recognize the expense and reduce the asset. The effect of the 
adjustment can be identified and analyzed as follows: 

ACTIVITY: Operating 

ACCOUNTS: Prepaid Insurance Decrease Insurance Expense Increase 

STATEMENT(S): Balance Sheet and Income Statement 

Balance S heet 

EXPENSES 

Income Statement 

STOCKHOLDERS' -...__~~~~~~~~~~~~~~ NET 

ASSETS LIABILITIES + EQUITY REVENU ES EXPENSES INCOME 

Prepaid 
Insurance (200) 

(200) Insurance 
Expense 200 

(200) 

M ------------------------------------------------------------------------------
~ 

·~ The balance in Prepaid Insurance represents the unexpired benefits from the prepayment of 
.§ insurance for the remaining 11 months : $200 x 11 = $2,200. The Insurance Expense account 
j reflects the expiration of benefits during the month of September. 

@ -----------------------------------------------------------------------

Recall that depreciation is the process of allocating the cost of a long-term tangible 
asset over its estimated usefu l li fe . T he accoun tant does not attempt to measure the 
decline in 11alue of the asset, but t ries to allocate the cost of the asset over its useful life. 
T hus, the deferred expense adjustment for depreciation (shown in Example 4-5 below) 
is similar to the one made for insurance expense in Example 4-4 above. 
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Example 4-5 Recording Depreciation 

Assume that on January 1, Nordstrom buys new store fixtures, for which it pays $5,000. The 
effect of the transaction can be identified and analyzed as follows: 

ACTIVITY: Investing 
ACCOUNTS: Store Fixtures Increase Cash Decrease 

STATEMENT(S): Balance Sheet 

Balance Sheet Income Statement 

STOCKHOLDERS' _...,...__ ______________ NET 

ASSETS LIABILITIES + EQUITY REVENUES - EXPENSES INCOME 

Store Fixtures 
Cash 

5,000 
(5,000) 

Straight-line method 
The assignment of an equal amount 
of depreciation to each period. 

Contra account 
An account with a balance that is 
opposite that of a related account. 

Two estimates must be made in depreciating the fixtures: 

1. The useful life of the asset 
2. The salvage value of the fixtures at the end of their useful lives. Estimated salvage value 

is the amount a company expects to receive when it sells an asset at the end of its esti­
mated useful life. 

According to a note on page 46 of Nordstrom's 2010 1 OK, the company uses an estimated 
useful life for its store fixtures and equipment of 3 to 15 years. Although it is not stated, 
assume that Nordstrom uses an estimated useful life of five years and an estimated salvage 
va lue of $500 at the end of that time for these particular fixtures. Thus, the depreciable cost 
of the fixtures is $5,000 - $500, or $4,500. A later chapter will consider alternative methods 
for allocating the depreciable cost over the useful life of an asset. For now, we will use the 
simplest approach (and the one that Nordstrom uses) called the straight-line method, 
which assigns an equal amount of depreciation to each period. The monthly depreciation is 
found by dividing the depreciable cost of $4,500 over the estimated useful life of 60 months 
(5 years = 60 months). which equals $75 per month. 

The adjustment to recognize depreciation is conceptually the same as the adjustment to write 
off Prepaid Insurance. That is, the asset account is reduced and an expense is recognized. 
However, accountants normally use a contra account to reduce the total amount of long-term 
tangible assets by the amount of depreciation. A contra account has a balance that is oppo· 
site the balance in its related account. For example, Accumulated Depreciation is used to re· .. 
cord the decrease in a long-term asset for depreciation. The effect of the adjustment can be 
identified and analyzed as follows : 

ACTIVITY: Operating 
ACCOUNTS: Accumulated Depreciation Increase Depreciation Expense Increase 

STATEMENT(S): Balance Sheet and Income Statement 

Balance Sheet Income Statement 

STOCKH OLDERS ' ...,1---------------~NET 

ASSETS LIABILITIES + EQUITY REVENUES EXPENSES INCOME 

Accumulated 
Depreciation* (75) 

(75) Depreciation 
Expense 75 

*The Accumulated Depreciation account has increased. It is shown as a decrease in the equation above because it is a contra account and causes total assets to 
decrease. 

(75) 

(Continued) 
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Why do companies use a contra account for depreciation rather than simply reduce the long­
term asset directly? If the asset account were reduced each time depreciation was recorded, 
its original cost would not be readily determinable from the accounting records. For various 
reasons, businesses need to know the original cost of each asset. One of the most important 
reasons is the need to know historical cost for computation of depreciation for tax purposes. 
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STUDY TIP 

~ On a balance sheet prepared on January 31, the contra account is shown as a reduction in the 
; carrying va lue of the store fixtures: 

Think of the Accumulated 
Depreciation account as an 
extension of the related asset 
account, in this case, the Store 
Fixtures account. Therefore, 
although the Store Fixtures 
account is not directly reduced 
for depreciation, an increase in 
its companion account, Accu­
mulated Depreciation, has the 
effect of reducing the asset. 

j 
Store Fixtures $5,000 ~ 

} Less: Accumulated Depreciation 75 4,925 ~ 

@ ---------------------------------------------------------------------- ~ 
(2) Cash Received Before Revenue Is Earned (Deferred Revenue) 
Recognizing accounting's symmetry will be a great help in your studies. Example 4-6 
below shows that one company's asset is another company's liability. 

Example 4-6 Adjusting a Deferred Revenue Account 

In Example 4-4 involving the purchase of an insurance policy, a second company, the insur­
ance company, rece ived the cash paid by the f irst company, Nordstrom. At the time cash 
is received, the insurance company has a liability because it has taken cash from Nord­
strom but has not yet performed the service to earn the revenue . The revenue will be 
earned with the passage of time. The effect of the transaction to the insurance company 
can be identified and analyzed as follows: 

ACTIVITY: Operating 

ACCOUNTS: Cash Increase Insurance Collected in Advance Increase 

STATEMENT(S): Balance Sheet 

J 

Balance Sheet Income St at ement 

STOCKHOLDERS' 4--t------------------------------- NET 
ASSETS LIABILITIES + EQUITY REVENU ES EXPENSES INCOME 

Cash 2,400 Insurance Collected 
in Advance 2,400 

The account Insurance Collected in Advance is a liability. The insurance company is obligated 
to provide Nordstrom protection for the next 12 months. With the passage of time, the liability 
is satisfied. The adjustment at the end of each month accompl ishes two purposes: it recog­
nizes (1) the reduction in the liability and (2) the revenue earned each month. The effect of the 
adjustment can be identified and analyzed as follows: 

ACTIVITY: Operating 

ACCOUNTS: Insurance Collected in Advance Decrease Insurance Revenue Increase 

STATEMENT(S): Balance Sheet and Income Statement 

Balance Sheet Income Statement 

STOCKHO LDERS' --to--~~~~~~~~~~~~~-- NET 
ASSETS LIAB ILITI ES + EQUITY REVENUES EXPENSES INCOME ~ 

Insurance 
Collected in 
Advance (200) 

200 Insurance 
Revenue 200 

g> 
200 E 

_g: 

! 
~ 

__________________________________________________________________________________________________ ...,, @ 

(Continued) 
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After the adjustment is made, the insurance company's remaining liability is $2,400 - $200, 
or $2,200, which represents 11 months of insurance collected in advance at $200 per month . 

HOT TOPICS 

~~~~~~;;~~S~~ All companies must pay close 
-'- - attention to their sales figures. 

Nordstom's investors should be encouraged by the recent 
announcement. Same-store sales for May 2011 were $796 mil­
lion, an increase of 13% over the same period in 2010. With the 
economic downturn, even more encouraging were the results 
for Nordstrom's "full line stores" as compared to its discount 
"rack stores." Same-store sales for May 2011 increased by 
nearly 6% for the full line stores, while rack store sales 
increased by only 2.3% from the prior period. This is just the 
sort of information that is crucial in planning for the future as 
Nordstrom decides where to invest its valuable resources. 

Still, it is hard to imagine any 
segment of the economy 
more revenue conscious than 
retailers. Nordstrom is no 
exception. Like its competi­
tion, the company reports 

monthly to the financial press, as it did recently in announcing its 
j May 2011 sales. Retailers report both total sales as well as what 
! they call "same-store sales," numbers that only include stores that 
~ operated in both the current and prior reporting periods. Analysts can 
o more easily discern trends when sales at new stores are excluded. 

Source: Nordstrom news release, June 2, 2011; http:// 
www.nordstrom.com. 

Cash 

As another example of deferred revenue, consider the fo llowing sentence from a 
note in Nordstrom's 2010 1 OK (page 45 ): "We recognize revenue from the sale of gift 
cards when the gift card is redeemed by the customer, or we recognize breakage income 
when the likelihood of redemption, based on historical experience, is deemed to be 
remote." Example 4-7 shows this process. 

Example 4-7 Adjusting a Gift Ca rd Defe r red Revenue Account 

Assume that on March 1, a generous friend gives you a $100 Nordstrom gift card. At the time the 
friend buys the card, Nordstrom has an increase in cash of $100 but has yet to earn any revenue. 
As the above note explains, Nordstrom does not recognize any revenue until you redeem the 
card. This will be the point at which Nordstrom gives you merchandise and earns revenue. Until 
the card is redeemed, Nordstrom has a liability; that is, it is obligated to deliver merchandise in 
the future. That liability is mentioned in the same note on page 45 of Nordstrom's annual report 
(amounts are in millions of dollars): "We had outstanding gift card liabilities of $188 and $174 at 
the end of 2010 and 2009, which are included in other current liabilities." 

The effect of Nordstrom's receipt of $100 from your friend can be identified and analyzed as 
follows: 

ACTIVITY: Operating 
ACCOUNTS: Cash Increase Deferred Revenue Increase 

STATEMENT(S): Balance Sheet 

ASSETS 

100 

Balance Sheet Income Statement 

LIABILITIES 

Deferred 
Revenue 100 

STOCKHOLDERS' .....,,..._~~~~~~~~~~~~~~ NET 

+ EQUITY REVENUES EXPENSES INCOME 

Like Insurance Collected in Advance in Example 4-6, Deferred Revenue is a liability. Assume 
that you redeem your card at a Nordstrom store on March 31. The effect of the adjustment on 
Nordstrom's books on this date can be identified and analyzed as follows: 

(Continued) 
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ACTIVITY: Operating 

ACCOUNTS: Deferred Revenue Decrease Sales Revenue Increase 

STATEMENT(S}: Balance Sheet and Income Statement 

Balance Sheet 

173 

Income Statement 

STOCKHOLDERS' .... 1---------------- NET 
ASSETS LIAB ILITIES + EQUITY REVENUES - EXPENSES INCOME 

Deferred 100 
Revenue (100) 

Sales 
Revenue 100 

100 

~ 1...--------------------------------------------------------------------------------------------...i ~ 

@------------------------------------------------------------------.. 

(3) Expense Incurred Before Cash Is Paid (Accrued Liability) T his 
situation is the opposite of ( 1). T hat is, cash is paid after an expense is actually incurred 
rather than before its incurrence, as was the case in ( 1). Many normal operating costs, 
such as payroll , various types of taxes, and utilities, fit this situation. Refer to Nord­
strom's partial balance sheet in the chapter opener. T he second line under current liabil­
ities represents the company's accrued liabilities for salaries, wages, and related benefits, 
amounting to $375 million on January 29, 2011. 

Example 4-8 Recording an Accrued Liability for Wages 

Assume that at one of its stores, Nordstrom pays a tota l of $280,000 in wages on every 
other Fri day. Assume that the last payday was Friday, May 31. The next two paydays wi ll be 
Friday, June 14, and Friday, June 28. The effect of the t ransaction on each of these paydays ~ 
can be identified and analyzed as fo llows : I 

ACTIVITY: Operating 

ACCOUNTS: Cash Decrease Wages Expense Increase 

STATEMENT(S): Balance Sheet and Income Statement 

Balance Sheet 

~ 

l z 
@ 

Income Statement 

STOCKHOLDERS' ...,,1---------------- NET 
INCOME ASSETS LIABILITIES + EQUITY REVENU ES 

-------
Cash (280,000) (280,000) 

On a ba lance sheet prepared as of June 30, a liabi lity must be recognized . Even though the 
next payment is not until July 12, Nordstrom owes employees wages for the last two days of 
June and must recognize an expense for the wages earned by employees for those two days. 
We wi ll assume that the store is open seven days a week and that the daily cost is 1 /14th of 
the biweekly amount of $280,000, or $20,000. In addition to recognizing a liabil ity on June 30, 
Nordstrom must adjust the records to reflect an expense associated with the cost of wages 
for the last two days of the month. The effect of the adjustment can be identified and ana­
lyzed as fo llows: 

(Continued) 

EXPENSES 

Wages Expense 280,000 (280,000) 
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ACTIVITY: Operating 

ACCOUNTS: Wages Payable Increase Wages Expense Increase 

STATEMENT(S): Balance Sheet and Income Statement 

ASSETS 

Balance Sheet Income Statement 

STOCKHOLDERS' ._..1------------------------------- NET 
LIABI LITIES + EQU ITY REVENUES - EXPENSES INCOME 

~~~~~~~-

Wages ( 40, 000) Wages Expense 40,000 (40,000) 
Payable 40,000 

What adjustment will be made on the next payday, July 7 2? Nordstrom will need to eliminate 
the liabi lity of $40,000 for the last two days of wages recorded on June 30 because the 
amount has now been paid. An additional $240,000 of expense has been incurred for the 
$20,000 cost per day associated w ith the f irst 12 days in July. Fina lly, cash is reduced by 
$280,000, which represents the biweekly payroll. The effect of the transaction can be identi­
fied and analzyed as fo llows: 

ACTIVITY: Operating 

ACCOUNTS: Cash Decrease Wages Payable Decrease 

Wages Expense Increase 

STATEMENT(S): Balance Sheet and Income Statement 

Balance Sheet Income Statement 

STOCKHOLDERS ' ...,~---------------------------- NET 
ASSETS LIABILITIES + EQUITY REVENUES EXPENSES INCOME 

~~~~~~~-

(280,000) Wages ( 240, 000) Wages Expense 240,000 (240,000) 
Payable (40,000) 

§ 

The fo llowing time line illustrates the amount of expense incurred in each of the two months, 
June and July, for the biweekly payrol l: 

2 days' expense 
in June: $40,000 

Friday, June 28: 
Last payday 

Sunday, June 30: 
End of accounting 
period 

12 days' expense 
in July $240,000 

Friday, July 12: 
Next payday 

-------------------------------------------------------------------- ® 
Another typical expense incurred before the payment of cash is interest . In many 

cases, the interest on a short-term loan is repaid with the amount of the loan, called the 
principal (see Example 4-9) . 

Example 4-9 Recording an Accrued Liability for Interest 

i Assume that Granger Company takes out a 9%, 90-day, $20,000 loan with its bank on 
f March 1. Granger wil l repay the principal and interest on May 30. On March 1, both an asset 
i and a liabi lity, Notes Payable, are increased. The effect of the transaction can be identified and 
~ analyzed as fol lows : 

(Continued) 
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ACTIVITY: Operating 

ACCOUNTS: Cash Increase Notes Payable Increase 

STATEMENT(S): Balance Sheet 

Balance Sheet Income Statement 

STOCKHOLDERs· .-...._~~~~~~~~~~~~~~ NET 

ASSETS LIABILITIES + EQUITY REVENUES - EXPENSES INCOME 

Cash 20,000 Notes 
Payable 20,000 

The basic formula for computing interest follows: 

l = P x R x T 

where I = the dollar amount of interest 

P = the principal amount of the loan 

R = the annual rate of interest as a percentage 

T = time in years (often stated as a fraction of a year) 

The total interest on Granger's loan is as follows: 

$20,000 x 0.09 x 3/12 = $450 

Therefore, the amount of interest that must be recognized as expense at the end of March is 
one-third of $450 because one month of a total of three has passed . Alternatively, the formula 
for finding the total interest on the loan can be modified to compute the interest for one 
month.5 

$20,000 x 0.09 x 1/12 = $150 

On March 31 and April 30, the accountant records adjustments to recognize interest both 
as an expense and an obligation. The effect of the adjustment on March 31 can be identified 
and analyzed as follows: 

ACTIVITY: Operating 

ACCOUNTS: Interest Payable Increase Interest Expense Increase 

STATEMENT(S): Balance Sheet and Income Statement 

Balance Sheet Income Statement 

STOCKHOLDERS' ..,...._~~~~~~~~~~~~~~ NET 
INCOME ASSETS LIAB ILITIES + EQU ITY REVENUES 

Interest (150) 
Payable 150 

5 In practice, interest is calculated on the basis of days rather than months. For example, the interest for March would be 
$20,000 x 0.09 x 30/365, or $147.95, to reflect 30 days 1n the month out of a total of 365 days in the year. The reason 
the number of days in March is 30 rather than 31 is because in computing interest. businesses normally count the 
day a note matures but not the day it is signed. To simplify the calculations, we will use months, even though the 
result is slightly inaccurate. 

EXPENSES 

Interest (1 50) 
Expense 150 

(Continued) 
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Cash 
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The effect of the adjustment at the end of April is the same as the one at the end of March: 

ACTIVITY: Operating 

ACCOUNTS: Interest Payable Increase Interest Expense Increase 

STATEMENT(S): Balance Sheet and Income Statement 

Balance Sheet Income Statement 

STOCKHOLDERS' .-.+--~~~~~~~~~~~~~~ 

ASSETS LIABILITIES + EQUITY REVENUES EXPENSES 
NET 

INCOME 

Interest (150) Interest (150) 
Payable 150 Expense 150 

The adjustment on Granger's books on May 30 w hen it repays the principal and interest can 
be identified and analyzed as follow s: 

ACTIVITY: Operating 

ACCOUNTS: Cash Decrease Interest Payable Decrease Notes Payable Decrease 
Interest Expense Increase 

STATEMENT(S): Balance Sheet and Income Statement 

ASSETS 

Balance Sheet Income Statement 

STOCKHOLDERS' .-.1--~~~~~~~~~~~~~~ NET 
INCOME LIABILITIES + EQU ITY REVENUES EXPENSES 

(20,450) Interest (150) Interest (150) 
Payable (300) Expense 150 

Notes 
Payable (20,000) 

~ The reduction in Interest Payable eliminates the liability recorded at the end of March and 
· ~ April. The recognition of $150 in Interest Expense is the cost associated with the month of 
~ May.6 The reduction in Cash represents the $20,000 of principal and the total interest of $450 

J for three months . 
@ 

(4) Revenue Earned Before Cash Is Received (Accrued Asset) Rev­
enue is sometimes earned before the receipt of cash. Rent and interest are earned with 
the passage of time and require an adj ustment if cash has not yet been received. 

Example 4-10 Recording an Accrued Asset 

Assume that Grand Management Company rents warehouse space to a number of tenants. 
Most of its contracts call for prepayment of rent for six months at a time. Its agreement w ith 
one tenant, how ever, allow s the tenant to pay Grand $2,500 in monthly rent anytime w ithin 
the first ten days of the follow ing month . The effect of the adjustment on April 30, the end of 
the first month of the agreement, can be identified and analyzed as follows: 

(Continued) 

6 This assumes that Granger did not make an adjustment prior to this to recognize interest expense for the month of 
May. If a separate adjustment had been made, Interest Payable would be reduced by $450. 
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ACTIVITY: Operating 

ACCOUNTS: Rent Receivable Increase Rent Revenue Increase 

STATEMENT(S): Balance Sheet and Income Statement 
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Balance Sheet Income Statement 

STOCKHOLDERS' 4'-t---------------- NET 
ASSETS LIABILITIES + EQU ITY REVENUES EXPENSES INCOME 

Rent Receivable 2,500 2,500 Rent Revenue 2,500 2,500 

The effect of the transaction when the tenant pays its rent on May 7 can be identified and ana­
lyzed as follows: 

ACTIVITY: Operating 

ACCOUNTS: Cash Increase Rent Receivable Decrease 

STATEMENT(S): Balance Sheet 

Balance Sheet Income Statement 

STOCKHOLDERS' 4'-t---------------- NET 
ASSETS LIABILITIES + EQUITY REVENUES EXPENSES INCOME 

~ Cash 2,500 
~ Rent Receivable (2,500) 

1----------------------------------------------------------------------------------------------------@ ....................................................................................... __ 

Although the example of rent was used to illustrate this category, the membership reve­
nue ofGlengarry H ealth Club in Chapter 3 also could be used as an example. Whenever 
a company records revenue before cash is received, some type of receivable is 
increased and revenue is also increased. In Chapter 3, Glengarry earned membership 
revenue even though members had unti l the fo llowing month to pay their dues. 

The same principle would apply to any amow1ts that customers owed to Nordstrom at 
the end of a period. As shown in the chapter opener, Nordstrom reported Accounts Receiva­
ble, net of $2,026 million on January 29, 2011. A note to the financial statements explains 
that these receivables aiise from two forn1s of credit that the company offers customers. First, ::o 

Nordsu·om has its own private label card. Second, the compai1y afters two VISA® credit cards. f 
~ 

Accruals and Deferrals ~ 
O ne of the challenges in learn ing accounting concepts is to gain an understandin g of the ! 
termino logy. Part of the difficulty stems from the alternative terms used by different 
accoun tants to mean the same thing. For example, the asset created when insurance is 
paid for in advance is termed a prepaid asset by some and a prepaid expense by others. 
Someone else might refer to it as a deferred expense. 

The term deferral will be used here to refer to a situation in which cash has been paid 
or received but the expense or revenue has been deferred to a later time. A deferred 
expense indicates that cash has been paid but the recognition of expense has been deferred. 
Because a deferred expense represents a future benefit to a company, it is an asset. An alter­
native name for deferred expense is ·prepaid e:>.pense. Prepaid insuraiKe ai1d office supplies are 
deferred expenses. An adjusm1ent is made periodically to record the portion of the deferred 
expense that has expired . A deferred revenue means that cash has been received but the 
recognition of any revenue has been deferred unti l a later time. Because a deferred revenue 
represents an obligation to a company, it is a liabili ty. An al ternative nai11e for deferred reve­
nue is unearned revenue. Rent collected in advance is deferred revenue. T he periodic adjust­
ment recognizes the portion of the deferred revenue that is earned in that period . 

This chapter has discussed in detail the accrual basis of accounting, which involves rec­
ognizing changes in resources and obligations as they occur, not simply vvhen cash chai1ges 

STUDY TIP 

Now that you have seen exam­
ples of all four types of adjust­
ments, think about a key 
difference between deferrals 
(the first two categories) and 
accruals (the last two catego­
ries). When you make adjust­
ments involving deferrals, you 
must consider any existing bal­
ance in a deferred balance 
sheet account. Conversely, 
there is no existing account 
when an accrual is made. 

Deferral 
Cash has been paid or received but 
expense or revenue has not yet 
been recognized . 

Deferred expense 
An asset resulting from the 
payment of cash before the 
incurrence of expense. 

Deferred revenue 
A liabil ity resulting from the receipt 
of cash before the recognition of 
revenue. 
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Accrual 
Cash has not yet been paid or 
received but expense has been 
incurred or revenue earned. 

Accrued liability 
A liability resulting from the 
recognition of an expense before 
the payment of cash . 

Accrued asset 
An asset resulting from the 
recognition of a revenue before the 
receipt of cash. 
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hands. More specifically, the term accrual will be used to refer to a situation in which no 
cash has been paid or received yet but it is necessary to recognize, or accrue, an expense or a 
revenue. An accrued liability is recognized at the end of the period in cases in which an 
expense has been incurred but cash has not yet been paid. Wages payable and interest pay­
able are examples of accrued liabilities. An accrued asset is recorded when revenue has 
been earned but cash has not yet been collected. Rent receivable is an accrued asset. 

Summary of Adjustments 
The four types of adjustments are summarized in Exhibit 4 -3. Common examples of 
each are shown, along with the structure of the adjustments associated with the fo ur cat­
egories. Finally, the following generalizations sho uld help you gain a better understand­
ing of adjustments and how they are used: 

1. An adjustment is an internal transaction. It does not involve another entity. 
2. Because it is an internal transaction, an adjustment does not involve an 

increase or a decrease in Cash. 
3. At least one balance sheet account and one income statement account are 

involved in an adjustment . It is the nature of the adjustmen t process that an 
asset or a liability account is adjusted with a corresponding chan ge in a revenue 
or an expense account. 

Comprehensive Example of Adjustments 
We will now consider a comprehensive example involving the transactions for the 
first month of operations and the end-of- period adjustments for a hypothetical busi­
ness , Duffy Transit Company. A list of accounts and their balances is shown for 
Duffy Transit at January 31 , the end of the first month of business (prior to making 
any adjustments): 

Assets 

Cash 

Prepaid Insurance 

Land 

Buildings-Garage 

Equipment-Buses 

Liabilities 

Discount Tickets Sold in Advance 

Notes Payable 

$ 50,000 

48,000 

20,000 

160,000 

300,000 

25,000 

150,000 

EXHIBIT 4-3 Accruals and Deferrals 

Type 

Deferred expense 

Deferred revenue 

Accrued liability 

Accrued asset 

. ~. .... ,, 

Situation 

Cash paid before expense is incurred 

.,.. '. ' j' 

Cash received before revenue is earned 

Expense incurred before cash is paid 

Revenue earned before cash is received 

/' 

Examples .. 
Insurance policy ' 
Supplies 

~~ 

Rent 

Buildings, equipment 

Deposits, rent 

Subscriptions 

Gift certificates 

Salaries, wages 

Interest 

Taxes 

Rent 

Interest 

Rent 

... 
" 

Transaction 

during Period 

Increase Asset 

Decrease Cash 

. . . c • 

Increase Cash 

Increase Liability 

No Transaction 

No Transaction 

Adjustment at End 

of Period 

Increase Expense 

Decrease Asset 

Decrease Liability 

Increase Revenue 

Increase Expense 

Increase Liability 

Increase Asset 

Increase Revenue 

,, 
r• 

~-''" 

I ,t 
I 

L 

.. 
'r'. 

' -· ,;:, 
ss;,r; .i. 

" 
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Stockholders' Equity 

Capital Stock 

Revenues 

Daily Ticket Revenue 

Expenses 

Gas. Oil, and Maintenance Expense 

Wage and Salary Expense 

Dividends 

400,000 

30,000 

12,000 

10,000 

5,000 

Duffy wants to prepare a balance sheet at the end of January and an income state­
ment for its first month of operations. Use of the accrual basis necessitates a number of 
adj ustments to update certain asset and liabi li ty accounts and to recognize the correct 
amounts for the various revenues and expenses. 

Example 4-11 Using a List of Accounts to Prepare Adjustments 

1. At the beginning of January, Duffy issued an 18-month, 12%, $150,000 promissory note for 
cash. Although interest will not be repaid until the loan's maturity date, Duffy must accrue in­
terest for the first month. The calculation of interest for one month is $150,000 x 0.12 x 1/12. 
The effect of the adjustment can be identified and analyzed as follows: 

ACTIVITY: Operating 

ACCOUNTS: Interest Payable Increase Interest Expense Increase 

STATEMENTISI: Balance Sheet and Income Statement 

Balance Sheet 

STOCKHOLDERS' 
ASSETS LIABILITIES + EQUITY REVENUES 

Interest (1 ,500) 
Payable 1,500 

2. Wage and salary expense of $10,000 reflects the amount paid to employees during Janu­
ary. At the end of the month, Duffy owes employees an additional $2,800 in salaries and 
wages. The effect of the adjustment can be identified and analyzed as follows: 

ACTIVITY: Operating 

Income Statement 

EXPENSES 

Interest 
Expense 

ACCOUNTS: Wages and Salaries Payable Increase Wage and Salary Expense Increase 

STATEMENT(S): Balance Sheet and Income Statement 

Balance Sheet Income Statement 
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NET 
INCOM E 

(1,500) 
1,500 

STOCKHOLDERS ' ...-i--~~~~~~~~~~~~~~ NET 

ASSETS LIABILITIES + EQUITY REVENUES EXPENSES INCOME 
~~~~~~~-

Wages and Salaries ( 2, 800) Wage and Salary (2,800) 
Payable 2,800 

3. At the beginning of January, Duffy acquired a garage to house the buses at a cost of $160,000. 
Land is not subject to depreciation. The cost of the land acquired in connection with the purchase 
of the building will remain on the books until the property is sold. The garage has an estimated use­
ful life of 20 years and an estimated salvage value of $16,000 at the end of its life. The monthly 
depreciation is found by dividing the depreciable cost of $144,000 by the useful life of 240 months: 

$160,000 - $16,000 = $144,000 = $600 per month 
20 Years x 12 months 240 months = 

The effect of the adjustment to record the depreciation on the garage for January for a full 
month can be identified and analyzed as fol lows: 

(Continued) 

Expense 2,800 
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ACTIVITY: Operating 
ACCOUNTS: Accumulated Depreciation-Garage Increase Depreciation Expense- Garage Increase 

STATEMENT(S): Balance Sheet and Income Statement 

ASSETS 

Accumulated 
Depreciation­
Garage* (600) 

Balance Sheet Income Statement 

STOCKHOLDERS' ...,~-------------~ NET 
LIABILITIES + EQUITY REVENUES EXPENSES INCOME 

(600) Depreciation 
Expense­
Ga rage 

(600) 

600 

*The Accumulated Depreciation account has increased. It is shown as a decrease in the equation above because it is a contra account and causes total assets to 
decrease . 

4. Duffy purchased ten buses for $30,000 each at the beginning of January. The buses have 
an estimated useful life of five years, at which time the company plans to sell them for $6,000 
each. The monthly depreciation on the ten buses is as follows: 

10 x $30,000 - $6,000 = 10 x 
5 Years x 12 months 

$24.000 = $4,000 per month 
60months = 

The effect of the adjustment to record the depreciation on the buses for the first month 
can be identified and analyzed as follows: 

ACTIVITY: Operating 

ACCOUNTS: Accumulated Depreciation-Buses Increase Depreciation Expense- Buses Increase 

STATEMENT(S): Balance Sheet and Income Statement 

ASSETS 

Accumulated 
Depreciation­
Buses* (4,000) 

Balance Sheet Income Statement 

STOCKHOLDERS' -.,,__--------------- NET 
LIABILITIES + EQUITY REVENUES EXPENSES INCOME 

(4,000) Depreciation (4,000) 
Expense­
Buses 4,000 

*The Accumulated Depreciation account has increased. It is shown as a decrease in the equation above because it is a contra account and causes total assets to 
decrease. 

5. An insurance policy was purchased for $48,000 on January 1. The policy provides property 
and liability protection for a 24-month period. The effect of the adjustment to allocate the cost 
to expense for the f irst month can be identified and analyzed as follows: 

ACTIVITY: Operating 

ACCOUNTS: Prepaid Insurance Decrease Insurance Expense Increase 

STATEMENT(S): Balance Sheet and Income Statement 

ASSETS 

Prepaid 
Insurance (2,000) 

Balance Sheet Income Statement 

STOCKHOLDERS'----------------- NET 
LIABILITIES + EQUITY REVENUES EXPENSES INCOME 

(2,000) Insurance (2,000) 
Expense 2,000 

(Continued) 
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6. In addition to selling tickets on the bus. Duffy sells discount tickets at the terminal. The tick­
ets are good for a ride anytime within 12 months of purchase. Thus, as these t ickets are sold, 
Duffy increases Cash as well as a liability account. Discount Tickets Sold in Advance. The sale 
of $25,000 worth of these tickets was recorded during January. At the end of the first month, 
Duffy counts the number of tickets that has been redeemed. Because $20.400 worth of tickets 
has been turned in, this is the amount by which the company reduces its liability and recognizes 
revenue for the month. The effect of the adjustment can be identified and analyzed as follows: 

ACTlVITY: Operating 

ACCOUNTS: Discount Tickets Sold in Advance Decrease Discount Tacket Revenue Increase 

STATEMENT(S): Balance Sheet and Income Statement 

Balance Sheet Income Statement 
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STOCKHOLDERS· ...,~~~~~~~~~~~~~~~ NET 
ASSETS LIABILITIES + EQU ITY REVENUES - EXPENSES INCOME 

-------
Discount Tickets 

Sold in 
20.400 Discount 20.400 

Ticket 
Advance (20.400) Revenue 20.400 

7. Duffy does not need all of the space in its garage and rents a section of it to another com­
pany for $2,500 per month. The tenant has until the 10th day of the following month to pay its 
rent. The effect of the adjustment on Duffy's books on the last day of the month can be identi­
fied and analyzed as follows: 

ACTIVITY: Operating 

ACCOUNTS: Rent Receivable Increase Rent Revenue Increase 

STATEMENT(S): Balance Sheet and Income Statement 

Balance Sheet Income Statement 

STOCKHOLDERS· ...,~~~~~~~~~~~~~~~ NET 
INCOME ASSETS LIABILITIES + EQUITY REVENUES 

Rent Receivable 2,500 2,500 Rent Revenue 

8. Corporations pay estimated taxes on a quarterly basis. Because Duffy is preparing an income 
statement for the month of January, it must estimate its taxes for the month. We will assume a 
corporate tax rate of 34 % on income before tax. The computation of income tax expense is as fol­
lows. {The amounts shown for the revenues and expenses reflect the effect of the adjustments.} 

Revenues: 

Dai ly ticket revenue 

Discount ticket revenue 

Rent revenue 

Expenses: 

Gas. oil, and maintenance expense 

Wage and salary expense 

Depreciation expense 

Insurance expense 

Interest expense 

Net income before tax 

Times the corporate tax rate 

Income tax expense 

$30,000 

20.400 

2.500 

$12,000 

12,800 

4,600 

2,000 

1,500 

$ 52,900 

32,900 

$ 20 000 

x 0.34 

$ 6,800 

Based on this estimate of taxes, the effect of the final adjustment Duffy makes can be identi­
fied and analyzed as follows: 

(Continued) 

EXPENSES 

2,500 2,500 
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ACTIVITY: Operating 

ACCOUNTS: Income Tax Payable Increase Income Tax Expense Increase 
STATEMENT(S): Balance Sheet and Income Statement 

Balance Sheet Income Statement 

STOCKHOLDERS' ._..-+-~~~~~~~~~~~~~~- NET 
INCOME M 

------I ~ 
ASSETS LIABILITIES + EQUITY 

Income Tax 
Payable 6,800 

(6,800) 

REVENUES EXPENSES 
(6,800) 

·2 
Income Tax 

Expense 6,800 ~ 
1l. ........................................................................................................................................................ ~ 
8 

..................................................................................................... __ @ 

Income Statement and Balance Sheet for Duffy Transit 
Now that the adjustments have been made, financial statements can be prepared. An 
income statement for January and a balance sheet as of January 31 arc shown in Exhibit 
4 -4 . Each of the account balances on the statements was determined by taking the bal­
ances in the list of accounts on pp. 178- 179 and adding or subtracting as appropriate 

EXHIBIT 4-4 Financial Statements for Duffy Transit Company 

Assets 

Cash 

Rent receivable 

Prepaid insurance 

Land 

Buildings-garage 

Accumulated depreciation 

Equipment-buses 

Accumulated depreciation 

Total assets 

Revenues : 

Daily ticket revenue 

Discount ticket revenue 

Rent revenue 

Expenses: 

Gas, oil, and maintenance 

Wages and salaries 

Depreciation-garage 

Depreciation-buses 

Insurance 

Interest 

Income taxes 

Net income 

$160,000 

600 

$300,000 

4,000 

Duffy Transit Company 

Balance Sheet 

January 31 

$ 50,000 

2,500 

46,000 

20,000 

159,400 

296,000 

$573,900 

$30,000 

20,400 

2,500 

$12,000 

12,800 

600 

4,000 

2,000 

1,500 

6,800 

$52,900 

39,700 

$13,200 

Liabilities and Stockholders' Equity 

Discount tickets sold in advance 

Notes payable 

Interest payable 

Wages and salaries payable 

Income tax payable 

Capital stock 

Retained earnings 

Total liabi lities and stockhorders' equity 

$ 4,600 

150,000 

1,500 

2,800 

6,800 

400,000 

8,200 

$573,900 
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the necessary adjustments. Note the balance in Retained Earnings of $8,200. This amount 
was found by taking the net income of$13,200 and deducting the dividends of$5,000. 

Ethical Considerations for a Company 
on the Accrual Basis 
The accrual basis requires the recognition of revenues when earned and expenses when 
incurred regardless of when cash is received or paid. Adjustments are internal transactions 
in that they do not involve an exchange with an outside entity. Because adjustments do 
not involve another company, accountants may at times feel pressure from others within 
the organization either to speed or delay the recognition of certain adjustments. 

Consider the following two examples for a landscaping company that is concerned 
about its bottom line-that is, its net income. A number of jobs are in progress, but 
because of inclement weather, none of them are very far along. 

1. Management asks the accountant to recognize all of the revenue from a job in pro­
gress even though no significant work has been done on the job. 

2. The accountant has been asked to delay the recognition of various short-term 
accrued liabilities (and, of course, the accompanying expenses) until the beginning 
of the new year. 

T he "correct" response of the accountant to each of those requests may seem obvious: 
no revenue on the one job should be recognized, and all accrued liabi lities should be 
expensed at year-end. The pressures of the daily work environment make these decisions 
difficult for the accountant, however. The accountant must remember that his or her 
primary responsibility in preparing financia l statements is to portray the affai1·s of 
the company accurately to the various outside users. Bankers, stockholders, and 
others rely on the accountant to serve their best interests. 

. 
LOS Identify the four major types of adjustments and analyze their effects on the financial statements. 

• Adjustments are made at the end of an accounting period to update revenue or expense accounts in accordance with the 
revenue recognition and matching principles. 

• There are four basic categories of adjustments: 

• Adjustments where cash is paid before expenses are incurred-deferred expenses. 

• Adjustments where cash is received before revenues are earned-deferred revenues . 

• Adjustments where expenses are incurred before cash is paid-accrued liabilities. 

• Adjustments where revenues are recognized before cash is received-accrued assets. 

QUESTIONS Answers to these questions are on the last page of the chapter. 

1. A company owes its employees wages not yet paid at 2. A magazine publisher makes the appropriate entry when 
the end of an accounting period. The adjustment needed it receives cash in advance of providing magazines to its 
at the end of the period w ill include subscribers . When the magazines are delivered, the 
a. an increase in an expense and an increase in a· liability.• publ isher will make an adjustment that includes 
b. an increase in an expense and a decrease in an a. an increase in cash and an increase in revenue. 

asset. b. an increase in Accounts Receivable and an increase 
c. an increase in an expense and a decrease in cash. in revenue . 
d. a decrease in a liability and a decrease in an c. a decrease in a liability and an increase in revenue. 

expense. d. none of the above. ,J,-f~ ,.,,., 
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LO& Explain the steps in the 
accounting cycle and the signifi­
cance of each step. 

Accounting cycle 
A series of steps performed each 
period and culminating with the 
preparation of a set of financial 
statements. 
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The Accounting Cycle 

OVERVIEW: The accounting cycle consists of all of the steps performed each pe­
riod in order to prepare a set of financial statements. Some of the steps, such as jour­
nalizing transactions, are performed continuously, while others, such as preparing 
adjusting entries, are performed only at the end of the period. 

T his chapter has foc used on accrual accounting and the adjustments it necessitates. 
Adjustments are one key component in the accounting cycle. The accountant for a 
business fo llows a series of steps each period. The objective is always the same: collect 
the necessary information to prepare a set of financial statements. Together these 
steps make up the accounting cycle. T he name comes from the fact that the steps are 
repeated each period. 

T he steps in the accountin g cycle are shown in Ex hibit 4 -5 . Note that Step 1 
involves not on ly collecting information but also analyzing it . Tra nsaction ana lysis is 
probably th e most challenging of all of the steps in the acco unting cycle. It requi res 
the abi lity to thin k logically about an event and its effect on the financia l position of 
the entity . Once the transaction is analyzed, it is reco rd ed in the journal , as indi ­
cated by the second step in the ex hibit . T he first two steps in the cycle take place 
continu ously. 

Transactions are posted to the accounts on a periodic basis. T he frequency of post­
ing to the accounts depends on two facto rs: the type of accounting system used by a 
company and the volume of transactions. In a manual system, entries might be posted 
daily, weekly, or even monthly depending on the amount of activity. T he larger the 

EXHIBIT 4-5 Steps in the Accounting Cycle 

7. Close the 
account s 

6. Record and post 
adjustments 

5. Prepare financial 
statements 

1. Collect and analyze 
information from 
source documents 

End 
of the 
period 

Continuously 

4. Prepare 
work sheet 

2. Journalize 
transactions 

3. Post transactions to 
accounts in the ledger 

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

The Use of a Work Sheet 
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 work sheet 
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. Instead, it 
is a useful device to organize the information needed to prepare the financial statements 
at the end of the period. 

It 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. 

The Closing Process 
Step 7 in Exhibit 4-5 is the closing process. For purposes of closing the books, account­
ants categorize accounts into two types. 

1 . Balance sheet accounts are called real accounts because they are permanent in na­
ture. 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 nominal accounts. 
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. 

Closing entries serve two important purposes: ( 1) to return the balances in all tempo­
rary or nominal accounts to zero to start the next accounting period and (2) to transfer 
the net income (or net loss) and the dividends of the period to the Retained Earnings 
account. 

Interim Financial Statements 
Recall that certain steps in the accounting cycle are sometimes carried out only once a 
year rather than each month , as in the Duffy Transit Company example. For ease of illus­
tration, we assumed a monthly accounting cycle. Many companies adjust and close the 
accounts only once a year, however. They use a work sheet more frequently than that as 
the basis for preparing interim statements. Statements prepared monthly, quarterly, or at 
other intervals less than a year in duration arc called interim statements . Many compa­
nies prepare month ly financial statements for their own internal use. Simi larly, corpora­
tions whose shares are publicly u·aded on one of the stock exchanges are required to file 
quarterly financial statements with the SEC. 

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

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

Nominal accounts 
The name given to revenue, 
expense. and dividend accounts 
because they are temporary and are 
closed at the end of the period. 

Closing entries 
Journal entries made 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. 

Interim statements 
Financial statements prepared 
monthly, quarterly, or at other 
intervals less than a year in duration. 
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LOG Explain the steps in the accounting cycle and the significance of each step. 

• The accounting cycle involves seven steps that are repeated each period. (See Exhibit 4-5.) 

• Collecting and analyzing data and journal izing transactions occur on a continuous basis. 

• Periodically, transactions are posted to accounts in the ledger. ---- ~--------• At the end of the period, a work sheet is prepared, financial statements are prepared, adjustments are recorded and 
posted, and accounts are closed . 

QUESTIONS Answers to these questions are on the last page of the chapter. 

1. Which of the following steps in the accounting cycle is 2. Which of the following steps in the accounting cycle is 
not in the correct order? not performed at the end of the accounting period? 

a. Journalize transactions and post them to accounts 
in the ledger. 

a. Collect and analyze information from source 

b. Prepare a work sheet and prepare financial 
statements. 

c. Close the accounts and record and post 
adjustments. 

d. All of the above are in the correct order. 

documents. 
b. Prepare a work sheet. 
c. Record and post adjustments . 
d. Close the accounts. 

ACCOUNTS HIGHLIGHTED 
Account Titles Where It Appears In What Section 

Prepaid Insurance Balance Sheet Current Assets 
Accumulated Balance Sheet Noncurrent Assets 

Depreciation (contra) 
Deferred Revenue Balance Sheet Current Liabilities * 
Wages Payable Balance Sheet Current Liabilities 
Interest Payable Balance Sheet Current Liabilities 
Rent Receivable Balance Sheet Current Assets 

Page Number 

169 
170 

172 
174 
175 
177 

*If any part of deferred revenue will not be earned within the next year, it should be classified as a noncurrent liability. 

I<EY TERMS QUIZ 

Read each definition below and write the number of the definition in the blank beside the appro­
priate term. T he quiz solutions appear at the end of the chapter. 

_ _ _ Recognition Deferral 

- - - Historical cost Deferred expense 
Current value Deferred revenue ---
Cash basis Accrual - - -

- -- Accrual basis Accrued liability 
Revenues Accrued asset ---

- - -
Revenue recognition principle 

_ __ Matching principle 
_ _ _ Accounting cycle 

Work sheet - - -
___ Expenses 
_ _ _ Adjusting entries 
_ _ _ Straight-line method 

Contra account - --

Real accounts ---
Nominal accounts 

- --

- - - Closing entries 
Interim statements ---

1. A device used at the end of the period to gather the information needed to prepare financial 
statements without actually recording and posting adjustments. 



Warmup Exercises & Solutions 

2. Inflows or other enhancements of assets or settlements ofliabilities from delivering or pro­
ducing goods, rendering services, or conducting otl1er activities. 

3. Journal entries made at the end of a period by a company using tl1e accrual basis of 
accounting. 

4. Journal entries made at tl1c end oftl1e period to return t11e balance in all nominal accounts 
to zero and transfer the net income or loss and tl1c dividends of tile period to Retained 
Earnings. 

5. A liability resulting from the receipt of cash before t11e recognition of revenue. 
6. The name given to balance sheet accounts because they are permanent and are not closed 

at the end of the period. 
7. An asset resulting from the recognition of a revenue before tl1e receipt of cash. 
8. The amount of cash or its equivalent t11at could be received by selling an asset currently. 
9. The assignment of an equal amount of depreciation to each period. 

10. Cash has been paid or received but expense or revenue has not yet been recognized. 
11. A system of accounting in which revenues arc recognized when earned and expenses are 

recognized when incurred. 
12. Cash has not yet been paid or received but expense has been incurred or revenue earned. 
13. Financial statements prepared monthly, quarterly, or at other intervals less t11an a year in 

duration . 
14. Revenues arc recognized in the income statement when tlley are realized, or realizable, and 

earned. 
15. The process of recording an item in tile financia l statements as an asset, a liability, a reve­

nue, an expense, or the like. 
16. An asset resulting from the payment of cash before the incurrencc of expense . 
17. The name given to revenue, expense, and dividend accounts because tl1ey are temporary 

and arc closed at the end of the period. 
18. A system of accounting in which revenues are recognized when cash is received and 

expenses are recognized when cash is paid. 
19. A liability resulting from the recognition of an expense before tl1e payment of cash. 
20. The association ofrevenue ofa period witll all of tile costs necessary to generate tl1at revenue. 
21. An account with a balance tllat is opposite tl1at of a related account. 
22. The amount tllat is paid for an asset and that is used as a basis for recognizing it on the 

balance sheet and carryi ng it on later balance sheets . 
23 . Outflows or other using up of assets or incurrences of liabilities resulting from delivering 

goods, rendering services, or carrying out other activities. 
24. A series of steps performed each period and culminating with the preparation of a set of 

financial statements. 

ALTERNATE TERMS 

historical cost original cost 
asset unexpired cost 
deferred expense prepaid expense, 

prepaid asset 

deferred revenue unearned revenue 
expense expired cost 
nominal account temporary account 
real account permanent account 

WARMUP EXERCISES & SOLUTIONS 

Warmup Exercise 4-1 Prepaid Insurance 
ABC Corp. purchases a 24-month fire insurance policy on January 1, for $5,400 . 

Required 

Identify and analyze the effect of tile adjustment on January 31. 

(Continued) 
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Key to the Solution Determine what proportion and therefore what dollar amount of the policy 
has expired after one month . 

LOS Warmup Exercise 4-2 Depreciation 
DEF Corp . purchased a new car for one of its salespeople on March 1, for $25,000 . The esti ­
mated useful life of the car is four years with an estimated salvage value of $1,000 . 

Required 

Identify and analyze the effect of the adjustment on March 31. 

Key to the Solution Determine what dollar an1ount of the cost of the car should be depreciated 
and what amount should be depreciated each month. 

LOS Warmup Exercise 4-3 Interest on a Note 
On April 1, GHI Corp. took out a 12%, 120-day, $10,000 loan at its bank. 

Required 

Identify and analyze the effect of the adjustment on Apri l 30. 

Key to the Solution Determine the monthly interest cost on a loan that accrues interest at the 
rate of 12% per year. 

Solutions to Warmup Exercises 

Warmup Exercise 4-1 

ACTIVITY: Operating 
ACCOUNTS: Prepaid Insurance Decrease Insurance Expense Increase 

STATEMENT(S): Balance Sheet and Income Statement 

Balance Sheet Income Statement 

STOCKHOLDERS ' -...~-------------~ NET 
ASSETS LIABILITIES + EQU ITY REVENUES EXPENSES INCOME 

~~~~~~~~ 

Prepaid (225) Insurance (225) 
Insurance (225) Expense 225 

Warmup Exercise 4-2 

ACTIVITY: Operating 
ACCOUNTS: Accumulated Depreciation Increase Depreciation Expense Increase 

STATEMENT(S): Balance Sheet and Income Statement 

Balance Sheet Income Statement 

STOCKHOLDERS'------------------ NET 
ASSETS LIABILITIES + EQUITY REVENUES EXPENSES INCOME 

Accumulated (500) Depreciation (500) 
Depreciation * (500) Expense 500 

*The Accumulated Depreciation account has increased. It is shown as a decrease in the equation above because it is a contra account and causes total assets to 
decrease. 



Review Problem 

Warmup Exercise 4-3 

ACTIVITY: Operating 
ACCOUNTS: Interest Payable Increase Interest Expense Increase 

STATEMENT(S): Balance Sheet and Income Statement 

Balance Sheet Income Statement 

STOCKHOLDERs· ~~~~~~~~~~~~~~~~ NET 
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ASSETS LIABILITIES + EQUITY REVENUES EXPENSES INCOME 
~~~~~~~-

Interest ( 100) Interest (100) 
Payable 100 Expense 100 

REVIEW PROBLEM 

A list ofaccmmts for Northern Airlines at January 31 is shown. It reflects the recurring transactions 
for the month ofJanuary, but it does not reflect any month-end adjustments. 

Cash 
Parts Inventory 
Land 
Buildings-Hangars 
Accumulated Depreciation-Hangars 
Equipment-Aircraft 
Accumulated Depreciation-Aircraft 
Tickets Sold in Advance 
Capital Stock 
Retained Earnings 
Ticket Revenue 
Maintenance Expense 
Wage and Salary Expense 

T he following additional information is available: 

$ 75,000 
45,000 
80,000 

250,000 
24,000 

650,000 
120,000 
85,000 

500,000 
368,000 

52,000 
19,000 
30,000 

a. Airplane parts needed for repairs and maintenance arc purchased regularly, and the amounts 
paid are added to the asset account Parts Inventory. At the end of each month, the inventory 
is counted. At the end of January, the amount of parts on hand is $36,100. Hint: What 
adjustment is needed to reduce the asset account to its proper carrying value? Any expense 
involved should be included in Maintenance Expense. 

b. The estimated useful life of the hangar is 20 years with an estimated salvage value of $10,000 
at the end of its life. The original cost of the hangar was $250,000. 

c. The estimated useful life of the aircraft is ten years with an estimated salvage value of 
$50,000. The original cost of the aircraft was $650,000. 

d. As tickets are sold in advance, the amounts are added to Cash and to the liability account 
Tickets Sold in Advance . A count of the redeemed tickets reveals that $47,000 worth of tick­
ets were used during January. 

c. Wages and salaries owed but w1paid to employees at the end of January tota l $7,600. 
f. Northern rents excess hangar space to other companies. The amount owed but unpaid to 

Northern at the end ofJanuary is $2,500. 
g. Assume a corporate income tax rate of 34%. 

Required 

1. For each of the preceding items of additional information, identify and analyze the effect of 
the adjustment. 

2 . Prepare an income statement for January and a balance sheet at January 31. 
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1. 

a. 

b. 

c. 

Solution to Review Problem 

ACTIVITY: Operating 
ACCOUNTS: Parts Inventory Decrease Maintenance Expense Increase 

STATEMENT(S): Balance Sheet and Income Statement 

Balance Sheet Income Statement 

STOCKHOLDERS' ~,..._~~~~~~~~~~~~~~ 

ASSETS LIABILITIES + EQUITY REVENUES 

Parts (8,900) 
Inventory (8,900) 

ACTIVITY: Operating 
ACCOUNTS: Accumulated Depreciation-Hangars Increase 

Depreciation Expense-Hangars Increase 
STATEMENTISI: Balance Sheet and Income Statement 

Balance Sheet 

EXPENSES 

Maintenance 
Expense 8,900 

Income Statement 

STOCKHOLDERS' ._..t---~~~~~~~~~~~~~~-

ASSETS 

Accumulated 
Depreciation-
Hangars * (1 ,000) 

LIABILITIES + EQUITY 

(1 ,000) 

REVENUES EXPENSES 

Depreciation 
Expense­
Hangars 1,000 

NET 
INCOME 

(8,900) 

NET 
INCOME 

(1 ,000) 

*The Accumulated Depreciation account has increased. It is shown as a decrease in the equation above because it is a contra account and causes total assets to 
decrease. 

ACTIVITY: Operating 
ACCOUNTS: Accumulated Depreciation- Aircraft Increase 

Depreciation Expense-Aircraft Increase 
STATEMENT(S): Balance Sheet and Income Statement 

Balance Sheet Income Statement 

STOCKHOLDERS' ~,..._~~~~~~~~~~~~~~ 

ASSETS 

Accumulated 
Depreciation-
Aircraft* (5,000) 

LIABILITIES + EQUITY 

(5,000) 

REVENUES EXPENSES 

Depreciation 
Expense­
Aircraft 5,000 

NET 
INCOME 

(5,000) 

*The Accumulated Depreciation account has increased. It is shown as a decrease in the equation above because it is a contra account and causes total assets to 
decrease. 
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e. 

f. 

g. 

Review Problem 

ACTIVITY: Operating 
ACCOUNTS: Tickets Sold in Advance Decrease Ticket Revenue Increase 

STATEMENT(S): Balance Sheet and Income Statement 

Balance Sheet Income Statement 
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STOCKHOLDERS' ...,1------------------------------- NET 
ASSETS LI AB ILITIES + EQUITY REVENUES - EXPENSES INCOME 

- - ------
Tickets Sold in 47,000 Ticket 47,000 

Advance (47,000) Revenue 47,000 

ACTIVITY: Operating 
ACCOUNTS: Wages and Salaries Payable Increase Wage and Salary Expense Increase 

STATEMENT(SI: Balance Sheet and Income Statement 

ASSETS 

Balance Sheet Income Statement 

STOCKHOLDERS' .__,_.. __________________________ ~ 

LIABILITIES + EQU ITY 

Wages and Salaries (7,600) 
Payable 7,600 

ACTIVITY: Operating 

REVENUES EXPENSES 

Wage and Salary 
Expense 7,600 

ACCOUNTS: Rent Receivable Increase Rent Revenue Increase 
STATEMENT(S): Balance Sheet and Income Statement 

Balance Sheet Income Statement 

STOCKHOLDERS' ~----------------------------~ 

ASSETS LIAB ILITIES + EQU ITY REVENUES - EXPENSES 

NET 
INCOME 

(7,600) 

NET 
INCOME 

Rent 
Receivable 

2,500 Rent 2,500 
2,500 Revenue 2,500 

ACTIVITY: Operating 
ACCOUNTS: Income Tax Payable Increase Income Tax Expense Increase 

STATEMENT($): Balance Sheet and Income Statement 

Balance Sheet Income Statement 

STOCKHOLDERS' _..,1------------------------------- NET 
INCOME ASSETS LIABILITIES + EQUITY 

--- -----
Income Tax ( 10, 200) 

Payable 10,200 

REVENUES EXPENSES 

Income Tax 
Expense 10,200 

(10,200) 

(Continued) 
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2. Financial Statements: 

Northern Airlines 
Income Statement 

For the Month of January 
Revenues: 

Ticket revenue 
Rent revenue 

Expenses: 
Maintenance 
Wages and salaries 
Depreciation-hangars 
Depreciation-aircraft 
Income taxes 

Net income 

$99,000 
2,500 

$27,900 
37,600 

1,000 
5,000 

10,200 

$101,500 

81,700 
$ 19,800 

Northern Airlines 
Balance Sheet 

January 31 
Assets 

Cash $ 75,000 
Rent receivable 2,500 
Parts inventory 36,100 
Land 80,000 
Buildings-Hangars $250,000 

Accumulated 225,000 
depreciation 25,000 

Aircraft $650,000 
Accumulated 
depreciation 125,000 525,000 

Total assets $943,600 

QUESTIONS 

l. What is meant by the following statement? 
The items depicted in financial statements 
are merely representations of the real thing. 

2. What is the meaning of the fo llowing 
statement? The choice between historical 
cost and current value is a good example 
of the trade-offs in accounting that must 
sometimes be made. 

3. A realtor earns a 10% commission on the sale 
ofa $150,000 home. The realtor lists the 
home on June 5, the sale occms on June 12, 
and the seller pays the realtor the $15,000 
commission on July 8. When should the re­
altor recognize revenue from the ale assrnn­
ing (a) the cash basis of accow1ting and (b) 
the accrual basis of accounting? 

4. What does the fo llowing statement mean? 
If I want to assess the cash flow prospects 
fo r a company "down the road," I look at 
the company's most recent statement of 
cash flows . An income statement prepared 
under the accrual basis of accounting is 
useless for th is pmpose. 

Liabilities and Stockholders' Equity 

Tickets sold in advance $ 38,000 
Wages and salaries payable 7,600 
Income tax payable 10,200 
Capital stock 500,000 
Retained earnings 387,800 

Total liabilities and 
stockholders' equity $943,600 

5. What is the relationship between the time 
period assumption and accrual 
accounting? 

6. Is it necessary for an asset to be acquired 
when revenue is recognized? Explain yom 
answer. 

7. A friend says to you: "I just don't get it. 
Assets cost money. Expenses reduce 
income. There must be some relationship 
among assets, costs, and expenses-
I'm just not sure what it is!" What is 
the relationship? Can you give an 
example of it? 

8. What is the meaning of depreciation to the 
accountant? 

9 . What are the four basic types of adjust­
ments? Give an example of each. 

10. What is the difference between a real 
account and a nominal account? 

11. What two purposes are served in making 
closing entries? 
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BRIEF EXERCISES 

Brief Exercise 4-1 Measurement in Financial Statements 
What are two possible attribu tes to be measured when an item is to be included in financial state­
ments? What unit of money is used to measure items in the United States? 

Brief Exercise 4-2 Accrual Basis of Accounting 
For the fo llowing situations, indicate the date on which revenue would be recognized, assuming 
the accrual basis of accounting. 

a. On June 10, a customer orders a product over the phone. T he product is 
shipped to the customer on June 14, and the customer pays the amount owed 
on Ju ly 10. 

b. On March 15 , a law firm agrees to draft a legal document for a client. T he docu ­
ment is completed and delivered to the client on April 5, and the client pays the 
amo unt owed on May 2. 

c. A homeowner signs a contract on August 6 to have a company install a central 
air conditioning system. T he work is completed on August 30, and the ho me­
owner pays the amount owed on September 25. 

Brief Exercise 4-3 Revenue Recognition 
Explain whether a company must have an inflow of an asset to be able to recognize revenue. Also, 
give two examples of situations in which revenue is earned continuously over a period of time. 

Brief Exercise 4-4 Matching Principle 
Assume that a company purchases merchandise for resale on December 20, 201 2. T he merchan­
dise is still on hand on December 31, the company's year-end . On January 12, 2013 , the mer­
chand ise is sold to a customer. Explain how the merchandise will be treated on any of the 
financial statements at year-end. In which year will revenu e fro m the sale be recorded? In which 
year will cost of goods sold expense be recorded ? 

Brief Exercise 4-5 Adjustments 
For the following siniations, indicate the types of accoun ts affected in a year-end adjustment. Use 
the fo llowing legend : IA= Increase in Asset; DA = Decrease in Asset; IL = Increase in Liabili ty; 
DL= Decrease in Liability; IR = Increase in Revenue; IE = Increase in Expense. 

Accounts Affected Situation 

1. A company owes employees for wages earned but not yet paid . 
2. Rent is earned for the month, and the tenant is given until the 

10th of the following month to pay. 
3. A portion of an insurance policy paid for in advance has expired. 

4. A gih card is redeemed by its recipient. 

Brief Exercise 4-6 Steps in the Accounting Cycle 
Recall the steps in the accounting cycle shown in Exhibit 4 -5. Assume that a company does not 
prepare a work sheet. Which of the two remaining steps in the accounting cycle are perfo rmed in 
a different order than they would be if a work sheet were prepared? Explain your answer. 

EXERCISES 

Exercise 4-1 Revenue Recognition 
The highway department contracted with a p1ivate company to collect to lls and maintain facilities on a 
turnpike. Users of the turnpike can pay cash as they approach the toll booth, or they can purchase a 
pass. The pass is equipped with an electronic sensor that subtracts the toll fee from the pass balance as 

(Continued) 
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the motorist slowly approaches a special toll booth. The passes are issued in $10 increments. Refunds 
are available to motorists who do not use the pass balance, but they are issued very infrequently. Last 
year, $3,000,000 was collected at the traditional toll booths, $2,000,000 of passes were issued, and 
$1 ,700,000 of passes were used at the special toll booth. How much should the company recognize 
as revenue for the year? Explain how the revenue recognition rule should be applied in this case. 

L02 Exercise 4-2 Comparing the Income Statement and the Statement 
EXAMPLE 4-1, 4-2 of Cash Flows 

L04 
EXAMPLE 4-3 

LOS 
EXAMPLE 4-4, 4-5, 4-7, 

4-8, 4-10 

LOS 
EXAMPLE 4-4 

On January 1, Campus Internet Connection opened for business across tl1e street from Upper 
Eastern University. The company charges students a monthly fee of $20 and $ 1 for each hour 
they are online. During January, 500 students signed up for the service, and each wi ll have until 
the fifth of the following month to pay the monthly fee . By the end of January, 200 students had 
paid tl1e monthly fee. Student usage, payable at the time connected, was 3,000 hours during Jan­
uary. Assume that Campus uses the accrual basis of accounting. 

Required 

1. Prepare the Revenues section of Campus's income statement for the month ofJ anuary. 
2. Prepare the Cash Receipts section of Campus's statement of cash flows for the month of 

January. 
3. In addition to the Cash account, what other account will appear on Campus's balance sheet 

at the end of January? What amount will be in this account? 

Exercise 4-3 The Matching Principle 
Three methods of matching costs with revenue were described in the chapter: (a) directly match 
a specific form of revenue witl1 a cost incurred in generating that revenue, (b ) indirectly match a 
cost with the periods during which it will provide benefits or revenue, and ( c) immediately recog­
nize a cost incurred as an expense because no future benefits are expected. For each of the follow­
ing costs, indicate how it is normally recognized as expense by i11dicating either (a), (b ), or ( c ). If 
you tl1ink that more than one answer is possible for any of the situations, explain why. 

1. New office copier 
2. Monthly biJI from the utility company for 

electricity 
3. Office supplies 
4 . BiweekJy payroll for office employees 
5. Commissions earned by salespeople 
6. Interest incurred on a six-month loan from 

the bank 

Exercise 4-4 Accruals and Deferrals 

7 . Cost of inventory sold during the current 
period 

8. Taxes owed on income earned during cur­
rent period 

9. Cost of three-year insurance policy 

For the fo llowing situations, indicate whetl1er each involves a deferred expense (DE), a deferred 
revenue (DR), an accrued liability (AL), or aJl accrued asset (AA). 

Example: DE Office supplies purchased in advance of their use 

1. Wages earned by employees but not yet paid 
2. Cash collected from subscriptions in advance of publishing a magazine 
3. Interest earned on a customer loan for which principal and interest have not yet 

been collected 
4. One year's premium on life insurance policy paid in advance 
5. Office building purchased for cash 
6. Rent collected in advance from a tenant 
7. State income taxes owed at tl1e end of the year 
8. Rent owed by a tenant but not yet collected 

Exercise 4-5 Office Supplies 
Somerville Corp. purchases office supplies once a montl1 and prepares montlily financial state­
ments. The asset account Office Supplies on Hand has a baJance of $1 ,450 on May l. Purchases 
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of supplies during May amount to $1,100. Supplies on hand at May 31 amount to $920. Identify 
and analyze the effect of the adjustment on May 31. What will be the effect on net income for 
May if this adjustment is not recorded? 

Exercise 4-6 Prepaid Rent-Quarterly Adjustments 
On September 1, Northhampton Industries signed a six-month lease for office space, which is 
effective September 1. Northhampton agreed to prepay the rent and mailed a check for $12,000 
to the landlord on September l. Assume that Northhampton prepares adj ustments only four 
times a year: on March 31, June 30, September 30, and December 31. 

Required 

l. Compute the rental cost for each full month . 
2. Identify and analyze the effect of the transaction for the payment of rent on September 1. 
3. Identify and analyze the effect of the adjustment on September 30. 
4. Assume that the accountant prepares the adjustment on September 30 but forgets to record 

an adjustment on December 31. Will net income for the year be understated or overstated? 
by what amount? 

Exercise 4-7 Working Backward: Prepaid Insurance 
On December 31, 2012, Baxter Company reported $8,000 in prepaid insurance on its balance 
sheet. The insurer requires Baxter to pay the annual premium of $24,000 in advance. 

Required 

1. How much will Baxter recognize each month in insurance expense? 
2. On what date docs Baxter renew its insurance policy? Explain your answer. 

LOS 
EXAMPLE 4-4 

LOS 
EXAMPLE 4-4 

Exercise 4-8 Depreciation LOS 
On July 1, 2012, Dexter Corp. buys a computer system for $260,000 in cash. Assume that the EXAMPLE 4-5, 4-11 
computer is expected to have a fo ur-year life and an estimated salvage value of $20,000 at the 
end of that time. 

Required 

1. Identify and analyze the transaction for the purchase of the computer on July 1, 2012 . 
2. Compute the depreciable cost of the computer. 
3. Using the straight-line method, compute the monthly depreciation. 
4. Identify and analyze the adjustment to record depreciation at the end ofJuly 2012. 
5. Compute the computer's carrying value that will be shown on Dexter's balance sheet 

prepared on December 31, 2012. 

Exercise 4-9 Working Backward: Depreciation LOS 
Polk Corp . purchased new store fixtures for $55,000 on January 31 , 2010. Polk depreciates 
assets using the straight-line method and estimated a salvage value for the machine of $5,000. 
On its December 31, 2012, balance sheet, Polk reported the following: 

Property, plant, and equipment: 
Store fixtures 
Less: Accumulated depreciation 

Required 

$55,000 
15,000 $40,000 

I. What is the yearly amount of depreciation expense for the store fixtures? 
2. What is the estimated useful life in years for the store fixtures? Explain your answer. 

Exercise 4-10 Prepaid Insurance-Annual Adjustments 
On April l , 2012, Briggs Corp. purchases a 24-month property insurance policy for $72,000. 
The policy is effective immediately. Assume that Briggs prepares adjustments only once a year, on 
December 31. 

(Continued) 
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Required 

1. Compute the monthly cost of the insurance policy. 
2. Identify and analyze the transaction to record the purchase of the policy on April 1, 2012. 
3. Identify and analyze the adjustment on December 31, 2012. 
4 . Assume that the accow1tant forgets to record an adjustment on December 31, 2012. Will 

net income for the year ended December 31, 2012, be understated or overstated? Explain 
your answer. 

Exercise 4-11 Subscriptions 
Horse Country Living publishes a monthly magazine for which a 12-month subscription costs 
$30. All subscriptions require payment of the full $30 in advance. On August 1, the balance in 
the Subscriptions Received in Advance account was $40,500. During the month of August, the 
company sold 900 yearly subscriptions. After the adjustment at the end of August, the balance in 
the Subscriptions Received in Advance account is $60,000. 

Required 

1. Identify and analyze the transaction to record the sale of the 900 yearly subscriptions during 
the month of August. 

2. Identify and analyze the adjustment on August 31. 
3. Asswne that the accolll1tant made the correct entry during August to record the sale of the 

900 subscriptions but forgot to make the adjustment on August 31. Would net income for 
August be overstated or understated? Explain your answer. 

Exercise 4-12 Customer Deposits 
Wolfe & Wolfe collected $9,000 from a customer on April 1 and agreed to provide legal services 
during the next three months. Wolfe & Wolfe expects to provide an equal amount of services 
each month. 

Required 

1. Identify and analyze the transaction for the receipt of the customer deposit on April 1. 
2. Identify and analyze the adjustment on April 30. 
3. What will be the effect on net income for April ifthe adjustment in (2 ) is not recorded? 

Exercise 4-13 Concert Tickets Sold in Advance 
Rock N Roll produces an outdoor concert festival that runs from June 28, 2012, through July 1, 
2012. Concertgoers pay 80 for a fo ur -day pass to the festival, and all 10,000 tickets are sold out 
by the May 1, 2012, deadline to buy tickets . Assume that Rock N Roll prepares adjustments at 
the end of each month. 

Required 

1. Identify and analyze the transaction on May 1, 2012, assuming that all 10,000 tickets are 
sold on this date. 

2. Identify and analyze the adjustment on June 30 , 2012 . 
3. Identify and analyze the adjustment on July 31, 2012. 

" Exercise 4-14 Working Backward: Gift Card Liability 
Dexter Department Stores reported the following on its year-end balance sheets: 

Current Liabilities: 
Gift card liability 

December 31, 
2012 

$25,750 

December 31 , 
2011 

$22,640 

During 2012, gift cards redeemed at the stores an1ounted to 33,750. 

Required 

How much did Dexter receive during 2012 from the sale of gift cards? Explain your answer. 
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Exercise 4-15 Wages Payable 
Denton Corporation employs 50 workers in its plant. Each employee is paid $10 per hour and 
works seven hours per day, Monday through Friday. Employees are paid every Friday. The last 
payday was Friday, October 20. 

Required 

1. Compute the dollar amount of the weekly payroll. 
2. Identify and analyze the transaction on Friday, October 27, for the payment of the weekly 

payroll. 
3. Denton prepares monthly financial statements. Identify and analyze the adjustment on 

Tuesday, October 31, the last day of the month. 
4. Identify and analyze the transaction on Friday, November 3, for the payment of the weekly 

payroll. 
5. Will net income for the month of October be understated or over rated if Denton doesn't 

bother with an adjustment on October 31? Explain your answer. 
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Exercise 4-16 Interest Payable LOS 
Bi lli ngs Company takes out a 12%, 90-day, $100,000 loan with First National Bank on March 1, EXAMPLE 4-9, 4-11 

2012. 

Required 

1. Identify and analyze the transaction to take out the loan on March 1, 2012. 
2. Identify and analyze the adju tments for the months of March and April 2012. 
3. Identify and analyze the transaction on May 30, 2012, when Billings repays the principal and 

interest to First National. 

Exercise 4-17 Working Backward: Interest Payable 
On July 1, 2012, Rogers Corp. took out a 60-day, $100,000 loan at the bank. On July 31, 
2012, Rogers made the fo llowing adjustment: 

ACTIVITY: Operating 

ACCOUNTS: Interest Payable Increase Interest Expense Increase 

STATEMENT(S): Balance Sheet and Income Statement 

LOS 
EXAMPLE 4-9 

Balance Sheet Income Statement 

STOCKHOLDERS' ... 1--------------- NET 
ASSETS LIABILITIES + EQUITY REVENUES EXPENSES INCOME 

-------
Interest (500) Interest (500) 

Payable 500 Expense 500 

Required 

1. What is the interest rate on the loan? Explain your answer. 
2. Identify and analyze the adju tment on Roger Corp.'s books on August 31, 2012, when the 

company repays the principal and interest on the loan. 

Exercise 4-18 Interest Payable-Quarterly Adjustments L05 
Glendive takes out a 12%, 90-day, $100,000 loan with Second State Bank on March 1, 2012. EXAMPLE 4-9 

Assume that Glendive prepares adjustments only four times a year: on March 31, June 30, Sep-
tember 30, and December 31. 

(Continued) 
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Required 

1. Identify and analyze the transaction to take out the loan on March 1, 2012. 
2. Identify and analyze the adjustment on March 31, 2012 . 
3. Identify and analyze the adjustment on May 30, 2012, when Glendive repays the principal 

and interest to Second State Bank. 

Exercise 4-19 Property Taxes Payable-Annual Adjustments 
Lexington Builders owns property in Kaneland County. Lexington's 2011 property taxes 
amou nted to $50,000. Kaneland Coun ty will send out the 20 12 property tax bills to property 
owners during Apri l 2013. Taxes must be paid by June 1, 2013. Assume that Lexington prepares 
adjustments only once a year, on December 31 , and that property ta,xes for 2012 are expected to 
increase by 5% over those for 2011. 

Required 

1. Identify and analyze the adjustment to record the property taxes payable on December 31, 
2012. 

2. Identif)1 and analyze the transaction to record the payment of the 2012 property taxes on 
June 1, 2013 . 

Exercise 4-20 Interest Receivable 
On June 1, 2012, Micro Tel Enterprises lends $60,000 to MaxiDriver Inc . The loan wi ll be 
repaid in 60 days with interest at 10%. 

Required 

1. Identify and analyze the transaction on MicroTel's books on June 1, 2012. 
2 . Identify and analyze the adjustment on MicroTel's books on June 30, 2012. 
3. Identify and analyze the transaction on MicroTel's books on July 31, 2012, when Maxi ­

Driver repays the principal and interest. 

Exercise 4-21 Rent Receivable 
Hudson Corp. has extra space in its warehouse and agrees to rent it out to Sti llwater Company at 
the rate of $2,000 per month. T he space was made available to Stillwater beginning on eptem­
ber 1. Under the terms of the agreement, tillwater pays the month 's rent on the fifth day after 
the end of the month. Assume that Hudson prepares adjustments at the end of each month. 

Required 

1. How much revenue should Hudson record in September? How much revenue should 
Hudson record in October? 

2. Identif)1 and analyze the transactions, including any adjustments, on Hudson's books during 
the month of October. 

Exercise 4-22 Working Backward: Rent Receivable 
Randy's Rentals reported the following on its yea r-end balance sheets: 

Current Assets: 
Rent receivable 

December 31, 
2012 

$55,000 

December 31, 
2011 

$35,800 

Randy's rents space to a number of tenants, all of whom pay their monthly rent on the tenth of 
the fo llowing month . Randy's reported rent revenue for 2012 of$64,200. 

Required 

How much cash did Randy's collect from its tenants during 2012? Explain your answer. 
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Exercise 4-23 The Effect of Ignoring Adjustments on Net Income L05 
For each of the following independent situations, determine whether the effect of ignoring the EXAMPLE 4-4, 4-5, 4-6, 
required adjustment will result in an understatement (U), w ill result in an overstatement ( 0 ), or 4-8, 4-9, 4-10 
will have no effect ( E) on net income for the period. 

Effect on 
Situation Net Income 

Example: Taxes owed but not yet paid are ignored. 0 
1. A company fails to record depreciation on equipment. 
2. Sales made during the last week of the period are not recorded. 
3. A company neglects to record the expired portion of a prepaid insurance policy. (Its 

cost was originally recorded in an asset account.) 
4. Interest due but not yet paid on a long-term note payable is ignored. 
5. Commissions earned by salespeople but not payable until the 10th of the following 

month are ignored. 
6. A landlord receives cash on the date a lease is signed for the rent for the first six 

months and records Unearned Rent Revenue. The landlord fails to make any 
adjustment at the end of the first month. 

Exercise 4-24 The Effect of Adjustments on the Accounting Equation L05 
Determine whether recording each of the following adjustments wil l increase (I ), decrease (D ), EXAMPLE 4-4, 4-5, 4-6, 
or have no effect (NE) on each of the three clements of the accounting equation. 4-8, 4-9, 4-10 

Assets = Liabilities + Stock. Equity 

Example: Wages earned during the period but not yet paid 
are accrued. 
1 . Prepaid insurance is reduced for the portion of the policy 

that has expired during the period. 
2. Interest incurred during the period but not yet paid is accrued. 
3. Depreciation for the period is recorded. 
4. Revenue is recorded for the earned portion of a liability for 

amounts collected in advance from customers. 
5. Rent revenue is recorded for amounts owed by a tenant 

but not yet received. 
6. Income taxes owed but not yet paid are accrued. 

Exercise 4-25 The Accounting Cycle 

NE D 

T he steps in the accounting cycle are listed in random order. Fill in the blank next to each step to 
indicate its order in the cycle. The first step in the cycle is filled in as an example. 

Order 

Prepare a work sheet. 
Close the accounts. 

Procedure 

Collect and analyze information from source documents. 
Prepare financial statements . 
Post transactions to accounts in the ledger. 
Record and post adjustments. 
Journalize daily transactions. 

MULTI-CONCEPT EXERCISES 

Exercise 4-26 Revenue Recognition, Cash and Accrual Bases 
Hathaway Health C lub sold three-year memberships at a reduced rate during its opening promo­
tion. It sold 1,000 three-year nonrefundable memberships for $366 each. The club expects to sell 
100 additional three-year memberships for $900 each over each of the next two years. 

(Continued) 
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Membership fees are paid when clients sign up. The club's bookkeeper has prepared the follow­
ing income statement for the first year of busi.ness and projected income statements for Years 2 
and 3. 

Cash-basis income statements: 

Year 1 Year 2 Year3 

Sales $366,000 $90,000 $90,000 
Equipment* $100,000 $ 0 $ 0 
Salaries and wages 50,000 50,000 50,000 
Advertising 5,000 5,000 5,000 
Rent and utilities 36,000 36,000 36,000 

Net income (loss) $175,000 $ (1 ,000) $ (1 ,000) 

* Equipment was purchased at the beginning of Year 1 for $100,000 and is expected to last for three 
years and then to be worth $1,000. 

Required 

1. Convert the income statements for each of the three years to the accrual basis. 
2. Describe how the revenue recognition principle applies. Do you believe that the cash -basis 

or the accrual -basi income statements are more useful to management? to investors? Why? 

Exercise 4-27 Depreciation Expense 
During 2012, Carter Company acqui red three assets with the following costs, estimated useful 
lives, and estimated salvage values: 

Estimated Estimated 
Date Asset Cost Useful Life Salvage Value 

March 28 Truck $ 18,000 5 years $ 3,000 
June 22 Computer 55,000 10 yea rs 5,000 
October 3 Bui lding 250,000 30 years 10,000 

The company uses the straight-line method to depreciate all assets and computes deprecia­
tion to the nearest month . For example, the computer system will be depreciated for six months 
in 2012. 

Required 

1. Compute the depreciation expense that Carter will record on each of the three assets for 
2012 . 

2. Comment on the following statement: Accountants could save time and money by simply 
expensing the cost of long-term assets when they are purchased. In addition, this would be 
more accurate because depreciation requires estimates of usefu l life and salvage value. 

L04 • 5 Exercise 4-28 Accrual of Interest on a Loan 
EXAMPLE 4-9 On July 1, Paxson Corporation takes out a 12%, two-month, $50,000 loan at Friendly ational 

Bank. Principal and interest are to be repaid on August 31. 

Required 

l. Identify and analyze the transactions or adj ustments fo r July 1 to record the borrowing, for 
July 31 to record the accrual of interest, and for August 31 to record repayment of the prin­
cipal and interest. 

2. Evaluate the fo llowing statement: It wou ld be much easier not to bother with an adju tment 
on July 31 and simply record interest expense on August 31 when the loan is repaid . 



Problems 

PROBLEMS 

Problem 4-1 Adjustments LOS 

Kretz Corporation prepares monthly financial statements and therefore adjusts its accounts at the 
end of every month. The following information is available for March 2012: 

( a. Kretz Corporation takes out a 90-day, 8%, $15,000 note on March 1, 2012, with interest 1° O 

and principal to be paid at maturity. 
b. The asset account Office Supplies on Hand has a balance of$1,280 on March 1, 2012. Durfa 

ing March, Kretz adds $750 to the account for purchases during the period . A count of the 
supplies on hand at the end of March indicates a balance of $1,370. ~ ·l 1, 6 ~ q, b 

c. The company purchased office equipment last year for $62,600. The equipment has an esti -
mated usefol life of six years and an estimated salvage value of $5,000. - 1.;1'~ 0 

- VJ '·,) .,. 

d. The company's plant operates seven days per week with a daily payroll of $950. Wage earners ~. e 
are paid every Sunday. The last day of the month is Saturday, March 31. i.. \) oJ'\ S ~rJ.j: \r u..\l 

e. The company rented an idle warehouse to a neighboring business on February 1, 2012, at a L f P... 
rate of $2,500 per month. On this date, Kretz Corporation recorded Rent Collected in 
Adva nce for six months' rent received in advance. 

f. On March 1, 2012 , Kretz Corporation recorded a liability account, Customer Deposits, for \_. \ 
$4,800. This sum represents an amount that a customer paid in advance and that Kretz will ' 
earn evenly over a four-month period. 

g. Based on its income for the month, Kretz Corporation estimates that federal income taxes for \_ \... 
March amount to $3,900. 

Required 

1. For each of the preceding situations, identif)1 and analyze the adjustments to be recorded on 
March 31, 2012. 

2. Assume that Kretz reports income of $23,000 before any of the adjustments. What net 
income will Kretz report for March? 

Problem 4-2 Annual Adjustments 
Palmer Industries prepares annual financial statements and adjusts its accounts only at the end of 
the year. T he following information is available for the year ended December 31, 2012: 

a. Palmer purchased computer equipment two years ago for $15,000 . The equipment has an 
estimated usefltl life of five years and an estimated salvage value of $250. 

b. The Office Supplies account had a balance of $3,600 on Januat1' 1, 2012. During 2012, 
Palmer added $ 17 ,600 to the account for purchases of office supplies during the year. A 
count of the supplies on hand at the end of December 2012 indicates a balance ofSl,850. 

c. On August 1, 2012, Palmer created a liability account, Customer Deposits, for $24,000 . This 
sum represents an amount that a customer paid in advance and that will be earned evenly by 
Palmer over a six-month period. 

d . Palmer rented some office space on lovember 1, 2012, at a rate of $2,700 per month. On 
that date, Palmer recorded Prepaid Rent for three months' rent paid in advance . 

e. Palmer took out a 120-day, 9%, $200,000 note on 1 ovember 1, 2012, with interest and 
principal to be paid at maturity. 

f. Palmer operates five days per week with an average daily payroll of $500. Palmer pays its 
employees every Thursday. December 31, 2012, is a Monday. 

Required 

1. For each of the preceding situations, identify and analyze the adjustment to be recorded on 
December 31, 2012. 

2. Assume that Palmer's accountant forgets to record the adjustments on December 31, 2012. 
Will net income for the year be understated or overstated? by what amount? (Ignore the 
eflect of income taxes.) 

LOS 
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L05 Problem 4-3 Recurring Transactions and Adjustments 
Following arc Butler Realty Corporation's accounts, identified by number. The company has 
been in the real estate business for ten years and prepares financial statements montl1ly. Following 
the list of accounts is a series of transactions entered into by Butler. For each transaction, enter 
tl1e number(s) of the account(s) affected. 

Accounts 

1. Cash 11 . Notes Payable 
2. Accounts Receivable 12. Capital Stock, $1 O par 
3. Prepaid Rent 13. Paid-In Capital in Excess of Par 
4. Office Supplies 14. Commissions Revenue 
5. Automobiles 15. Office Supply Expense 
6. Accumulated Depreciation 16. Rent Expense 
7. Land 17. Salaries and Wages Expense 
8. Accounts Payable 18. Depreciation Expense 
9. Salaries and Wages Payable 19. Interest Expense 

10. Income Tax Payable 20. Income Tax Expense 

Transaction 

a. Example: Issued additional shares of stock to owners at amount in 
excess of par. 

b. Purchased automobiles for cash. 
c. Purchased land; made cash down payment and signed a 

promissory note for the balance. 
d. Paid cash to landlord for rent for next 12 months. 
e. Purchased office supplies on account. 
f . Collected cash for commissions from clients for properties sold 

during the month . 
g. Collected cash for commissions from clients for properties sold 

the prior month. 
h. During the month, sold properties for wh ich cash for commissions 

w ill be collected from clients next month . 
i. Paid for office supplies purchased on account in an earlier month. 
J. Recorded an adjustment to recognize wages and salaries incurred 

but not yet paid. 
k. Recorded an adjustment for office supplies used during the month. 
/. Recorded an adjusting entry for the portion of prepaid rent that 

expired during the month. 
m. Made required month-end payment on note ta ken out in (c); 

payment is part principal and part interest. 
n. Recorded adjustment for monthly depreciation on the autos. 
o. Recorded adjustment for income taxes. 

1 12 13 

L05 Problem 4-4 Use of Account Balances as a Basis for Annual 
Adjustments 
T he following account balances are taken from the records of Chauncey Company at December 
31, 2012. The Prepaid Insurance account rcpre ents the cost of a three-year policy purchased o n 
August 1, 2012. The Rent Collected in Advance account represents ilie cash received from a ten­
ant on June 1, 2012, fo r 12 months' rent beginning on tl1at date. The Note Receivable repre­
sents a nine-monili promissory note received fro m a customer on September 1, 2012. Principal 
and interest at an annual rate of9% will be received o n June 1, 2013. 

Prepaid Insurance 
Rent Collected in Advance 
Note Receivable 

$ 7,200 
6,000 

50,000 



Problems 

Required 

1. Identify a11d analyze the three necessary adjustments on the books of Chauncey on Decem­
ber 31, 2012. Assume that Chauncey prepares adjustments only once a year, on December 
31. 

2. Assume that adjustments arc made at the end of each month rather than only at the end of 
the year. What would be the balance in Prepaid Insurance before the December adj ustment 
was made? Explain your answer. 

Problem 4-5 Use of Account Balances as a Basis for Adjustments 
Bob Reynolds operates a real estate business. A list of accounts on April 30, 2012, before any 
adjustments arc recorded, appears as follows: 

Other Data 

Cash 
Prepaid Insurance 
Office Supplies 
Office Equipment 
Accumulated Depreciation-Office Equipment 
Automobile 
Accumulated Depreciation-Auto 
Accounts Payable 
Unearned Commissions 
Notes Payable 
Capital Stock 
Retained Earnings 
Dividends 
Commissions Earned 
Utilities Expense 
Salaries Expense 
Advertising Expense 

a. The monthly insurance cost is $50. 
b. Office supplies on hand on April 30, 2012, amount to $180. 

$15,700 
450 
250 

50,000 
5,000 

12,000 
1.400 
6,500 
9,500 
2,000 

10,000 
40,000 

2,500 
17,650 
2,300 
7.400 
1.450 

c. The office equipment was purchased on April 1. 2011 . On that date. it had an estimated useful life of 
ten years. 

d. On September 1, 2011, the automobile was purchased; it had an estimated useful life of five years. 
e. A deposit is received in advance of providing any services for first-time customers. Amounts 

received in advance are recorded initially in the account Unearned Commissions. Based on services 
provided to these first-time customers. the balance in this account at the end of April should be 
$5,000. 

f . Repeat customers are allowed to pay for services one month after the date of the sale of their 
property. Services rendered during the month but not yet collected or billed to these customers 
amount to $1,500. 

g. Interest owed on the note payable but not yet paid amounts to $20. 
h. Salaries owed but unpaid to employees at the end of the month amount to $2.500. 

Required 

1. For each of the items of other data (a) through (h ), identi fy and analyze the adjustment nec­
essary on April 30, 2012. 

2. Compute the net increase or decrease in net income for the month from the recognition of 
the adjustments in (1). (Ignore income taxes.) 

3. Note the balance in Accumulated Depreciation- Office Equipment of $5,000. Explain why 
the account contains a balance of$5,000 on April 30, 2012. 
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LOS Problem 4-6 Reconstruction of Adjustments from Account Balances 
Taggart Corp. records adjustments each month before preparing monthly financial statements. 
The following selected accou nt balances on May 31, 2012 and June 30, 2012, reflect month-end 
adjustments: 

May 31, 2012 June 30, 2012 

Required 

Prepaid Insurance 
Equipment 
Accumulated Depreciation 
Notes Payable 
Interest Payable 

$3,600 
9,600 
1,280 
9,600 
2,304 

$3,450 

9,600 
1,360 
9,600 
2,448 

1. The company purchased a 36-month insurance policy on June 1, 2011. Identify and analyze 
the adjustment necessary for in urance on June 30, 2012. 

2. What was the original cost of the insurance policy? Explain your answer. 
3. The equipment was purchased on February 1, 2011, for $9,600. Taggart uses straight-line 

depreciation and estimates that the equipment will have no salvage value. Identify and ana­
lyze the adjustment necessary for depreciation on June 30, 2012. 

4. 'vVhat is the equipment's estimated useful life in months? Explain your answer. 
5. Taggart signed a two-year note payable on February 1, 2011, for the purchase of the eq uip­

ment. Interest on the note accrues on a monthly basis and will be paid at maturity along with 
the principal amount of $9,600. Identify and analyze the adjustment necessary for interest 
on June 30, 2012. 

6. What is the monthly interest rate on the loan? Explain your answer. 

LOS Problem 4-7 Use of Account Balances as a Basis for Adjustments 
Four Star Video has been in the video rental bu iness for five years. The following is a Ii t of 
accounts for Four Star Video at May 31, 2012. It reflects the recurring transactions for the 
month of May but does not reflect any month-end adjustments. 

Cash 
Prepaid Rent 
Video Inventory 
Display Stands 
Accumulated Depreciat ion 
Accounts Payable 
Customer Subscriptions 
Capital Stock 
Retained Earnings 
Rental Revenue 
Wage and Salary Expense 
Utilities Expense 
Advertising Expense 

The following additional information is available: 

$ 4,000 
6,600 

25,600 
8,900 
5,180 
3,260 
4,450 
5,000 

22.170 
9,200 
2,320 
1,240 

600 

a. Four Star rents a store in a shopping mall and prepays the annual rent of 7,200 on April 1 of 
each year. 

b. The asset account Video Inventory represents the cost of videos purchased from suppliers. 
When a new title is purchased from a supplier, its cost is added to tl1is account. When a title 
has served its useful life and can no longer be rented (even at a reduced price), it is removed 
from the inventory in the tore. Based on the montl1ly cotmt, the cost of titles on hand at the 
end of May is $23,140. 

c. The display stands have an estimated useful life of five years and an estimated salvage value of 
$500. 

d. Wages and salaries owed but w1paid to employees at tl1e end of May amount to $1,450. 



Multi-Concept Problems 

e. In addition to individual rentals, Four Star operates a popular discount subscription program. Cus­
tomers pay an annual fee of $120 for an tmlimited number of rentals. Based on the $10 per month 
earned on each of these subscriptions, the amount earned for the month of May is $2,440. 

f. Four Star accrues income taxes using an estimated tax rate equal to 30% of the income for the 
month. 

Required 

1. For each of the items of add itional information, (a) through (f), identify and analyze the nec­
essary adj ustment on May 31, 2012. 

2. On the basis of the information you have, does Four Star appear to be a profitable business? 
Explain your answer. 

MULTI-CONCEPT PROBLEMS 

Problem 4-8 Revenue and Expense Recognition 
Two years ago, Darlene Darby opened a delivery service. Darby reports the following accounts 
on her income statement: 

Sales 
Advertising Expense 
Salaries Expense 

Rent Expense 

$69,000 
3,500 

39,000 

10,000 

These amounts represent two years of revenue and expenses. Darby asks you how she can tell 
how much of the income is from the first year of business and how much is from the second year. 
She provides the following additional data: 

a. Sales in the second year are double those of the first year. 
b. Advertising expense is for a $500 opening promotion and weekly ads in the newspaper. 
c. Salaries represent o ne employee for the first nine months and two employees for the remain­

der of the time. Each is paid the same salary. No raises have been granted. 
d. Rent has not changed since the business opened. 

Required 

Prepare income statements for Years 1 and 2 . 

Problem 4-9 Monthly Transactions, Adjustments, and Financial 
Statements 
Moonlight Bay Inn is incorporated on January 2, 2012, by its three owners, each of whom con­
tributes $20,000 in cash in exchange for shares of stock in the business. In addition to the sale of 
stock, the following transactions are entered into during the month ofJanuary: 
January 2: A Victorian inn is purchased for $50,000 in cash. An appraisal performed on this 

date indicates that the land is worth $15,000, and the remaining balance of the 
purchase price is attributable to the house. The owners estimate that the house will 
h.;_ve an estimated useful life of 25 years and an estimated salvage value of $5,000. 

January 3: A two-year, 12%, $30,000 promissory note was signed at Second State Bank. 

January 4: 

January 5: 
January 6: 

Interest and principal will be repaid on the maturity date of January 3, 2014. 
ew furniture for the inn is purchased at a cost of $15,000 in cash. I he furniture 

has an estimated useful life of ten years and no salvage value. 
A 24-month property insurance policy is purchased for $6,000 in cash. 
An advertisement for the inn is placed in the local newspaper. Moonlight Bay pays 
$450 cash for the ad, which will run in the paper throughout January. 

January 7: Cleaning supplies are purchased on account for $950. The bill is payable within 30 
days. 

(Continued) 
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January 15: 
January 16: 

January 31: 
January 31: 
January 31: 

Required 

Wages of $4,230 for the first half of the month are paid in cash. 

A guest mails the business $980 in cash as a deposit for a room to be rented for 
t\vo weeks. The guest plans to stay at the inn during the last week of January and 
the first week of February. 
Cash receipts from rentals of rooms for the month amount to $8,300. 
Cash receipts from operation of the restaurant for the month amount to $6,600. 
Each stockholder is paid $200 in cash dividends. 

l . Identify and analyze each of the preceding transactions. 
2. Prepare a list of accounts and their balances for Moonlight Bay at January 31, 2012. Reflect 

the recurring transactions for the month of January but not the necessary month -end 
adjustments. 

3. Identify and ana lyze the necessary adj ustments for each of the following: 

a. Depreciation of the house 
b. Depreciation of the furniture 
c. Interest on the promissory note 
d. Recognition of the expired portion of the insurance 
e. Recognition of the earned portion of the guest's deposit 
f. Wages earned during the second half of Janua1y amount to $5, 120 and will be paid on 

Februa1y 3. 
g. Cleaning supplies on hand on January 31 amount to $230. 
h. A gas and electric bill that is received from the city amounts to $740 and is payable by 

February 5. 
1. Income taxes arc to be accrued at a rate of 30% of income before taxes. 

4. Prepare in good form the following financial statements: 

a. Income statement for the month ended January 31, 2012 
b. Statement of retained earnings for the month ended Janua1y 31, 2012 
c. Balance sheet at January 31, 2012 

5. Assume that you are the loan officer at Second State Bank. (Refer to the transaction on Janu ­
ary 3. ) What are your reactions to Moonlight's first month of operations? Are you comforta­
ble with the loan you made? Explain your answer. 

ALTERNATE PROBLEMS 

LOS Problem 4-1 A Adjustments 
Flood Relief Inc. prepares monthly financial statements and therefore adjusts its accoun ts at the 
end ofeve1y month. The following information is available for June 2012: 

a. Flood received a $10,000, 4%, two-year note receivable from a customer for services ren­
dered. T he principal and interest are due on June 1, 2014. Flood expects to be able to collect 
the note and interest in full at that time. 

b. Office suppli es totaling $5,600 were purchased during the month. T he asset account Supplies 
is increased whenever a purchase is made. A count in the storeroom on June 30, 2012, indi ­
cates that supplies on hand amount to $507. T he supplies on hand at the beginning of the 
month total $475 . 

c. The company purchased machines last year for $170,000. The machines arc expected to be 
used for four years and have an estimated salvage value of $2,000. 

d . On June 1, the company paid $4,650 for rent for June, July, and August, and increased the 
asset Prepaid Rent. It did not have a balance on June 1. 

e. The company operates seven days per week with a weekly payroll of $7,000. Wage earners 
are paid every Sunday. The last day of the month is Saturday, June 30. 

f. Based on its income for the mo.nth, Flood estimates that federal income taxes for June 
amount to $2,900 . 



Alternate Problems 

Required 

1. For each of the preceding situations, identify and analyze the adjustment ncccssa1y on ] une 30, 
2012. 

2. Assume that Flood Relief reports income of $35,000 before any of the adjustments. What 
net income will Flood Relief report for ] unc? 

Problem 4-2A Annual Adjustments 
Ogonquit Enterprises prepares annual financia l statements and adjusts its accounts only at the 
end of the year. The fo llowing information is avai lable for the year ended December 31, 2012: 

a. Ogonquit purchased office furniture last year for $25,000. The furniture has an estimated 
useful life of seven years and an estimated salvage value of $4,000. 

b. The Supplies account had a balance of$1,200 on Janua1y 1, 20 12. During 2012, Ogonquit 
added $12,900 to the account for purchases of supplies during the year. A count of the sup­
plies on hand at the end of December 2012 indicates a balance of$900. 

c. On July 1, 2012, Ogonquit created a liability account, Customer Deposits, for $8,800. This 
sum represents an amount that a customer paid in advance and that wi ll be earned evenly by 
Ogonquit over an eight-month period. 

d. Ogonquit rented some warehouse space on September 1, 2012, at a rate of $4,000 per 
month. On that date, Ogonquit recorded Prepaid Rent for six months' rent paid in advance . 

e. Ogonquit took out a 90-day, 6%, $30,000 note on ovember 1, 2012 , with interest and 
principal to be paid at maturity. 

f. Ogonquit operates five days per week with an average weekly payroll of $4,150 . Ogonquit 
pays its employees every Thursday. December 31, 2012, is a Monday. 

Required 

I. For each of the preceding situations, identify and analyze the adj ustment necessary on De­
cember 31, 2012. 

2. Assume that Ogonquit's accountant forgets to record the adjustments on December 31, 
2012. Will net income fo r the year be understated or overstated? by what amount? (Ignore 
the effect of income taxes. ) 

Problem 4-3A Recurring Transactions and Adjustments 
Following arc the accounts of Dominique Inc., an interior decorator. The company has been in 
the decorating business for ten years and prepares quarterly financial statements. Following the 
list of accounts is a series of transactions entered into by Dominique. For each transaction, enter 
the numbcr(s) of the accoum(s) affected. 

Accounts 

1. Cash 11 . Capital Stock, $1 par 
2. Accounts Receivable 12. Paid-In Capital in Excess of Par 
3. Prepaid Rent 13. Consulting Revenue 
4. Office Supplies 14. Office Supply Expense 
5. Office Equipment 15. Rent Expense 
6. Accumulated Depreciation 16. Salaries and Wages Expense 
7. Accounts Payable 17. Depreciation Expense 
8. Salaries and Wages Payable 18. Interest Expense 
9. Income Tax Payable 19. Income Tax Expense 

10. Interim Financing Notes Payable 

Transaction 

a. Example : Issued additional shares of stock to owners; shares issued at 
greater than par. 1 11 12 

b. Purchased office equipment for cash . 
c. Collected open accounts receivable from customer. 
d. Purchased office supplies on account. 
e. Paid office rent for the next six months. 
f. Paid interest on an interim financing note. 
g. Paid salaries and wages. 
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Transaction 

h. Purchased office equipment; made a down payment in cash and 
signed an interim financing note . 

i. Provided services on account. 
j. Recorded depreciation on equipment. 

k. Recorded income taxes due next month . 
I. Recorded the used office supplies. 

m. Recorded the used portion of prepaid rent. 

LOS Problem 4-4A Use of Account Balances as a Basis for Annual 
Adjustments 
The fo llowing account balances are taken from the records of Laughercy Inc. at December 31 , 
201 2. T he Supplies account represents the cost of supplies on hand at the beginning of the year 
plus all purchases . A physical count on December 31, 201 2, shows only $1,520 of supplies on 
hand . The U nearned Revenue account represents the cash received fro m a customer on May 1, 
201 2, for 12 months of service beginning on that date. T he Note Paya ble represents a six-month 
promissory note signed with a supplier on September 1, 201 2. Principal and in terest at an annual 
rate ofl0% will be paid on March 1, 201 3. 

Required 

Supplies 
Unearned Revenue 
Note Payable 

$ 5.790 
1,800 

60,000 

l. Identi fy and analyze the adj ustments necessary on the books ofLaughercy on December 31 , 
2012 . Assume that Laugherty prepares adjustments only once a year, on December 31. 

2 . Assume that adjustments arc made at the end of each month rather than on ly at the end of 
the year. What would be the balance in U nearned Revenue before the December adjustment 
was made? Explain your answer. 

LOS Problem 4-5A Use of Account Balances as a Basis for Adjustments 
Lori Matlock operates a graphic arts business. A trial balance on June 30, 201 2, before recording 
any adjustments, appears as fo llows: 

Other Data 

Cash 
Prepaid Rent 
Supplies 
Office Equipment 
Accumu lated Depreciation-Equipment 
Accounts Payable 
Notes Payable 
Capital Stock 
Retained Earnings 
Dividends 
Revenue 
Utilities Expense 
Salaries Expense 
Advertising Expense 

a. The monthly rent is $600. 
b. Supplies on hand on June 30, 2012, amount to $1,290. 

$ 7,000 
18,000 
15,210 
46, 120 

4,000 
1,800 
2,000 

50,000 
24,350 

8.400 
46,850 

2,850 
19,420 
12,000 

c. The office equipment was purchased on June 1, 2011. On that date, it had an estimated useful 
life of ten years and a salvage value of $6, 120. 

d. Interest owed on the note payable but not yet paid amounts to $50. 
e. Salaries of $620 are owed but unpaid to employees at the end of the month. 



Alternate Problems 

Required 

1. For each of the items of other data, (a) through ( e ), identit)r and analyze the necessary adjust­
ments at June 30, 2012. 

2. Note the balance in Accumulated Depreciation-Equipment of $4,000. Explain why the 
account contains a balance ofS4,000 on June 30, 2012. 

Problem 4-6A Reconstruction of Adjustments from Account Balances LOS 
Zola Corporation records adjustments each month before preparing monthly financial state -
ments. The following selected account balances on May 31, 2012, and June 30, 2012, reflect 
month-end adjustments: 

May 31, June 30, 
Account Title 2012 2012 

Prepaid Rent $4,000 $3,000 

Equipment 9,600 9,600 

Accumulated Depreciation 800 900 

Notes Payable 9,600 9,600 

Interest Payable 768 864 

Required 

1. The company paid for a six-month lease on Apri l 1, 2012. Identify and analyze the adjust­
ment for rent on June 30, 2012. 

2. What amount was prepaid on April 1, 2012? Explain your answer. 
3. The equipment was purchased on September 30, 2011, for $9,600. Zola uses straight-line 

depreciation and estimates that the equipment will have no salvage value. Identify and ana­
lyze the adjustment for depreciation on June 30, 2012. 

4. What is the equipment's estimated useful life in months? Explain your answer. 
5. Zola signed a two-year note on September 30, 2011, for the purchase of the equipment. In ­

terest on the note accrues on a monthly basis and will be paid at maturity along with the 
principal amount of$9,600 . Identify and analyze the adjustment for interest expense on June 
30,2012. 

6 . What is the monthly interest rate on the loan? Explain your answer. 

Problem 4-7A Use of Account Balances as a Basis for Adjustments LOS 
Lewis and Associates has been in the termite inspection and treatment business for five years. The 
following is a list of accounts for Lewis on June 30, 2012. It reflects the recurring transactions 
for the month of June but does not reflect any month-end adjustments. 

Cash 
Accounts Receivable 

Prepaid Rent 
Chemical Inventory 

Equipment 

Accumulated Depreciation 
Accounts Payable 
Capital Stock 
Retained Earnings 
Treatment Revenue 
Wages and Salary Expense 
Utilities Expense 
Advertising Expense 

The following additional information is available: 

$ 6,200 
10,400 

4,400 
9,400 

18,200 

1,050 
1,180 
5,000 

25,370 
40,600 
22,500 

1,240 

860 

a. Lewis rents a warehouse with office space and prepays the annual rent of $4,800 on May l of 
each year. 

b. The asset account Equipment represents the cost of treatment equipment, which has an esti ­
mated useful life of ten years and an estimated salvage value of $200. 
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c. C hemical inventory on hand equals $ 1,300. 
d . Wages and salaries owed but unpaid to employees at the end of the month amoun t to 

$ 1,080. 
e. Lewis accrues income taxes using an estimated tax rate equal to 30% of the income for the 

month . 

Required 

1. For each of the items of additional information, (a) through (c), identify and analyze the nec­
essary adjustment on June 30, 2012 . 

2. On the basis of the info rmation you have, docs Lewis appear to be a profi table business? 
Explain your answer. 

ALTERNATE MULTI-CONCEPT PROBLEMS 

L03 • 4 Problem 4-SA Revenue and Expense Recognition 
Two years ago, Sue tern opened an audio book rental shop. Sue reports the fo llowing accounts 
on her income statement: 

Sales 
Advertising Expense 

Salaries Expense 

Depreciation on CDs 
Rent Expense 

$84,000 

10,500 

12,000 

5,000 
18,000 

T hese amo unts represent two years of revenue and expenses. Sue asks you how she can tell how 
much of the income is from the first year and how much is from the second year of business. She 
provides the fo llowing additional data: 

a. Sales in the second year are triple those of the first year. 
b. Advertising expense is for a $1,500 opening promotion and weekly ads in the newspaper. 
c. Salaries represent one employee who was hired eight months ago. o raises have been 

granted. 
d. Rent has not changed since the shop opened. 

Required 

Prepare income statements for Years 1 and 2. 

LOS • 6 Problem 4-9A Adjustments and Financial Statements 
The following account balances are available for Tenfour Trucking Company on Janua.1y 31, 2012: 

Cash 
Accounts Receivable 
Prepaid Insurance 
Warehouse 
Accumulated Depreciation-Warehouse 

Truck Fleet 
Accumulated Depreciation-Truck Fleet 

Land 

Accounts Payable 
Notes Payable 
Interest Payable 
Customer Deposits 
Capital Stock 
Retained Earnings 
Freight Revenue 
Gas and Oil Expense 

Maintenance Expense 
Wage and Salary Expense 

Dividends 

$ 27,340 
41,500 
18,000 
40,000 
21,600 

240,000 
112,500 

20,000 

32,880 
50,000 
4,500 
6,000 

100,000 
40,470 

165,670 
57,330 
26,400 

43,050 
20,000 



Decision Cases 

Required 

1. Identi fy and analyze the necessary adjustments at January 31, 2012, for each of the 
fo llowing: 

a. Prepaid insurance represents the cost of a 24-month policy purchased on January 1, 
2012. 

b. The warehouse has an estimated useful life of 20 years and an estimated salvage value of 
£4,000. 

c. The truck fleet has an esti mated useful life of six years and an estimated salvage value of 
$15,000 . 

d. The promissory note was signed on January l, 2011. Interest at an annual rate of9% and 
the principal of$50,000 are due on December 31, 2012. 

e. The customer deposits represent amounts paid in advance by new customers. A total of 
$4,500 of the balance in Customer Deposits was earned during January 2012. 

f. Wages and salaries earned by employees at the end of January but not yet paid amount to 
$8,200 . 

g. Income taxes arc accrued at a rate of 30% at the end of each month. 

2 . Prepare in good form the following financial statements: 

a. Income statement fo r t he month ended January 31, 2012 
b. Statement of retained earnings for the month ended January 31, 2012 
c. Balance sheet at January 31, 2012 

3. Compute Tenfour's current ratio. What does this ratio tell you about the company's liquidity? 
4. Compute Tcnfour's profit margin. What does this ratio tell you about the company's 

profitability? 

DECISION CASES 

Reading and Interpreting Financial Statements 

Decision Case 4-1 Comparing Two Companies in the Same Industry: 103 
Kellogg's and General Mills 
Refer to the financial information for Kellogg's and General Mills reproduced at the end of the 
book for the information needed to answer the following questions. 

Required 

1. Locate the note in each company's annual report in which it discusses revenue recognition. 
How docs each company describe the point at which it recognizes revenue from customers? 
Arc there any significant differences in the organizations' revenue recognition policies? 

2. What dollar amount docs Kellogg's report for accounts receivable on its most recent balance 
sheet? What percent of the company's total current assets arc comprised of accounts receiva­
ble? What is the dollar amount of Genera l Mills's receivables on its most recent balance 
sheet? What percent of total current assets is comprised of receivables? For which company 
docs its receivables constitute a higher percentage of its total current assets? 

Decision Case 4-2 Reading and Interpreting Nordstrom's Notes­
Revenue Recognition 
The following excerpt is taken from Note 1 on page 43 of Nordstrom 's 2010 lOK (amounts 
are in millions of dollars ): 

Net Sales 

We recognize revenue from sa les at our retail stores at the point of sale, net of estimated returns 
and excl uding sales taxes . Revenue from our sales to customers shipped directly from our stores 
and our online and catalog sales includes shipping revenue, when applicable, and is recognized 
upon estimated receipt by the customer. We estimate customer merchandise returns based on 
historical return patterns and reduce sales and cost of sales accord ingly. 
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The following excerpt on page 45 is from the same note: 

Gift Cards 

We recognize revenue from the sale of gift cards when the gift card is redeemed by the customer, 
or we recognize breakage income when the likelihood of redemption, based on historical experi­
ence, is deemed to be remote. 

Required 

1. According to the note, when does Nordstrom recognize revenue from sales in its retail 
stores? How does this differ from the way the company recognizes revenue from sales to cus­
tomers shipped directly from its stores, its catalog, and online sales? Why would the way in 
which revenue is recognized from these three types of sales differ? 

2. According to the note, how does ordstrom recognize reven ue associated with its gift cards? 
Assume that you buy a gift card for a friend. Identify and analyze the transaction Nordstrom 
records at the time you buy the card? Identify and analyze the adjustment Nordstrom records 
when your friend redeems the card? 

L03 Decision Case 4-3 Reading and Interpreting Sears Holdings 
Corporation's Notes-Revenue Recognition 
The following excerpt is taken from page 59 of the Sears Holdings Corporation (parent com­
pany of Kmart and Scars) 2010 annual report: "Revenues from the sale of service contracts and 
the related direct acquisition costs are deferred and amortized over the lives of the associated 
contracts, while the associated service costs are expensed as incurred ." 

Required 

1. Assume that you buy a wide-screen television from Scars for $2,500, including a $180 service 
contract that will cover three years. Why does Sears recognize the revenue associated with 
the service contract over its life even though cash is received at the time of the sale? 

2. How much revenue will Sears recognize from your purchase of the television and the service 
contract in Years 1, 2, and 3? (Assume a straight-line approach.) What corresponding 
account can you look for in the financial statements to determine the amount of service con­
tract revenue that will be recognized in the future? 

Making Financial Decisions 

L02 • 3 • 4 Decision Case 4-4 The Use of Net Income and Cash Flow to Evaluate 
a Company 
After you have gained five years of experience with a large CPA firm, one of your clients, Duke 
Inc. , asks you to take over as chief financia l officer for the business. Duke advises its clients on the 
purchase of software products and assists them in installing the programs on their computer sys­
tems. Because the business is relatively new (it began servicing clients in January 20 l 2 ), its 
accounting records arc somewhat limited. In fact, the only statement available is the following 
income statement for the first year: 

Duke Inc. 
Statement of Income 

For the Year Ended December 31, 2012 

Revenues $1,250,000 

Expenses: 
Salaries and wages $480,000 

Supplies 65,000 

Utilities 30,000 

Rent 120,000 
Depreciation 345,000 
Interest 138,000 

Total expenses 1,178,000 

Net income $ 72,000 



Decision Cases 

Based on its relatively modest profit margin of 5.76% (net income of $72,000 divided by reve­
nues of $1,250,000), you are concerned about joining the new business. To al leviate your con­
cerns, the president of the company is able to give you the following additional information: 

a. C lients are given 90 days to pay their bills for consulting services provided by Duke. On 
December 31, 2012, $230,000 of the revenues is yet to be collected in cash. 

b. Employees are paid on a monthly basis . Salaries and wages of $480,000 include the Decem­
ber payroll ofS40,000, which will be paid on January 5, 2013. 

c. The company purchased $100,000 of operating supplies when it began operations in January. 
The balance of supplies on hand at December 31 amounts to $35,000. 

d. Office space is rented in a downtown high-rise building at a monthly cost of $10,000. When 
the company moved into the office in January, it prepaid its rent for the next 18 months be­
ginning January 1, 2012 . 

e. On January 1, 2012, Duke purchased a computer system and related accessories at a cost of 
$1,725,000. The estimated useful life of the system is five years. 

f. The computer system was purchased by signing a three-year, 8% note payable for $1,725,000 
on the date of purchase. The principal amount of the note and interest for the three years are 
due on January 1, 2015. 

Required 

1. Based on the income statement and the additional information given, prepare a statement of 
cash flows for Duke for 2012. (Hint: Simply list all of the cash inflows and outflows that 
relate to operations.) 

2. On the basis of the income statement given and the statement of cash flows prepared in part 
( 1 ), do you think it would be a wise decision to join the company as its chief financial officer? 
Include in your response any additional questions that you believe are appropriate to ask 
before joining the company. 

Decision Case 4-5 Depreciation 
Jenner Inc., a graphic arts studio, is considering the purchase of computer equipment and soft­
ware for a total cost of$18,000. Jenner can pay for the eq uipment and software over three years 
at the rate of $6,000 per year. The equipment is expected to last 10 to 20 years, but because of 
changing technology, Jenner believes it may need to replace the system in as soon as three to five 
years . A three-year lease of similar equipment and software is available for $6,000 per year. Jen­
ner's accountant has asked you to recommend whether the company should purchase or lease 
the equipment and software and to suggest the length of time over which to depreciate the soft­
ware and equipment ifthe company makes the purchase. 

Required 

Ignoring the effect of taxes, would you recommend the purchase or the lease? Why or why not? 
Referring to the definition of depreciation, what appropriate useful life should be used for the 
equipment and software? 

Ethical Decision Making 

Decision Case 4-6 Revenue Recognition and the Matching Principle 
Listum & Sellum Inc. is a medium-sized midwestern real estate company. It was founded five 
years ago by its two principal stockholders, Willie Listum and Dewey Sellum. Willie is president 
of the company, and Dewey is vice president of sales. Listum & Sellum has enjoyed tremendous 
growth since its inception by aggressively seeking out listings for residential real estate and paying 
a generous commission to the selling agent. 

The company receives a 6% commission for selling a client's property and gives two-thirds of 
this, or 4% of the selling price, to the se lling agent. For example, if a house sells for $100,000, 
Listum & Sell um receives $6,000 and pays $4,000 of this to the selling agent. At the time of the 
sale, the company records increases in Accounts Receivable and Sales Revenue of $6,000 each. 

(Continued) 

213 

L04 

L02 • 3 • 4 • 5 



214 Chapter4 Income Measurement and Accrual Accounting 

The accounts receivable is normally collected within 30 days. Also at the time of sale, the com­
pany records increases in Commissions Expense and Commissions Payable of $4,000 each. Sales 
agents are paid by the 15th of the month following the month of the sale. In addition to the 
commissions expense, Listum & Sell um 's other two major expenses are advertising of listings in 
local newspapers and depreciation of the company's fleet of Cadillacs. (Dewey believes that all of 
the sales agents should drive Cadi llacs.) The newspaper ads wi ll ru n for one month, and the com­
pany has until the 10th of the following month to pay that month's bill. The automobiles are 
depreciated over fo ur years. (Dewey doesn't believe that any salesperson should drive a car that is 
more than four years old.) 

Due to a downturn in the economy in the Midwest, sales have been sluggish for the first 11 
months of the current year, which ends on Ju ne 30. Wi llie is very disturbed by the slow sales this 
particular year because a large note payable to the local bank is due in July and the company plans 
to ask the bank to renew the note for another three years. Dewey seems less concerned by the 
unfortunate timing of the recession and has some suggestions as to how he and Willie can "paint 
the rosiest possible picture for the banker" when they go for the loan extension in July. In fact, 
Dewey has some very specific recommendations for you as to how to account for transactions 
during June, the last month in the fiscal year. 

You arc the controller for Listum & Sellum and have been treated very well by Willie and 
Dewey since joining the company two years ago. In fact, Dewey insists that you drive the top-of­
the-line Cadillac. Following are his suggestions: 

First, for any sales made in June, we can record the 6% commission revenue immediately but 
delay recording the 4% commission expense until July, when the sales agent is paid. We record 
the sales at the same time we always have, the sales agents get paid when they always have, the 
bank sees how profitable we have been, we get our loan, and everybody is happy! 

Second, since we won't be paying our advertising bills for the month of June until July 10, 
we can wait until then to record the expense. The timing seems perfect since we are meeting with 
the bank for the loan extension on July 8. 

Third, since we will be depreciating the fleet of "Caddys" for the year ending ] unc 30, how 
about changing the estimated useful life on them to eight years instead of four years? We won't 
say anything to the sales agents; no need to rile them up about having to drive their cars for eight 
years. Anyhow, the change to eight years would just be for accounting purposes. In fact , we 
could even switch back to four years for accounting purposes next year. Likewise, the changes in 
recognizing commission expense and advertising expense don't need to be permanent either; 
these are just slight bookkeeping changes to help us get over the hump! 

Required 

1. Explain why each of the three proposed changes in accounting will result in an increase in 
net income for the year ending June 30. 

2. Identify any concerns you have with each of the three proposed changes in accounting from 
the perspective of GAAP. If these changes are made, do tJ1e financial statements faithfully 
represent what they claim to represent? Are these changes merely bookkeeping changes? 
Explain your answer. 

3. From an ethical perspective, identif)r any concerns you have with each of the three proposed 
changes in accounting. Do the proposed changes provide information that is free from bias? 
Explain your answer. 

4. Does the controller benefit by making the proposed changes? Are outsiders harmed? Explain 
your answers in tJ1e form of a memo written to the two owners. 

L04 Decision Case 4-7 Advice to a Potential Investor 
Century Company was organized 15 montJ1s ago as a management consulting firm . At that time, 
the owners invested a total of SS0,000 cash in exchange for stock. Century purchased equipment 
for $35 ,000 cash and supplies to be used in the business . The equipment is expected to last seven 
years witJ1 no salvage value. Supplies arc purchased on account and paid for in the month after 
tJ1e purchase. Century normally bas about $1 ,000 of supplies on hand. I ts client base has 
increased so dramatically that the president and chief financial officer have approached an investor 



Integrative Problem 

to provide additional cash for expansion. T he balance sheet and income statement for the first 
year of business are as fo llows: 

Century Company 
Balance Sheet 

December 31, 2012 

Assets Liabilities and Stockholders' Equity 

Cash 
Accounts receivable 
Supplies 

Equipment 

Total 

$10,100 Accounts payable 
1,200 Common stock 

16,500 Retained earnings 

35,000 

$62,800 Total 

Century Company 
Income Statement 

For the Year Ended December 31, 2012 

Required 

Revenues 

Wages and salaries 
Utilities 

Net income 

$60,000 

12,000 

$82,500 

72,000 

$10,500 

$ 2,300 
50,000 

10,500 

$62,800 

T he investor has asked you to look at these financial statements and give an opinion about Cen­
tu1y's future profitability. AJ:e the statements prepared in accordance with GAAP? Why or why 
not? Based on these two statements, what would you advise? What additional information would 
you need to give an educated opinion? 

SOLUTIONS TO IffiY TERMS QUIZ 

_1_5_ Recognition 
22 Historical cost 
8 Current value 
18 Cash basis 
11 Accrual basis 
2 Revenues 

___!±__ Revenue recognition principle 
_lQ_ Matching principle 
___1L Expenses 
__ 3_ Adjusting entries 
__ 2_ Straight-line method 

21 Contra account 

INTEGRATIVE PROBLEM 

10 
16 
5 

Deferral 
Deferred expense 
Deferred revenue 

12 Accrual 
_ 1_9_ Accrued liability 

7 Accrued asset 
~ Accounting cycle 

1 Work sheet 
6 Real accounts 
17 Nominal accounts 

__ 4_ Closing entries 
13 Interim statements 

Completing Financial Statements, Computing Ratios, 
Comparing Accrual versus Cash Income, and Evaluating the 
Company's Cash Needs 

Mountain Home Health Inc. provides home nursing services in the Great Smoky Mountains of 
Tennessee. When contacted by a client or referred by a physician, nurses visit the patient and dis­
cuss needed services with the physician. 
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Mountain Home Health earns revenue from patient services. Most of the revenue comes 
from billing insurance companies, the state of Tennessee, or the Medicare program. Amounts 
billed are recorded in the Bi ll ings Receivable account. Insurance companies, the state govern­
ment, and the federal government do not fully fund all procedures. For example, the state of 
Tennessee pays an average 78% of billed amOLmts. Mow1tain Home Health has already removed 
the uncollectible amounts from the Billings Receivable account and reports it and Medical Serv­
ices Revenue at the net amount. Services provided but not yet recorded totaled $16,000, net of 
allowances for uncollectible amounts. The firm earns a minor portion of its total revenue directly 
from patients in tl1e form of cash. 

Employee salaries, medical supplies, depreciation, and gasoli ne are tl1e major expenses. 
Employees are paid every Friday for work performed during tl1e Saturday-to-Friday pay period. 
Salaries amount to $800 per day. In 2012, December 31 falls on a Monday. Medical supplies (av­
erage use of $1,500 per week) are purchased periodically to support healthcare coverage. The in ­
ventory of supplies on hand on December 31 amounted to $8,653 . 

The firm owns five automobiles (all purchased at the same time ) that average 50,000 miles 
per year and are replaced every d1ree years. They typically have no residual value. The building 
has an expected life of 20 years witl1 no residual value. Straight-line depreciation is used on all of 
tl1e firm's assets. Gasoli ne costs, which are a cash expenditure, average 375 per day. The firm 
purchases a three-year extended warranty contract to cover maintenance costs. The contract costs 
$9,000 . (Assume equal use each year. ) 

On December 29, 2012, Mountain Home Healtl1 declared a dividend of £10,000, payable 
on January 15, 2013. The firm makes annual mortgage payments of principal and interest each 
June 30. The interest rate on tl1e mortgage is 6%. 

The following account balances are available for Mountain Home Health on December 31, 
2012: 

Required 

Cash 
Billings Receivable (net) 

Medical Supplies 
Extended Warranty 

Automobiles 
Accumulated Depreciation-Automobiles 
Building 
Accumulated Depreciation-Building 

Accounts Payable 

Dividend Payable 

Mortgage Payable 
Capital Stock 
Additional Paid-In Capital 
Retained Earnings 
Medical Services Revenue 

Salary and Wages Expense 
Gasoline Expense 
Utilities Expense 

Dividends 

$ 77.400 
151,000 
73,000 

3,000 
90,000 
60,000 

200,000 
50,000 
22,000 

10,000 
100,000 
100,000 
50,000 
99,900 

550,000 
288,000 
137,500 

12,000 
10,000 

1. Identify and analyze the necessary adjustments on December 31 , 2012. 
2. Prepare a statement of income and a statement of retained earnings for Mountain Home 

Health for the year ended December 31, 2012. 
3. Prepare a balance sheet for Mountain Home Health as of December 31, 2012. 
4. Compute tl1e following as of December 31, 2012: (a) working capital and (b) current ratio. 
5. Which of tl1e adjustments could cause a difference between cash- and accrual-based income? 
6. Mary Francis, controller of Mountain Ho me, became concerned about the company's cash 

flow after talking to a local bank loan officer. The firm tries to maintain a seven-week supply 
of cash to meet the demands of payroll , medical supply purchases, and gasoline. Determine 
the amount of cash Mountain Home needs to meet the seven-week supply. 
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ANSWERS TO POD REVIEW 
L01 1. b 2.a L04 1. b 2. c 
L02 1. c 2. b LOS 1. a 2. c 
L03 1. a 2.d LOG 1. c 2.a 



Inventories and Cost 
of Goods Sold 

AFTER STUDYING THIS CHAPTER, YOU SHOULD BE ABLE TO: 

L01 Identify the forms of inventory held by 
different types of businesses and the 
types of costs incurred. 

L02 Show that you understand how 
wholesa lers and retai lers account for sa les 
of merchandise. 

L03 Show that you understand how 
w holesalers and retai lers account for cost 
of goods sold. 

L04 Use the gross profit ratio to analyze a 
company's ability to cover its operating 
expenses and earn a profit. 

LOS Explain the re lationship between the 
valuation of inventory and the 
measurement of income. 

LO& Apply the inventory costing methods of 
specific identification, weighted average, 
FIFO, and LI FO by using a periodic 
system. 

A Look at the Previous Chapter Chapter 4 com­
pleted our introduction to the accounting model. That 
chapter examined the role of adjustments in an accrual 
accounting system. 

A Look at This Chapter Starting in this chapter, we 
move beyond the basic accounting model to consider the 
accounting tor the various elements in the financial state­
ments. We start by looking at how companies that sell a 

L07 Ana lyze the effects of the different costing 
methods on inventory, net income, 
income taxes, and cash flow. 

LOS Analyze the effects of an inventory error 
on various financia l statement items . 

L09 Apply the lower-of-cost-or-market ru le to 
the valuation of inventory. 

L010 Analyze the management of inventory . 

L011 Explain the effects that inventory 
transactions have on the statement of 
cash flows . 

L012 Explain the differences in the accounting 
for periodic and perpetual inventory 
systems and apply the inventory costing 
methods using a perpetual system 
(Appendix). 

product account for their inventories and the eventual 
sale of them. 

A Look at the Upcoming Chapter Each of the 
remaining chapters in this section of the book examines 
other assets of a company. Chapter 6 considers the most 
liquid of all assets, cash, and looks at the ways in which 
companies maintain control over it and other valuable 
assets. 



~ Billing itself as one of the world's largest specialty retailers, 
~ 
! Gap Inc. had its humble beginning when Doris and Don 
"E 

~ Fisher opened their first store in San Francisco in 1969. From 

that single store, the company has grown to operate over 

3,200 stores worldwide and to generate revenue that exceeded 

$14.6 billion in fiscal 2010. It counts among its brands some of 

the most recognizable in the world of apparel: Gap®, Banana 

Republic®, Old Navy'!¢, Athleta®, and Piperlime®. 

As a retailer, Gap Inc. measures success in terms of what it 

earns from buying and selling jeans and other clothing appa­

rel. The statements of income shown on the next page provide 

an accounting of the company's success in this regard. Net 

sales have ranged from a high of $14.7 billion in 2010 to a low 

of $14.2 billion in 2009. As is evident from the income state­

ments, the cost that a retailer pays for the merchandise that it 

sells is the most important factor in determining whether the 

company is profitable. For Gap Inc., "Cost of goods sold and 

occupancy expenses" amounted to $9.1 billion in 2008, but 

even with an increase in sales in 2010, this major cost dropped 

to $8.8 billion. One of the biggest challenges a retailer faces is 

controlling the cost of its inventory while at the same time 

ensuring the quality of its merchandise. 

Besides being important for retailers to control the cost 

of what they sell, it is also imperative that they minimize the 

amount of stock they carry at any one time. The cost of car­

rying inventory, including storage and insurance, can be sig­

nificant. Gap Inc. must minimize the amount of inventory on 

hand, but at the same time make sure it has enough mer­

chandise to meet customers' demands. The significance of 

inventory as an asset to Gap Inc. is indicated by the partial 

balance sheet shown on the next page. 

Why do you need to study this chapter? 

Inventory is the lifeblood of any company that sells a 

product, including Gap Inc. 

• You need to know how a company keeps track of the 

cost of its inventory. (See pp. 227-229.) 

• You need to know how the relationship between the 

company's sales and the cost of those sales can be 

used to help assess the company's performance. (See 

pp. 233-235.) 

• You need to know how inventory methods assign costs 

to the products sold. (See pp. 237-242.) 

• You need to know how the relationship between sales 

on the income statement and inventory on the balance 

sheet can be used to assess how well a company is 

managing its inventory. (See pp. 253-255.) 
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The Gap, Inc. 
Consolidated Statements of Income 

Fiscal Year 

($and shares in millions except per share amounts) Net Sales increased by 2010 2009 2008 

Net sales 3.3% in 2010. $14,664 $14,197 $14,526 
Cost of goods sold and occupancy expenses And the cost of the 8.775 8.473 9,079 
Gross profit products sold increased 5,889 5,724 5.447 
Operating expenses proportionately, by 3.6% 3,921 3,909 3,889 

Operating income 1,968 1,815 1,548 
Interest expense (reversal) (8) 6 1 
Interest income __ (6) __ (7) ____ill) 

Interest before income taxes 1,982 1,816 1,584 
Income taxes 778 714 617 

Net income $1,204 $1,102 $ 967 

Weighted-average number of shares-basic 636 694 716 
Weighted-average number of shares-diluted 641 699 719 

Earnings per share-basic $ 1.89 $ 1.59 $ 1.35 
Earni ngs per share-diluted $ 1.88 $ 1.58 $ 1.34 

Cash dividends declared and paid per share $ 040 $ 0.34 $ 0.34 

See Accompanying Notes to Consolidated Financial Statements 

($and shares in millions except par value) 

Assets 
Current assets: 

Cash and cash equivalents 
Short-term investments 
Merchandise inventory 
Other current assets 

Total current assets 

The Gap, Inc. 
Consolidated Balance Sheets (Partial) 

The company's inventory on 
hand increased during the year 
and represents over 40% of the 
current assets. 

January 29, 
2011 

$1 ,561 
100 

1,620 
645 

3,926 

January 30, 
2010 

$2,348 
255 

1.477 
614 

4,664 

See Accompanying Notes to Consolidated Financial Statements 

Source: Gap Inc. Form 10-K for 2010. 

L01 Identify the forms of inven­
tory held by different types of 
businesses and the types of 
costs incurred. 

The Nature of Inventory 

OVERVIEW: 
1. There are two types of inventory held by businesses: finished inventory, held by 

retailers and wholesalers, and materials inventory, held by manufacturers. 
2 . There are three types of inventory costs borne by manufacturers: direct materials, 

direct labor, and manufacturing overhead. 
3. There are three distinct forms of inventory for a manufacturer: raw materials, work 

in process, and finished goods. 



The Nature of Inventory 

In the retail automotive industry, inventory control is very important to the success of a com­
pany. Wendy Rosasco is a margin control specialist for the very successful Pep Boys. Pep 
Boys is a multi-billion dollar nationwide retail and service chain with over 700 stores across 
the United States and Puerto Rico. With a company this size, inventory valuation standards 
are critical to success. 

According to Wendy, there are several levels of inventory control for each store in the 
chain. Each week a store must conduct an out-of-stock audit. When a shelf or merchandise 
hook is empty, an associate, using an inventory hand-held unit, will scan the price label and 
verify the item is out of stock. In addition, once a week the store manager will run an audit var­
iance detail report for all items that have a +/- $100 variance. This allows each store to iden­
tify possible inventory mistakes from audits completed during the prior week. 

And finally, each fiscal year, through a rotating corporate schedule, every store is inven­
toried by an outside company that works with the store team to complete a full inventory of 
all merchandise assets. 

Wendy explains that accounting adjustments are made when a particular category is no 
longer being purchased from the same vendor, since this may present a change in cost. For 
example, if Pep Boys changes the vendor who supplies the company with batteries, there 
may be a change in cost. based on the new purchase agreement. 

Wendy stresses that timely inventory information is important for Pep Boys' category 
managers, analysts, and buyers who work closely with vendors and warehouses to ensure 
they have enough merchandise to fill store needs. 

The value of inventory is important when 
assessing a category line change when using a 

different vendor.'' 

T his chapter discusses accoun ting by companies that se ll products, o r what accoun t­
ants call inventory . Companies that se ll inventory can be broadly categorized into two 
types: 

• Retailers and wholesalers purchase inventory in finished form and hold it for 
resale. For example, as a retailer, Gap Inc. buys clothes directly from other compa­
nies and then offers tl1em for sale to consumers. 

• Manufacturers transform raw materials into a finished product prior to sale. A 
good example of a manufac turing company is IBM. It buys all of tl1e various mate­
rials that are needed to make computers and then sells the finished product to its 
customers. 

Whether a company is a wholesaler, retailer, or manufacturer, its inventory is an asset 
tl1at is held for resale in me normal course of business. T he distinction between inventory 
and an operating asset is the intent of the owner. For example, some o f the computers 
that IBM owns are operating assets because they are used in vario us activities of the busi­
ness , such as me payroll and accounting functions. Many more of tl1e computers IBM 
owns are inventory, however, because the company makes mem and intends to sell 
them. T his chapter is concerned witl1 the proper valuation of inventory and the related 
effect on cost of goods sold. 

Types of Inventory Cost and Forms of Inventory 
It is important to distinguish between the types of inventory costs incurred and the form 
the inventory takes. Wholesalers and retailers incur a single type of cost, tl1e purchase 
price, of the inventory tl1ey sell . On the balance sheet, tl1ey use a single account for in­
ventory, titled Merchandise Inventory. Wholesalers and retailers buy merchandise in 
fi nished form and offer it for resale without transforming the product in any way. 
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Merchandise Inventory 
The account wholesa lers and 
retailers use to report inventory l~e:d 
for resale. 
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Raw materials 
The inventory of a manufacturer 
before the addition of any direct 
labor or manufacturing overhead . 

Alternate term: Direct materials. 

Work in process 
The cost of unfi nished products in a 
manufacturing company. 

Alternate term: Work in progress. 

Finished goods 
A manufacturer's inventory 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. It is not unusual for inventories 
to account for half the total assets of a merchandise company. 

Three Types of Manufacturing Costs T he cost of invento1y to a merchan­
diser is limited to the product's purchase price, which may include other costs mentioned 
soon. Conversely, three distinct -types of costs are incurred by a manufacturer- direct 
materials, direct labor, and manufacturing overhead. Each is explained here. 

1. Direct materials, also called raw materials, are the ingredients used in making a 
product. T he costs of direct materials used in making a pair of shoes include the costs 
of fa bric, plastic , and rubber. 

2. Direct labor consists of the amounts paid to workers to manufacture the product. 
T he 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. 

Three Forms of Inventory for a Manufacturer In addition to t11e tl1ree 
types of costs incurred in a production process, tl1e inventory of a manufacturer takes 
three distinct forms. 

1. Direct materials or raw materials enter a production process in which t11ey are trans­
formed into a finished product by the addition of direct labor and manu facturing 
overhead. 

2. At any time, including t11e end of an accounting period , some of tl1e materials have 
entered tl1e process and some labor costs have been incurred but the product is not 
fi nished. T he cost of unfinished products is appropriately called work in process 
or work in progress. 

3. Inventory that has completed the prod uction process and is avai lable for sale is call ed 
finished goods. Finished goods are the equivalent of merchandise inventory for a 
retailer or wholesaler in that bot11 represent the inventory of goods held for sale . 

Many manufacturers disclose the dollar amounts of the various forms of inventory in 
t11eir annual report. For example, IBM disclosed on page 90 of its 2010 annual report 
tl1e fo llowing amounts, stated in millions of dollars: 

Inventories: at December 31 

Finished goods 

Work in process and raw materials 

Total 

Millions 

$ 432 

2,018 

$2,450 

As you can see, finished goods make up less than 18% of IBM's total inventories. 
However, this may not be t11 e case for other types of businesses, where finished goods 
are more significant. For example, consider t11e following excerpt from Note 7 of 
Caterpillar Inc. '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 $9,587 

As a company that makes construction machinery and other related products, Cater­
pillar has over one-hal f of its invento1y in fi nished products. 



Net Sales of Merchandise 

Exhibit 5-1 summarizes the relationships between the types of costs incurred and 
the forms of inventory for different types of businesses. 

EXHIBIT 5-1 Relationsh ips between Types of Businesses and Inventory Costs 

Type of Company Activities 

,, 

Assets on 
Balance Sheet 

Income Statement 
When Inventory Is Sold 

Retailer/ 
Wholesaler 

I. ·~ ,., Buys finished 
products 

~,.\. - Merchandise - Cost of goods sold 

Manufacturer 

,, 
1• 

~~ inventory 

Buys raw materials -
and then adds :~ 

Direct labor 
Overhead 

Raw materials 

Work in process 

Finished goods - Cost of goods sold 

L01 Identify the forms of inventory held by different types of businesses and the types of costs incurred. 

• Inventory is a current asset held for resale in the normal course of business. The nature of inventory held depends on 
whether a business is a resel ler of goods (wholesaler or retai ler) or a manufacturer. 

• Resellers incur a single cost to purchase inventory held for sale. 

• Manufacturers incur costs that can be classified as raw materials, direct labor, and manufacturing overhead. 

QUESTIONS Answers to these questions are on the last page of the chapter. 

1. The inventory of a retailer is limited to a single type of 2. The three forms or states in the development of inven-
cost, the purchase price of the inventory it sells. The tory for a manufacturer are 

three distinct types of cost to a manufacturer are a. direct materials, direct labor, and finished goods. 
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a. direct materials, direct labor, and work in process . b. direct materials, direct labor, and manufacturing i 
b. direct materials, direct labor, and manufacturing overhead. • 

overhead. c. direct materials, work in process, and finished goods. 
c. direct labor, manufacturing overhead, and finished goods. d. none of the above. 
d. none of the above. 

Net Sales of Merchandise 

OVERVIEW: Net sales represents sales less deductions for discounts and 
merchandise returned (returns and allowances) and is a key figure on the income 
statement. 

A condensed multiple-step income statement for Daisy's Running Depot is presented in 
Exhibit 5-2. First, note the period covered by the statement: for the year ended Decem­
ber 31, 2012. Daisy's ends its fiscal year on December 31; however, many merchandisers 
end their fiscal year on a date other than December 31. Retailers often choose a date to­
ward the end of January because the busy holiday shopping season is over and time can 
be devoted to closing the records and preparing financial statements. For example, 
Gap Inc. ends its fiscal year on the Satu rday closest to the end of January. 

We will coiicentrate on the first two items on Daisy's statement: net sales and cost of 
goods sold. The major difrerence bet\veen this income statement and one for a servic~com ­
pany is the inclusion of cost of goods sold. Because a service company does not sell a product, 
it does not report cost of goods sold. On the income statement of a merchandising company, 
cost of goods sold is deducted from net sales to anive at gross profit, or gross margin. 

L02 Show that you understand 
how wholesalers and retailers 
account for sales of 
merchandise. 

Gross profit 
Net sales less cost of goods sold. 

Alternate term: Gross margin. 
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EXHIBIT 5-2 Condensed Income Statement for a Merchandiser 

Net sales 

Daisy's Running Depot 
Income Statement 

For the Year Ended December 31 , 2012 

~).' $100,000 . '~ .. 
Cost of goods sold 

Gross profit 

,. "' 

·' 
'I A"' ~\.~ 

60,000 

"' $ 40,000 

J~ 29,300 •.. Selling and administrative expenses ... ,, ~ ' ~~ 
\ ~ '~ r ' \ I J• 1 ~', ,f • i: 

"<}, $ 10,700 
;" t ~-. 

. ~-· •., Net income before tax .• 'k ,_:. · ·•''. . . 
13~.. • ,\ r \~ .. c . }" j " .-,..~ii,, . i' ' ~ ..... 

~ 
'1 , \ ~·r, 4,280 

' 
";!Y1ijS'.· ·""' lncometaxexpense · ,,~ ~ ,. ••• "1 

~I* .. ~· 1~ ' t~~.i.t ~: 1 \ip. ' I ~ ~ • , ;~-l, ~. 
~ ~-' ... • ~"'(;'· Net income • '• ~:., · 1 

._..,I~ ... ..-_ ... :;-; ~ f ' .J ~ 1 

_,_, r't' .., J: :i··' $ 6,420 

9 ............................................................................................................................................ .. 

Net sales 
Sales revenue less sales returns 
and allowances and sales discounts. 

Sales revenue 
A representation of the inflow of 
assets. 

Alternate term: Sales. 

Sales Returns and Allowances 
Contra-revenue account used to 
record refunds to customers and 
reductions of their accounts. 

STUDY TIP 

Recall Accumulated Deprecia­
tion, a contra account intro­
duced in Chapter 4. It reduces a 
long-term asset. In other cases, 
such as this one involving sales, 
a contra account reduces an 
income statement account. 

The first section of Daisy's income statement is presented in Exhibit 5-3. Two 
deductions-for sales returns and allowances and sales discounts-are made from sales 
revenue to arrive at net sales . Sales revenue, or sales, is a representation of the inflow 
of assets, either cash or accounts receivable, from the sale of a product during the period . 

Sales Returns and Allowances 
The cornerstone of marketing is to satisfy the customer. Most companies have standard 
policies that allow the customer to return merchandise within a stipulated period of time. 
Nordstrom, the Seattle-based retailer, has a very liberal policy regarding returns. That 
policy has, in large measure , fueled its growth. A company's policy might be that a cus­
tomer who is not completely satisfied can return the merchandise anytime within 30 days 
of purchase for a fu ll refund. Alternatively, the customer may be given an allowance for 
spoiled or damaged merchandise- that is, the customer keeps tl1e merchandise but 
receives a credit for a certain amount in the account balance. Typically, a single account, 
Sales Returns and Allowances, is used to account for both returns and allowances . If 
the customer has already paid for the merchandise, either a cash refund is given or the 
credit amount is applied to future purchases. 

Credit Terms and Sales Discounts 
Most companies have a standard credit policy. Special notation is normally used to indi­
cate a particular firm's policy for granting credit. For example, credit terms of n/ 30 
mean that the net amount of the selling price (i.e., the amount determined after deduct-

~ ing any returns or alluwances) is due within 30 days of the date of the invoice. Net, l 0 
; EOM means that the net amount is due anytime within ten days after the end of the 
j month in which the sale took place . 
~ Another common clement of the credit terms offered to customers is sales discounts, 
~ a reduction from the selling price given for early payment. Assume that Daisy's offers a 

customer credit terms of 1/ 10, n/ 30. T his means that the customer can deduct 1 % fi-om 
the se lling price if the bill is paid within ten days of the date of the invoice. Normally, 
the discount period begins the day after the invoice date. If the customer docs not pay 
within the first ten days, the full invoice amount is due within 30 days. Finally, note that 
the use of n for net in t11is notation is a misnomer. Although the amount due is net of 

EXHIBIT 5-3 Net Sales Section of the Income Statement 

l-. ' 
·~ 

Daisy's Running Depot 
Partial Income Statement 

For the Year Ended December 31, 2012 

Sales revenue 

Less: Sales returns and allowances 

Sales discounts 

Net sales 

$103,500 

2,000 

1,500 

', ' 



Net Sales of Merchandise 

any returns and allowances, it is the gross amount that is due within 30 days. That is, no 
discount is given if the customer docs not pay early. 

Example 5-1 Determining Whether to Take a Discount 

Assume a $1,000 sale wi th a 1 % discount for payment with in the first ten days with the full 
amount due w ithin 30 days. Should a customer take advantage of this discount? 

If customer pays at end of ten days: $1 ,000 - 0.01 ($1 ,000) = $990 

So, $1,000 - $990, or $10, was saved by paying 20 days ea rly . 

Number of periods of 20 days in a year: 360/20 = 18 

Equivalent savings in a year: 18 x $10 = $180 

Rate of return : $180/$990 = 18.2% g' 

Conclusion: The customer should pay in the fi rst ten days un less another investment ca n be ~ 
found offeri ng a return in excess of 18.2%. ~ Sales Discounts 
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----------------------------------- ~ A contra-revenue account used to record discounts given to 

The Sales Discounts account is a contra-revenue account and thus reduces sales as 
shown on the partial income statement in Exhibit 5-3. 

customers for early payment of 
thei r accounts . 

HOT TOPICS 
L••0ki:i'.l (}\lt<1.·t1• i't\' 'J,1:i. ,; ~,1;n.f·'· f.:. .. :l'P·-.tttirnt11 s 

With the downturn in the 
economy, where does a 
U.S. retailer turn to boost its 
sales? In late 2010, Gap Inc. 
opened its first Gap and Ba­
nana Republic stores in Italy, 
as well as four stores in 
China, the most populous 

country in the world. The popular retailer's theme for the open­
e ing of two stores in Shanghai and another two in Beijing was 
~ "Let's Gap Together." Each store offers the full line of Gap col­
j lections, including Gap®, GapKids®, babyGap®, and GapBody®. 
} At the same time, the San Francisco-based retailer launched an 
~ onl ine retail store in China, www.gap.cn. 

It will be years before Gap can fully assess its decisions to 
expand into Italy and China. However, the early results are 
encouraging. In April 2011, the company announced that since 
their openings, the new stores in these two countries have been 
among the company's top 10% performing stores in the world . 
In fact, the retailer planned to open ten new stores in China and 
Italy in the year ahead . Stockholders, analysts, and competitors 
in the retail sector will be watching closely over the next few 
years to see if Gap's strategy to look outside the United States 
for growth opportunities will pay off. 

Source: Gap Inc. news releases: November 11, 2010, Novem­
ber 19, 2010, and April 19, 2011 . 

--
L02 Show that you understand how w holesalers and retai lers account for sales of merchandise. 

• Net sales represents sales less deductions for discounts and merchandise returned (returns and allowances) and is a key 
figure on the income statement. 

• Sales discounts are given to customers who pay their bills promptly. 

• Returns and allowances have the same effect on sales that sales discounts do; that is, they reduce sales. 

QUESTIONS Answers to these questions are on the last page of the chapter. 

1 . Net sales is equal to 2. What type of account is Sales Discounts? 

a. sales revenue less sales returns and allowances and a . contra-asset 
sales discounts. • b. revenue 

b. sales revenue less cost of goods sold. c. contra-revenue 
c. sales revenue less selling and administrative d. expense-

expenses. 
d. none of the above. 
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L03 Show that you understand 
how wholesalers and retailers 
account for cost of goods sold. 

Cost of goods available 
for sale 
Beginning inventory plus cost of 
goods purchased. 

Cost of goods sold 
Cost of goods available for sale 
minus ending inventory. 

Chapter 5 Inventories and Cost of Goods Sold 

Cost of Goods Sold 

OVERVIEW: Cost of goods sold is deducted from sales to determine the gross 
profit for the period. Cost of goods sold is found by adding the purchases of the period 
to the beginning inventory and then deducting the ending inventory. 

T he Cost of Goods Sold section of the income statement for Daisy's is shown in Exhibit 
5-4. Let's take a look at the basic model for cost of goods sold. 

The Cost of Goods Sold Model 
T he recognition of cost of goods sold as an expense is an excellent example of the match­
ing principle. Sales revenue represents the inflow of assets, in the form of cash and 
accounts receivable, from the sale of products during the period. Likevvise, cost of goods 
sold represents the outflow of an asset, inventory, from the sale of those same prod ucts. 
The company needs to match the revenue of the period with one of the most important 
costs necessary to generate the revenue, the cost of the merchandise sold. 

It may be helpful in understanding cost of goods sold to realize what it is not. Cost 
of goods sold is not necessarily equal to the cost of purchases of merchandise during the 
period. Except in the case of a new business, a merchandiser starts the year with a certain 
stock of inventory on hand , called beginning inventory. For Daisy's, beginning inventory 
is the dollar cost of merchandise on hand on January 1, 2012. During the year, Daisy's 
purchases merchandise. When the cost of goods purchased is added to begi1ming inven­
tory, the result is cost of goods available for sale. Just as the merchandiser starts the 
period with an inventory of merchandise on hand, a certain amount of ending inventory 
is usually on hand at the end of the year. For Daisy's, this is its inventory on December 
31, 2012. 

As shown in Exhibit 5-5, think of cost of goods available for sale as a "pool" of costs 
to be distributed between what was sold and what was not sold . If we subtract from the 
pool the cost of what did not sell , the ending inventory, we will have the amotmt that 
did sell , the cost of goods sold . Cost of goods sold is simply the difference between 
the cost of goods available for sale and the end ing inventory. 

Beginning inventory 

+ Cost of goods purchased 

= Cost of goods available for sale 

- Ending inventory 

= Cost of goods sold 

What is on hand to start the period 

What was acquired for resale during the period 

The "pool" of costs to be distributed 

What was not sold during the period and therefore is on 
hand to start the next period 

What was sold during the period 

EXHIBIT 5-4 Cost of Goods Sold Section of the Income Statement 

.J. . 

Daisy's Running Depot 
Partial Income Statement 

For the Year Ended December 31, 2012 

Cost of goods sold: 

Inventory, January 1, 2012 

Purchases 

Purchase discounts 

Net purchases 

Add: Transportation-in 

Cost of goods purchased 

Cost of goods available for sale 

Less: Inventory, December 31, 2012 

Cost of goods sold 



EXHIBIT 5-5 The Cost of Goods Sold Model 

Beginning inve ntory 

Cost of Goods 
Available for Sale 

Ending Inventory 
(amount not sold) 

Cost of Goods Sold 

Purchases of merchandise 

Cost of Goods Sold 
(amount sold) 
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Example 5-2 Calculating Cost of Goods Sold 

The amounts shown below are taken from the Cost of Goods Sold section of Daisy's income statement as shown in Exhibit 5-4. 

Description Item Amount 

Merchandise on hand to Beginning inventory $15,000 r-
¥ start the period 

Acquisitions of + Cost of goods purchased 63,000 A $3,000 excess of 

merchandise during the ending inventory 

period over beginning 
,__ inventory means 

Pool of merchandise = Cost of goods available for sale $ 78,000 that the CQmQany_ 

available for sale during bought ~3 OD.Ck -the period mor~ than it sold -($63,000 bought 

Merchandise on hand at - Ending inventory versus $60,000 

end of period 
(18,000) f-- sold). 

Expense recognized = Cost of goods sold $60,000 
on the income statement 

Notice that ending inventory exceeds beginning inventory by $3,000. That means that the cost of goods purchased exceeds cost of ~ 
goods sold by that same amount. Indeed, a key point for stockholders. bankers, and other users is whether inventory is building up, f 
that is. whether a company is not selling as much inventory during the period as it is buying. A buildup may indicate that the com- ~ 
pany's products are becoming less desirable or that prices are becoming uncompetitive. ~ 

u 

---------------------------------------------------------------------------------------------------- @ 
Inventory Systems: Perpetual and Periodic 
Before looking more close ly at the accounting fo r cost of goods sold , you need to under­
stand the d ifference between the perio dic and the perpetual inventOl1' systems. All busi­
nesses use o ne of these two distinct approaches to account fo r invento ry. With the 
perpetual system, the Inventory accoun t is updated perpetually after each sa le o r pur­
chase of merchandise. Converse ly, with the periodic system, the Inventory account is 
updated only at the end of the period . 

In a perpetual system , every time goods are purchased, the Inventory accoun t is 
increased . W hen that inventory is sold , the accoun tant records an ent11' to recognize the 
cost of the goods sold and the decrease in the cost of inve nto11' o n hand . 

Perpetual system 
A system in which the Inventory 
account is increased at the time of 
each purchase and decreased at the 
time of each sale. 

Periodic system 
A system in which the Inventory 
account is updated only at the end 
of the period. 
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Example 5-3 Recording Cost of Goods Sold in a Perpetual System 

Assume that Daisy's sells a pair of running shoes that costs the company $70. In addition to the entry to record the sale, Daisy's 
would also record an adjustment that can be identified and analyzed as fol lows: 

ACTIVITY: Operating 
ACCOUNTS: Inventory Decrease Cost of Goods Sold Increase 

STATEMENT(S): Balance Sheet and Income Statement 

Balance Sheet Income Statement 

STOCKHOLDERS' .....,~-------------- NET 
ASSETS LIABILITIES + EQUITY REVENUES EXPENSES INCOME 

Inventory (70) (70) Cost of Goods 
Sold 70 

(70) ~ .... ________________________________________________________________________________________________ .... 
~ 

9----------------------------------------------------------------------------------------------------
Thus, at any point during the period, the Invent01y account is up to date . It has been 

increased for the cost of purchases during the period and reduced for the cost of the sales. 
Why don't all companies use the perpetual sy tern? Depending on the volume of in-

ventory transactions (i.e., purchases and sales of merchandise ), a perpetual system can be 
extremely costly to maintain. Historically, businesses with a relatively small volume of 
sales at a high unit price have used perpetual systems. For example, dealers in automo­
biles, furniture, appliances, and jewelry normally use a perpetual system. Each purchase 
of a unit of merchandise, such as an automobile, can be easily identified and an increase 
recorded in the Inventory account. For instance, when an auto is sold, the dealer can 
determine the cost of the particular car sold by looking at a perpetual inventory record. 

To a certain extent, the ability of mass merchandisers to maintain perpetual inven­
tory records has improved with tl1e advent of point-of-sale terminals . When a cashier 
rw1s a can of corn over the sensing glass at tl1e checkout stand and tl1e bar code is read , 

!l the company's computer receives a message that a can of corn has been sold. In some 
i companies, however, an update of the inventory record is in units only and is used as a 
j means to determine when a product needs to be reordered. The company still relies on a 
~ periodic system to maintain tl1e dollar amount of inventory. The remainder of tl1is chap­
~ ter limits its discussion to tl1e periodic system. The perpetual system is discussed in more 

detail in the appendix to tl1is chapter. 

Beginning and Ending Inventories 
in a Periodic System 
In a periodic system, tl1e Inventory account is not updated each time a sale or purchase is 
made. Throughout the year, the Inventory account contains the amount of merchandise 
on hand at the beginning of the year. T he account is adjusted only at tl1e end of the year. 
A company using tl1e periodic system must physically count tl1e units of inventory on 
hand at the end of tl1e period. T he number of units of each product is then multiplied 
by the cost per unit to determine the dollar amo unt of ending inventory. Refer to 
Exhibit 5-4 for Daisy's Running Depot. The procedure just described was used to deter­
mine its ending invento1y of 18,000. Because one period 's ending inventory is tl1e next 
period's beginning invento1y, tl1e beginning inventory of $15 ,000 was based on the 
count at the end of tl1e prior year. 

In summa1y, tl1e ending inventory in a periodic system is determined by counting the 
merchandise, not by looking at the Inventory account at the end of tl1e period. The peri ­
odic system results in a trade-off. Use of the periodic system reduces record keeping, but 
at the expense of a certain degree of control. Losses of merchandise due to tl1efi:, breakage, 
spoilage, or other reasons may go undetected in a periodic system because management 
may assume that all merchandise not on hand at tl1e end of the year was sold . In a retail 
store, some of the merchandise may have been shoplifted rather tl1an sold . In contrast, 
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with a perpetual inventory system, a coLmt of inventory at the end of the period serves as a 
control device. For example, if the Inventory account shows a balance of $45,000 at the 
end of the year but only $42,000 of merchandise is counted, management is able to inves­
tigate the discrepancy. No such control feature exists in a eriodic s stem. 

In addition to the os o , e use o a periodic system pre ents a dilemma 
when a company wants to prepare interim fi nancial statements. Because most companies 
that use a periodic system find it cost prohibitive to count the entire inventory more than 
once a year, they use estimation techniques to determine inventory for monthly or quar­
terly statements. These techniques are discussed later in this chapter. 

Cost of Goods Purchased 
The cost of goods purchased section of Daisy's income statement is shown in Exhibit 5-6. 
T he company purchased $65,000 of merchandise during the period. Two amounts are 
deducted from purchases to arrive at net purchases: purchase returns and allowances of 
$1,800 and purchase discounts of $3,700. The cost of $3,500 incurred by Daisy's to ship 
the goods to its place of business is called transportation-in and is added to net pLLr­
chases of $59,500 to arrive at the cost of goods purchased of $63,000. Another name for 
transportation-in is freight-in. 

Purchases Purchases is the temporary account used in a periodic inventory system 
to record acquisitions of merchandise. 

Example 5-4 Recording Purchases in a Periodic System 
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Transportation-In 
An adjunct account used to record 
freight costs paid by the buyer. 

Alternate term: Freight-In. 

Purchases 
An account used in a periodic 
inventory system to record 
acquisitions of merchandise. 

Assume that Daisy's buys shoes on account from Nike at a cost of $4,000. The effect of this transaction is to increase liabilities and 
increase cost of goods sold, which is an expense. The effect of the transaction can be identified and analyzed as follows: 

ASSETS 

ACTIVITY: Operating 

ACCOUNTS: Accounts Payable Increase Purchases Increase 

STATEMENT(S): Balance Sheet and Income Statement 

Balance Sheet Income St atement 

STOCKHOLDERS' ~,...._-------------- NET 
LIABILITIES + EQUITY REVENUES EXPENSES INCOME M 

--------- -----< iii 
Accounts 
Payable 4,000 

( 4, 000) Purchases 4,000 (4,000) go 
E 
~ 
~ ....................................................................................................... ! 

.................................................................................................. __ @ 

It is important to understand that Purchases is not an asset account . It is included in 
the income statement as an integral part of the calcula ·and{ cost of goods sold and is 
therefore sh~w1~ as an incrcas~ in expen~es and thi.1 reductioJ in net income and stock-
holders' eqwty 111 the accountmg equation. · - · - -

. 
EXHIBIT 5-6 Cost of Goods Purchased 

Purchases 

Daisy's Running Depot 
Partial Income Statement 

For the Year Ended December 31, 2012 

Less: Purchase returns and allowances 

Purchase discounts 

Net purchases 

Add: Transportation-in 

Cost of goods purchased 



:? 
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Purchase 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. 

Chapter 5 Inventories and Cost of Goods Sold 

Purchase Returns and Allowances Returns and allowances were discussed 
earlier in the chapter from the seller's point of view. From the buyer's standpoint, pur­
chase returns and allowances are reductions in the cost to purchase merchandise. Rather 
than record these red uctions directly in the Purchases account, the accountant uses a 
separate account. The account Purchase Returns and Allowances is a contra account 
to Purchases. The use of.a contra account allows management to monitor the amou nt of 
returns and allowances. For example, a large number of returns during tl1e period rela­
tive to tl1e amount purchased may signal that tl1e purchasing department is not buying 
from reputable sources. 

Example 5-5 Recording Purchase Returns in a Periodic System 

Suppose that Daisy's returns $850 of merchandise to Nike for credit on Daisy's account. The return decreases both liabilities and 
purchases. Note that because a return reduces purchases, it has the effect of reducing expenses and increasing net income and 
stockholders ' equity. The effect of the transaction can be identified and analyzed as follows: 

ASSETS 

ACTIVITY: Operating 

ACCOUNTS: Accounts Payable Decrease Purchase Returns and Allowances Increase 

STATEMENT(S): Balance Sheet and Income Statement 

Balance Sheet 

LIABILITIES 

Accounts 
Payable (850) 

Income Statement 

STOCKHOLDERS'~~-------------

+ EQUITY REVENUES EXPENSES 

850 Purchase Returns 
and Allowances* (850) 

NET 
INCOME 

850 

~ 
~ *The Purchase Returns and Allowances account has increased. It is shown as a decrease because it is a contra-purchases account and causes expenses to decrease. 
l!I, 

~ ----------------------------------------------------------------------------------------------------~ 

~ ----------------------------------------------------------------------------------------------------
The effect of an allowance for merchandise retained rather than retu rned is the same as 
the effect of a return. 

Purchase Discounts Discounts were discussed earlier in the chapter from the sell­
er's viewpoint. Merchandising companies often purchase inventory on terms that allow for 
a cash discount for early payment, such a 2/ 10, n/ 30. To the buyer, :.l cash discount is 
cal led a purchase discount and results in a reduction of the cost to purchase merchandise. 
Management must monitor the amOLmt of purchase discounts taken as well as those 
opportunities missed by not taking advantage of the discounts for early payment. 

Example 5-6 Recording Purchase Discounts in a Periodic System 

Assume a purchase of merchandise on March 13 for $500, with credit terms of 1/10, n/30. The effect of the transaction can be identi­
fied and analyzed as follows: 

ASSETS 

ACTIVITY: Operating 
ACCOUNTS: Accounts Payable Increase Purchases Increase 

STATEMENT(S): Balance Sheet and Income Statement 

Balance Sheet 

LIABILITIES 
~~~~~~~~ 

Accounts 
Payable 500 

Income Statement 

STOCKHOLDERS' ....,..._ _____________ NET 

+ EQUITY REVENUES EXPENSES INCOME 

(500) Purchases 500 (500) 

(Continued) 
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If the company does not pay within the discount period, the accountant simply records the payment of $500 cash and the reduction 
of accounts payable. However, if the company does pay within the discount period, the discount is recorded in the Purchases 
Discount account and deducted from purchases on the income statement. Assume the customer pays its bill on March 23 . The effect 
of the transaction can be identified and analyzed as follows: 

Cash 

ACTIVITY: Operating 
ACCOUNTS: Cash Decrease Accounts Payable Decrease Purchase Discounts Increase 

STATEMENT(SI: Balance Sheet and Income Statement 

Balance Sheet 

ASSETS LIABILITIES 

(495) Accounts 
Payable (500) 

Income Statement 

STOCKHOLDERS'----------------- NET 
+ EQUITY REVENUES EXPENSES INCOME 

5 Purchase 
Discounts* (5) 

*The Purchase Discounts account has increased. It is shown as a decrease because it is a contra-purchases account and causes expenses to decrease. 

--------------------------------------------------------------------------------------------------..... ] 
---------------------------------------------------------------------------------------------------- @ 

The Purchase Discounts account is contra to the Purchases account and thus 
increases net income and stockholders' equity, as shown in the previous accounting equa­
tion. Also, note in Exhibit 5-6 that purchase discounts are deducted from purchases on the 
income statement. Finally, note that the efrect on the income statement is the same as illus­
trated earlier for a purchase return : because purchases are reduced, net income is increased . 

Shipping Terms and Transportation Costs T he cost principle governs the 
recording of all assets. Al l costs necessary to prepare an asset for its intended use should 
be included in its cost. The cost of an item to a merchandising company i not necessar­
ily limited to its invoice price. For example, any sales tax paid should be included in com­
puting total cost. Any transportation costs incurred by the buyer should likewise be 
included in the cost of the merc handise. 

The buyer does not always pay to ship the merchandise. T his depends on the terms of 
shipment. Goods arc normally shipped either FOB destination point or FOB shipping 
point; FOB stands for "tfee on board. " When merchandise is shipped FOB destination 
point, it is the responsibility of the seller to deliver the products to the buyer. Thus, the 
seller either delivers the product to the customer or pays a trncking firm, the railroad, or 
another carrier to transport it. Alternatively, the agreement between the buyer and the 
seller may provide for the goods to be shipped FOB shipping point. In this case, the mer­
chandise is the responsibility of the buyer as soon as it leaves t11e seller's premises. When 
the terms of shipment are FOB shipping point, the buyer incurs transportation costs. 

Example 5-7 Recording Transportation-In in a Periodic System 

Purchase Discounts 
A contra-purchases account used to 
record reductions in purchase price 
for early payment to a supplier. 

FOB destination point 
Terms that require the seller to pay 
for the cost of shipping the 
merchandise to the buyer. 

FOB shipping point 
Terms that require the buyer to pay 
for the shipping costs. 

Assume that on delivery of a shipment of goods, Daisy's pays an invoice for $300 from Rocky Mountain Railroad. The terms of ship­
ment are FOB shipping point. The effect of the transaction can be identified and analyzed as follows: 

ACTIVITY: Operating 
ACCOUNTS: Cash Decrease Transportation-In Increase 

STATEMENT(S): Balance Sheet and Income Statement 

Balance Sheet Income Statement 

STOCKHOLDERS' _.,.,.__ ______________ NET 

ASSETS LIABILITIES + EQUITY REVENUES - EXPENSES INCOME 
~~~~~~~~ 

Cash (300) (300) Transportation-In 300 (300) .., 

------------------------------------------------------------------------------------------...1 ~ g' 
E 

Transportation-in represents the freight costs Daisy's paid for in-bound merchandise. As seen in Exhibit 5-6, these costs are added to .§ 
net purchases, which increases the cost of goods purchased, and are therefore added in the Expenses column of the equation here. ~ 

~ 

---------------------------------------------------------------------------------------------------- @ 
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The total of net purchases and transportation-in is called the cost of goods purchased. 
Transportation-In wi ll 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 seller 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 co ts necessary to 
sell the merchandise. Transportation-out is classified as a selling expense on the income 
statement. 

Shipping Terms and Transfer of Title to Inventory Terms of shipment 
take on additional significance at the end of an accounting period. It is essential that a 
company establish a proper cutoff at year-end. For example, what if Daisy's purchases 
merchandise that is in transit at the end of the year? To whom docs the inventory 
belong, Daisy's or the se ller? The answer depends on the terms of shipment. If goods are 
shipped FOB destination point, they remain the legal property of the seller until they 
reach their destination. Alternatively, legal title to goods shipped FOB shipping point 
passes to the buyer as soon as the seller turns the goods over to the carrier. 

Example 5-8 Determining the Effect of Shipping Terms on Purchases and 

Sales 

Assume that on December 28, 2012, Nike ships running shoes to Daisy's Running Depot. The 

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: 

Company 

Nike 

(seller) 

Daisy's 

(buyer) 

Pay freight costs? 

Record sale in 2012? 

Include inventory on 
balance sheet at 
December31, 2012? 

Pay freight costs? 

Record purchase in 2012? 

Include inventory on 
balance sheet at 
December 31, 2012? 

If Merchandise Is Shipped FOB 

Destination Point Shipping Point 

Yes No 

No Yes 

Yes No 

No Yes 

No Yes 

No Yes 

Nike, the seller of the goods, pays the transportation charges only if the terms are FOB 

destination point. However, Nike records a sa le 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 

J on its December 31 balance sheet. 
@ .................................................................... ..... 



The Gross Profit Ratio 

L03 Show that you understand how w holesalers and retailers account for cost of goods sold . 

• The cost of goods sold represents goods sold, as opposed to the inventory purchased during the year. Cost of goods 
sold is matched with the sales of the period . 

• The cost of goods sold in any one period is equal to: Beginning inventory + Purchases - Ending inventory. 

• Under the perpetual method, the Inventory account is updated after each sa le or purchase of merchandise. 

• In contrast, under the periodic method, the Inventory account is updated only at the end of the period . 

• The cost of goods purchased includes any costs necessary to acquire the goods less any purchase discounts, returns, 
and allowances . 

• Transportation-in is the cost to ship goods to a company and is typically classified as part of cost of goods purchased. 

QUESTIONS Answers to these questions are on the last page of the chapter. 

1. Cost of goods available for sale is equal to 2. The type of inventory system in wh ich the Inventory 
a. cost of goods sold less beginning inventory. account is updated at the t ime of each sale is called 
b. beginning inventory less ending inventory. a. a periodic system. 
c. beginning inventory less cost of goods sold. b. a perpetual system. 
d. none of the above. c. an accrual system. 

d. none of the above. 

The Gross Profit Ratio 
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OVERVIEW: The gross profit ratio, found by dividing gross profit by net sales, is 
an important measure of profitability. It indicates a company's ability to cover operat­
ing expenses and earn a profit. 

L04 Use the gross prof it ra tio to 
analyze a compa ny's abil ity to 
cover its operating expenses and 
earn a profit. 

T he first three lines on Daisy's income statement in Exhibit 5-2 are as follows: 

Net sales 

Cost of goods sold 

Gross profit 

$100,000 

60,000 

$ 40,000 

The relationship between gross profit and net sales-as measured by the gross 
profit ratio-is one of the most important measures used by managers, investors , and 
creditors to assess the performance of a company. 

Formula 

Gross Profit 

Net Sa les 

Gross Profit Ratio 
For Daisy's Running Depot 

$40,000 = 40'Yc 
$ l 00,000 ° 

A 40% gross profit ratio says that for eve11' dollar of sales, Daisy's has a gross profit 
of 40 cents. In other words, after deducting 60 cents for the cost of the product, the 
company has 40 cents on the dollar to cover its operating costs and to earn a profit. We 
wi ll now apply the Ratio Decision Model to analyze this ratio for Gap Inc. 

Gross profit ratio 
Gross profit divided by net sa les. 
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USING THE RATIO DECISION MODEL 

Analyzing the Gross Profit Ratio 

Use the following Ratio Decision Model to evaluate the gross profit ratio for Gap Inc. 
or any other public company. 

1. Formulate the Question 
T he gross profit ratio tells us how many cents on every dollar are available to cover 
expenses other than cost of goods sold and to earn a profit . 

How much of the sales revenue is used for the cost of the products? Thus, 
how much is left to cover other expenses and to earn net income? 

2. Gather the Information from the Financial Statements 
Both gross profi t and net sales are reported on Gap Inc.'s income statement fo r its 2010 
fiscal year: 

• et sales: From the income statement fo r the year 
• Gross profit: From the income statement for the year 

3. Calculate the Ratio 

G p ft R t" _ Gross Profit 
ross ro 1 a 10 - Net Sales 

Gap Inc. 
Partial Consolidated Statements of Income (in millions) 

Fiscal Year 

2010 2009 2008 

Net sales $14,197 $14,526 
Cost of goods sold and 
occupancy expenses 8,775 8,473 9,079 

Gross profit 5,724 5,447 

4. Compare the Ratio with Others 
Management and other users compare the gross profit ratio with that of prior years to 
see if it has increased , decreased, or remained relatively steady. It is also important to 
compare the ratio with those of other companies in the same industry. 

Year Ended 
January 29, 2011 

40 .2 % 

Gap Inc. 

Year Ended 
January 30, 2010 

40.3 % 

5. Interpret the Results 

American Eagle Outfitters, Inc. 

Year Ended 
January 29, 2011 

39.5% 

Year Ended 
January 30, 2010 

39.9% 

For every dollar of sales, Gap Inc. has 40.2 cents available after deducting the cost of its 
products. The ratio was almost the same in the prior year. T he ratios for the two years 
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for one of Gap's competitors, American Eagle O utfitters, are very similar. Of course, the 
gross profit ratio alone is not enough to determine a company's profitability. Only if all 
of the expenses other than cost of goods sold arc less than a company's gross profit will 
it report net income on the bottom line of the income statement. • 

L04 Use the gross profit ratio to analyze a company's abi lity to cover its operating expenses and earn a profit. 

• The gross profit ratio is the relationship between gross profit and net sales. Managers, investors, and creditors use this 
important ratio to measure one aspect of profitability. 

• The ratio is calculated as fo llows: Gross Profit 
Net Sales 

QUESTIONS Answers to these questions are on the last page of the chapter. 

1. The gross profit ratio is computed by b. the ratio should be compared with those of 
competitors. a. dividing gross profit by net sales . 

b. dividing net sales by gross profit. 
c. dividing gross profit by cost of goods sold . 

c. the ratio should be compared with those of both prior 
years and competitors. 

d. none of the above. d. the ratio should be evaluated without any compari­
sons made to those of prior years or competitors. 

2. To evaluate a company's gross profit ratio, 

a. the ratio should be compared with those of prior 
years. 

Inventory Valuation and the 
Measurement of Income 

OVERVIEW: Determining the correct amount to assign to inventory when it is pur­
chased will ultimately affect cost of goods sold and thus net income during the period 
in which the inventory is sold. 

One of the most fundamental concepts in accounting is the relationship between asset 
valuation and the measurement of income. Recall a point made in Chapter 4: 

Assets are unexpired costs, and expenses are expired costs. 

T hus, the value assigned to an asset such as inventory on the balance sheet 
determines the amount eventually recognized as an expense on the income 
statement. An error in assigning the proper amount to inventory on the balance sheet 
will affect the amount recognized as cost of goods sold on the income statement. You 
can understand the relationship between inventory as an asset and cost of goods sold by 
recalling the Cost of Goods Sold section of the income statement. Assume the fo llowing 
amou nts: 

Beginning inventory 

Add : Purchases 

Cost of goods available for sale 

Less: Ending inventory 

Cost of goods sold 

$ 500 

1,200 

$1 ,700 

(600) 

$1 ,100 

T he amount assigned to ending inventory is deducted from cost of goods available 
for sale to determine cost of goods sold . If the ending inventory amount is incorrect, 
cost of goods sold will be wrong; thus, the net income of the period wiJl be in error 
as well. (Inventory errors wi ll be discussed later in the chapter. ) 

LOS Explain the relationship 
between the valuat ion of inven­
tory and the measurement of 
income. 

235 
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Inventory Costs: What Should Be Included? 
Al l assets, including inventory, are initially recorded at cost. Cost is defined as "the price 
paid or consideration given to acquire an asset . As applied to inventories, cost means in 
principle the sum of the applicable expenditures and charges directly or indirectly 
incurred in bringing an article to its existing condition and location ." 1 

Note tl1e reference to the existing condition and location. This means that certain 
costs may also be included in the "price paid." Here are examples: 

• Any freight costs incurred by the buyer in shipping inventory to its place of business 
should be included in the cost of the inventory. 

• The cost of insurance taken out during the time that inventory is in transit should 
be added to the cost of the inventory. 

• The cost of storing inventory before it is ready to be sold should be included in 
the cost of the inventory. 

• Various types of taxes paid , such as excise and sales taxes, are other examples of 
costs necessary to put the inventory into a position to be able to sell it. 

However, it is often difficult to allocate many of these incidental costs among the various 
items of inventory purchased. For example, consider a $500 freight bill that a supermar­
ket paid on a merchandise shipment that included 100 different items of inventory. To 
address the practical difficulty in assigning tl1is type of cost to the different products, 
many companies have a policy by which transportation costs are charged to expen e of 
the period when tl1ey are immaterial in amount. Thus, shipments of merchandise are 
recorded at tl1e net invoice price, that is, after taking any cash discounts for early pay­
ment. It is a practical solution to a difficult allocation problem. Once again, the company 
must apply tl1e cost/ benefit test to accounting information . 

LOS Explain the relationship between the valuation of inventory and the measurement of income. 

• Inventory costs ultimately become the cost of goods sold reflected in the income statement. 

• Since inventory is not expensed as the cost of goods sold unti l merchandise is sold, determining which costs belong 
in inventory affects the timing of when these expenses are reflected in net income. 

QUESTIONS Answers to these questions are on the last page of the chapter. 

1. Why is it important that the proper amount be assigned 2. Which of the following should not be included in the cost 
to inventory? of inventory? 

a. Because the amount assigned to inventory will affect a. fre ight cost incurred to buy inventory 
the amount eventually recorded as cost of goods b. cost of insurance taken out during the time inventory 
sold. is in transit 

b. Because the amount assigned to inventory will affect c. cost to store inventory before it is ready to be sold 
the amount eventually recorded as se ll ing and admin- d. freight cost incurred to ship inventory to a customer 
istrative expenses. 

c. Because the amount assigned to inventory will affect 
the amount eventually recorded as net sales. 

d. None of the above applies. 

1 Inventory, ASC Topic 330 (formerly Inventory Pricing, Accounting Research Bulletin No. 43) . 
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Inventory Costing Methods 
with a Periodic System 

OVERVIEW: A company must use one of a number of methods available in assign­
ing costs to ending inventory and to cost of goods sold. Unless a company can specifi­
cally identify the units sold, it will need to choose among the weighted average, FIFO, 

and LIFO methods. 

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. 

Example 5-9 Assigning Costs to Units Sold and Units on Hand 

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

February 4 

October 13 

200 units purchased at $1.00 per unit = $200 

200 units purchased at $1.50 per unit = $300 

Everett se lls 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? Reca ll the earl ier 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 sold is 
to specifica lly identify wh ich 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 fo llows: 

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 = $200 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 ~ 
2l sold . The average cost is the cost of the two purchases of $200 and $300, or $500, divided by 

the 400 units available to sel l, or $1.25 per unit. J 

If we arc concerned with the actual physical fl ow of t11c units of inventory, all t11ree 
methods illustrated may be incorrect. The only approach that will yield a " correct" an­
swer in terms of the actual fl ow of units of inventory is t11c specific identificatio n method . 
In the absence of a specific identificatio n approach, it is impossible to say which particu­
lar units were acnially sold . In fact, there may have been sales fro m each of the two pur­
chases; tl1at is, some of the $1.00 units may have been sold and some of the $ 1.50 units 
may have been sold. To solve t11e problem of assigning costs to identical units, accoun t­
ants have developed inventory costing assumptions or metl1ods. Each of these methods 
makes a specific assumption about the fl ow of costs ratl1er tl1an the physical fl ow of uni ts. 
T he only approach that uses tl1e actual fl ow of tl1e w1its in assigning costs is the speci fic 
identificatio n method. 
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L06 Apply the inventory costing 
methods of specific identifica­
tion, weighted average, FIFO, 
and LIFO by using a periodic 
system. 
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Specific identification method 
An inventory costing method that 
relies on matching unit costs with 
the actual units sold. 

Chapter 5 Inventories and Cost of Goods Sold 

To take J closer look at specific identification as well as three alternative approaches 
to valuing inventory, assume the fo llowing set o f data fo r Examples 5-10, 5- l l , 5-12, 
5-13, :ind 5-14. 

Units Unit Cost Total Cost 

Beginning inventory 

January 1 500 $10 $ 5,000* 

Purchases 

January 20 300 11 $ 3,300 

April 8 400 12 4,800 

September 5 200 13 2,600 

December 12 100 14 1,400 

Total purchases 1,000 $12,100 

Available for sale 1,500 $17,100 

Units sold 900 

Units in ending inventory 600 

•Beginning inventory of $5,000 is carried over as the ending inventory from the prior period. It is highly unlikely that each 
of the four methods we will illustrate would result in the same dollar 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. 

T he question marks indicate the dilemma. What portion of the cost of goods available 
fo r sale o f $ 17, 100 sho uld be assigned to the 900 units sold ? What portion should be 
:issigned to th e 600 units remaining in ending inventory) T he purpose of an inventory 
costing method is to provide a reasonable answer to those two questions. 

Specific Identification Method 
It is no t always necessary to make an assumption abo ut the fl ow of costs. In certai n 
situatio ns, it may be possible to specifica lly identify which uni ts are sold and which 
units are o n hand . As shown in the illustration on the next page, the unique character­
is ti cs of each automobile allow a deale r to specifically identi fy which one has been 
sold . Similarly, an appliance dealer with 15 refrigerators on hand at t he end of the yea r 
can identi fy the unit cost of each by matching a tag number with the purchase 
records. 

Example 5-10 Determining Ending Inventory and Cost of Goods Sold 
Using Specific Identification 

To illustrate the specific identification method, assume that a merchandiser is able to 
identify 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 5 200 13 2,600 

Ending inventory 600 $7,300 

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

Cost of goods available for sale 

Less: Ending inventory 

Equals: Cost of goods sold 

$17,100 

7,300 

$ 9,800 

(Continued) 
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Or cost of goods sold can be calculated independently by matching the units sold with 
their respective unit costs. By eliminating the units in ending inventory from the orig inal acqui­
sition schedule, the units sold and their costs are determined as follows: 

Units Sold 

Date Purchased Units Cost Total Cost 

Beginning inventory 500 $10 $5,000 

January 20 200 11 2,200 

April 8 100 12 1,200 

December 12 100 14 1.400 
-

Cost of goods sold 900 $9,800 

The practic.1! difficu lty of keeping track of individual items of inventory sold is not 
the only problem with the use of th is method. It also allows management to manipulate 
income. For example, assume that a company is not havi ng a particularly good year. 
Management may be tempted to do whatever it can to boost net income. It can do this 
by selectively selling units with the lowest possible unit cost to keep cost of goods sold 
down and net income up. Because of the potential for manipulation with the specific 
identificatio n method , coupled with the practical difllculty of applying it in most situa­
tions, it is not widely used . 

Specific Identification 

Cars on the Lot: 

Blue 4-door V-8 Red 2-door V-8 White 4-door V-6 

Customer buys the red 2-doorV-8 

Cost of Goods Sold: 

Red 2-door V-8 

Weighted Average Cost Method 
The weighted average cost method is a relatively easy approach to costing inventory. 
It assigns the same unit cost to all units available for sale during the period . 

Example 5-11 Determining Ending Inventory and Cost of Goods Sold 
Using Weighted Average 

The weighted average cost is calculated as follows for the data given : 

Cost of Goods Available for Sa le = Weighted Average Cost 
Units Available for Sale 

$17,100 = $11.40 
1,500 

(Continued) 
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method 
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An inventory costing method that 
assigns the same unit cost to all 
units available for sale during the 
period. 
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FIFO method 
An inventory costing method that 
assigns the most recent costs to 
ending inventory. 

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 
Cost 

$11.40 x 

Number of Units in 
Ending Inventory 

600 

Cost of goods sold can be ca lculated in one of two ways. 

~ or 

Cost of goods available for sale 

Less: Ending inventory 

Equals: Cost of goods sold 

Weighted Average 
Cost 

$11.40 x 

Number of Units 
Sold 
900 

Ending Inventory 
$6,840 

$17,100 

6,840 

$10,260 

Cost of Goods Sold 
$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 purchases. 
Also, note that the method is called the weighted average cost method. As the name 
indicates, each of the individual unit costs is multiplied by the number of units acquired 
at each price. The simple arithmetic average of the unit costs for the beginning inventory 
and the fo ur purchases is ($ 10 + $11 + $12 + $ 13 + $14 )/5 = S 12. The weighted av­
erage cost is slightly less than $12 ($ 11.40 ), however, because more units were acq uired 
at the lower prices than at the higher prices. 

First-In, First-Out Method (FIFO) 
T he FIFO method assumes that the first units in , or purchased , are the first units o ut, 
or sold. The first units sold d uring the period are assumed to come fro m the beginning 
inventory. After the begin ning inventory is sold, the next units sold are assumed to 
come fro m 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-flow 
assumption is a fairly accurate reflection of the physical flow of products. For example , 
to maintain a fres h stock of products , the physical flow in a grocery store is first-in , 
firs t-out. 

Example 5-12 Determining Ending Inventory and Cost of Goods Sold 
Using FIFO 

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

Units on Hand 

Date Purchased 

December 12 

September 5 

April 8 

Ending inventory 

Units 

100 

200 

300 

600 

Cost of goods sold can then be found as follows: 

Cost of goods available for sale 

Less: Ending inventory 

Equals: Cost of goods sold 

Cost 

$14 

13 

12 

$17,100 

7,600 

$ 9,500 

Total Cost 

$1,400 

2,600 

3,600 

$7,600 

(Continued) 
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Or because the FIFO method assumes that the first units purchased are the first ones sold, 
cost of goods sold can be calculated by starting with the beginning inventory and working for­

ward as follows : 

Units Sold 

Date Purchased Units Cost Total Cost 

Beginning inventory 500 $10 $5,000 

January 20 300 11 3,300 

April 8 100 12 1.200 
-

Units sold 900 Cost of goods sold $9,500 

Last-In, First-Out Method (LIFO) 
The LIFO method assumes that the last units in , or purchased , are the first units o ut , 
or sold. The first units sold during the period arc assumed to come fro m the latest pur­
chase made during the period, and so on. Can you think of any businesses where the 
physical flow of products is last- in , first-out? Although this situation is not as com mo n 
as a FIFO physical fl ow, a stockpilin g operation , such as in a rock quarry, operates on 
this basis. 

Example 5-13 Determining Ending Inventory and Cost of Goods Sold 
Using LIFO 

To calculate ending inventory using LIFO, we start with the beginning inventory and work 
forward. 

Units on Hand 

Date Purchased 

Beginning inventory 

January 20 

Ending inventory 

Units 

500 

100 

600 

Cost of goods sold can then be found as follows: 

Cost of goods available for sale 

Less: Ending inventory 

Equals: Cost of goods sold 

Cost 

$10 

11 

$17,100 

6,100 

$11,000 

Total Cost 

$5,000 

1,100 

$6,100 

Or because the LIFO method assumes that the last units purchased are the first ones sold, 
cost of goods sold can be calculated by starting with the most recent inventory acquired and 
working backward. 

Units Sold 

Date Purchased Units Cost Total Cost 

December 12 100 $14 $ 1,400 

September 5 200 13 2,600 

April 8 400 12 4,800 

January 20 200 11 2,200 

Units sold 900 Cost of goods sold $11,000 
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LIFO method 
An inventory method that assigns 
the most recent costs to cost of 
goods sold. 

STUDY TIP 

There may be cases, such as 
this illustration of LIFO, in 
which it is easier to determine 
ending inventory and then 
deduct it from cost of goods 
available for sale to find cost of 
goods sold. This approach is 
easier in this example because 
there are fewer layers in ending 
inventory than in cost of goods 
sold. In other cases, it may be 
quicker to determine cost of 
goods sold first and then plug 
in ending inventory. 
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LO& Apply the inventory costing methods of specific identification, weighted average, FIFO, and LIFO by using 
a periodic system. 

• The purchase price of inventory items may change frequently, and several alternatives are avai lable to assign costs to the 
goods sold and those that remain in ending inventory. 

• Specific identification assigns the actual costs of acquisition to items of inventory. In some circumstances, it is not 
practical to do th is. 

• Three other methods involve making assumptions about the cost of inventory. 

• Weighted average assigns the same unit cost to all units available for sale during the period. 

• The FIFO method assumes that the first units purchased are the first units sold. 

• The LI FO method assumes that the last units purchased are the first units sold. 

QUESTIONS Answers to these questions are on the last page of the chapter. 

1. For which of the following products is a company most 2. Which inventory method assigns the most recent costs 
likely to use the specific identification method? to ending inventory? 

a. boxes of soap in a grocery store a. FIFO 
b. automobiles at a car dealer b. LI FO 
c. car batteries at an auto parts store 
d. Specific identification cannot be used by any 

companies. 

c. weighted average 
d. specific identification 

Selecting an Inventory Costing Method 

L07 Analyze the effects of the 
different costing methods on 
inventory, net income, income 
taxes, and cash flow. 

OVERVIEW: The choice of an inventory method will impact cost of goods sold and 
thus net income. A company should choose the method.that results in the most accu­
rate measure of net income for the period. 

T he mechanics of each of the inventory costing methods are straightforward. But how 
does a company decide on the best method to use to va lue its inventory? According to 
the accounting profession, the primary determinant in selecting an inventory costing 
method should be the ability of the method to accurately reflect the net income of 
the period. But how and why does a particular costing method accurately reflect the net 
income of the period? Because there is no easy answer to this question , accountants have 
raised a number of arguments to justify the use of one method over the others. We turn 
now to some of those arguments. 

Costing Methods and Cash Flow 
Comparative income statements for the three methods used in Examples 5-11 , 5-12, 
and 5-13 are presented in Exhibit 5-7. Note that with the use of the vveighted average 
method, net income is between the amounts for FIFO and LIFO. Because the weighted 
average method normally yields results between the other two methods, we concentrate 
on the two extremes, LIFO and FIFO. The major advantage of using the weighted aver­
age method is its simpbcity. 

The original data on page 239 involved a situation in which prices were rising 
throughout the period: beginning inventory cost $10 per unit, and the last purchase dur­
ing the year was at $14. With LIFO, the most recent costs are assigned to cost of goods 
sold ; with FIFO, the older costs are assigned to expense. Thus, in a period of rising pri­
ces, the assignment of the higher prices to cost of goods sold under LIFO resu lts in a 
lower gross profit under LIFO than under FIFO ($7,000 for LIFO and $8,500 for 
FIFO ). 
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EXHIBIT 5-7 Income Statements for the Inventory Costing Methods 

Weighted 
Average FIFO 

" i.t' 
' .i\~1~ '( ,· ~:t.;i. 

$18,000 Sales revenue-$20 each $18,000 r ' r;;r ' ~·-~~~\~ "·~ r<"i ,"-l $ 5,000 ~~ "-'J:iP.~ •' $ 5,000 Beginning inventory .;.:.""¥ .. ' dtt\~ '· ~"'~' . ' ~~)rrr;'\~. :.,,~~~-Purchases 12,100 12,100 
;._"'~{' A~• ."" ?' \,; 

~ j ~.i.o;r.-

Cost of goods available for sale .;. , ""..ti.~·:i~!>.,.qit:p $17,100 s" '·""""' ~ 
rt· ,,.,. $17,100 .. 

r ," ~~~•.'1_...~ ~ .. ~ ~ .,...n, 
Ending inventory 6,840 ~~~¥tr, ........ ~-:;-; 7,600 . 'L ,,,, .. !;';;"'~~J.~ . , ~«,,~1. . 
Cost of goods sold - ' $10,260 ·~ ,·."'' $ 9,500 " ... 1 ""~·.. ... • • 'IP_,. • 

~'\ . 
Gross profit 

~f.~f'' 
$ 7,740 ";.~·~~l~ . $ 8,500 . '. ;~~.w:: , "/ ; 

Operating expenses 
~: 

... !f.ilJ:l' 2,000 ~'. • ~~"~I 2,000 
~ !>:• !~?~'1· 

Net income before tax i ."~ 'lw 
·.:l·-~~, $ 5,740 $ 6,500 '.1'¢.h" . I \'1. Zl'I' 

• ~i-!'~ ,f 

Income tax expense (40%) -~:~'If 2,296 ~ ,"" .. :"·" 2,600 

Net income "' $ 3,444 
? ~ ' 

$ 3,900 , .. ·,.,1 
NOTE: Figures that differ among the three methods are in bold. ,~);.~~\ L> . .. 

'' ·, .. " . 

Example 5-14 Computing Taxes Saved by Using LIFO Instead of FIFO 

Because operating expenses are not affected by the choice of inventory method, the lower 
gross prof it under LIFO results in lower income before tax, which in turn leads to lower taxes. 
If we assume a 40% tax rate, income tax expense under LIFO is only $2,000, compared with 
$2,600 under FIFO, a savings of $600 in taxes . Another way to look at the taxes saved by 
using LIFO is to focus on the difference in the expense under each method. as fo llows: 

LI FO cost of goods sold $11,000 

- FI FO cost of goods sold 9,500 

Additional expense from use of LIFO $ 1,500 
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LIFO 
..... . ':;/ . 

$18,000 \•,·.,.Pf.: 
$ 5,000 1 

I 

' 12,100 
"" 

$17,100 

6,100 
- $11,000 

" 
$ 7,000 . 

2,000 

$ 5,000 

2,000 

" 
$ 3,000 

STUDY TIP 

During a period of falling prices, 
all of the effects shown here 
would be just the opposite. For 

x Tax rate 0.40 ---
Tax savings from the use of LIFO $ 600 

2 

:- example, cost of goods sold 
would be lower under LIFO 
than under FIFO. ~ .......................................................................... ~ 

g> 
g> 

To summarize, during a period of rising prices, the two methods result in the fo llowing: ~ 

Item 

Cost of goods sold 

Gross profit 

Income before taxes 

Taxes 

LIFO 

Higher 

Lower 

Lower 

Lower 

Relative to FIFO 

Lower 

Higher 

Higher 

Higher 

In conclusion , lower taxes with the use of LIFO result in cash savings. 
The tax savings available from the use of LIFO during a period of rising prices is 

largely responsible for its popularity. Keep in mind, however, that the cash saved from a 
lower tax bill with LIFO is only a temporary savings, or what is normally call ed a tax 
def erral. At some point in the li fe of the business, the inventory that is carried at the 
older, lower-priced amounts will be sold. T his will resu lt in a tax bill higher than that 
under FIFO. Yet even a tax deferral is beneficial; given the opportu ni ty, it is better to 
pay less tax today and more in the future because today's tax savings can be invested . 

LIFO Liquidation 
Recall the assumption made about which costs remain in inventory when LIFO is used. 
The costs of the oldest units remain in inventory, and if prices arc rising, the costs of 
these uni ts wi ll be lower than the costs of more recent purchases. Now assume that the 
company sells more un its than it buys during the period. When a company using LIFO 
experiences a liquidation, some of the uni ts assumed to be sold come fro m the older 
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LIFO liquidation 
The result of sell ing more units than 
are purchased during the period, 
which can have negative tax 
consequences if a company is using 
LIFO. 

LIFO conformity rule 
The IRS requirement that when 
LIFO is used on a tax return, it must 
also be used in reporting income to 
stockholders. 

LIFO reserve 
The excess of the value of a 
company's inventory stated at FIFO 
over the value stated at LIFO. 
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layers, with a relatively low unit cost. This situation, called a LIFO liquidation, presents 
a dilemma for the company. 

A partial or complete liquidation of the older, lower-priced units will result in a low 
cost of goods sold figure and a correspondingly high gross profit for the period. In turn, 
the company faces a large tax bill because of the relatively high gross profit. In fact, a 
liquidation causes the tax advantages of using LIFO to reverse on the company, which is 
faced with paying off some of the taxes that were deferred in earli er periods. Should a 
company facing this situation buy inventory at the end of the year to avoid the conse­
quences of a liquidation? That is a difficult question to answer and depends on many fac ­
tors, including the company's cash position. The accountant must at least be aware of 
the potential for a large tax bill if a liquidation occurs. 

Of course, a LIFO liquidation also benefits-and may even distort-reported earn­
ings ifthe liquidation is large enough . For this reason and the tax problem, many compa­
nies are reluctant to liquidate their LIFO inventory. The problem often festers, and 
companies find themselves with inventory costed at decade-old price levels. 

The LIFO Conformity Rule 
Would it be possible for a company to have the best of both worlds? That is, could it use 
FIFO to report its income to stockholders, thus maximizing the amount of net income 
reported to this group, and use LIFO to report to the IRS, minimizing its taxable 
income and the amount paid to the government? Unfortunately, the IRS says that if a 
company chooses LIFO for reporting cost of goods sold on its tax return , it must also 
use LIFO on its books, that is, in preparing its income statement. This is called the LIFO 
conformity rule. Note that the rule applies only to the use of LIFO on the tax return. 
A company is free to use different methods in preparing its tax ren1rn and its income 
statement as long as the method used for the tax return is not LIFO. 

The LIFO Reserve: Estimating LIFO's Effect on Income 
and on Taxes Paid for Winnebago Industries 
If a company decides to use LIFO, an investor can still determine how much more 
income the company vvould have reported had it used FIFO. In addition, he or she can 
approximate the tax savings to the company fro m the use of LIFO. 

Example 5-15 Computing Taxes Saved by Using LIFO Instead of FIFO 
for Winnebago Industries 

Consider Note 4 from the 2008 annual report for Winnebago Industries, the RV maker. 
Note 4: Inventories 

Inventories consist of the following: August 30, August 25, 

(in thousands) 2008 2007 

Finished goods $ 41,716 $ 45,489 

Work-in-process 31,187 41,417 

Raw materials 75,010 47,007 

147,913 133,913 

LIFO reserve (37,317) (32,705) 

Total inventories $110,596 $101,208 

The above value of inventories, before reduction for the LIFO reserve, approximates replacement 

cost at the respective dates. 

The following steps explain the logic for using the information in the inventory note to esti­

mate LIFO's effect on income and on taxes: 

1. The excess of the value of a company's inventory stated at FIFO over the value stated at LIFO 
is called the LIFO reserve. The cumulative excess of the value of Winnebago Industries' in­
ventory on a FIFO basis over the value on a LIFO basis is $37,317,000 at the end of 2008. 

2. Because Winnebago Industries reports inventory at a lower value on its balance sheet 
using LIFO, it will report a higher cost of goods sold amount on the income statement. 

(Continued) 
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Thus, the LI FO reserve not only represents the excess of the inventory balance on a FIFO 
basis over that on a LIFO basis but also represents the cumulat ive 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 ~ 

g' 

4. 
was $4,612,000 lower because the company used LIFO. ~ 
If we assume a corporate tax rate of 35%, the tax savings from using LIFO amounted to ."l 

$4,612,000 x 0.35, or $1,614,200. j 

Costing 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 historical 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 replacement cost to value each of 
these. Assume that the cost to replace a unit of inventory at the end of the year is $15. 
Use of a replacement cost system results in the following: 

Ending inventory = 600 units x $15 per unit = $ 9,000 

Cost of goods sold = 900 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 argue that the 
use of historical cost in valuing inventory leads to what is called inventory profit, 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. T he $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. 

Example 5-16 Reconciling the Difference Between Gross Profit on a FIFO 
Basis and on a Replacement Cost Basis 

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) 

Cost of goods sold-FIFO basis 

Gross profit-FIFO basis 

Cost of goods sold-replacement cost basis 

Cost of goods sold-FIFO basis 

Profit from holding inventory during a period of inflation 

Gross profit on a replacement cost basis 

$13,500 

9,500 

$18,000 

9,500 

$ 8,500 

4,000 

$ 4,500 

T hose who argue in favor of a replacement cost approach would report only $4,500 
of gross profit. T hey believe that the additional $4,000 of profit reported on a FIFO ba­
sis is simply due to holding th e 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 calculating 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 

Replacement cost 
The current cost of a unit of 
inventory. 

Inventory profit 
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The portion of the gross profit that 
results from holding inventory 
during a period of rising prices. 
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a replacement cost system. The other side of the argument, however, is that whereas 
LIFO results in the best approximation of replacement cost of goods sold on the income 
statement, FIFO most nearly approximates replacement cost of the inventory on the bal­
ance sheet. A comparison of the amounts from the running example verifies this: 

Ending Inventory Cost of Goods Sold 

W eighted average $6,840 $10,260 

FIFO 7,600 9,500 

LIFO 6,100 11,000 

Replacement cost 9,000 13,500 

Changing Inventory Methods 
T he purpose of each of the inventory costing methods is to match costs with revenues. 
If a company believes that a different method will result in a better matching than that 
being provided by the method currently being used, tl1e company should change metl1 -
ods. A company must be able to justify a change in metl1ods, however. Taking advantage 

E of the tax breaks offered by LIFO is not a valid justification for a change in metl1ods. 
8 

I inventory Valuation in Other Countries 
i T he acceptable metl1ods of valuing inventory differ considerably around tl1e world . 
~ Although FIFO is the most popular method in the United States, LIFO continues to be 
! widely used, as is tl1e average cost method. Many countries prohibit tl1e use of LIFO for 

tax or financial reporting purposes. Additionally, the IASB strictly prohibits the use of 
LIFO by companies that follow its standards. As GAAP in tl1e United States comes 
closer to converging witl1 the international standards, it is sti ll uncertain whether LIFO 
will survive as an acceptable inventory valuation method . 

LOOKING 
AHEAD 

Whetl1er LIFO survives in the United States is not o nly a matter of convergence 
with international standards. Because tl1e metl1od allows companies with rising 
inventory costs to report lower income, the White House and its supporters in 
Congress see the repeal of LIFO as one avenue for raising tax revenues and tl1us 
cutting into the ever-increasing federal deficit . an.rally, companies currently using 
the method are adamantly opposed to its elimination and are lobbying for its con­
tinuation. In addition to the budgetary implications, those in Congress who would 

1i> like to see LIFO eliminated point to its prohibition under IFRS. This issue is a prime i example of how accounting choices affect much more than a company's bottom line and 
~ can sometimes be at the center of national poli cy debates. Stay tuned. 
j 

L07 Analyze the effects of the different costing methods on inventory, net income, income taxes, and cash flow . 

• The ability to measure net income accurately for a period should be the driving force behind selecting an inventory 
costing method. 

• Inventory costing methods impact the cost of goods sold and, therefore, net income. 

• When a company uses LIFO for tax purposes, it must use it for f inancial reporting purposes as well. 

QUESTIONS Answers to these questions are on the last page of the chapter. 

1. Which inventory method results in the least amount of 2. The LIFO conformity rule requires that if a company 
income before taxes, assuming a period of rising prices? a. uses LIFO in reporting income to stockholders, it also 
a. FIFO must use LIFO on its tax return. 
b. LIFO b. uses LIFO on its tax return, it also must use LIFO in 
c. weighted average cost reporting income to stockholders. 
d. none of the above c. uses LIFO on its tax return, it must use FIFO in 

reporting income to stockholders. 
d. none of the above . 
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Inventory Errors 

OVERVIEW: Inventory errors arise for a variety of reasons. If ending inventory is 
overstated, cost of goods sold will be understated and thus net income for the period 
overstated. The opposite effects will occur when ending inventory is understated. 

Earlier in the chapter, we considered the inherent tie between the valuation of assets, 
such as inventory, and the measurement of income, such as cost of goods sold. The im­
portance of inventory valuation to the measurement of income can be illustrated by con­
sidering inventory errors. Many different types of inventory errors exist. Some errors are 
mathematical; for example, a bookkeeper may incorrectly add a column total. Other 
errors relate specifically to tl1e physical count of inventory at year-end. For example, the 
count might inadvertently omit one section of a warehouse. Oilier errors arise from cut­
off problems at year-end . 

Assume that merchandise in transit at the end of tl1e year is shipped FOB shipping 
point. Under tl1ese shipment terms, tl1e inventory belongs to the buyer at the time it is 
shipped. Because tl1e shipment has not arrived at the end of the year, however, it cannot 
be included in t11e physical count. Unless some type of control is in place, tl1e amount in 
transit may be erroneously omitted from the valuation of inventory at year-end. 

To demonstrate t11e effect of an inventory error on tl1e income statement, consider 
the fo llowing situation. T hrough a scheduling error, two different inventory teams were 
assigned to count the inventory in the same warehouse on December 31, 2012. The cor­
rect amount of ending inventory is $250,000 but because two different teams counted 
the same inventory in one warehouse, tl1e amount recorded is $300,000. First, we 
consider the effect of the error on net income. 

Example 5-17 Analyzing the Effect of an Inventory Error on Net Income 

LOS Analyze the effects of an 

inventory error on various finan­

cial statement items. 
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Th e overstatement of ending inventory in 2012 leads to an understatement of the 201 2 cost of goods sold expense. Because cost of 

goods sold is understated, gross profit for the year is overstated. Operating expe nses are unaffected by an inventory error. Thus, net 

income in 2012 is overstated by the same amount of overstatement of gross profit, 2 as shown in the following analys is: 

2012 
Effect of 

Reported Corrected Error 

Sales $1 ,000* $1,000 

Cost of goods sold : 

Beginning inventory $ 200 $ 200 

Add: Pu rchases 700 700 
- -

Cost of goods available fo r sale $ 900 $ 900 

Less: Ending inventory 300 250 $50 OSt - - - -
Cost of goods sold $ 600 $ 650 50 USt 

Gross profit $ 400 $ 350 50 OS 

Operating expenses 100 100 

Net income ~ 300 $ 250 50 OS 

NOTE: Figures that differ as a result of the error are in bold. tOS = Overstatement 

*All amounts are in thousands of dollars. tUS -;- Understatement 

T he most important concl usion from tl1e analysis is tlut an overstatement of ending in ­
ventory leads to a corresponding overstatement of net income. 

Unfortunately, the effect of a misstatement of the year-end inventory is not limited 
to the net income for that year. T he error also affects t11e income statement for the 

2 An overstatement of gross profit also results in an overstatement of income tax expense. Thus, because tax expense 
is overstated, the overstatement of net income is not as large as the overstatement of gross profit. For now, we will 
ignore the effect of taxes. 

2013 
Effect of 

Reported Corrected Error 

$1,500 $1 ,500 

$ 300 $ 250 $50 OS 

1, 100 1,100 

$1,400 $1,350 50 OS 

350 350 

$1 ,050 $1,000 50 OS 

$ 450 $ 500 50 us 
120 120 

-- --
$ 330 $ 380 50 us 

M 

c 

g' 
E 

~ 

j 
@) 
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fo llowing year, as indicated in the two "201 3" columns. This happens simply because 
the ending inventory of one period is the beginning inventory of the fo llowing period . 
T he overstatement of the 2013 beginning inventory leads to an overstatement of cost of 
goods available for sale. Because cost of goods available for sale is overstated, cost of 
goods sold is also overstated . T he overstatement of cost of goods sold expense resul ts in 
an understatement of gross profit and thus an understatement of net income. 

Example 5-17 illustrates the nature of a counterbalancing error. T he effect of the 
overstatement of net income in the firs t year, 201 2, is offset, or counterbalanced, by 
the understatement of net income by the same dollar amount in the fo llowing year. If 
the net incomes of two successive years are misstated in the opposite direction by the 
same amount, what is the effect on retained earnings? 

Example 5-18 Analyzing the Effect of an Inventory Error on Retained 
Earnings 

Assume that reta ined earnings at the beginning of 2012 is correctly stated at $300,000. The 
counterbalancing nature of the error is seen by analyzing reta ined earnings. For 2012, the anal­
ysis would indicate the following (OS = overstated and US = understated) : 

Beginning retained earnings 

Add: Net income 

Ending retained earnings 

2012 Reported 

$300,000 

300,000 

$600,000 

An analysis for 2013 would show the following: 

2013 Reported 

2012 Corrected Effect of Error 

$300,000 Correct 

250,000 $50,000 OS 

$550,000 $50,000 OS 

2013 Corrected Effect of Error 

Beginning retained earnings 

~ Add: Net income 

$600,000 

330,000 

$930,000 

$550,000 $50,000 OS 

380,000 $50,000 us 
~ Ending retained earnings 
~ 

$930,000 Correct 

3 Thus, even though retained earnings is overstated at the end of the first year, it is correctly 
i stated at the end of the second year. This is the nature of a counterbalancing error. 
~ 

@ -----------------------------------------------------------------------

Example 5-19 Analyzing the Effect of an Inventory Error on the Balance 
Sheet 

The only accounts on the balance sheet affected by the error are Inventory and Retained Earn­
ings. The overstatement of the 2012 ending inventory results in an overstatement of total 
assets at the end of the first year . Similarly, as the earlier analysis indicates, the overstate­
ment of 2012 net income leads to an overstatement of retained earnings by the same 
amount. Because the error is counterbalancing, the 2013 year-end balance sheet is correct. 
That is, ending inventory is not affected by the error; thus, the amount for total assets at the 
end of 201 3 is also correct. The effect of the error on retained earnings is limited to the first 
year because of the counterbalancing nature of the error. 

Inventory 

All other assets 

Total assets 

Total liabilities 

Capital stock 

Reported 

201 2 

Corrected Reported 

$ 350 

2,080 

$ 2,430 

$ 500 

1,000 

201 3 

Corrected 

$ 350 

2,080 

$ 2,430 

$ 500 

1,000 

~ Retained earnings 

$ 300* 

1,700 

$2,000 

$ 400 

1,000 

600 

$2,000 

$ 250 

1,700 

$1,950 

$ 400 

1,000 

550 

$1,950 

930 930 

Total liabilities and stockholders' equity 

ill, NOTE: Figures that differ as a result of the error are in bold . 
f •All amounts are in thousands of dollars. 
u 

$ 2,430 $2,430 

@ ----------------------------------------------------------------------
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STUDY TIP T he effects of inventory errors o n various fi nancial statement items arc summarized 
in Exhi bit 5-8. The analysis foc used on the cftccts of an overstatement of inventory. The 
cftects of an understatement are just the opposite and arc summari zed in the bottom 
portion of the exhibit. 

Not all errors arc counterbalancing. For example, if a section of a wareho use contin­
ues to be omitted from the physical count every year, both beginning and ending inven­
tories wi ll be incorrect each year and the error wi ll not counterbalance . 

Part of the auditor's job is to perform the necessary tests to obtain reasonable assur­
ance that inventory has not been overstated or understated. If there is an error and in­
ventory is wrong, however, both the balance sheet and the income statement will be 
distorted. For example, if ending inventory is overstated, inflating total assets, cost of ~ 
goods sold will be understated, boosting profits. T hus, such an error overstates the fi - r 
nancial health of the organization in two ways. A lender or an investor must make a deci - ! 
sion based on the current year's statement and cannot wait unti l the next accounting j 
cycle, when this error is reversed. T his is one reason that investors and creditors insist on ® 

audited fi nancial statements. 

Note the logic behind the 
notion that an overstatement 
of ending inventory leads to 
overstatements of total assets 
and retained earnings at the 
end of the year. This is logical 
because a balance sheet must 
balance; that is, the left side 
must equal the right side. If the 
left side (inventory) is over­
stated, the right side (retained 
earnings) will also be over­
stated . 

EXHIBIT 5-8 Summary of the Effects of Inventory Errors 

Cost of goods sold 

Gross profit '" ·' 
Net income 

Retained earnings, end of year 

Total assets, end of year 

Cost of goods sold 

Gross profit 

Net income 

_,. 

Retained earnings, end of year 

• ~t 

i' 

9~ 

·~ ,., 

"· 

Effect of Overstatement of Ending Inventory on 

Current Vear Following Vear .. 
Understated . ·' •t Overstated 

Overstated .l~:j ~·i!i" ' Understated 

Overstated 'v •lf,..:W Understated 

Overstated ;;.: . Correctly stafed .. 
Overstated Correctly stated 

Effect of Understatement of Ending Inventory on 

~ 

Following Vear 

Understated 

Overstated 

. ~· 
.'io ,e· _, 

Total assets, end of year " 

Current Vear 

Overstated 

Understated 

Understated 

Understated 

Understated 
•• 1·:i '·~ : "".{,. 

.,. '··~t:·~: ,. '""', .... 
\"'"'t ~· ';'.O.: 

Correctly stated 

.............................................................................................................................................. @ 

L08 Analyze the effects of an inventory error on various f inancial statement items. 

• The link between the balance sheet and the income statement can be seen through the effect of errors in inventory valuation. 

• Overstatement of ending inventory results in an understatement of the cost of goods sold and therefore an 
overstatement of net income. 

• The effects of errors in inventory may offset themselves over time. These are known as counterba lancing errors. 

QUESTIONS Answers to these q uest ions are on the last page of the chapter. 

1. A company erroneously omits one section of its ware- 2. A company erroneously counts the same section of its 
house in the year-end inventory. The error w ill result in warehouse twice in the year-end inventory. Assuming 
a. an overstatement of cost of goods sold for the cur- that no error is made in the year-end count the follow ing 

rent year. year, the error will result in 

b. an understatement of cost of goods sold for the cur- a. an overstatement of cost of goods sold in the follow-
rent year. ing year. 

c. an overstatement of inventory on the year-end bal- b. an understatement of cost of goods sold in the fol-
ance sheet. lowing year. 

d. none of the above. c. an overstatement of ending inventory on the year-
end balance sheet of the following year. 

d. none of the above. 



250 

L09 Apply the lower-of-cost-or­
market rule to the valuation of in­
ventory. 

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. 

Chapter 5 Inventories and Cost of Goods Sold 

Valuing Inventory at Lower of Cost or Market 

OVERVIEW: The lower-of-cost-or-market rule Is a departure from the historical 
coat principle. Accounting standards require that inventory be written down at the end 
of the period If the market value of the Inventory is less than its cost. 

One of the components sold by an electronics firm has become economically obsolete. A 
particular style of suit sold by a retailer is outdated and can no longer be sold at the regu­
lar price. In both instances, it is likely that the retailer will have to sell the merchandise 
for less than the normal selling price. In these situations, a departure from the cost basis 
of accounting may be necessary because the market value of the inventory may be less 
than its cost to the company. T he departure is called the lower-of-cost-or-market 
(LCM) rule. 

At the end of each accounting period , the original cost, as determined using one of 
the costing methods such as FIFO, is compared with the market price of the inventory . 
If market is less than cost, the inventory is written down to the lower amount . 

For example, if cost is 100,000 and market value is $85,000, the accountant makes 
an adjustment that can be identified and analyzed as follows: 

ACTIVITY: Operating 

ACCOUNTS: Inventory Decrease Loss on Decline in Value of Inventory Increase 

STATEMENT(S): Balance Sheet and Income Statement 

Balance Sheet Income Statement 

STOCKHOLDERS' -....--------------- NET 
ASSETS LIABILITIES + EQUITY REVENUES EXPENSES INCOME 

Inventory (15,000) (15,000) Loss on Decline (15,000) 
in Value of 
Inventory 15,000 

ote that the adj ustment reduces assets in the form of inventory and net income. The 
reduction in net income is the result of reporting the Loss on Decline in Value oflnven­
tory on the income statement as an item of Other Expense. 

Why Replacement Cost Is Used as a Measure 
of Market 
A better name for the lower-of-cost-or-market rule would be the ·1ower-of-cost-or­
replacement-cost rule because accountants define market as "replacement cost. " 3 To 
understand why replacement cost is used as a basis to compare with original cost, con­
sider the following siniation. Assume that Daisy's Running Depot pays $75 for a pair of 
running shoes and normally sells them for $100. Thus, the normal markup on selling 
price is $25/$100, or 25%, as indicated in the column Before Price Change in Exhibit 
5-9 . ow assume that this style of running shoes becomes less popular. The retailer 
checks with Nike and finds that because of the style change, the cost to the retailer to 
replace the pair of running shoes is now only $60. The retailer realizes that if the shoes 
are to be sold at all, they will have to be offered at a reduced price. The selling price is 
dropped from $100 to $80 . If the retailer now buys a pair of shoes for $60 and sells 
them for $80, the gross profit will be $20 and the gross profit percentage will be main­
tained at 25%, as indicated in the right-hand column of Exhibit 5-9. 

3 Technically, the use of replacement cost as a measure of market value is subject to two constraints. First. market can­
not be more than the net realizable value of the inventory. Second, inventory should not be recorded at less than net 
realizable value less a normal profit margin. The rationale for these two constraints is covered in intermediate account­
ing texts. For our purposes, we assume that replacement cost falls between the two constraints. 
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EXHIBIT 5-9 Gross Profit Percentage Before and After Price Change 

Before Price Change After Price Change 

Selling price $100 

Cost 75 --
Gross profit $ 25 

Gross profit percentage 25% 

To compare the results with and without the use of the LCM ru le, assume that the 
facts are the same as before and that the retailer has ten pairs of those shoes in inventory 
on December 31, 201 2. In addition, assume that all ten pair are sold at a clearance sale 
in January 201 3 at the reduced price of $80 each. If the lower-of-cost-or-market ru le is 
not used, the resul ts for the years will be as fo llows: 

LCM Rule Not Used 

Sa les revenue ($80 per unit) 

Cost of goods sold (original cost of $75 per unit) 

Gross profit 

2012 

$0 

0 

$0 

2013 

$ 800 

(750) 

$ 50 

Total 

$ 800 

(750) 

$ 50 

If the LCM ru le is not applied , the gross profi t is distorted . Instead of the normal 
25%, a gross profit percentage of $50/ $800, or 6.25%, is reported in 201 3 when the ten 
pairs of shoes are sold . If the LCM rule is applied, however, the results for the two years 
are as fo llows: 

LCM Rule Used 2012 2013 Total 

Sa les revenue ($80 per unit) $ 0 $ 800 $ 800 

Cost of goods sold 

(replacement cost of $60 per unit) 0 (600) (600) 

Loss on decl ine in va lue of inventory: 

10 units x ($75 - $60) (150) 0 (150) 

Gross profit $(150) $ 200 $ 50 

T he use of the LCM ru le serves two important functions: ( l ) to report the loss in value 
of the inventory, $15 per pair ofrunning shoes, or $ 150 total, in the year the loss occurs; 
and (2 ) to report in the year the shoes are actually sold the normal gross profi t of$200/ 
$800, or 25%, which is not affected by a change in the se ll ing price. 

Conservatism Is the Basis for the 
Lower-of-Cost-or-Market Rule 
T he departure from the cost basis is normally justified on the basis of conservatism. This 
concept is invoked by accountants when there is uncertainty. For example, in the preced­
ing scenario, the future selling price of a pair of shoes is uncertain because of style 
changes. T he use of the LCM rule serves two purposes. First, the inventory of shoes is 
wri tten down from $75 to $60 for each pair. Second, the decline in value of the inven­
tory is recognized at the time it is firs t observed rather than after the shoes are sold . An 
investor in a company with deteriorating inventory has good reason to be alarmed. Mer­
chandisers who do not make the proper adjustments to their product lines go out of 
business as they compete with the lower prices of wareho use clubs and the lower over­
head of c-business and home shopping networks . 

You should realize that the write-down of the shoes violates the historical cost 
principle, which says that assets sho uld be carried on the balance sheet at their o riginal 

E 

cost . But the LCM rule is considered a valid exception to the principle because it is a ~ 

prudent reaction to the uncertainty involved and thus an application of conservatism in i 
accoun ting. §l 

j 
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REAL WORLD PRACTICE 

Reading Kellogg's Financial 
Statements 

A note to Kellogg's financial 
statements states that 
"[i]nventories are valued at the 
lower of cost or market. Cost is 
determined on an average cost 
basis." Why do you think the 
application of the lower-of-cost­
or-market rule would be 
important to a business such as 
Kellogg's? In applying the rule, 
how does the company define 
"cost"? 
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Application of the LCM Rule 
We have yet to con icier how the LCM rule is applied to the entire inventory of a 
company. Three different interpretations of the rule are possible . 

1. The lower of total cost or total market value for the entire inventory could be 
reported. 

2 . The lower of cost or market value for each individual product or item could be 
reported. 

3 . The lower of cost or market value for groups of items could be reported. 

A company is free to choose any one of these approaches in applying the lower-of-cost­
or-market rule. Three different answers are possible depending on the approach selected. 
The item-by-item approach (Number 2) is the most popular of the three approaches for 
two reasons. First, it produces the most conservative result. The reason is that with either 
a group-by-group or a total approach, increases in the values of some items of inventory 
offset declines in the values of other items. The item-by-item approach, however, ignores 
increases in value and recognizes all declines in value . Second, the item-by-item approach 
is the method required for tax purposes, although wilike LIFO, it is not required for 
book purposes merely because it is used for tax computations. 

Consistency is important in deciding which approach to use in applying the LCM 
rule. As is the case with the selection of one of the inventory costing methods discussed 
earlier in the chapter, the approach chosen to apply the rule should be used consistently 

E from one period to the next. 
~ 

i Lower-of-Cost-or-Market under International 
! Standards 
·~ Both U.S. GAAP and international financial reporting standards (IFRS ) require the use 
; of t11e lower-of-cost-or-market ru le to value inventories. However, tl1ese sets of stand-

ards differ in two respects. The first difference is the result of how market value is 
defined. U .S. GAAP defines market value as replacement cort, subject to a maximum and 
a minimum amount. In contract, IFRS uses net realizable value with no upper or lower 
limits imposed . The second difference relates to what happens in future peri~ds after in­
ventory has been written down to a lower market value. Under U .S. standards, this new 
amount becomes the basis for any future adjustments . However, under IFRS, write­
downs of inventory can be reversed in later periods. This means t11at a gain is recognized 
when the value of the inventory goes back up. 

L09 Apply the lower-of-cost-or-market rule to the valuation of inventory. 

• The principle of conservatism in accounting may warrant a departure from historical cost. This departure is known as the 
lower-of-cost-or-market rule (LCM). 

• Under LCM, the historical cost of inventory is compared w ith its replacement cost. If the replacement cost is lower, 
the Inventory account is reduced and a loss is recognized. 

QUESTIONS Answers to these questions are on the last page of the chapter. 

1. The use of the lower-of-cost-or-market rule to value in- 2. The adjustment to write down inventory to its market 
ventory is justified on the basis of what principle? value results in a{n) 

a. cost a. gain on the income statement. 
b. materiality b. loss on the income statement. 
c. conservatism c. increase in Retained Earnings. 
d. revenue recognition d. increase in a liability. 
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Analyzing the Management of Inventory 

OVERVIEW: A company's ability to sell its inventory quickly can be measured by 
computing the inventory turnover ratio. How often a company sells its inventory during 
a period is found by dividing cost of goods sold by average inventory. 

Inventory is the lifeblood of a company that sells a product. Gap Inc. must strike a bal ­
ance between maintaining a sufficient variety of products to meet customers' needs and 
incurring the high cost of carrying inventory. The cost of storage and the lost income 
from the money tied up in inventory make inventory very expensive to keep on hand . 
Thus, the more quickly a company can sell-that is, turn over-its inventory, the better. 
Using data from Exhibit 5-4, the inventory turnover ratio for Daisy's Running Depot 
is calculated as follows: 

Cost of Goods Sold 60,000 = 60,000 = 3.6 times 
Average inventory (15,000 + 18,000) / 2 16,500 

It is a measure of the number of times inventory is sold during the period. 
Use the Ratio Decision Model below and on the following page to compute and an­

alyze the inventory turnover ratio for Gap Inc. 
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l010 Analyze the management 
of inventory. 

Inventory turnover ratio 
A measure of the number of times 
inventory is sold during the period. 

USING THE RATIO DECISION MODEL 

Analyzing the Management of 
Inventory 

Use the following Ratio Decision Model to analyze the inventory of Gap Inc. or any 
other public company. 

1. Formulate the Question 
Managers, investors, and creditors are all interested in how well a company manages its 
inventory. T he quicker inventory can be sold, the sooner the money will be avai lable to 
invest in more inventory or to use for other purposes. Those interested must be able to 
answer the following question: 

How many times a year does a company turn over its inventory? 

2. Gather the Information from the Financial Statements 
Cost of goods sold is reported on the income statement, representing a flow for a period 
of time. On the other hand, inventory is an asset, representing a balance at a point in 
time. Th us, a comparison of the two requires the cost of goods sold for the year and an 
average of the balance in inventory: 

• Cost of goods sold: From the income statement for the year 
• Average inventory: From the balance sheets at the end of the two most recent years 
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Number of days' sales in 
inventory 
A measure of how long it takes to 
sell inventory. 
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3. Calculate the Ratio 

Average merchandise inventory = 
($1,620 + $1.477)/2 = $1,548.5 

. Cost of Goods Sold 
Inventory Turnover Ratio = A 

1 verage nventory 

Fiscal Year 

2010 2009 2008 

Net sales $14,664 $14,197 $14,526 
Cost of goods sold 

and occupancy expenses ,775 8.473 9,079 

Gap In . 
Partial Consolidated Balan e Sheets (in millions) 

Assets 
Current assets: 

1---..-. Merchandise inventory 

January 29, 
2011 

January 30, 
2010 

4. Compare the Ratio with Others 
Management compares the current year's turnover rate with prior years to see 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 industry. 

Year Ended 
January 29, 2011 

5.7 times 

Gap Inc. 

Year Ended 

January 30, 2010 

5.7 times 

5. Interpret the Results 

American Eagle Outfitters Inc. 

Year Ended 

January 29, 2011 

5.7 times 

Year Ended 

January 30, 2010 

5.6 times 

This ratio tells us that in fiscal year 2010, Gap Inc. tu rned over its inventory an average 
of 5.7 times. This is the same as the turnover in the prior year and comparable to the 
turnover rates for Gap's competitor, American Eagle Outfitters, Inc. An alternative way 
to look at a company's efficiency in managing its inventory is to calcu late the number of 
days, on average, that inventory is on hand before it is sold. This measure is called the 
number of days' sales in inventory and is calculated as fo llows for Gap Inc. in 2010, 
assuming 360 days in a year: 

Number of Day's Sales in Inventory = Number of Days in the Period 
Inventory Turnover Ratio 

360 
5.7 

= 63 days 

This measure te lls us that it took Gap Inc. 63 days, or two months, on average to 
sell its inventory. • 
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1010 Analyze the management of inventory. 

• Inventory turnover is a measure of how efficiently inventory is managed. The ratio measures how quickly inventory is 
sold and is calculated as follows: 

Cost of Goods Sold 
Average Inventory 

The higher the ratio, the less time inventory resides in storage (i.e., the more quickly it turns over). 

• The average length of time that it takes to sell inventory can be derived from the inventory turnover ratio: 

N b f D · s 
1 

· 
1 

t Number of Days in the Period um er o ays a es 1n nven ory = -----~-----
Inventory Turnover Ratio 

QUESTIONS Answers to these questions are on the last page of the chapter. 

1. Which of the following strategies should a company pur­
sue concerning its inventory? 

a. Maintain an inventory stock much higher than antici­
pated demand so that there is virtually no risk of run­
ning out of inventory. 

2. A company began the year with $50,000 in inventory 
and ended the year with $70,000 in inventory. Cost of 
goods sold for the year amounted to $720,000. Assum­
ing 360 days in a year, how long, on average, does it 
take the company to sell its inventory? 

b. Maintain an inventory stock lower than anticipated 
demand so as to avoid the high costs of carrying it. 

c. Attempt to strike a balance between maintaining a 
sufficient amount of inventory to meet demand and 
incurring the high cost of carrying it. 

d. None of the above applies. 

a. 12 days 
b. 30 days 
c. 60 days 
d. none of the above 

How Inventories Affect the Cash Flows 
Statement 

OVERVIEW: Changes In both inventory and accounts payable are reported on a 
statement of cash flows prepared using the Indirect method. An increase In Inventory Is 
deducted, and a decrease Is added back. An Increase In accounts payable Is deducted, 
and a decrease is added back. 

T he effects on the income statement and the statement of cash flows from inventory­
related transactions differ significantly. This chapter has focused on how the purchase 
and sale of inventory are reported on the income statement. We found that tl1e cost of 
tl1e inventory sold during the period is deducted on the income statement as cost of 
goods sold. 

The appropriate reporting on a statement of cash flows for inventory transactions 
de ends on whether tlie direct or indirect method is used. If tl1e direct method is used 
to prepare the Operating Activities category of tl1e statement, tl1e amount of cash paid 
to suppliers of inventory i shown as a deduction in tl1is section of the statement. 

If the more popular indirect metliod is used , it is necessary to make adjustments to 
net inco·m~ for the changes in two accounts: Inventory and Accounts Payable. These 
adjustments are summarized in Exhi bi t 5-10. An increase in inventory is deducted 
because it indicates that tl1e company is bui lding up its stock of inventory and thus 
expending cash. A decrease in inventory is added to net income. An increase in accounts 
payable is added because it indicates tli at during tlie period, tl1e company increased the 
amount it owes suppliers and therefore conserved its cash. A decrease in accounts pay­
able is deducted because tl1e company actually reduced tl1e amount owed suppliers dur­
ing the period . 

1011 Explain the effects that 
inventory transactions have on 
the statement of cash flows. 
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EXHIBIT 5-10 Inventories and the Statement of Cash Flows 

Cash Flow Statement 

Operating Activities 

Net income 

Increase in inventory -----------------~ 
Decrease in inventory 

Financing Act ivities 

' , 
\,,. ti,.1'1 

•' 

xxx 
<' .. 

+ 
~ 'I 

~ j 

·,, 
... 

' . -. . . . }.~., 
@ .................................................................................................................................................... .. 

T he Operating Activities category of the statement of cash flows for Kellogg 
Company is presented in Exhibit 5-11. T he increase in inventory is deducted because 
the increase in this asset uses the company's cash . An increase in accoun ts payable con­
serves Kellogg's cash. Thus, the increase in this item in 2010 is added to net income. 

EXHIBIT 5-11 Partial Consolidated Statement of Cash Flows for Ke llogg's 

(millions) 

Operating activit ies 
Net income 

Kellogg Company and Subsidiaries 
Consolidated Statements of Cash Flows 

Adjustments to reconcile net income to operating cash flows: 

Depreciation and amortization 

Deferred income taxes 

Other 
Pension and other postretirement benefit contributions 

Change in operating assets and liabilities: 

Trade receivables 
Inventories 

Accounts payable 
Accured income taxes 

Accounts interest expense 

Increase here uses cash and 
thus is deducted. 

Increase here conserves cash 
and thus is added. 

Accrued and prepaid advertising, promotion and t rade al lowances 
Accured salaries and wages 
All other current assets and liabilities 

Net cash provided by operating activities 

Refer to Notes to Consolidated Financia l Statements 

Source: Kellogg Company Form 10-K for 2010. 

2010 

$ 1,240 

392 

266 
97 

(643) 

59 
(146) 

72 
(192) 

9 
(12) 

(169) 

35 
---
$1,008 

Fiscal Vear 

2009 2008 

$1,208 $1, 146 

384 375 
(40) 157 

13 121 
(100) (451) 

(75) 48 
(13) 41 

(59) 32 
112 (85) 

(5) 3 

91 (10) 

42 (47) 

85 (63) 

$ 1,643 $1,267 
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L011 Explain the effects that inventory transactions have on the statement of cash flows. 

• Under the indirect method of calculating cash flows from operating activities, both the changes in the Inventory account 
and the Accounts Payable account must be taken into consideration. -

QUESTIONS Answers to these questions are on the last page of the chapter. 

1. On a statement of cash flows prepared using the indirect 2. A company's change in accounts payable was added 
method, a decrease in inventory is back to net income on the statement of cash flows pre-
a. deducted from net income. pared using the indirect method. This is an indication 
b. added to net income. that the amount owed to suppliers during the period 

c. ignored. a. increased. 
d. deducted from net income or added to net income b. decreased. 

depending on the size of the decrease. c. was unchanged. 
d. none of the above. 

APPENDIX 

Accounting Tools: Inventory 
Costing Methods with the Use 
of a Perpetual Inventory System 

OVERVIEW: The results from using the LIFO method differ if a company uses a 
perpetual system rather than a periodic system. The same is true of the weighted aver­
age method. 

T he illustrations of the inventory costing methods in the chapter assumed the use of a 
periodic inventory system. This appendix wi ll show how the methods are applied when a 
company maintains a perpetual inventory system. It is important to understand the dif­
ference between inventory costing systems and inventory methods. The two inventory sys­
tems differ in terms of how often the Inventory accoun t is updated : periodically or 
perpetually. However, when a company sells identical units of product and the cost to 
purchase each unit is subject to change, the company also must choose an inventory 
costing method such as FIFO, LIFO, or weighted average. 

Earl ier, the chapter provided ill ustrations of the various costing methods with a 
periodic system . The same data are now used to illustrate how the methods differ 
when a perpetual system is used. Keep in mind that if a company uses specific identifi ­
cation, t he res ul ts will be the same regard less of whether it uses the periodic or perpet­
ual system. To compare the periodic and perpetual systems for the other methods, we 
must add one important piece of information: the date of each of the sales. The origi ­
nal data as well as number of units sold on the vario us dates are summarized as 
follows: 

L012 Explain the differences in 
the accounting for periodic and 
perpetual inventory systems and 
apply the inventory costing meth­
ods using a perpetual system 
(Appendix). 
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Dat e 

Beginning inventory 
January 20 
February 18 
Apri l 8 
June 19 
September 5 
October 20 
December 12 

Purchases 

300 units @ $11 

400 units@ $12 

200 units@ $13 

100 units@$14 

Sales 

450 units 

300 units 

150 units 

Balance 

500 units@ $1 0 
800 units 
350 units 
750 units 
450 units 
650 units 
500 units 
600 units 

FIFO Costing with a Perpetual System 
Example 5-20, shown below, illustrates the FIFO method on a perpenial basis. The basic 
premise of FIFO applies whether a perioclic or a perpetual system is used: the first units pur­
chased are assumed to be the first mil ts sold. With a perpetual system, however, this concept 
is applied at the time of each sale. For example, note in Example 5-20 which 450 units are 
assumed to be sold on February 18. T he 450 tmits sold are taken from the beginning inven­
tory of 500 units with a tmit cost of $10. T hus, the inventory or balance after this sale as 
shown in the last three columns is 50 units at $10 and 300 w1its at $11 , for a total of 
$3,800. The purchase on April 8 of 400 units at $12 is added to the nmning balance. On a 
FIFO basis, the sale of 300 units on J w1e 19 comes from the remainder of the beginning in ­
ventory of 50 wuts and another 250 units from the first purchase at $11 on January 20 . 
The balance after this sale is 50 wuts at $11 and 400 W1its at $12. You should follow 
through the last three transactions in Exan1ple 5-20 to make sure you understand the appli­
cation of FIFO on a perpetual basis. An important point to note about the ending inventory 
of $7,600 is that it is the same amount calculated for FIFO periodic earlier in the chapter: 

FIFO periodic (Example 5-12) 
FIFO perpetual (Example 5-20) 

$7,600 
$7,600 

Whether the method is applied each time a sale is made or only at the end of the pe­
riod , the earli est units in are the first units out and the two systems will yield the same 
ending inventory under FIFO . 

Example 5-20 Determining Ending Inventory Using FIFO with a Perpetual 
System 

Purchases Sales Balance 

Unit Total Unit Tota l Unit 
Dat e Units Cost Cost Units Cost Cost Units Cost Balance 

1 /1 500 $10 $5,000 

1/20 300 $11 $3,300 500 10 
300 11 8 300 

2/18 450 $10 $4,500 50 10 
300 11 3,800 

4/8 400 12 4,800 50 10 

300 11 
400 12 8,600 

6/19 50 10 500 50 11 
250 11 2,750 400 12 5,350 

9/5 200 13 2,600 50 11 
400 12 

200 13 7,950 

10/20 50 11 550 300 12 

100 12 1,200 200 13 6,200 

[ 12/12 100 14 1,400 300 12 
~ 
~ 

200 13 

~ 
100 14 7,600 

g 



Moving Average with a Perpetual System 

LIFO Costing with a Perpetual System 
A LIFO cost flow with the use of a perpen1al system is illustrated in Example 5-2 1. First, 
note which 450 units arc assumed to be sold on February 18. T he sale consists of the 
most recent units acquired, 300 units at $11, and then 150 units from the beginning in ­
ventory at $ 10. Thus, the balance after this sale is simply the remaining 350 units fro m 
the beginning inventory priced at $ 10. The purchase on April 8 resul ts in a balance of 
350 units at $10 and 400 units at $12. 

Note what happens with LIFO when it is applied on a perpental basis. In essence, a 
gap is created. Units acquired at the earliest price of $10 and units acquired at the most 
recent price of $12 are on hand, but none of those at the middle price of $ 11 remain . 
T his situation arises because LIFO is applied every time a sale is made rather tl1an only at 
tl1e end of the year. Because of this difference, tl1e amount of ending inventory differs 
depending on which system is used: 

LIFO periodic (Example 5-13) 
LI FO perpetual (Example 5-21) 

$6, 100 
$6,750 

Example 5-21 Determining Ending Inventory Using LIFO with a Perpetual 
System 

Purchases Sales Balance 

Unit Total Unit Total Unit 
Date Units Cost Cost Units Cost Cost Units Cost Balance 

1 /1 500 $10 $5,000 

1/20 300 $11 $3,300 500 10 
300 11 8,300 

2/18 300 $11 $3,300 
150 10 1,500 350 10 3,500 

4/8 400 12 4,800 350 10 
400 12 8,300 

6/19 300 12 3,600 350 10 
100 12 4,700 

9/5 200 13 2,600 350 10 
100 12 
200 13 7,300 

10/20 150 13 1,950 350 10 
100 12 

50 13 5,350 

12/12 100 14 1.400 350 10 
100 12 
50 13 

100 14 6,750 

Moving Average with a Perpetual System 
When a weighted average cost assumption is applied with a perpetual system, it is some­
times called a moving average. As indicated in Example 5-22, each time a purchase is 
made, a new weighted average cost must be computed, tlms the name moving aJJerage. 
For example, tl1e goods available for sale after the January 20 purchase consist of 500 
units at $10 and 300 units at $11 , which res ul ts in an average cost of $ 10.38. T his is the 
unit cost ::ipplied to the 450 units sold on February 18. T he 400 units purchased on 

M 

~ 

~ 
!l 

g. 
E 
@ 
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Moving average 
The name given to an average cost 
method when a weighted average 
cost assumption is used with a 
perpetual inventory system. 
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April 8 require the computation of a new unit cost, as indicated in the second footnote 
in Example 5-22. As you might have suspected, the ending inventory with an average 
cost flow differs depending on whether a periodic or a perpetual system is used: 

Weighted average periodic (Example 5-11) 
Moving average perpetual (Example 5-22) 

$6,840 
$7,290 

Exa111ple 5-22 Determining Ending Inventory Using Moving Average with 
a Perpetual System 

Purchases Sales Balance 

Unit Total Unit Total Unit 
Date Units Cost Cost Units Cost Cost Units Cost 

1 /1 500 $10.00 

1/20 300 $11 $3,300 800 10.38* 

2/18 450 $10.38 $4,671 350 10.38 

4/8 400 12 4,800 750 11.24t 

6/19 300 11 .24 3,372 450 11 .24 

9/5 200 13 2,600 650 11 .78t 
10/20 150 11 .78 1,767 500 11.78 

12/12 100 14 1,400 600 12.15§ 

The moving average prices per unit are ca lcu lated as follows: 
~ * ($5,000 + $3,300)/800 units = $10.38 (rounded to nearest cent) 
·~ t($3,633 + $4,800)/750 units = $11.24 
~ t ($5,058 + $2,600)/650 units = $11 .78 
j §($5,890 + $1,400)/600 units = $12 .15 
@ 

L012 Explain the differences in the accounting for periodic and perpetual inventory systems and apply the 
inventory costing methods using a perpetual system. 

Balance 

$5,000 

8,304 

3,633 

8,430 

5,058 
7,657 

5,890 

7,290 

• The three inventory costing methods-FIFO, LIFO, and weighted average-may be used in combination with a perpetual 
inventory system. 

• The inventory costing method is applied after each sale of merchandise to update the Inventory account. 

• The results from using LIFO differ depending on whether a periodic or perpetual system is used. The same is true 
with weighted average, which is called moving average in a perpetual system. 

QUESTIONS Answers to these questions are on the last page of the chapter. 

1. For which inventory method does the dollar amount of 2. Moving average is the name given to the use of 
inventory on hand at the end of the period not differ a. the specific identification method used with a 
regardless of whether a company uses a periodic or a perpetual inventory system. 
perpetual inventory system? b. an average cost method used with a periodic 
a. weighted average cost inventory system. 
b. FIFO c. an average cost method used with a perpetual 
c. LIFO inventory system. 
d. The results always differ depending on the system d. none of the above. 

used. 



Key Terms Quiz 

RATIO REVIEW 

G P f
. R . Gross Profit (Income Statement) 

ross ro 1t at10 = ------------'­
Net Sales (Income Statement) 

I T R 
. Cost of Goods Sold (Income Statement) 

nventory urnover at10 = ---------------'­
Average Inventory* (Balance Sheet) 

·Average inventory can be estimated using the following calculation: 

Beginning Inventory + Ending Inventory 
2 

Number of Days Sales in Inventory = Number of Days in the Period** 
Inventory Turnover Ratio 

··Usually assume 360 days unless some other number is a better estimate of the number of days in the period. 

ACCOUNTS HIGHLIGHTED 

Account Titles Where It Appears 

Merchandise Inventory Balance Sheet 
Sales Revenue Income Statement 
Sales Returns and 

Allowances Income Statement 
Sales Discounts Income Statement 
Cost of Goods Sold Income Statement 
Purchases Income Statement 
Purchase Returns and 

Allowances Income Statement 
Trans portation-1 n Income Statement 
Purchase Discounts Income Statement 
Transportation-Out Income Statement 
Loss on Decline in Value 

of Inventory Income Statement 

KEY TERMS QUIZ 

In What Section 

Current Assets 
Sales 

Contra to Sales Revenue 
Contra to Sales Revenue 
Expenses 
Cost of Goods Sold 

Contra to Purchases 
Added to Purchases 
Contra to Purchases 
Selling Expense 

Other Expenses 

Page Number 

221 
224 

224 
225 
226 
229 

230 
229 
231 
232 

250 

Because of the large number of terms introduced in this chapter, there are two quizzes on key 
terms. Read each definition below and write the number of the definition in the blank beside the 
appropriate term . The quiz solutions appear at the end of the chapter. 

Quiz 1: Merchandise Accounting 
___ M erchandise Inventory 
___ Raw materials 
_ __ Work in process 
___ Finished goods 
_ __ Gross profit 

Net sales ----
Sales revenue - --
Sales Returns and Allowances - - -
Sales Discounts ---

___ Cost: of goods available for sale 

___ Cost. of goods sold 
___ Perpetual system 
___ Periodic system 
___ Transportation-In 

Purchases ---
Purchase Returns and Allowances ---
Purchase Discounts - - -

___ FOB destination point 
___ FOB shipping point 
___ Gross profit ratio 

(Continued) 
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l. 

2. 
,., 
;) . 

4. 

5. 

6. 
7. 
8. 
9 . 

10. 

11. 
12 . 
13. 
14. 
15. 
16. 
17. 
18 . 

19. 
20. 

Chapter 5 Inventories and Cost of Goods Sold 

The contra-revenue account used to record refunds to customers and reductions of their 
accounts. 
The adjunct account used to record freight costs paid by the buyer. 
The system in which the Inventory account is increased at the time of each purchase of mer­
chandise and decreased at the time of each sale. 
The 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 the supplier. 
The contra-revenue account used to record discounts given to customers for early payment 
of their accounts. 
Terms that require the seller to pay for the cost of shipping the merchandise to the buyer. 
Terms that require the buyer to pay the shipping costs. 
The system in which the Inventory account is updated only at the end of the period'." 
Beginning inventory plus cost of goods purchased. 
The contra-purchases account used to record reductions in purchase price for early payment 
to the supplier. 
T he account used in a periodic inventory system to record acquisitions of merchandLs.e... 
Sales revenue less sales returns and allowances and sales discounts. 
Cost of goods available for sale minus ending inventory. 
Gross profit divided by net sales. 
Sales less cost of goods sold. 
The cost of unfinished products in a manufacturing company. 
The account that wholesalers and retailers use to report inventory held for sale. 
The inventory of a manufacturer before the addition of any direct labor or manufacturing 
overhead. 
A manufacturer's inventory that is complete and ready for sale. 
A representation of the inflow of assets from the sale of a product. 

Quiz 2: Inventory Valuation 
___ Specific identification method 
___ Weighted average cost method 

___ Replacement cost 
___ Inventory profit 

Lower-of-cost-or-market (LCM) FIFO method ---
LIFO method ---

___ LIFO liquidation 
_ __ LIFO conformity rule 

LIFO reserve ---

---
rule 

___ Inventory turnover ratio 
_ __ Number of days' sales in inventory 
_ __ Moving average (Appendix) 

1. The name given to an average cost method when a weighted average cost assumption is 
used with a perpetual inventory system. 

2. An inventory costing method that assigns the same unit cost to all units avai lable for sale 
during the period . 

3. A conservative inventory valuation approach that is an attempt to anticipate declines in the 
val ue of inventory before its actual sale. 

4. An invento1y costing method that assigns the most recent costs to ending inventory. 
5. The current cost ofa unit ofinvento1y. 
6. An inventory costing method that assigns the most recent costs to cost of goods sold. 
7. A measure of how long it takes to sell inventory. 
8. The IRS requirement that when LIFO is used on a tax return, it must also be used in 

reporting income to stockholders. 
9. An inventory costing method that relies on matching unit costs with the actual units sold. 

10. The portion of the gross profit that results from holding inventory during a period of rising 
pnces. 

I l. The result of selling more units than are purchased during the period, which can have nega­
tive tax consequences if a company is using LIFO. 

12 . T he excess of the value ofa company's inventory stated at FIFO over the value stated at 
LIFO. 

13. A measure of the number of times invento1y is sold during a period. 



Warmup Exercises & Solutions 

ALTERNATE TERMS 

gross profit gross margin 
merchandiser wholesaler, retailer 
raw materials direct materials 

sales revenue sales 
transportation-in freight-in 
work in process work in progress 

WARMUP EXERCISES & SOLUTIONS 

Warmup Exercise 5-1 Net Sales 
McDowell Merchandising reported sales revenue, sales returns and allowances, and sales dis­
counts of$57,000, $1,500, and $900, respectively, in 2012. 

Required 

Prepare the Net Sales section of McDowell's 2012 income statement. 

Key to the Solution Refer to Exhibit 5-3. 

Warmup Exercise 5-2 Cost of Goods Sold 
The fo llowing amou nts are taken from White Wholesalers' records. (All amoun ts are fo r 2012. ) 

Required 

Inventory, January 1 
Inventory, December 31 
Purchases 
Purchase discounts 
Purchase returns and allowances 
Transportation-in 

$14,200 
10,300 
87,500 

4,200 
1,800 
4,500 

Prepare the Cost of Goods Sold section of White's 2012 income statement. 

Key to the Solution Refer to Exhibit 5-4. 

Warmup Exercise 5-3 Inventory Valuation 
Busby Corp. began the year with 75 units of inventory that it paid $2 each to acquire. During 
the year, it purchased an additional 100 units for $3 each. Busby sold 150 units during the year. 

Required 

1. Compute cost of goods sold and ending inventory assuming Busby uses FIFO. 
2. Compute cost of goods sold and ending inventory assuming Busby uses LIFO. 

Key to the Solution Refer to the mechanics of the methods beginning on page 239. 

Warmup Exercise 5-4 Lower of Cost or Market 
Glendive reports its inventory on a FIFO basis and has invento1y with a cost of $78,000 on 
December 31. The cost to replace the inventory on this date would be only $71,000 . 

Required 

Identify and analyze the necessary adjustment on December 31. 

Key to the Solution Recall the need to write down inventory when market is less than cost. 
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L010 Warmup Exercise 5-5 Inventory Turnover 
Sidney began the year with $130,000 i11 merchandise inventory and ended the year with 
$190,000 . Sales and cost of goods sold for the year were $900,000 and 640 ,000, respectively. 

Required 

1. Compute Sidney's inventory turnover ratio. 
2. Compute the number of days' sales in inventory. 

Key to the Solution Review how these two statistics are computed on pages 253-255. 

Solutions to W armup Exercises 

Warmup Exercise 5-1 
McDowell Merchandising 
Partial Income Statement 

For the Year Ended December 31 , 2012 

Sales revenue 
Less : Sales returns and allowances 

Sales discounts 

$57,000 
1,500 

900 
Net sales 

Warmup Exercise 5-2 
White Wholesalers 

Partial Income Statement 

$54,600 

For the Year Ended December 31, 2012 

Inventory, January 1, 2012 
Purchases 
Less: Purchase returns and allowances 

Purchase discounts 
Net purchases 
Add: Transportation-in 
Cost of goods purchased 
Cost of goods available for sale 
Less: Inventory, December 31, 2012 

Cost of goods sold 

Warmup Exercise 5-3 

$87,500 
1,800 
4,200 

$81,500 
4,500 

1. Cost of goods sold: (75 x $2) + (75 x $3) $375 

Ending inventory: 25 x $3 $ 75 

2. Cost of goods sold: (100 x $3) + (50 x $2) $400 

Ending inventory: 25 x $2 

Warmup Exercise 5-4 

ACTIVITY: Operating 

$ 14,200 

86,000 
$100,200 

10,300 
$89,900 

ACCOUNTS: Inventory Decrease Loss on Decline in Value of Inventory Increase 
STATEMENT(SJ: Balance Sheet and Income Statement 

Balance Sheet Income Statement 

STOCKHOLDERS' .-..i..._~~~~~~~~~~~~~~ NET 
ASSETS LIABILITI ES + EQUITY REVENUES EXPENSES INCOME 

Inventory (7,000) (7,000) Loss on Decline (7,000) 
in Value of 
Inventory 7,000 



Review Problem & Solution 

Warmup Exercise 5-5 
1. Inventory Turnover Ratio = Cost of Goods Sold 

Average Inventory 

$640,000 

($130,000 + $190,000)/2 

= $640,000 = 4 times 
$160,000 

2 N b f D 
, S 

1 
· 

1 
t Number of Days in the Period . um er o ays a es 1n nven ory = -----~-----

Inventory Turnover Ratio 

= 360 = 90 days 
4 

REVIEW PROBLEM & SOLUTION 

Stewart Distributing Company sells a single product for $2 per unit and uses a periodic inventory 
system. The fo llowing data are available for the year: 

Number of 
Date Transaction Units Unit Cost Total 

1 /1 Beginning inventory 500 $1.00 $500.00 

2/5 Purchase 350 1.10 385.00 
4/12 Sale (550) 
7/17 Sale (200) 
9/23 Purchase 400 1.30 520.00 
11 /5 Sale (300) 

Required 

1. Compute cost of goods sold assuming the use of the weighted average costing method. 
2. Compute the dollar amount of ending inventory assuming the FIFO costing method. 
3. Compute gross profit assuming the LIFO costing method . 
4. A sume a 40% tax rate. Compute the amount of taxes saved if Stewart uses the LIFO method 

rather than the FIFO method. 

Solution to Review Problem 

1. Cost of goods sold, weighted average cost method : 

Cost of goods available for sale 
$500 + $385 + $520 = 

Divided by: 
Units available for sale: 

500 + 350 + 400 = 
Weighted average cost 
x Number of units sold: 

550 + 200 + 300 = 
Cost of goods sold 

2 . Ending inventory, FIFO cost method: 

Units available for sale 
- Units sold 
= Units in ending inventory 
x Most recent purchase price of 
= Ending inventory 

$ 1,405 

1,250 units 
$ 1 .124 per unit 

x 1,050 units 
$ 1, 180.20 

1,250 
1,050 

200 
x $ 1.30 

$ 260 
(Continued) 

265 



266 Chapter 5 Inventories and Cost of Goods Sold 

3. Gross profit, LIFO cost method: 

Sales revenue: 1,050 units x $2 each 
Cost of goods sold 

400 units x $1 .30 = $520 
350units x $1.10 = 385 
300 units x $1 .00 = 300 

Gross profit 

4. Taxes saved from using LIFO instead of FIFO: 

LIFO Cost of goods sold 
- FIFO Cost of goods sold: 

Cost of goods available for sale 
Ending inventory from part (2) 
Cost of goods sold 

Additional expense from use of LIFO 
x Tax rate 

Tax savings from the use of LIFO 

QUESTIONS 

1. What are three distinct types of costs that 
manufacturers incur? Describe each of 
them. 

2. When a company gives a cash refund on 
returned merchandise, why doesn't it just 12. 
reduce Sales Revenue instead of using a 
contra-revenue account? 

3. What do credit terms 3/ 20, n/ 60 mean? 
How valuable to the customer is the dis-
count offered in these terms? 13. 

4. What is the difference between a periodic 
inventory system and a perpen1al inventory 
system? 14. 

5. How have point-of-sale terminals 
improved the ability of mass merchandisers 
to use a perpetual inventory system? 

6. In a periodic inventory system, what kind 15. 
of account is Purchases? Is it an asset, an 
expense, or neither? 

7. Why are shipping terms such as FOB 
shipping point or FOB destination point 16. 
important in deciding ownership of 
inventory at the end of the year? 

8. How and why are transportation-in and 
tran portation-out recorded differently? 

9. How is a company's gross profit deter-
mined? What does the gross profit ratio 
tell you about a company's performance 
during the year? 17. 

10. What is the relationship between tl1e 
valuation of inventory as an asset on the 
balance sheet and the measurement of 
income? 

11. What is the justification for including 18. 
freight costs incurred in acquiring incom-
ing goods in the cost of the inventory 

$1,405 
260 

$ 2, 100 

- 1,205 
$ 895 

$1,205 

- 1, 145 
$ 60 

x 0.40 
$ 24 

rather than simply treating the cost as an 
expense of the period? What is the signifi -
cance of this decision for accounting 
purposes? 
What are the inventory characteristics that 
would allow a company to use the specific 
identification method? Give at least two 
examples of inventory for which the 
method is appropriate. 
How can the specific identification 
method allow management to manipulate 
income? 
What is the significance of the adjective 
weighted i11 the weighted average cost 
method? Use an example to illustrate your 
answer . 
Which inventory method, FIFO or LIFO, 
more nearly approximates the physical 
flow of products in most businesses? 
Explain your answer. 
York Inc. manufactures notebook corn-
puters and has experienced noticeable 
declines in the purchase price of many of 
the components it uses, including com-
puter chips. Which inventory costing 
method should York use ifit wants to 
maximize net income? Explain your 
answer. 
Which inventory costing metl1od should a 
company use when it wants to minimize 
taxes? Does your response depend on 
whether prices are rising or falling? Explain 
your answers. 
The president of Ace Retail commented 
on the company's new controller: "The 
woman is bri!Jiant! She has shown us how 



we can maximize our income and at the 
same time minimize the amount of taxes 
we have to pay the government. Because 
the cost to purchase our inventory con ­
stantly goes up, we will use FIFO to calcu ­
late cost of goods sold on the income 
statement to minimize the amount 
charged to cost of goods sold and thus 
maximize net income. For tax purposes, 
however, we will use LIFO because this 
will minimize taxable income and thus 
minimize the amount we have to pay in 
taxes." Should the president be enthralled 
with the new controller? Explain your 
answer. 

19. What docs the term LIFO liquidation 
mean? How can it lead to poor buying 
habits? 

20. Historical-based costing methods are 
sometimes criticized for leading to inven­
tory profits. In a period of rising prices, 
which inventory costing method will lead 
to the most "invento11' profit"? Explain 
your answer. 

21. Is it acceptable for a company to disclose 
in its annual report that it is switching 
from some other inventory costing 

BRIEF EXERCISES 

Brief Exercises 

method to LIFO to save on taxes? 
Explain. 

22. Delevan Corp. uses a periodic invcnto11' 
system and is counting its year-end inven ­
tory. Due to a lack of communication, two 
different teams count the same section of 
the warehouse. What effect will this error 
have on net income? 

23. What is the rationale for valuing inventory 
at the lower of cost or market? 

24. Why is it likely that the result from apply­
ing the lower-of-cost-or-market rule using 
a total approach (i.e., by comparing total 
cost to total market value) and the result 
from applying the rule on an item -by-item 
basis will differ? 

25. Ralston Corp.'s cost of sales has remained 
steady over the last two years. During this 
same time period, however, its inventory 
has increased considerably. What does this 
information tell you about the company's 
inventory turnover? Explain your answer . 

26. Why is the weighted average cost method 
called a moving average when a company 
uses a perpetual inventory system? 
(Appendix ) 

Brief Exercise 5-1 Types and Forms of Inventory Costs for a 
Manufacturer 
What arc the three types of costs incurred by a manufacturer? What arc the three forms that in ­
vent011' can take for a manufacturer? 

Brief Exercise 5-2 Net Sales 
During the current period, Boston Corp. sold products to customers for a total of $85,000. Due 
to defective products, customers were given $2,000 in refunds for products that were returned 
and another $4,500 in reductions to their account balances. Discounts in the amount of $6,500 
were given for early payment of account balances. Prepare the ct Sales section of Boston's 
income statement. 

Brief Exercise 5-3 Cost of Goods Sold 
For each of the following items, indicate whether it increases (I) or decreases (D) cost of goods 
sold. 

Purchases 
Beginning inventory 
Purchase discounts 

Brief Exercise 5-4 Gross Profit Ratio 

Transportation-in 
Ending inventory 
Purchase returns and allowances 

Dexter Inc. recorded net sales of $50,000 during the period, and its cost of goods sold amounted 
to $30,000. Compute the company's gross profit ratio. 
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LOS Brief Exercise 5-5 Valuation of Inventory and Measurement of Income 
Baxter operates a chain of electronics stores and buys its products from a number of different 
manufacturers around the world. Give at least three examples of costs tl1at Baxter might incur 
tl1at should be added to the purchase price of its inventory. 

LOG 
EXAMPLE 5-12, 5-13 

L07 

Brief Exercise 5-6 Inventory Costing Methods 
Belden started the year with 1,000 units of inventory with a Lmit cost of $5. During me year, it 
bought 3,000 units at a cost of $6 per unit. A year-end cou nt revealed 500 units on hand. Com­
pute ending inventory assuming botl1 FIFO and LIFO. 

Brief Exercise 5-7 Selecting an Inventory Costing Method 
A company currently uses the LIFO memod to value its inventory. For each of tl1e following 
items, indicate whether it would be higher (H) or lower (L) if tl1e company changed to tl1e FIFO 
metl1od. Assume a period ofrising prices. 

Cost of goods sold 
Gross profit 
Income before taxes 

Income taxes 
Cash outflow 

LOB Brief Exercise 5-8 Inventory Error 
EXAMPLE 5-17, 5-18, 5-19 Due to a clerical error, a company overstated by $50,000 tl1e amount of inventory on hand at 

the end of tl1e year. Will net income for the year be overstated or understated? Identify me two 
accmmts on tl1e year-end balance sheet mat will be in error and indicate whetl1er they will be 
understated or overstated. 

L09 Brief Exercise 5-9 Lower-of-Cost-or-Market Rule 
The cost of Wright Corp.'s inventory at tl1e end of the year was $75,000; however, due to obso­
lescence, tl1e cost to replace tl1e inventory was only $55,000. Identif)r and analyze the adjustment 
needed at me end of tl1e year. 

L010 Brief Exercise 5-10 Inventory Turnover 
Two companies each recorded $10 million in cost of goods sold for the year. Company A had av­
erage inventory of $100,000 on hand during the year. Company B's average inventory was $1 
million. One company is a car dealer, and tl1e other is a wholesaler of fresh fmits and vegetables. 
Which company sells cars, and which company sells fruits and vegetables? Explain your answer. 

L011 Brief Exercise 5-11 Cash Flow Effects 
Grogan's inventory increased by $50,000 during tl1e year, and its accounts payable increased by 
$35,000. Indicate how each of mose changes would be reflected on a statement of cash flows 
prepared using tl1e indirect metl1od. 

L012 Brief Exercise 5-12 Inventory Methods Using a Perpetual System 
EXAMPLE 5-11, 5-22 (Appendix) 

Will tl1e dollar amount assigned to inventory differ when a company uses tl1e weighted average 
cost method depending on whemer a periodic or perpetual inventory system is used? Explain 
your answer. 

EXERCISES 

L01 Exercise 5-1 Classification of Inventory Costs 
Put an X in die appropriate column next to me inventmy item to indicate its most likely classifi­
cation on the books of a company mat manufactures furniture and tl1en sells it in retail company 
stores. 



Inventory Item 

Fabric 
Lumber 
Unvarnished tables 
Chairs on the showroom floor 
Cushions 
Decorative knobs 
Drawers 
Sofa frames 
Chairs in the plant warehouse 
Chairs in the reta il storeroom 

Raw 
Material 

Exercise 5-2 lnventoriable Costs 

Work in 
Process 

Classification 

Finished 
Goods 

Exercises 

Merchandise 
Inventory 

D uring the fi rst month of operations, ABC Company incurred the following costs in ordering 
and receiving merchandise for resale. o inventory 'vVas sold. 

List price, $100, 200 units purchased 
Volume discount, 10% off list price 
Paid freight costs, $56 
Insurance cost while goods were in transit, $32 
Long-distance phone charge to place orders, 

$4.35 

Required 

Purchasing department salary, $1 ,000 
Supplies used to label goods at retail price, 

$9.75 
Interest paid to supplier, $46 

What amount do you recommend the company record as merchandise inventory on its balance 
sheet? Explain your answer. For any items not to be included in inventory, indicate their appro­
priate treatment in the financial statements. 

L01 

Exercise 5-3 Perpetual and Periodic Inventory Systems L02 
Following is a partial list of account balances for two different merchandising companies. The EXAM PLE 5-3 
amounts in the accounts represent the balances at the end of the year before any adjustments are 
made or the books are clo ed. 

Company A 

Sales Revenue 
Sales Discounts 
Merchandise Inventory 
Cost of Goods Sold 

Required 

$50,000 
3,000 

12,000 
38,000 

Company B 

Sales Revenue 
Sales Discounts 
Merchandise Inventory 
Purchases 
Purchase Discounts 
Purchase Returns and Allowances 

$85,000 
2,000 
9,000 

41,000 
4,000 
1,000 

1 . Identify which inventory system, perpetual or periodic, each of the two companies uses . 
Explain how you know which system each compan y uses by looking at the types of accounts 
on its books. 

2 . How much inventory should Company A have on hand at the end of the year? What is its 
cost of goods sold for the year? 

3. Explain why you cannot determine Company B's cost of goods sold for the year from the in­
formation available . 

Exercise 5-4 Perpetual and Periodic Inventory Systems 
From the fo llowing list , identify whether the merchandisers described would most likely use a 
perpetual o r a period ic inventory system. 

(Continued) 
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Appliance store 
Car dealership 
Drugstore 
Furniture store 

Grocery store 
Hardware store 
Jewelry store 

How might changes in technology affect the ability of merchandisers to use perpetual inventory 
systems? 

L03 Exercise 5-5 Missing Amounts in Cost of Goods Sold Model 
For each of the following independent cases, fill in the missing amounts. 

Case 1 Case 2 Case 3 

Beginning inventory $ (a)l~cO $2,350 $1,890 
Purchases (gross) 6,230 5,720 (e) ~L/I> 
Purchase returns and allowances 470 800 550 
Purchase discounts 200 (cllf.Sl> 310 
Transportation-in 150 500 420 
Cost of goods available for sale 7, 110 (dl i-52.0 8,790 
Ending inventory _MJ_ffb 1.750 1,200 
Cost of goods sold 5,220 5,570 (f) 'tSC/D 

L03 Exercise 5-6 Purchase Discounts 
EXAMPLE 5-1, 5-4, 5-6 Identify and analyze each of the following transactions of Buckeye Corporation. (All purchases 

on credit are made with terms of 1/ 10, n/ 30, and Buckeye uses the periodic system of 
inventory. ) 

L03 
EXAMPLE 5-1, 5-4. 5-5, 

5-6. 5-7 

July 3: Purchased merchandise on credit from Wildcat Corp. for $3,500. 

July 6: Purchased merchandise on credit from Cyclone Company for 7,000. 

July 12: Paid amount owed to Wildcat orp. 

August 5: Paid amount owed to Cyclone Company. 

Exercise 5-7 Purchases-Periodic System 
Identify and analyze each of the followi ng transactions of Wolverine Corporation. The company 
uses the periodic system. 

March 3: 

March 7: 

March 12: 

March 15: 

March 18: 

March 22: 

April 6: 

April 18: 

Purchased merchandise from Spartan Corp. for $2,500 with terms of 2/ 10, n/ 30. 
Shipping costs of $250 were paid to Neverlate Transit Company. 

Purchased merchandise from Boilermaker Company for $ 1 ,400 with terms of n/ 30. 

Paid amount owed to Spartan Corp. 

Received a credit of $500 on defective merchandise purchased from Boilermaker 
Company. The merchandise was kept. 

Purchased merchandise from Gopher Corp. for $1 ,600 with terms of 2/ 10, n/30. 

Received a credit of $400 from Gopher Corp. for spoiled merchandise returned to 
Gopher. This is the amount of credit exclusive of any discount. 

Paid amount owed to Boilermaker Company. 

Paid amount owed to Gopher Corp. 

L03 Exercise 5-8 Shipping Terms and Transfer of Title 
EXAMPLE 5-8 On December 23, 2012, Miller Wholesalers ship merchandise to Michael Retailers with terms of 

FOB destination point. The merchandise arrives at Michael's warehouse on January 3, 2013. 

Required 

1. Identify who pays to ship the merchandise. 
2. Determine whether the inventory should be included as an asset on Michael's December 31 , 

2012, balance sheet. Should the sale be included on Miller's 2012 income tatement? Explain. 
3. Explain how your answers to part (2) would have been different if the terms of shipment had 

been FOB shipping point. 



Exercises 

Exercise 5-9 Transfer of Title to Inventory 
Identify whether the transactions described should be recorded by Cameron Companies during 
December 2012 (fi ll in the blank with a D ) or January 2013 (fill in the blank with a J). 

Purchases of merchandise that are in transit from vendors to Cameron Companies on December 
31, 2012. 

Shipped FOB shipping point 
Shipped FOB destination point 

Sales of merchandise that are in transit to customers of Cameron Companies on December 
31, 2012. 

Shipped FOB shipping point 
Shipped FOB destination point 

Exercise 5-10 Working Backward: Gross Profit Ratio 
Acme's gross profit ratio increased by 20% over the prior year. et sales and cost of goods sold 
for the prior year were $120,000 and $90,000, respectively. Cost of goods sold for the current 
year is $140,000 . 

Required 

Determine the amount of Acme's sales for the current year. 

L03 
EXAMPLE 5-8 

L04 

Exercise 5-11 Inventory and Income Manipulation ~ LOS 

T he president of SOS Inc. is concerned that the net income at year-end will not reach the ! 
expected figure. When the sales manager receives a large order on the last day of the fiscal year, j 
the president tells the accountant to record the sale but to ignore any inventory adjustment ~ 
because the physical inventory has already been taken. How will this affect the current year's net ~ 
income? next year's income? What would you do if you were the accountant? Would your answer 
differ if your company followed IFRS rather than U.S. GAAP? Assume that SOS uses a periodic 
inventory system. 

Exercise 5-12 Inventory Costing Methods 
VanderMeer Inc. reported the following information for the month of February: 

Inventory, February 1 
Purchases: 

February 7 

February 18 

February 27 

65 units@ $20 

50 units@ $22 

60 units@ $23 

45 units@ $24 

During February, VanderMeer sold 140 units. T he company uses a periodic inventory system. 

Required 

What is the value of ending inventory and cost of goods sold for February under the fo llowing 
assumptions: 
1. Of the 140 units sold, 55 cost $20, 35 cost $22, 45 cost $23, and 5 cost $24. 
2. FIFO 
3. LIFO 
4. Weighted average 

Exercise 5-13 Evaluation of Inventory Costing Methods 
Write the letter of the method that is most applicable to each statement. 

a. Specific identification 
b. Average cost 
c. First-in, first-out (FIFO) 
d. Last-in , first-out (LIFO ) 

(Continued) 

LO& 
EXAMPLE 5-10, 5-11, 
5-12, 5-13 

L07 
EXAMPLE 5-16 

271 



272 

LOS 
EXAMPLE 5-17, 5-18, 5-19 

L03 
EXAMPLE 5-8 

L010 

Chapter 5 Inventories and Cost of Goods Sold 

1. ls the most realistic ending inventory 
2 . Results in cost of goods sold being closest to current product costs 
3. Results in highest income during periods of inflation 
4. Results in highest ending inventory dming periods of inflation 
5. Smooths out costs during periods of inflation 
6. Is not practical for most businesses 
7. Puts more weight on the cost of the larger number of units purchased 
8. Is an assumption that most closely reflects the physical flow of goods for most 

businesses 
9 . Is not an acceptable method under IFRS 

Exercise 5-14 Inventory Errors 
~ For each of the following independent situations , fill in the blanks to indicate the effect of the 
l error on each of the various financial statement items. Indicate an understatement (U), an over­
} statement (0 ), or no effect (NE). Assume that each of the companies uses a periodic inventory 
Ji system. 
~ 

Error 

1. Goods in transit at year-end are not 
included in the physical count; they 
were shipped FOB shipping point. 

2. One section of a warehouse is counted 
twice during the year-end count of 
inventory. 

3. During the count at year-end, the 
inventory sheets for one of the stores of 
a discount retailer are lost. 

Balance Sheet 

Inventory 
Retained 
Earnings 

Exercise 5-15 Transfer of Title to Inventory 

Income Statement 

Cost of 
Goods Sold 

Net 
Income 

For each of the following transactions, indicate which company should include the inventory on 
its December 31, 2012, balance sheet: 
1. Michelson Supplies Inc . shipped merchandise to PJ Sales on December 28, 2012, terms 

FOB destination . The merchandise arrives at PJ's on January 4, 2013. 
2. Quarton Inc. shipped merchandise to Filbrand t on December 25 , 2012, FOB destination. 

Fi lbrandt received the merchandise on December 31, 2012 . 
3. James Bros. Inc. shipped merchandise to Randall Company on December 27, 2012, FOB 

shipping point . Randall Company received the merchandise on January 3, 2013. 
4. Hinz Company shipped merchandise to Barner Inc . on December 24, 2012, FOB shipping 

point. The merchandise arrived at Earner's on December 29, 2012. 

Exercise 5-16 Inventory Turnover for Nordstrom 
The fo llowing amounts are available from the 2010 annual report of Nordstrom, Inc. , the fash ­
ion retailer. (All amounts are in millions of dollars and January 29, 2011, is the end of the com­
pany's 2010 fiscal year.) 

Required 

Cost of sales and related buying and occupancy costs 
Merchandise inventories. January 29, 2011 
Merchandise inventories, January 30, 2010 

1. Compute Nordstrom's inventory turnover ratio for 2010. 

$5,897 

977 

898 

2. What is the average length of time it takes to sell an item of inventory? Explain yom answer. 
3. Do you think the average length of time it took Nordstrom to sell inventory in 2010 is rea­

sonable? What other information do you need to full y answer that question? 



Multi-Concept Exercises 

Exercise 5-17 Working Backward: Inventory Turnover 
It takes Bradley Retailers 90 days on average to sell its inventory. T he company began the year 
with $17,000 in inventory. Sales and cost of goods sold for the year amounted to $95,000 and 
$60,000, respectively. 

Required 

Assuming 360 days in a year, determine the amou nt of Bradley's ending inventory . 

Exercise 5-18 Impact of Transactions Involving Inventories on 
Statement of Cash Flows 
From the following list, identify whether the change in the account balance during the year is 
added to (A) or deducted from (D ) net income when the indirect method is used to determine 
cash flows from operating activities . 

Increase in accounts payable 
Decrease in accounts payable 

Increase in inventories 
Decrease in inventories 

Exercise 5-19 Effects of Transactions Involving Inventories on the 
Statement of Cash Flows-Direct Method 
Masthead Company's comparative balance sheets incl uded inventory of $ 180,400 at December 
31, 20 11 , and $241,200 at December 31, 201 2. Masthead's comparative balance sheets also 
included accou nts payable of $85,400 at December 31, 20 11 , and $78,400 at December 31, 
2012. Masthead's accounts payable balances arc composed solely of amounts due to suppliers for 
purchases of inventory on account. Cost of goods sold, as reported by Masthead on its 2012 
income statement, amounted to $ 1,200,000 . 

Required 

What is the amount of cash payments for inventory that Masthead will report in the Operating 
Activities category of its 2012 statement of cash flows assuming that the direct method is used? 

Exercise 5-20 Effects of Transactions Involving Inventories on the 
Statement of Cash Flows-Indirect Method 
Refer to all of the facts in Exercise 5- 19. 

Required 

Assume instead that Masthead uses the indirect method to prepare its statement of cash flows. 
Indicate how each item will be reflected as an adjustment to net income in the Operating Activ­
ities category of the statement of cash flows. 

MULTI-CONCEPT EXERCISES 

Exercise 5-21 Income Statement for a Merchandiser 
Fi ll in the missing amounts in the followi ng income statement for Carpenters Department Store 
Inc . 

Sales revenue 
Less: Sales returns and allowances 
Net sales 
Cost of goods sold: 
Beginning inventory 
Purchases 
Less: Purchase discounts 
Net purchases 
Add: Transportation-in 

$ (b) 

1,300 
$ (c) 

6,550 

$125,600 
(a) 

$ 23,400 

$122,040 

(Continued) 
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Cost of goods purchased 

Cost of goods available for sa le 
Less: Ending inventory 

Cost of goods sold 

Gross profit 
Operating expenses 

Income before tax 
Income tax expense 

Net income 

81, 150 

$104,550 
(e) 

(d) 

$ 38,600 
(f) 

$ 26,300 
10,300 

$ (g) 

L02 • 3 Exercise 5-22 Partial Income Statement-Periodic System 

L03•6 
EXAM PLE 5-2, 5-12, 5-13 

L04•6 
EXAMPLE 5-11 

LaPine Company has the following account balances as of December 31, 2012: 

Required 

Purchase returns and allowances 
Inventory, January 1 

Sales 
Transportation-in 
Sales returns and allowances 
Purchase discounts 
Inventory, December 31 
Purchases 
Sales discounts 

$ 400 
4,000 

80,000 
1,000 

500 
800 

3,800 
30,000 

1,200 

Prepare a partial income statement for LaPine Company for 2012 through gross profit. Calculate 
LaPine's gross profit ratio for 2012. 

Exercise 5-23 Cost of Goods Sold, FIFO, and LIFO 
Kramer began operations early in 2012 and made the following purchases: 

February 5 
June 10 
October 4 

200 
500 
300 

$5 
6 
7 

Kramer used the FIFO method to value its inventory and reported cost of goods sold expense for 
the year of $4,000. 

Required 

Determine the cost of goods sold expense assuming Kramer had used the LIFO method instead 
of the FIFO method. 

Exercise 5-24 Weighted Average Cost Method and Gross Profit Ratio 
Martin Corp. began the year with 2,000 units of inventory that had been purchased for $6 per 
unit. During the year, 5,000 units were purchased for $8 each and 8,000 units for $10 each. 
Martin sold 9,000 units during the year for $15 each. The company uses the weighted average 
cost method . 

Required 

1. Compute cost of goods sold expense. 
2. Compute the gross profit ratio. 



Multi-Concept Exerc ises 

Exercise 5-25 Inventory Costing Methods-Periodic System 
T he fo llmving information is available concerning the inventory of Carter Inc. : 

Units Unit Cost 

Beginning inventory 200 $10 
Purchases: 

March 5 300 11 
June 12 400 12 
August 23 250 13 
October 2 150 15 

During the year, Carter sold 1,000 units. It uses a periodic inventory system. 

Required 

1. Calculate ending inventory and cost of goods sold for each of the fo llowing three methods: 

a. Weighted average 
b. FIFO 
c. LIFO § 

2 . Assume an estimated tax rate of 30%. H ow much more or less (indicate which) will Carter i 
pay in taxes by using FIFO instead of LI FO ? Explai n your answer. ~ 

3. Assume that Carter prepares its fi nancial statements in accordance with IFRS. Which costing ~ 
method should it use to pay the least amount o f taxes? Explain your answer. ; 

Exercise 5-26 Lower-of-Cost-or-Market Rule 
Awards Etc. carries an inventory of trophies and ribbons for local sports teams and school cl ubs. 
T he cost of trophies has dropped in the past year, which pleases the company except fo r the fact 
that it has on hand considerable inventory that vvas purchased at the higher prices. T he president 
is not pleased with the lower profit margin the company is earn ing. "The lower profi t margin will 
continue unt il we sell all of this old inventory," he grumbled to the new staff accountant. " ot 
really," replied the accountant. "Let's wri te down the inventory to the replacement cost this year, 
and then nex t year o ur profi t margin will be in line with the competi tion." 

Required 

Explain why the invento1y can be carri ed at an amoun t less than its cost . Which accoun ts wi ll be 
affected by the write-down> What will be the eftect on income in the current year and fo tu re years? 

Exercise 5-27 Working Backward: Cost of Goods Sold and the 
Statement of Cash Flows 
Texas Corp.'s statement of cash flows reported an addi tion of$6,000 for the change in the Inventory 
account during the year. Cost of goods sold expense on the income statement amounted to $50,000. 

Required 

Determine the amount of purchases during the year. 

Exercise 5-28 Inventory Costing Methods- Perpetual System 
(Appendix) 
T he fo llowing information is available concerning Stillwater Inc.: 

Units Unit Cost 

Beginning inventory 200 $10 
Purchases: 

March 5 300 11 
June 12 400 12 
August 23 250 13 
October 2 150 15 

(Continued) 
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Stillwater, which uses a perpetual system, sold 1,000 mlits for $22 each during the year. Sales 
occurred on the fo llowing dates: 

Units 

February 12 150 
April 30 200 
July 7 200 
September 6 300 
December 3 150 

Required 

1. Calculate ending inventory and cost of goods sold for each of the following three methods: 

a. Moving average 
b. FIFO 
c. LIFO 

2. For each of the three methods, compare the results with those of Carter in Exercise 5-25. 
Which method gives a different answer depending on whether a company uses a periodic or 
a perpetual inventory system? 

3. Assw11e the use of the perpetual system and an estimated tax rate of 30%. How much more 
or less (indicate which) wi ll Stillwater pay in taxes by using LIFO instead of FIFO? Explain 
your answer. 

PROBLEMS 

101 Problem 5-1 Inventory Costs in Various Businesses 
Businesses incur various costs in selling goods and services. Each business must decide which 
costs are expenses of the period and which should be included in the cost of the inventory. The 
following table lists various types of businesses along with certain types of costs they incur: 

Business 

Retail shoe store 

Grocery store 

Frame shop 

Walk-in print shop 

Restaurant 

Required 

Types of Costs 

Shoes for sale 

Shoe boxes 

Advertising signs 

Canned goods on the shelves 
Produce 
Cleaning supplies 

Cash registers 

Wooden frame supplies 
Nails 

Glass 

Paper 
Copy machines 
Toner cartridges 

Frozen food 
China and silverware 
Prepared food 
Spices 

Accounting Treatment 

Expense of 
the Period 

Inventory 
Cost 

Other 
Treatment 

Fill in the table to indicate the correct accounting for each type of cost by placing an X in the 
appropriate column. For any costs that receive other treaunent, explain what the appropriate 
treaunent is for accounting purposes. 



Problems 

Problem 5-2 Calculation of Gross Profit Ratio for Wal-Mart and Target 
The following information was summarized from the consolidated statements of income of 
Wal-Mart Stores, Inc. and Subsidiaries for the years ended January 31, 2011 and 2010, and 
the consolidated statements of operations of Target Corporation for the years ended January 
29, 2011, and January 30, 2010. (For each company, years are labeled as 2010 and 2009, respec· 
tively, although Wal-Mart labels these as the 2011 and 2010 fiscal years.) 

2010 2009 

(in Millions) Sales* Cost of Sales Sales* Cost of Sales 

Wal-Mart $418,952 $315,287 $405,132 $304,444 

Target 65,786 45,725 63,435 44,062 

*Described as net sales by Wal-Mart. 

Required 

1. Calculate the gross profit ratios for Wal-Mart and Target for 2010 and 2009. 
2. Which company appears to be performing better? What factors might cause the difference in 

the gross profit ratios of the two companies? What other information should you consider to 
determine how these companies are performing in this regard? 

Problem 5-3 Evaluation of Inventory Costing Methods 
Users of financial statements rely on the information available to them to decide whether to 
invest in a company or lend it money. As an investor, you are comparing three companies in the 
same industry. The cost to purchase inventory is rising in the industry. Assume that all expenses 
incurred by the three companies are the same except for cost of goods sold. The companies use 
the following methods to value 'ending inventory: 

Required 

Company A-weighted average cost 
Company 8-first-in, first-out (FIFO) 
Company C-last-in, first-out (LIFO) 

1. Which of the three companies wi ll report the highest net income? Explain your answer. 
2 . Which of the three companies wi ll pay the least in income taxes? Explai n your answer. 
3. Which method of inventory costing do you believe is superior to the others in providing in­

formation to potential investors? Explain . 
4. Explain how your answers to parts (1), (2), and (3) would change ifthe costs to purchase in­

ventory had been falling instead of rising. 

Problem 5-4 Inventory Error 
The following highly condensed income statements and balance sheets are available for Budget 
Stores for a two-year period. (All amounts are stated in thousands of dollars. ) 

Income Statements 

Revenues 
Cost of goods sold 
Gross profit 
Operating expenses 

Net income 

Balance Sheets 

Cash 
Inventory 
Other current assets 
Long-term assets 

Total assets 

2012 

$20,000 
13,000 

$ 7,000 
3,000 

$ 4,000 

December 31, 2012 

$ 1.700 
4,200 
2,500 

15,000 
$23,400 

2011 

$15,000 
10,000 

$ 5,000 
2,000 

$ 3,000 

December 31, 2011 

$ 1,500 
3,500 
2,000 

14,000 

$21,000 
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Balance Sheets 

Liabilities 
Capital stock 
Retained earnings 

Total liabi lities and 
stockholders' equity 

December 31, 2012 

$ 8,500 
5,000 
9,900 

$23,400 

December 31 , 2011 

$ 7,000 
5,000 
9,000 

$21,000 

Before releasing the 201 2 annual report, Budget's controller learns that the inventory of one of 
the stores (amounting to $600,000) was inadvertently omitted fro m the count on December 31 , 
2011. The inventory of the store was correctly included in the December 31, 2012, count. 

Required 

1. Prepare revised income statements and balance sheets for Budget Stores fo r each of tl1e two 
years . Ignore tl1e effect of income taxes. 

2. If Budget did not prepare revised statements before releasing tl1e 2012 annual report, what 
would be the amount of overstatement or understatement of net income fo r tl1e t\vo-year pe­
riod? What would be the overstatement or understatement of retained earnings at December 
31 , 2012 , if revised statements were not prepared? 

3. Given your answers in part (2 ), does it matter if Budget bothers to restate the fi nancial state­
ments of the t\Vo years to rectify the error? Explain your answer. 

L010 Problem 5-5 Inventory Turnover for Apple Computer and Hewlett­
Packard 
The following information was summarized from the fiscal year 2010 annual report of Apple 
Computer, Inc.: 

Cost of sales for the year ended : 
September 25, 2010 
September 26, 2009 

Inventories: 
September 25, 2010 
September 26, 2009 

Net sales for the year ended: 
September 25, 2010 
September 26, 2009 

(in millions) 

$39,541 
25,683 

1,051 
455 

65,225 
42,905 

The fo llowi ng information was summarized from tl1e fiscal yea r 2010 annual report of 
Hewlett-Packard Company: 

Required 

Cost of sales * for the year ended: 
October 31, 2010 
October 31, 2009 

Inventory: 
October31, 2010 
October 31 , 2009 

Net revenue (products) for the year ended : 
October 31, 2010 
October 31 , 2009 

• Described as "cost of products" by Hewlett-Packard. 

(in millions) 

$65,064 
56,503 

6,466 
6,128 

84,799 
74,051 

1. Calculate the gross profit ratios for Apple-Computer and H ewlett-Packard for each of the 
two years presented . 

2. Calculate tl1e inventory turnover ratios fo r botl1 companies for the most recent year. 
3. Which company appears to be performing better? What otl1er information sho uld you con­

sider to determine how these companies are performing in this regard? 



Multi-Concept Problems 

Problem 5-6 Effects of Changes in Inventory and Accounts Payable 
Balances on Statement of Cash Flows 
Copeland Antiques reported a net loss of $33,200 for the year ended December 31, 2012 . The 
following items were included on Copeland's balance sheets at December 31, 2012 and 2011: 

Cash 

Trade accounts payable 
Inventories 

12/31/12 

$ 65,300 

123,900 
192,600 

12/ 31 / 11 

$ 46, 100 

93,700 
214,800 

Copeland uses the indirect method to prepare its statement of cash flows. Copeland does not 
have any other current assets or current liabilities and did not enter into any investing or financ­
ing activities during 2012. 

Required 

1. Prepare Copeland's 2012 statement of cash flows. 
2. Draft a brief memo to the president explaining why cash increased during such an unprofit­

able year. 

MULTI-CONCEPT PROBLEMS 

Problem 5-7 Purchases and Sales of Merchandise, Cash Flows 
Two Wheeler, a bike shop, opened for business on Apri l 1. It uses a periodic inventory system. 
The following transactions occurred during the first month of business: 

April 1: Purchased five units from Duhan Co. for $500 total, with terms 3/ 10, n/30, 
FOB destination. 

April 10: Paid for the April 1 purchase. 

April 15: Sold one unit for $200 cash. 

April 18: Purchased ten units from Clinton Inc. for $900 total, with terms 3/ 10, n/ 30, 
FOB destination. 

April 25: Sold three units for $200 each, cash. 

April 28: Paid for the April 18 purchase. 

Required 

1. Identify and analyze each of the preceding transactions ofTwo Wheeler. 
2. Determine net income for the month of April. Two Wheeler incurred and paid $100 for rent 

and $50 for miscellaneous expenses during April. Ending inventory is $967. (Ignore income 
taxes. ) 

3. Assuming that these are the only transactions during April (including rent and miscellaneous 
expenses), compute net cash flow from operating activities. 

4. Explain why cash outflow is so much larger than expenses on the income statement. 

Problem 5-8 Gap lnc.'s Sales, Cost of Goods Sold, and Gross Profit 
The consolidated balance sheets of Gap Inc. included merchandise inventory in the amount of 
$1,620,000,000 as ofJanuary 29, 2011 (the end of fiscal year 2010 ) and $1,477,000,000 as of 
January 30, 2010 (the end of fiscal year 2009 ). Net sales were $14,664,000,000 and 
$14,197,000,000 at the end of fiscal years 2010 and 2009, respectively. Cost of goods sold and 
occupancy expenses were $8,775,000,000 and $8,473,000,000 at the end of fisca l years 2010 
and 2009, respectively. 

Required 

l. Unlike most other merchandisers, Gap Inc. doesn't include accounts receivable on its bal­
ance sheet. Why doesn't Gap Inc.'s balance sheet include this account? 
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2. Identify and analyze the transaction to record sales during the year ended January 29, 
2011. 

3. Gap Inc. sets forth net sales but not gross sales on its income statement. What type(s) of 
deduction(s) would be made from gross sales to arrive at the amount of net sales reported? 
Why might the company decide not to report the amount(s) of the deduction(s) separately? 

4. Reconstruct the Cost of Goods Sold section of Gap Inc.'s 2010 income statement. 
5. Calculate the gross profit ratios for Gap Inc. for 2010 and 2009 and comment on any change 

noted. Is the company's performance improving? Explain. What factors might have caused 
the change in the gross profit ratio? 

L02 • 3 Problem 5-9 Financial Statements 
A list of accounts fo r Maple Inc. at December 31, 201 2, fo llows: 

Accounts Receivable $ 2,359 Land $20,000 
Advertising Expense 4,510 Purchase Discounts 800 
Buildings and Equipment, Net 55,550 Purchases 40,200 
Capital Stock 50, 000 Retained Earnings, January 1, 2012 32,550 
Cash 590 Salaries Expense 25,600 
Depreciation Expense 2,300 Salaries Payable 650 
Dividends 6,000 Sales 84,364 
Income Tax Expense 3,200 Sales Returns 780 
Income Tax Payable 3,200 T ransportation-ln 375 
Interest Receivable 100 Utilities Expense 3,600 
Inventory: 

January 1, 2012 6,400 
December 31, 2012 7,500 

Required 

1. Determine cost of goods sold for 2012. 
2. Determine net income for 2012. 
3. Prepare a balance sheet dated December 31, 2012. 

LOS• 6 • 7 Problem 5-10 Comparison of Inventory Costing Methods-Periodic 
System 
Bitten Company's inventory records show 600 uni ts on hand on October 1 with a unit cost of 
$5 each. T he fo llowing transactions occurred dming the month of October: 

Date Unit Purchases Unit Sales 

October 4 500@ $10 .00 

8 800@ $5.40 

9 700@ $10.00 
18 700@ $5.76 
20 800@ $11 .00 

29 800@ $5.90 

All expenses other than cost of goods sold amount to 3,000 for the month. The company uses 
an estimated tax rate of 30% to accrue monthly income taxes. 

Required 

1. Prepare a chart comparing cost of goods sold and endjng i1wentory using the periodic system 
and the fo llowing costing methods: 

Weighted average 
FIFO 
LIFO 

Cost of Goods Sold 

2. What does the Total column represent? 

Ending Inventory Total 



Multi-Concept Problems 

3. Prepare income statements for each of the three methods. 
4. Will the company pay more or less tax if it uses FIFO rather than LIFO? H ow much more or 

less? 

Problem 5-11 Comparison of Inventory Costing Methods-Perpetual 
System (Appendix) 
Repeat Problem 5- 10 using the perpetual system. 

Problem 5-12 Inventory Costing Methods-Periodic System 
O xendine Company's inventory records fo r the month of November reveal the fo llowing: 

Inventory, November 1 
November 4, purchase 
November 7, sale 
November 13, purchase 
November 18, purchase 

November 22, sale 
November 24, purchase 
November 28, sale 

200 units@ $18.00 
250 units@ $18.50 
300 units@ $42.00 
220 units@ $18.90 
150 units@ $19.00 
380 units@ $42 .50 
200 units@ $19.20 
110 units@ $43.00 

Selling and administrative expenses for the month were $10,800 . Depreciation expense was 
$4,000 . O xendine's tax rate is 35%. 

Required 

1. Calculate the cost of goods sold and ending inventory under each of the fo llowing three 
methods assuming a periodic inventory system: (a) FIFO , (b) LI FO , and (c) weighted aver-
age. ~ 

Calculate the gross profit and net income under each costing assumption. 0 

LOS• 7 • 12 

105. 6. 7 

2. 
3. 
4. 

Under which costing method will O xendine pay the least taxes? Explain your answer. I 
Assume th at Oxendine prepares its fi nan cial statements in accordance with IFRS . Which ~ <-IFRs 
costing met11 od sho uld the company use to pay the least amount of taxes? Explai n your ,§ 
answer. 

Problem 5-13 Inventory Costing Methods-Periodic System 
Following is an inventory acq uisition schedule for Weaver Corp. for 201 2: 

Units Unit Cost 

Beginning inventory 5,000 $10 
Purchase: 

February 4 3,000 9 
Apri l 12 4,000 8 
September 10 2,000 7 
December 5 1,000 6 

During t11e year, Weaver sold 12,500 uni ts at $12 each. All expenses except cost o f goods sold 
and taxes amounted to $20,000 . T he tax rate is 30%. 

Required 

1. Compute cost of goods sold and ending inventory under each of t11e fo llowing t11ree met11 - · 
ods assuming a periodic inventory system: (a) weighted average, (b) FIFO , and (c) LIFO . 

2. Prepare income statements under each of t11e three met11ods. 
3. Which method do you recommend so t11at Weaver pays the least amount of taxes during 

201 2? Explain your answer. 
4. Weaver anticipates that uni t costs for inventory will increase th rougho ut 201 3. Will Weaver 

be able to switch from the method you recommended tliat it use in 2012 to another met11od 
to take advantage of t11e increase in prices fo r tax purposes? Explain your answer. 

105. 6. 7 
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L01 • 7 • 9 Problem 5-14 Interpreting Gannett Co.'s Inventory Accounting Policy 
T he 2010 annual report of Gannett Co., Inc. (publisher of USA Today and many other newspa­
pers) includes the fo llowing in the note that summari zes its accounting policies: 

Inventories Inventories, consisting principally of new print, printing in k and plate material for 
the company's publishing operations, are valued primarily at the lower of cost (first-in, firs t-out ) 
or market . At certain U.S. publishing operations however, newsprint inventory is carried on a 
last- in , fi rst-out basis. 

Required 

1. What types of inventory cost does Gannett carry? What about newspapers? Are newspapers 
considered inventory? 

2. Why would the company choose two different methods to value its inventory? 

ALTERNATE PROBLEMS 
L01 Problem 5-1A Inventory Costs in Various Businesses 

Sound T raxs Inc. sells and rents DVDs to retail customers. T he accountant is aware that at the 
end of the year, she must account for inventory, but is unsure what DVDs are considered inven­
tory and how to value them. DVDs purchased by the company are placed on the shelf for rental. 
Every three weeks, the company performs a detailed analysis of the rental income from each 
DVD and decides whether to keep it as a rental or to offer it for sale in the resale section of the 
store. Resale DVDs sell for $10 each regardless of the price Sound Traxs paid for the DVD . 

Required 

1. How should Sound Traxs account for each of the two types of DVDs-rentals and resales­
on its balance sheet? 

2. H ow would you suggest Sound T raxs account for the DVDs as they are transferred fro m 
one department to another? 

L04 Problem 5-2A Calculation of Gross Profit Ratio for Coca-Cola and 
PepsiCo 
T he fo llowing information was summari zed from the 2010 and 2009 consolidated statements of 
income of The Coca-Cola Company and Subsidiaries (fo r years ended December 31 each 
year) and PepsiCo, Inc. and Subsidiaries (for years ended December 25, 201 0, and December 
26 , 2009 ). 

(in Millions) 

Coca-Cola 
PepsiCo 

Sales* 

$35, 11 9 
57,838 

2010 

Cost of Goods Sold** 

$12,693 
26,575 

Sales* 

$30,990 
43,232 

•Described as "Net operating revenues " by Coca-Cola and as "Net revenue " by PepsiCo. 
••Described as "Cost of Sales" by PepsiCo. 

Required 

2009 

Cost of Goods Sold** 

$11,088 
20,099 

1. Calculate the gross profit ratios fo r Coca-Cola and PepsiCo for 2010 and 2009. 
2. Which company appears to be perfo rming better? What factors might cause the difference in 

the gross profit ratios of the two companies? What other in formation should you consider to 
determine how these companies are performing in this regard? 

L07 Problem 5-3A Evaluation of Inventory Costing Methods 
T hree large mass merchandjsers use the fo llowing methods to value ending inventory: 

Company X-weighted average cost 
Company Y-first-in, first-out (FIFO) 
Company Z-last-in, first-out (LIFO) 



Alternate Problems 

The cost of inventory has steadily increased over the past ten years of the product life. Recently, 
however, prices have started to decl ine slightly due to fore ign competition. 

Required 

1. Will tlie effect o n net income of the decline in cost of goods sold be tlie same for all three 
companies? Explain your answer. 

2. Company Z would like to change its inventory costing metl1od from LIFO to FIFO. Write 
an acceptable note fo r its annual report to justify tlie change. 

Problem 5-4A Inventory Error 
T he following condensed income statements and balance sheets are available for Planter Stores 
fo r a two-year period. (All amounts are stated in tliousands of dollars.) 

Income Statements 2012 2011 

Revenues $35,982 $26,890 

Cost of goods sold 12,594 9,912 

Gross profit $23,388 $16,978 

Operating expenses 13,488 10,578 

Net income $ 9,900 $ 6,400 

Balance Sheets December 31, 2012 December 31, 2011 

Cash $ 9,400 $ 4, 100 

Inventory 4,500 5,400 

Other current assets 1,600 1,250 
Long-term assets, net 24,500 24,600 

Total assets $40,000 $35,350 

Current liabilities $ 9,380 $10,600 
Capital stock 18,000 18,000 
Retained earnings 12,620 6,750 

Total liabilities and 
stockholders' equity $40,000 $35,350 

Before releasing the 2012 annual report, Planter's controller learns tliat the inventory of one of 
the stores (amo unting to $500,000 ) was counted twice in the December 31, 2011, inventory. 
The inventory was correctly counted in the December 31, 2012, inventory. 

Required 

l . Prepare revised income statements and balance sheets for Planter Stores for each of the two 
years. Ignore tlie effect of income taxes. 

2. Compute the current ratio at December 31, 2011, before tlie statements are revised and 
compute the current ratio at the same date after the statements are revised. If Planter applied 
for a loan in ea rly 2012 and the lender required a current ratio of at least l to 1, would the 
error have affected the loan? Explain your answer. 

3. If Planter did not prepare revised statements before releasing the 2012 annual report, what 
would be the amount of overstatement or understatement of net income for the two-year pe­
riod? What '"'ould be the overstatement or understatement of retained earnings at December 
31, 2012, if revised statements were not prepared? 

4. Given your answers to parts (2 ) and (3), does it matter if Planter bothers to restate the finan­
cia l statements of the two years to correct the error? Explain your answer. 

Problem 5-5A Inventory Turnover for Wal-Mart and Target 
T he fo llowing information was summarized from the 2011 annual report of Wal-Mart Stores, 
Inc. and Subsidiaries: 
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Cost of sa les for the year ended January 31 : 
2011 
2010 

Inventories, January 31: 
2011 
2010 

(in millions) 

$315,287 
304,444 

36,318 
32,713 

The following information was summarized from the 2010 annual report of Target 
Corporation : 

Required 

Cost of sales for the year ended : 
January 29, 2011 
January 30, 2010 

Inventory: 
January 29, 2011 
January 30, 2010 

(in millions) 

$45,725 
44,062 

7,596 
7,179 

1. Calculate the inventory n1rnover ratios for Wal-Mart and Target for the years enrung January 
31, 2011 and January 29, 2011, respectively. 

2. Which company appears to be performing better? What other information should you con­
sider to determine how these companies are performing in this regard? 

L011 Problem 5-6A Effects of Changes in Inventory and Accounts Payable 
Balances on Statement of Cash Flows 
Carpetland City reported net income of $78,500 for tl1e year ended December 31, 2012. The 
following items were included on Carpetland 's balance sheet at December 31, 2012 and 2011: 

Cash 
Trade accounts payable 
Inventories 

12/31/12 

$ 14,400 
23,900 

105,500 

12/31/11 

$26,300 
93,700 
84,900 

Carpetland uses the indirect metl10d to prepare its statement of cash flows. Carpetland does not 
have any otl1er current assets or current liabilities, and rud not enter into any investing or financ­
ing activities during 2012. 

Required 

1. Prepare Carpetland's 2012 statement of cash flows. 
2. Draft a brief memo to the president to explain why cash decreased during a profitable year. 

ALTERNATE MULTI-CONCEPT PROBLEMS 

L02 • 3 • 11 Problem 5-7A Purchases and Sales of Merchandise, Cash Flows 
Chestnut Corp., a ski shop, opened for business on October 1. It uses a periodic inventory sys­
tem. The fo llowing transactions occurred during the first month of business: 

October 1: Purchased three units from Elm Inc. for $249 total, terms 2/ 10, n/ 30, FOB 
destination. 

October 10: Paid for the October 1 purchase . 

October 15: Sold one unit for $200 cash. 

October 18: Purchased ten units from Wausau Company for $800 total, with terms 2/ 10, 
n/30, FOB destination. 

October 25: Sold three units for $200 each, cash. 

October 30: Paid for the October 18 purchase. 



Alternate Multi-Concept Problems 

Required 

1. Identify and analyze each of the preceding transactions of Chestnut. 
2. Determine the number of units on hand on October 31. 
3. If Chestnut started the month with $2,000, determine its balance in cash at the end of the 

month assuming that these are the only transactions that occurred during October. Why has 
the cash balance decreased when the company reported net income? 

Problem 5-SA Walgreen's Sales, Cost of Goods Sold, and Gross Profit 
The following information was summarized from the consolidated balance sheets of Walgreen 
Co. and Subsidiaries as of August 31, 2010 and 2009 and the consolidated statements of earn­
ings for the years ended August 31, 2010 and 2009. 

(in millions) 2010 2009 

Accounts receivable, net $ 2,450 $ 2,496 
Cost of sales 48,444 45,722 
Inventories 7,378 6,789 
Net sales 67,420 63,335 

Required 

1. Identify and analyze the transactions related to the collection of accounts receivable and sales 
during 2010. Assume that all of Walgreen's sales are on account. 

2. Walgreen Co. sets forth net sales but not gross sales on its income statement. What type(s) 
of deduction(s) would be made from gross sales to arrive at the amount of net sales reported? 
Why might the company decide not to report the amount(s) of the deduction(s) separately? 

3. Reconstruct the Cost of Goods Sold section of Walgreen's 2010 income statement. 
4. Calculate the gross profit ratios for Walgreen Co. for 2010 and 2009 and comment on the 

change noted, if any. Is the company's performance improving? What factors might have 
caused the change in the gross profit ratio? 

Problem 5-9A Financial Statements 
A list of accounts for Lloyd Inc. at December 31, 2012, follows: 

Accounts Receivable $56,359 Purchase Discounts $ 1,237 
Advertising Expense 12,900 Purchases 62,845 
Capital Stock 50,000 Retained Earnings, January 1, 2012 28,252 
Cash 22,340 Salaries Payable 650 
Dividends 6,000 Sales 112,768 
Income Tax Expense 1,450 Sales Returns 1,008 
Income Tax Payable 1,450 T ransportation-1 n 375 
Inventory: Utilities Expense 1,800 

January 1, 2012 6,400 Wages and Salaries Expense 23,000 
December 31, 2012 5,900 Wages Payable 120 

Required 

1. Determine cost of goods sold for 201 2. 
2. Determine net income for 2012. 
3. Prepare a balance sheet dated December 31, 2012 . 

Problem 5-10A Comparison of Inventory Costing Methods-Periodic 
System 
Stellar Inc. 's inventory records show 300 units on hand on November 1 with a unit cost of $4 
each. The following transactions occurred during the month of November: 

Date Unit Purchases Unit Sales 

November 4 200@ $9.00 
8 500@ $4.50 
9 500 @ $9.00 

18 700@ $4.75 
20 400@ $9.50 
29 600@ $5.00 
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All expenses other than cost of goods sold amount to $2,000 for the month. T he company uses 
an estimated tax rate of25% to accrue monthly income taxes. 

Required 

1. Prepare a chart comparing cost of goods sold and ending inventory using the periodic system 
and the following costing methods: 

Weighted average 
FIFO 
LIFO 

Cost of Goods Sold 

2 . What does the Total column represent? 

Ending Inventory 

3. Prepare income statements for each of the three methods. 

Total 

4. Will the company pay more or less tax if it uses FIFO rather than LIFO? How much more or 
less? 

LOS• 7 • 12 Problem 5-11A Comparison of Inventory Costing Methods-Perpetual 
System (Appendix) 
Repeat Problem 5-10 A using the perpetual system. 

LOS• 6 • 7 Problem 5-12A Inventory Costing Methods-Periodic System 
Story Company's inventory records for the month of November reveal the fo llowing: 

Inventory, November 1 
November 4, purchase 
November 7, sale 
November 13, purchase 
November 18, purchase 
November 22, sale 
November 24, purchase 
November 28, sale 

300 units@ $27.00 
375 units@ $26.50 
450 units@ $63.00 
330 units @ $26.00 
225 units @ $25.40 
570 units@ $63 .75 
300 units@ $25.00 
165 units@ $64.50 

Selling and adminisu·ative expenses for the month were $16,200 . Depreciation expense was 
$6,000 . Story's tax rate is 35%. 

Required 

1. Calculate the cost of goods sold and ending inventory under each of the fo llowing three 
methods assuming a periodic inventory system : (a) FIFO, (b) LIFO, and ( c) weighted aver­
age. 

2. Calculate the gross profit and net income under each costing assumption. 
3. Under which costing method wi ll Story pay the least taxes? Explain your answer. 

LOS• 6 • 7 Problem 5-13A Inventory Costing Methods-Periodic System 
Following is an inventory acq uisition schedule for Fees Corp. for 2012: 

Units Unit Cost 

Beginning inventory 4,000 $20 

Purchases: 
February 4 2,000 18 

April 12 3,000 16 

September 10 1,000 14 

December 5 2,500 12 

During the yea r, Fees sold 11 ,000 units at $30 each. All expenses except cost of goods sold and 
taxes amounted to $60,000. T he tax rate is 30%. 



Decision Cases 

Required 

1. Compute cost of goods sold and ending inventory under each of the following three meth­
ods assuming a periodic inventory system: (a) weighted average, (b) FIFO, and (c) LIFO. 

2. Prepare income statements under each of the three methods. 
3. Which method do you recommend so that Fees pays the least amount of taxes during 2012? 

Explain your answer. 
4. Fees anticipates that unit costs for inventory will increase throughout 2013 . Will Fees be able 

to switch from the method you recommended that it use in 2012 to another method to take 
advantage of the increase in prices for tax purposes? Explain your answer. 

Problem 5-14A Interpreting The New York Times Company's Financial 
Statements 
The 2010 annual report of The New York Times Company includes the following note: 

4. Inventories 
Inventories as shown in the accompanying Consolidated Balance Sheets were as follows: 

(In thousands) 

Newsprint and magazine paper 
Other inventory 
Total 

December 26, 2010 

$12,596 
3,536 

$16,132 

December27,2009 

$12,013 
4,290 

$16,303 

Inventories are stated at the lower of cost or current market value. Cost was determined uti ­
lizing the LIFO method for 66% of inventory in 2010 and 70% of inventory in 2009. T he excess 
of replacement or current cost over stated LIFO value was approximately $5 million as of De­
cember 26, 2010 and $3 million as of December 27, 2009. T he remaining portion of inventory 
is accounted for under the FIFO method. 

Required 

l. What types of inventory costs does The New York Times Company carry? What about news­
papers? Are newspapers considered inventory? 

2. Why would the company choose more than one method to value its inventory? 

DECISION CASES 

Reading and Interpreting Financial Statements 

Decision Case 5-1 Comparing Two Companies in the Same Industry: 
Kellogg's and General Mills 
Refer to the financial information for Kellogg's and General Mills reproduced at the end of this 
book and answer the following questions: 

Required 

1. Are Kellogg's and General Mills merchandisers, manufacturers, or service providers? 
2. What is the dollar amount of inventories that each company reports on its balance sheet at 

the end of the most recent year? What percentage of total assets do inventories represent for 
each company? 

3. Refer to Note 1 in Kellogg's annual report. What inventory valuation method does the com­
pany use? What is the advantage to the company of using this method> 

4. Refer to Note 1 in General Mills's annual report. What inventory valuation method(s) does 
the company use? Does the fact that Kellogg's and General Mills use different methods make 
it difficult to compare the two companies? 

5. Given the nature of their businesses, which inventory system, periodic or perpetual, would 
you expect both Kellogg's and General Mills to use? Explain your answer. 
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LOG• 7 Decision Case 5-2 Reading and Interpreting Walgreen Co.'s Inventory 
Note 
Walgreen Co. 's 2010 annual report includes the following in the note that summarizes its 
accounting policies: 

Inventories 
Inventories are valued on a lower of last-in, first-out (LIFO) cost or market basis. At August 31, 
2010 and 2009, inventories would have been greater by $1,379 million and $1,239 million, 
respectively, if they had been valued on a lower of first-in, first-out (FIFO ) cost or market basis. 
Inventory includes product costs, inbow1d freight, warehousing costs and vendor allowances. 

Required 

1. What inventory costing method does Walgreen Co. use? 
2. What is the amount of the LIFO reserve at the end of each of the two years? 
3. Explain the meaning of the increase or decrease in the LIFO reserve during 2010. What does 

this tell you about invento1y costs for the company? Are they rising or falling? Explain your 
answer. 

LOG• 9 Decision Case 5-3 Reading and Interpreting Gap lnc.'s Inventory Note 
The 2010 annual report for Gap Inc. includes the following information in the note that summa­
rizes its accounting policies: 

M erchandise Inventory 
We value inventory at the lower of cost or market, with cost determined using the weighted­
average cost method. We record an adjustment when future estimated selling price is less than 
cost . We review our inventory levels in order to identify slow-moving merchandise and broken 
assortments (items no longer in stock in a sufficient range of sizes) and use markdowns to clear 
merchandise. In addition, we estimate and accrue shortage for the period between the last physi ­
cal count and the balance sheet date. 

Required 

1. What inventory costing method does Gap Inc. use? Explain why you think Gap uses this 
method. 

2. Gap Inc. values its inventory at the lower of cost or market. How does the company 
define market? What factors does it take into account in deciding whether to write down its 
inventory? 

Making Financial Decisions 

L02 • 3 • 4 Decision Case 5-4 Gross Profit for a Merchandiser 
Emblems For You sells specialty sweatshi rts. The purchase price is $10 per unit plus 10% tax and 
a shipping cost of 50¢ per unit. When the units arrive, they must be labeled, at an additional cost 
of 75 <t: per unit. Emblems purchased, received, and labeled 1,500 units, of which 750 units were 
sold during the month for $20 each. T he controller has prepared the fo llowing income 
statement: 

Sales $15,000 
Cost of sales ($11 x 750) 8,250 

Gross profit $ 6,750 
Shipping expense 750 
Labeling expense 1, 125 

Net income $ 4,875 

Emblems is aware that a gross profit of 40% is standard for the industiy. T he marketing manager 
believes that Emblems should lower the price because the gross profit is higher than the industry 
average. 



Decision Cases 

Required 

1. Calculate Emblems' gross profit ratio. 
2. Explain why Emblems should or should not lower its selling price. 

Decision Case 5-5 Pricing Decision 
Caroline's Candy Corner sells gourmet chocolates. The company buys chocolates in bulk for $5 
per pound plus 5% sales tax. Credit terms are 2/ 10, n/25, and the company always pays 
promptly to take advantage of tl1e discount. The chocolates are shipped to Caroline FOB ship­
ping point. Shipping costs are $0.05 per pound. When tl1e chocolates arrive at the shop, Caro­
line's Candy repackages them into one-pound boxes labeled with the store name. Boxes cost 
$0.70 each . The company pays its employees an hourly wage of $5.25 plus a commission of 
$0.10 per pound. 

Required 

1. What is the cost per one-pound box of chocolates? 
2 . What price must Caroline's Candy charge in order to have a 40% gross profit? 
3. Do you believe tl1is is a sufficient gross profit for this kind of business? Explain. What other 

costs might tl1e company sti ll incur? 

Decision Case 5-6 Use of a Perpetual Inventory System 
Darrell Keitl1 is starting a new business. He plans to keep a tight control over it. Therefore, he 
wants to know exactly how much gross profit he earns on each unit t11at he sells. Darrell sets up 
an elaborate numbering system to identify each item as it is purchased and to match tl1e item witl1 
a sales price. Each unit is assigned a number as follows: 

0000-000-00-000 

a. The first four numbers represent the month and day an item was received. 
b . The second set of numbers is the last tl1ree numbers of tl1e purchase order tl1at autl1orized 

the purchase of tl1e item. 
c. The third set of numbers is the tv,ro -number department code assigned to different types of 

prod ucts. 
d. The last t11ree numbers are a chronological code assigned to units as tl1ey are received during 

a given day. 

Required 

1. Write a short memo to Darrell explaining tl1e benefits and costs involved in a perpetual 
inventory system in conjunction witl1 his guest to know exactly how much he will ea rn on 
each unit. 

2. Comment on Darrell 's inventory system assuming that he is selling (a) automobiles or (b) 
trees, shrubs, and plants. 

Decision Case 5-7 Inventory Costing Methods 
You are tl1e controller for Georgetown Company. At the end of its first year of operations, t11e 
company is experiencing cash flow problems. The fo llowing information has been accumulated 
during the year: 

January 
March 

October 

Purchases 

1,000 units@ $8 
1,200 units @ 8 

1,500 units@ 9 

During t11e year, Georgetown sold 3,000 units at $15 each. The expected tax rate is 35%. The 
president doesn't understand how to report inventory in the financial statements because no re ­
cord of the cost of t11e units sold was kept as each sale was made. 

(Continued) 
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Required 

1. What inventory system must Georgetown use? 
2. Determine the number of w1its on hand at the end of the year. 
3. Explain cost-flow assumptions to the president and the method you recommend. Prepare 

income statements to justify your position, comparing your recommended method with at 
least one other method. 

LOB Decision Case 5-8 Inventory Errors 
You are the controller of a rapidly growing mass merchandiser. The company uses a periodic in­
ventory system. As the company has grown and accounting systems have developed, errors have 
occurred in both the physical count of inventory and the valuation of inventory on the balance 
sheet. You have been able to identify the fo llowing errors as of December 2012: 

• In 2010, one of the retail sections was omitted from the physical count of inventory. The 
error resulted in inventory being w1derstated on December 31, 2010, by approximately 
$28,700. 

• In 2010, one section of the warehouse was counted twice. The error resulted in inventory 
being overstated on December 31, 2010, by approximately $45,600. 

• In 2011, the replacement cost of some inventory was less than the FIFO value used on the 
balance sheet. The inventory would have been $6,000 less on the balance sheet dated Decem­
ber 31, 2011. 

Required 

What, if anything, should you do to correct each of these errors? Explain your answers. 

Ethical Decision Making 

L02 Decision Case 5-9 Sales Returns and Allowances 
You are the controller for a large chain of discount merchandise stores. You receive a memo from 
the sales manager for the midwestern region. He raises an issue regarding the proper treatment 
of sales returns. The manager urges you to discontinue the "silly practice" of recording Sales 
Returns and Allowances each time a customer returns a product. In the manager's mind, this is a 
waste of time and unduly complicates the financial statements. The manager recommends, 
"Things could be kept a lot simpler by just reducing Sales Revenue when a product is returned." 

Required 

1. What might the sales manager's motivation have been for writing the memo? Might he 
believe that the present practice is a waste of time that unduly complicates the financial state­
ments? Explain. 

2. Do you agree with the sales manager's recommendation? Explain why you agree or disagree. 
3. Write a brief memo to the sales manager outlining your position on this matter. 

107 Decision Case 5-10 Selection of an Inventory Method 
As controller of a widely held public company, you are concerned witl1 making tl1e best decisions 
for the stockholders. At tl1e end of its first year of operations, you are faced witl1 the choice of 
metl1od to value inventory. Specific identification is out of tl1e question because the company 
sells a large quantity of diversified products. You are trying to decide between FIFO and LIFO. 
Inventory costs have increased 33% over the year. The chief executive officer has instructed you 
to do whatever it takes in all areas to report tl1e highest income possible. 

Required 

1. Which metl1od will satisfy the chief executive officer? 
2. Which metl1od is in tl1e best interest of the stockholders? Explain your answer. 
3. Write a brief memo to tl1e chief executive officer to convince him that reporting the highest 

income is not always tl1e best approach for the shareholders . 



Answers to Pod Review 

Decision Case 5-11 Write-Down of Obsolete Inventory 
As a newly hired staff accountant, you are assigned the responsibility of physically counting inven­
tory at the end of the year. The inventory cotmt proceeds in a timely fashion. The inventory is 
outdated, however. You suggest that the inventory ca1mot be sold for the cost at which it is car­
ried and that the inventory shou ld be written down to a much lower level. The controller replies 
that experience has taught her how the market changes and she knows that the units in the ware­
ho use will be more marketable again. The company plans to keep the goods until they are back 
in style. 

Required 

1. What effect will writing off the inventory have on the current year's income? 
2. What effect does not writing off the inventory have on the year-end balance sheet? 
3. What factors should you consider in deciding whether to persist in your argument that the e 

inventory should be written down? ~ 
4. If you fail to w1ite down the inventory, do outside readers of the statements have information 1 

that is a faithful representation? Explain your answer. j 
5. Assume that the company prepares its financial statements in accordance with IFRS. ls it nee- ~ 

essary that the inventory .be written down? ~ 

SOLUTIONS TO I<EY TERMS QUIZ 

Quiz 1: Merchandise Accounting 

_ 1_7_ Merchandise lnvent01y 
18 Raw materials 

_1_6_ Work in process 
___l2_ Finished goods 

15 Gross profit 
12 Net sales 
20 Sales revenue 
1 Sales Returns and Allowances 
5 Sales Discounts 

_ _ 9_ Cost of goods available for sale 

Quiz 2: Inventory Valuation 
9 Specific identification method 
2 Weighted average cost method 
4 FIFO method 
6 LIFO method 

11 
8 

12 

LIFO liquidation 
LIFO conformity rule 
LIFO reserve 

13 Cost of goods sold 
__ 3_ Perpetual system 
__ 8_ Periodic system 
_ _ 2_ Transportation -In 

11 Purchases 
4 Purchase Returns and Allowances 
10 Purchase Discounts 
6 FOB destination point 
7 FOB shipping point 

__l!_ Gross profit ratio 

5 
10 
3 

13 
7 
1 

Replacement cost 
Inventory profit 
Lower-of-cost-or-market (LCM ) rule 
Inventory turnover ratio 
N umber of days' sales in invento1y 
Moving average (Appendix ) 

ANSWERS TO POD REVIEW 

L01 1. b 2.c L07 1. b 2. b 
L02 1. a 2.c LOS 1. a 2.a 
L03 1. d 2.b L09 1. c. 2.b 
L04 1. a 2.c L010 1. c 2.b 
LOS 1. a 2.d L011 1. b 2. a 
LOG 1. b 2.a L012 1. b 2.c 
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Cash and Internal Control 

AFTER STUDYING THIS CHAPTER, YOU SHOULD BE ABLE TO: 

L01 Identify and describe the va rious forms of 
cash reported on a ba lance sheet. 

L02 Show that you understand various 
techniques that companies use to control 
cash . 

L03 Explain the importance of internal control to 
a business and the significance of the 
Sarbanes-Oxley Act of 2002. 

A Look at the Previous Chapter Chapter 5 intro­
duced companies that sell products and examined how 
they account for purchases and sales of merchandise. It 
also considered how companies track product costs and 
value inventory according to one of the cost flow 
methods. 

A Look at This Chapter Sale of merchandise results 
in the collection of cash at some point from the 

L04 Describe the basic internal control 
procedures. 

LOS Describe the various documents used in 
recording purchases and thei r role in 
controlling cash disbursements. 

customer. Chapter 6 considers this most liquid of all 
assets and the ways in which companies try to maintain 
control over cash as well as other valuable assets. 

A Look at the Upcoming Chapter Two other liquid 
assets appear toward the top of a balance sheet. Chapter 
7 considers how companies account for receivables that 
result from credit sales and for investments made with 
available cash. 



~ Sears Holdings Corporation is the parent company of 

"ii Kmart and Sears, Roebuck and Co. As its name implies, the 
~ 
:f. parent's purpose is to " hold" two of the oldest and most rec­
~ 

ognizable retailers in the country. The Kmart and Sears 

merger in 2005 resulted in what is now the fourth-largest 

broad line U.S. retailer, with total revenues in the 2010 fiscal 

year of over $43 billion. Between its Kmart and Sears U.S. 

locations and its Sears Canada outlets, the company 

operates over 4,000 full-line and specialty retail stores. 

Sears Holding Corporation, like all businesses, relies on 

a steady flow of cash to run smoothly. Cash is needed to 

continually supply Kmart and Sears stores with merchandise 

that they stock- from home appliances to clothing apparel. 

As the most liquid of all assets, cash is needed for many 

other uses, including acquisition of other businesses, pur­

chase of property and equipment, and repayment of long­

term debt. The accompanying balance sheet shows that 

cash and cash equivalents actually decreased during the 

2010 fiscal year but still amounted to $1 .375 billion at year­

end and still accounted for nearly 12% of total current 

assets. 

Because cash is such a liquid asset, control over cash is 

crucial to a company's long-term success. And with so many 

locations, retailers such as Sears Holdings must pay particu­

lar attention to the flow of cash and merchandise into and 

out of all of its stores. This chapter will look closely at the 

accounting for cash and cash equivalents and at the ways 

companies maintain effective control over all valuable 

assets, including cash. 

Why do you need to study this chapter? 

• You need to know what is included in cash and cash 

equivalents. (See pp. 294--295.) 

• You need to know the techniques that companies use to 

control cash. (See pp. 297-301.) 

• You need to know why a company must maintain an 
-~ -

effective internal control system and what basic proce­

dures help make a system effective. (See pp. 305- 310.) 

• You need to know how the use of business documents 

can add to the effectiveness of an internal control sys-- - ---
tern. (See pp. 310- 316.) 
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millions, except per share data 

ASSETS 

Current assets 

Cash and cash equivalents 

Restricted cash 

Accounts receivable 

Merchandise inventories 

Chapter 6 Cash and Internal Control 

Sears Holdings Corporation 

Consolidated Balance Sheets (Partial) 

Most liquid of all assets; 
decreased by $3 14 million 

January 29, 2011 January 30, 2010 

$ 1,375 $ 1,689 

15 11 

683 652 

9,123 8,705 

Prepaid expenses and other current assets 

Deferred income taxes 
Is still nearly 12% of total 
current assets 

312 351 

27 30 

Total current assets $11,535 $1 1.438 

See accompanying Notes to Consolidated Financial Statements. 

Source: Sears Holdings Corporation 2010 annual report. 

L01 Identify and describe the 
various forms of cash reported 
on a balance sheet. 

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. 

What Constitutes Cash? 

OVERVIEW: Regardless of the form it takes, cash reported on a balance sheet 
must be readily available to pay debts. Cash equivalents are those investments readily 
convertible to a known amount of cash. 

Cash takes many for ms. Coin and currency on hand and cash on deposit in the form 
of checki ng, savings, and money market accounts arc the most obvious forms of cash. 
Also included in cash are checks, including undeposited checks from customers , cash ­
ier's checks, and certifi ed checks. The current proliferation of different types of 
financial instruments makes it very difficult to decide on the appropriate classification 
of these various items. The key to the classification of an amount as cash is that it 
be readily available to pay debts. Technically, a bank has the lega l right to demand 
that a customer notify it before making withd ravvals from savings accounts, or t ime 
deposits, as they are often called. Because this right is rarely exercised, however, sav­
ings accounts are normally classified as cash. In contrast, a certificate of deposit has a 
specific maturity date and carries a penalty fo r early withdrawal and therefore is not 
included in cash. 

§ Cash Equivalents and the Statement of Cash Flows 
::i The first item on Sears Holdings' balance sheet in the chapter opener is Cash and cash I equivalents. Examples of items normally classified as cash equivalents are commercial 
~ paper issued by corporations, T reasury bills issued by the federal government, and 
~ money market funds offered by financial institutions. According to U .S. GAAP, classifi­
E cation as a cash equivalent is limited to those investments that are read ily convertible 
~ 
{ to known amounts of cash and that have an original maturity to the investor of three 
ll months or less. According to that definition , a six-month bank certificate of deposit 
~ 
~ would not be classified as a cash equivalent. The IFRS definition of cash equivalents is 
~ very sitnilar to that used by U.S. GAAP . 

The statement of cash flows that accompanies Sears Holdings' balance sheet is 
shown in Exhibit 6-1. ore the di rect tie between this statement and the balance 
sheet . 



What Constitutes Cash? 

EXHIBIT 6-1 Sears Holdings' Statement of Cash Flows 

.• 
Sears Holdings Corporation 

Consolidated Statements of Cash Flows 

millions 

CASH FLOWS FROM OPERATING ACTIVITIES 

Net income 

Adjustments to reconcile net income to net cash provided by operating activities: 

Depreciation and amortization 

Impairment charges 

Gain on sales of assets 

Pension and post-retirement plan contributions 

Settlement of Canadian dollar hedges 

Change in operating assets and liabilities (net of acquisitions and dispositions): 

Deferred income taxes 

Merchandise inventories 

Merchandise payables 

Income and other taxes 

Mark-to-market asset on Sears Canada U.S. dollar collar contracts 

Other operating assets 

Other operating liabilities 

Net cash provided by operating activities 

CASH FLOWS FROM INVESTING ACTIVITIES 

Acquisitions of businesses, net of cash acquired 

Proceeds from sales of property and investments 

Net decrease (jncrease) in investments and restricted cash 

Purchases of property and equipment 

Net cash used in investing activities 

CASH FLOWS FROM FINANCING ACTIVITIES 

Stock issued under executive compensation plans 

Proceeds from debt issuances 

Repayments of long-term debt 

' . 

. 
. l 

' 

Increase (decrease) in short-term borrowings, primarily 90 days or less 

Debt issuance costs 

Purchase of Sears Canada shares 

Sears Canada dividends paid to m inority shareholders 

Purchase of treasury stock 

Net cash used in financing activities 

Effect of exchange rate changes on cash and cash equivalents 

NET INCREASE (DECREASE) IN CASH AND CASH EQUIVALENTS 

CASH AND CASH EQUIVALENTS, BEGINNING OF YEAR 

CASH AND CASH EQUIVALENTS, END OF YEAR 

SUPPLEMENTAL DISCLOSURE ABOUT NON-CASH INVESTING AND 
FINANCING ACTIVITIES: 

Bankruptcy related settlements resulting in the receipt of treasury stock 

Capital lease obligation incurred 

Supplemental Cash Flow Data: 

Income taxes paid (refunds received) 

Cash Interest paid 

' ' 

',1: 

2010 

$ 150 

900 

(67) 

(316) 

(3) 

(20) 

(366) 

(264) 

(35) 

7 

4 

140 
--

130 

35 

(441) 

(406) 

1,452 

(486) 

35 

(30) 

(603) 

(69) 

(394) 

(95) 

57 --
(314) 

1,689 

$1,375 

$ 

17 

59 

180 

~ ~·. 
:t'1..-.... ~~~ ~.fl\'t· ~, 

See accompanying Notes to Consolidated Financial Statements. 

., 

.c•, I 

•' 

2009 

$ 297 

926 

(74) 

(209) 

90 

188 

272 

101 

65 

48 

(197) 

1,507 

23 

166 

(361) 

(172) 

13 

(335) 

(117) 

(81) 

(7) 

(424) 

(951) 

132 

516 

1,173 

$1 ,689 

$ 

7 

(70) 

185 

2008 

$ 99 

981 

360 

(51) 

(286) 

(64) 

(385) 

1,003 

(389) 

(173) 

(74) 

207 

(236) 

992 

(37) 

86 

(189) 

(497) 

(637) 

17 

(262) 

280 

(678) 

(643) 

(161) 

(449) 

1,622 

$1 ,173 

$ 12 

12 

107 

207 
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Chapter 6 Cash and Internal Control 

(Refe r to the Current Assets section of the company's balance sheet shown in the 
chapter opener. ) 

(Amounts in millions) 

Beginning balance in cash and cash equivalents 
Add : Cash provided by operating activities 
Deduct: Cash used in investing activities 
Deduct: Cash used in financing activities 
Add : Effect of exchange rate changes 

Net decrease in cash and cash equivalents 
Ending balance in cash and cash equivalents 

$ 130 
(406) 

(95) 
57 

$ 1,689 

(314) 
$ 1,375 

1/30/10 balance 
sheet 

Statement of 
cash flows 

1 /29/11 
balance sheet 

Example 6-1 Determining the Amount of Cash and Cash Equivalents 

Given the following items, what amount should be reported on the balance sheet as Cash and 
cash equivalents? 

Cashier's check 

Certificate of deposit due iri nine months 

Checking account 

Coin and currency on hand 

Employee IOU 

Money market account 

Postage stamps 

Savings account 

Undeposited customer checks 

$ 2,000 

10,000 

4,500 

1,500 

3,000 

12,000 

500 

8,000 

850 

~ Cash and cash equivalents would 
i $12,000 + $8,000 + $850). 

be reported as $28,850 ($2,000 + $4,500 + $1,500 + 

@ .................................................................... __ 

L01 Identify and describe the various forms of cash reported on a ba lance sheet. 

• Cash can take many forms; however, the key attribute is that the asset is readily available to pay debts. 

• Cash equivalents are investments that are readily convertible to a known amount of cash . Readily means three months or 
less. 

QUESTIONS Answers to these questions are on the last page of the chapter. 

1. Which of the following items should not be included in 2. A cash equivalent is 
cash on the balance sheet? 

a. coin and currency on hand 
b. customer's undeposited check 
c. money market account 
d. All of the above should be included in cash on the 

balance sheet. 

a. an investment in the stock of another company that 
can be sold on demand. 

b. an investment that is readily convertible to a known 
amount of cash and has an original maturity to the in­
vestor of three months or less. 

c. coin and currency on hand, checking and savings 
accounts, and money market accounts. 

d. none of the above. 
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HOT TOPICS 
Keepinq the Ccish Flowinq 

"Cash is king," and nowhere 
is this more true than in the 
retail sector. Sears Holdings, 
with its over 4, 000 Sears and 
Kmart stores in the United 
States and Canada, can attest 
to the truth in this statement. 

While Sears reported cash and cash equivalents of $952 million ! at the end of the first quarter of its 2011 fiscal year, current i liabilities-those due within the next year-amounted to nearly 
~ ten times this number, $9,438 million. 

a profit. But where else does a retailing giant turn for the funds 
it needs to pay suppliers. meet its payroll, and address other 
cash needs? On April 8, 2011, the company announced the 
extension of its existing revolving credit facility until April 2016. 
Agreements of this sort are critical to the day-to-day viability of 
companies such as Sears. Sears' credit arrangement will allow 
the company to borrow $3.275 billion on an as-needed basis and 
reassure its investors of its ability to withstand the challenges in 
the current economic environment. 

£ Some of the cash needed to satisfy these debts will be gen­
~ erated by Sears' operations, that is by selling its merchandise at 

Sources: http://www.searsholdings.com/invest; April 8, 2011 
press release and 100 for first quarter, 2011 . 

Control Over Cash 

OVERVIEW: Companies use a variety of devices to control cash. Among them are 
bank reconciliations and petty cash funds. 

Because cash is universally accepted as a medium of exchange, control over it is critical 
to the smooth functioning of any business, no matter how large or smal l. 

Cash Management 
In addition to the need to guard against theft and other abuses related to the physical 
custody of cash, management of this asset is also important. Sears Holdings must 
constantly be sure that it has neither too little nor too much cash on hand. The need 
to have eno ugh cash on hand is obvious: upplicrs, employees , taxing agencies, 
banks, and all other creditors must be paid on time. It is equally important that a 
company not maintain cash on hand and on deposit in checking accounts beyond the 
minimal amount necessary to support ongoing operations since cash is essentially a 
nonearning asset . Granted, some checking accounts pay a very meager rate of inter­
est . However, the potential superior return from investing idle cash in various forms 
of marketable securities dictates that companies carefully monitor cash on hand at all 
times. 

An important too l in cash management, the cash flows statement, is discussed in 
detail in Chapter 12. Cash budgets, which are also critical to cash management, are 
discussed in management accounting and business finance texts. Companies often use 
two other cash control features: bank reconciliations and petty cash funds. Before 
turning to those control devices , we need to review the basic features of a bank 
statement . 

Reading a Bank Statement 
Two fundamental principles of internal control are applicable to cash: 

1. All cash receipts should be deposited intact daily. 
2. All cash payments should be made by check. 

Checking accounts at banks are critical in this regard. These accounts allow a company 
to carefully monitor and control cash receipts and cash payments. Control is aided 

L02 Show that you understand 
various techniques that compa­
nies use to control cash . 
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L02 Show that you understand various techniques that companies use to control cash. 

• The liquidity of cash makes controls over it very important to have in place. 

• Cash management means managing the need to have enough cash on hand to ensure cash flow needs but not so 
much that excess funds earn little return and may be vulnerable to misappropriation . 

• Bank reconciliations use third-party documents (bank statements) to reconcile differences between the amount in the 
bank and on the books. Done by an independent party, bank reconciliations are effective control procedures. 

• Petty cash funds are an effective way to minimize access to large cash accounts to pay for relatively small 
expenditures. 

QUESTIONS Answers to these questions are on the last page of the chapter. 

1. Which of the following is not an addition to the balance 2. Which of the following is a deduction to the balance per 
per the books on a bank reconciliation that adjusts both bank statement on a bank reconciliation that adjusts both 
the bank statement and balance per the books to the the bank statement and balance per books to the 
adjusted balance? adjusted balance? 

a. interest earned on the bank account a. NSF checks 
b. deposits in transit b. outstanding checks 
c. collection by the bank on a customer's note c. bank service charges 
d. All of the above are additions. d. All of the above are deductions to the balance per 

L03 Explain the importance of 
internal control to a business and 
the significance of the Sarbanes­
Oxley Act of 2002. 

Internal control system 
Policies and procedures necessary 
to ensure the safeguarding of an 
entity's assets, the reliability of its 
accounting records, and the 
accomplishment of overall company 
objectives . 

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. 

the bank statement. 

An Introduction to Internal Control 

OVERVIEW: An internal control system includes the policies and procedures nec­
essary to safeguard assets and the reliability of the records. Improvement in internal 
control was a major focus of the Sarbanes-Oxley Act of 2002. 

An employee of a large auto parts warehouse routinely takes spare parts home for per­
sonal use. A payroll clerk writes and signs two checks for an employee and then splits the 
amo unt of the second check with the worker. Through human error, an invoice is paid 
for merchandjse never received from the supplier. These ca e share one important char­
acteristic. They all point to a deficiency in a company's internal control system. An internal 
control system consists of the policies and procedures necessary to ensure the safeguard ­
ing of an entity's assets, the reliability of its accounting records, and the accomplishment of 
its overall objectives. 

Three assets arc especially critical to the operation of a merchandising company such 
as Scars H oldings: cash, accounts receivable, and inventory. Activities related to those 
three assets compose the operating cycle of a business. Cash is used to buy inventory; 
the inventory is eventually sold ; and a suming a sale on credit, the account receivable · 
from the customer is collected. After looking at the government's respo nse to huge 
lapses in internal control by major .S. companies, we turn to the ways in which a com­
pany attempts to control the assets at its disposal. 

The Sarbanes-Oxley Act of 2002 
As briefly described in Chapter 1, the Sarbanes-Oxley Act of 2002 (or SOX) was a 
direct response by Congress to the numerous corporate scandals that surfaced in the first 
few years of the new millennium. High-profile cases involving questionable accounting 
practices by companies such as Enron and WorldCom caused the federal government to 
step in and attempt to restore the public's confidence in the financial reporting system. 
SOX's various provisions arc far-reaching, including provisions designed to ensure the in­
dependence of a company's auditors. For example, external auditors can no longer pro­
~ b29kkeepin~, human resource, information system design , and brokerage services 
for clients that they audit. -
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HOT TOPICS 
Keepin~J the Cash Flowing 

"Cash is king," and nowhere 
is th is more true than in the 
retail sector. Sears Holdings, 
with its over 4,000 Sears and 
Kmart stores in the United 
States and Canada, can attest 
to the truth in this statement. 

While Sears reported cash and cash equivalents of $952 million 
! at the end of the first quarter of its 2011 fiscal year, current 
-; liabilities-those due within the next year-amounted to nearly 
~ ten times this number, $9,438 million. 

a profit. But where else does a retailing giant turn for the funds 
it needs to pay suppliers, meet its payroll, and address other 
cash needs? On April 8, 2011, the company announced the 
extension of its existing revolving credit facility until April 2016. 
Agreements of this sort are critical to the day-to-day viability of 
companies such as Sears. Sears' credit arrangement will allow 
the company to borrow $3.275 billion on an as-needed basis and 
reassure its investors of its ability to withstand the challenges in 
the current economic environment. 

~ Some of the cash needed to satisfy these debts will be gen­
~ erated by Sears' operations, that is by selling its merchandise at 

Sources: http://www.searsholdings.com/invest; April 8, 2011 
press release and 100 for first quarter, 2011. 

Control Over Cash 

OVERVIEW: Companies use a variety of devices to control cash. Among them are 
bank reconciliations and petty cash funds. 

Because cash is universally accepted as a medium of exchange, control over it is critical 
to the smooth functioning of any business, no matter how large or smal l. 

Cash Management 
In addition to the need to guard against theft and other abuses related to the physical 
custody of cash, manage ment of this asset is also important. Sears Holdings must 
constantly be sure that it has neither too little nor too much cash on hand. The need 
to have enough cash on hand is obvious: suppliers, employees, taxin g agencies, 
banks, and al l other creditors must be paid on time. It is equally important that a 
company not maintain cash on hand and on deposit in checking accoun ts beyond the 
min imal amount necessary to support ongoin g operations since cash is essentia ll y a 
nonearn ing asset. Granted, some checki ng accounts pay a very meager rate of inter­
est. However, the potential superior return from investing idle cash in various forms 
of marketable securities dictates that companies carefu lly monitor cash on hand at all 
times. 

An important too l in cash management, the cash flows statement, is discussed in 
detail in C hapter 12. Cash budgets, which are also critical to cash management, are 
discussed in management accounting and busin ess fi nance texts . Com panies often use 
two other cash control features: bank reconciliations and petty cash funds. Before 
turning to those control devices , we need to review the basic features of a bank 
statement. 

Reading a Bank Statement 
Two fundamental principles of internal control are applicable to cash : 

1. Al l cash receipts should be deposited intact daily. 
2. All cash payments should be made by check. 

Checking accounts at banks arc critical in this regard. These accounts allow a company 
to carefully monitor and control cash receipts and cash payments. Control is aided 

L02 Show that you understand 
various techniques that compa­
nies use to control cash. 
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Bank statement 
A detailed list, provided by the bank, 
of all activity for a particular account 
during the month. 

Outstanding check 
A check written by a company but 
not yet presented to the bank for 
payment. 

EXHIBIT 6-2 Bank Statement 

.... _~ ~ 
,,."':l 

Mickey's Marathon Sports 

502 Dodge St. 

Chicago, IL 66666 

Date Description 

6-01 Previous balance 

6-01 Check 497 

6-02 Check 495 

6-06 Check 491 

6-07 Deposit 

6-10 (.:, Check 494 

6-13 '\ NSF' check 

6-15 Deposit 

6-18 Check 499 

6-20 Check 492 

6-22 Deposit 
\j, ..... 1 

6-23 \~ Service charge 

6-24 Check 493 

6-24 Check 503 

6-26 ·~.j 
.. 
' 
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further by the monthly bank statement. The statement provides a detailed list of all 
activity for a particular account during the month. An example of a typical bank state­
ment is shown in Exhibit 6-2. The bank statement indicates the activity in one of the 
cash accounts maintained by Mickey's Marathon Sports at Mt. Etna State Bank. 

It is important to understand the route a check takes after it is written. Assume that 
Mickey's writes a check on its accoun t at Mt. Etna State Bank. Mickey's mails the check 
to one of its suppliers, Keese Corp., which deposits the check in its account at Second 
City Bank. At this point, Second City presents the check to Mt. Etna for payment, and 
Mt. Etna red uces the balance in Mickey's account accordingly. The canceled check has 
now "cleared" the banking system. 

. 
I , ..... ~.I~~ 

i, 

The following types of items appear on Mickey's bank statement: 

Canceled check.r-Mickey's checks that cleared the bank during the month of June 
are listed with the corresponding check number and the date paid. Some of these 
checks may have been written by Mickey's in a previous month but were not pre­
sented for payment to the bank until June. Also, during June Mickey's may have 
wri tten some checks that do not yet appear on the bank statement because they have 
not been presented for payment. A check written by a company but not yet pre­
sented to the bank for payment is ca lled an outstanding check. 

Deposits-Most companies deposit all checks, coin, and currency on a daily ba­
sis; this is in keeping with an internal control principle that all cash receipts should 
be deposited in their entirety. For the sake of brevity, we have limited to fo ur the 
number of deposits that Mickey's made during the month. Mickey's also may have 

"'. .. 
' Mt. Etna State Bank 
·~ 

! 
Chicago, Illinois 

~,~i. ' Statement of Account 

For the Month Ending Account June 30, 2012 

Account 0371-22-514 

Subtractions Additions Balance 

3,236.41 
4~1· 

723.40 2,513.01 '· ,.,.,.. ... 

125.60 2,387.41 

500.00 1,887.41 il..1 

3,310.57 'Ji' 

185.16 3, 125.41 . ~·: ' 
' '~M 

245.72 2,879.69 :· ~. . 
3,635.19 

~· 623.17 3,012.02 ' ·-
12_5 00 2,887.02 t;,, 

4,762.64 
'' .. 1, .... 

20.00 4,742 .64 k 

875.75 3,866.89 
~;-~ 

402.10 3,464.79 ·~.-
,......,, 

4,014.79 ~'"1-11'4 
lt<t §~r 

Service fee on note 16.50 3,998.29 ~ 6-26 
!Ji: ,_ . 

6-27 .... Check 500 1,235.40 2,762 .89 
·•'it,_ 

6-28 '~ Deposit 3,710.39 .. 
~'' 

6-30 ,,;)';.... ( Check 498 417.25 3,293.14 

6-30 Interest earned 3,308.59 

6-30 Statement Totals 5,495.05 
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made a deposit on the last day or two of the month, and this deposit may not yet be 
reflected on the bank statement. This type of deposit is called a deposit in transit. 

NSF check-- SF stands for "not sutncicnt funds. " The SF check listed on the 
bank statement on June 13 is a customer's check that Mickey's recorded on its 
books, deposited, and thus included in its Cash account. When Mt. Etna State Bank 
learned that the customer d id not have sufficient funds on hand in its bank accou nt 
to cover the check, the bank deducted the amount from Mickey's ::iccount. Mickey's 
needs to contact its customer to collect the ::imount due; idc::illy, the customer will 
issue a new check once it l1::1s sufficient funds in its account. 

Service cha1;ge-Banks charge for various services. The most common bank serv­
ice ch::irgcs arc monthly activity fees and fees charged for ne\Y checks, for the rental 
of ::1 lockbox at the b::ink in which to store v::iluable comp::iny documents, ::ind for the 
collection of customer notes by the b::ink. 

Custome1' note and intenst-1 t is often convenient to have customers pay ~ 
amounts owed to a company directly to that company's bank. The bank simply acts 
as ::1 collection ::igcncy for the comp::iny. ~ 

Interest earned- Most checking accounts pay interest on the average daily b::il - j 
ancc in the account. Rates paid on checking accounts are usually significantly less 
than could be earned on most other forms of investment. 

The Bank Reconciliation 
With over 4,000 retail stores, you can im::iginc the large number of bank accounts that 
Scars m::iintains. A bank reconciliation should be prepared for each individual bank 
::iccount ::is soon ::is the b::ink st::itcmcnt is received . Ideally, the reconciliation should be 
performed or, at a minimum , thoroughly reviewed by someone independent of custody, 
record -keeping, ::ind authorization responsibilities relating to cash. As the name implies, 
the purpose of ::1 bank reconciliation is to reconcile, or resolve, any differences between 
the bank's recorded balance and the balance that appe::irs on the comp::iny's books. Dif: 
fcrcnccs between the two amounts arc investigated , and necessary adjustments arc made. 
The following steps arc used in preparing a bank reconciliation: 

1. Trace deposits listed on the bank statement to the books. Any deposits recorded on 
the books but not yet shown on the bank statement arc deposits in transit. Prepare 
a list of the deposits in transit. 

2. Arr::ingc the canceled checks in numcric::il order and trace each of them to the 
books. Any checks recorded on the books but not yet listed on the bank statement 
arc outstanding. Prepare a list of the outstanding checks. 

3. List all items, other than deposits, shown as additions on the bank statement, such 
::is interest paid by the bank for the month and amounts collected by the bank from 
one of the comp::iny's customers. When the bank pays interest or collects an amount 
owed to a company by one of the company's customers, the bank increases its liabil ­
ity to the company on its own books. These items arc called credit memoranda. 
Prepare a list of credit memoranda. 

4. List all ::imounts, other th::in canceled checks, shown ::is subtr::ictions on the b::ink 
statement, such as any SF checks and the various service charges mentioned ear­
lier. When a company deposits money in a b::ink, a liability is created on the books 
of the bank. This liability is reduced for items such as NSF checks ::ind service 
charges. These items ::ire c::illcd debit memoranda. Prepare a list of debit memo­
randa. 

5. Identify any errors made by the bank or by the company in recording the various 
cash transactions. 

6. Use the information collected in Steps 1 through 5 to prepare a bank reconciliation. 

Companies use ::1 number of different formats in preparing bank reconciliations. For 
example, some companies take the balance shown on the bank statcmcntcnd reconcile 
this amount to the balance sl1own on the boo' . Another approach, which will be illus­
tr::itcd for Mickey's, involves reconc1 mg t 1e ank balance and the book balance to an 
adjusted balance, rather than one to the other. T he advantage of this second approach is 

Deposit in transit 
A deposit recorded on the books 
but not yet reflected on the bank 
statement. 

STUDY TIP 
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Review your own bank state­
ment to see the similarities and 
differences between it and the 
one illustrated here. Also look 
on the reverse side of your 
statement for the form of a 
reconciliation the bank pro­
vides. It may or may not be the 
same format illustrated in 
Example 6-2. 

Bank reconciliation 
A form used by the accountant to 
reconcile or resolve any differences 
between the balance shown on the 
bank statement for a particular 
account with the balance shown in 
the accounting records. 

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. 

Debit memoranda 
Deductions on a bank statement for 
items such as NSF checks and 
various seNice charges . 
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that it yields the correct balance and makes it easy for the company to make any neces­
sary adj ustments to its books. 

Example 6-2 Preparing a Bank Reconciliation 

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

Mickey's Marathon Sports 
Bank Reconciliation 

June 30, 2012 

Balance per bank statement, June 30 

Add: Deposit in transit 

Deduct: Outstanding checks: 

No. 496 $ 79.89 

No. 501 213.20 

No. 502 424.75 

Adjusted balance, June 30 

Balance per books, June 30 

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 ---
Deduct: NSF check $245.72 

Col lect ion fee on note 16.50 

Service charge for lockbox 20.00 

Adjusted balance. June 30 

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

$3,308.59 

642.30 

(717.84) 

$3,233.05 

$2,895.82 

619.45 

(282.22) 

$3,233.05 

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

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. 

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

496 

501 

502 

$ 79.89 

$213.20 

$424.75 

Outstanding checks are the opposite of deposits in transit and therefore are deducted 
from the bank statement balance. 

4. 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. 

5. The $2,895.82 book balance on June 30 is taken from the company's records as of that date. 
6. 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. 

7. 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. 

8. 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 $4 71 .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) 
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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. J 

The Need for Adjustments to the Records 
After it completes the bank reconciliation, Mickey's must prepare a number of adjust­
ments to its records. In fact, all of the information for these adjustments wi ll be from 
one section of the bank reconci liation. Are the additions and deductions made to the 
bank balance or the ones made to the book balance the basis for the adjustments? T he 
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.e., the 
deposits in transit and the outstanding checks) are items that Mickey's has already 
recorded on its books. 

Establishing a Petty Cash Fund 
Recall one of the fundamental rules in 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 use a petty cash fund . 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 fo llows: 

1. A check is written for a lump-sum amount, such as $100 or $500. T he 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 necessa1y documentation, employees receive minor dis­

bursements from the fu nd . In essence, cash is traded from the fund in exchange for 
a receipt. 

4. Periodically, the fund 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. T hat 
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 expenditu res, such as 
taxi fa res and postage, that often must be paid in cash. 

@ 

Petty cash fund 
Money kept on hand for making 
minor disbursements in coin and 
currency rather than by writing 
checks. 

301 



~ 

f 
J 

302 Chapter 6 Cash and Internal Control 

L02 Show that you understand various techniques that companies use to control cash. 

• The liquidity of cash makes controls over it very important to have in place. 

• Cash management means managing the need to have enough cash on hand to ensure cash flow needs but not so 
much that excess funds earn little return and may be vulnerable to misappropriation. 

• Bank reconciliations use third-party documents (bank statements) to reconcile differences between the amount in the 
bank and on the books. Done by an independent party, bank reconci liations are effective control procedures. 

• Petty cash funds are an effective way to minimize access to large cash accounts to pay for relatively small 
expenditures. 

QUESTIONS Answers to these questions are on the last page of the chapter. 

1. Which of the following is not an addition to the balance 2. Which of the following is a deduction to the balance per 
per the books on a bank reconciliation that adjusts both bank statement on a bank reconciliation that adjusts both 
the bank statement and balance per the books to the the bank statement and balance per books to the 
adjusted balance? adjusted balance? 

a. interest earned on the bank account a. NSF checks 
b. deposits in transit b. outstanding checks 
c. collection by the bank on a customer's note c. bank service charges 
d. All of the above are additions . d. All of the above are deductions to the balance per 

L03 Explain the importance of 
internal control to a business and 
the significance of the Sarbanes­
Oxley Act of 2002. 

Internal control system 
Policies and procedures necessary 
to ensure the safeguarding of an 
entity's assets, the reliability of its 
accounting records, and the 
accomplishment of overall company 
objectives. 

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. 

the bank statement. 

An Introduction to Internal Control 

OVERVIEW: An internal control system includes the policies and procedures nec­
essary to safeguard assets and the reliability of the records. Improvement in internal 
control was a major focus of the Sarbanes-Oxley Act of 2002. 

An employee of a large auto parts warehouse routinely takes spare parts home for per­
sonal use. A payroll clerk writes and signs two checks fo r an employee and then spli ts the 
amoun t of the second check with the vvorker. Through human error, an invoice is paid 
for merchandise never received fro m the supplier. These cases share one important char­
acteristic. T hey all poin t to a de fi ciency in a company's in te rnal control system . An internal 
control system consists of the policies and procedures necessaty to ensure the safeguard­
ing of an entity's assets, the re liability of its accounting records, and the accomplishment of 
its overall objectives. 

T hree assets are especially critical to the operation of a merchandising company such 
as Sears H oldings: cash, accoun ts receivable, and inventory. Activities related to those 
three assets compose the operating cycle of a busi ness. Cash is used to buy inventory; 
the inventory is eventually sold ; and assuming a sale on credit, the account receivable · 
fro m the customer is collected. After looking at the government's response to huge 
lapses in internal control by major U.S. companies, we turn to the ways in which a com­
pany attempts to control the assets at its d isposal. 

The Sarbanes-Oxley Act of 2002 
As briefly described in C hapter 1, the Sarbanes-Oxley Act of 2002 (or SOX) was a 
direct respo nse by Congress to the nu merous corporate scanda ls that surfaced in the fi rst 
few years of the new millenniu m. High -profi le cases involving questionable accounti ng 
practices by companies such as Enron and WorldCom caused the federa l government to 
step in and attempt to restore the public's confide nce in the fi nancial reporting system. 
SO X's various provisions arc far-reachi ng, including provisions designed to ensure the in­
dependence of a company's auditors. For example, external auditors can no longer pr~ 
~ b,2.okkeepini;; , hu man resource, information system design, and brokerage services 
fo r clients that they audit . -



An Introduction to Interna l Control 

Another major part of SOX, Section 404, deals with a company's internal control 
system . Section 404 requi res the annual report to include an internal control report in 
which management is required to: 

1 . State its responsibili ty to establ ish and maintain an adeq uate internal control struc­
ture and procedures for fin ancial reporting. 

2. Assess the effectiveness of its internal control structure and procedures for financial 
reporting. 

Sears H oldings' Report on Internal Control over Financial Reporting is shown in 
Exhibit 6-3. The fi rst paragraph states management's responsibility for its system of in­
ternal control, and the fourth paragraph indicates that management believes internal 
control over fi nancial reporting is effective. 

Another important provisio n in SOX is that a company's o utside audi tors must 
issue a report o n their assessment of the company's internal control. The statement in 
the last paragraph in Exhibi t 6 -3 call s attention to this repo rt . Deloitte & Touche is 
Sears H oldin gs' independent audito r, and its report is shown in Exhibit 6 -4. Note the 

EXHIBIT 6-3 Management Report on Internal Control-Sears Hold ings 

Management's Annual Report on Internal Control over Financial Reporting 

The management of Sears Holdings Corporation is responsible for establishing and maintaining 

adequate internal control over financial reporting. Internal control over financial reporting is a process 
designed by, or under the supervision of, the Company's principal executive and principal financial 

officers and effected by the Company's board of directors, management and other personnel to 
provide reasonable assurance regarding the reliability of financial reporting and the preparation of 

f inancial statements for external purposes in accordance with generally accepted accounting principles 

and includes those policies and procedures that 

• pertain to the maintenance of records that in reasonable detail accurately and fairly reflect the trans­

actions and dispositions of the assets of the Company; 

• 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 man­

agement a d directors of the Company; and 

• 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 state­
ments. 

Because of inherent limitations, internal control over financial reporting may not prevent or detect 

misstatements. Projections of any evaluation of effectiveness to future periods are subject to the risks 

that controls may become inadequate because of changes in conditions, or that the degree of 

compliance with the policies or procedures may deteriorate. 

Management assessed the effectiveness of the Company's internal control over financial reporting at 
January 29, 2011 . In making its assessment, management used the criteria set forth in the Internal 
Control-Integrated Frameworkissued by the Committee of Sponsoring Organizations of the 

Treadway Commission ("COSO"). The assessment included the documentation and understanding of 
the Company's in ernal control over financial reporting. Management evaluated the design 
effectiveness and tested the operating effectiveness of internal controls over financial reporting to 
form its conclusion. 
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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 effectiveness of the 
internal control structure. 

Management states 
its responsibility for 
the internal control 
system. 

Management 
assesses the 
effectiveness of the 

Based on this evaluation, management concluded that, at January 29, 2011, the Company's internal .... •----• internal control 
control over financial reporting is effective to provide reasonable assurance thanhe Company's system. 
financial statements are fairly presented in conformity with generally accepted accounting '-----------
principles . 

Deloitte & Touche LLP, independent registered publ ic accounting fi rm, has reported on the 
effectiveness of the Company's internal control over financial reporting at January 29, 2011, as stated 
in their report included herein. 

Source: Sears Holdings Corporation 2010 annual report. 

Auditors have 
•----t issued a report on 

management's 
assessment. 
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EXHIBIT 6-4 Auditor's Report-Sears Hold ings 

Audit 
followed 
the 
standards of 
the Public 
Company 
Accounting 
Oversight 
Board. 

Auditors' 
opinion 

Report of Independent Registered Public Accounting Firm 

To the Board of Directors and Shareholders of Sears Holdings Corporation 

We have audited the accompanying consolidated balance sheets of Sears Holdings Corporation and subsidiaries (the 

"Company") as of January 29, 2011 and January 30, 2010, and the related consolidated statements of income, equity, and 

cash flows for each of the three years in the period ended January 29, 2011 . Our audits also included the financial 

statement schedule listed in the Index at Item 8. We also have audited the Company's internal control over financial 

reporting as of January 29, 2011, based on criteria established in Internal Control-Integrated Framework issued by the 

Committee of Sponsoring Organizations of the Treadway Commission . The Company's management is responsible for 

these financial statements and financial statement schedule, for maintaining effective internal control over financial 

reporting, and for its assessment of the effectiveness of internal control over financial reporting, included Tn the 

accompanying Management's Annual Report on Internal Control Over Financial Reporting. Our responsibility is to express 
an opinion on these 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 audit 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 exists, 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 by, or under the supervision of, the company's 

principal executive and principal financial officers, or persons performing similar functions, and effected by the company's 

board of directors, management, and other personnel 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 

(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 staternents in accordance with generally accepted accounting principles arid 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 ttie inherent limitations of internal control over financial reporting, including the possibility of collusion or 

improper management override of controls, material misstatements due to error or fraud may not be prevented or 
detected on a timely basis. Also, projections of any evaluation of the effectiveness of the internal control over f inancial 

reporting to future periods are subject to the risk that the controls rriay 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 fairly, in all material respects, the financial 
position of the Sears Holdings Corporation and subsidiaries as of January 29, 2011 and January 30, 2010, and the results of 

their operations and their cash flows for each of the three years in the period ended January 29, 2011, in conformity with 

accounting principles generally accepted in the United States of America. Also, in our opinion, such 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, the Company maintained, in all material respects, 
effective internal control over financial reporting as of January·29, 2011 , based on the criteria established in Internal 
Control-Integrated Framework issued by the Committee of Sponsoring Organizations of the Treadway Commission . 

/s/ DELOITIE & TOUCHE LLP 
Deloitte & Touche LLP 
Chicago, Illinois 

March 11, 2011 ,_,\ ... 

Source: Sears Holdings Corporation 2010 annual report. 
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reference in the second paragraph to the Public Company Accounting Oversight 
Board (PCAOB) . The PCAOB is the five -member body created by SOX that was 
given authority to set auditing standards in the United States. The last sentence in 
Deloitte & Touche's report also contains the important statement, namely, that in 
their opinio n, Sears Holdings has maintained effective internal control over financial 
reporting. 

The top of the independent auditors' report in Exhibit 6-4 states that it is directed 
to the board of directors and shareholders of Sears Holdings. The board of directors 
usually consists of key officers of the corporation as well as a number of directors whom 
it does not directly employ. Anotl1er key provision in SOX required that tl1e audit com~ 

mittee be made up entirely of outside directors. The audit committee is a subset of the 
board of directors that provides djrcct contact between stockholders and tl1e indepen­
dent accounti ng firm . 

One of the most frequently debated issues in many of the high-profile financial 
reporting scanda-1 s-the beha ~r companies' key officers. Stockholders and 
others affected by these scandals thought that to mana ement should have taken 
more rcsponsibi l~' for the accuracy of the information presente m the financial state­
ments. SOX directly addresses this issue. For the first time ever, a company's chief 
executive officer (CEO ) and chief financial officer (CFO ) must sign a statement certify­
ing that the information in the financial statements fair ly resents the financial condi ­
tio n and results of operations of the company. This provision plac respons1 1 1ty 
fl th · nfor mation in the financial statements directly in the hands of the company's 
CEO and 

The Control Environment 
The success of an internal control system begins with the competence of the people in 
charge of it. Management's operating style will have a major impact on the effectiveness 
of various policies. An autocratic style, in which a few key officers tightly control opera­
tions, will resul t in an environment different from that of a decentralized organization, in 
which departments have more freedom to make decisions. Personnel policies and prac­
tices form anotl1er factor in the internal control of a business. An appropriate system for 
hi ring competent employees and firing incompetent ones is crucial to an efficient opera­
tion. Afte r all, no internal control system will work very well if employees who are dis­
honest or poorly trained are on the payroll. On the other hand, too few people doing 
too many tasks defeats the purpose of an internal control system. Fi nally, the effective­
ness of internal control in a business is influenced by tl1c board of directors, particularly 
its audi t committee. 

The Accounting System 
An accounting system consists of all of tl1e methods and records used to report an 
entity's transactions accurately and to maintain accountabili ty for its assets and li abilities . 
Regard less of the degree of computer automation, tlie use of a journal to record transac­
tions is an integral part of all accounting systems. Refinements may be made to the basic 
components of the system depending on the.: company's needs. For example, most 
companies use specialized journals to record recurring transactions, such as sales of 
merchandise on credit. 

An accounting system can be completely manual, fully computerized , or as is olten 
the case, a mixture oftlie two. Internal controls are important to all businesses regardless 
of the degree of automation of tl1e accounting system. The system must be capable 
of handling the volume and complexity of transactions entered into by a business . 
Businesses use computers because they are ideally suited to the task of processing large 
numbers of repetitive transactions efficiently and qu ickly. 
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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 United States. 

Board of directors 
A group composed of key officers 
of a corporation and outside 
members responsible for general 
overs ight of the affairs of the entity. 

Audit committee 
A board of directors subset that acts 
as a direct contact between the 
stockholders and the independent 
accounting firm . 

Accounting system 
Methods and records used to 
accurately report an entity's 
transact ions and to maintain 
accountability for its assets and 
liabilities. 
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L03 Explain the importance of internal control to a business and the significance of the Sarbanes-Oxley Act of 2002. 

• The Sarbanes-Oxley Act of 2002 required publicly traded companies to improve the documentation and functioning of 
their internal controls. 

• Management must now render an opinion on the efficiency of the company's internal control system. A strong control 
environment is a must for companies. 

• Auditors also must increase their documentation and understanding of the internal controls of their clients. 

• Significant amounts of resources have been devoted to comply with the provisions of Sarbanes-Oxley. 

QUESTIONS Answers to these questions are on the last page of the chapter. 

1. What five-member body created by the Sarbanes-Oxley 2. A company's audit committee 
Act was given authority to set U.S. auditing standards? a. must consist of a majority of directors who are key 

a. Securities and Exchange Commission officers of the company. 
b. Financial Accounting Standards Board b. must consist of a majority of directors who are cut-
e. International Accounting Standards Board siders. 
d. none of the above c. must consist entirely of directors who are outsiders. 

d. is none of the above. 

Internal Control Procedures 

L04 Describe the basic internal 
control procedures . 

OVERVIEW: Internal control procedures can be either administrative or account­
ing in nature. The former are concerned with efficient operation of a business and the 
latter with safeguarding assets and reliability of the financial statements. 

Administrative controls 
Procedures concerned with efficient 
operation of the business and 
adherence to managerial policies. 

Accounting controls 
Procedures concerned with 
safeguarding the assets or the 
reliability of the financial 
statements. 

Management establishes policies and procedures on a number of different levels to 
ensure that corporate objectives wi ll be met. Some procedures are formalized in writing. 
Others may not be written but are just as important. Certain administrative controls 
with in a company are more concerned with the efficient operation of the business and 
adherence to managerial policies than with the accurate reporting of financial informa­
tion . For example, a company policy that requires all prospective employees to be inter­
viewed by the personnel department is an administrative control. Other accounting 
controls primarily concern safeguarding assets and ensuring the reliability of the finan ­
cial statements. Some of the most important internal control procedures are as fo llO\·VS: 

• Proper authorizations • Safeguarding of assets and records 
• Segregation of duties • Independent review and appraisal 
• Independent verification • Design and use of business documents 

Proper Authorizations Management grants specific departments the authority 
to perform various activities . Along with the authority comes responsibility. Most large 
organizations give the aud1ority to hire new employees to d1e personnel department. 
Management authorizes the purchasing department to order goods and services for the 
company and the credit department to establish specific policies for granting credit to 
customers. By specifically aud101izing certain individuals to carry out specific tasks for 
the business, management is able to hold those same people accountable for the out­
come of their actions. 

The authori zations for some transactions are general in nature; od1ers are specific. 
For example, a cashier authorizes the sale of a book in a bookstore by ringing up d1e 
transaction (a general authorization). However, d1e bookstore manager's approval may 
be required before a book can be returned (a specific aud1orization ). 



Internal Contro l Procedures 

Segregation of Duties What might happen if one employee is given the authority 
to prepare checks and to sign them? What might happen if a single employee is allowed to 
order inventory and receive it from the shipper? Or what if the cashier at a checlwut stand 
records the daily 1'eceipts in the fournal? If the employee in each of these situations is 
ho nest and never makes mistakes, nothing bad wi ll happen . However, ifthe employee 
is di shonest or makes errors, the company can experience losses. All of these situations 
point to the need fo r the segregatio n of duties, which is one of the most fundamental 
of J I! internal control procedures. Without segregation of duties, an employee is able 
not only to perpetrate a fraud but also to conceal it . A good system of internal control 
req uires that the physical custody of assets be separated fro m the accounting fo r those 
same Jssets. 

Like most internal control principles, the concept of segregation of du ties is an 
ideal that is not always atta inable. Many smaller businesses do not have adequate per­
sonnel to achieve complete segregation of key functions. In certain instances, these 
businesses need to rely o n the direct involvement of the owners and o n independent 
verificatio n. 

Independent Verification Independent ve rification means the work of one 
department should act as a check on the work of another. For exJmple, the physicJI 
cou nt of the inventory in a perpetual invcnt01y system provides such a check. T he 
accoun ting department maintains the general ledger card fo r invento1y and updates it as 
sJles and purchases arc made. T he physical cou nt of the inventory by an independent 
department acts JS the check on the work of the accounting department. 

As another example, consider the bank reconciliation shown earlier in the chapter as 
J control device. T he reconciliation of a company's bank account with the bank state­
ment by someone not responsi ble for either the physical custody of cash or the cash 
records acts as an independent check on the work of these pJrties . 

Safeguarding of Assets and Records Adeq uate safeguards must be in 
plJcc to protect assets and the accounting records from losses of various kinds. CJsh 
registers, safes, and lockboxes are important safeguards for cash. Secured storage areas 
with limited access are essenti al fo r the safekeeping of inventory. Protection of the 
accounting records against misuse is eq uall y important. Access to a computerized 
accounting record sho uld be limited to those employees authorized to prepare journal 
entries . This can be done with the use of a personal identification number and a pass­
word to access the system. 

Independent Review and Appraisal A well -designed system of internal con­
trol provides for periodic review and appraisal of the accou nting system as well as the 
people operating it. T he group primarily responsible for review and appraisal of the sys­
tem is the internal audit staff. 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 efficiency of operations. 

T he prima1 concern of the inde endcnt public accountants (or external auditors ) is 
whether the fir;i,1.1J c:jal statements have een resented fa irly. Internal auditors focus more 
on the efficiency with which the organization is run. They are responsible for periodically 
reviewing both Jccounting and administrative controls. The internal audit staff also helps 
to ensure that the company's poli cies and procedures are fo llowed . 

Design and Use of Business Documents Business documents are the crucial 
link between economic transactions entered into by an entity and the accou nting record 
of those events. T hey arc often call ed 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 t ime card. T he source documents for a sa le include the 
sales order, the sales invoice, and the related shipping docu ment. Business documents 
must be designed to capture all relevant information Jbout an economic event and to 
ensure that related transactions arc properly classified. 

Internal audit staff 
The department responsible for 
monitoring and evaluating the 
internal control system. 

307 



308 Chapter 6 Cash and Internal Control 

Business documents must be properly controlled . For example, a key feature for 
documents is a sequential numbering system just like you have for your personal checks. 
This system results in a complete accounting for all documents in the series and negates 
the opportunity for an employee to misdirect one. Another key feature of well-designed 
business documents is the use of multiple copies. The various departments involved in a 
particular activity, such as sales or purchasing, are kept informed of the status of out­
standing orders through the use of copies of documents. 

Limitations on Internal Control 
Internal control is a relative term. No system of internal control is totally foolproof. An 
entity's size affects the degree of control that it can obtai n. In general, large organiza­
tions are able to devote a substantial amount of resources to safeguard ing assets and 
records. Because the installation and maintenance of controls can be costly, an internal 
audit staff is a luxury that many small businesses cannot aftord . The mere segregation of 
duties can resu lt in added costs if two employees must be involved in a task previously 
performed by only one . 

Segregation of duties can be effective in preventing collusion, but no system of inter­
nal control can ensure that it will not happen. It does no good to have one employee 
count the cash at the end of the day and another to record it if the two act in concert to 
steal from the company. Rotation of duties can help lessen the likelihood of such prob­
lems. An employee is less li kely to collude with someone to steal if the assignment is a 
temporary one. Another control feature, a system of authorizations, is meaningless if 
management continually overrides or fai ls to support it. 

§ Intentional acts to misappropriate company assets are not the only control problem. 
8 
_g Human errors can weaken a system of internal control. Misunderstood instructions, 
~ " carelessness, fatigue, and distraction can all lead to errors. A we ll -designed internal con­:g 
~ trol system sho uld resu lt in the best possible people being hired to perform the various 
@ tasks, but no one is perfect. 

l04 Describe the basic internal control procedures. 

• Control procedures are actions that company personnel take to make sure that policies set forth by management are 
followed. 

• Important accounting controls are concerned with safeguarding assets and producing accurate and timely financial 
statements. They include: 

• Proper authorizations-only certain personnel may authorize transactions. 

• Segregation of duties-physical custody of assets must not be combined with the ability to account for those assets. 

• Independent verification-for example, an inventory count. 

• Safeguarding of assets and records-both must be adequately protected. 

• Independent review and appraisal-done primarily by internal audit. 

• Design and use of business documents-source document control. 

QUESTIONS Answers to these questions are on the last page of the chapter. 
1 . Controls that a company establishes to safeguard assets 2. The group within an organization that is responsible for 

and ensure the reliability of the financial statements are monitoring and evaluating the internal control system is 
~ called called the 

I 
J 

a. 
b. 
c. 
d. 

administrative controls . 
accounting controls. 
fiscal controls . 
none of the above. 

a. internal audit staff. 
b. accounting staff. 
c. board of directors. 
d. audit committee. 
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Computerized Business Documents and 
Internal Control 

OVERVIEW: Companies use a variety of documents to record purchases that are 
instrumental in controlling both cash and inventory. 

Specific internal controls are necessary to control cash receipts and cash disbursements 
for all of the stores owned by Sears H oldings. In addition to separating the custodianship 
of cash from its recording in the accounts , two other fundamental principles apply to its 
control. First, all cash receipts should be deposited intact in the bank on a daily 
basis. Intact means that no disbursements should be made from the cash received from 
customers. Second, all cash disbursements should be made by check. Using sequen­
tially numbered checks results in a clear record of all disbursements. The 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. 

Control Over Cash Receipts 
Most merchandisers receive 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. 

Cash Received Over the Counter 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 
cashier. 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. T he customer is given a copy, and the salesclerk retains another. The sales­
clerk is accountable for all numbers in a specific seri es of receipts and must be able to 
explai n any differences between the amount of cash remitted to the cashier and the 
amount collected per the receipts. 

Cash Received in the Mail 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 payment. T he company must be assured 
that all cash received is deposited in the bank and that the account receivable is reduced 
accord ingly. 

To ac hieve a reasonable degree of control, two employees should be present when 
the mai l is opened. 1 T he first employee opens the mail in the presence of the second em­
ployee, 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 
employee takes the original to the cashier along with the total cash received on that day. 
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 fo r recording the increase 
in Cash and the decrease in Accoun ts Receivable. The other copy is retained by one of 
the t\vo people who opens the mail. A comparison of the prclist to the bank deposit slip 
is a timely way to detect receipts that do not make it to the bank. Because the two 
employees acting in concert could circumvent the control process, rotation of duties is 
important . 

1 In some companies, this control procedure may be omitted because of the cost of having two employees present 
when the mail is opened. 

LOS Describe the various 
documents used in recording 
purchases and their role in 
controlling cash disbursements. 
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EXHIBIT 6-6 Purchase Requisition 

Date 5 / 28/ 12 

Mickey 's Marathon Sports 
502 Dodge St. 

Chicago, IL 66666 

PURCHASE REQUISITION 

Preferred vendor ~Fl=e~e'""t~F~o"""'o~t'-------
Date needed by _6 _/5_/_1_2 _____ _ 

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 

PR75638 

Requested by ~ ~ Department Shoe department 

@ ................................................................................................................................................... ... 

J 

Purchase order 
A form sent by the purchasing 
department to the supplier. 

A computer-generated purchase order for Mickey's is shown in Exhjbit 6-7 . Pur­
chase orders are usually prenumbered; a company should periodica lly investigate any 
missing numbers. T he purchasing department uses its copy of the purchase requisition as 
a basis fo r preparing the pu rchase order. An employee in the purchasing department keys 
in the relevant info rmation from the purchase requisition and adds the unit cost for each 
item gathered fro m the vendor's price guide . T he software program generates a purchase 

EXHIBIT 6-7 Computer-G enerated Purchase Order 

Mickey's Marathon Sports 

502 Dodge St. 

TO: 

Fleet Foot 

590 West St. 

Milwaukee, WI 77777 

Chicago, IL 66666 

PURCHASE ORDER 

Date 5 / 30/12 Ship by Best Express 

Terms 2/10, net 30 

Item No. Quantity 

314627 24 PR 

Description/Vendor No. 

Sprinter I 5265 

323515 

323682 

12 PR Blazer/ 7512 

6 PR Enduros/1580 

P054296 

Instructions FOB destination point 

Date required 6 / 5 / 12 

Unit price 

$60.50 

53 .70 

75.40 

Amount 

$1,452.00 

644 .40 

452 .40 

$2,548.80 

@ ................................................................................................................................................... ... 
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Computerized Business Documents and 
Internal Control 

OVERVIEW: Companies use a variety of documents to record purchases that are 
instrumental in controlling both cash and inventory. 

Specific internal controls are necessary to control cash receipts and cash disbursements 
for all of the stores owned by Sears Holdings. In addition to separating the custodianship 
of cash from its recording in the accounts, two other fundamental principles apply to its 
control. First, all cash receipts should be deposited intact in the bank on a daily 
basis. Intact means that no disbursements should be made from the cash received from 
customers. Second, all cash disbursements should be made by check. Using sequen­
tia lly numbered checks resul ts in a clear record of all disbursements. The 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. 

Control Over Cash Receipts 
Most merchandisers receive checks and currency from customers in two ways: ( l) 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. 

Cash Received Over the Counter 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 
cashier. 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, prcnumbcrcd customer receipts, prepared in duplicate, arc 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 series of receipts and must be able to 
explain any differences between the amount of cash remitted to the cashier and the 
amount collected per the receipts. 

Cash Received in the Mail 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 payment. 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 employees should be present when 
the mail is opcned. 1 The first employee opens the mai l in the presence of the second em­
ployee, 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 
employee takes the original to the cashier along wit11 the total cash received on t11at day. 
The cashier is the person who makes the bank deposit. One copy of t11e prclist 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 ot11er copy is retained by one of 
the nvo people who opens the mail. A comparison of the prelist to the bank deposit slip 
is a timely way to detect receipts t11at do not make it to t11c bank. Because t11e t\vo 
employees acting in concert could circumvent t11e control process, rotation of duties is 
important. 

1 In some companies, this control procedure may be omitted because of the cost of having two employees present 
when the mail is opened. 

LOS Describe the various 
documents used in recording 
purchases and their role in 
controlling cash disbursements. 
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Purchase requisition form 
A form a department uses to initiate 
a request to order merchandise. 

Chapter 6 Cash and Internal Control 

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 payable to a company can be stolen and cashed. The customer pro­
vides the control element. 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 payment 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 only if 
the employees responsible for the custody of cash received through the mai l, for record 
keeping, and for authorization of adjustments to customers' accounts are not allowed to 
prepare and mail statements to customers. Employees allowed to do.~o are in a position 
to alter customers' statements. 

Cash Discrepancies Discrepancies occur occasionally due to theft by dishonest 
employees and to human error. For example, if 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 differences should be investigated. 

Of particular significance arc recitrring diftercnccs between the amount remitted by 
any one cashier and the amount on the cash register tape. 

The Role of Computerized Business Documents in 
Controlling Cash Disbursements 
A company makes cash payments to purchase merchandise, supplies, plants , and equip­
ment; to pay operating expenditures; and to cover payroll expenses. We will concentrate 
on the disbursement of cash to purchase goods for resale , focusing particularly on the 
role of business documents in the process. Merchand ising companies rely on a smooth 
and orderly inflow of quality goods for resa le to customers. Suppliers 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 Mickey's Marathon Sports, contin­
ues through the receipt of the goods, and concludes with the eventual payment to the 
supplier. The entire process is summarized in Exhibit 6-5. You will want to refer to this 
exhibit throughout the remainder of this section. 

Purchase Requisition The shoe department at Mickey's Marathon Sports 
reviews its stock weekly to determine if any items need replenishing. On the basis of its 
needs, the supervisor of the shoe department fills out the purchase requisition form 
shown in Exhibit 6-6 on page 312 . The form indicates the supplier or vendor, Fleet Foot. 

The purchasing department makes the final decision on a vendor. The purchasing 
department is thus held accountable for acquiring the goods at the lowest pnce, given 
certain standards for merchandise quality. Mickey's assigns a separate item number to 
each of the thousands of individual items of merchandise it stocks. Note that the requisi ­
tion also indicates the vendor's number for each item. The unit of measure for each 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 arc sent to the purchasing department. 
The shoe department keeps one copy for its records. 

Purchase Order Most companies have purchased software or have developed soft­
ware internally to perform 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. 



EXHIBIT 6-5 Document Flow for the Purchasing Function 

Requesting Department 
prepares 

Purchasing Department 
uses 

Purchase 
Requisition 

sends original 
Purchase 
Requisition and a copy to 

as basis for preparing 

sends 
Purchase Order 11------i Purchase Order 

copy to 

which is l sent to 

Supplier uses the 

Purchase Order 

to bill customer 

Invoice 

and ship 

Merchandise 

copies of 

Check and 

Remittance Advice 

© C.ngage Learning 2013 

sends 

copy to 

Accounting Department 
compares 

Purchase 
Requisition 

and 

Purchase Order 

Receiving Department 

inspects and counts 

and ~ 

~ 
and prepares 

sends 
,.. 1 Receiving Report 
original to* 

as a basis for preparing 

Invoice Approval Form 

which is sent 
with the invoice to 

* Copies to Requesting and Purchasing Departments 

Finance Department 

uses 

Invoice Approval Form 
and Invoice 

to prepare 

Check and 

Remittance Advice 

which is mailed to 
the supplier 

' 
(") 
0 
3 

""Cl 
c 

~ N . 
m 
a. 
CD 
c 
(/) 

:;· 
m 
(/) 
(/) 

0 
0 
(") 
c 
3 
m 
~ 
(/) 

Q) 

:J 
a. 
3" 
(ii 
3 
~ 
(") 
0 
:J 

~ 

~ 



312 Chapter 6 Cash and Internal Control 

EXHIBIT 6-6 Purchase Requisition 

Date 5/28/12 

Mickey's Marathon Sports 
502 Dodge St. 

Chicago, IL 66666 

PURCHASE REQUISITION 

Preferred vendor _Fl_ e_e_t_F_o_o_t _____ _ 

Date needed by 6/5/12 

The following item s are requested for weekly dept. order 

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

323515 

323682 

12 PR 

6 PR 

Blazer/7512 

Enduros/ 1580 

PR75638 

Requested by ~ ~ Department Shoe department 

®----------------------------------------------------------------------------------------------------
Purchase order 
A form sent by the purchasing 
department to the supplier. 

A computer-generated purchase order for Mickey's is shown in Exhibit 6-7. Pur­
chase orders are usually prenumbered; a company sho uld periodically investigate any 
missing numbers. The purchasing deparun ent uses its copy of the purchase requisition as 
a basis for preparing the purchase order. An employee in the purchasing department keys 
in the relevant information from the purchase requisitio n and adds the unit cost for each 
item gathered from the vendor's price guide . T he software program generates a purchase 

EXHIBIT 6-7 Computer-Generated Purchase Order 

Mickey's Marathon Sports 

502 Dodge St . 

TO: 

Fleet Foot 

590 West St. 

Milwaukee, WI 77777 

Chicago, IL 66666 

PURCHASE ORDER 

Date 5 / 30/ 12 Ship by Best Express 

Terms 2/10, net 30 

Item No. Quantity 

314627 24 PR 

Description/Vendor No. 

Sprinter I 5265 

323515 

323682 

12 PR Blazer/ 7512 

6 PR Enduros/ 1580 

Appmvod by mOJ\/f F 

PO 54296 

Instructions FOB destination point 

Date required6 / 5 / 12 

Unit price 

$60.50 

53 .70 

75.40 

Amount 

$1,452.00 

644.40 

452.40 

$2,548.80 

@------------------------------------------------------------------------------------------------
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order, as shown in Exhibit 6-7. You should trace all of the information fo r at least one of 
the three items ordered from the purchase requisitio n to the purchase order. 

T he system generates the original purchase order and three copies. 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 . T he purchasing department keeps the third copy for its records. 

A purchase order is not the basis for recording a purchase and a liability. 
Legally, the order is merely an offer by th e company to purchase goods from the sup­
plier. Technica lly, the receipt of goods fro m the supplier is the basis fo r the purchaser's 
recogni tion of a li ability . H owever, most companies record the payable upon receipt of 
the invoice. 

Invoice When Fleet Foot ships the merchandise, it also mails an invoice to Mickey's, 
requesting payment 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 days of purchase; if not, the full amount is due within 30 days 
of purchase . T he invoice may be mailed separately or included with the shipment o f 
merchandise . Fleet Foot, the seller, cal ls this document a sales inJ1oice; 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 Fleet Foot sent to Mickey's accounting department is shown in Exhibit 6-8. 

Receiving Report T he accounting department receives the invoice for the three 
items ordered . Within a few days before or after the receipt of the invoice, the merchan ­
dise arrives at Mickey's warehouse. As soon as the items are unpacked , the receiving 
department inspects and counts them. T he same software used to generate the purchase 
order also generates a receiving report, as shown in Exhibit 6-9 . 

EXHIBIT 6-8 Invoice 

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

N0. 427953 

Fleet Foot 
590 West St. 

Milwaukee, WI 77777 

INVOICE 

Sold to Mickey's Marathon Sports 

502 Dodge St. 

Chicago, IL 66666 

Ship to _S_am_ e _______ _ 

Terms 2/10, net 30 

Date 6/2/12 

Order No. --'5'""'4"'"2""'9'-6"------­
Shipped via Best Express 

Date shipped -"6_,__/ -'-2 /'-l-'-2'----­
Ship terms FOB destination 

Quantity Description/No. Price Amount 

24PR Sprinter I 5265 $60.50 $1,452.00 

12 PR Blazer/ 7512 53.70 644.40 

6PR Enduros/ 1580 75.40 452 .40 

$2,548.80 
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EXHIBIT 6-9 Computer-Generated Receiving Report 

Mickey's Marathon Sports 
50 2 Dodge St. 

Chicago, IL 66666 

Receiving Report 

RR23637 
Purchase Order No. 54296 
Vendor Fleet Foot 
Ship via Best Express 
Terms 2/10 , n et 3 0 

Date ordered 5 / 3 0 /12 
Date required 6 / 5 /12 

Description / 
Quantity Received Our Item No. Item No. Remarks 

Box damaged but 
merchandise ok 24PR 314627 Sprinter /5265 

12 PR 323515 Blazer/ 7512 
6 PR 323682 Endu ros / 1580 

Received by ~ ~ Date 6/4/12 

@ .................................................................................................. .. 

Blind receiving report 
A form used by the receiving 
department to account for the 
quantity and condition of 
merchandise received from a 
supplier. 

Invoice approval form 
A form the accounting department 
uses before making payment to 
document the accuracy of all 
information about a pu rchase . 

Alternate term: Voucher. 

Mickey's uses a blind receiving report. T he column fo r the q uantity received is 
left blank and is fill ed in by the receivin g department. Rather than simply being able 
to indicate that the number o rdered was received , an employee must cou nt the pairs 
of shoes to dete rmine that the number ordered is actually received. You sho uld trace 
all of the relevant in fo rmation for o ne of the th ree items ordered fro m the purchase 
order to the receivi ng report. T he accoun ting system generates an o riginal receivin g 
report and three copies. T he receiving department keeps one copy for its records and 
sends the o riginal to the accoun ting department. O ne copy is sent to the purchasing 
department to be matched with the purchase o rder, and the o ther copy is sent to the 
shoe departm ent as verifi cation that t he items it o riginally req uested have been 
received . 

Invoice Approval Form At this poin t, Mickey's accoun ting department has cop­
ies of the purchase requ isition from the shoe department, the purchase o rder from the 
purchasing department, the invoice from the supplier, and the receiving report from the 
wareho use . T he accounting department uses an invoice approval form to document 
the accuracy of the information on each of these o ther forms. T he invoice approval form 
fo r Mickey's Marathon Sports is shown in Exhibit 6-10. 

T he invoice is co mpared to the p urchase req uisiti on to ensure t hat the company 
is bill ed fo r goods that it requested . A comparison of the invoice with the purchase 
o rder ensures th at the goods were in fac t o rdered . Finally, the receiving report 
is compared with t he invoice to veri fy that all goods fo r which t he company is 
being billed were received . An accounting department employee must also ve ri fy 
the mathematical acc uracy of the amo unts that appear on the invoice. The date the 
invoice must be paid to take advantage of the discoun t is no ted so t hat the fin ance 
department will be sure to send the check by thi s date. At this point, the accounting 
department prepares the jo urnal entry to increase the inventory and accou nts payable 
accounts. T he invo ice approva l fo rm and the invoice are then sent to the fi nance 
department . Some businesses call the invoice app roval fo rm a voucher; it is used for all 



Computerized Business Documents and Internal Contro l 

EXHIBIT 6-10 Invoice Approval Form 

Purchase Requisition 

Purchase Order 

Receiving Report 

Invoice: 

Mickey's Marathon Sports 
502 Dodge St. 

Chicago, IL 66666 

Invoice Approval Form 

No. 
PR 75638 

PO 54296 

RR 23637 

No. __ 4_2_7_9_5_3 _______ ~ 

Date 6/2/ 12 

Price 
Extensions ___ ti ________ _ 
Footings --~ti _______ _ 

Check 

./ 

LastDaytoPayforDiscount _ 6_/ _12_ /_1_2 __________ _ _ 

Approved for Payment by M c.e_.., ~ 
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expenditures, not just fo r purchases of merchandise . Fin all y, it is worth noting that 
some businesses do not use a separate invoice approval for m; they si mply note 
approva l directly o n the invoice. 

Check with Remittance Advice Mickey's fin ance department is responsible 
for issuin g checks. T his resu lts from the need to segregate custody of cash 
(the signed chec k) from record keeping (the updating of the ledger). Upo n receipt ,, 
of the invoice approva l form from the accounting department, a clerk in t i' 

finance department processes a check with a remittance advice attached, as ~1 
Ex hibit 6 -11. 2 

Before the check is signed, the documents referred to on the · ice approval form 
are reviewed and canceled to prevent reuse. T he clerk then forwards the check to one of 
the company officers authorized to sign checks. According to one of Mickey's internal 
control policies, only the treasurer and the assistant treasurer are authorized to sign 
checks . Both officers must sign check amounts above a specified dollar limit. To main­
tain separation of duties, the finance department sho uld mail the check. T he remittance 
advice in forms the supplier as to the nature of the payment and is torn off by the supplier 
before cashing the check. 

2 In some companies. an employee in the accounting department prepares checks and sends them to the finance 
department tor review and signature. Most companies use computer-generated checks rather than manually typed 
ones. 
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EXHIBIT 6-11 Check w ith Remittance Advice 

Mickey's Marathon Sports 
502 Dodge St. 

3690 

Chicago, IL 66666 June 12 2012 

PAY TO THE 
ORDEROF ~~Fl~e_et~F_o_ot~~~~~~~~~~~-
Two thousand four hundred ninety seven and 82/ 100 

Second National Bank 

Chicago, IL 

3690 035932 9321 

Purchase 
Order No. 

PO 54296 

Invoice 
No. 
427953 

Invoice 
Date 

6/2/12 

Description 

24 PR Sprinter 

12 PR Blazer 

6 PR Enduros 

Total 

Less: 2% discount 

Net remitted 

$2,497.82 

DOLLARS 

Amount 

$1,452.00 

644.40 

452.40 

$2,548.80 

50.98 

$2,497.82 

@ ............................................................................................................................................ .. 

~ 

j 
I 

LOS Describe the va rious documents used in recording purchase and their role in controll ing cash disbursements. 

• The documents used to record purchase transactions are instrumental in controlling both cash and inventory. 

• The document flow diagram in Exhibit 6-5 provides an excellent summary of documents in the purchasing process . 
Some of the key documents are as follows: 

• Purchase 

• Receiving report 

• Vendor invoice 

• Check 

Answers to these questions are on the last page of the chapter. 

1. The form sent by the seller to the buyer as evidence of a 2. Which of the following departments in an organization is 
sale is called a(n) responsible for preparing the invoice approval form to 

a. purchase requ isition form . 
b. purchase order. 
c. invoice . 
d. invoice approval form . 

document all the information about a particular pur­
chase? 

a. the department making a purchase request 
b. the purchasing department 
c. the accounting department 
d. the receiving department 



Key Terms Quiz 

ACCOUNTSIIlGHLIGHTED 
Account Titles Where It Appears In What Section Page Number 

Cash and Cash Equivalents 
Petty Cash Fund 

Balance Sheet 
Balance Sheet 

KEY TERMS QUIZ 

Current Assets 
Current Assets 

294 
301 

Read each 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. 

___ Cash equivalent Board of directors 
Bank statement Audit committee - - -

___ Outstanding check Accounting system 
_ _ _ Deposit in transit Administrative controls 
_ __ Bank reconciliation Accounting controls 

Credit memoranda Internal audit staff ---
Debit memoranda ---

___ Petty cash fund 
___ Internal control system 
___ Sarbanes-Oxley Act 
_ __ Internal control report 
___ Public Company Accounting 

Oversight Board 

___ Purchase requisition form 
Purchase order ---
Invoice ---

___ cBlind receiving report 

- -- Invoice approval form 

1. The fo rm sent by the seller to the buyer as evidence of a sale. 
2. The group composed of key officers of a corporation and outside members responsible for 

the general oversight of the affairs of the entity. 
3. Policies and procedures necessary to ensure the safeguarding of an enti ty's assets, the reli ­

ability of its accounting records, and the accomplishment of overall company objectives. 
4. Procedures concerned with safeguarding the assets or the reliability of the financial 

statements. 
5. The form a department uses to initiate a request to order merchandise. 
6 . A fo rm the accounting department uses before making payment to document the accuracy 

of all information about a purchase. 
7. A form used by the accountant to reconcile or resolve any differences between the balance 

shown on the bank statement for a particular account with the balance shown in the 
accounting records. 

8. An investment that is readily convertible to a known amount of cash and has an original ma­
turity to the investor of three months or less. 

9. Deductions on a bank statement fo r items such as NSF checks and various service charges. 
I 0. A check written by a company but not yet presented to the bank for payment. 
11. A detailed List, prepared by the bank, of all activity for a particular accow1t during the mond1. 
12. A report requ ired by Section 404 of SOX to be included in a company's annual report in 

which management assesses the effectiveness of the internal control structure. 
13. A deposit recorded on the books but not yet reflected on the bank statement. 
14. T he methods and records used to accurately report an entity's transactions and to maintain 

accountability for its assets and liabilities. 
15. Additions on a bank statement for such items as interest paid on d1e accotmt and notes col­

lected by the bank. 
16. The board of directors subset d1at acts as a direct contact between the stockholders and the 

independent accounting firm. 
17. Money kept on hand for making minor disbursements in coin and currency ratl1er than by 

writing checks. 
(Continued) 
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18. T he five-member body created by the Sarbanes-O xley Act that was given the authority to 
set auditing standards in the U ni ted tates. 

19. form used by the receiving department to accoun t fo r the quantity and condition of mer­
chandise received fro m a supplier. 

20 . Procedures concerned with effi cient operation of the business and adherence to managerial 
policies. 

21. T he form sent by the purchasing department to the supplier. 
22. An act of Congress in 2002 intended to bring reform to corporate accountabili ty and stew­

ardship in the wake of a number of major corporate scandals. 
23. T he department responsible for moni toring and evaluating the in ternal control system. 

ALTERNATE TERMS 

invoice purchase invoice, sales invoice invoice approval form voucher 

WARMUP EXERCISES 

101 Warmup Exercise 6-1 Composition of Cash 
For the fo llowing items, indicate whether each should be included (I ) or excluded (E) from the 
line item titled Cash and cash eq uivalents on the balance sheet. 

1. Certificate of deposit maturing in 60 days 
2. Checking account 
3. Certificate of deposit maturing in six months 
4 . Savings accoun t 
5. Shares of GM stock 
6. Petty cash 
7 . Corporate bonds maturing in 30 days 
8. Certified check 

KEY TO THE SOLUTION Recall the key to classification as part of cash: the amount must be 
read ily available to pay debts, and cash equivalents must have an original maturi ty to the investor 
of three months or less. 

104 Warmup Exercise 6-2 Internal Control 
List the internal control procedures discussed in the text. 

KEY T O THE SOLUTION Refer to the section in the chapter that ctiscusses internal control 
proced ures. 

Solutions to Warm up Exercises 

Warmup Exercise 6-1 
1. I 2. I 3. E 4. I 5. E 6. l 7. E 8. I 

Warmup Exercise 6-2 

1. Proper authori zations 
2. Segregation of duties 
3. Independent verification 
4. Safeguarding o f assets and records 
5. Independent review and appraisal 
6 . Design and use of business documents 



Questions 

REVIEW PROBLEM 

The following information is available for McCarthy Corp. on June 30, 2012: 

a. The balance in cash as reported on the June 30, 2012, bank statement is $5,654.98. 
b. McCarthy made a deposit of $865 on June 30 that is not included on the bank statement. 
c. A comparison betvveen the canceled checks returned with the bank statement and McCarthy's 

records indicated that two checks had not yet been returned to the bank for payment. The 
amounts of the two checks were $236.77 and 116.80. 

d. The Cash account on the company's books reported a balance on JLme 30 of$4,165.66. 
e. McCarthy rents some excess storage space in one of its warehouses, and the tenant pays its 

monthly rent directly to tl1e bank for deposit in McCarthy's account. The bank statement 
indicates that a deposit of$1,500 was made during tl1e montl1 of]une. 

f. Interest earned on tl1e checking account and added to McCartl1y's account during June was 
$11.75. 

g. Bank service charges were $15 for the month of June as reported on tl1e bank statement. 
h. A comparison between tl1e checks returned with ilie bank statement and tl1e company's 

records revealed that a check written by the company in the amount of $56 was recorded by 
the company erroneously as a check for $560. 

Required 

Prepare a bank reconci liation for tl1e month of June in good form. 

Solution to Review Problem 
McCarthy Corp. 

Bank Reconciliation 
June 30, 2012 

Balance per bank statement, June 30 
Add: Deposrtintransrt 
Deduct: Outstanding checks: 

Adjusted balance, June 30 

Balance per books, June 30 
Add: Tenant's rent col lected by bank 

Interest earned on checking account 
Error in recording check 

Deduct: Bank service charges 
Adjusted balance, June 30 

QUESTIONS 

1. What is a cash equivalent? Why is it 
included witl1 cash on tl1e balance sheet? 

2. Why does tl1e purchase of an item classi­
fi ed as a cash equivalent not appear on the 
statement of cash flows as an investing 
activity? 

3. A friend says to you: "I understand why it 
is important to deposit all receipts intact 

$ 236.77 
116.80 

$1,500.00 
11 .75 

504.00 

$5,654.98 
865.00 

(353.57) 

$6, 166.41 

$4, 165.66 

2,015.75 
(15.00) 

$6, 166.41 

and not keep coin and currency sitting 
around the business. Beyond this control 
feature, however, I believe tl1at a company 
should strive to keep the maximum 
amount possible in checking accounts to 
be able to pay bills on time." How would 
you evaluate your friend's statement? 

(Continued) 
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L01 
EXAMPLE 6-1 

\ , 

Chapter 6 Cash and Internal Control 

4. Different formats for bank reconciliations 9. What two basic procedures are essential to 
are possible. What is the format for a bank an effective system of internal control over 
reconciliation in which a service charge for cash? 
a lockbox is added to the balance per the 10. How would you evaluate the following 
bank tatement? Explain your answer. statement? The only reason a company 

5. What circumstances led to the passage of positions its cash register so that customers 
the Sarbanes-Oxley Act in 2002? can see the display is so customers feel 

6. What is the typical composition of a board comfortable knowing they are being 
of directors of a publicly held corporation? charged the correct amount for the 

7. An order clerk fills out a purchase requisi - purchase . 
tion for an expensive item of inventory 11. Which document, a purchase order or an 
and the receiving report when the mer- invoice, is the basis for recording a pur-
chandise arrives. The clerk takes the inven- chase and a corresponding liability? 
tory home, then sends the invoice to the Explain your answer. 
accounting department so that the sup- 12. What is a blind receiving report? How 
plier will be paid. What basic internal con- does it act as a control device? 
trol procedure could have prevented this 13. What is the purpose of comparing a pur-
misuse of company assets? chase invoice with a purchase order? of 

8. What arc some of the limitations on a comparing a receiving report with a pur-
company's effective system of internal chase invoice? 
control? 

BRIEF EXERCISES 

Brief Exercise 6-1 Composition of Cash 
Using Y for yes and for no, indicate whether each of the following items should or should not 
be included with cash and cash equivalents on the balance sheet. 

Cash in a checking account 
Coin and currency in a cash register drawer 
A six-month certificate of deposit 
Postage stamps 
An amount owed by an employee for a travel advance 
A three-month Treasury bill 
Cash in a money market accOLmt 

L02 Brief Exercise 6-2 Bank Reconciliation 
EXAMPLE 6-2 Indicate whether each of the following items is an adjusanent to the balance per books (BK) or 

to the balance per bank statement (BS ) on a reconciliation that adjusts t11e bank balance and t11e 
bank statement to the correct balance. 

Customer's SF check 
Service charge for a lockbox 
Outstanding checks 
Interest earned on an account for the month 
Check written on the account but recorded on the books at t11e wrong amount 
Deposits in transit 

L03 Brief Exercise 6-3 Sarbanes-Oxley Act 
Provide answers to each of the following questions. 
1. Who is responsible for establishing and maintaining an adequate internal control structure 

for a company? 
2. Who provides an independent opinion as to whet11er management has maintained effective 

internal control over financial reporting? 



Exercises 

3. To whom should the independent auditors' report be directed? 
4. Which committee of the board of directors provides direct contact between stockho lders and 

the independent accounting firm? 

Brief Exercise 6-4 Internal Control Procedures 
List the names of at least four important internal control procedures. 

Brief Exercise 6-5 Business Documents 
1f Number each of the following documents to indicate the order in which each document would 

be used. 

Purchase order 
Invoice approval form 
Check and remittance advice 

EXERCISES 

Exercise 6-1 Cash Equivalents 

Purchase requ isition 
Invoice 
Receivi ng report 

Systematic Enterprises invested its excess cash 111 the following instruments during December 
2012: 

Required 

Certificate of deposit, due January 31, 2015 
Certificate of deposit. due March 30, 201 ~ 
Commercial paper. original maturity date 

February 28, 201 ~ 
Deposit into a money market fund 
Investment in stock 
90-day Treasury bills 
Treasury note, due December 1, 2042 

$ 75,000 
150,000 

125,000 
25,000 
65,000 

100,000 
500,000 

Determine the amount of cash equivalents that sho uld be combined with cash o n the company's 
balance sheet at December 31, 2012, and for purposes of preparing a statement of cash flows for 
the year ended December 31, 2012. 

L04 

LOS 

L01 
EXAMPLE 6-1 

Exercise 6-2 Cash and Cash Equivalents and the Statement of Cash L01 
Flows 
Bedford Corp. began the year with $15,000 in cash and another $8,500 in cash equivalents. Dur­
ing the year, operations generated $140,000 in ca h. et cash used in investing activities during 
the year was $210,000, and the company raised a net amount of $180,000 from fi nancing 
activities. 

Required 

Determine the year-end balance in cash and cash equivalents. 

Exercise 6-3 Items on a Bank Reconciliation 
Assume that a company is preparing a bank reconciliation for the month of June. It reconciles 
the bank balance and the book balance to the correct balance . For each of the fo llowing items, 
indicate whether the item is an addition to the bank balance (A-Bank), an addition to the book 
balance (A-Book), a dedu ctio n from the bank balance (D-Bank), a deduction from the book bal­
ance (D-Book), or would not appear o n the June reconciliation (NA). Also, place an ADJ next to 

your answer for any items that will require an adjustment on the company's books. 

(Continued) 

L02 
EXAMPLE 6-2 
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L02 
EXAMPLE 6-2 

Chapter 6 Cash and Internal Control 

1. Check wri tten in June but not yet returned to the bank for payment 
2. Customer's NSF check 
3. Customer's check written in the amount of $54 but recorded on the books in the 

amount of $45 * 
4. Service charge for new checks 
5. Principal and interest on a customer's note collected for the company by the bank 
6 . Customer's check deposited on June 30 but not refl ected on the bank statement 
7 . Check wri tten on the company's account, paid by the bank, and returned with the 

bank statement 
8 . Check written on the company's account for $ 123 but recorded on the books as 

$132* 
9. Interest on the checking account fo r the month ofJw1e 

*Answer in terms of the adjustment needed to correct for the error. 

Exercise 6-4 Working Backward: Bank Reconciliation 
Dexter Company's bank reconci liation shows an adjusted cash balance of $3,254.33. The fo llow­
ing items also appear on the reconciliation : 

Required 

NSF check 
Deposit in transit 
Interest earned 
Outstanding checks 
Bank service charges 

$110.50 
332.1 0 

65.42 
560.55 

30 .00 

1. Determine the balance on the bank statement prior to adjustment. 
2. Determine the balance on the books prior to adjustment. 

L04 Exercise 6-5 Internal Control 
T he university drama club is plann ing a raffie. T he president overheard you talking about internal 
control to another accounting student, so she asked you to set up some guidelines to " make 
sure" that all money collected for the raffie is accounted for by the cl ub. 

Required 

1. Describe guidel ines that the club should fo llow to achieve an acceptable level of internal 
control. 

2 . Comment on the president's request that she "be sure" all money is collected and recorded. 

L04 Exercise 6-6 Segregation of Duties 
T he fo llowing tasks are performed by three employees, each of whom is capable of performing 
all of the tasks . Do not be concerned with the time req uired to perform the tasks, but with the 
need to provide for segregation of duties. Assign the duties by using a check mark to indicate 
which employee should perform each task. You can assign any one of the tasks to any of the 
employees . 

Task 

Prepare invoices 
Mail invoices 
Pick up mail from post office 
Open mail, separate checks 
List checks on deposit slip in triplicate 
Post payment to customer's account 
Deposit checks 
Prepare monthly schedule of accounts receivable 
Reconcile bank statements 

Employee 

Mary Sue John 



Problems 

MULTI-CONCEPT EXERCISE 

Exercise 6-7 Composition of Cash 
Using Y for yes and N for no, indicate whether each of the following items should be included in 
c:1.sh and cash equivalents on the balance sheet. If an item should not be included in cash and cash 
equivalents, indicate where it should appear on the balance sheet. 

l. Checking account at Third 
County Bank 

2. Petty cash fund 
3. Coin and currency 
4. Postage stamps 
5. An IOU from an employee 
6 . Savings account at Ft. Worth 

Savings & Loan 

PROBLEMS 

Problem 6-1 Bank Reconciliation 

7. A six-month CD 
8. Undeposited customer checks 
9. A customer's check returned by 

the bank and marked SF 
10. Sixty-day U.S. Treasury bills 
11. A cashier's check. 

The following information is available to assist you in preparing a bank reconciliation for Calico 
Corners on May 31, 2012: 

a. The balance on the May 31, 2012, bank statement is $8,432.11. 
b. Not included on the bank statement is a $ l ,250 deposit made by Calico Corners late on 

May 31. 
c. A comparison between the canceled checks returned with the bank statement and the com­

pany records indicated that the following checks arc o utstanding at May 3 l: 

No. 123 

No. 127 
No. 128 
No. 130 

$ 23.40 

145.00 
210.80 

67.32 

d. The Cash account on the company's books shows a balance of$9,965.34. 
e. The bank acts as a collection agency for interest earned on some municipal bonds held by 

Calico Corners. T he May bank statement indicates interest of 465.00 earned during the 
month. 

f Interest earned on the checking account and added to Calico Corners' account during May 
was $54.60. Miscellaneous bank service charges amounted to $50.00. 

g. A cuSt'O'iTier's SF check in the a1Ttount of $ 166.00 was rcturne1l with the May bank 
statement. 

h. A comparison between the deposits listed on the bank statement and the company's books 
revealed that a customer's check in the amount of$123.45 was recorded on the books during 
May but was never added to the company's account. T he bank erroneously added the check 
to he a of Calico Closet, which has an account at the same bank. -

1. The comparison of epos1ts per 1e an, statem n wit 1 1ose per the books revealed that 
another customer's check in fhe amount of ,$f{ITJD was correctly added to tl1e company's 
account. In recording the check on the company's books, however, the accountant errone-
ously increased the Cash account by $1,011.00. Q "'b. q 

~Q • • ' \ V\ 
Required 

l. Prepare a bank reconciliation in good form. 
2. A friend says to you: "I don't know why companies bother to prepare bank reconciliations­

it seems a waste of time. Why don ' t they just do like I do and adjust the Cash account for 
any difference between what tl1e bank shows as a balance and what shows up in tl1e books?" 
Explai n to your friend why a bank reconciliation should be prepared as soon as a bank state­
ment is received . 

LOt • 2 
EXAMPLE 6-1, 6-2 

L02 
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L04 Problem 6-2 Internal Control Procedures 
You are opening a summer business, a chain of three drive-through snow-cone stands. You have 
hired other college students to work and have purchased a cash register with locked-in tapes. You 
retain one key, and the other is available to the lead person on each shift. 

Required 

1. 

2. 

3. 

Write a list of the procedures for ail employees to follow when ringing up sales and giving 
change. 
Write a list of the procedures for the lead person to follow in closing out at the end of the 
day. Be specific so that employees will have few if any questions. 
What is your main concern in the design of internal control for the snow-cone stands? How 
did you address that concern? Be specific. 

LOS Problem 6-3 The Design of Internal Control Documents 
Motel $49.99 has purchased a large warehouse to store all supplies used by housekeeping depart­
ments in the company's expanding chain of motels. In the past, each motel bought supplies from 
local distributors and paid for the supplies from cash receipts. 

Required 

1. ame some potential problems with the old system. 
2. Design a purchase requisition form and a receiving report to be used by the housekeeping 

departments and the warehouse . Indicate how many copies of each form should be used and 
who should receive each copy. 

MULTI-CONCEPT PROBLEMS 

ash and Liquid Assets on the Balance Sheet 
T e following accounts arc listed in a company's general ledger. The accountant wants to place 
the items in order of liquidity on the balance sheet. 

Accounts Receivable 
Certificates of Deposit (six months) 
Investment in Stock 
Prepaid Rent 
Money Market Fll11d 
Petty Cash Fll11d 

Required 

Rank the accounts in terms of liquidity. Identify items to be included in the total of cash and 
explain why the items not included in cash on the balance sheet arc not as liquid as cash . Explain 
how these items should be classified. 

Problem 6- Internal Control 
At Morris Mart Inc., all sales are on account. Mary Morris-Manning is responsible for mailing 
invoices to customers, recording the amow1t billed, opening mail, and recording the payment. 
Mary is very devoted to the fami ly business and never takes off more than one or two days for a 
long weekend. The customers know Mary and sometimes send personal notes with their pay­
ments. Another clerk handles all aspects of accounts payable. Mary's brother, who is president of 
Morris Mart, bas hired an accountant to help with expansion. 

Required 

1. List some problems with the current accounts receivable system. 
2. What suggestions would you make to improve internal control? 
3. How would you explain to Mary that she personally is not the problem? 



Alternate Problems 

ALTERNATE PROBLEMS 

Problem 6-1 A Bank Reconciliation 
The following information is available to assist you in preparing a bank reconciliation for Karen's 
Catering on March 31, 2012: 

a. The balance on the March 31, 2012, bank statement is $6,506.10. 
b. Not included on the bank statement is a $423 deposit made by Karen's late on March 31. 
e. A comparison between the canceled checks listed on the bank statement and the company 

records indicated that the following checks are outstanding at March 31: 

No. 112 
No. 117 
No. 120 
No. 122 

$ 42.92 
307 .00 

10.58 
75.67 

d . The bank acts as a collection agency for checks returned for insufficient funds. The March 
bank statement indicates that one such check in the amount of $45.00 was collected and de­
posited and a collection fee of $4.50 was charged. 

e. Interest earned on the checking account and added to Karen's account during March was 
$4.30. Miscellaneous bank service charges amounted to $22. 

f. A comparison between the deposits listed on the bank statement and the company's books 
revealed that a customer's check in the amount of $1,250 appears on the bank statement in 
March but was never added to the customer's account on the company's books. 

g. The comparison of checks cleared per the bank statement with those per the books revealed 
that the wrong amount was charged to the company's account for a check. The amount of 
the check was $990. The proof machine encoded the check in the amount of $909, the 
amount charged against the company's account. 

Required 

1. Determine the balance on the books before any adjustments as well as the corrected balance 
to be reported on the balance sheet. 

2. What would you recommend Karen's do as a result of the bank error in (g)? Why? 

Problem 6-2A Internal Control Procedures 
The loan department in a bank is subject to regulation. Internal auditors work for the bank to 
ensure that the loan department complies with requirements. The internal auditors must verify 
that each car loan file has a note signed by the maker, verification of insurance, and a title issued 
by the state that names the bank as co-owner. 

Required 

1. Explain why the bank and the regulatory agency are concerned with these documents. 
2 . Describe the internal control procedures that should be in place to ensure that these docu ­

ments are obtained and safeguarded. 

Problem 6-3A The Design of Internal Control Documents 
Tiger's Group is a newly formed company that produces and sells children's movies about an 
imaginary character. T he movies are in such great demand that they are shipped to retai l outlets 
as soon as they are produced . The company must pay a royalty to several actors for each movie 
that it sells to retail outlets. 

Required 

1. Describe some internal control features tl1at should be in place to ensure tl1at all royalties are 
paid to the actors. 

2. Design the shipping form that Tiger's Group should use for the movies. Make sure you 
include autho1izations and indicate the number of copies and the routing of the copies . 
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ALTERNATE MULTI-CONCEPT PROBLEMS 

L01 • 2 Problem 6-4A Cash and Liquid Assets on the Balance Sheet 
The following accounts arc listed in a company's general ledger: 

Required 

Accounts Receivable 
Certificates of Deposit (three months) 
Marketable Securities 
Petty Cash Fund 
Money Market Fund 

Cash in Checking Account 

1. Which items are cash equivalents? 

December 31 , 
2012 

$12,300 
10,000 
4,500 
1,200 

25,800 
6,000 

December 31, 
2011 

$10,000 
10,000 
4,000 
1,500 

28,000 
6,000 

2. Explain where items that are not cash eq uivalents should be classified on the balance sheet. 
3. What are the amount and the direction of change in cash and cash equivalents for 2012? Is 

the company as liquid at the end of2012 as it was at the end of201 l? Explain your answer. 

L03 • 4 Problem 6-5A Internal Control 
Abbott Inc . is expanding and needs to hire more personnel in the accounting office. Barbara 
Barker, the chief accounting clerk, knew that her cousin Cheryl was looking for a job. Barbara 
and C heryl are also roommates. Barbara offered Cheryl a job as her assistant . Barbara will be re ­
sponsible for Cheryl's performance reviews and training. 

Required 

1. List some problems with the proposed personnel situations in the accounting department. 
2. Explain why accountants are concerned with the hiring of personnel. What suggestions 

wou ld you make to improve internal control at Abbott? 
3. How would you explain to Barbara and Che1yl that they personally are not the problem? 

DECISION CASES 

101 Reading and Interpreting Financial Statements 

Decision Case 6-1 Comparing Two Companies in the Same Industry: 
Kellogg's and General Mills 
Refer to the financial information for Kellogg's and General Mills reproduced at the end of this 
book. 

Required 

1. What is the balance in Cash and cash equivalents on the balance sheet of each company at 
the end of the most recent year? What is the amount of increase or decrease in this balance 
from the end of the prior year? 

2. On what other statement in each company's annual report does the increase or decrease in 
Cash and cash equivalents appear? Explain why it appears on this statement. 

3. According to the notes to their financial statements, how does each company define "Cash 
and cash equivalents"? Are there any difterences in their definitions? 

103 Decision Case 6-2 Reading and Interpreting IBM's Report of 
Management 
IBM's 2010 annual report includes the following selected paragraphs from its Report of Manage­
ment found on page 60: 



Decision Cases 

IBM maintains an effective internal control structure. It consists, in part, of organizational 
arrangements with clearly defined lines of responsibility and delegation of authority, and compre­
hensive systems and control procedures. An important element of the control environment is an 
ongoing internal audit program. Our system also contains self-monitoring mechanisms, and 
actions are taken to correct deficiencies as they are identified .... 

PricewaterhouseCoopers LLP, an independent registered public accounting firm, is retained to 
audit IBM's Consolidated Financial Statements and the effectiveness of the internal control over 
financial reporting. Its accompanying report is based on audits conducted in accordance with the 
standards of the Public Company Accounting Oversight Board (United States) .... 

The Audit Committee of the Board of Directors is composed solely of independent, non­
management directors, and is responsible for recommending to the Board the independent regis­
tered public accounting firm to be retained for the coming year, subject to stockholder ratifica­
tion. The Audit Committee meets periodically and privately with the independent registered 
public accounting firm, with the company's internal auditors, as well as with IBM management, 
to review accounting, auditing, internal control structure and financial reporting matters . 

Required 

1. Describe the main components ofIBM's internal control structure. 
2 . Who is IBM's external auditor? In addition to auditing IBM's financial statements, what else 

does this firm audit? What body's standards does the firm follow in conducting its audit? 
3. What is the composition of IBM's Audit Committee? Describe its role. 

Making Financial Decisions 

1J Decision Case 6-3 Liquidity L01 
R Montague and J Capulet distribute films to movie theaters. Following are the current assets for 
each distributor at the end of the year. (All amounts arc in millions of dollars.) 

R Montague J Capule 

Cash $10 $ 5 
Six-month certificates of deposit 9 0 
Short-term investments in stock 0 6 
Accounts receivable 15 23 
Allowance for doubtful accounts (1) (1) 

Total current assets $33 $33 

Required 

As a loan officer for First National Bank of Verona Heights, assume that both companies have 
come to you asking for a $10 million six-month loan. If you could lend money to only one of the 
two, which one would it be? Justify your answer by writing a brief memo to the president of the 
bank. 

Ethical Decision Making 

Decision Case 6-4 Using a Bank Reconciliation to Determine Cash 
Balance 
You have just forwarded to your boss the monthly bank reconciliation you prepared for the com­
pany. One of the reconciling items is a customer's NSF check in the amount of $ 10,000. As part 
of your responsibility, you have drafted an adjustment to reduce Cash and increase Accounts Re­
ceivable for the amount of the check. Your boss comes to you and indicates that based on his per­
sonal relationship with the customer, he knows "they are good for the money" and that you 
should revise the reconciliation to treat the NSF check as an outstanding check and also remove 
the adjustment you prepared. 

(Continued) 
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Required 

1. Explain how the treatment of the check as an outstanding check rather than an NSF check 
would affect the company's liquidity . 

2 . Why might your boss be motivated to instruct you to treat the check as an outstanding check 
rather than an NSF check? 

3 . If your boss insists that you follow his instructions, what should you do? 

L03 • 4 Decision Case 6-5 Cash Receipts in a Bookstore 
You were recently hi red by a large retail bookstore chain . Your training involved spending a week 
at tl1e largest and most profitable store in tl1e district . The store manager assigned tl1e head cash­
ier to train you on tl1e cash registe r and closing procedures required by tl1e company's home 
office. In the process, the head cashier instructed you to keep an envelope for cash over and short 
tl1at would include cash or IOUs equal to tl1e net amount of overages or shortages in tl1e cash 
drawer. " It is impossible to balance exactly, so just put extra cash in tl1is envelope and use the 
cash when you are short. " You studied accounting for one semester in college and remembered 
your professor saying that " all deposits should be made intact daily." 

Required 

Draft a memo to the store manager detailing any problems you see witl1 tl1e current system. T his 
memo should address the issue of the accuracy of tl1e cash receipts number. It should also answer 
tl1e fo llowing question: Does tl1is metl1od provide information to the company that would enable 
someone to detect whetl1er theft has occurred during the particular day in question? Your memo 
should suggest an alte rnative metl1od of internal control for cash receipts. 

SOLUTIONS TO I<EY TERMS QUIZ 

__ 8_ Cash equivalent 
11 Bank statement 
10 O utstanding check 
13 Deposit in transit 
7 Bank reconciliation 
15 Credit memoranda 
9 Debit memoranda 

___lZ_ Petty cash fo nd 
_L Internal control system 
_1L Sarbanes-Oxley Act 
___1L Internal control report 

18 Public Company Accounting 
Oversight Board 

2 Board of directors 
16 Audi t committee 

__lL Accounting system 
20 Administrative controls 

__ 4_ Accoun ting controls 
23 Internal audit staff 
5 Purchase requisition fo rm 

21 Purchase order 
1 Invoice 

__!2_ Blind receiving report 
__ 6_ Invoice approval form 

ANSWERS TO POD REVIEW 

L01 
L02 
L03 

1. d 
1. b 
1. d 

2 . b 
2. b 
2. c 

L04 
L05 

1. b 
1. c 

2 .a 
2 . c 



Receivables and Investments 

AFTER STUDYING THIS CHAPTER, YOU SHOULD BE ABLE TO: 

L01 Show that you understand how to account 
for accounts receivable, including bad 
debts. 

L02 Explain how information about sa les and 
receivables can be combined to eva luate 
how efficient a company is in co llecti ng its 
receivables. 

L03 Show that you understand how to account 
for interest-bearing notes rece ivable. 

A Look at the Previous Chapter Chapter 6 looked at 
the various forms that cash can take and the importance 
of cash control to a business. 

A Look at This Chapter As you learned in earlier chap­
ters, receivables result from the sale of products and 
services on account. This chapter examines the account­
ing for accounts and notes receivable, including how to 
account for bad debts. Many companies invest the cash 
they collect from customers in various types of financial 
instruments as well as in the stocks and bonds of other 

L04 Explain various techn iques that companies 
use to acce lerate the inflow of cash from 
sales. 

LOS Show that you understand the accounting 
for and disclosure of various types of 
investments that companies make . 

L06 Explain the effects of transactions involving 
liquid assets on the statement of cash 
flows. 

companies. This chapter also illustrates the accounting 
and reporting for these investments. 

A Look at Upcoming Chapters This chapter con­
cludes our look at a company's most liquid assets, that 
is, its current assets. Chapter 8 focuses on the long-term 
operational assets, such as property, plant, and equip­
ment and intangibles, necessary to run a business. Chap­
ters 9 and 10 explore the use of liabi lities to finance the 
purchase of assets. 



~ For years, the names Apple Inc. and Macintosh have been 

" 0 
1Ji synonymous. Incorporated in the state of California in 1977, 

the company made a name for itself by carving out a niche 

in the personal computer (PC) market and developing its 

own operating system to run its desktops and laptops. 

A few years ago, however, Apple broadened its horizons 

and in the process revolutionized the music business by 

introducing the iPod. To provide synergies between its Mac 

PCs and the new iPods, Apple developed its iTunes Music 

Store, from which customers can download songs on either 

a Mac or Windows~ PC. 

Apple's innovations did not stop with the iPod. In early 

2007, looking to capitalize on the success of the iPod, the 

company announced its new iPhone. In 2010, the iPad 

became an overnight success, followed a year later with the 

sleeker, faster iPad 2. 

Have Apple's key product innovations paid off for it and 

its stockholders? The tools you learned how to use in previ­

ous chapters, as well as those presented in this chapter, 

will help you answer that question. Recall that a company's 

comparative income statements show the reader whether 

sa les have increased and, if so, whether that increase has 

translated to an improved bottom line, that is, an increase 

in net income. As reported in its 2010 annual report, 

Apple's sales increased dramatically from about $43 billion 

in 2009 to over $65 billion in 2010. The bottom line 

increased by 70%, from $8.235 billion in 2009 to $14.013 bil­

lion in 2010. 

What company wouldn 't be envious of Apple's steady 

sales climb over recent years? Keep in mind, though, that 

sales and cash are not the same. As with most companies, 

Apple makes many of its sales on credit, and it must collect 

the resulting accounts receivable to add cash to its balance 

sheet. As you know from personal experience, idle cash 

does not earn a very good return. Investments on Apple's 

balance sheet (Apple calls these marketable securities) indi­

cate what it does with idle cash, cash that is not immediately 

needed to buy more inventory or plant and equ ipment or to 

repay loans. 

The partial balance sheet shown on the next page gives 

you an idea of the importance of Apple's three most liquid 

assets: cash and cash equivalents, short-term marketable 

securities (investments), and accounts receivable. 

Why do you need to study this chapter? 

• You need to know how a company reports accounts re-

ceivable on its balance sheet. (See pp. 332- 335.) 

• You need to know the purpose of subtracting an allow­

ance from the balance of accounts receivable. 

(See pp. 336-337.) 
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• You need to know how you can use the relationship 

between sales on the income statement and accounts 

• You need to know how they earn income from these 

investments. (See pp. 352-355.) 

receivable on the balance sheet to assess a company's 
Knowing these things can help you decide whether 

Apple's string of rapid-fire innovations were wise business 
performance. (See pp. 341- 343.) 

• You need to know what types of investments companies 
decisions. 

make. (See pp. 351-352.) 

• You need to know how they report short-term invest­

ments on their balance sheets. (Seep. 355.) 

• < ' " ~ ~ 1 ., • .... - y:; •). ~ 'f... . • :.J 
~t ;·,' : · . .,, · · . : Consolidated Balance Sheets (Partial) · - ' , ' • ., .. '':"..': ._;::;-
~ .: ',:... • .. • • • 1 ~- ,,, ' ..... lo. ' ri 

"•- ~ ··/.:.:,.;, .- ,;_ ... . :. , . , (In m1lhons, except shar~ amo~~ts) . . , _: ; . ..:-: , !;~ .J-': •. ·:'h 

Assets 

Curren t assets: 

Cash and cash equivalents 

Short-term investments 

September 25, 2010 

$ 11 ,261 

14,359 

September 26, 2009 

$ 5,263 

18,201 

Accounts receivable, less allowances of $55 and $52, respectively 

Inventories 

Apple's three 
most important 
liquid assets 5,510 

1,051 

3,361 

455 

Deferred tax assets 

Vendor non-trade receivables 

Other current assets 

Total current assets 

1,636 1, 135 

4,414 1,696 

3,447 1,444 

$ 41 ,678 $ 31,555 

See accompanying Notes to Consolidated Financial Statements. 

Source: Apple Computer Company's 2010 annual report . 

L01 Show that you understand 
how to account for accounts 
receivable, including bad debts. 

Account receivable 
A receivable arising from the sale of 
goods or seNices w ith a verbal 
promise to pay. 

Accounts Receivable 

OVE RVIE W : Accounts receivable are stated on the balance sheet at net realizable, 
which takes into account an estimate of the uncollectible amount. Two methods are 
possible in estimating bad debts: (1) a percentage of sales approach and (2) a percent­
age of receivables approach. 

Receivables can resul t from a variety of transactions. T he most common type of receiva­
ble i the one that arises from the sale of goods or services to customers with a verbal 
promise to pay with in a specified period of time. T liis type of receivable is called an 
accounts receivable. Accow1ts receivable do not bear interest . Apple or any other 
company would rather not sell on credit , preferring to make all sales for cash. Selling on 
credit causes two problems: it slows down the inflow of cash to the company, and it 
raises the possibili ty that the customer may not pay its bill on time or possibly ever. To 
remai n competitive, however, Apple and most other businesses must ell their products 
and ervices on credit. 



Accounts Receivable 

In the manufacturing industry, working with credit is very important to the success of a com­
pany. Brad Solberg is the chief financial officer of Lytle Signs, Inc., a medium-sized manufac­
turing concern in Meridian. Idaho. Brad was an accounting major in college, and he uses 
financial accounting practices daily in his position as CFO. 

There are many factors that go into credit decisions. According to Brad, his company 
grants credit on a case-by-case basis . Management considers the size of the job, the com­
pany's workload, and the financial stability of the company. If manufacturing is slowing down, 
Lytle may be more likely to offer credit terms to a customer. 

Generally, Lytle Signs collects financial statements from its customers when determining 
whether to offer credit terms. The balance sheet and statement of cash flows are the two 
most common financial statements the company requests . Using these two statements, Brad 
can determine the customer's current debt/asset and liquidity ratios. 

Since determining creditworthiness is a complex decision, Brad has developed a formula 
for offering credit. He reviews the percent collected in the deposit; the profitability of the job; 
and his own company's level of cash on hand, its accounts payable, and its accounts receiva­
ble. "We may determine that even though the customer is creditworthy, the particular manu­
facturing job has low profitability, and we w ill refuse credit to future customers based on our 
experience," Brad says . 

With the recent downturn in the economy, Lytle has tightened its credit policy. It is offer­
ing fewer customers credit because receivables are growing quickly and cash is shrinking rap­
idly. Customers are slower to pay, so Lytle Signs is effectively "financing" more work than it 
would like simply through work-in-process and late-paying customers. Because losses from 
bad debts are difficult to predict and relatively small, Lytle uses the direct w rite-off method. 

Brad believes financial accounting has significantly helped his career. Of all his past expe­
rience, he believes his financial accounting education was given the most credence by his 
employer. 

In essence, my knowledge of financial 
accounting is solely responsible for my career 

success. My financial accounting education was 
given more credence by my employer than 10 

years of officer and ownership positions in the 
insurance and banking industries. ' 

The Use of a Subsidiary Ledger 
Accounts receivable is the asset that arises fro m a sale on credit . Assume that Apple se lls 
$25,000 of hardware to a school. T he sale results in the recognition of an asset and reve­
nue. T he transaction can be identi fied and analyzed as fo llows: 

ACTIVITY: Operating 
ACCOUNTS: Accounts Receivable Increase Sales Revenue Increase 

STATEMENT(S): Balance Sheet and Income Statement 

Balance Sheet Income Statement 

STOCKHOLDERS' ~f---------------- NET 

333 

ASSETS LIABILITIES + EQUITY REVENUES EXPENSES INCOME 

Accounts 
Receivable 25,000 

25,000 Sales Revenue 25,000 25,000 
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Subsidiary ledger 
The detail for a number of individual 
items that collective ly make up a 
single general ledger account. 

Control account 
The general ledger account that is 
supported by a subsidiary ledger. 

Chapter 7 Receivables and Investments 

It is important for control purposes that Apple keep a record of to whom the sale was 
made and include that amo unt 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 by each of these customers. T he 
mechanism that companies use is called a subsidiary ledger. 

A subsidiary ledger contains the necessary detail on each of a number of items that 
collectively make up a single general ledger account, called the control account. T his 
detai l is shown in the fo llowing example for accounts receivable: 

Control Account 
(General Ledger) 

Accounts receivable: $100,000 I 
a. 

Acme 
Baxter 
Jones 
Martin 
Smith 

Subsidiary Ledger 
(Customers) 

Total amounts 

$ 10,000 
50,000 
15,000 
20,000 

5,000 

owed by customers $100,000 
... 
T 

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 Payable. An 
accoun ts payable subsidiary ledger contains a separate account for each of the suppliers 
or vendors from which a company purchases inventory. A plant and eq uipment subsidi­
ary ledger consists of individual accounts, along wi th their balances, fo r each of the vari ­
ous long-term tangible assets the company owns. 

It is important to Lmderstand 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 
accounts that make up the subsidiary ledger should total to the sin le balance m trre relafed 
ontrol account . e remam er o 11s c 1apter w1 1 ustrate t 1e use of on y the control 

arc-ount. However, whenever a specific customer's account is increased or decreased, the 
name of the customer will be noted next to the control accoLmt. 

The Valuation of Accounts Receivable 
Apple's 2010 annual report revealed the fo llowing receivables on the balance sheet 

(amounts in millions) 

Accounts receivable, less allowances 
of $55 and $52, respectively 

September 25, 2010 

$5,510 

September 26, 2009 

$3,361 

Apple does not sell its prod ucts under the assumption that any particular customer 
will not pay its bill. In fac t, the credit department of a business is responsible for per­
forming a credit check on all potential customers before granti ng them credit . Manage­
ment of Apple is not naive enough, however, to believe that all customers will be able to 

~ pay thei r accotmts when due. T his would be the case only if ( 1) all customers were com­
~ pletely trustworthy and (2 ) customers never experienced unforeseen financiJl difficulties 
2-
~ that made it impossible to pay on time. 
~ T he reduction iri' Apple's receivables for an allowance is how most companies deal 
: \Vith bad debts in their accounting records. Bad debts arc unpaid custon1cr accounts that a 

company gives up t rying to collect . Som.e compJ.11,i<;s dcsoibe the Jllowance more fully as 
the all owance fo r doubtful accounts or the allowance for uncollectible accounts. Using the 
end of 2010 as an example, Apple bel ieves that the net recoverable amount of its recciv­
Jbles is $5,5 10 mill ion even though the gross amount of receivables is $55 million higher 



Accounts Receivable 

than this amount. The company has reduced the gross receivables for an amoLmt it 
believes is necessary to reflect the asset on the books at the net recoverable amOLmt or net 
realizable value. We now take a closer look at how a company accounts for bad debts. 

Two Methods to Account for Bad Debts 

Example 7-1 Using the Direct Write-Off Method for Bad Debts 

Assume that Roberts Corp. makes a $500 sale to Dexter Inc. on November 10, 2012, with 
credit terms of 2/10, n/60. (Credit terms were explained in Chapter 5.) The effect of the trans­
action can be identified and analyzed as follows: 

ACTIVITY: Operating 
ACCOUNTS: Accounts Receivable-Dexter Increase Sales Revenue Increase 

STATEMENT(S): Balance Sheet and Income Statement 

Balance Sheet Income Statement 
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STOCKHOLDERS'----------------- NET 
ASSETS LIABILITIES + EQUITY REVENUES EXPENSES INCOME 

Accounts 
Receivable­
Dexter 500 

500 Sales Revenue 

Assume further that Dexter not only misses taking advantage of the discount for early pay­
ment but also is unable to pay within 60 days. After pursuing the account for four months into 
2013, the credit department of Roberts informs the accounting department that it has given 
up on collecting the $500 from Dexter and advises that the account be written off. To do so, 
the accounting department makes an adjustment. The effect of the adjustment can be identi­
fied and analyzed as follows: 

ACTIVITY: Operating 

500 

ACCOUNTS: Accounts Receivable-Dexter Decrease Bad Debts Expense Increase 

STATEMENT(SI: Balance Sheet and Income Statement 

Balance Sheet Income Statement 

500 

STOCKHOLDERS'---------------- NET 
ASSETS LIABILITIES + EQUITY REVENUES EXPENSES INCOME 

Accounts (500) 
Receivable-

Bad Debts 
Expense 500 

(500) 

Dexter (500) 

This approach to accounting for bad debts is called the direct write-off method. Do you 
see any problems with its use? 

• What about Roberts ' balance sheet at the end of 2012? By ignoring the possibility that 
not all of its outstanding accounts receivable will be collected, Roberts is overstating the 
value of this asset at December 31, 2012. • 

• ""Wliat about the income statement for 2012? By ignoring the possibility of bad debts 

on sales made during 2012, Roberts has vi,~e matching principle. This principle 
requires that all costs associated with making sales in a period be matched with the sales 
of that period. Roberts has overstated net income for 2012 by ignoring bad debts as ~ 

expense. TJl.e problem is one of timio1r even though any one particular account may not f 
prove to be uncollectible until a later period (e.g., the Dexter account). the cost associated .§ 

with making sales on credit (bad debts) should be recognized in the period of sale. ~ 
1:5 

Direct write-off method 
The recognition of bad debts 
expense at the point an account is 
written off as uncollectible. 
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Allowance method 
A method of estimating bad debts 
on the basis of either the net credit 
sales of the period or the accounts 
rece ivable at the end of the period. 

Chapter 7 Receivables and Investments 

Accountants u e the allowance method to overcome the deficiencies of the direct 
write off method. They estimate the amount of bad debts before these debts actually 
occur. 

Example 7-2 Using the Allowance Method for Bad Debts 

Assume that Roberts' total sales during 2012 amount to $600,000 and that at the end of the 

year, the outstanding accounts receivable total $250,000. Also, assume that Roberts esti­
mates from past experience that 1 % of the sales of the period, or $6,000, will prove to be 

uncollectible . Under the allowance method. Roberts makes an adjustment at the end of 2012. 
The effect of the adjustment can be identified and analyzed as follows : 

ACTIVITY: Operating 

ACCOUNTS: Allowance for Doubtful Accounts Increase Bad Debts Expense Increase 

STATEMENT(S): Balance Sheet and Income Statement 

Balance Sheet Income St atement 

ASSETS 

Allowance for 
Doubtful 
Accounts* (6,000) 

STOCKHOLDERS' .-.1---------------- NET 
LIABILITIES + EQUITY REVENUES EXPENSES INCOME 

(6,000) Bad Debts (6,000) 
Expense 6,000 

*The Allowance for Doubtful Accounts account has increased. It is shown as a decrease in the equation above because it is a contra account and causes tota l assets 
to decrease. 

Allowance for doubtful 
accounts 
A contra-asset account used to 
reduce accounts receivable to its 
net realizable value. 

Alternate term: Allowance for 
uncol/ectible accounts. 

STUDY TIP 

Note the similarities between 
the Allowance for Doubtful 
Accounts contra account and 
another contra account, 
Accumulated Depreciation . Both 
are used to reduce an asset 
account to a lower carrying or 
book value. 

Bad Debts Expense recognizes the cost associated with the reduction in value of the asset 
Accounts Receivable . A contra-asset account is used to reduce the asset to its net real iz­
able value . This is accomplished by creating an al lowance account, Allowance for 
Doubtful Accounts. 

Roberts presents accounts receivable on its December 31, 2012, balance sheet as 
follows: 

Accounts receivable 

Less: Allowance for doubtful accounts 

Net accounts receivable 

$250,000 

(6,000) 

$244,000 

---------------------------------------------------------------------- ~ 
Write-Offs of Uncollectible Accounts with the 
Allowance Method 
Like the direct write-off method , the allowance method reduces Accounts Receivable 
to write off a specific customer's accou nt . If the account receivable no longer exists, 
there is no need for the related al lowance account; thus, this account is reduced 

M as well. 
~ 
g> 

j 
~ 
8 
@J 



Accounts Receivable 

Example 7-3 Writing Off Accounts Using the Allowance Method 

Assume, as we did earlier, that Dexter's $500 account is written off on May 1, 2013. Under 

the allowance method, the effect can be identified and analyzed as follows: 

ACTIVITY: Operating 

ACCOUNTS: Allowance for Doubtful Accounts Decrease 

Accounts Receivable-Dexter Decrease 

STATEMENT(S): Balance Sheet 

Balance Sheet Income Statement 

STOCKHOLDERS' .... 1---------------- NET 
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ASSETS LIABILITIES + EQUITY REVENUES EXPENSES INCOME 

Allowance for 
Doubtful 
Accounts* 500 

Accounts 
Receivable-
Dexter (500) 

·f *The Allowance for Doubtful Accounts account has decreased. It is shown as an increase in the equation above because it is a contra account and causes total assets 
~ to increase. 

~--------------------------------------------------------------------------------------------------...0 /'J 

@----------------------------------------------------------------------
To summarize, whether the direct write-off method or the allowance method is used, 
the adjustment to write off a specific customer's account reduces Accounts Receivable. It 
is the other side of the adjustment that differs between the two methods: 

• Under the direct write-off method, an expense is increased. 
• Under the allowance method, the allowance account is reduced. 

Two Approaches to the Allowance Method 
of Accounting for Bad Debts 
Because the allowance method results in a better matching, accounting standards require 
the use of it rather than the direct write-off method unless bad debts are immaterial in 
amount. Accountants use one of nvo different variations of the allowance method to 
estimate bad debts . One approach emphasizes matching bad debts expense with revenue 
on the income statement and bases bad debts on a percentage of the sales of the period. 
This was the method illustrated earli er for Roberts Corp. The other approach empha­
sizes the net reali zable amount (value) of accounts receivable on the balance sheet and 
bases bad debts on a percentage of the accounts receivable balance at the end of the period. 

Percentage of Net Credit Sales Approach If a company has been in busi­
ness for enough years, it may be able to use the past relationship between bad debts and 
net credit sales to predict bad debt amounts. Net means that credit sales have been 
adjusted for sales discounts and returns and allowances. 

Example 7-4 Using the Percentage of Net Credit Sales Approach 

Assume that the accounting records for Bosco Corp. reveal the following : 

Year Net Credit Sales Bad Debts 

2007 $1,250,000 $ 26,400 
2008 1,340,000 29,350 
2009 1,200,000 23,100 
2010 1,650,000 32, 150 
2011 2,120,000 42,700 

$7,560,000 $153,700 

(Continued) 
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Although the exact percentage varied slightly over the five-year period. the average per­
centage of bad debts to net credit sales is very close to 2% ($153, 700/$7,560,000 = 

0.02033). Bosco needs to determine whether this estimate is realistic for the current period. 
For example, are current economic cond itions considerably different from those in prior years? 
Has the company made sales to any new customers with significantly different credit terms? 
If the answers to these types of questions are yes, Bosco should consider adjusting the 2% 
experience rate to estimate future bad debts. Otherwise, it should proceed 'with this estimate. 
Assuming that it uses the 2% rate and that its net credit sales during 2012 are $2,340,000, 
Bosco makes an adjustment of 0.02 x $2,340,000, or $46,800 that can be identified and ana­
lyzed as follows : 

ACTIVITY: Operating 

ACCOUNTS: Allowance for Doubtful Accounts Increase Bad Debts Expense Increase 

STATEMENT(S): Balance Sheet and Income Statement 

Balance Sheet Income Statement 

STOCKHO LD E RS' ~o---~~~~~~~~~~~~~~- NET 
ASSETS LIABILITIES + EQU ITY REVENUES EXPENSES INCOME 

Allowance for 
Doubtfu l 
Accounts* (46,800) 

(46,800) Bad Debts (46,800) 
Expense 46,800 

*The Allowance for Doubtful Accounts account has increased. It is shown as a decrease in the equation above because it is a contra account and causes tota l assets 
to decrease. 

------------------------------------------------------------------------------------------------ ~ j 
Thus. Bosco matches bad debts expense of $46,800 with sales revenue of $2,340,000 . 
...................................................................................................... -- @ 

Percentage of Accounts Receivable Approach Some companies believe 
that they can more accurately estimate bad debts by relating them to the balance in the 
Accounts Receivable account at the end of the period rather than to the sales of the pe­
riod. T he objective with both approaches is the same, however: to use past experience 
with bad debts to predict fu ture amounts . 

Example 7-5 Using the Percentage of Accounts Receivable Approach 

Assume that the records for Cougar Corp. reveal the following : 

Balance in Accounts 
Year Receivable, December 31 Bad Debts 

2007 $ 650,000 $ 5,250 

2008 785,000 6,230 

2009 854,000 6,950 
2010 824,000 6.450 
2011 925,000 7,450 

$4,038,000 $32,330 

The ratio of bad debts to the ending balance in Accounts Receivable over the past five years 
is $32,330/$4,038,000, or approximately 0.008 (0 .8%) Assuming balances in Accounts Re­
ceivable and Allowance for Doubtful Accounts on December 31 , 2012, of $865,000 and 
$2, 100, respectively, Cougar makes an adjustment that can be identified and analyzed as 
follows : 

(Continued) 
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ACTIVITY: Operating 

ACCOUNTS: Allowance for Doubtful Accounts Increase Bad Debts Expense Increase 

STATEMENT(S): Balance Sheet and Income Statement 
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Balance Sheet Income Statement 

STOCKHOLDERS' --~-------------- NET 
ASSETS LIABILITIES + EQUITY REVENUES EXPENSES INCOME 

-------
Allowance for 

Doubtful 
Accounts* 

(4,820) Bad Debts (4,820) 
Expense 4,820** 

(4,820) 

*The Allowance for Doubtful Accounts account has increased. It is shown as a decrease in the equation above because it is a contra account and causes total assets 
to decrease. 

••Balance required in allowance account after adjustment ($865,000 x 0.8%) 

Less: Balance in allowance account before adjustment 

Amount of adjustment 

$6.920 

2,100 
$4.820 

Note the one major difference between this approach and the percentage of sales approach: 

• Under the percentage of net credit sales approach. the balance 1n the allowance account 
is ignored. and the bad debts expense 1s simply a percentage of the sales of the period. 

• Under the percentage of accounts receivable approach. however. the balance 1n the 
allowance account must be considered. 

M The net realizable value of Accounts Receivable is determined as follows: 
~ 

Accounts receivable 

Less: Allowance for doubtful accounts 

Net realizable value 

$865,000 

(6,920) 

$858,080 

Aging of Accounts Receivable Some companies use a vananon of the per­
centage of accounts receivable approach to estimate bad debts. This variation is actually 
a rdinement of the approach because it considers the length of time that the receivables 
have been outstanding. T he older an account receivable is, the less likely it is to be col­
lected . An aging schedule categorizes the vario us accounts by length of tin1e outstand- ~ 
ing. An example of an aging schedule is shown in Exhibit 7- 1. We assume that the ! 
company's policy is to allow 30 days for payment of an outstanding account. After that ~ 

~ 
time, the account is past due. An alphabetical list of customers appears in the fi rst col- ~ 

umn, with the balance in each account shown in the appropriate column to the right. 
The dotted lines after A. Matt's acco unt indicate that many more accounts appear in the 
records; only a few have been included to show the format of the schedule. 

Example 7-6 Using an Aging Schedule to Estimate Bad Debts 

The totals on the aging schedule are used as the basis for estimating bad debts. as shown below. 

Estimated Percent Estimated Amount 
Category Amount Uncollect ible Uncollectible 

Current $ 85,600 1% $ 856 
Past due: 

1-30 days 31,200 4% 1,248 

31-60 days 24,500 10% 2.450 

61-60 days 18,000 30% 5.400 
Over 90 days 9,200 50% 4,600 

Totals $168.500 $14,554 

(Continued} 

Aging schedule 
A form used to categorize the 
various individual accounts 
receivable according to the length of 
time each has been outstanding. 



*Only a few of the customer accounts are illustrated; thus, the column totals are higher than the amounts for the accounts illustrated. 

Note that the estimated percentage of uncollectibles increases as the period of time the 
accounts have been outstanding lengthens. If we assume that Allowance for Doubtful 
Accounts has a balance of $1,230 before adjustment, an adjustment is made that can be iden­
tified and analyzed as fol lows: 

ACTIVITY: Operating 

ACCOUNTS: Allowance for Doubtful Accounts Increase Bad Debts Expense Increase 
STATEMENT(S): Balance Sheet and Income Statement 

Balance Sheet Income Statement 

STOCKHOLDERS'...,.+---------------- NET 
INCOME ASSETS 

Allowance for 
Doubtful 
Accounts* (13,324) 

LIABILITIES + EQUITY 

(13,324) 

REVENUES EXPENSES 

Bad Debts (13,324) 
Expense 13,324** 

*The Allowance for Doubtful Accounts account has increased. It is shown as a decrease in the equation above because it is a contra account and causes total assets 
to decrease. 

** Balance required in allowance account after adjustment 

Balance in allowance account before adjustment 
Amount of adjustment 

$14,554 

1,230 
$13,324 

The net realizable value of accounts receivable would be determined as follows: 

Accounts receivable 

Less: Allowance for doubtful accounts 

Net realizable value 

$168,500 

14,554 

$153,946 ~ 
.3 

........................................................................ -- @ 



The Accounts Receivable Turnover Ratio 

L01 Show that you understand how to account for accounts receivable, including bad debts. 

• Accounts receivable arise from sales on credit. Companies with many customers may keep detailed records of accounts 
receivable in a separate subsidiary ledger. 

• Because not all customers pay their accounts receivable, an estimate of the accounts receivable less any doubtful 
accounts must be presented on the balance sheet. 

• Bad debts are estimated under the allowance method by one of two approaches: 

• Percentage of net credit sales 

• Percentage of accounts receivable 

QUESTIONS Answers to these questions are on the last page of the chapter. 

1. Why is the allowance method of recognizing bad debts b. Allowance for Doubtful Accounts is decreased, and 
used? Bad Debts Expense is decreased. 

a. It results in recognizing the expense of granting credit c. Bad Debts Expense is increased, and Allowance for 
in the period in which the account is written off. Doubtful Accounts is increased. 

b. It results in matching expense with the revenue of d. None of the above is correct. 
the period in which the sale took place. 

c. It results in recognizing the maximum amount of 
write-off in each period . 

d. The allowance method cannot be justified and there­
fore is not allowed. 

2. What accounts are adjusted at the end of the period to rec­
ognize bad debts under the allowance method? 

a. Bad Debts expense is increased, and Accounts Re­
ceivable is decreased. 

3. Which of the two approaches to recognizing bad debts 
considers any existing balance in Allowance for Doubtful 
Accounts? 

a. percentage of net credit sales approach 
b. percentage of accounts receivable approach 
c. both the percentage of net credit sales approach and 

the percentage of accounts receivable approach 
d. Neither method takes into account any existing bal­

ance in Allowance for Doubtful Accounts. 

The Accounts Receivable Turnover Ratio 
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OVERVIEW: The accounts receivable turnover ratio is a measure of how well a 
company manages its receivables. It is the ratio of net credit sales to average accounts 
receivable. 

Managers, investors, and creditors arc keenly interested in how well a company manages 
its accounts receivable. One simple measure is to compare a company's sales to its 
accounts receivable. T he result is the accounts receivable turnover ratio: 

L02 Explain how information 
about sales and receivables can 
be combined to evaluate how ef­
fic ient a company is in collecting 
its receivables. 

Accounts Receivable Turnover = ___ N_e_t_C_r_e_d_it_S_a_le_s __ _ 
Average Accounts Receivable 

Example 7-7 Computing the Accounts Receivable Turnover Ratio 

Assume that a company has sales of $1 0 million and an average accounts receivable of $1 
million . This means it turns over its accounts receivable $1 O mill ion/$1 million, or ten times 
per year. If we assume 360 days in a year, that is once every 360/10, or 36 days. An observer 
would compare that figure with historical f igures to see if the company is experiencing slower 
or faster co ll ecti~~ompari son also could be made to other companies in the same indus-

J_ry. _If receivables are turning over too slowly, the company's credit department may not be ~ 
operating effectively; therefore, the company is missing opportunit ies w ith the cash that isn't g-

~ available. On the other hand, a tur~r rate that is tqo fast might mean that the company's 
credit policies are too stringent and that sales are hejpg lost~ a result. ~ 

8 
:go 
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USING THE RATIO DECISION MODEL 

•. 

Analyzing the Accounts 
Receivable Rate of Collection 
Use the following Ratio Decision Model to evaluate the accounts receivable rate of col­
lection of Apple or any public company: 

1. Formulate the Question 
Managers, investors, and creditors are interested in how well a company manages its 
accounts receivable. Each dollar of sales on credit produces a dollar of accounts receiva­
ble. And the quicker each dollar of accounts receivable can be collected, the sooner the 
money will be available for other purposes. So how qiticldy is a company siich as Apple able 
to collect its accounts receivable? 

2. Gather the Information from the Financial Statements 
Recall from earlier chapters that sales are recorded on an income statement, representing 
a flow for a period of time. Accounts receivable , an asset, represents a balance at a point 
in time. Thus, a comparison of the two requires the amount of net credit sales for the 
year and an average of the balance in accounts receivable: 

• et credit sales: From the income statement for d1e year 
• Average accoun ts receivable: From the beginning and ending balance sheets 

3. Calculate the Ratio 

Net Credit Sales 
Accounts Receivable Turnover = -----------­

Average Accounts Receivable 

Apple's Consolidated Statements of Operations (Partial) 
(In millions, except share and per share amounts) 

Three years ended September 25, 2010 2010 2009 

Net sales 
Cost of sales 
Gross margin 

5 2 $42,905 
39,541 25,683 

$25,684 $17,222 

Apple's Consoli4lated Balance Sheets (Partial) 
(in millionu except share amounts) 

2008 

$37.491 
24,294 

$13,197 

September 25, 2010 September 26, 2009 

Assets 

Current assets: 
Cash and cash equivalents 
Short-term marketable secu ities 
Accounts receivable, less 

allowances of $55 and $5 
respectively 

Accounts Receivable Turnover 

*Assuming all sales are on credit. 

$11,261 
14,359 

5,510 

4.435.5 

$ 5,263 
18,201 

3,361 

14.7 times 

Average accounts receivable less 
allowances = ($5,510 + $3,361 )/2 = $4.435.5 



The Accounts Receivable Turnover Ratio 

4. Compare the Ratio with Others 
Management compares the current year's turnover rate with that of prior years to see if 
the company is experiencing slower or faster collections. It is also important to compare 
the rate with that of other companies in the same industry: 

Apple Computer 

Year Ended 
September 25, 2010 

14.7 times 

Year Ended 
September 26, 2009 

14.8 times 

5. Interpret the Results 

Hewlett-Packard 

Year Ended 
October 31 , 2010 

7.2 times 

Year Ended 
October 31, 2009 

6.8 times 

Typically, the more times a company turns over its receivables each year, the better. 
Apple's turnover decreased slightly, from 14.8 times in 2009 to 14.7 times in 2010 . If 
we assume 360 days in a year, a turnover of 14.7 times means receivables are collected 
on average every 24.5 days (360/ 14 .7). Apple's turnover is faster than Hewlett­
Pack.ard's, resulting in fewer days to collect receivables. • 

LOZ Explain how information about sales and receivables can be combined to evaluate how efficient a company is in 
collecting its receivables. 

• Information about net credit sales and the average accounts receivable balance may be combined to calculate the 
accounts receivables turnover to see how wel l a company is managing its collections on account. 

QUESTIONS Answers to these quest ions are on the last page of the chapter. 
1. The amounts needed to compute the accounts receiva- 2. Oak Corp. had sa les during the year of $1 0,000,000 and 

ble turnover ratio can be found on an average accounts receivable of $2,000,000. Its 
a. the balance sheet only. accounts receivable turnover ratio is 
b. the income statement only. a. 5 times . 
c. both the balance sheet and the income b. 0.2 time. 

statement. c. 10 times. 
d. the statement of cash flows. d. none of the above. 

HOT TOPICS 
( ~ /' • 1 ' : ' \ ~ f 'f • ~' ' -: ' t -, f ,... > ; ~ ' ' : 
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Financial information can 
only be of use if it is 
presented in a timely man­
ner. This is why the SEC 
requires companies to file 
not only an annual report, 
but also a quarterly report, 
Form 100. Companies usu-

ally issue a press release concurrent with the filing of the quar­
terly report as a way to announce the most recent results to the 
investment community. When the results are as favorable as 
those reported recently by Apple, it is a cause for celebration. In 
an April 2011 press release, Apple reported its financial results 
for the second quarter of its 2011 f iscal year. Both revenue and 

Companies often use the quarterly report to tout other 
favorable trends in their operations. As a signal to the invest­
ment community that its reach extends far beyond the United 
States, Apple announced in this same report that international 
sales accounted for 59% of the second quarter's record-setting 
revenue. The California-based technology superstar also 
reported on the sheer volume of its popular products sold in the 
quarter: 18.65 million iPhones, 9.02 million iPods, and 4.69 mil­
lion iPads. Finally, the press release surrounding an earnings 
announcement can be used to set expectations for the upcom­
ing quarter. With its record-setting second quarter, Apple sees 
little leveling off, expecting revenue of about $23 billion in the 
third quarter of its 2011 fiscal year. 

e net profits set second quarter records. In fact, revenue rose by 
~ 83% and net profit by 95% from what they were in the same 
~ quarter of the prior year. Source: Apple Inc., April 20, 2011, press release. 
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L03 Show that you understand 
how to account for interest­
bearing notes receivable. 

Promissory note 
A written promise to repay a 
definite sum of money on demand 
or at a fixed or determinable date in 
the future . 

Maker 
The party that agrees to repay the 
money for a promissory note at 
some future date. 

Payee 
The party that will receive the 
money from a promissory note at 
some future date. 

Note receivable 
An asset resulting from the 
acceptance of a promissory note 
from another company. 

Note payable 
A liability resulting from the signing 
of a promissory note. 

Key terms for promissory 
notes 
These terms, with their definitions 
in the text, are important for your 
understanding. 

Chapter 7 Receivables and Investments 

Notes Receivable 

OVERVIEW: A note receivable is an asset resulting from accepting a promissory 
note from another entity. The holder of the note earns interest revenue during the time 
the note is outstanding. 

A promissory note is a written promise to repay a definite sum of money on demand 
or at a fixed or determinable date in the future . Promissory notes normally require the 
payment of interest for the use of someone else's money. The party that agrees to repay 
money is the maker of the note, and the party that receives money in the future is the 
payee. A company that holds a promissory note received from another company has an 
asset, called a note receivable; the company that makes or gives a promissory note to 
another company has a liability, a note payable. Over the life of the note, the maker 
incurs interest expense on its note payable and the payee earns interest revenue on its 
note receivable. T he following summarizes this relationship: 

Party Recognizes on Balances Sheet Recognizes on Income Statement 

Maker 
Payee 

Maker 

Smith, Inc. 

Note payable 
Note receivable 

Has a Liability 
(Note Payable) 

and Incurs 
an Expense 

(Interest Expense) 

Interest expense 
Interest revenue 

Gives a Note to 

"I promise to pay you:' 

Payee 

Jones. Inc. 
Has an Asset 

(Note Receivable) 
and Earns 
Revenue 

(Interest Revenue) 

Promissory notes are used for a variety of purposes. Banks normally require a com­
pany to sign a promissory note to borrow money. Promissory notes are often used in the 
sale of consumer durables with relatively high purchase prices, such as appliances and 
automobiles. At times, a promissory note is issued to replace an existing overdue account 
receivable. 

Important Terms Connected with Promissory Notes 
It is important to understand the following terms when dealing with promissory notes: 

Principal- the amount of cash received, or the fair value of the products or services 
received, by the maker when a promiss01y note is issued. 

Maturity date- the date the promissory note is due . 

Term- the length of time a note is outstanding, that is, the period of time between 
the date it is issued and the date it matures. 

Maturity value-the amount of cash the maker is to pay the payee on the maturity 
date of the note. 

Interest- the difference between the principal amount of the note and its maturity 
value. 

Example 7-8 Accounting for a Note Receivable 

Assume that on December 13, 2012, High Tee sells a computer to Baker Corp. at an invoice 
price of $15,000 . Because Baker is short of cash, it gives High Tee a 90-day, 12% promissory 
note. The total amount of interest due on the maturity date is determined as follows: 

$15,0000 x 0.12 x 90/360 = $450 

(Continued) 



Notes Receivable 

The effect of the receipt of the note by High Tee can be identified and analyzed as follows: 

ACTIVITY: Operating 
ACCOUNTS: Notes Receivable Increase Sales Revenue Increase 

STATEMENT(S): Balance Sheet and Income Statement 

Balance Sheet Income Statement 

STOCKHOLDERs· ~--~~~~~~~~~~~~~~ NET 
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ASSETS LIABILITIES + EQUITY REVENUES EXPENSES INCOM E 

Notes Receivable 15,000 15,000 Sales Revenue 15,000 15,000 

If we assume that December 31 is the end of High Tee's accounting year, an adjustment is 
needed to recognize interest earned but not yet received. It is required when a company uses 
the accrual basis of accounting. The question is, how many days of interest have been earned 
during December? It is normal practice to count the day a note matures but not the day it is 
~ned in computing interest. Thus, in the example, interest would be earned for 18 days 
(December 14 to December 31) during 2012 and for 72 days in 201 3: 

Month 

December 2012 

January 2013 

February 2013 

March 2013 

Total days 

Number of Days Outstanding 

18 days 

31 days 

28 days 

13 days (matures on March 13, 2013) 

90 days 

The amount of interest earned during 2012 is $15,000 x 0.12 x 18/360, or $90. An adjust­
ment is made on December 31 to record interest earned during 2012. The effect of the adjust­
ment can be identified and analyzed as follows: 

ACTIVITY: Operating 

ACCOUNTS: Interest Receivable Increase Interest Revenue Increase 

STATEMENT(S): Balance Sheet and Income Statement 

Balance Sheet Income Statement 

STOCKHOLDERs· ~--~~~~~~~~~~~~~~ NET 

ASSETS LIABILITIES + EQUITY REVENUES EXPENSES INCOME 

Interest 
Receivable 90 

90 Interest Revenue 

On March 13, 2013, High Tee collects the principal amount of the note and interest from 
Baker. The effect of the transaction can be identified and analyzed as follows: 

ACTIVITY: Operating 

ACCOUNTS: Cash Increase Notes Receivable Decrease 

Interest Receivable Decrease Interest Revenue Increase 

STATEMENT(S): Balance Sheet and Income Statement 

Balance Sheet 

90 90 

Income Stat ement 

STOCKHOLDERs· ~--~~~~~~~~~~~~~~ NET 

ASSETS LIAB ILITIES + EQUITY REVENUES EXPENSES INCOME 

Cash 15.450 360 Interest Revenue 360 360 
Notes Receivable (15,000) 
Interest Receivable (90) 

(Continued) 
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This adjustment accomplishes a number of purposes. First, it removes the amount of $15,000 
originally recorded in the Notes Receivable account. Second, it increases Interest Revenue for 
the interest earned during the 72 days in 2013 that the note was outstanding . The calculation 
of interest earned during 2013 is as follows: 

$15,000 x 0.12 x 72/360 = $360 

·~ Th i rd, Interest Receivable for $90 is removed from the records now that the note has been 
~ collected. Finally, Cash of $15.450 is collected, which represents the principal amount of the 
J note, $15,000, plus interest of $450 for 90 days. 

@----------------------------------------------------------------------

L03 Show that you understand how to account for interest-bearing notes receivable. 

• Notes receivable ultimately result in the receipt of both interest and principal to the holder of the notes. 

• Because interest receipts may not coincide with the end of the period, adjustments may need to be made to accrue 
interest receivable and interest revenue. 

QUESTIONS Answers to these questions are on the last page of the chapter. 

1. Maple Corp. borrows $10,000 at a local bank. Maple will 2. Elm Inc. borrows $50,000 on a 120-day, 12% promissory 
recognize the following accounts: note. The total interest that Elm will repay at maturity is 

a. Notes Payable and Interest Revenue a. $500. 
b. Notes Receivable and Interest Revenue b. $2,000. 
c. Notes Payable and Interest Expense c. $6,000. 
d. Notes Receivable and Interest Expense d. none of the above. 

Accelerating the Inflow of Cash from Sales 

L04 Expla in various techniques 
that companies use to accelerate 
the inflow of cash from sales. 

OVERVIEW: Credit card sales accelerate the collection of cash from a customer 
and pass the risk of nonpayment to the credit card company. Similarly, discounting a 
note receivable allows a company to accelerate the inflow of cash. 

Earlier in the chapter, we pointed out why cash sales are preferable to credit sales: credit 
sales slow down the inflow of cash to the company and create the potential for bad 
debts. To remain competitive, most businesses find it necessary to grant credit to cus­
tomers. If one company won't grant credit to a customer, the customer may find 
another company that will. Companies have found it possible, however, to circumvent 
the problems inherent in credit sales. We now consider some approaches that companies 
use to speed up the flow of cash from sales. 

Credit Card Sales 
Most retai l establishments as well as many service businesses accept one or more major 
credit cards . Among the most common cards are MasterCard®, VISA®, American 
Express®, Carte Blanche®, Discover Card®, and Diners Club®. Most merchants find that 
they must honor at least one or more of these credit cards to remain competitive. In 
return for a fee, the merchant passes the responsibility for collection on to the credit card 
company. Thus, the credit card issuer assumes the risk of nonpayment. The basic 
relationships among the three parties-the customer, the merchant, and the credit 
company- are illustrated in Exhibit 7-2. 
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EXHIBIT 7-2 Basic Relationships among Parties with Credit Card Sales 

Customer: 
Joe Smith 

Credit Card Company: 
VISA 

------------------------------------------------------------------------------------------------ @ 

Example 7-9 Accounting for Credit Card Sales 

Assume that Joe Smith buys an iPod in an Apple store and charges the $200 cost to his 
VISA credit card . When Joe is presented with his bi ll , he is asked to sign a multiple-copy 
credit card draft. or invoice . Joe keeps one copy of the draft and leaves the other two 
copies at the Apple store. The store keeps one copy as the basis for recording its sales of 
the day and sends the other copy to VISA for payment. VISA uses the copy of the draft it 
gets for two purposes : to reimburse Apple $190 (keeping $10, or 5% of the original sale, 
as a collection fee) and to include Joe Smith's $200 purchase on the monthly bill it 
mails him. 

Assume that total credit card sales on June 5 amount to $8,000. The effect of the transaction 
can be identified and analyzed as follows: 

ACTIVITY: Operating 

Credit card draft 
A multiple-copy document used by 
a company that accepts a credit 
card for a sale. 

Alternate term: Invoice. 

ACCOUNTS: Accounts Receivable-VISA Increase Sales Revenue Increase 

STATEMENT(S): Balance Sheet and Income Statement 

Balance Sheet Income Statement 

STOCKHOLDERS '.-.~-------------- NET 
ASSETS LIABILITIES + EQUITY REVENUES EXPENSES INCOME 

Accounts 
Receivable­
VISA 8, 000 

8,000 Sales Revenue 

Assume that Apple remits the credit card drafts to VISA once a week and that the total sales 
for the week ending June 11 amount to $50,000. Further assume that on June 13, VISA pays 
the amount due to Apple after deducting a 5% collection fee. The effect of the collection can 
be identified and analyzed as follows: 

(Continued) 

8,000 8,000 
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ACTIVITY: Operating 

ACCOUNTS: Cash Increase Accounts Receivable-VISA Decrease 

Collection Fee Expense Increase 

STATEMENT(S): Balance Sheet and Income Statement 

ASSETS 

Cash 
Accounts 

Receivable-

47,500 

Balance Sheet Income Statement 

STOCKHOLDERS' ~~~~~~~~~~~~~~~~ NET 
INCOME LIABILITIES + EQUITY REVENUES 

(2,500) 

EXPENSES 

Collection Fee 
Expense 

(2,500) 
2,500 

VISA (50,000) 

Some credit cards, such as MasterCard and VISA, allow a merchant to present a credit card 
draft directly for deposit in a bank account, in much the same way the merchant deposits 
checks, coins, and currency. Obviously, this type of arrangement is even more advantageous 
for the merchant because the funds are available as soon as the drafts are added to the bank 
account. Assume that on July 9, Apple presents VISA credit card drafts to its bank for pay­
ment in the amount of $20,000 and that the collection charge is 4%. The effect of the collec­
tion can be identified and analyzed as follows: 

ACTIVITY: Operating 

ACCOUNTS: Cash Increase Collection Fee Expense Increase 

Sales Revenue Increase 

STATEMENT(S): Balance Sheet and Income Statement 

Balance Sheet Income Statement 

STOCKHOLDERS' -.+~~~~~~~~~~~~~~~~ 

ASSETS LIABILITIES + EQUITY REVENUES EXPENSES 
NET 

INCOME 
-------

Cash 19,200 19,200 Sales 
Revenue 20,000 

Collection Fee 
Expense 

19,200 
800 

........................................................................................................................................................ 1 
........................................................................................................ @ 

Discounting 
The process of selling a promissory 
note. 

Discounting Notes Receivable 
Promissory notes are negotiable, which means that they can be endorsed and given to 
someone else for collection. In other words, a company can sign the back of a note (just 
as it wo uld a check), sell it to a bank, and receive cash before the note's maturity date. 
This process, called discounting, is another way for companies to speed the collection 
of.sash J:om receivables. A note can be sold immediately to a baftl<. on the date it is 
issued, or ~old after it has been outstanding but before the d ue date . 

When a note is discounted at a bank, it is normally done "with recourse." This 
means that if the original customer fa ils to pay the bank the total amount due on the 
maturity date of the note, the company that transferred the note to the bank is liable for 
the full amount. Because there is uncertainty as to whether the company Will have to 
make good on any partirnlar note that it discounts at the bank, a co!ltingent li~li ty 
exists from the time the note is discounted until its maturity date . The accounting pro­
fession has adopted guidelines to decide whether a particular uncertainty requires that 
the company record a cont~ liability on its balance sheet. Under these guidelines, 
the contingency created by the discounting of a note with recourse is not recorded as a 
~· However, a note in the financial statements is used to inform the reader of1Tfc 
existing uncertainty. 
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L04 Explain various techniques that companies use to accelerate the inflow of cash from sales. 

• To be competitive, companies must make sales on credit to customers. 

• One way to avoid bad debts associated with extending credit directly to the customer and to accelerate cash collections 
from sales is to accept credit cards for payment of goods and services. 

QUESTIONS Answers to these questions are on the last page of the chapter. 

1. Boston makes $20,000 of credit card sales during the 2. When a company discounts a promissory note at the 
week and is charged 5% by the credit card company. bank, 

Boston will record sales revenue of a. it receives cash later than it would if it held the note 
a. $10,000. 
b. $19,000. 
c. $20,000. 
d. none of the above. 

Accounting for Investments 

to maturity. 
b. it receives cash sooner than it would if it held the 

note to maturity. 
c. it receives cash at the same time it would if it held 

the note to maturity. 
d. Discounting is not allowed as a standard practice . 
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OVERVIEW: Companies invest idle cash in a variety of financial instruments, 
including CDs, debt securities (bonds), and equity securities (stock). Interest revenue 
is earned on the first two, and dividend income is earned on equity securities that pay 
dividends. 

LOS Show that you understand 
the accounting for and disclosure 
of various types of investments 
that companies make. 

Companies' investments take a variety of forms and are made for various reasons. Some 
corporations find themselves with excess cash during certain times of the year and invest 
this idle cash in various highly liquid financial instruments such as certificates of deposit 
and money market fu nds. Chapter 6 pointed out that these investments are included 
with cash and are called cash equivalents when they have an original maturity to the 
investor of three months or less. Otherwise, they are accounted for as short-term 
investments . 

In addition to investments in highly liquid financial instruments, some companies 
invest in the stocks and bonds of other corporations as well as bonds issued by various 
government agencies. Securities issued by corporations as a form of ownership in the 
business, such as common stock and preferred stock, are called equity securities. 
Because these securities are a form of ownership, they do not have a maturity date. As 
we will see later, investments in equity securities can be classified as either current or 
long term depending on the company's intent. Alternatively, securities issued by corpo­
rations and governmental bodies as a form of borrowing are called debt securities and 
often take the form of bonds. The term of a bond can be relatively short, such as five 
years, or much longer, such as 20 or 30 years . Regardless of the term, classification as a 
current or noncurrent asset by the investor depends on whether it plans to sell or redeem 
the debt securities within the next year. 

Investments in Highly Liquid Financial Instruments 
We now turn to the appropriate accounting for these various types of investments. We 
begin by considering the accow1ting for highly liquid financial instruments such as 
certificates of deposit and then turn to the accounting for investments in the stocks and 
bonds of other companies. 

Investing Idle Cash The seasonal nature of most businesses leads to a potential 
cash shortage during certain times of the year and an excess of cash during other times. 
Companies typically deal with cash shortages by borrowing on a short-term basis either 

Equity securities 
Securities issued by corporations as 
a form of ownership in the business 

Alternate term: Stocks. 

Debt securities 
Securities issued by corporations 
and governmental bodies as a form 
of borrowing . 

Alternate term : Bonds. 

ili 

f 
J 
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from a bank in the form of notes or from other entities in the form of commercial paper. 
The maturities of the bank notes or the commercial paper generally range anywhere 
from 30 days to six months. T hese same companies use various financial instruments as a 
way to invest excess cash during other times of the year. We wi ll present the accoun ti ng 
for the most common type of highly liquid financial instrument, a certificate of 
deposit (CD ). 

Example 7-10 Accounting for an Investment in a Certificate of Deposit 

Assume that on October 2, 201 2, Creston Corp. invests $100,000 of excess cash in a 120-day 
CD. The CD matures on January 30, 2013, at which time Creston receives the $100,000 
invested and interest at an annual rate of 6%. The effect of the transaction to record the pur­
chase of the CD can be identified and analyzed as follows: 

ACTIVITY: Investing 

ACCOUNTS: Short-Term Investments-CD Increase Cash Decrease 

STATEMENT(S): Balance Sheet 

ASSETS 

Short-Term 
Investments-
CD 100,000 

Cash (100,000) 

Balance Sheet Income Statement 

STOCKHOLDERS' _...,,.__ _____________ ~ NET 

LIABILITIES + EQUITY REVENUES EXPENSES INCOME 

Assuming December 31 is the end of Creston's fiscal year, an adjustment is needed on this 
date to record interest earned during 2012 even though no cash will be received until the CD 
matures in 2013. The effect of the adjustment can be identified and analyzed as follows: 

ACTIVITY: Operating 

ACCOUNTS: Interest Receivable Increase Interest Revenue Increase 

STATEMENT(S): Balance Sheet and Income Statement 

Balance Sheet Income Statement 

STOCKHOLDERS' ._,__ ______________ NET 

ASSETS LIABILITIES + EQU ITY REVENUES EXPENSES INCOME 

Interest 
Receivable 1,500 

1,500 Interest Revenue 1,500 1,500 

The basic formula to compute interest is as follows : 

Interest (I) = Principal (P) x Interest Rate (R) x Time (T) 

Because interest rates are normally stated on an annual basis, time is interpreted to mean the 
fraction of a year that the investment is outstanding. The amount of interest is based on the 
principal or amount invested ($100,000) times the rate of interest (6%) times the fraction of a 
year the CD was outstanding in 2012 (29 days in October + 30 days in November + 31 days 
in December = 90 days). To simplify interest calculations, it is easiest to assume 360 days in 
a year. With the availability of computers to do the work, however, most businesses now use 
365 days in a year to calculate interest. Throughout this book. we assume 360 days in a year 
to allow us to focus on concepts rather than detailed calculations. Thus, in this example, the 
fraction of a year that the CD is outstanding during 2012 is 90/360. 

(Continued) 
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The effect of the receipt of the principal amount of the CD of $100,000 and interest for 120 
days can be identified and analyzed as follows: 

ACTIVITY: Investing and Operating 

ACCOUNTS: Cash Increase Short-Term Investments-CD Decrease 

Interest Receivable Decrease Interest Revenue Increase 

STATEMENT(S): Balance Sheet and Income Statement 

Balance Sheet 
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Income Statement 

STOCKHOLDERS' -1----------------- NET 
ASSETS LIABILITIES + EQUITY REVENUES - EXPENSES INCOME 

Cash 
Short-Term 

Investments-

102,000 

CD (100,000) 
Interest 

Receivable (1,500) 

500 Interest Revenue 

~ This results in the removal of both the CD and the interest receivable from the records and 

~ recognizes $500 in interest earned during the first 30 days of 2013: $100,000 x 0.06 x 

! 30/360 = $500. Exhibit 7-3 summarizes the calculation of interest in each of the two account­

]' ing periods. 

®--------------------------------------------------------------------
Investments in Stocks and Bonds 
Corporations frequently invest in the securities of otl1er businesses. As mentioned ear­
lier, these investments take two forms: debt securities (bonds ) and equity securi ties 
(stocks) . 

No Significant Influence Corporations have varying motivations for investing. 
T he company tl1at invests is me investor, and tl1e company whose stocks or bonds are 

EXHIBIT 7-3 Interest Calculation 

500 

October 2, 2012: December 31, 2012: January 30, 2013: 

Certificate of Deposit 

$100,000 

Earns 6% interest 
annually for 120 days 

I 
I 

.. Original $100,000 
Invested 

Interest for first 
90 days: 

90 $100,000 x 0.06 x 360 

= $1,500 

- Original $100,000 - Invested 

Interest of $1,500 
for first 90 days 

-

Interest of $500 for last 
30 days: 

30 $100,000 x 0.06 x 360 

= $500 

-

500 

------------------------------------------------------------------------------------------------ @ 
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purchased is the i·rgpte;... In addition to buying certificates of deposit and other financial 
instruments, companies invest excess funds in stocks and bonds over the short run. The 
seasonality 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 rw1. 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 may 
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. 

Significant Influence Sometimes shares of stock in another company are bought 
for a different purpose. If a company buys a relatively large percentage of the common 
stock of the investee, it may be able to secure significant influence over this company's 
policies. For example, a company might buy 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 
secure 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 . 

Control Finally, a corporation may buy stock in another company with the purpose 
of obtaining control over that other entity. 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 
fina ncial statements. This involves combining the financial statements of the individual 
entities into a single set of statements. An investor with an interest of more than 50% in 
another company is called the pare and the investee in these situations is called the 
subsidiar . 

The remainder 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 fo llowing chart summarizes the accounting by an 
investo r for investments in the common stock of another company: 

Fair Value 
Method Equity Method Consolidated Financial Statements 

0% 20% 50% 100% 
~~~~~~~-~~~~~~~ ~~~~~~~~~~~~~~-

No Significant Significant Influence 
Influence 

We focus on 
this level of 
investment. 

Control 

Example 7-11 Accounting for an Investment in Bonds 

On January 1, 2012, ABC issues $10,000,000 of bonds that w ill mature in ten years. Assume 
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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semiannually on June 30 and December 31. Atlantic wi ll receive 5% of $1 00,000, or $5,000, 
on each of those dates. The transaction on Atlantic' s books to record the purchase can be 
identified and analyzed as fol lows: 

ACTIVITY: Investing 
ACCOUNTS: Investment in Bonds Increase Cash Decrease 

STATEMENT(S): Balance Sheet 

Balance Sheet Income Stat ement 

STOCKHOLDERS·---------------- NET 
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ASSETS LIABI LITIES + EQUITY REVENUES EXPENSES INCOME 

Investment 
in Bonds 100,000 

Cash (100,000) 

On June 30, Atlantic must record the receipt of semiannual interest. The transaction on this 
date can be identified and analyzed follows: 

ACTIVITY: Operating 

ACCOUNTS: Cash Increase Interest Revenue Increase 

STATEMENT(S): Balance Sheet and Income Statement 

Balance Sheet Income Statement 

STOCKHOLDERS'---------------- NET 
ASSETS LIABI LITI ES + EQUITY REVENUES EXPENSES INCOME 

Cash 5,000 5, 000 Interest Revenue 

Note that income was recognized when interest was received. If interest is not received at the 
end of an accounting period, a company should accrue interest earned but not yet received. 

Assume that before the maturity date, Atlantic needs cash and decides to sell the bonds. Any 
difference between the proceeds received from the sa le of the bonds and the amount paid 
for the bonds is recognized as either a gain or a loss. On July 1, 2012, Atlantic sells all of its 
ABC bonds at 9~The amount of cash received is 0.99 x $100,000, or $99,000 . The effect of 
the sale of the bonds can be identified and analyzed as fol lows: 

ACTIVITY: Investing 

ACCOUNTS: Cash Increase Investment in Bonds Decrease 

Loss on Sale of Bonds Increase 

STATEMENT(S): Balance Sheet and Income Statement 

Balance Sheet 

5,000 5,000 

Income Statement 

STOCKHOLDERS' i9+--------------~ NET 
ASSETS LIABILITIES + EQUITY REVENU ES EXPENSES INCOME 

Cash (1,000) Loss on Sale of (1,000) 
Investment 

in Bonds (100,000) 

f The $1,000 loss on the sale of the bonds is the excess of the amount paid for the purchase of 
~ the bonds of $100,000 over the cash proceeds from the sale of $99,000. The loss is reported 
J in the Other Income and Expenses section on the 2012 income statement. 

@--------------------------------------------------------------------

Bonds 1,000 
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Example 7-12 Accounting for an Investment in Stock 

All investments in stock are recorded initially at cost, including any brokerage fees, commis­
sions, or other fees paid to acquire the shares. Assume that on February 1, 2012, Dexter 
Corp . pays $50, 000 for shares of Stuart common stock and another $1,000 in commissions. 
The effect of the purchase of the stock can be identified and analyzed as follows: 

ACTIVITY: Investing 

ACCOUNTS: Investment in Stuart Common Stock Increase Cash Decrease 
STATEMENT($): Balance Sheet 

ASSETS 

Investment in 
Stuart Common 
Stock 

Balance Sheet Income Statement 

STOCKHOLDERS' _.,....-~~~~~~~~~~~~~~ NET 

LIABILITIES + EQUITY REVENUES EXPENSES INCOME 

Cash 
51,000 

(51,000) 

Cash 

Many companies attempt to pay dividends every year as a signal of overall financial strength 
and profitability.1 Assume that on March 31, 2012, Dexter received dividends of $500 from 
Stuart. The dividends received are recogn ized as income in a transaction that can be identified 
and analyzed as fo llows: 

ACTIVITY: Operating 
ACCOUNTS: Cash Increase Dividend Income Increase 

STATEMENT(S): Balance Sheet and Income Statement 

ASSETS 

500 

Balance Sheet Income Statement 

STOCKHOLDERS' _.,~~~~~~~~~~~~~~~ NET 

LIABILITIES + EQUITY REVENUES EXPENSES INCOME 

500 Dividend 
Income 

500 
500 

Unlike interest on a bond or note, dividends do not accrue over time . In fact. a company has 
no legal obligation to pay dividends until its board of directors declares them. Up to that point. 
the investor has no guarantee that dividends will ever be paid. 

Assume that Dexter sells the Stuart stock on May 20, 2012, for $53,000. In thi s case, Dexter 
recognizes a gain for the excess of the cash proceeds, $53,000, over the amount recorded on 
the books, $51,000. The effect of the sale of the stock can be identified and analyzed as 
follows: 

(Continued) 

1 IBM's September 2011 dividend continued a string of consecutive quarterly dividends that started in 1916. 
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ACTIVITY: Investing 
ACCOUNTS: Cash Increase Investment in Stuart Common Stock Decrease 

Gain on Sale of Stock Increase 

STATEMENTIS): Balance Sheet and Income Statement 

Balance Sheet Income Statement 
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STOCKHOLDERS'----------------- NET 
ASSETS LIABILITIES + EQU ITY REVENUES - EXPENSES INCOME 

g> 
2 

Cash 53,000 
Investment in Stuart 

Common Stock (51,000) 

2,000 Gain on Sale of 
Stock 

2,000 
2,000 

~ '"-------------------------------------------------------------------------------------------------""""" j The gain is classified on the income statement as other income. 

@ --------------------------------------------------------------------~ 
Valuation and Reporting for Investments 
on the Financial Statements 
Investments in other companies' bonds and stocks are reported on a company's babncc 
sheet as assets. vVhether the investments are reported as current assets or noncurrent 
assets depends on the company's intent. If the company intends to sell the investments 
within the next year, they are normally classified as current assets. All other investments 
are classified on the balance sheet as noncurrent. 

Jn addition to the question of where investments are reported at the end of the 
period, another issue is their valuation. For example, you know that accounts receivable 
are reported at net realizable value. How should an investment in the bonds or stock of 
another company be reported on a year-end balance sheet? Investments could be reported 
at their cost, or because most investments in other companies' bonds and stocks are 
actively traded , they could be reported at their market, or fair, value. Investments are gen­
erally reported on the balance sheet at their fair value. However, the q uestion sti ll remains 
as to when any gains or losses from recognizing the changes in the fair value of invest­
ments should be recorded on the income statement. The accounting rules in this area arc 
somewhat complex and thus are usually covered in advanced accounting courses. 

LOS Show that you understand the accounting for and disclosure of various types of investments that companies make. 

• Typically, excess cash expected to last for short periods of time is invested in highly liquid financial instruments such as 
CDs. 

• Sometimes cash is invested in securities of other corporations: 

• Equity securities-securities issued by corporations as a form of ownership in the business. 

• Debt securities-securities issued by corporations as a form of borrowing. 

• At times, a company may want to purchase a relatively large portion of another firm's stock to acquire influence over that 
firm. 

QUESTIONS Answers to these questions are on the last page of the chapter. 

1. A company invests excess cash in a certificate of 2. Baxter pays $15,000 to buy stock in another company 
deposit. At the end of an accounting period before the and an additional $400 in commissions. Three months 
CD matures, the company will recognize later, Baxter sells the stock for $16,000. At the time of 
a. interest expense. sale, Baxter will recognize a 
b. interest revenue. a. gain of $1 ,000. 
c. the receipt of cash. b. loss of $1,000. 
d. none of the above. c. gain of $600. 

d. loss of $600. 
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LO& Explain the effects of trans­
actions involving liquid assets on 
the statement of cash flows. 

Chapter 7 Receivables and Investments 

How Liquid Assets Affect the 
Statement of Cash Flows 

OVERVIEW: Changes in accounts and notes receivable are reported in the Operat­
ing Activities section of a statement of cash flows prepared using the indirect method. 
An increase in either is deducted, and a decrease is added back. Purchases of invest­
ments are cash outflows and sales and maturities are cash inflows in the Investing 
Activities section of the statement. 

As was discussed in C hapter 6, cash equivalents are combin ed 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 are considered significant activities and there­
fore are reported on the statement of cash flows . Cash fl ows from purchases, sales, and 
maturities 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) 

T he collection of either 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 
revenue number. Alternatively, an increase in accounts receivable 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 
ded uction from the net income of the period to arrive at cash flow from operating 
activities. T he fo llowing 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 mill ions of dollars): 

Operating Activities 2010 2009 2008 

Changes in operating assets and liabilities: 

Accounts receivable, net $(2,142) $(939) $(785) 

These adjustments as well as the cash flows from buying and selling 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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EXHIBIT 7-4 How Investments and Receivables Affect the Statement of Cash Flows 

Item 

ivable Increase in accounts rece 
Decrease in accounts rec 
Increase in notes receivab 
Decrease in notes receiva 

eivable 
le 
ble 

Purchase of investments 

Sale/maturities of investm en ts 

Cash Flow Statement 

Operating Activities 
Net income 

Investing Activities 

Financing Activities 
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The FASB and the IASB have a joint project underway to consider how financial 
statements could be constructed to be more useful. T he project focuses specifically 
on the organization and presentation of information in the financial statements. As 
one of the primary financial statements, the statement of cash flows could look sig­
nificantly different in the future. Most importantly, companies would be required 
to use the direct method in the Operating Activities section of the statement of 

LOOKING 
AHEAD 

cash flows. Under this approach, the cash receipts from customers during the period 
would be reported in the Operating Activities section of the statement. A vast majority 
of companies now use the indirect method. As illustrated in the preceding section, the 
indirect method requires adjustments to be made to net income for the changes in 
accounts and notes receivable during the period . _J 

The joint project of the two standard -setting bodies is sti ll in development. At pres- fil 
ent, no date has been set fo r when a new layout of the financia l statements would take 1 
effect. Unti l then, most companies will likely continue to use the indirect method to .§ 

present cash flows from operating activities. 

LOG Explain the effects of transactions involving liquid assets on the statement of cash flows . 

• Changes in cash equivalents are not shown on the statement. 

• Cash flows related to the purchase and sale of investments are classified as Investing Activities in the statement of cash 
flows. 

• Under the indirect method, increases in accounts and notes receivable are deducted and decreases in these accounts 
are added back in the Operating Activities section of the statement. 

QUESTIONS Answers to these questions are on the last page of the chapter. 

1. How should an increase in accounts receivable be 2. How should a decrease in notes receivable be reported 
reported on the statement of cash flows using the indi- on the statement of cash flows using the indirect 
rect method? method? 

a. as an addition 
b. as a deduction 
c. It depends on the amount of the increase. 
d. Changes in accounts receivable balances are not 

reported on the statement of cash flows. 

a. as an addition 
b. as a deduction 
c. It depends on the amount of the increase. 
d. Changes in notes receivable balances are not 

reported on the statement of cash flows. 

ii 
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RATIO REVIEW 

A t R · · bl T Net Credit Sales (Income Statement) ccoun s ece1va e urnover = ----------------'-
Average Accounts Receivable 

(Balance Sheet) 

ACCOUNTS HIGHLIGHTED 

Account Titles Where It Appears 

Accounts Receivable Balance Sheet 
Allowance for Doubtfu l 

Accounts Balance Sheet 
Bad Debts Expense Income Statement 
Notes Receivable Balance Sheet 

Interest Receivable Balance Sheet 
Interest Revenue Income Statement 
Short-Term 

Investments Balance Sheet 

KEY TERMS QUIZ 

In What Section 

Current Assets 

Current Assets 
Operating Expenses 

Current or Noncurrent 
Assets 

Current Assets 
Other Income 

Current Assets 

Page 
Number 

332 

336 
336 

344 
345 
345 

350 

Read each definition below and write the number of the defini tion in the blank beside the appro­
priate term. T he qujz solutions appear at the end of the chapter. 

_ _ _ Account receivable Note payable 
___ Subsidiary ledger ,...- Principal 
_ __ Control account Maturi ty date 

Direct wri te-off method Term - - -
_ _ _ Allowance method Maturi ty value 
_ _ _ Al lowance fo r doubtfu l accOLmts Interest 
_ _ _ Aging schedule ___.---- Credit card draft 
_ _ _ Promissory note 

Maker ---
___ Payee 

Note receivable - - -

___ Discounting 
_ _ _ Equi ty securi ties 

Debt securities ---

1. Securities issued by corporations as a form of ownership in the business. 
2. Securi ties issued by corporations and governmental bodjes as a fo rm of borrowing. 
3. A method of estimating bad debts on the basis of either the net credit sales of the period or 

the accounts receivable at the end of the period. 
4. The party that wil l receive the money from a promissot1' note at some futme date. 
5. A written promise to repay a definite sum of money on demand or at a fixed or determina-

ble date in the future. 
6 . A liability resulting from the signing of a promisso11' note. 
7. A multiple-copy document used by a company that accepts a credit ca.rd fo r a sale. 
8. An asset resul ti ng from the acceptance of a prorrussot1' note from another company. 
9 . T he process of sell ing a promissot1' note . 

10. T he party that agrees to repay the money for a promissory note at some fu ture date. 
11. A form used to categori ze the various individual accounts receivable according to the length 

of time each has been outstanding. 



Warmup Exercises & Solut ions 

12. The detail for a number of individual items that collectively make up a single general ledger 
account. 

13. The recognition of bad debts expense at the point an account is written off as uncollectiblc. 
14. The general ledger account that is supported by a subsidiary ledger. 
15 . The difference between the principal amount of the note and its maturity value. 
16. The amount of cash received, or the fair value of the products or services received, by the 

maker when a promissory note is issued. 
17. The amount of cash the maker is to pay the payee on the maturity date of the note. 
18 . The length of time a note is outstanding, that is, the period ohime between the date it is 

issued and the date it matures. 
19. The date the promissory note is due. 
20. A contra-asset account used to reduce accounts receivable to its net realizable value. 
21. A receivable arising from the sale of goods or services with a verbal promise to pay. 

ALTERNATE TERMS 

allowance for doubtful accounts allowance debt securities bonds 
for uncollectible accounts equity securities stocks 

credit card draft invoice net realizable value net recoverable amount 

WARMUP EXERCISES & SOLUTIONS 

Warmup Exercise 7-1 Accounting for Bad Debts 
Brown Corp. ended the year with balances in Accounts Receivable of $60,000 and in Allowance 
for Doubtful Accounts of $800 (balance before adj ustment). Net sales for the year amounted to 
$200,000. Identify and analyze the effect of the adjustment at the end of the year assuming the 
following: 

1. Estimated percentage of net sales uncollectible is 1 %. 
2. Estimated percentage of year-end accounts receivable uncollectiblc is 4%. 

Key to the Solution Recall that the percentage of net credit sales approach does not take into 
account any existing balance in the allowance account, but the percentage of accounts receivables 
approach does. 

Warmup Exercise 7-2 Investments 
Indicate whether each of the following events will result in an increase (I ), will result in a decrease 
(D), or will have no effect (NE) on net income for the period. 

1. Stock held as an investment is sold for more than its carrying value. 
2. An in terest check is received for bonds held as an investment. 
3. Stock held as an investment is sold for less than its carrying value. 
4. Bonds held as an investment are redeemed on their maturity date at face value. 
5. Stock is purchased and a commission is paid to a broker. 

Key to the Solution Recall from earlier in the chapter the accounting for the various types of 
investments. 
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Solutions to Warm up Exercises 

Warmup Exercise 7-1 
1. 

ACTIVITY: Operating 
ACCOUNTS: Allowance for Doubtful Accounts Increase 

Bad Debts Expense Increase 
STATEMENT(S): Balance Sheet and Income Statement 

ASSETS 

Allow ance for 
Doubtful 
Accounts* (2,000) 

Balance Sheet Income Statement 

STOCKHOLDERS' ..,.,__ __________________________ ~ 

LIABILITIES + EQU ITY REVENUES EXPENSES 

(2,000) Bad Debts 
Expense 2,000** 

NET 
INCOME 

(2,000) 

*The Allowance for Doubtful Accounts account has increased. It is shown as a decrease in the equation above because it is a contra account and causes total assets 
to decrease. 

**$200,000 x O.Dl 

2. 

ACTIVITY: Operating 
ACCOUNTS: Allowance for Doubtful Accounts Increase 

Bad Debts Expense Increase 
STATEMENT(S): Balance Sheet and Income Statement 

ASSETS 

Allowance for 
Doubtful 
Accounts* (1,600) 

Balance Sheet Income Statement 

STOCKHOLDERS' .-.,,__ __________________________ ~ 

LIABILITIES + EQUITY REVENUES EXPENSES 

(1,600) Bad Debts 
Expense 1,600** 

NET 
INCOME 

(1,600) 

*The Allowance for Doubtful Account account has increased. It is shown as a decrease in the equation above because it is a contra account and causes total assets 
to decrease. 

** ($60,000 x 0.04) - $800 

Warmup Exercise 7-2 
1. I 2. I 3. D 4. NE 5. NE 

REVIEW PROBLEM & SOLUTION 

T he fo llowing items pertain to the Current Assets section of the balance sheet for Jackson Corp. 
at the end of its accoun ting year, December 31, 2012. Each item must be considered and any 
necessary adjustment recognized . Additionally, the accoun tant for Jackson wants to develop the 
Current Assets section of the balance sheet as of the end of 201 2. 

a. Cash and cash eq uivalents amoun t to $ 19,375. 
b. A 9%, 120-day certificate of deposit was purchased on December 1, 2012, for $10,000. 
c. Gross accoun ts receivable at December 31, 201 2, amount to $44,000 . Before adjustment, 

the balance in Allowance fo r Doubtful Accounts is $340. Based on past experience, the 
accountant estimates that 3% of the gross accounts receivable outstanding at December 31, 
2012, will prove to be uncollectible. 

d. A customer's 12%, 90-day promissory note in the amoun t of $6,000 is held at the end of the 
year. T he note has been held for 45 days during 201 2. 



Review Problem & Solution 

Required 

1. Identify and analyze the adjustments needed in (b), (c), and (d ). 
2. Prepare the Current Assets section of Jackson's balance sheet as of December 31, 2012. 

In addition to the information in the preceding items, the balances in Inventory and Prepaid 
Insurance on this date are $65,000 and $4,800, respectively. 

Solution to Review Problem 

1. The following adj ustments are needed at December 31, 2012: 

b. Jackson needs an adj ustment to record interest earned on the certificate of deposit at Sec­
ond State Bank. T he CD has been outstanding for 30 days during 2012; therefore, the 
amount of interest earned is calculated as follows: 

$10. 000 x 0.09 x 30/ 360 = $75 

T he adjustment can be identified and analyzed as fo llows: 

ACTIVITY: Operating 
ACCOUNTS: Interest Receivable Increase Interest Revenue Increase 

STATEMENT(S): Balance Sheet and Income Statement 

Balance Sheet Income Statement 

STOCKHOLDERS'...,+----------------- NET 

361 

ASSETS LIABILITIES + EQUITY REVENUES EXPENSES INCOME 

Interest 
Receivable 

75 Interest 75 
75 Revenue 75 

c. Based on gross accounts receivable of $44,000 at yea r-end and an estimate that 3% of this 
amoun t will be uncollectible, the balance in Allowance for Doubtful Accounts should be 
$1,320 ($44,000 x 3%). Given a current balance of $340, an adjustment for $980 
($ 1,320 - $340) is needed to bring the balance to the desired amount of $1,320. The 
adjustment can be identified and analyzed as follows: 

ACTIVITY: Operating 
ACCOUNTS: Allowance for Doubtful Accounts Increase Bad Debts Expense Increase 

STATEMENT(S): Balance Sheet and Income Statement 

Balance Sheet Income Statement 

STOCKHOLDERS ' ~~--------------- NET 
ASSETS 

Allowance for 
Doubtful 
Accounts * (980) 

LIABILITIES + EQUITY REVENUES EXPENSES INCOME 

(980) Bad Debts (980) 
Expense 980 

*The Allowance for Doubtful Accounts account has increased. It is shown as a decrease in the equation above because it is a contra account and causes total assets 
to decrease. 

(Continued) 
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d. An adj ustment is needed to accrue interest on the pronussory note ($6,000 x 0.12 x 45/ 360 = 
$90). The effect of the adjustment can be identified and analyzed as follows: 

ACTIVITY: Operating 
ACCOUNTS: Interest Receivable Increase Interest Revenue Increase 

STATEMENT(S): Balance Sheet and Income Statement 

90 

Balance Sheet Income Statement 

STOCKHOLDERS' .... 1---------------- NET 
LIABILITIES + EQUITY REVENUES - EXPENSES INCOME 

90 Interest 90 
Revenue 90 

2. T he Current Assets section ofJackson's balance sheet appears as fo llows: 

Jackson Corp. 
Partial Balance Sheet 

December 31 , 2012 

Current assets: 
Cash and cash equivalents 
Certificate of deposit 
Accounts receivable 

Less : Allowance for doubtfu l accounts 
Notes receivable 
Interest rece ivable 
Inventory 
Prepaid insurance 

Total current assets 

*$75 from CD and $90 from promissory note. 

QUESTIONS 

1. What is the theoretical justification for the 
al lowance method of accounting for bad 
debts? 

2. When bad debts are estimated, why is the 
balance in Allowance for Doubtful 
Accounts considered when the percentage 
of accounts receivable approach is used 
but not when the percentage of net credit 
sales approach is used? 

3. When estimating bad debts on the basis 
of a percentage of accounts receivable, 
what is the advantage of using an aging 
schedule? 

4 . What is the distinction between an 
accoun t receivable and a note receivable? 

5. Why does the discounting of a note receiv­
able with recourse result in a contingent 

$44,000 
1,320 

$ 19,375 
10,000 

42,680 
6,000 

165* 
65,000 
4,800 

$148,020 

liability? Should the liability be reported 
on the balance sheet? Explain . 

6 . On December 31 , Stockton Inc. invests 
idle cash in two diffe rent certificates of 
deposit. T he first is an 8%, 90-day CD, 
and the second has an interest rate of9% 
and mani res in 120 days. How is each of 
these CDs classified on the December 31 
balance sheet? 

7. Stanzel Corp . purchased 1,000 shares of 
IBM common stock. What will determine 
wheth er the shares are classified as current 
assets or noncurrent assets? 

8. What is the appropriate treatment of any 
fees or commissions paid to purchase stock 
in another company? 



Exercises 

BRIEF EXERCISES 

Brief Exercise 7-1 Accounting for Bad Debts 
Badger recorded $500 ,000 of net sales for the year of which 2% is estimated to be uncollcctible. 
Identify and analyze the adjustment required at the end of the year to record bad debts. 

Brief Exercise 7-2 Accounts Receivable Turnover 
Hawkeye recorded sales of $240,000 for the year. Accounts rece ivable amounted to $40,000 at 
the beginning of the year and $20,000 at the end of the year. Compute the company's accounts 
receivable tu rnover for the year. 

Brief Exercise 7-3 Accounting for Notes Receivable 
O n ovember 1, 201 2, Gopher received a $50,000, 6%, 90-day promissory note. Identify and 
analyze the adjustment required on December 31, the end of the company's fiscal year. 

Brief Exercise 7-4 Accounting for Credit Card Sales 
O n July 20 , Wolve rine presents credit card drafts to its bank in the amoun t of $ 10,000; the 
collection charge is 4%. Identify and analyze the transaction on Wolverine's books on July 20, 
the date of deposit. 

Brief Exercise 7-5 Accounting for Sale of Stock 
O n March 5, Spartan sold stock in another company for $12,300 . Spartan bought the stock on 
February 14 for $ 10,100. Identify and analyze the transaction on Spartan's books on March 5. 

Brief Exercise 7-6 Accounts Receivable on the Statement of Cash 
Flows 
Wildcat started the year with $25 ,000 in accoun ts receivable and ended the year with $40,000 in 
the account. Describe how info rmation regarding the company's accounts receivable should be 
refl ected on its statement of cash fl ows, assuming use of the indirect method. 

EXERCISES 

Exercise 7-1 Comparison of the Direct Write-Off and Allowance 
Methods of Accounting for Bad Debts 
In its fi rst year of business, Rideaway Bikes has net income of $ 145,000 , exclusive of any adjust­
ment for bad debts expense. T he president of the company has asked you to calcu late net income 
under each of two alternatives of accounting for bad debts: the direct wri te-off method and the 
allowance method. T he president would like to use the method that will result in the higher net 
income. So far, no adjustments have been made to write off uncollectiblc accounts or to estimate 
bad debts . T he relevant data are as fo llows: 

Write-offs of uncollect ible accounts during the year 
Net credit sales 
Estimated percentage of net credit sales that w ill be uncollectible 

Required 

$ 10,500 
$650,000 

2% 

Compute net income under each of the two alternatives. Does Rideaway have a choice as to 
which method to use? l f so, should it base its choice on which method will resul t in the higher 
net income? (Ignore income taxes. ) Explain . 

L01 
EXAMPLE 7-2 

L02 
EXAMPLE 7-7 

L03 
EXAMPLE 7-8 

L04 
EXAMPLE 7-9 
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L01~xercise 7-2 Allowance Method of Accounting for Bad Debts­
EXAMPLE 7-2, 7-4, 7-5 Comparison of the Two Approaches 

L01 
EXAMPLE 7-2, 7-3 

L01 
EXAMPLE 7-6 

Kandel Company had the following data available for 2012 (before making any adjustments): 

Required 

Accounts receivable, 12/31/12 
Allowance for doubtful accounts 
Net credit sales, 2012 

$320, 100 
2,600 

834,000 

1. Identify and analyze the adjustment to recognize bad debts under the following assumptions: 
(a) bad debts expense is expected to be 2% of net credit sales for the year and (b) Kandel 
expects it will not be able to collect 6% of the balance in accounts receivable at year-end. 

2. Assume instead that the balance in the allowance account is a negative $2,600. How will this 
affect your answers to part ( l )? 

Exercise 7-3 Working Backward: Allowance for Doubtful Accounts 
Olson Corp. reported the following in the Current Assets section of its December 31, 2012, 
balance sheet: 

Accounts receivable, net of allowances 
of $5,000 and $3,000, respectively 

12/31/12 

$54,000 

12/31/11 

$48,000 

During 2012, Olson recorded $80,000 of sales on credit and wrote off $4,000 of uncollectible 
accounts. 

Required 

1. Determine the amount of cash collected during 2012 from sales on credit. 
2 . Determine the amount of bad debts expense for 2012 . 

Exercise 7-4 Using an Aging Schedule to Account for Bad Debts 
Carter Company sells on credit with terms of n/ 30. For the $500,000 of accounts at the end of 
the year that are not overdue, there is a 90% probability of collection. For the $200,000 of 
accounts that are less than a month past due, Carter estimates the likelihood of collection going 
down to 70%. The probability of collecting the $100,000 of accounts more than a month past 
due is estimated to be 25%. 

Required 

1. Prepare an aging schedule to estimate the amount of uncollectible accounts. 
2. On the basis of the schedule in part ( 1 ), identify and analyze the adjustment needed to 

estimate bad debts. Assume that the balance in Allowance for Doubtful Accounts is 
$20,000. 

L02 Exercise 7-5 Accounts Receivable Turnover for General Mills 
EXAMPLE 7-7 The 2010 annual report of General Mills (the maker of Cheerios® and Wheaties®) reported the 

following amounts (in millions of dollars ): 

Required 

Net sales, for the year ended May 30, 2010 
Receivables. May 30, 201 0 
Receivables. May 31, 2009 

$14.796.5 
1,041 .6 

953 .4 

1. Compute General Mills's accounts receivable turnover ratio for the year ended May 30, 
2010. (Assume that all sales are on credit. ) 

2 . What is the average collection period in days for an account receivable? Explain your answer. 
3. Give some examples of the types of customers you would expect General Mills to have. Do 

you think the average collection period for sales to these customers is reasonable? What other 
information do you need to fully answer that question? 



Exercises 

Exercise 7-6 Working Backward: Accounts Receivable Turnover 
It takes Carlson Corp. 30 days on average to collect its accounts receivable. The company began 
the year with $10,500 in accounts receivable. Sales on credit for the year amounted to $150,000. 

Required 

Assuming 360 days in a year, determine the amount of Carlson's accounts receivable at the end 
of the year. 

Exercise 7-7 Notes Receivable 
On September 1, 2012, Dougherty Corp. accepted a six-month, 7%, $45,000 interest-bearing 
note from Rozelle Company in payment of an accmmts receivable. Dougherty's year-end is 
December 31. Rozelle paid the note and interest on the due date. 

Required 

1. Who is the maker and who is the payee of the note? 
2. What is the maturity date of the note? 
3. Identify and analyze the effect of the transactions or adjustments to be recorded on each of 

the following dates: 
a. September 1, 2012 
b. December 31, 2012 
c. March 1, 2013 

Exercise 7-8 Working Backward: Notes Receivable 
On December 1, 2012, Roper Corp. accepted a two-month, $24,000 interest-bearing note from 
a customer in payment of an accounts receivable. On December 31, 2012, Roper made an 
adjustment with the following effect on the accounting equation: 

ACTIVITY: Operating 
ACCOUNTS: Interest Receivable Increase Interest Revenue Increase 

STATEMENT(S): Balance Sheet and Income Statement 

L02 
EXAMPLE 7-7 

L03 
EXAMPLE 7-8 

L03 
EXAMPLE 7-8 

Balance Sheet Income Statement 

STOCKHOLDERS' _...,__ ______________ NET 

365 

ASSETS LIABILITIES + EQUITY REVENUES EXPENSES INCOME 

Interest 
Receivable 

200 Interest 200 
200 Revenue 200 

Required 

1. What is the interest rate on the note? Explain your answer. 
2 . Identify and analyze the transaction recorded on January 31 , 2013, when the company col­

lects the principal and interest on the note. 

Exercise 7-9 Credit Card Sales 
Darlene's Diner accepts American Express® cre<lit cards from its customers. Darlene's is closed 
on Sundays and on that day records the weekly sales and remits the cre<lit card drafts to American 
Express. For the week ending on Sunday, June 12, cash sales totaled $2,430 and credit card sales 
amounted to $3,500. On June 15, Darlene's received $3,360 from American Express as payment 
for the credit card drafts. Identify and analyze the transactions on June 12 and June 15 . As a per­
centage, what collection fee is American Express charging Darlene? 

Exercise 7-10 Certificate of Deposit 
On May 31, 2012, Elmer Corp. purchased a 120-day, 9% certificate of deposit for $50,000 . T he 
CD was redeemed on September 28, 2012 . Identify and analyze the adjustments on Elmer's 
books to account for: 

(Continued) 
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a. T he purchase of the CD . 
b. The accrual of interest adjustment for interest earned through June 30, the end of the com­

pany's fiscal year. 
c. T he redemption of the CD. 

Assume 360 days in a year. 

LOS Exercise 7-11 Classification of Cash Equivalents and Investments on a 
Balance Sheet 

LOS 
EXAMPLE 7-11 

LOS 
EXAMPLE 7-12 

Classify each of the following items as a cash equivalent (CE ), a short-term investment (STI), or 
a long-term investment (LTI ). 

1. A 120-day certificate of deposit . 
2. T hree hundred shares of GM common stock. The company plans on selling the stock in six 

months. 
3. A six-month U.S Treasury bill. 
4 . A 60-day certi ficate of deposit. 
5. Ford Motor Co. bonds maturing in 15 years. T he company intends to hold the bonds until 

mantri ty. 
6. Commercial paper issued by ABC Corp., maturing in four months. 
7. Five hundred shares of Chrysler common stock. T he company plans to sell the stock in 60 

days to help pay for a note due at diat time at die bank. 
8. Two hundred shares of GE preferred stock. The company intends to hold die stock for ten 

years and then sell it to help finance constrnction of a new factory. 
9 . Ten-year U.S. Treasury bonds. The company plans to sell the bonds on the open market in 

six mond1s . 
10. A 90-day U.S . Treasury bi ll. 

Exercise 7-12 Purchase and Sale of Bonds 
Starship Enterprises enters in to the following transactions during 2012 and 2013: 

2012 
Jan. 1: 

June 30: 
Dec. 31 : 

2013 
Jan. 1: 

Required 

Purchased $100,000 face value ofNoriliern Lights Inc. bonds at face val ue. 
T he newly issued bonds have an interest rate of 8% paid semiannually on June 30 
and December 31. The bonds mature in five years. 
Received interest on the Northern Lights Inc. bonds. 
Received interest on die Northern Lights Inc. bonds. 

Sold the Northern Lights Inc. bonds fo r $1 02,000. 

1. Identify and analyze all transactions on Starship's records to account for its investment in the 
Nordiern Lights bonds. 

2. Why was Starship able to sell its Northern Lights bonds for $102,000? 

Exercise 7-13 Investment in Stock 
On October 1, 2012, Chicago Corp . purchases 1,000 shares of the preferred stock of Denver 
Corp. fo r $40 per share. Chicago pays another $1,000 in commissions. On October 20, 201 2, 
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 

Identify and analyze all transactions on Chicago's books in connection widi its investment, begin­
ning wid1 the purchase of the preferred stock on October 1, 2012; the dividend received on 
October 20, 2012; and die sale on November 5, 2012. 



Multi-Concept Exercise 

Exercise 7-14 Investment in Stock 
On August 15, 2012, Cubs Corp. purchases 5,000 shares of common stock in Sox Inc. at a mar­
ket price of $15 per share. In addition, Cubs pays brokerage fees of $1,000. On October 20, 
2012, C ubs sells the Sox stock for $10 per share. 

Required 

Identify and analyze all transactions on Cubs's books in connection with the investment begin­
ning with the purchase of the common stock on August 15, 2012, and the sale on October 20, 
2012. 

Exercise 7-15 Working Backward: Investment in Stock 
On its December 31, 2012, income statement, Durango reported a loss on sale of stock of 
$4,500. The loss resulted from the sale of 2,000 shares of ABC Corp. stock that Durango pur­
chased during 2012 at $25 per share, excluding $500 in commissions to buy the shares. 

Required 

Determine the amount of cash Durango received from the sale of the ABC stock. 

Exercise 7-16 Impact of Transactions Involving Receivables on 
Statement of Cash Flows 
From the following list, identify whether the change in the account balance during the year 
would be added to or deducted from net income when the indirect method is used to determine 
cash flows from operating activities: 

Increase in accounts receivable 
Decrease in accounts receivable 
Increase in notes receivable 
Decrease in notes receivable 

Exercise 7-17 Working Backward: Accounts Receivable and the 
Statement of Cash Flows 
Troy Corp.'s statement of cash flows reported an addition of $2,000 for the change in the 
Accounts Receivable accatmt during the year. Sales on account for the year amounted to $24,500. 

Required 

Determine the cash collected on accounts receivable for the year. 

Exercise 7-18 Cash Collections-Direct Method 
Emily Enterprises' comparative balance sheets included accounts receivable of $224,600 at December 
31, 2011, and $205,700 at December 31, 2012. Sales reported on Emily's 2012 income statement 
amounted to $2,250,000. What is the arnow1t of cash collections that Emily will report in the Operat­
ing Activities category of its 2012 statement of cash flows assuming that the direct method is used? 

MULTI-CONCEPT EXERCISE 

Exercise 7-19 Impact of Transactions Involving Cash, Investments, 
and Receivables on Statement of Cash Flows 
From the following list, identify each item as operating (0 ), investing (I ), financing (F), or not 
separately reported on the statement of cash flows (N). Assume that the indirect method is used 
to determine the cash flows from operating activities. 

Purchase of cash equivalents 
Redemption of cash equivalents 
Purchase of investments 
Sale of investments 
Write-off of customer account (under the allowance method) 

LOS 
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PROBLEMS 

L01 Problem 7-1 Allowance Method for Accounting for Bad Debts 
At the beginning of 2012, EZ Tech Company's Accounts Receivable balance was $ 140,000 , and 
the balance in Allowance for Doubtful Accounts was $2,350 . EZ Tech 's sales in 2012 were 
$ 1,05 0,000, 80% of which were on credit . Collections on account during the year were 
$670,000 . T he company wrote off $4,000 of uncollectible accounts during the year. 

Required 

1. Identify and analyze the transactions related to the sale, collections, and write-offs of 
accounts receivable during 201 2. 

2 . Identi fy and analyze the adj ustments to recognize bad debts assuming that (a) bad debts 
expense is 3% of credit sales and (b) amounts expected to be uncollectible are 6% of the year­
end accounts receivable. 

3. What is the net realizable value of accounts receivable on December 31, 201 2, under each 
assumption in part (2 )? 

4. What effect does the recognition of bad debts expense have on the net reali zable value? What 
effect docs the write-off of accounts have on the net realizable value? 

L01 Problem 7-2 Using an Aging Schedule to Account for Bad Debts 
Sparkle Jewels distributes fine stones. It sells on credit to retail jewelry stores and extends terms 
that req uire the stores to pay in 60 days . For accounts tliat are not overdue, Sparkle has fo und 
that there is a 9 5% probabili ty of collection. For accounts up to one month past due, the likeli­
hood of collection decreases to 80%. If accounts are between one and two months past due, the 
probabili ty of collectio n is 60%, and if an account is over two montl1s past due, Sparkle Jewels 
estimates only a 40% chance of collecting tl1c receivable. 

O n December 31 , 201 2, the credit balance in Allowance fo r Doubtful Accounts is $12,300 . 
T he amounts of gross receivables by age on this date are as fo llows: 

Required 

Category 

Current 
Past due: 

Less than one month 
One to two months 
Over two months 

Amount 

$200,000 

45,000 
25,000 

1,000 

1. Prepare a schedule to estimate the amount of uncollectible accounts at December 31, 201 2. 
2. O n the basis of the schedule in part (1), identify and analyze the adjustment on December 31, 

2012, to estimate bad debts . 
3. Show how accounts receivable would be presented on the December 31, 201 2, balance sheet. 

L02 Problem 7-3 Accounts Receivable Turnover for The Coca-Cola 
Company and PepsiCo 
T he fo llovving information was summarized from the 2010 ann ual report of The Coca-Cola 
Company: 

Trade accounts receivable, less allowances 
of $48 and $55, respectively 
December 31, 2010 
December 31, 2009 

Net operating revenues for the year ended 
December 31 : 
2010 
2009 

(In millions) 

$ 4,430 
3,758 

35, 119 
30,990 



Problems 

The following information was summarized from the 2010 annual report of PepsiCo: 

(In millions) 

Required 

Accounts and notes receivable, net 
December 25, 2010 
December 26, 2009 

Net revenue for the year ended : 
December 25, 2010 
December 26, 2009 

$ 6,323 
4,624 

57,838 
43,232 

1. Calculate the accounts receivable turnover ratios for T he Coca-Cola Company and PepsiCo 
for 2010. 

2. Calculate the average collection period, in days, for both companies for 2010. Comment o n 
the reasonableness of the collection periods for these companies considering the nature of 
their business. 

3. Which company appears to be performing better? What other information should you con­
sider in determining how these companies are performing? 

Problem 7-4 Credit Card Sales 
Gas stations sometimes sell gasoline at a lower price to customers who pay cash than to customers 
who use a credit card. A local gas station owner pays 2% of the sales price to the credit card com­
pany when customers pay with a credit card. T he owner pays $0.75 per gallon of gasoline and 
must earn at least $0 .25 per gallon of gross margin to stay competitive. 

Required 

1. Determine the price the owner must charge credit card customers to maintain the station's 
gross margin. 

2. How much discount could the owner offer to cash customers and still maintain the same 
gross margin? 

Problem 7-5 Investments in Bonds and Stock 
Swartz Inc. enters into the fo llowi ng transactions during 2012: 

July 1: 

Oct. 23: 
Nov. 2 1: 
Dec. 10: 

Dec. 28: 
Dec. 31: 

Required 

Paid $10,000 to acquire on the open market $ 10,000 face value of Gallatin bonds . 
The bonds have a stated annual interest rate of 6% with interest paid semiannually 
on June 30 and December 31. The bonds mature in 51/2 years. 
Purchased 600 shares of Eagle Rock common stock at $20 per share. 
Purchased 200 shares of Montana preferred stock at $30 per share. 
Received dividends of $1.50 per share on the Eagle Rock stock and $2.00 per 
share on the Montana stock. 
Sold 400 shares of Eagle Rock common stock at $25 per share . 
Received interest from the Gallatin bonds. 

Identify and analyze all transactions on Swartz's records to accow1t for its investments during 2012. 

Problem 7-6 Investments in Stock 
Atlas Superstores occasionally finds itself witl1 excess cash to invest and consequently entered into 
the following transactions during 2012: 

Jan . 15: 

May 23: 
June 1: 
Oct. 20: 
Dec. 15 : 

Purchased 200 shares of Bassett common stock at $50 per share, plus $500 in 
commissions. 
Received dividends of $2 per share on tl1e Bassett stock. 
Purchased 100 shares of Boxer stock at $74 per share, plus $300 in commissions . 
Sold all of the Bassett stock at $42 per share, less commissions of $400 . 
Received notification from Boxer that a $ 1.50-per-share dividend had been 
declared . The checks wi ll be mailed to stockholders on January 10, 2013. 
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Required 

Identify and analyze all transactions on the books of Atlas Superstores during 2012 , including 
any necessary adjustment on December 15 when the dividend was declared . 

LOG Problem 7-7 Effects of Changes in Receivable Balances on Statement 
of Cash Flows 
Stegner Inc. reported net income of$130,000 for the year ended December 31, 2012. The fol ­
lowing items were included on Stegner's balance sheets at December 31 , 2012 and 2011: 

Cash 

Accounts receivable 

Notes receivable 

12/31/12 

$105,000 

223,000 

95,000 

12/31/11 

$110,000 
83,000 

100,000 

Stegner uses the indirect method to prepare its statement of cash flows. Stegner docs not have 
any other current assets or current liabilities and did not enter into any investing or financing 
activities during 2012. 

Required 

1. Prepare Stegner's 2012 statement of cash flows. 
2 . Draft a brief memo to the owner to explain why cash decreased during a profitable year. 

MULTI-CONCEPT PROBLEM 

L01 • 3 Problem 7-8 Accounts and Notes Receivable 
Lenox Corp. sold merchandise for $5,000 to M . Baxter on May 15 , 2012, with payment due in 
30 days. Subsequent to this, Baxter experienced cash flow problems and was unable to pay its 
debt. On August 10, 2012 , Lenox stopped trying to collect the outstanding receivable from 
Baxter and wrote off the account as uncollectible. On December 1, 2012, Baxter sent Lenox a 
check for $ 1,000 and offered to sign a two-month, 9%, $4,000 promissory note to satisfy the 
remaining obligation. Baxter paid the entire amount due Lenox, with interest, on January 31, 
2013. Lenox ends its accounti ng year on December 31 each year and uses the allowance method 
to account for bad debts. 

Required 

1. Identify and analyze all transactions on the books of Lenox Corp. from May 15, 2012 to 
January 31, 2013 . 

2. Why would Baxter bother to send Lenox a check for $ 1,000 on December 1 and agree to 
sign a note for the balance, given that such a long period ohime had passed since the origi­
nal purchase? 

ALTERNATE PROBLEMS 

L01 Problem 7-1A Allowance Method for Accounting for Bad Debts 
At the beginning of2012, Miyazaki Company's Accounts Receivable balance was $ 105 ,000, and 
the balance in Allowance for Doubtful Accounts was $ 1,950 . Miyazaki's sales in 2012 were 
$787,500, 80% of which were on credit. Collections on account during the year were $502,500. 
T he company wrote off $3,000 of uncollectible accounts during the year. 

Required 

1. Identi fy and analyze the transactions related to the sales, collections, and write-offs of 
accounts receivable during 2012. 

2. Identify and analyze the adjustments to recognize bad debts assuming that (a) bad debts 
expense is 3% of credit sales and (b) amounts expected to be uncollectible are 6% of the year­
end accounts receivable. 



Alternate Problems 

3. What is the net realizable value of accoun ts receivable on December 31, 201 2, under each 
assumption in part (2 )? 

4. What effect does the recognition of bad debts expense have on the net reali zable value? What 
effect does the write-off of accounts have on the net reali zable value? 

Problem 7-2A Using an Aging Schedule to Account for Bad Debts L01 
Rough Stu ff is a distributor of large rocks. It sells on credi t to commercial landscaping companies 
and extends terms that req uire customers to pay in 60 days. For accounts that are not overdue, 
Rough Stuff has found that there is a 90% probabili ty of collection. For accounts up to one 
month past due, the li kelihood of collection decreases to 75%. If accounts are between one and 
two months past due, the probability of collection is 65%, and if an account is over two months 
past due, Rough Stuff estimates only a 25% chance of collecting the receivable . 

On December 3 1, 201 2, the balance in Al lowance for Doubtful Accounts is $34,590. T he 
amounts of gross receivables, by age , on this date are as fo llows: 

Required 

Category 

Current 
Past due: 

Less than one month 
One to two months 
Over two months 

Amount 

$200,000 

60,300 
35,000 
45,000 

1. Prepare a schedu le to estimate the amount of uncollectible accoun ts at December 31, 20 12. 
2. Rough Stuff knows that $40,000 of the $45,000 amo unt that is more than two months 

overdue is d ue fro m one customer that is in severe fin ancial trouble. It is ru mored that the 
customer will be filing for bankruptcy in the near fu ture. As controller for Rough Stuff, how 
would you hand le this situation? 

3. Show how accounts receivable would be presented on the December 31, 20 12, balance 
sheet . 

Problem 7-3A Accounts Receivable Turnover for The Hershey 
Company and Kraft Foods, Inc. 
T he following information was summarized from a recent annual report of The Hershey 
Company: 

Accounts receivable-trade: 
December 31, 2010 
December 31, 2009 

Net sales for the year ended: 
December 31, 2010 
December 31, 2009 

(In thousands) 

$ 390,061 
410,390 

5,671,009 
5,298,668 

The fo llowing information was summarized from a recent annual report of Kraft Foods, 
Inc. : 

Receivables. net of allowances of $246 and 
$121, respectively 
December 31, 2010 
December 31, 2009 

Net revenues for the year ended: 
December 31, 2010 
December 31, 2009 

(In millions) 

$ 6,539 
5,197 

49,207 
40,386 
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Required 

1. Calculate the accounts receivable turnover ratios for The Hershey Company and Kraft 
Foods, Inc., for the most recent year. 

2. Calculate the average collection period, in days, for both companies for the most recent year. 
Comment on the reasonableness of the collection periods for these companies considering 
the nature of their business. 

3. Which company appears to be performing better? What other information should you con­
sider in determining how these companies are performing? 

L04 Problem 7-4A Credit Card Sales 
A local fast-food store is considering accepting major credit cards in its outlets. Current annual 
sales are $800,000 per outlet. T he company can purchase the equipment needed to handle credit 
cards and have an additional phone line installed in each outlet for approximately $800 per out­
let. The equipment will be an expense in the year it is installed. The employee training time is 
minimal. The credit card company will charge a fee equal to 1.5% of sales for the use of credit 
cards. The company is unable to determine by how much, if any, sales will increase and whetl1er 
cash customers will use a credit card rather tl1an cash. No other fast-food stores in tl1e local area 
accept credit cards for sales payment. 

Required 

1. Assuming tl1at only 5% of existing cash customers will use a credit card, what increase in sales 
is necessa1y to pay for tl1e credit card equipment in the first year? 

2. What otl1er factors might tl1e company consider in addition to an increase in sales dollars? 

LOS Problem 7-5A Investments in Bonds and Stock 
Vermont Corp. enters into the following transactions during 2012: 

July 1: 

Oct. 23: 
Nov. 21: 
Dec. 10: 

Dec. 28: 
Dec. 31: 

Required 

Paid $10,000 to acquire on the open market $10,000 face value of Maine bonds. 
The bonds have a stated annual interest rate of 8% witl1 interest paid semiannually 
on June 30 and December 31. The remaining life of the bonds on the date of 
purchase is 31/2 years. 
Purchased 1,000 shares ofVirginia common stock at $15 per share. 
Purchased 600 shares of Carolina preferred stock at $8 per share. 
Received dividends of $0.50 per share on tl1e Virginia stock and $1.00 per share on 
the Carolina stock. 
Sold 700 shares ofVirginia common stock at $19 per share. 
Received interest from tl1e Maine bonds. 

ldentif)r and analyze all transactions on Vermont's records to account for its investments during 
2012. 

LOS Problem 7-6A Investments in Stock 
Trendy Supercenter occasionally finds itself with excess cash to invest and consequently entered 
into tl1e following transactions during 2012: 

Jan . 15: 

May 23: 
June 1: 
Oct. 20: 
Dec. 15: 

Required 

Purchased 100 shares of BMI common stock at $130 per share, plus $250 in 
comm1ss1ons. 
Received dividends of $1 per share on the BMI stock. 
Purchased 200 shares of MG stock at $60 per share, plus $300 in commissions. 
Sold all of the BMI stock at $140 per share, less commissions of $400. 
Received notification from MG tl1at a $0.75-per-share dividend had been declared. 
The checks will be mailed to stockholders on January 10, 2013. 

Identify and analyze all transactions on the books of Trendy Supercenter during 2012, including 
any necessary adjustment on December 15 when tl1e dividend was declared. 



Decision Cases 

Problem 7-7A Effects of Changes in Receivable Balances on 
Statement of Cash Flows 
St. Charles Antique Market reported a net loss of $6,000 for the year ended December 31, 
2012. The following items were included on St. Charles Antiq ue Market's balance sheets at De­
cember 31, 2012 and 2011: 

Cash 
Accounts receivable 
Notes receivable 

12/31/12 12/31/11 

$ 36,300 
79,000 

112,600 

$ 3, 100 
126,000 
104,800 

St. Charles Antique Market uses the indirect method to prepare its statement of cash flows. It 
does not have any other current assets or current liabilities and did not enter into any investing or 
financing activities during 2012. 

Required 

1. Prepare St. Charles Antique Market's 2012 statement of cash flows. 
2. Draft a brief memo to the owner to explain why cash increased during such an unprofitable 

year. 

ALTERNATE MULTI-CONCEPT PROBLEM 

Problem 7-SA Accounts and Notes Receivable 
Tuscon Inc. sold merchandise for $6,000 to P. Paxton on July 31, 2012, with payment due in 
30 days. Subsequent to this, Paxton experienced cash flow problems and was unable to pay its 
debt. On December 24, 2012, Tuscon stopped trying to collect the outstanding receivable from 
Paxton and wrote off the account as uncollectible. On January 15, 2013, Paxton sent Tuscon a 
check for $1,500 and offered to sign a two-month, 8%, $4,500 promissory note to satisfy the 
remaining obligation. Paxton paid the entire amount due Tuscon, with interest, on March 15, 
2013. Tuscon ends its accounting year on December 31 each year. 

Required 

1. Identify and analyze all transactions on the books of Tuscon Inc. from July 31, 2012, to 
March 15, 2013. 

2. Why would Paxton bother to send Tuscon a check for $1,500 on January 15 and agree to 
sign a note for the balance, given that such a long period of time had passed since the origi­
nal purchase? 

DECISION CASES 

Reading and Interpreting Financial Statements 

Decision Case 7-1 Reading Kraft Foods, lnc.'s Balance Sheet: 
Receivables 
The following current asset appears on the balance sheet in Kraft Foods, lnc.'s 2010 annual 
report (amounts in millions of dollars ): 

Required 

Receivables (net of allowances of $246 in 
2010and$121 in2009) 

12/31/10 12/31/09 

$6,539 $5, 197 

1. What is the balance in Kraft Foods, Inc.'s Allowance for Doubtful Accounts at the end of 
2010 and 2009? 
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2. What is the net realizable value of Kraft Foods, lnc.'s receivables at the end of each of these 
two years? 

3. What caused increases in the al lowance account during 2010? What caused decreases? 
Explain what a net increase in the accow1t for the year means. 

L01 • 6 Decision Case 7-2 Reading Apple Computer's Statement of Cash 
Flows 
The following items appeared in the Investing Activities section of Apple Computer's 2010 
statement of cash flows. (All amounts are in mi ll ions of dollars. ) 

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) 

Required 

l. What amoun t did Apple spend in 2010 to purchase marketable securities? How does this 
amount compare to the amou nts spent in the two prior years? 

2 . What amount did Apple receive from marketable securities that matured in 2010? How does 
this amount compare to the amounts received in the two prior years? 

3. The third line in the preceding excerpt reports proceeds from sales, rather than maturities, of 
marketable securities. Why would certain types of marketable securities mature whi le others 
would be sold? 

L02 Decision Case 7-3 Comparing Two Companies in the Same Industry: 
Kellogg's and General Mills 
Refer to the financial statement information of Kellogg's and General Mills reprod uced at the 
end of this book. 

Required 

1. Calculate the accounts receivable turnover ratios for both companies for the most recent 
year. 

2. Calculate the average length of time it takes each company to collect its accounts receivable. 
3. Compare the two companies on the basis of your calculations in parts (1) and (2). 

Making Financial Decisions 

L01 • 5 Decision Case 7-4 Liquidity 
Oak and Maple both provide computer consulting services to their clients. The following are the 
current assets for each company at the end of the year. (All amounts are in millions of dollars. ) 

Required 

Cash 
Six-month certificates of deposit 
Short-term investments in stock 
Accounts receivable 
Allowance for doubtful accounts 

Total current assets 

Oak 

$10 

9 
0 

15 
(1) 

$33 

Maple 

$ 5 
0 
6 

23 
(1) 

$33 

As a loan officer for First National Bank of Verona Heights, assume that both companies have 
come to you asking for a $10 million, six-month loan. If you could lend money to only one of 
the two, which one would it be? Justify your answer by wri ting a brief memo to the president of 
the bank. 



Answers to Pod Review 

Ethical Decision Making 

Decision Case 7-5 Notes Receivable 
Patterson Company is a large diversified business with a unit that sells commercial real estate. As 
a company, Patterson has been profitable in recent years with the exception of the real estate 
business, where economic condjtions have resulted in weak sales. The vice president of the real 
estate division is aware of the poor performance of ills group and needs to find ways to "show a 
profit." 

During the current year, the division is successful in selling a 100-acre tract ofland for a new 
shopping center. The original cost of the property to Patterson was $4 million. The buyer has 
agreed to sign a $10 million note with payments of $2 million due at the end of each of the next 
five years. The property was appraised late last year at a market value of $7.5 million. The vice 
president has come to you, the controller, asking that you record a sale for $10 million with a 
corresponding increase in Notes Receivable for $10 million . 

Required 

1. Does the suggestion by the vice president as to how to record the sale violate any accounting 
principle? If so, explain the principle it violates. 

2. What would you do? Write a brief memo to the vice president explaining the proper account­
i11g for the sale. 

SOLUTIONS TO IffiY TERMS QUIZ 

21 Account receivable 
___!1_ Subsidiary ledger 

14 Control account 
13 Direct write-off method 
3 Allowance method 

20 Allowance for doubtful accounts 
_ l_l_ Aging schedule 
__ 5_ Promissory note 

10 Maker 
__ 4_ Payee 

8 Note receivable 

_6_ Note payable 
___!L Principal 
__!2__ Maturity date 

18 Term 
--1.Z_ Maturity value 

15 Interest 
7 Credit card draft 

__ 9_ Discounting 
__ l _ Equity securities 

2 Debt securities 

ANSWERS TO POD REVIEW 

L01 
L02 
L03 

1. b 
1. c 
1. c 

2. c 
2.a 
2.b 

3. b L04 
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1. c 
1. b 
1. b 

2. b 
2. c 
2. a 
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Operating Assets: 
Property, Plant, and 

Equipment, and Intangibles 

AFTER STUDYING THIS CHAPTER, YOU SHOULD BE ABLE TO: 

L01 Understand balance sheet disclosures for 
operating assets. 

L02 Determine the acquisition cost of an 
operating asset. 

L03 Explain how to calculate the acquisition 
cost of assets purchased for a lump sum. 

L Describe the impact of capita lizing interest 
as part of the acquisition cost of an asset. 

LOS Compare depreciation methods and 
understand the factors affecting the 
choice of method . 

L06 Understand the impact of a change in the 
estimate of the asset life or res idual value . 

A Look at Previous Chapters Chapter 7 presented 
the accounting for a company's current assets of accounts 
receivable, notes receivable, and investments. These 
assets are important aspects of short-term liquidity. 

A Look at This Chapter This chapter examines a com­
pany's operating assets of property, plant, and equipment 
as well as intangibles. These assets are an important 

L07 Determine which expenditures should be 
capitalized as asset costs and which 
shou ld be treated as expenses . 

LOB Analyze the effect of the disposal of an 
asset at a gain or loss. 

L09 Understand the balance sheet 
presentation of intangible assets. 

L010 Understand the proper amortization of 
intangible assets. 

L011 Explain the impact that long-term assets 
have on the statement of cash flows . 

L012 Understand how investors can analyze a 
company's operating assets. 

indicator of a company's ability to produce revenue in the 
long term. 

A Look at Upcoming Chapters Later chapters 
discuss the financing of long-term assets. Chapter 10 
presents long-term liabilities as a source of financing . 
Chapter 11 describes the use of stock as a source of 
funds for financing long-term assets. 



I Nike is the largest seller of athletic footwear, apparel, equip-

1 ment, and accessories in the world. Reaching this position 

1 of dominance requires a large investment in property, plant, 
0 

and equipment. The Nike World Campus, owned by Nike 

and located in Beaverton, Oregon, is a 176-acre facility of 16 

buildings that functions as the world headquarters and is 

occupied by almost 6,000 employees. The company has 

distribution and customer service facilities in Tennessee, 

Oregon, and New Hampshire as well as in Japan and 

Europe. At May 31, 2010, the company's balance sheet indi­

cates more than $1.9 billion of property, plant, and equip-

ment. The company's decisions to continually invest in new 

plant and equipment are vital to its future. Investors and 

others who read Nike's financial statements must analyze its 

tangible assets to gauge its ability to generate future profits. 

But Nike's intangible assets are equally important. The 

Nike brand name and company logo are some of the most 

recognizable in the world. In fact, Nike believes its NIKE® and 

Swoosh Design® trademarks are among its most valuable 

assets and has registered them in over 100 countries. In addi­

tion, the company owns many other trademarks, including 

the Converse®, Chuck Taylor®, All Star®, and One Star® line 

of athletic footwear and the Cole Haan® and Bragano® brands 

of apparel and accessories. Nike also has valuable licenses 

and patents on its revolutionary footwear production method 

known as "Air" technology. A portion of Nike's growth has 

come from acquiring other sports-related companies. A large 

portion of the purchase in such Nike acquisitions represents 

the intangible asset of goodwill. These acquisitions have 

strengthened Nike's already dominant position in the athletic 

footwear, apparel, and equipment industry. 

Accountants have had to consider carefully the account­

ing for all long-lived assets, but especially for intangible 

assets. Investors must be able to read Nike's financial state-

ments and understand how these assets influence the value 

of the company. The stock price should accurately reflect the 

value of those assets and the company's ability to use the 

assets wisely. 

The accompanying partial balance sheet presents Nike's 

property, plant, and equipment and its intangible assets. 

Why is the chapter important? 

• You need to know what financial statement information 

is available on the balance sheet for a company's 

operating assets. (See pp. 378-379.) 

• You need to know how a company calculates the cost of 

its operating assets and how a company should depreci-

ate or amortize those assets. (See pp. 379-382.) 

• You need to know how to analyze the operating assets 

portion of the balance sheet when evaluating a 

company. (See pp. 402-406.) 

This chapter, and the accompanying financial statements of 

Nike and other companies, will help you as you study the 

accounting for operating assets. 
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Nike, Inc. Consolidated Balance Sheets 

May31 , 

2010 2009 

Assets (In millions) 

Current assets : 

Cash and equivalents $ 3,079.1 $ 2,291.1 

Short-term investments 2,066.8 1.1 64.0 

Accounts receivable, net 2,649.8 2,883.9 

Inventories 2,040.8 2,357.0 

Deferred income taxes 248.8 272.4 

Prepaid expenses and other current assets 873.9 765.6 

Total current assets 

Property, plant and equipment, net 

Identifiable intangible assets, net 

Goodwill 

Deferred income taxes and other assets 

Total assets 

L01 Understand balance sheet 
disclosures for operating assets. 

10,959.2 

1,931 .9 

467.0 

187.6 

873.6 

$14,419.3 

Operating Assets: Property, Plant, 
and Equipment 

9,734.0 

1,957.7 

467.4 

193.5 

897.0 

$13,249.6 

OVERVIEW: Operating assets are generally presented in two categories on the 
balance sheet: (1) Property, Plant and Equipment and (2) Intangible Assets. They are 
presented at their acquisition cost (or historical cost) that includes all normal and nec­
essary costs to acquire an asset and prepare it for its intended use. When more than 
one asset is purchased for a lump-sum price, the acquisition cost of each individual 
asset must be determined using the proportionate fair market value of each asset. In­
terest is not a part of the cost of the related asset. An exception is made if the company 
constructs an asset. A portion of the interest during the construction period is consid­
ered part of the acquisition cost of the asset. 

Balance Sheet Presentation 
Operating assets constitute the major productive assets of many companies. Cur­
rent assets are important to a company's short-term liquidjty, but operating assets are 
absolutely essential to its long-term futme . These assets must be used to produce the 
goods or services the company sells to customers. The dollar amount invested in operat­
ing assets may be very large, as is the case with most manufacturing companies. On the 
other hand, operating assets on the balance sheet may be insignificant to a company's 
value, as is the case with a computer software firm and many of the so-called Internet 
firms . Users of financial statements must assess the operating assets to make important 
decisions. For example, lenders are interested in the value of the operating assets as col­
lateral when they make lending decisions. Investors must evaluate whether the operating 
assets indicate long-term potential and can provide a return to the stockholders. 

The terms used to describe the operating assets and the balance sheet presentation 
of those assets vary somewhat by company. Some fi rms refer to this category of assets as 
fixed or plant assets. Other fi rms present operating assets in two categories: tang ible assets 
and intangible assets. Nike, lnc.'s balance sheet uses one line item for pro.perty, plant, 
and equipment and presents the details I n the notes. Because the latter term can _______. 



Operating Assets: Property, Plant, and Equipment 

encompass a variety of items, we will use the more descriptive term in tangible assets for 
the second category. We begin by examining the accoun ting issues concerned with the 
first category: property, plant, and eq ui pment. 

The May 31, 2010, notes of Nike, Inc., present property, plant, and equipment 
shown below (in millions). Note that the acquisition costs of the land, buildings, ma­
chinery and equ ipment, leasehold improvements, and construction in process are stated 
and that the amoun t of accumulated depreciation is deducted to determine the net 
amount . The accumulated depreciation is related to the last four assets since land is not 
depreciable . 

Note 3 - Property, Plant and Equipment 

Property, plant and equipment included the following: 
As of May 31 , 

2010 2009 

(In millions) 

Land 

Buildings 

Machinery and equipment 

Leasehold improvements 

Construction in process 

Less accumulated depreciation 

$ 222.8 

951 .9 

2,217.5 

820.6 

177.0 

4,389.8 

2,457.9 

$1,931 .9 

L01 Understand ba lance sheet disclosures for operating assets. 

$ 221 .6 

974.0 

2,094.3 

802.0 

163.8 

4,255.7 

2,298.0 - --
$1,957 .7 

• Operating assets are the major productive assets of many companies, and investors must be able to evaluate the long-
term potential of these assets for a return on thei r investments. 

• Operating assets may be classified as being either tangible or intangible assets. 

• Tangible assets are referred to as property, plant, and equipment (or fixed assets) . 

• Intangible assets include goodwi ll , patents, copyrights, and various types of intellectual property. 

QUESTIONS Answers to these questions are on the last page of the chapter. 

1. The Property, Plant , and Equipment category should 2. What is the effect of accumulated depreciation in the 
include all of the fo llowing except Property, Plant, and Equipment category? 

a. land. 
b. buildings . 
c. equipment. 
t;llong-term investments. 

~ It decreases some accounts. 
b. It increases some accounts. 
c. There is no effect since accumulated depreciation is 

not part of the category. 
d. Accumulated depreciation is deducted from all 

accounts in the category. 

Acquisition of Property, Plant, and Equipment 
Assets classified as property, plant, and equipment are initially recorded at acquisition 
cost (also referred to as historical cost). As indicated in Nike's notes, these assets are nor­
mally presented on the balance sheet at original acquisition cost minus accumulated 
depreciation. It is important, however, to define the term acquisition cost (also known as 

L02 Determine the acquisition 
cost of an operating asset. 

379 



380 Chapter 8 Operating Assets: Property, Plant, and Equipment, and Intangibles 

Acquisition cost 
original cost ) in a more exact manner. What items should be included as part of the orig­
inal acquisition? Acquisition cost should include all of the costs that are normal and 
necessary to acquire the asset and prepare it for its intended use, such as The amount that includes all of the 

cost normally necessary to acquire 
an asset and prepare it for its 
intended use. 

Alternate term: Historical cost and 
original cost. 

• Purchase price 
• Taxes paid at time of purchase (for example, sales tax) 
• T ransportation charges 
• Installation costs 

An accountant must exercise carefu l judgment to determine which costs are " normal" 
and " necessary" and should be included in calculating the acquisition cost of operating 
assets. Acqu isition cost should not include expenditures unrelated to the acquisition 
(e .g., repair costs if an asset is damaged during installation) or costs inrnrred after the 
asset was installed and use begun . 

L02 Determine the acquisition cost of an operating asset. 

• Assets classified as property, plant, and equipment (or fixed assets) are in it ially recorded at the cost to acquire the 
assets, also referred to as historical cost. 

• Acquisit ion costs include those costs that are normal and necessary to acquire the asset and prepare it for its intended 
use. Generally, acquisition costs include purchase price, taxes paid at time of purchase, transportation charges, and 
installation costs. 

QUESTIONS Answers to these questions are on the last page of the chapter. 

1. Which of the following should not be included in the 2. Another term for acquisition cost is 
acquisition cost of property, plant, and equipment? a. fa ir market value. 

a. installation costs b. replacement cost. 
b. repair costs if an asset is damaged after purchase c. historical cost. 
c. taxes paid at time of purchase d. net realizable value . 
d. transportation costs 

L03 Explain how to calculate 
the acquisition cost of assets 
purchased for a lump sum. 

~ 

Group Purchase Quite often, a fi rm purchases several assets as a group and pays a 
lump-sum amount. T his is most common when a company purchases land and a build­
ing situated on it and pays a lump-sum amount for both. It is important to measure the 
acquisition cost of the land and the building separately. Land is not a depreciable asset, 
but the amount allocated to the building is subject to depreciation. In cases such as this, 
the purchase price should be allocated between land and building on the basis of the 
proportion of the fair market value of each. 

Example 8-1 Determining Cost When a Group of Assets Is Purchased 

Assume that on January 1, ExerCo purchased a building and the land on which it is situated 
for $1 00,000 . The accountant established the assets' fair market value on January 1 as 
fol lows: 

Land 

Building 

Total 

$ 30,000 

90,000 

$120,000 

~ Based on the estimated market values, the purchase price should be allocated as follows: 
~ Toland $100,000 x $30,000/$120,000 = $25,000 

To building $100,000 x $90,000/$120,000 = $75,000 

@ .................................................................... ~ 
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The effect of the transaction can be identified and analyzed as follows: 

ACTIVITY: Investing 

ACCOUNTS: Land Increase Building Increase Cash Decrease 

STATEMENT[SJ: Balance Sheet 

Balance Sheet Income Statement 

STOCKHOLDERS' ..._~-------------- NET 
ASSETS LIABILITIES + EQUITY REVENUES EXPENSES INCOME 

Land 
Building 
Cash 

25,000 
75,000 

(100,000) 

Market value is best established by an independent appraisal of the property. If such 
appraisal is not possible, the accow1tant must rely on the market value of other similar 
assets, on the value of the assets in tax records, or on other available evidence. 

L03 Explain how to calculate the acquisition cost of assets purchased for a lump sum. 

• If more than one asset is purchased for a single sum of money, the acquisition costs must be allocated between the assets. 

• In these cases, the purchase price should be allocated between the assets acquired based on the proportion of the fair 
market value each asset represents of the total purchase price. 

QUESTIONS Answers to these questions are on the last page of the chapter. 

1. When land and building are acquired for a lump sum, 2. It is important to allocate the lump-sum purchase price 
a. the entire amount should be considered cost of the between land and building because 

land. a. land is not depreciable. 
b. the entire amount should be considered cost of the b. building is not depreciable. 

building . c. neither land nor building is depreciable. 
c. the purchase amount should be allocated on the d. both land and building are depreciable. 

basis of the historical cost of the two assets. 
d. the purchase amount should be allocated on the 

basis of the market values of the two assets. 

Capitalization of Interest We have seen that acquisition cost may include sev­
eral items. But should the acquisition cost of an asset include the interest cost necessary 
to finance the asset? That is, should interest be treated as an asset, or should it be treated 
as an expense of the period? 

Generally, the interest on borrowed money should be treated as an expense of 
the period. If a company buys an asset and borrows money to finance the purchase, 
the interest on the borrowed money is not considered part of the asset's cost. Financial 
statements generally treat investing and financing as separate decisions. Purchase of an 
asset, an investing activity, is treated as a business decision that is separate from the de­
cision concerning the financing of the asset. Therefore, interest is treated as a period 
cost and should appear on the income statement as interest expense in the period 
incurred . 

There is one exception to this general guideline, however. If a company con­
structs an asset over a period of time and borrows money to finance the construc­
tion, the interest incurred during the construction period is not treated as interest 
expense. Instead, the interest must be included as part of the acquisition cost of 

L Describe the impact of 
capitalizing interest as part of the 
acquisition cost of an asset. 



382 

Capitalization of interest 
Interest on constructed assets is 
added to the asset account. 

STUDY TIP 

Land improvements represent 
a depreciable asset with a 
limited life. Land itself is not 
depreciable. 

Land improvements 
Costs that are related to land but 
that have a limited life. 
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the asset. This is referred to as capitalization of interest. The amount of interest that 
is capitali zed (treated as an asset ) is based on the average accumulated ex enditures. The 
amount of the average accumulated expenditures is use ecause this number represents 
an average amount of money tied up in the project over a year. If it takes $400,000 to 
construct a building, the interest should not be figured on the full $400,000 because 
there were times during the year when less than the full ammmt was being used. 

When the cost of bui lding an asset is $400,000 and the amount of interest to be 
~ capitalized is $10,000, the acquisition cost of the asset is $410,000. The asset should 
~ appear on the balance sheet at that amount. Depreciation of the asset should be based 
~ on $410,000 less any residual value. 
~ 
J Land Improvements It is important to distinguish between land and other costs 
@J associated with it . T he acquisition cost of land should be kept in a separate account 

because land has an unlimited li fe and is not subject to depreciation. Other costs associ­
ated with land should be recorded in an account such as Land Improvements. For exam­
ple, the costs of paving a parking lot are properly treated as l and improvements, which 
have a limited life . Some landscaping costs also have a limited life. Therefore, the acquisi ­
tion costs of land improvements sho uld be depreciated over their useful lives. 

L04 Describe the impact of capitalizing interest as a part of the acquisition cost of an asset. 

• Generally, the Interest on borrowed money used to acquire assets should not be capitalized; instead, it should be treated 
as an expense of the period . 

• One important exception to this general guideline exists for interest incurred from money borrowed to construct assets. 
This interest must be capita lized as part of the acquisition cost of the asset. 

QUESTIONS Answers to these questions are on the last page of the chapter. 

1. Interest should be capitalized on which of the following? 2. The amount of interest capitalized should be based on 

a. all assets 
-aJ.: all purchased assets 

a. expenditures existing at the period's end . 

cc:-all assets constructed by the company 
~sets that have a cost exceeding $1 million 

b. expenditures existing at the period's beginning. 
'·® the average accumulated expenditures. 

d. an amount specified by the company's auditors. 

LOS Compare depreciation 
methods and understand the 
factors affecting the choice of 
method. 

Depreciation 
The allocation of the original cost of 
an asset to the periods benefited by 
its use. 

Use and Depreciation of Property, 
Plant, and Equipment 

OVERVIEW: All property, plant, and equipment, except land, have a limited life 
and are depreciated. Several depreciation methods are available, including the straight­
line method, the units-of-production method, and the double-declining-balance 
method. The method chosen should be one that best matches the expense to the reve­
nue generated by the asset. Sometimes an estimate of the useful life or residual value 
of an asset must be altered. A change in estimate should be recorded prospectively, 
with no adjustments to previous periods. When a company repairs an asset, it must 
determine if the costs are a capital expenditure and thus added to the cost of the asset 
or if they are a revenue expenditure and treated as an expense of the period. 

All property, plant, and equipment, except land , have a limited life and decline in useful­
ness over time. T he accrual accounting process requires a proper matching of expenses 
and revenue to measure income accurately. T herefore, the accountant must estimate the 
decline in usefulness of operating assets and allocate the acquisition cost in a manner 
consistent with the decline in usefulness. This allocation is the process generally referred 
to as depreciation. 
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Unfortunately, proper matching for operating assets is not easy because of the many 
factors involved. An asset's decline in usefi.dness is related to: 

• Physical deterioration fi-om usage or fi-om the passage of time 
• Obsolescence factors such as changes in techno logy 
• T he company's repair and maintenance policies 

Because the decline in an asset's usefi.dncss is related to a variety of facto rs, 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 wi ll present three methods of depreciation: straight line, units of production, 
and double declining balance. 

All depreciation methods arc based o n the asset's original acqu isition cost. In addi - !l 
tion, all methods require an estimate of two additional factors: the asset's life and its J 
residual value. The residual value (also referred to as sa/JJage value) should represent the ~ 
amount that could be obtained fi-om selling or disposing of the asset at the end of its ~ 

z 
useful life. Often, this amount may be small o r even zero. 

Straight-Line Method The straight-line method of depreciation allocates the 
cost of the asset evenly over ti me. T his method calcu lates the annual depreciation as 
follows: 

D 
. t. Acquisition Cost - Residual Value eprec1a ion = --'---- - - --- - - -

Life 

Example 8-2 Computing Depreciation Using the Straight-Line Method 

Assume that on January 1, 2012, ExerCo, a manufacturer of exercise equipment, purchased 
a machine for $20.000. The machine 's estimated life would be five years, and its residua l 
value at the end of 2016 would be $2,000. The annual depreciation should be calculated as 
follows: 

D 
. t. Acquisition Cost - Residual Value 

eprec1a ion = --'--- ---------
Life 

= ($20,000 - $2,000)/5 

= $3,600 

An asset's book value is defined as its acquisition cost minus its total amount of accumu­
lated depreciation . Thus, the book value of the machine in th is example is $16,400 at the end 
of 2012 . 

Book Value = Acquisition 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 

---------------------------------------------------------------------- @ 

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

Units-of-Production Method In some cases, the decline in an asset's usefulness 
is directly related to wear and tear as a result of the number of units it produces. In those 
cases, depreciation sho uld be calculated by the units-of-production method. With this 
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Straight-line method 
A method by wh ich the same dollar 
amount of depreciation is recorded 
in each year of asset use. 

Book value 
The original cost of an asset minus 
the amount of accumulated 
depreciation . 

Units-of-production method 
Depreciation is determined as a 
function of the number of units the 
asset produces. 
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Accelerated depreciation 
A higher amount of depreciation is 
recorded in the early years and a 
lower amount in the later years. 

Double-declining-balance 
method 
Depreciation is recorded at twice 
the straight-line rate, but the 
balance is reduced each period. 

M 
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method, the asset's life is expressed in terms of the number of units that the asset can 
produce. The depreciation per unit can be calculated as follows: 

Depreciation per Unit = Acquisition Cost - Residual Value 
Total Number of Units in Asset's Life 

T he annual depreciation for a given year can be calculated based on the number of uni ts 
produced during that year, as fo llows: 

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

Example 8-3 Computing Depreciation Using the Units-of-Production M ethod 

Assume that ExerCo in Example 8-2 wanted to use the units-of-production method for 2012. 
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 )/ Lif~ 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 

@ .................................................................... __ 

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 depreciation 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. 

Accelerated Depreciation Methods In some cases, more cost should be allo­
cated to the early years of an asset's use and less to the later years. For those assets, an 
accelerated method of depreciation is appropriate. The term accelerated depreciation 
refers to several depreciation methods by which a higher amount of depreciation is 
recorded in the early years than in later years. 

One form of accelerated depreciation is the double-declining-bahtn.ce method. 
Under this method, depreciation is calculated at double the straight-line rate but on a 
declining amount. 

Example 8-4 Computing Depreciation Using the Double-Declining-Balance 
Method 

Assume that ExerCo wants to depreciate its asset using the double-declining-balance method. 
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% I 5 Years = 20% 

The second step is to double the straight-line rate, as follows: 

2 x 20% = 40% 
(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 decl ines. 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 1; 
residual value as in the other methods. However, the machine cannot be depreciated below j 
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% 

= $4,800 

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

Book Value at Book Value at 
Year Rate Beginning of Year Depreciat ion 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 2,592 592 2,000 

Total $18,000 

In Example 8-4, the depreciation for 2016 cannot be calculated as $2,592 x 40% 
because this w~d result in an accumulated depreciation amount of more than 
$18,000. T he totalamount 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 remain'ing value of the machine is $2,000 at the end of2016. 

The double-declining-balance method of depreciation results in an accelerated 
depreciation P.attern. 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 earlier, most companies use straight-line depreciation for 
financial statement purposes because it generally prod uces the highest net mcome, 
especially in growing companies that have a stable or expanding base of assets. 

Comparison of Depreciation Methods In this section, you have learned 
about several methods of depreciating operating assets. 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 year depends, however, on 
the method of depreciation chosen. 

onaccountants often misunderstand the accountant's concept of depreciation . 
Accountants do not consider depreciation to be a process of valuing the asset. That is, ~ 
depreciation docs not describe the increase or decrease in the mark f the ·asset. ; 
Accountants cons1 . er eprec1at1on to be a process of cost allocatiqn. The purpose is to j 
allocate the original acquisition cost to the periods benefited by the asset. The deprecia- t 
tion method chosen should be based on the decline in the asset's usefulness . A company <'!! 

• Q 

can choose a different depreciation method for each individual fixed asset or for each 
class or category of fixed assets. 

STUDY TIP 

Residual value is deducted 
for all depreciation methods 
except for the declining­
balance methods. 

STUDY TIP 
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Read this. This paragraph is im­
portant for students in under­
standing what depreciation is 
and isn't. 
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EXHIBIT 8-1 Comparison of Depreciation and Book Values of Straight-Line and Double-Declining-Balance Methods 

Vear 

2012 

2013 

2014 ~ .. 
2015 l.' 
2016 

.. > 

Totals 
¥, 

Straight-Line Double-Declining-Balance 

Depreciation Book Value Depreciation Book Value 

$ 3,600 

3,600 

3,600 

3,600 

3,600 

$18,000 

$16.400 $ 8,000 Ji $12,000 

12,800 4,800 \ 7,200 

9,200 2,880 
, " 

4,320 

5,600 1,728 2,592 

2,000 592 2,000 

$18,000 

The choice of depreciation method can have a significant impact on the bottom 
line. If two companies are essentially identical in every other respect, a different depreci ­
ation method for fixed assets can make one company look more profitable than the 
other. Or a company that uses accelerated depreciation for one year can find that its 
otherwise declining earnings are no longer declining if it switches to straight-line depre­
ciation. Investors should pay some attention to depreciation methods when comparing 
companies. Statement users must be aware of the different depreciation methods to 
understand the calculation of income and to compare companies that may not use the 
same methods. 

Depreciation and Income Taxes Financial accounting involves the presenta· 
tion of financial statements to external users of accounting information, users such as 
investors and creditors. When depreciating an asset for financial accounting purposes, 
the accountant should choose a depreciation method that is consistent with the asset's 
decline in usefulness and that properly allocates its cost to the periods that benefit from 
its use. 

Depreciation is also deducted for income tax purposes. Sometimes depreciation is 
referred to as a tax shield because it reduces (as do other expenses) the amount of income 
tax that would otherwise have to be paid. When depreciating an asset for tax purposes, a 
company should generally choose a depreciation method that reduces the present value 
of its tax burden to the lowest possible amount over the life of the asset. Normally, this is 
best accomplished with an accelerated depreciation method, which allows a company to 
save more income tax in the early years of the asset. This happens because the higher 
depreciation charges reduce taxable income more than the straight-line method does. 
The method allowed for tax purposes is referred to as the Modified Accelerated Cost 
Recovery System (MACRS). As a form of accelerated depreciation, it results in a larger 
an10unt of depreciation in the asset's early years and a smaller amount in later years. 

Choice of Depreciation Method As stated, in theory, a company should 
choose the depreciation method that best allocates the asset's original cost to the periods 
benefited by its use. Theory aside, the other factors that affect a company's choice of a 
depreciation method(s) should be examined. Exhibit 8-2 presents the factors that affect 
this decision and the likely choice that arises from each factor . Usually, the most impor­
tant factor is whether depreciation is calculated for presentation on the financial state­
ments to stockholders or whether it is calculated for income tax purposes. 

When depreciation is calculated for financial statement purposes, a company 
generally wants to present the most favorable impression (the highest income ) possible. 
More than 90% of large companies use the straight-line method for financial statement 
purposes. 

ff management's objective is to minimize the company's income tax liability, 
the company will generally not choose the straight-line method for tax purposes. As dis­
cussed in the preceding section, accelerated depreciation allows the company to save 
more on income taxes because depreciation is a tax shield . 
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EXHIBIT 8-2 Management's Choice of Depreciation Method 

Factor 

Simplicity 

Reporting to stockholders 

Comparability 
' " ' 

~ \ .. ,,I 

Management bonus plans 

" ·• 

Technological competitiveness 

,..; ... 

Reporting to the Internal Revenue Service ~ 

Likely Choice 

The straight-line method is easiest to compute 
and record. 

Usually, firms want to maximize net income 
in reporting to stockholders and will use the 
straight-line method. 

Usually, firms use the same depreciation method 
as other firms in the same industry or line of 
business. 

If management is paid a bonus based on net 
income, it will likely use the straight-l ine method . 

If technology is changing rapidly, a firm should 
consider an accelerated method of depreciation. 

Firms usually use an accelerated method of 
depreciation to minimize taxable income in 
reporting to the IRS. 

Therefore, it is not unusual for a company to use tJvo depreciation methods for 
the same asset, one for financial reporting purposes and another for tax purposes. This 
may seem somewhat confusing, but it is the direct resu lt of the differing goals of financial 
and tax accounting. Sec Chapter 10 for more about this issue . 

LOS Compare depreciation methods and understand the factors affecting the choice of method. 

• All property, plant, and equipment (except land) have a limited life, and a proper matching of expenses through 
depreciation is required. Several depreciation methods are available, including straight-line, units-of-production, and 
accelerated depreciation methods. 

• In theory, the depreciation method that best allocates the original cost of the asset to the periods benefited by the use of 
the asset should be chosen . However, depreciation method choices are often influenced by tax and shareholder 
perceptions. 

QUESTIONS Answers to these questions are on the last page of the chapter. 

1 . Which of the following assets is not depreciated, b. It provides a contra account to intangible 
depJe~?· or amortized over its life? assets. 
/ : land'\ c. It provides a contra account to tangible assets so 
b. natural resources that their net book value approximates their market 
c. buildings value. 
d. equipment d. It represents the total depreciation charged over the 

life of the asset to which it relates and reduces the 
2. Which of the following statements about the Accumu- book value of the asset. 

lated Depreciation account is true? 

a. It is a long-term liability. 
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LO& Understand the impact of a 
change in the estimate of the 
asset life or residual value. 

Change in estimate 
A change in the life of the asset or 
in its residual value. 

~ 
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Change in Depreciation Estimate An asset's acquisition cost is known at the 
time it is purchased, but its life and residual value must be estimated. These estimates are 
then used as the basis for depreciating it . Occasionally, an estimate of the asset's life or 
residual value must be altered after the depreciation process has begun. This type of 
accounting change is referred to as a change in estimate. 

A change in estimate should be recorded prospectiJJely, meaning that the depreciation 
recorded in prior years is not corrected or restated. Instead, the new estimate should 
affect the current year and future years. 

Example 8-5 Calculating a Change in Depreciation Estimate 

ExerCo purchased a machine on January 1, 2012, for $20,000. ExerCo estimated that the 
machine's life would be five years and its residual value at the end of five years would be 
$2,000. ExerCo has depreciated the machine using the straight-line method for two years. At 
the beginning of 2014, ExerCo believes that the total machine life will be seven years. or 
another five years beyond the two years the machine has been used. Thus, depreciation must 
be adjusted to reflect the new estimate of the asset's life. 

ExerCo should depreciate the remaining depreciable amount during 2014 through 2018. 
The amount to be depreciated over that time period should be calculated as follows: 

Acquisition cost, January 1, 2012 

Less: Accumulated depreciation (2 years at $3,600 per year) 

Book value, January 1, 2014 

Less: Residual value 

Remaining depreciable amount 

$20,000 

7,200 

$12,800 

2,000 

$10,800 

The remaining depreciable amount should be recorded as depreciation over the remaining life 
of the machine. The depreciation amount for 2014 and the following four years would be 
$2, 160: 

Depreciation = Remaining Depreciable Amount/ Remaining Life 

= $10,800/5 Years 

= $2,160 
@ ....................................................................................... __ 

In Example 8-5, the effect of the transaction can be identified and analyzed as follows: 

ACTIVITY: Operating 
ACCOUNTS: Depreciation Expense Increase 

Accumulated Depreciation Increase 

STATEMENTISJ: Balance Sheet and Income Statement 

Balance Sheet Income Statement 

STOCKHOLDERS' .-.,~~~~~~~~~~~~~~~ NET 

ASSETS LIAB ILITIES + EQUITY REVENUES EXPENSES INCOME 

Accumulated Depreciation 
Depreciation* (2, 160) (2,160) Expense 2, 160 (2,160) 

*The Accumulated Depreciation account has increased. It is shown as a decrease in the equation above because it is a contra account and causes total assets to 
decrease. 

If the change in estimate is a material amount, the company should disclose in the 
footnotes to the 2014 financial statements that depreciation has changed as a result of a 
change in estimate. The company's auditors have to be very careful that management's 
decision to change its estimate of the depreciable life of the asset is not an attempt to 
manipulate efrnings. Particularly in capital-intensive manufacturing concerns, lengthen­
ing the useful life of equipment can have a material impact on earnings. 
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A change in estimate of an asset's residual value is treated in a manner that is similar 
to a change in an asset's life. T here should be no attempt to correct or restate the 
income statements of past periods that were based on the original estimate. Instead, the 
accountant should use the new estimate of residual value to calculate depreciation for 
the current and future years. 

LO& Understand the ·impact of a change in the estimate of the asset life or residual value. 
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• Occasional ly, an estimate of the asset's life or residua l value must be modified after the depreciation process has begun. 
This is an example of an accounting change that is referred to as a change in estimate. 

QUESTIONS Answers to these questions are on the last page of the chapter. 

1. An example of a change in estimate is 2. When a change in estimate occurs, 

a. a change in the estimated life of a depreciable a. the company should restate the statements of past 
asset. periods because of the change. 

b. a change in the salvage value of an b. the company should show a line on its income state-
asset. ment titled Change in Estimate. 

c. Both (a) and (b) are changes in c. the change should not be recorded by the 
estimate. company. 

d. Neither (a) nor (b) is a change in d. the change should affect the current period and 
estimate. future periods. 

Capital versus Revenue Expenditures 
Accountants often must decide whether certain expenditures related to operating assets 
should be treated as an addition to the cost of the asset or as an expense. One of the 
most common examples involving this decision concerns repairs to an asset. Should the 
repairs constitute capital expenditures or revenue expenditures1 

• A capital expenditure is a cost that is added to the acquisition cost of an asset. 
• A revenue expenditure is not treated as part of the cost of the asset, but as an 

expense on the income statement. 

T hus, the company must decide whether to treat an item as an asset (balance sheet) 
and depreciate its cost over its life or to treat it as an expense (income statement) of a 
single period. 

The distinction between capital and revenue expenditures is a matter of judgment. 
Generally, the fo llowing guidelines should be fo llowed: 

• When an expenditure increases the life of the asset or its productivity, it should be 
treated as a capital expenditure and added to the asset accow1t. 

• When an expenditure simply maintains an asset in its normal operating 
condition, however, it should be treated as an expense. 

The materiality of the expenditure must also be considered. Most companies establish a 
policy of treating an expenditure that is smaller than a specified amount as a revenue ex­
penditure (an expense on the income statement ). 

A company must not improperly capitalize a material expenditure that should have 
been written off right away. Wall Street analysts trying to assess the value of a company 
closely monitor its capitalization policies. When a company is capitalizing rather than 
expensing certain items to artificially boost earnings, that revelation can be very damag­
ing to the stock price. 

L07 Determine which expendi­
tures should be capitalized as 
asset costs and which should be 
treated as expenses. 

Capital expenditure 
A cost that improves the asset and 
is added to the asset account. 
Alternate term: Item treated as 
asset. 

Revenue expenditure 
A cost that keeps an asset in its 
normal operating condition and is 
treated as an expense. 

Alternate term: Item treated as an 
expense of the period. 

0 
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Expenditures related to operating assets may be classified in several categories. For 
each type of expenditure, its treatment as capital or revenue sho uld be as fo llows: 

Category Example Asset or Expense 

Normal maintenance 

Minor repair 

Repaint 

Replace spark plugs 

Replace a vehic le's engine 

Add a w ing to a building 

Expense 

Expense 

Major repair 

Addition 

Asset if life or productivity is enhanced 

Asset 

An item treated as a capital expenditure affects the amount of depreciation that sho uld 
be recorded over the asset 's remaining life. We will use an example involving ExerCo to 
illustrate. Assume again that ExerCo purchased a machine on January 1, 201 2, fo r 
$20,000 . ExerCo estimated that its residual value at the end of fi ve years would be 
$2,000 and has depreciated the machine using the straight-line method for 201 2 and 
201 3. 

I 

For the years 201 2 and 2013 , ExerCo recorded depreciation of $3,600 per year. 

Depreciation = (Acquisition Cost- Residual Value)/ Life 

= ($20,000 - $2,000) / 5 

= $3,600 

Example 8-6 Capitalizing Costs of a Major Repair 

At the beginning of 2014, ExerCo made a $3,000 overhaul to the machine, extending its life 
by three years. Because the expenditure qual ifies as a capital expenditure, the cost of over­
hauling the machine should be added to the asset account 

Beginning in 2014, the company should record depreciation of $2,300 per year, computed as 
follows: 

Original cost, January 1, 2012 

Less: Accumulated depreciation (2 years x $3,600) 

Book value, January 1, 2014 

Plus: Major overhaul 

Less: Residual value 

Remaining depreciable amount 

$20,000 

7,200 

$12,800 

3,000 

(2,000) 

$13,800 

Depreciation = Remaining Depreciable Amount/ Remaining Life 

= $13,800/ 6 Years 

= $2,300 

@ ..................................................................... __ 

T he effect of the transaction fo r the overhaul is as fo llows: 

ACTIVITY: Investing 

ACCOUNTS: Machine Increase Cash Decrease 

STATEMENT[S]: Balance Sheet 

ASSETS 

Machine 
Cash 

3,000 
(3,000) 

Balance Sheet Income Statement 

STOCKHOLDERS' ..._1---------------- NET 
LIABILITIES + EQU ITY REVENUES EXPENSES INCOME 
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The effect of the transaction to record depreciation for 2014 can be identified and 
analyzed as fo llows: 

ACTIVITY: Operating 

ACCOUNTS: Depreciation Expense Increase 

Accumulated Depreciation-Asset Increase 

STATEMENT[SJ: Balance Sheet and Income Statement 

Balance Sheet Income Statement 

STOCKHOLDERS ' ...,1--~~~~~~~~~~~~~~ NET 
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ASSETS LIABILITIES + EQUITY REVENUES EXPENSES INCOME 

Depreciation Accumulated 
Depreciation- (2,300) Expense 2,300 (2,300) 
Asset* (2,300) 

*The Accumulated Depreciation account has increased. It is shown as a decrease in the equation above because it is a contra account and causes total assets to 
decrease. 

Environmental Aspects of Operating Assets 
As the government's environmental regulations have increased, businesses have been 
required to expend more money complying with them. A common example involves 
costs to comply with federal requirements to clean up contaminated soil surrounding 
plant faci lities. In some cases, the costs are high and may exceed the value of the prop­
erty. Should such costs be considered an expense and recorded entirely in one account­
ing period, or should they be treated as a capital expenditure and added to the cost of 
the asset? If there is a legal obligation to clean up the property or restore it to its original 
condition, companies are required to record the cost of asset retirement obligations as 
part of the asset's cost. For example, if a company owns a factory and has made a binding 
promise to restore to its original condition the property used by the factory, the costs of 
restoring the property must be added to the asset account. Of course, it is sometimes dif­
ficu lt to determine whether a legal obligation exists. However, companies should at least 
conduct a thorough investigation to determine the potential environmental considera­
tions that may affect the value of operating assets and to ponder carefu lly the accounting 
implications of new environmental regulations. 

L07 Determine which expenditu res should be capitalized as asset costs and which should be treated as expenses. 

• The nature of some expenditures related to a capita l asset, such as repairs and replacement parts, must be determined 
for the proper financial accounting treatment. 

• Expenditures are added to the acquisition cost of an asset and are depreciated over time. 

• Revenue expenditures are not treated as part of the cost of the asset, but as an expense on the income statement in the 
period incurred. 

QUESTIONS Answers to these questions are on the last page of the chapter. 

1. A capital expenditure is 2. A revenue expenditure is 

a. added to the cost of the asset. a. added to the cost of the asset. 
b. treated as an expense of the period. b. treated as an expense of the period . 
c. an expenditure that maintains the asset in its normal c. an expenditure that improves the asset. 

operating condition. d. deducted from the cost of the asset. 
d. deducted from the cost of the asset. 
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LOS Analyze the effect of the 
disposal of an asset at a gain or 
loss. 

Chapter 8 Operating Assets: Property, Plant, and Equipment, and Intangibles 

Disposal of Property, Plant, and Equipment 

OVERVIEW: Disposal of an asset occurs when the asset is sold, traded, or dis­
carded. At that time, the company must update depreciation to the date of sale and 
must calculate a gain or loss on the disposal. A gain occurs when the selling price of 
the asset exceeds its book value. A loss occurs when the selling price of the asset is 
less than its book value. 

An asset may be disposed of in several different ways . One common method is to sell the 
asset for cash. Sale of an asset involves two important considerations. First, depreciation 
must be recorded up to the date of sale. If the sale does not occur at the fiscal year-end, 
usually December 31, depreciation must be recorded for a partial period from the begin­
ning of the year to the date of sale. Second, the company selling the asset must calculate 
and record the gain or loss on its sale. 

Gain on Sale of Assets Refer again to the ExerCo example . Assume that 
ExerCo purchased a machine on January 1, 2012, for $20,000, estimating its life to be 
five years and the resid ual val ue to be $2,000. ExerCo used the straight-line method of 
depreciation. Assume that ExerCo sold the machine on July 1, 2014. Depreciation for 
the six-month time period from January 1 to July 1, 2014, is $1,800 ($ 3,600 per year x 
1/ 2 year = $ 1,800 ). T he effect of the transaction for depreciation can be identified and 
analyzed as follows: 

Identify 
and 

Analyze 

ACTIVITY: Operating 
ACCOUNTS: Depreciation Expense Increase 

Accumulated Depreciation-Machine Increase 

STATEMENT[SJ: Balance Sheet and Income Statement 

ASSETS 

Accumulated 
Depreciation­
Machine * (1,800) 

Balance Sheet Income Statement 

STOCKHOLDERS'---------------- NET 
LIABILITIES + EQUITY REVENUES EXPENSES INCOME 

Depreciation 
(1 ,800) Expense 1,800 (1,800) 

*The Accumulated Depreciation account has increased. It is shown as a decrease in the equation above because it is a contra account and causes total assets to 
decrease. 

} 

Example 8-7 Calculating the Gain on Sale of an Asset 

Assume that ExerCo sold the asset on July 1. 2014, for $12,400. The gain can be calculated 
as follows: 

Asset cost 

Less: Accumulated depreciation 

Book value 

Sa les price 

Gain on sale of asset 

$20,000 

9,000 

$11 ,000 

12,400 

$ 1,400 

@ ...................................................................................................... __ 

After the July 1 enu-y, the balance of the Accumulated Depreciation- Machine 
account is $9 ,000, which reflects depreciation for the 21/2 years from the date of purchase 
to the date of sale. T he effect of the u·ansaction for the sale can be identified and ana­
lyzed as follows: 
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ACTIVITY: Investing 
ACCOUNTS: Accumulated Depreciation-Machine Decrease Cash Increase 

Machine Decrease Gain on Sale of Asset Increase 

STATEMENT[S]: Balance Sheet and Income Statement 

Balance Sheet Income Statement 

STOCKHOLDERS' 4-~-------------- NET 
ASSETS LIABILITIES + EQUITY REVENUES EXPENSES INCOME 

Accumulated 
Depreciation­
Machine * 

Cash 
Machine 

9,000 
12,400 

(20,000) 

1,400 
Gain on Sale 

of Asset 1 ,400 1,400 

*The Accumulated Depreciation account has decreased. It is shown as an increase in the equation above because it is a contra account and causes total assets to increase. 

When an asset is sold, all accounts related to it must be removed . In the preceding 
entry, the Machine account is reduced to eliminate the account and the Accw1rnJated 
Depreciation-Machine account is reduced to elimin ate it. The Gain on Sale of Asset 
indicates the amow1t by which the sales price of the machine exceeds the book value. The 
account is an income statement acconnt and should appear in the Other Income/ 
Expense category of the statement. The Gain on Sale of Asset account is not treated as rev­
enue because it does not constitute the company's ongoing or central activity. Instead, it 
appears as income, but in a separate category to denote its incidental nature. 

Loss on Sale of Assets The calculation of a loss on the sale of an asset is similar to 
that of a gain. As in the example, depreciation must be recorded to the date of sale, July l . 

Example 8-8 Calculating the Loss on Sale of an Asset 

Assume that ExerCo sold the asset on July 1, 2014, for $10,000. Thus, the loss could be cal­

culated as follows: 

Asset cost $20,000 

Less: Accumulated depreciation 9,000 

Book value $11,000 

Sales price 10,000 

Loss on sale of asset $ 1,000 

T he effect of the transaction for the sale can be identified and analyzed as follows: 

ACTIVITY: Investing 

M 

@ 
g' 
'2 

~ 
g, 

1 
© 

Gain on Sale of Asset 
The excess of the selling price over 
the asset's book value. 

ACCOUNTS: Accumulated Depreciation-Machine Decrease Cash Increase 

Loss on Sale of Asset Increase Machine Decrease 

STATEMENT[SJ: Balance Sheet and Income Statement 

ASSETS 

Accumulated 
Depreciation­
Machine * 

Cash 
Machine 

9,000 
10,000 

(20,000) 

Balance Sheet Income Statement 

STOCKHOLDERS' .... ~-------------- NET 
LIABILITIES + EQUITY REVENUES EXPENSES INCOME 

(1,000) 
Loss on Sale of 

Asset 1,000 (1,000) 

*The Accumulated Depreciation account has decreased. It is shown as an increase in the equation above because it is a contra account and causes total assets to increase. 
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Loss on Sale of Asset The Loss on Sale of Asset indicates the amount by which the asset's sales price is less 
than its book value. The amount by which selling price 

is less than book value. The Loss on Sale of Asset account is an income statement account and should 
appear in the Other Income/Expense category of the income statement. 

L08 Analyze the effect of the disposal of an asset at a gain or loss . 

• Assets are usually disposed of through sales, which are exchange transactions that result in a gain or loss. 

• The gain or loss on an asset is the difference between the sales (or exchange) price and the book value of the asset, 
where book value is the acquisition cost less any accumulated depreciation on the asset. 

QUESTIONS Answers to these questions are on the last page of the chapter. 
1. A gain on sale of asset occurs when the sales price of 2. A loss on sale of asset occurs when the sales price of 

the asset is the asset is 

a. less than its book value. a. less than its book value. 
b. less than accumulated depreciation. b. less than accumulated depreciation. 
c. more than its book value. c. more than its book value. 
d. more than accumulated depreciation. d. more than accumulated depreciation . 

L09 Understand the balance 
sheet presentation of intangible 
assets . 

IFRS and Property, Plant, and Equipment 
Generally, the Financial Accounting Standards Board's (FASB) standards concerning 
property, plant, and equipment are similar to the international accounting standards, and 

~ conversion to those standards should not impose great difficulties for U.S. companies. 
"' There are important differences, however. First, when depreciation is calculated, the 

international standards require that estimates of residual value and the life of the asset be 
reviewed at least annually and revised if necessary. If the estimate is revised, it should be 
treated as a change in estimate as we have described in this chapter. The FASB standards 
do not have a specific rule that requires residual value and asset life to be reviewed annu ­
ally, so this is an instance where the international standards are more explicit than U.S. 
standards. The international standards also indicate that companies should determine the 
components of an asset and depreciate each component separately. For example, if a 
company buys a bui lding, some parts of the building may be depreciated using one esti ­
mate of useful life and other parts may use a different estimate of useful life. 

Another difference involves the valuation of property, plant, and equipment. T he 
FASB generally requires operating assets to be recorded at acquisition cost, less deprecia­
tion, and the assets' values are not changed to reflect their fair market values, or selling 
prices. International accounting standards allow but do not require companies to revalue 
their property, plant, and equipment to reflect fair market values. This gives firms addi ­
tional flexibility in portraying their assets, but may also cause difficulties in comparing 
one company with another. 

Operating Assets: Intangible Assets 

OVERVIEW: Intangible assets are long-lived, have no physical properties, but 
provide rights or privileges. Intangible assets are recorded at their acquisition cost. An 
intangible asset with a limited life should be amortized over the shorter of its legal life 
or useful life. Intangibles with an indefinite life should not be amortized. Research and 
development costs are not considered to be an intangible asset and are treated as an 
expense instead. Goodwill is an intangible asset. It is not amortized, but must be 
evaluated every year to determine any impairment in value. 
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Intangible assets arc long-term assets with no physical properties. Because one cannot 
sec or touch most intangible assets, it is easy to overlook their importance. Intangibles 
are recorded as assets, however, because they provide future economic benefits to the 
company. In fact, an intangible asset may be the most important asset a company owns 
or controls. For example, a pharmaceutical company may own some property, plant, and 
equipment, but its most important asset may be its patent for a particular drug or proc­
ess. Likewise, the company that publishes this textbook may consider the copyrights to 
textbooks to be among its most important revenue-producing assets. 

The balance sheet includes the intangible assets that meet the accounting definition 
of assets. Patents, copyrights, and brand names are included because they arc owned by 
the company and will produce a future benefit that can be identified and measured. The 
balance sheet, however, would indicate only the acquisition cost of those assets, not the 
va lue of the assets to the company or the sales value of the assets. 

Of course, the balance sheet docs not include all of the items that may produce 
future benefit to the companv. A company's employees, its management team , its loca­
tion, or the intellectual capital of a few key researchers may well provide important future 
benefits and value. They arc not recorded on the balance sheet, however, because they 
do not meet the accountant's definition of assets and cannot be easily identified or 
measured. 

Balance Sheet Presentation 
Intangible assets arc long-term assets and should be shown separately from property, 
plant, and equipment. Exhibit 8-3 lists the most common intangible assets. Some com ­
panies develop a separate category, Intangible Assets, for the various types of intangibles. 

ike presents only two lines for intangible assets: identifiable Intangible Assets and 
Goodwill. Exhibit 8-4 presents the note that indicates that the company's intangible 
assets consist of patents, trademarks, and goodwill. The presentation of intangible assets 
varies widely, however. 

The nature of many intangibles is fairly evident, but goodwill is not so easily under­
stood. Goodwill represents the amount of the purchase price paid in excess of the mar­
ket value of the individual net assets when a business is purchased. Goodwill is recorded 
only when a business is purchased. lt is not recorded when a company engages in activ­
ities that do not involve the purchase of another business entity. For example, customer 
loyalty or a good management team may represent goodwill, but neither meets the 
accountants' cri teri a to be recorded as an asset on a firm's financial statements. 

Acquisition Cost of Intangible Assets 
As was the case with property, plant, and equipment, the acquisition cost of an intangible 
asset includes all of the costs to acquire the asset and prepare it for its intended use. T his 
should include all necessary costs, such as lega l costs incurred at the time of acqu isition. 
Acquisition cost also should include those costs that are incurred after acquisition and 

HOT TOPICS 
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Intangible assets 
Assets with no physical properties. 

Goodwill 
The excess of the purchase price to 
acquire a business over the value of 
the individual net assets acquired. 

Alternate term: Purchase price in 
excess of the market value of the 
assets. 

I :1, f\J1ke Brdrhi !ntr11«11lile·' Yes Vrdtldble' Absolutt..>lyl 

Nike's brand name and 
company logo are among 
the most recognizable in the 
world. They may be intangi-

j ble assets, but they are 
;;,. some of the company's f most valuable assets. How 
;t does Nike use these assets to create sales? By having great­
" looking and great-performing products that sport the brand 

name using recognizable athletes and effective marketing 
and advertising campaigns. In April 2011, Nike debuted a Jordan 
Fly Wade shoe, basketball star Dwayne Wade's first shoe with 
the company. It was inspired by his aggressive style on the 
court and features both the Nike Zoom and Max Air designs. 
The ad campaign features print, broadcast, and digital advertis­
ing and public relations applications. But all of it is based on the 
brand name and identity that Nike has established for many 
years. 
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EXHIBIT 8-3 Most Common Intangible Assets 

Intangible 
Asset Description 

Patent 

Copyright 

Right to use, manufacture. or sell a product; granted by the U.S. Patent Office. Patents have a legal life of 20 years . 

Right to reproduce or sell a published work. Copyrights are granted for the life of the creator plus 70 years. 

Trademark A symbol or name that allows a product or service to be identified; provides legal protection for 20 years in addition to an 
indefinite number of renewal periods. 

Goodwill The excess of the purchase price to acquire a business over the value of the individual net assets acquired. 

Research and development 
costs 
Costs incurred in the discovery of 
new knowledge . 

that are necessary to the existence of the asset. For example, if a firm must pay legal fees 
to protect a patent from infringement, the costs should be considered part of the acquisi ­
tion cost and should be included in the Patent account. 

Research and Development Costs You should also be aware of one item 
that is similar to intangible assets but is not on the balance sheet. Research and 
development costs are expenditures incurred in the discovery of new knowledge and 
the translation of research into a design or plan for a new product or se rvice or in a sig­
nificant improvement to an existing product or service. Firms that engage in research 
and development do so because they believe such activities provide future benefit to the 
company. In fact, many firms have become leaders in an industry by engaging in research 
and development and the discovery of new products or technology. It is often very diffi ­
cult, however, to identify the amount of future benefits of research and development 
and to associate those benefits with specific time periods. Because of the difficulty in pre­
dicting future benefits, the FASB has ruled that firms are not allowed to treat research 
and development costs as assets; all such expenditures must be treated as expenses in the 
period incurred. Many firms, especially high-technology ones, argue that this accounting 
rule results in seriously understated balance sheets . In their view, an important "asset" is 

EXHIBIT 8-4 The Nike, Inc .. Consolidated Assets Section and Intangibles Notes 

The following table summarizes the Company's identifiable intangible assets balances as of May 31, 2010: 

(In millions) 

Amortized intangible assets : 

Patents 

Trademarks 

Other 

Total 

Unamortized intangible assets­

Trademarks 

Identifiable intangible assets, net 

Goodwill 

May 31, 2009 

Other111 

May 31, 2010 

~ ' 
~' 

' .-

. 1 

Gross Carrying 
Amount 

$ 68.5 

40.2 
.~ 

~'° ' 
32.7 

$141.4 

Goodwill 

$392.8 

(5.9) 

$386.9 

1110ther consists of foreign currency translation adjustments in Umbro goodwill. 

· 1 .. 

May 31, 2010 

Accumulated 
Amortization 

$(20.8) 

(17.8) 

(18.8) 

$(57.4) 

Accumulated 
Impairment 

Net Carrying 
Amount 

$ 47.7 

22.4 

13.9 

$ 84.0 

$383.0 

$467.0 

Goodwill, net 

$193.5 

(59) 

$187.6 
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not portrayed on their balance sheet. They also argue that they are at a competitive dis­
advantage when compared with foreign companies that are allowed to treat at least a 
portion of research and development as an asset. Financial statement users need to be 
aware of those "hidden assets" when analyzing the balance sheets of companies that 
must expense research and development costs. 

It is important to distinguish between patent costs and research and development 
costs. Patent costs include legal and fi ling fees necessary to acquire a patent. Such costs 
are capitalized as an intangible asset, Patent. However, the Patent account should not 
include the costs of research and development of a new product. T hose costs are not 
capitalized, but Jre treated as an expense, Research and Development. 

L09 Understand the balance sheet presentation of intangible assets. 

• Intangible assets are long-term assets that should be shown separately from property, plant, and equipment on the 
balance sheet. 

QUESTIONS Answers to these questions are on the last page of the chapter. 

1. Which of the following is not an intangible asset? 2. Research and development costs should be 

a. patents a. presented as an intangible asset. 
b. improvements to a building that the company already b. presented as property, plant, and equipment. 

owns c. presented as an intangible asset if the research was 
c. trademarks conducted internally. 
d. goodwill arising as a result of an acquisition d. treated as an expense. 

Amortization of Intangibles 
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T here has been considerable discussion over the past few years about whether intangible 
assets should be amortized and, if so, over what period of time. The term amortization 
is very similar to depreciation of property, plant, and equipment. Amortization involves 
allocating the acquisition cost of an intangible asset to the periods benefited by the use 
of the asset . When an intangible asset is amortized, most companies use the straight- line 
method of amortization. We will use that method for illustration purposes. Occasionally, 
however, you may see instances of an accelerated form of amortization if the decline in 
usefu lness of the intangible asset does not occur evenly over time. 

L010 Understand the proper 
amortization of intangible assets. 

Intangibles with Finite Life If an intangible asset has a finite life, 
amortization must be recognized. A fi nite life exists when an intangible asset is legally 
valid for only a certain length of time . For example, a patent is granted for a time period 
of 20 years and gives the patent holder the legal right to exclusive use of the patented 
design or invention. A copyright is likewise granted for a specified legal life. A finite li fe 
also exists when there is no legal life but company management knows for certain that it 
will be able to use the intangible asset for only a specified period of time. For example, a 
company may have purchased the right to use a list of names and addresses of customers 
for a two-year time period. In that case, the intangible asset can be used for only tvvo 
years and has a finite life. 

When an intangible asset with a finite life is amortized, the time period over which 
amortization should be recorded must be considered carefully. The general guideline 
that should be followed is this: amortization should be recorded over the legal life or 
the useful life, whichever is shorter. For example, patents may have a legal life of 
20 years, but many are not useful for that long because new products and technology 
make the patent obsolete. T he patent should be amortized over the number of years in 
which the firm receives benefits, which may be a period shorter than the legal life. 

~ 

I 
I 



398 Chapter 8 Operating Assets: Property, Plant, and Equipment. and Intangibles 

Example 8-9 Calculating the Amortization of Intangibles 

Assume that Nike developed a patent for a new shoe product on January 1, 2012. The costs 
~ involved with patent approval were $10,000, and the company wants to record amortization 
f on the straight-l ine basis over a five-year life with no residual value . In this case, the useful life 
~ of the patent is less than the legal life. Nike should record amortization over the useful life as 
!<' .§' $10,000/5 years = $2,000. 

@ -----------------------------------------------------------------------T he effect of the amortization fo r 2012 is as follovvs: 

ACTIVITY: Operating 

ACCOUNTS: Patent Amortization Expense Increase 
Accumulated Amortization-Patent Increase 

STATEMENT[S]: Balance Sheet and Income Statement 

Balance Sheet Income Statement 

STOCKHOLDERS'---------------- NET 
ASSETS LIABILITIES + EQUITY REVENUES EXPENSES INCOME 

Accumulated 
Amortization­
Patent* (2,000) (2, 000) 

Patent 
Amortization 
Expense 2, 000 (2,000) 

*The Accumulated Amortization account has increased. It is shown as a decrease in the equation above because it is a contra account and causes total assets to 
decrease. 

Patent 

Rather than use an accumu lated amortization account, some companies decrease (credit) 
the intangible asset account directly. In that case, the effect of the amortization can be 
identified and analyzed as fo llows: 

ACTIVITY: Operating 
ACCOUNTS: Patent Amortization Expense Increase 

Patent Decrease 
STATEMENTCSJ: Balance Sheet and Income Statement 

ASSETS 

(2, 000) 

Balance Sheet Income Statement 

STOCKHOLDERS'---------------- NET 
LIABILITIES + EQUITY REVENUES EXPENSES INCOME 

(2,000) Patent 
Amortization 
Expense 2, 000 (2,000) 

No matter which of the two preceding methods is used, ~e asset should be reported on 
the balance sheet at acquisition cost ($10,000 ) less accumulated amortization ($2,000 ), 
or $8,000, as of December 31, 2012. 

Intangibles with Indefinite Life While intangibles such as patents and copy­
rights have a fi nite life , many others do not. If an intangible asset has an indefinite 
life, amortization should not be recognized. For example , a television or radio station 
may have paid to acquire ~roadcast license. A broadcast license is usually for a certain 
time period but can be renewed at the end of that time period. In that case, the life of 
the asset is indefinite and amortization of the intangible asset representing the broadcast 
rights should not be recognized. A second example would be a -1!.".ade~1ar~. For many 
companies, such as ike and The Coca-Cola Company, a trademark is a valuable asset 
that provides name recognition and enhances sales. A trademark is gran ted for a certain 



Operating Assets: Intang ible Assets 

In the investment banking industry, credit risk analysis is critical when evaluating companies 
in which to invest. John Davenport is an assistant vice president in charge of investment 
banking credit risk analysis. He uses financial accounting tools to be successful in th is 
position . 

Why should students learn about a company's operating assets? John says that it's 
important because it dictates how the company operates and where it is likely to spend 
money. For example, the operating assets of a manufacturing company will consist predomi­
nantly of PP&E and require a certain level of regular capital expenditures to ensure that equip­
ment is properly maintained and at a profitable (and competitive) point in the cost curve. 
Therefore, these businesses are considered to be highly "capital intensive." Alternatively, a 
pharmaceutical company's operating assets have a large component that consists of intangi­
ble assets such as patents, which will require a certain level of R&D expenditures. 

The valuation of operating assets is often a key component to John's analysis. Often­
times valuing operating assets such as property, plant. and equipment (or PP&El can create 
difficulties as book value of such assets are rarely representative of fair (or market) value. To 
facilitate lending against such assets, John often uses third-party valuations. 

John also evaluates goodwill as part of his analysis of a company. Goodwill is a unique in­
tangible asset that arises out of a business acquisition . It reflects the excess of the fair value 
of an acquired entity over the net of the amount assigned to assets acquired and liabilit ies 
assumed. Such excess may be paid because of the acquired company's outstanding manage­
ment. earnings record, or other similar features. From a lender's perspective. a company's 
goodwill balance can be quite telling for a number of reasons. A large balance can hint a com­
pany's history of overpaying for acquisitions or being highly acquisitive in general. Additionally, 
a large amount of goodwill can also be an indication that a company may later have to declare 
that some of these assets are impaired. 

It's important to gain an understanding of the 
composition (and condition) of a company's 

operating assets, as it dictates how the company 
operates and where it is likely to spend money. 

time period but can be renewed at the end of that period, so the life may be quite indefi ­
nite. T he value of some trademarks may continue for a long time. If the life of an intan­
gible asset represented by trademarks is indefinite, amorti zation should not be recorded. 
Note in Exhibi t 8-4 that Nike has considered some trademarks to have an indefini te 
li fe and has not amortized them. Others have been amortized because they have a 
limited life. 

Goodwill and Impairments Goodwill is an important intangible asset on the 
balance sheet of many companies. At one time, accounting rules had required companies 
to record amortization of goodwill over a time period not to exceed 40 years. H owever, 
the current stance of the FASB is that goodwill should be treated as an intangible asset 
with an indefinite life and that companies should no longer record amorti zation expense 
related to goodwill. Companies have generally favored the new accounting stance. T he 
hope is that it will allow companies to more accurately inform statement users of thei r 
true value. 

While companies should not record amortization of intangible assets with an indefi ­
nite life, they are required each year to determine whether the asset has been impaired. 
A discussion of asset impairment is beyond the scope of this text, but generally, it means 
that a loss should be recorded when the value of the asset has declined . For example, 
some trademarks, such as Xerox and Polaroid , that were quite powerful in the past 
have declined in value over time. When an impairment of the asset is recognized, the loss 
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is recorded in the time period that the value declines rather than the date the asset is 
sold. It requires a great deal of judgment to determine when intangible assets have been 
impaired because the true value of an intangible asset is often difficult to determine. A 
rather drastic example of impairment occurs when a company realizes that an intangible 
asset has become completely worthless and should be written off. 

Assume that ike learns on January 1, 2013, when accumulated amortization is 
$2,000 (or the book value of th e patent is $8,000), that a competing company has 
developed ·a new product that renders ike's patent worthless. Nike has a loss of $8,000 
and should record an entry to write off the asset. The effect of the transaction can be 
identified and analyzed as fo llows: 

ACTIVITY: Operating and Investing 
ACCOUNTS: Loss on Patent Increase 

Accumulated Amortization-Patent Decrease Patent Decrease 

STATEMENT[SJ: Balance Sheet and Income Statement 

Balance Sheet Income Statement 

STOCKHOLDERS ' ~~~~~~~~~~~~~~~~ NET 

ASSETS LIABILITIES + EQUITY REVENUES EXPENSES INCOME 
Accumulated 

Amortization- (8,000) 
Loss on Patent 8,000 (8, 000) 

Patent* 
Patent 

2,000 
(10,000) 

*The Accumulated Amortization account has increased. It is shown as a decrease in the equation above because it is a contra account and causes total assets to 
decrease. 

L010 Understand the proper amortization of intangible assets . 

• The amortization of intangibles is a process similar to that of depreciating capita l assets . 

• If an intangible asset has a finite useful life, amortization expense must be taken on the asset over the legal life or useful 
life, whichever is shorter. 

QUESTIONS Answers to these questions are on the last page of the chapter. 

1. Regarding amortization of intangible assets, 2. Intangibles that have a finite life 

a. all intangible assets should be amortized. 
b. no intangible assets should be amortized. 
c. intangible assets with an infinite life should be amor­

t ized. 
d. intangible assets with a fin ite life should be 

amortized . 

a. should not be amortized. 
b. should be treated in the same manner as those that 

have an infinite life. 
c. should be amortized over the legal life or useful life, 

whichever is shorter. 
d. should be amortized over the legal life or useful life, 

whichever is longer. 

! IFRS and Intangible Assets 
j Over time, many of the differences between FASB and international standards have been 
~ elin1inated, but some important distinctions ren1ain. T he international standards are 
a; 
·::l more flexible in allowing the use of fair market values for intangible assets. However, 
; such values can only be used for tl1ose assets where an "active market" exists and it is 

possible to determine fair value . 



How Long-Term Assets Affect the Statement of Cash Flows 

The treatment of research and development costs also differs. FASB standards 
require all research and development costs to be treated as an expense. The international 
standards mak~ a distinction betv.reen research costs and development costs. All research 
costs must be treated as an expe)1Se, but development COStS can be capitalized as an asset 
if certain criteria are met. - · 

These differences between U.S. and international standards wi ll likely be addressed 
and eliminated as U .S. companies move to adopt the international standards . 

How Long-Term Assets Affect 
the Statement of Cash Flows 

OVERVIEW: The acquisition of operating assets is presented as an investing activ­
ity, a cash outflow. The depreciation or amortization of an operating asset is presented 
in the Operating Activities section (indirect method). It is a noncash item because it nei­
ther provides nor uses cash. The disposal of an operating asset is presented in the 
Investing Activities section as a cash outflow. If a gain or loss occurs, it must be elimi­
nated from the Operating section of the statement. 

Determining the impact that acquisition, depreciation, and sale of long-term assets have 
on the statement of cash flows is important. Each of these business activities influences 
the statement of cash flows. Exhibit 8-5 illustrates the items discussed in this chapter and 
their effect on the statement of cash flows. 

The acquisition of a long-term asset is an investing activity and should be 
reflected in the Investing Activities category of the statement of cash flows. The 
acquisition should appear as a deduction, or negative item, in that section because it 
requires the use of cash to purchase the asset. T his applies whether the long-term asset is 
property, plant, and equipment or an intangible asset. 

The depreciation or amortization of a long-term asset is not a cash item. It was 
referred to earlier as a noncash charge to earnings. Nevertheless, it must be presented on 
the statement of cash flows (if the indirect method is used for the statement). The reason 
is that it was deducted from earnings in calculating the net income figure. Therefore, it 
must be eliminated or "added back" if the net income amount is used to indicate the 
amount of cash generated from operations . Thus; depreciation and amortization 
should be presented in the Operating Activities category of the statement of cash 
flows as an addition to net income. 

The sale or disposition of long-term assets is an investing activity. When an 
asset is sold, the amount .of cash received should be reflected as an addition or plus 

EXHIBIT 8-5 Long-Term Assets and the Statement of Cash Flows 

Item Cash Flow Statement 

L011 Explain the impact that 
long-term assets have on the 
statement of cash flows. 

... ·""'"-;.. M~: .... ~...,.,,. . ., .. 
/..'. ~ . xxx 

•\l~\•"). ........... .. j ~•"tJ;'11..: + 
~·)~~~ ... tF'-f./1 -.;,1:~ 

Gain on sale of asset --~-~~--~-~~~~--~~~~~--~~~~~--!-~ , '" . '.':'.~ 

Loss on sale of asset • 
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amow1t in the Investing Activities category of the statement of cash flows . If the asset 
vvas sold at a gain or loss, however, one additional aspect should be reflected. Because 
the gain or loss was reflected on the income statement, it should be eliminated from the 
net income amount presented in the Operating Activities category (if the inclirect 
method is used). A sale of an asset is not an activity related to normal ongoing opera­
tions, and all amolLI1ts involved with the sale should be removed from the Operating 
Activities category. Exhibit 8-6 inclicates the Operating and Investing categories of the 
2010 statement of cash flows of Nike, Inc. The company had a net income of $1,906 .7 
million during 2010. Nike's performance is an excellent example of the difference 
between net income and actual cash flow. Note that the company generated a positive 
cash flow from operating activities of $3,164.2 million. One of the primary reasons was 
that depreciation of $323.7 million and amortization of $71.8 million affected the 
income statement but did not involve a cash outflow and therefore are added back on 
the statement of cash flows. Also note that the Investing Activities category indicates 
major outlays of cash for new property, plant, and equ ipment of $335 .1 mi ll ion. These 
cash outflows are indications of N ike's need for cash that must be generated from its 
operating activities. 

EXHIBIT 8-6 Nike, lnc.'s Consolidated Partial Statement of Cash Flows 

Year Ended May 31, (In millions) 

Cash provided by operations: 

Net income 

Income charges (credits) not affecting cash: 

Depreciation 

Deferred income taxes 

Stock-based compensation 

l ,,, - ~ ~-

Impairment of goodwill, intangibles and other assets 

Gain on divestitures 

Amortization and other 

Changes in certain working capital components and other assets and liabilities 
excluding the impact of acquisition and divestitures: 

Decrease (increase) in accounts receivable 

Decrease (increase} in inventories 

Cash provided by operations 

Cash used by investing activities: 

Purchases of short-term investments 

Maturities ani:l sa1es of short-term investments 

Additions to· pr~pehy, plant and equipment 

Disposals of property, plant and equipment 

lncreas!'l in other assets, net of other liabilities 

Settlemen,t of net investment hedges 

Acquisition of subsidiary, net of cash acquired 

Proceeds
1
from divestitures 

Cash used by investing activities 

2010 
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L011 Explain the impact that long-term assets have on the statement of cash flows. 

• Long-term assets impact the statement of cash flows when they are acquired, depreciated, and sold . 

• Cash used to acquire long-term assets or cash received on the sale of long-term assets is reflected in the Investing 
Activities section of the statement of cash flows. 

• Depreciation and amortization are noncash expenses recorded on the accrual income statement. Accordingly, net income 
on a cash basis must be arrived at by adding depreciation and amortization back to accrual net income. 

QUESTIONS Answers to these questions are on the last page of the chapter. 

1. On the statement of cash flows (indirect method), the 2. When a company purchases property, plant, and equip-
amount for depreciation should be presented in which ment, an amount should appear in which category of the 
category? statement of cash flows? 

a. Operating a. Operating 
b. Investing b. Investing 
c. Financing c. Financing 
d. The amount should not be presented . d. The amount spould not be presented . 

Analyzing Long-Term Assets for Average Life 
and Asset Turnover 

OVERVIEW: Ratios are used to determine the age, composition, and quality of the 
operating assets. The average life is determined by dividing the amount of property, 
plant, and equipment by depreciation expense. The average age can be determined by 
dividing accumulated depreciation by depreciation expense. The asset turnover ratio is 
a measure of how productive the assets are in producing revenue and can be deter­
mined by dividing net sales by average total assets. 

Because long-term assets constitute the major productive assets of most companies, the 
age and composition of these assets should be analyzed . Analysis of the age of the assets 
can be accomplished fairly easily for those companies that use the straight-line method of 
depreciation . A rough measure of the average life of the assets can be calculated as follows: 

A L
.f Property, Plant, and Equipment verage 1 e = ------------

Depreciation Expense 

The average age of the assets can be calculated as fo llows: 

A A 
Accumulated Depreciation 

verage ge = ------~---
Depreciation Expense 

The Assets category of the balance sheet is also important in analyzing a company's 
profitability. The asset turnover is a measure of the assets' productivity and is measured 
as fo llows: 

Asset Turnover = ___ N_e_t_S_a'-l-'-e..:...s __ 
Average Total Assets 

This ratio is a measure of how many dollars of assets are necessary for every dollar of 
sales. That is, the ratio is a measure of how productive the assets are in generating sales. 
If a company is l,!Sing its assets efficiently, each dollar of assets wi ll create a high amount 
of sales . A company with less productive assets will generate fewer sales from its dollar of 
assets. Technically, a ratio is based on average total assets, but long-term assets often 
constitute the largest portion of a company's total assets. 

For more on these measures of the age, life, and performance of the assets of Nike, 
Inc. , and the way they are used, see the Ratio Decision Model on pages 404-406. 

L012 Understand how invest­
ors can analyze a company's 
operating assets . 

403 
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L012 Understand how investors can analyze a company's operating assets. 

• Investors are interested in how productive a company's operating assets are. 

• The Ratio Decision Model is a valuable tool that can be used to examine the productivity of operating assets with the 
asset turnover ratio . 

QUESTIONS Answers to these questions are on the last page of the chapter. 

1. Which of the following sets of ratios can be used to gain 2. What does it mean when the asset turnover ratio 
insight into a company's management of its fixed increases for a company? 

assets? a. It is a favorable indication. 
a. current ratio, quick ratio b. It is an unfavorable indication. 
b. inventory turnover ratio, accounts receivable c. It means that less sales were created for each dollar 

turnover of assets. 
c. debt-to-equity ratio times interest earned d. It means that the average life of the assets has 
d. average age, asset turnover increased. 

USING THE RATIO DECISION MODEL 

Analyzing Average Life and 
Asset Turnover 

Use the following Ratio Decision Model to evaluate the average life and asset turnover 
for Nike or any other public company. 

1. Formulate the Question 
Long-term assets constitute the major productive assets of most companies. Investors 
and others who read financial statements must determine the age and composition of 
the operating assets. Two important questions are : 

What is the average life of the assets? 
What is the average age of the assets? 

The Operating Assets category is also important in analyzing whether the operating 
assets will allow the company to be profitable in future periods. Therefore, a third 
question is: 

How productive are the operating assets? 

T he productivity of assets can be calculated using the asset turnover ratio. 

2. Gather the Information from the Financial Statements 
Average Life and Average Age 
For companies that use the straight-line method of depreciation: 

• Total property, plant, and equipment: From the balance sheet (see Nike's Note 3) 
• Total accumulated depreciation: From the balance sheet (see Nike's Note 3) 
• Annual depreciation expense: From the statement of cash flows 

Asset Turnover 

• Average total assets: From the income statement 
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3. Calculate the Ratio 

A L
.f Property, Plant, and Equipment 

verage 1 e = 
Depreciation Expense 

Note 3 - Property, Plant and Equipment 

Property, plant and equipment included the following: 

Land 

Buildings 

Machinery and equipment 

Leasehold improvements 

Construction in process 

Less accumulated depreciation 

Depreciation 

Asset Turn over = ___ N_e_t_S_a_l_e_s __ 
Average Total Assets 

$ 

As of May 31, 

2010 2009 

(In millions) 

222.8 $ 221 .6 

951.9 974.0 

2,217.5 2,094.3 

820.6 802.0 

163.8 

4,255.7 

2,298.0 

$1,957.7 

2010 2009 

(In millions) 

$323.7 $335.0 

Nike, Inc. Partial Consolidated Statements of Income 

Year Ended May 31, 

2010 2009 2008 

(In millions) 

Revenues $19,176.1 $18,627.0 

Year Ended May 31 , 

2010 2009 

Assets (In millions) 

Total assets 

Average total assets = 

($14,4 19.3 + $13,249.6) / 2 

$13,834.5 
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4. Compare the Ratio with Others 
Nike's age, composition, and productivity of operating assets sho uld be compared to 
those of prior years and to those o f companies in the same industry . 

Nike 2010 Nike 2009 Foot Locker 10 Foot Locker 09 

Average life of assets 13.6 12.7 7.66 7.38 

Average age of assets 7.6 6.86 5.89 5.72 

Asset turnover 1.37 1.45 1.77 1.72 

5. Interpret the Results 
T he average life and age of Nike's assets have been consistent fro m year to year and are 
in line with other companies in the ind ustry. The asset turnover ratio is a measure of 
how many dollars of assets are necessary fo r every dollar of sales. If a company uses its 
assets efficiently, each dollar of asset will create a high amo unt of sales. Technically, tl1 is 
ratio is based on average total asse ts, but operating asse ts consti tute tl1e largest portion 
of a company's total assets. Nike's asset turnover ratio indicates that each dollar o f assets 
in 20 l 0 produced $1.37 of sales. It is an ind ication tlut the assets arc currently prod uc­
tive and wi ll be able to provide a profit in future periods. • 

RATIO REVIEW 
A L

.f Property, Plant. and Equipment verage 1 e = -~~-----~~--
Depreciation Expense 

A A 
Accumulated Depreciation 

verage ge = -------'----
Depreciation Expenses 

Asset Turnover = ___ N_e_t_S_a_l_e_s __ 
Average Total Assets 

ACCOUNTS HIGHLIGHTED 

Account Title Appears on the In the Section of 

Land Balance Sheet Operating Assets 
Buildings Balance Sheet Operating Assets 
Machinery Balance Sheet Operating Assets 
Accumulated Depreciation 

(a contra account) Balance Sheet Operating Assets 
Depreciation Expense Income Statement Operating Expenses 
Gain on Sale of Asset Income Statement Other Income 
Loss on Sale of Asset Income Statement Other Expense 

Copyright Balance Sheet Intangible Assets 
Trademark Balance Sheet Intangible Assets 
Goodwill Balance Sheet Intangible Assets 
Amortization Expense Income Statement Operating Expenses 
Accumulated Amortization 

(a contra account) Balance Sheet Intangible Assets 

Page Number 

379 
379 
389 

388 
388 
392 
393 
396 
396 
396 
398 

400 



Alternate Terms 

KEY TERMS QUIZ 

Read each 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. 

___ Acquisition cost 

--- Capitalization of interest 
___ Land improvements 
___ Depreciation 

--- Straight-line method 
Book value ---

___ Units-of-production method 

- - - Accelerated depreciation 
___ Double-declining-balance method 

___ Change in estimate 
___ Capital expenditure 
___ Revenue expenditure 

Gain on Sale of Asset ---
Loss on Sale of Asset ---

___ Intangible assets 
Goodwill ---

___ Research and development costs 

1. This amount includes all of the costs normally necessary to acquire an asset and prepare it 
for its intended use. 

2. Additions made to a piece of property, such as paving or landscaping a parking lot. The 
costs are treated separately from land for purposes of recording depreciation . 

3. A method by which the same dollar amount of depreciation is recorded in each year of 
asset use. 

4. A method by which depreciation is determined as a function of the number of units the 
asset produces. 

5. The process ofu·eating the cost of interest on constructed assets as a part of the asset cost 
rather than an expense. 

6 . A change in the life of an asset or in its expected residual value. 
7. The allocation of the original acquisition cost of an asset to the periods benefited by its use. 
8. A cost that improves an operating asset and is added to the asset account. 
9. The original acquisition cost of an asset minus the amount of accumulated depreciation. 

10. A cost that keeps an operating asset in its normal operating condition and is treated as an 
expense of the period. 

11. An account whose amount indicates that the selling price received on an asset's disposal 
exceeds its book value. 

12. An account whose amount indicates that the book value of an asset exceeds the sel ling price 
received on its disposal. 

13. A term that refers to several methods by which a higher amount of depreciation is recorded 
in the early years of an asset's life and a lower amount is recorded in the late r years. 

14. Long-term assets that have no physical properties; fo r example, patents, copyrights, and 
goodwill. 

15. A method by which depreciation is recorded at twice the straight-line rate, but the depreci ­
able balance is reduced in each period. 

16. The amount indicating that the purchase price of a business exceeded the total fair market 
value of the identifiable net assets at the time the business was acquired. 

17. Expenditures incurred in the discovery of new knowledge and the translation of research 
into a design or plan for a new product. 

ALTERNATE TERMS 

accumulated depreciation allowance for 
depreciation 

acquisition cost historical cost and original 
cost 

capitalize expenditure item treated as asset 
construction in progress construction in 

process 
goodwill purchase price in excess of the 

market value of the assets 

hidden assets Lrnrecorded or off-balance-
sheet assets 

property, plant, and equipment fixed assets 
prospective current and future years 
residual value salvage value 
revenue expenditure item treated as an 

expense of the period 
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WARMUP EXERCISES & SOLUTIONS 

LOS Warmup Exercise 8-1 Depreciation Methods 
Assume that a company purchases a depreciable asset on Janua1y 1 for $10,000. The asset has a 
fo ur-year li fe and will have zero residual value at the end of the fourth year. 

Required 

Calcu late depreciation expense for each of the fo ur years using the straight- line method and the 
double-declining-balance method. 

LOS Warmup Exercise 8-2 Depreciation and Cash Flow 
Use the information from Exercise 8-1. Assume that the double-declining-balance method will 
be used for tax purposes and the straight-line method will be used for the financial statement to 
be given to the stockholders. Also assume that the tax rate is 40%. 

Required 

How much wi ll the tax savings be in the first year as a result of using the accelerated method of 
depreciation? 

Solutions to W armup Exercises 

Warmup Exercise 8-1 

Year 

1 
2 
3 
4 

*$10,000/4 years 

Straight-Line 

$2,500* 
2,500 
2,500 
2,500 

Double-Declining-Balance 

$10,000 x 0.50** = $5,000 
($10,000 - $5,000) x 0.50 = $2,500 
($10,000 - $7,500) x 0.50 = $1 ,250 
($10,000 - $8,750) x 0.50 = $ 625 

**Straight-line rate as a percentage is 1 year/4 years, or 25%. Double the rate is 25% x 2, or 50%. 

Warmup Exercise 8-2 
The tax savings is equal to the difference in depreciation between the two methods times the tax 
rate . Therefore, the tax savings is ($5,000 - $2,500 ) x 0.40 = $1,000. 

REVIEW PROBLEM & SOLUTION 

The accountant for Becker Company wants to develop a balance sheet as of December 31, 2012. 
A review of the asset records has revealed the following information: 

a. Asset A was purchased on July 1, 2010, fo r $40,000 and has been depreciated on the 
straight-line basis using an estimated li fe of six years and a residual value of $4,000 . 

b. Asset B was purchased on January 1, 2011, for $66,000 . T he straight-line method has been 
used for depreciation purposes. Originally, the estimated life of the asset was projected to be 
six years with a residual value of $6,000; however, at the beginning of 2012, the accountant 
learned that the remaining life of the asset was only three years with a residual value of 
$2,000 . 

c. Asset C was purchased o n Janua1y 1, 2011, for $50,000. The double-declining-balance 
method has been used for depreciation purposes, with a four-year life and a residual value esti ­
mate of $5,000 . 



Review Problem & Solution 

Required 
1. Assume that these assets represent pieces of equipment. Calculate the acquisition cost, accu ­

mulated depreciation, and book value of each asset as of December 31, 201 2. 
2. How would die assets appear on die balance sheet on December 31, 2012? 
3. Assume diat Becker Company old Asset Bon January 2, 2013, for 25,000. Calculate die 

amount of die resulting gain or lo s and identify and analyze the effect of die sale. Where 
would the gain or Joss appear on die income statement? 

Solutions to Review Problem Part A 

1. 

2010 Depreciation 
2011 
2012 

Accumulated Depreciation 

2011 Depreciation 
2012 

Accumulated Depreciation 

Asset A 

($40,000 - $4,000)/6 x 1/2 Year 
($40,000 - $4,000)/6 
($40,000 - $4,000)/6 

Asset B 

($66,000 - $6,000)/6 
($66,000 - $10,000 - $2,000)/3 

Note die impact ofd1e change in estimate on 2011 depreciation. 

Asset C 

2011 Depreciation $50,000 x 25% x 2 
2012 ($50,000 - $25,000) x (25% x 2) 

Accumulated Depreciation 

Becker Company 
Summary of Asset Cost and Accumulated Depreciation 

As of December 31, 2012 

$ 3,000 
6,000 
6,000 

$15,000 

$10,000 
18,000 

$28,000 

$25,000 
12,500 

$37,500 

Asset Acquisition Cost Accumulated Depreciation Book Value 

A 
B 
c 

Totals 

$ 40,000 
66,000 
50,000 

$156,000 

$15,000 
28,000 
37,500 

$80,500 

$25,000 
38,000 
12,500 

$75,500 

2. The assets wou ld appear in die Long-Term Assets category of die balance sheet as fo llows: 

Equipment 
Less: Accumulated depreciation 

Equipment (net) 

3. Asset B book value 
Selling price 

Loss on sale of asset 

$156,000 
80,500 

$ 75,500 

$38,000 
25,000 

$13,000 
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The effect of the transaction for the sale can be identified and analyzed as follows: 

ACTIVITY: Investing 
ACCOUNTS: Accumulated Depreciation-Machine Decrease Cash Increase 

Loss on Sale of Asset Increase Asset B Decrease 
STATEMENT[S]: Balance Sheet and Income Statement 

ASSETS 

Accumulated 
Depreciation­
Machine* 

Cash 
Asset B 

Balance Sheet Income Statement 

STOCKHOLDERS' 4-+---------------- NET 
LIABILITIES + EQUITY REVENUES EXPENSES INCOME 

28,000 
25,000 

(66,000) 

(13,000) 
Loss on Sale 

of Asset 13,000 (13,000) 

*The Accumulated Depreciation account has decreased. It is shown as an increase in the equation above because it is a contra account and causes total assets to 
increase. 

The Loss on Sak of Asset account should appear in the Other Income/ Other Expense category 
of the income statement. It is similar to an expense but is not the company's major activity. 

QUESTIONS 

1. What are several examples of operating 9. Why do many companies use one method 
assets? Why are operating assets es ential to calculate depreciation for the income 
to a company's long-term future? statemen"t developed for stockholders and 

2. What is the meaning of the term acquisi- another meLhod for income tax purposes? 
tion cost of operating assets? Give some 10. What should a company do if it finds that 
examples of costs that should be included the original estimate of the life of an asset 
in the acquisition cost. or the residual value of the asset must be 

3. When assets are purchased as a group, changed? 
how should the acquisition cost of the 11. Define the terms capital expenditures and 
individual assets be determined? reventte expenditures. What determines 

4. Why is it important to account separately whether an item is a capital or revenue ex-
for the cost of land and building even penditure? 
when the two assets are purchased to- 12. How is the gain or loss on the sale of an 
gether? operating asset calculated? Where would 

5. Under what circumstances should interest the Gain on Sale of Asset account appear 
be capitalized as part of the cost of an on the financial statements? 
asset? 13. Give several examples of intangible assets. 

6. What factors may contribute to the decline • In wb.ai val~9ce sheet category should in-
in usefu lness of operating assets? Should tangible as:iet'S appear? 
the choice of depreciation method be 14. Define the term goodwill. Give an example 
related to these factors? Must a company of a transaction that would result in the re-
choose just one method of depreciation cording of goodwill on the balance sheet. 
for all assets? 15. Do you agree with the FASB's ruling that 

7 . Why do most companies use the straight- all research and development costs hould 
line depreciation method? be treated as an expense on the income 

8. How should the residual value of an aper- statement? Explain. 
ating asset be treated when the straight- 16. Do you agree with some accountants who 
line method is used? How should it be argue that intangible assets have an indefi-
treated when the double-declining-balance nite life and therefore should not be sub-
method is used? ject to amortization? Explain. 
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17. When an int:mgible asset is amorti zed, 
should the asset's amortization occur over 
its legal life or its useful life? Give an example 
in which the legal life exceeds the useful life. 

18. Suppose that an intangible asset is being 
amortized over a ten-year time period but 

a competitor has just introduced a new 
product that wi ll have a serious negative 
impact on the asset's value. Should the 
company continue to amortize the intan ­
gible asset over the ten -year life? 

BRIEF EXERCISES 

Brief Exercise 8-1 Property, Plant, and Equipment Classification 
Which of the following would be in the Property, Plant, and Eq uipment balance sheet category? 

Land 
Buildings 
Accumulated depreciation 
Patent 
Leasehold improvements 
Construction in process 

Brief Exercise 8-2 Determine Acquisition Cost 
Which of the fo llowing wou ld be considered part of the acquisition cost of an asset? 

Transportation costs 
Installation costs 
Repair costs incurred at time of purchase 
Repair costs incurred after the asset has been installed and used 
Interest on loan to purchase the asset 

Brief Exercise 8-3 Lump-Sum Purchase 
On December 1, 2012, Company X bought from Company Y land and an accompanying-ware­
house for $800,000. The fair market values of the land and the building at the time of purchase 
were $700,000 and $300,000, respectively. How much of the purchase price should Company X 
allocate to land? How much to the buiJdjng? 

Brief Exercise 8-4 Capitalization of Interest 
A company begins construction of an asset on January 1, 2012, and completes construction on 
December 31, 2012. The company pays the fo llowing amounts related to construction : 

$1,000,000 
$2,000,000 
$1,000,000 

January 1 
July 1 

December 1 

Calcu late the average accumulated expenditures for the purpose of capitali zi11g in terest. 

Brief Exercise 8-5 Depreciation Methods 
A company uses the double-declining-balance method of depreciation. T he company purchases 
an asset for $40,000, which is expected to have a ten-year life and a $4,000 residual value. 

What depreciation rate will be applied each year? 
What amount will be charged for depreciation in the first and second years? 
What amount wi ll be treated as depreciation over the ten-year life? 

Brief Exercise 8-6 Change in Depreciation Estimate 
A company purchased ai1 asset on January 1, 2010, for 10,000. T he asset was expected to have 
a ten-year life and a $1,000 salvage value. The company uses the straight-line method of depreci­
ation. O n January 1, 2012, the company determines that the asset will last only five more years. 

Calculate the amount of depreciation for 201 2. 
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Brief Exerci~apital Expenditure 
A company purchased an asset on January 1, 2010, for $10,000. The asset was expected to have 
a ten-year life and a $1,000 salvage value. The company uses the straight-line method of depreci ­
ation. On January 1, 2012, the company made a major repair to the asset of $5,000, extending 
its life. T he asset is expected to last ten years from January 1, 2012. 

Calculate the amount of depreciation for 2012. 

Brief Exercise 8-8 Sale of Asset 
A machine with a cost of $100,000 and accumulated depreciation of $80,000 was sold at a loss 
of $6,000 . What amount of cash was received from the sale? 

Brief Exercise 8-9 Classification of Intangible Assets 
Which of the following would be considered intangible assets on the balance sheet? Which intan­
gibles should be amortized? 

Patents 
Copyrights 
Research and development 
Goodwill 
The company's advantageous location 
Broadcast rights 

Brief Exercise 8-10 Amortization of Intangible 
A company develops a patent on January 1, 2010, and the costs involved with patent approval 
are $12,000. T he legal life of the patent is 20 years, but the company projects that it will provide 
usefu l benefits for only 12 years. At January 1, 2012, the company discovers that a competitor 
will introduce a new product, making this patent useless in five years . How much amortization 
should be recorded in 2010, 2011, and 2012? 

Brief Exercise 8-1 1 Operating Assets and Cash Flows 
In which category of the statement of cash flows (indirect method) should the following items 
appear? 

Depreciation of an operating asset 
Gain on the sale of an asset 
Amortization of an intangible 
Loss on the sale of an asset 
Amount paid to purchase an asset 
Amount received upon sale of an asset 

Brief Exercise 8-12 Analysis of Operating Assets 
At December 31, 2012, a company has the following amounts on its financial statements: 

Property, plant, and equipment 
Accumulated depreciation 
Total assets at January 1, 2012 
Total assets at December 31, 2012 
Net sales 
Depreciation expense 

Calculate the following ratios: 

Average life of the assets 
Average age of the assets 
Asset turnover 

$10,000 
5,000 

30,000 
40,000 
62,000 

1,000 
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EXERCISES 

Exercise 8-1 Acquisition Cost 
On January 1, 2012, Ruby Company purchased a piece of equipment with a list pnce of 
$60,000. T he following amou nts were related to the equipment purchase: 

• Terms of the purchase were 2/10, net 30. Ruby paid for the pmchase on January 8. 
• Freight costs of $1,000 were incurred. 
• A state agency required that a pollution control device be installed on the eq uipment at a cost 

of$2,500 . 
• During installation, the equipment was damaged and repair costs of $4,000 were incurred. 
• Architect's fees of $6,000 were paid to redesign the work space to accommodate the new 

equipment. 
• Ruby purchased liability insurance to cover possible damage to the asset. The three-year 

policy cost $8,000. 
• Ruby financed the purchase with a bank loan. Interest of $3,000 was paid on the loan during 

2012. 

Required 

Determine the acquisition cost of the equipment. 

Exer~ump-Sum Purchase 
To add to his growing chain of grocery stores, on January 1, 2012, Danny Marks bought a gro­
cery store of a small competitor for $520,000. An appraiser, hired to assess the acquired assets' 
val ue, determined that the land, building, and equipment had market values of $200,000, 
$150,000, and $250,000, respectively. 

equired 

What is the acquisition cost of each asset? Identify and analyze the effect of the acquisition . 
Danny plans to depreciate the operating assets on a straight-line basis for 20 years. Deter­
mine the amount of depreciation expense for 2012 on these newly acquired assets. You can 
assume zero residual value for all assets . 

3. How would the assets appear on the balance sheet as of December 31, 2012? 

Exe~ight-Line and Units-of-Production Methods 
Assume that Sample Company purchased factory equipment on January 1, 2012, for $60,000 . 
The equipment has an estimated life of five years and an estimated residual value of $6,000. Sam­
ple's accountant is considering whether to use the straight-line or the units-of-production 
method to depreciate the asset. Because the company is beginning a new production process, the 
equipment will be used to produce 10,000 units in 2012, but production subsequent to 2012 
will increase by 10,000 units each year. 

Required 

Calculate the depreciation expense, accumulated depreciation, and book value of the equipment 
under both methods for each of the five years of its life . Would the units-of-production method 
yield reasonable results in this situation? Explain. 

Exercise 8-4 Accelerated Depreciation 
Koffman's Warehouse purchased a forklift on January 1, 2012, for $6,000. The fo rklift is 
expected to last for five years and have a residual value of $600. Koffman 's uses the double­
declining-balance method for depreciation. 

Required 

1. Calculate the depreciation expense, accumulated depreciation, and book value for each year 
of the forklift's life. 
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2. Identify and analyze the effect of the transaction for depreciation for 2012. 
3. Refer to Exhibit 8-2. What facto rs may have influenced Koffman to use the double­

declining-balance method? 

Exercise 8-5 Change in Estimate 
Assume that Bloomer Company purchased a new machi ne on January 1, 2012, for $80,000. T he 
machine has an estimated usefu l life of nine years and a residual value of $8,000. Bloomer has 
chosen to use the straight-line method of depreciation . On January 1, 2014, Bloomer discovered 
that the machine would not be usefu l beyond December 31, 201 7, and estimated its value at that 
time to be $2,000. 

Required 

1. Calculate the depreciation expense, accumulated depreciation, and book value of the asset 
for each year 2012 to 2017. 

2. Was the depreciation recorded wrong in 2012 and 2013? If so, vvhy was it not corrected? 

LOS Exercise 8-6 Asset Disposal 
Assume that Gonzalez Company purchased an asset on January 1, 2010, for $60,000. The asset 
had an estimated life of six years and an estimated residual value of $6,000. The company used 
the straight-line method to depreciate the asset. On July 1, 2012, the asset was sold for $40,000 . 

Required 

1. Identify and analyze the effect of the transaction for depreciation for 2012. Identif)1 and ana­
lyze the effect of the sale of the asset. 

2. How should the gain or loss on the sale of the asset be presented on the income statement? 

LOS Exercise 8-7 Asset Disposal 
EXAMPLE 8-7, 8-8 Refer to Exercise 8-6. Assume that Gonzalez Company sold the asset on July 1, 2012 , and 

received $15,000 cash and a note for an additional $15 ,000. 

L010 
EXAMPLE 8-9 

L011 

Required 

1. Identify and analyze the effect of the transaction for depreciation for 2012 . Identify and ana­
lyze the effect of the sale of the asset. 

2. How should the gain or loss on the sale of the asset be presented on the income statement? 

Exercise 8-8 Amortization of Intangibles 
For each of the following intangible assets, indicate the amount of amortization expense that 
should be recorded for the year 2012 and the amount of accumulated amortization on the bal ­
ance sheet as of December 31, 2012 . 

Trademark Patent Copyright 

Cost $40,000 $50,000 $80,000 

Date of purchase 1 /1 /05 1 /1 /07 1 /1 /1 0 

Useful life indefinite 10 yrs . 20 yrs . 

Legal life undefined 20 yrs . 50 yrs. 

Method SL* SL SL 

*Represents the straight-line method. 

Exercise 8-9 Impact of Transactions Involving Operating Assets on 
Statement of Cash Flows 
From the fo llowing list, identify each item as operating (0 ), investing (I ), financing (F), or not 
separately reported on the statement of cash flows ( ). 

Purchase of land 
Proceeds from sale of land 



Multi-Concept Exercises 

Gain on sale of land 
Purchase of equipment 
Depreciation expense 
Proceeds from sale of equipment 
Loss on sale of equipment 

Exercise 8-1 O Impact of Transactions Involving Intangible Assets on 
Statement of Cash Flows 
From the following list, identify each item as operating (0 ), investing (I ), financing (F), or not 
separately reported on the statement of cash flows (N). 

Cost incurred to acquire copyright 
Proceeds from sale of patent 
Gain on sale of patent 
Research and development costs 
Amortization of patent 

MULTI-CONCEPT EXERCISES 

Exercise 8·11 Capital versus Revenue Expenditures 
On January 1, 2010, Jose Company purchased a building for $200,000 and a delivery truck for 
$20,000. The following expenditures have been incurred during 2012: 

• The building was painted at a cost of $5,000. 
• To prevent leaking, new windows were installed in the building at a cost of$10,000. 
• To improve production, a new conveyor system was installed at a cost of $40,000. 
• The delivery truck was repainted with a new company logo at a cost of$1,000. 
• To allow better handling of large loads, a hydraulic lift system was installed on the truck at a 

cost of $5,000. 
• The truck's engine was overhauled at a cost of $4,000. 

Required 

l. Determine which of those costs should be capitalized. Also, identify and analyze the effect of 
the capitali zed costs. Assume that all costs were incurred on January 1, 2012. 

2. Determine the amount of depreciation for the year 2012. The company uses the straight-line 
method and depreciates the building over 25 years and the truck over six years. Assume zero 
residual value for all assets. 

3. How would the assets appear on the balance sheet of December 31, 2012? 

Exercise 8-12 Capitalization of Interest and Depreciation 
During 2012, Mercator Company borrowed $80,000 from a local bank. In addition, Mercator 
used $120,000 of cash to construct a new corporate office building. Based on average accumu­
lated expenditures, the amount of interest capitalized during 2012 was $8,000. Construction was 
completed, and the building was occupied on January 1, 2013. 

Required 

1. Determine the acquisition cost of the new building. 
2. The building has an estimated useful life of 20 years and a $5,000 salvage value. Assuming 

that Mercator uses the straight-line basis to depreciate its operating assets, determine the 
amount of depreciation expense for 2012 and 2013. 

Exercise 8·13 Research and Development and Patents 
Erin Company incurred the following costs during 2012 and 2013 : 

a. Research and development costing $20,000 was conducted on a new product to sell in future 
years. A product was successfully developed, and a patent for it was granted during 2012. Erin 
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is unsure of the period benefited by the research, but believes the product will result in 
increased sales over the next five years. 

b. Legal costs and application fees of $10,000 for the 20-year patent were incurred on January 
1, 2012. 

c. A patent infringement suit was successfully defended at a cost of $8,000. Assume that all costs 
were incurred on January 1, 2013 . 

Required 

Determine how the costs in (a) and (b) should be presented on Erin 's financial statements as of 
December 31, 2012. Also determine the amoLU1t of amortization of intangible assets that Erin 
should record in 2012 and 2013. 

PROBLEMS 

L03 Problem 8-1 Lump-Sum Purchase of Assets and Subsequent Events 
Carter Development Company purchased, for cash, a large tract of land that was immediately 
platted and deeded into the following smaller sections: 

Section 1, retail development with highway frontage 
Section 2, multifamily apartment development 
Section 3, single-family homes in the largest section 

Based on recent sales of similar property, the fair market values of the three sections are as 
follows: 

Section 1, $630,000 
Section 2, $378,000 
Section 3, $252,000 

Required 

1. What value is assigned to each section of land if the tract was purchased for (a) $1,260,000, 
(b) $1,560,000, and (c) $1,000,000? 

2. How does the purchase of the tract affect the balance sheet? 
3. Why would Carter be concerned with the value assigned to each section? Would Carter be 

more concerned with the values assigned if instead of purchasing three sections of land, it 
purchased land with buildings? Explain. 

LOS Problem 8-2 Depreciation as a Tax Shield 
The term tax shield refers to the amount of income tax saved by deducting depreciation for 
income tax purposes. Assume that Supreme Company is consideri ng the purchase of an asset as 
of January 1, 2012. T he cost of the asset with a five -year life and zero residual value is $100,000. 
The company will use the straight-line method of depreciation. 

Supreme's income for tax purposes before recording depreciation on the asset will be 
$50,000 per year for the next five years . T he corporation is currently in the 35% tax bracket. 

Required 

Calculate the amount of income tax that Supreme must pay each year if the asset is not 
purchased. Calculate the amount of income tax that Supreme must pay each year if the asset is 
purchased. What is the amount of the depreciation tax shield? 

LOS Problem 8-3 Book versus Tax Depreciation 
Gtiffith Delivery Service purchased a delivery truck for $33 ,600. The truck has an estimated use­
ful life of six years and no salvage value. For purposes of preparing financial statements, Griffith is 
planning to use straight-line depreciation. For tax purposes, Griffith fo llows MACRS. Deprecia­
tion expense using MACRS is 6,720 in Year 1, $10,750 in Year 2, $6,450 in Year 3, $3,870 in 
each ofYears 4 and 5, and $1,940 in Year 6. 



Multi-Concept Problems 

Required 

1. What is the difference between straight-line and MACRS depreciation expense for each of 
the six years? 

2. Griffith's president has asked why you use one method for the books and another for tax cal­
culations. "Can you do this? Is it legal? Don't we take the same total depreciation either 
way?" he asked. Write a brief memo answering his questions and explaining the benefits of 
using two methods for depreciation. 

Problem 8-4 Depreciation and Cash Flow 
O'hare Company's only asset as of January 1, 2012, was a limousine. During 2012, only the 
following three transactions occurred: 

Services of $100,000 were provided on account. 
All accounts receivable were collected. 
Depreciation on the limousine was $15,000. 

Required 

1. Develop an income statement for O'hare for 2012. 
2. Determine the amount of the net cash inflow for O'hare for 2012. 
3. Explain why O'hare's net income does not equal net cash inflow. 
4. IfO'hare developed a cash flow statement for 2012 using the indirect method, what amount 

would appear in the category titled Cash Flow from Operating Activities? 

Problem 8-5 Reconstruct Net Book Values Using Statement of 
Cash Flows 
Centralia Stores Inc. had property, plant, and equipment, net of accumulated depreciation, of 
$4,459,000 and intangible assets, net of accumulated amortization, of $673,000 at December 
31, 2012. The company's 2012 statement of cash flows, prepared using tl1e indirect method, 
included the following items: 

a. The Cash Flows from Operating Activities section included three additions to net income: 
( l ) Depreciation expense of $672,000 
(2) Amortization expense of $33,000 
( 3) Loss on the sale of equipment of $35,000 

b. The Cash Flows from Operating Activities section also included a subtraction from net 
income for the gain on the sale of a copyright of $55,000. 

c. The Cash Flows from Investing Activities section included outflows for the purchase of a 
building of $292,000 and $15,000 for the payment of legal fees to protect a patent from 
infringement. 

d. The Cash Flows from Investing Activities section also included inflows from the sale of equip-
ment of $3 15,000 and the sale of a copyright of $75,000. 

Required 

1. Determine tl1e book values of the assets tl1at were sold during 2012. 
2. Reconstruct tl1e amount of property, plant, and equipment, net of accumulated depreciation, 

that was reported on the company's balance sheet at December 31, 2011. 
3. Reconstruct the amount of intangibles, net of accumulated amortization, that was reported 

on tl1e company's balance sheet at December 31, 2011. 

MULTI-CONCEPT PROBLEMS 

Problem 8-6 Cost of Assets, Subsequent Book Values, and Balance 
Sheet Presentation 
The following events took place at Pete's Painting Company during 2012: 

a. On Janua1y 1, Pete bought a used truck for $14,000. He added a tool chest and side racks 
for ladders for $4,800. The truck is expected to last four years and tl1en be sold for $800. 
Pete uses straight-line depreciation . 
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b. On January 1, he purchased several items at an auction for $2,400. These items had fair 
market values as follows: 

10 cases of paint trays and roller 
covers 

Storage cabinets 
Ladders and scaffolding 

$ 200 
600 

2,400 

Pete will use all of the paint trays and roller covers this year. The storage cabinets are expected 
to last nine years; the ladders and scaffolding, four years. 

c. On February 1, Pete paid the city $1,500 for a three-year license to operate the business. 
d . On September 1, Pete sold an old truck for $4,800 that had cost $12,000 when it was pur­

chased on September 1, 2007. It was expected to last eight years and have a salvage value of 
$800. 

Required 

1. For each situation, explain the value assigned to the asset when it is purchased [or for ( d), 
the book value when sold]. 

2. Determine the amount of depreciation or other expense to be recorded for each asset for 
2012 . 

3. How would these assets appear on the balance sheet as of December 31 , 2012? 

L02 • 5 Problem 8-7 Cost of Assets and the Effect on Depreciation 
Early in its first year of business, Toner Company, a fitness and training center, purchased new 
workout equipment. The acquisition included the following costs: 

Purchase price 
Tax 
Transportation 

Setup* 
Painting* 

*The equipment was adjusted to Toner's specific needs 
and painted to match the other equipment in the gym. 

$150,000 
15,000 
4,000 

25,000 
3,000 

The bookkeeper recorded an asset, Equipment, $165,000 (purchase price and tax ). The 
remaining costs were expensed for the year. Toner used straight-line depreciation. The equip­
ment was expected to last ten years with zero salvage value. 

Required 

1. How much depreciation did Toner report on its income statement related to this equipment 
in Year l? What is the correct amount of depreciation to report in Year l? 

2 . Income is $100,000 before costs related to the equipment are reported. How much income 
will Toner report in Year l? What amount of income should it report? You can ignore 
income tax. 

3. Using the equipment as an example, explain the difference between a cost and an expense. 

LOS • 7 • 8 Problem 8-8 Capital Expenditures, Depreciation, and Disposal 
Merton Company purchased a building on January 1, 2011, at a cost of $364,000. Merton esti­
mated that its life would be 25 years and its residual value would be $14,000. 

On January 1, 2012, the company made several expenditures related to the building. The 
entire building was painted and floors were refinished at a cost of $21,000. A federal agency 
required Merton to install additional pollution control devices in the building at a cost of 
$42,000. With the new devices, Merton believed it was possible to extend the life of the building 
by six yea.rs. 

In 2013, Merton altered its corporate strategy dramatically. The company sold the building 
on April 1, 2013, for $392,000 in cash and relocated all operations to another state. 



Multi-Concept Problems 

Required 

1. Determine the depreciation that should be on the income statement fo r 2011 and 201 2. 
2. Explain why the cost of the pollution control equipment was not expensed in 201 2. What 

conditions would have allowed Merton to expense the eq uipment? If Merton has a choice, 
would it prefer to expense or capitali ze the equipment? 

3. What amount of gain or loss did Merton record when it sold the building? What amount of 
ga in or loss would have been reported if the pollution control equipment had been expensed 
in 201 2? 

Problem 8-9 Amortization of Intangible, Revision of Rate 
During 2007, Reynosa lnc. 's research and development department developed a new manu fac­
tu ring process. Research and development costs were $85,000 . T he process was patented on O c­
tober 1, 2007. Legal costs to acq uire the patent were $11 ,900 . Reynosa decided to expense the 
patent over a 20-year time period. Reynosa's fi scal year ends on September 30. 

On October 1, 201 2, Reynosa's competi tion announced th at it had obtained a patent on a 
new process that would make Reynosa's patent completely worthless . 

Required 

1. H ow should Reynosa record the $85,000 and $11 ,900 costs? 
2. H ow much amorti zation expense should Reynosa report in each year through the year ended 

September 30, 2012? 
3 . What amount of loss should Reynosa report in the year ended September 30 , 201 3? 

Problem 8 -10 Purchase and Disposal of Operating Asset and Effects 
on Statement of Cash Flows 
On Janua ry 1, 201 2, Castlewood Company purchased machinery for its production line for 
$104,000 . Using an estimated useful li fe of eight years and a residual value of $8,000, the annual 
straight-line depreciation of the machinery was calculated to be $12,000. Castlewood used the 
machinery during 201 2 and 201 3, bu t then decided to automate its production process. On De­
cember 31, 201 3, Castlewood sold the machinery at a loss of $5,000 and purchased new, fully 
automated machinery for $205,000 . 

Required 

1. H ow would the previous transactions be presented on Castlewood's statements of cash fl ows 
for the years ended December 31, 201 2 and 2013? 

2 . Why would Castlewood sell at a loss machinery that had a remaining useful li fe of six years 
and purchase new machinery with a cost almost twice that of the old ? 

LO&• 10 

LOS• 11 

Problem 8-11 Amortization of Intangibles and Effects on Statement of L09 • 10 • 11 
Cash Flows 
Tablcleaf Inc. purchased a patent a number of years ago. The patent is being amortized on a 
straight- line basis over its estimated useful life. T he company's comparative balance sheets as of 
December 31, 201 2 and 2011 , included the fo llowing line item: 

Patent. less accumulated amortization of 
$119,000 (2012) and $1 02,000 (2011) 

Required 

12/31/12 

$170,000 

l . How much amorti zation expense was recorded during 201 2? 

12/31/11 

$187,000 

2. What was the patent's acquisition cost? When was it acquired? What is its estimated useful 
life? H ow was the acquisition of the patent reported on that year's statement of cash fl ows? 

3. Assume that Tablcleaf uses the indirect method to prepare its statement of cash fl ows. How 
is the amortization of the patent reported annually on the statement of cash flows? 

4 . H ow would the sale of the patent on January 1, 201 3, for $200,000 be reported on the 
201 3 statement of cash fl ows) 
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ALTERNATE PROBLEMS 

L03 Problem 8-1 A Lump-Sum Purchase of Assets and Subsequent Events 
Dixon Manufacturing purchased, for cash, three large pieces of equipment. Based on recent sales 
of similar equipment, the fair market values are as follows: 

Piece 1 

Piece 2 

Piece 3 

Required 

$200,000 
$200,000 
$440,000 

1. What value is assigned to each piece of equipment if the equipment was purchased for 
(a) $480,000, (b) $680,000, and (c) $800,000? 

2. How does the purchase of the equipment affect total assets? 

LOS Problem 8-2A Depreciation as a Tax Shield 
The term tax shield refers to the amount of income tax saved by deducting depreciation for 
income tax purposes. Assume that Rummy Company is considering the purchase of an asset as of 
January 1, 2012. The cost of the asset with a five -year life and zero residual value is $60,000. 
The company will use the double-declining-balance method of depreciation. 

Rummy's income for tax purposes before recording depreciation on the asset will be 
$62,000 per year for the next five years. The corporation is currently in tl1e 30% tax bracket. 

Required 

Calculate the amount of income tax tlrnt Rummy must pay each year if (a) tl1e asset is not pur­
chased and (b) the asset is pmchased. What is the amount of tax shield over the life of tl1e asset? 
What is tl1e amount of tax shield for Rummy if it uses the straight-line method over tl1e life of the 
asset? Why would Rummy choose to use the accelerated metl1od? 

LOS Problem 8-3A Book versus Tax Depreciation 
Payton Delivery Service purchased a delivery truck for $28,200. T he truck will have a usefi.t1 life 
of six years and zero salvage value. For the purposes of preparing financial statements, Payton is 
planning to use straight-line depreciation. For tax purposes, Payton follows MACRS. Deprecia­
tion expense using MACRS is $5,650 in Year 1, $9,025 in Year 2, $5,400 in Year 3, $3,250 in 
each ofYears 4 and 5, and $1,625 in Year 6 . 

Required 

1. What is the difference between straight-line and MACRS depreciation expense for each of 
the six years? 

2. Payton's president has asked why you use one method for tl1e books and anotl1er for tax cal­
culations. "Can you do this? Is it legal? Don't we take the same total depreciation either 
way?" he asked. Write a brief memo answering his questions and explaining tl1e benefits of 
using two metl10ds for depreciation. 

L011 Problem 8-4A Amortization and Cash Flow 
Book Company's only asset as of January 1, 2012, was a copyright. During 2012, only the fo l­
lowing three transactions occurred: 

Royalties earned from copyright use, $500,000 in cash 
Cash paid for advertising and salaries, $62,500 
Amortization, $50,000 

Required 

1. What amount of income wiU Book report in 2012? 
2. What is tl1e amount of cash on hand at December 31, 2012? 



Alternate Multi-Concept Problems 

3. Explain how the cash balance increased from zero at the beginning of the year to its year-end 
balance. Why does the increase in cash not equal the income? 

Problem 8-SA Reconstruct Net Book Values Using Statement of 
Cash Flows 
E-Gen Enterprises Inc. had property, plant, and equipment, net of accumulated depreciation, of 
$1,555,000 and intangible assets, net of accumulated amortization, of $34,000 at December 31, 
2012. The company's 2012 statement of cash flows, prepared using the indirect method, 
included the fo llowing items: 

a. The Cash Flows from Operating Activities section included three additions to net income: 
( 1) Depreciation expense of $205,000 
( 2) Amortization expense of $3,000 
( 3) Loss on the sale of land of $17 ,000 

b. The Cash Flows from Operating Activities section also included a subtraction from net 
income for the gain on the sale ofa trademark of$7,000. 

c. The Cash Flows from Investing Activities section included outflows for the purchase of equip­
ment of $277,000 and $6,000 for the payment of legal fees to protect a copyright from 
infringement. 

d. The Cash Flows from Investing Activities section also included inflows from the sale of land 
of$187,000 and the sale ofa trademark of$121,000. 

Required 

1. Determine the book values of the assets that were sold during 2012 . 
2. Reconstruct the amount of property, plant, and equipment, net of accumulated depreciation, 

that was reported on the company's balance sheet at December 31, 2011. 
3. Reconstruct the amount of intangibles, net of accumulated amortization, that was reported 

on the company's balance sheet at December 31, 2011. 

ALTERNATE MULTI-CONCEPT PROBLEMS 

Problem 8-6A Cost of Assets, Subsequent Book Values, and Balance 
Sheet Presentation 
The following events took place at Tasty-Toppins Inc., a pizza shop that speciali zes in home 
delivery, during 2012: 

a. January 1, purchased a truck for $16,000 and added a cab and an oven at a cost of$10,900. 
The truck is expected to last five years and be sold for $300 at the end of that time. The com­
pany uses straight-line depreciation for its trucks. 

b. January 1, purchased equipment for $2,700 from a competitor who was retiring. The equip­
ment is expected to last three years with zero salvage value. The company uses the double­
declining-balance method to depreciate its equipment. 

c. April 1, sold a truck for $1,500. The truck had been purchased for $8,000 exactly five years 
earlier, had an expected salvage value of $1,000, and was depreciated over an eight-year life 
using the straight-line method. 

d. July 1, purchased a $14,000 patent for a unique baking process to produce a new product. 
The patent is valid for 15 more years; however, the company expects to produce and market 
the product for only four years . T he patent's value at the end of the four years will be zero. 

Required 

For each situation, explain the amount of depreciation or amortization recorded for each asset in 
the current year and the book value of each asset at the end of the year. For ( c ), indicate the 
accumulated depreciation and book value at the time of sale. 
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L02 • 5 Problem 8-7A Cost of Assets and the Effect on Depreciation 
Early in its first year of business, Key Inc., a locksmith and securi ty consultant, purchased new 
equipment . The acquisition included the fo llowing costs: 

Purchase price 
Tax 
Transportation 
Setup* 
Operating cost for first year 

*The equipment was adjusted to Key's spec1f1c needs. 

$168,000 

16,500 

4.400 
1, 100 

26.400 

T he bookkeeper recorded the asset Equipment at $2 16,400 . Key used straight-line depreciation. 
T he equ ipment was expected to last ten years with zero residual value . 

Required 

1. Was $2 16,400 the proper amount to record for the acq uisition cost? If not, explain how each 
cxpendin1re should be recorded. 

2. How much depreciation did Key report on its income statement related to this eq uipment in 
Y car l? How much should have been reported? 

3. If Key's income before the costs associated with the equipment is $55,000, what amoun t of 
income did Key report? What amount should it have reported? You can ignore income tax. 

4. Explain how Key should determine the amount to capita lize when recording an asset. What 
is the effect of Key's error on the inco me statement and balance sheet? 

L07 • 8 Problem 8-SA Capital Expenditures, Depreciation, and Disposal 
Wagner Company purchased a retail shopping center on January 1, 20 11 , at a cost of $612,000 . 
Wagner estimated that its life would be 25 years and its residual val ue would be $12,000. 

On January 1, 2012, the company made several expenditures related to the building. The 
entire building was painted and floors were refinished at a cost of $115,200 . A local zoning 
agency required Wagner to install additional fire protection equipment, including sprinklers and 
built-in alarms, at a cost of $87,600 . With the new protection, Wagner believed it was possible to 
increase the residual value of the building to $30,000. 

In 2013, Wagner altered its corporate strategy dramatica lly. T he company sold the retail 
shopping center on January 1, 2013 , for $360,000 cash. 

Required 

1. Determine the depreciation that sho uld be o n the income statement for 2011 and 2012. 
2. Explai n why the cost of the fire protection equipment was not expensed in 201 2. What con­

ditions would have allowed Wagner to expense it? If Wagner has a choice, would it prefer to 
expense or capitalize the equipment? 

3. What amount of gain or loss did Wagner record when it sold the building? What amount of gain 
or loss would have been reported ifthe fire protection equipment had been expensed in 2012? 

LOG • 10 Problem 8-9A Amortization of Intangible, Revision of Rate 
During 2007, Maciel Inc. 's research and development department developed a new manufacturing 
process. Research and development costs were $350,000 . T he process was patented on October I , 
2007. Legal costs to acquire the patent were $23,800 . Maciel decided to expense the patent over a 
20-year time period using the straight-line method. Maciel's fiscal year ends on September 30. 

On October 1, 2012, Maciel's competition announced that it had obtained a patent on a 
new process that wou ld make Maciel's patent completely worth less. 

Required 

1. How shou ld Maciel record the $350,000 and 23,800 costs? 
2. How much amorti zation expense should Maciel report in each year through the year ended 

September 30, 2012? 
3. What amount of loss should Maciel report in the year ended September 30, 2013? 



Decision Cases 

Problem 8-10A Purchase and Disposal of Operating Asset and Effects 
on Statement of Cash Flows 
On January l, 2012, Mansfield Inc. purchased a medium-sized delivery truck for $45,000. Using 
an estimated useful life of five years and a residual value of $5,000, the annual straight-line depre­
ciation of the trucks was calculated to be $8,000. Mansfield used the truck during 2012 and 
20 13, but then decided to purchase a larger delivery truck. On December 3 I, 20 13, Mansfield 
sold the delivery truck at a loss of $12,000 and purchased a new, larger delivery truck for 
$80,000. 

Required 

l. How would the previous transactions be presented on Mansfield's statements of cash flows 
for the years ended December 31, 20 12 and 2013? 

2. Why would Mansfield sell at a loss a truck that had a remaining useful life of three years and 
purchase a new truck with a cost almost nvice that of the old ? 

Problem 8-11A Amortization of Intangibles and Effects on Statement 
of Cash Flows 
Quickstcr Inc. acquired a patent a number of years ago. The patent is being amortized on a 
straight-line basis over its estimated useful life. The company's comparative balance sheets as of 
December 31, 2012 and 2011, included the fo llowing line item: 

Patent. less accumulated amortization of 
$1,661,000 (2012) and $1,510,000 (2011) 

Required 

12/31112 

$1,357,000 

l. How much amortization expense was recorded during 2012? 

12/31/11 

$1,508,000 

2. What was the patent's acquisition cost? When was it acquired? What is its estimated useful 
li fe? How was the acquisition of the patent reported on that year's statement of cash flows? 

3. Assume that Quickstcr uses the indirect method to prepare its statement of cash flows. How 
is the amortization of the patent reported annually on the statement of cash flows? 

4. How would the sale of the patent on January 1, 2013, for $1,700,000 be reported on the 
2013 statement of cash flows? 

DECISION CASES 

Reading and Interpreting Financial Statements 

Decision Case 8-1 General Mills 
Refer to the financial statements and notes for General Mills included at the back of the book. 

Required 

1. What items does the company list in the Property and Eq uipment category? 
2. What method is used to depreciate the operating assets? 
3. What is the estimated useful life of the operating assets? 
4. What arc the accumulated depreciation and book values of property and equipment for the 

most recent fiscal year? 
5. Were any assets purchased or sold during the most recent fiscal year? Explain. 

Decision Case 8-2 Comparing Two Companies in the Same Industry: 
General Mills and Kellogg's 
Refer to the financial information for General Mills and Kellogg's included at the back of the 
book. 

(Continued) 
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Required 

1. Compare the list of property, plant, and equipment for General Mills to the list on the Kel ­
logg's balance sheet. How are the lists similar? ote the differences between the lists and 
provide a logical reason for the differences. 

2. What method is used by each company to depreciate the assets? Why do you think each com­
pany has chosen the method it uses? 

3. What are the accumulated depreciation and book values of the property and equipment for 
each company? What does this information tell you about these competitors? 

4. What is the estimated life of General Mills's assets? How does this compare to the estimated 
life of Kellogg's assets? 

5 . Refer to the Investing Activities portion of the cash flow statements of the two companies. 
Were any assets purchased or sold by either company during the year? This section of the 
statements does not tell whether there was a gain or loss on the sale of long-term assets. 
Where wou ld you find that information? 

Making Financial Decisions 

L01 • 5 Decision Case 8-3 Comparing Companies 
Assume that you are a financial analyst attempting to compare the financial results of two compa­
nies. The 2012 income statement of Straight Company is as follows: 

Sales 
Cost of goods sold 

Gross profit 
Administrative costs 

Depreciation expense 

Income before tax 
Tax expense (40%) 

Net income 

$ 96,000 
120,000 

$720,000 
360,000 

$360,000 

216,000 

$144,000 
57,600 

$ 86.400 

Straight Company depreciates all operating assets using the straight-line method for tax purposes 
and for the annual report provided to stockholders. All operating assets were purchased on the 
same date, and all assets had an estimated life of five years when purchased. traight Company's 
balance sheet reveals that on December 31, 2012, the balance of the Accumulated Depreciation 
account was $240,000 . 

You want to compare the annual report of Straight Company to that of Accelerated Com­
p~my. Both companies are in the same industry, and both have the same assets, sales, and 
expenses except that Accelerated uses the double-declining-balance method for depreciation for 
income tax purposes and for the annual report provided to stockholders. 

Required 
Develop Accelerated Company's 2012 income statement. As a financial analyst interested in 
investing in one of the companies, do you find Straight or Accelerated to be more attractive? 
Because depreciation is a "noncash" expense, should you be indifferent in deciding between the 
two companies? Explain your answer. 

LOS Decision Case 8-4 Depreciation Alternatives 
Medsupply Inc. produces supplies used in hospi tals and nursing homes. Its sales, production, and 
costs to produce are expected to remain constant over the next five years. The corporate income 
tax rate is expected to increase over the next three years. The current rate, 15%, is expected to 
increase to 20% next year, then to 25%, continuing at that rate indefinitely. 

Medsupply is considering the purchase of new equipment that is expected to last five years 
and to cost $150,000 with zero salvage value. As the controller, you are aware that the company 
can use one method of depreciation for accounting purposes and another method for tax pur­
poses. You are trying to decide between the straight-line and the double-declining-balance 
methods. 



Solutions to Key Terms Quiz 

Required 
Recommend which method to use for accounting purposes and which to use for tax purposes. 
Be able to justify your answer on both a numeiical and a theoretical basis. How does a noncash 
adjustment to income, such as depreciation, affect cash fl ow? 

Ethical Decision Making 

Decision Case 8-5 Valuing Assets 
Denver Company recently hired Terry Davis as an accountant. He was given responsibility for all 
accounting functions related to fixed asset accOLU1ting. Tammy Sharp, Terry's boss, asked him to 
review all transactions involving the current year's acquisition of fixed assets and to take necessary 
action to ensure that acquired assets were recorded at proper values. Terry is satisfied that all 
transactions are proper except for an April 15 purchase of an office building and tl1e land on 
which it is situated. The purchase price oftl1e acquisition was $200,000. However, Denver Com­
pany has not reported tl1e land and building separately. Terry hired an appraiser to determine the 
market values of tl1e land and the building. The appraiser reported that his be t estimates of the 
values were $150,000 for tl1e building and .$70,000 for the land. When Terry proposed that 
these values be used to determine the acquisition cost of the assets, Tammy disagreed. She told 
Terry to request another appraisal of tl1e property and asked him to stress to tl1e appraiser that 
tl1e land component of tl1e acquisition could not be depreciated for tax purposes. T he second 
appraiser estimated that the values were .$180,000 for the building and $40,000 for the land . 
Terry and Tammy agreed that the second appraisal should be used to determine the acquisition 
cost of the assets. 

Required 

Did Terry and Tammy act ethica lly in this situation? Explain your answer. 

Decision Case 8-6 Depreciation Estimates 
Langsom's Mfg. is planning for a new project. Usually, Langsom's depreciates long-term equip­
ment for ten years. The equipment for this project is specialized and will have no further use at 
tl1e end of tl1e project in three years . The manager of the project wants to depreciate the equip­
ment over tl1e usual ten years and plans on writing off the remaining book value at the end of 
Y car 3 as a loss. You believe that the equipment should be depreciated over tl1e three-year life. 

Required 

Which method do you think is conceptually better? What should you do if the manager insists on 
depreciating the equipment over ten years? 

SOLUTIONS TO I<EY TERMS QUIZ 

1 
5 
2 
7 
3 
9 

Acquisition cost 
Capitalization of interest 
Land improvements 
Depreciation 
Straight-line metl1od 
Book value 

4 Units-of-production mctl1od 
_1_3_ Accelerated depreciation 
_1_5_ Double-declining-balance method 

6 
8 
10 
11 
12 
14 
16 
17 

Change in estimate 
Capital expenditure 
Revenue expenditure 
Gain on Sale of Asset 
Loss on Sale of Asset 
Intangible assets 
Goodwi ll 
Research and development costs 
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INTEGRATIVE PROBLEM 

Correct an income statement and statement of cash flows and 
assess the impact of a change in inventory method; compute the 
effect of a bad debt recognition. 

The following income statement, statement of cash flows, and additional information are avail ­
able for PEK Company: 

PEK Company 
Income Statement 

For the Year Ended December 31, 2012 

Sales revenue 
Cost of goods sold 

Gross profit 
Depreciation on plant equipment 
Depreciation on buildings 
Interest expense 
Other expenses 

Income before taxes 
Income tax expense (30% rate) 

Net income 

$58,400 
12,000 
33,800 
83,800 

PEK Company 
Statement of Cash Flows 

For the Year Ended December 31, 2012 

Cash flows from operating activities: 

Net income 
Adjustments to reconcile net income to net 

cash provided by operating activities (includes 
depreciation expense) 

Net cash provided by operating activities 
Cash flows from financing activities: 

Dividends 

Net increase in cash 

Additional information : 

$1,250,000 
636,500 

$ 613,500 

188,000 

$ 425,500 
127,650 

$ 297,850 

$297,850 

83,200 

$381,050 

(35,000) 

$346,050 

a. Beginning inventory and purchases for the one product the company sells are as follows: 

Units Unit Cost 

Beginning inventory 50,000 $2 .00 

Purchases: 
February 5 25,000 2.10 

March 10 30,000 2.20 

April 15 40,000 2.50 

June 16 75,000 3.00 

September 5 60,000 3.10 

October 3 40,000 3.25 

b. During the year, the company sold 250,000 units at 5 each . 
c. PEK uses the periodjc FIFO method to value its inventory and the straight-line method to 

depreciate all of its long-term assets. 
d. During the year-end audit, it was discovered that a January 3, 2012, transaction fo r the lump­

sum purchase of a mixing machine and a boiler was not recorded. The fair market values of 
the mi xi ng machine and the boiler were 200,000 and $100,000, respectively. Each asset has 



Answers to Pod Review 

an estimated useful life often years with no residual value expected. The purchase of the assets 
was financed by issuing a $270,000 five -year promissory note directly to the seller. Interest of 
8% is paid annually on December 31. 

Required 
1. Prepare a revised income statement and a revised statement of cash flows to take into account 

the omission of the entry to record the purchase of the two assets. (Hint: You will need to 
take into account any change in income taxes as a result of changes in any income statement 
items. Assume that income taxes are paid on December 31 of each year.) 

2. Assume the same facts as in part ( 1 ), except that the company is considering the use of an 
accelerated method rather than the straight-line method for the assets purchased on January 
3, 2012. All other assets would continue to be depreciated on a straight-line basis. Prepare a 
revised income statement and a revised statement of cash flows assuming that the company 
decides to use the accelerated method for these t\vo assets rather than the straight-line 
method, resulting in depreciation of 49,091 for 2012. 

Treat the answers in parts (3) and (4 ) as independent of the other parts. 

3. Assume that PEK decides to use the LIFO method rather than the FIFO method to value its 
inventory and recognize cost of goods sold for 2012. Compute the effect (amount of 
increase or decrease ) this would have on cost of goods sold, income tax expense, and net 
income. 

4. Assume that PEK failed to record an estimate of bad debts for 2012 . (Bad debt expense is 
normally included in "other expenses." ) Before any adjustment, the balance in Allowance 
for Doubtful Accounts is $8,200. The cred it manager estimates that 3% of the $800,000 of 
sales on account will prove to be uncollectiblc. Based on this information, compute the effect 
(amount of increase or decrease ) of recognition of the bad debt estimate on other expenses, 
income tax expense, and net income. 

ANSWERS TO POD REVIEW 

L01 1. d 2.a L07 1. a 2.b 
L02 1. b 2.c L08 1. c 2.a 
L03 1. d 2.a L09 1. b 2.d 
L04 1. c 2.c L010 1. d 2.c 
LOS 1. a 2.d L011 1. a 2. b 
L06 1. c 2.d L012 1. d 2.a 
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Current Liabilities, 
Contingencies, and the 
Time Value of Money 

AFTER STUDYING THIS CHAPTER, YOU SHOULD BE ABLE TO: 

L01 Identify the components of the Current 
Liability category of the balance sheet. 

L02 Examine how accruals affect the Current 
Liability category. 

L03 Expla in how changes in current liabili ties 
affect the statement of cash flows. 

L04 Determine when contingent liabil it ies 
should be presented on the balance sheet 

A Look at Previous Chapters The previous chapters 
were concerned w ith the asset portion of the balance 
sheet. We examined the accounting for current assets, 
such as inventory, as well as long-term assets such as 
property, plant, and equipment. 

A Look at This Chapter This chapter examines the 
accounting for current liabilities that are an important 
aspect of a company's liquidity. Chapter 9 also discusses 

or disclosed in notes and how to calculate 
their amounts . 

LOS Explain the difference between simple and 
compound interest. 

LO& Calculate amounts using the future value 
and present value concepts. 

L07 Apply the compound interest concepts to 
some common accounting situat ions . 

how contingent liabilities should be treated on the finan­
cial statement. Finally, the chapter introduces the concept 
of the time value of money. This important concept will 
be used extensively in future chapters. 

A Look at the Upcoming Chapter Chapter 10 
presents the accounting for long-term liabilities. The t ime 
value of money concept developed in Chapter 9 is 
applied to several long-term liability issues in Chapter 10. 



~ When you think of coffee, Starbucks Corporation may 
~ f come to mind. The company's objective is to establish itself 
E 

~ as one of the most recognized and respected brands in the 
l 
~ world. It took only a few years for the company to be well on 
I 
1l its way to achieving that goal. The company offers brewed 

coffees, espresso beverages, cold blended beverages, vari­

ous complementary food items, coffee-related accessories 

and equipment, a selection of premium teas, and a line of 

compact discs through its retail stores. For several years, the 

company experienced a very high growth rate, and its stock 

skyrocketed. But beginning in 2006, the growth began to 

slow, and the company faced increased competition from 

other outlets such as Caribou Coffee and Green Mountain 

Coffee. The company even closed some outlets during the 

tough economic conditions of 2008. By 2010, business had 

increased dramatically, and the company reported earnings 

of over $948 million for the year. 

Starbucks' balance sheet reveals that it must monitor liquid­

ity carefully. A significant portion of the company's assets are 

current assets because most of its sales involve cash, credit 

card, and debit card. Starbucks also has a significant amount of 

current liabilities. The company realizes the importance of 

maintaining its current liabilities at a level that will allow them 

to be paid when they are due. In short, the company's long­

term profitability goals are directly linked to its ability to effec­

tively manage its current liabilities and liquidity. 

The accompanying partial balance sheet presents Star­

bucks Corporation's current assets and liabilities. Why is this 

chapter important to you? 

• You need to know what accounts are presented in 

the Current Liabilities section of the balance sheet. 

(See pp. 430-437). 

• You need to know how changes in the current liabilities 

affect a company's liquidity and ability to pay its bills. 

(See pp. 438-439.) 

• You need to know how lawsuits and other contingent 

liabilities affect a company's balance sheet. (See 

pp. 440-443.) 

• You need to know how to do interest rate calculations 

using the time value of money concept. (See pp. 444-455.) 

The financial statements of Starbucks, and other companies, 

will aid in your understanding of the important concepts 

related to current and contingent liabilities. 



430 

Assets 

Current assets: 

Cash and cash equivalents 

Chapter9 Current Liabilities, Contingencies, and the Time Value of Money 

Starbucl<s Corporation Consolidated Balance Sheets 

Oct. 3, 2010 Sept . 27, 2009 
(In millions, except per share data) 

$1,164.0 $ 599.8 

Short-term investments-available-for-sale securities 

Short-term investments-trading securities 

Accounts receivable, net 

236.5 

49.2 

302.7 

21 .5 

44.8 

271.0 

Inventories 543.3 664.9 

Prepaid expenses and other current assets 

Deferred income taxes, net 

156.5 

304.2 

147.2 

286.6 

Total current assets 2,756.4 2,035.8 

Long-term investments-available-for-sa le securities 

Equity and cost investments 

191.8 

341 .5 

71.2 

352.3 

Property, plant and equipment, net 

Other assets 

Other intangible assets 

Goodwill 

Total assets 

Liabilities and Equity 

Current liabilities: 

Accounts payable 

2,416.5 2,536.4 

346.5 253.8 

70.8 68.2 

262.4 259.1 ---
$6,385.9 $5,576.8 
= ---

282.6 267. 1 

Accrued compensation and related costs 400.0 307 .5 

Accrued occupancy costs 

Accrued taxes 

Insurance reserves 

Other accrued liabilities 

Deferred revenue 

Total current liabilities 

l01 Identify the components of 

the Current Liability category of 
the balance sheet. 

173.2 188.1 

100.2 127.8 

146.2 154.3 

262.8 147.5 

414.1 388.7 

$1,779.1 $1,581.0 

Current Liabilities 

OVERVIEW: Current liabilities are obligations that will be satisfied within one 
year. They are normally recorded at face value and are important because they are indi­
cations of a company's liquidity. Specific examples of current liabilities include 
accounts payable, notes payable due within one year, the current portion of long-term 
debt, taxes payable, and other accrued liabilities. 

A classified balance sheet presents financial statement items by category to provide more 
information to financia l statement users. T he balance sheet generally presents t\"10 cate­
gories ofliabilities: current and long term . 

Current liabilities finance the working capital of the company. At any given time 
during the year, current liabilities may fluctuate substantially. The company must gener­
ate sufficient cash flow to retire these debts as they come due. As long as the company's 
ratio of current assets to current liabilities stays fairly constant from quarter to quarter or 
year to year, financial statement users will not be too concerned. 
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The current liability portion of the 2010 balance sheet of Starbucks Corporation 
is presented in the chapter opener. Some companies list the acc0tmts in the Current 
Liability category in the order of payment due date. That is, the account that requires 
payment first is listed first, the account requiring payment next is listed second, etc. This 
allows users of the statement to assess the cash flow implications of each account. Star­
bucks presents the Accounts Payable account as the first current liability and that 
account likely requires payment first, but it is difficult to tell if the other current liabilities 
are presented in the order that they will require payment. 

Current liabilities were first introduced in Chapter 2. In general, a current liability 
is an obligation that will be satisfied within one year. Although current liabilities are not 
due immediately, they are sti ll recorded at face value, that is, the time until payment is 
not taken into account . If it were taken into account, current liabilities would be 
recorded at a slight discount to reflect interest earned between now and the due date. 
The face value amount is generally used for all current liabilities because the time period 
involved is short enough that it is not necessary to record or calculate an interest factor. 
In addition, when interest rates are low, there is no need to worry about the interest that 
could be earned in this short period of time. Chapter 10 shows that many long-term 
liabilities must be stated at their present value on the balance sheet. 

The current liability classification is important because it is closely tied to the con ­
cept of liquidity. Management of a firm must be prepared to pay current liabilities within 
a short time period. T herefore, management must have access to liquid assets, cash, or 
other assets that can be converted to cash in amounts sufficient to pay the current liabil ­
ities. Firms that do not have sufficient resources to pay their current liabilities are often 
said to have a liquidity problem. 

A handy ratio to help creditors or potential creditors determine a company's liquid ­
ity is the current ratio. (See Chapter 2 for an introduction to the current ratio.) A cur­
rent ratio of current assets to current liabilities of 2 to 1 is usually a comfortable margin. 
If the firm has a large amount of inventory, it is sometimes useful to exclude inventory 

E 

(prepayments are also excluded) when computing the ratio . That provides the "quick" ~ 

ratio. Usually, a quick ratio of at least 1.5 to 1 would be preferred so that the company f 
could pay its bills on time. Of course, the guidelines given for the current ratio 2 to l j 
and the quick ratio 1.5 to l are only rules of thumb. The actual current and quick ratios .z 

of companies vary widely and depend on the company, the management policies, and cui 

the type of industry. Exhibit 9 -1 presents the current and quick ratios for Starbucks and 
two of its competitors. The ratios vary from company to company, yet all are solid com­
panies witho ut liquidity problems. Note especially that the current ratio for Starbucks is 
less than 2 to 1 because of the nature of its business and because of the efficient use of 
its current assets. 

Accounting for current liabilities is an area in which U.S. accounting standards are 
similar to those of most o ther countries. Nearly all countries encourage firms to pro­
vide a breakdown of liabilities into current and long term to allow users to eval uate 
liquidity. 

Accounts Payable 
Accounts payable represent amounts owed for the purchase of inventory, goods, or 
services acquired in the normal course of business. Often, Accounts Payable is the first 
account listed in the Current Liability category because it requires the payment of cash 
before other current liabilities. 

EXHIBIT 9-1 Current and Quick Ratios of Selected Companies for 201 O 

Company Industry Current Ratio Quick Ratio 

Starbucks Food 1.55 0.98 
..f1 I"",, 

Caribou Coffee Food ·:i ..... 2.00 ' 1.13 ' • <; .... 
Green Mountain Food 2.08 0.88 

M 
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Current liability 
Accounts that will be satisfied 
within one year or the current 
operating cycle. 
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Alternate term: Short-term liability. 

Accounts payable 
Amounts owed for inventory, 
goods, or services acquired in the 
normal course of business. 
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Notes payable 
Amounts owed that are represented 
by a formal contract. 

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

The use of accounting information systems is significant to the success of any small business. 
Karen Stephens, the owner of Page Taft Rea l Estate in Guilford, Connecticut, believes her col­
lege accounting courses, along with the tools offered through a robust accounting information 
system, have helped her remain successful during somewhat difficult times in the real estate 
industry. 

According to Karen, it is very important to maintain control over a company's current liabil­
ities. This is especially true in the real estate business with its seasonal fluctuations. When her 
company needs to apply for a loan, the bank wants to make sure that the owner has a proven 
record of using financial information to make well-thought-out decisions. It is of paramount im­
portance that Karen is aware of her cash flow position at all times. 

From an expense perspective, she has used financial information to make informed deci­
sions on utility usage and office location among other things. When the real estate market 
started to slow, she was able to use the accounting information on salaries by office location 
to f igure out how to modify hours to retain each paid employee. Evaluation of agent production 
and their commission structure is vital to planning for future growth. 

It is no secret that the real estate market has suffered a downturn in recent years. Karen 
has been able to remain profitable in a declining marketplace due to her use of accounting 
information. 

It is very important for the real estate business 
to maintain control over current liabilities, as there 

are definite fluctuations in sales seasonally·'' 

Normally, a firm has an established relationship with several suppliers, and fo rmal 
contracnial arrangements with those suppliers are unnecessary. Accounts payable usually 
do not require the payment of interest, bu t terms may be given to encourage early pay­
ment. For example, terms may be stated as 2/ 10, n/ 30, which means that a 2% discount 
is available if payment occurs within the first ten days and that if payment is not made 
within ten days, the full amount must be paid within 30 days . 

Timely payment of accounts payable is an important aspect of cash flow manage­
ment. Generally, it is to the company's benefi t to take advantage of available discounts. 
After all , if your supplier is going to give you a 2% discount for paying on Day 10 instead 
of Day 30, that means you are earning 2% on your money over 20/ 360 ofa year. If you 
took the 2% discount throughout the year, you would be getting a 36% annual retu rn on 
your money, si nce there are 18 periods of20 days each in a year. Therefore, the accounts 
payable system must be established in a manner that alerts management to take advan ­
tage of discounts offered. 

Notes Payable 
Many companies have an account in the Current Liability category designated as otes 
Payable. Ho JJJ is a note payable different from an account payable? T he most important 
difference is that an account payable is not a formal contractual arrangement, whereas a 
note payable is represen ted by a formal agreement or note signed by the parties to the 
transactio n. Notes payable may arise fro m deali ng with a supplier or from acquiring a 
cash loan from a bank or creditor. Those notes that are expected to be paid within one 
year of the balance sheet date should be classified as current liabilities. 

The accounting for notes payable depends on whether the interest is paid on 
the note's due date or is deducted before the borrower receives the loan proceeds. 
With the first type of note, the terms stipulate that the borrower receives a short-term 
loan and agrees to repay the principal and interest at the note's due date. 
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Example 9-1 Recording the Interest on Notes Payable 

Assume that Hot Coffee Inc. receives a one-year loan from First National Bank on January 1. The face amount of the note of $1 ,000 must 
be repaid on December 31 along with interest at the rate of 12%. Hot Coffee could identify and analyze the effect of the loan as follows: 

ACTIVITY: Financing 

ACCOUNTS: Cash Increase Notes Payable Increase 

STATEMENT[S]: Balance Sheet 

Balance Sheet Income Statement 

STOCKHO LDERS'~--------------~ NET 

ASSETS LIABILITIES + EQU ITY REVENUES EXPENSES INCOME 

Cash 1,000 Notes Payable 1,000 

The company could identify and analyze the effect of the repayment as follows: 

ACTIVITY: Financing 

ACCOUNTS: Notes Payable Decrease Interest Expense Increase Cash Decrease 

STATEMENT[S]: Balance Sheet and Income Statement 

Balance Sheet Income Statement 

----------------------------------------~ M ~ 
ASSETS LIAB ILITIES 

Cash (1 ,120) 

Banks also use another fo rm of note, one in which the inte , ·t is deducted in advance. 
T his is sometimes referred to as discounting a note because a Discount on Notes Payable 
account is established when the loan is recorded . 

' Example 9-2 Discounting a Note 

Suppose that on January 1, 2012, First National Bank granted to Hot Coffee a $1 ,000 loan, due on December 31, 2012, but deducted 
the interest in advance and gave Hot Coffee the remaining amount of $880 ($1,000 face amount of the note less interest of $120). 
Hot Coffee could identify and analyze the effect of the loan on January 1 as follows: 

ACTIVITY: Financing 

ACCOUNTS: Cash Increase Discount on Notes Payable Increase Notes Payable Increase 

STATEMENT[S]: Balance Sheet 

Balance Sheet Income Statement 

STOCKHOLDERS·----------------- NET 
ASSETS LIABILITIES + EQUITY REVENUES EXPENSES INCOME 

Cash 880 Notes 1,000 
Payable 

Discount on (120) 
Notes Payable * 

•*The Discount on Notes Payables account has increased. It is shown as a decrease in the above because it is contra account and causes total liabilities to decrease. ~ 
~ 

------------------------------------------------------------------------------------------------ @ 



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

Discount on notes payable 
A contra liability that represents 
interest deducted from a loan in 
advance. 

The Discount on Notes Payable account should be treated as a reduction of Notes 
Payable. If a balance sheet was developed immediately after the January 1 loan, the note 
would appear in the Current Liability category as fo llows: 

STUDY TIP 

Notes payable 

Less: Discount on notes payable 

Net liability 

$1,000 

120 

$ 880 

Discount on Notes Payable is a 
contra-liability account and will 
have a debit balance. 

M T he original balance in the Discoun t on Notes Payable account represents interest hat 
~ must be transferred to interest expense over the life of the note. Refer to Example 9-2. 
g> 

~ Before Hot Coffee presents its year-end financial statements, it must make an adjustment 
i to transfer the discount to interest expense. T he effect of the adjustment on December 
,! 31 is as fo llows: 
9 

ACTIVITY: Operating 

ACCOUNTS: Interest Expense Increase Discount on Notes Payable Decrease 

STATEMENT[S]: Balance Sheet and Income Statement 

Balance Sheet Income Statement 

STOCKHOLDERS'...+--------------NET " 
ASSETS LIABILITIES + EQUITY REVENUES EXPEN SES INCOME 

Discount on Notes (120) Interest Expense 120 (120) 
Payable* 120 

*The Discount on Notes Payable account has decreased. It is shown as an increase in the equation above because it is a contra account and causes total liabilities to 
increase. 

T hus, the balance of the Discount on Notes Payable account is zero, and $ 120 has been 
transferred to interest expense . When the note is repaid on December 31 , 2012, Hot 
Coffee must repay the fu ll amount of the note . The effect cou ld be identified and ana­
lyzed as follows : 

ACTIVITY: Financing 

ACCOUNTS: Notes Payable Decrease Cash Decrease 

STATEMENT[S]: Balance Sheet 

Balance Sheet Income Statement 

STOCKHOLDERS'~--------------- NET 
ASSETS LIABILITIES + EQUITY REVENUES EXPENSES INCOME 

Cash ( 1,000} Notes Payable (1,000) 

It is important to compare the two types of notes payable. In the previous two examples, 
the stated interest rate on each note was 12%. The dollar amow1t of interest incurred in 
each case was $120. However, the interest rate on a discounted note, the second exam­
ple, is always higher than it appears. Hot Coffee received the use of only $880, yet it was 
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requ ired to repay $ 1,000 . T herefore, the interest rate incurred on the note was actu ally 
$ 120/ $880, or approximately 13.6%. 

Current Maturities of Long-Term Debt Current maturities of 
long-term debt 
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Another accoun t that appears in the Current Liabil ity category of Starbucks' balance 
sheet is Current Portion of Long-Term Debt. O n other companies' balance sheets, this 
item may appear as Current Maturities of Long-Term Debt. T his accoun t should 
appear when a fi rm has a liabi lity and must make periodic payments. 

The portion of a long-term liability 
that will be paid within one year. 
Alternate term: Long-term debt, 
current portion. 

Example 9-3 Recording Current Maturities of Long-Term Debt 

Assume that on January 1, 2012, your firm obtained a $10,000 loan from the bank. The terms of the loan require you to make pay­
ments in the amount of $1,000 per year for ten years payable each January 1 beginning January 1, 2013. On December 31, 2012, an 
entry should be made to classify a portion of the balance as a current liability. The effect could be identified and analyzed as follows : 

ACTIVITY: Financing 
ACCOUNTS: Long-Term Liability Decrease Current Portion of Liability Increase 

STATEMENT[S]: Balance Sheet 

Balance Sheet Income Statement 

STOCKHOLDERS'....,~-------------- NET 
ASSETS LIAB ILITIES + EQUITY REVENUES EXPENSES INCOME 

Current Portion of 
Liabil ity 1,000 

Long-Term 
Liabil ity (1,000) 

M 

----------------------------------------------------------------------------------------------..-; E 

The December 31, 2012, balance sheet should indicate that the liability for the note payable is classified into two portions: a $1 ,000 ~ 
current liability that must be repaid within one year and a $9,000 long-term liability J 
------------------------------------------------------------------------------------------------ @ 

Refer to the information in Example 9-3. O n January 1, 201 3, the company must 
pay $ 1,000. T he effect could be identi fied and analyzed as fo llows: 

ACTIVITY: Financing 

ACCOUNTS: Current Portion of Liability Decrease Cash Decrease 

STATEMENT[S]: Balance Sheet 

Balance Sheet Income Statement 

STOCKHOLDERS' .. t---------------- NET 
ASSETS LIABILITIES + EQU ITY REVENUES EXPENSES INCOME 

Cash t 1,000 ) Current Port ion 
of Liability ( 1,000 ~ 

O n December 31, 20 13, the company shou ld again record the current portion of the 
liabi lity. T herefore, the 201 3 year-end balance sheet should indicate that the liabili ty is 
classified into two portio ns: a $ 1,000 current liabil ity and an $8 ,000 long-term liability. 
T he process should be repeated each year unt il the bank loan has been fu ll y paid . When 
an investor or a creditor reads a balance sheet, he or she wants to distinguish betvveen 
debt that is lo ng term and debt that is short term. T herefore, it is important to segregate 
the portion of the debt that becomes due within one year. 
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The balance sheet account labeled Current Portion of Long-Term Debt should 
include only the amoun t of principal to be paid. The amount of interest that has been 
incurred but is unpaid should be listed separately in an account such as Interest Payable. 

L01 Identify the components of the Current Liability category of the balance sheet. 

• Current liabilities are obligations of a company that general ly must be satisfied within one year. Some companies list 
them in the balance sheet in order of the account that requires payment first. 

• Current liability accounts include Accounts Payable, Notes Payable, Current Portion of Long-Term Debt, Taxes Payable, 
and Accrued Liabilities. 

QUESTIONS Answers to these questions are on the last page of the chapter. 

1. For users of financial statements, the current liability purchase on account and achieve its minimum desired 
classification in the balance sheet is important because current ratio of 2 to 1? 
it is closely tied to the concept of a. $10,000 

a. materiality. b. $20,000 
b. liquidity. c. $40,000 
c. profitability. d. It cannot purchase any inventory on account and 
d. leverage. achieve its minimum desired current ratio. 

2. Alpha Company has current assets of $1 00,000 and cur­
rent liabilities of $40,000. How much inventory could it 

Taxes Payable 
L02 Examine how accruals 
affect the Current Liability 
category. 

Starbucks has an amount of $ 100.2 mill ion in the Current Liabi lity category designated 
as Accrued Taxes. Other companies may label the account as Taxes Payable. Corpora­
tions pay a variety of taxes, including federal and state income taxes, property taxes, and 
other taxes . Usually, the largest dollar amount is incurred for state and federal income 
taxes. Taxes are an expense of the business and should be accrued in the same manner as 
any other business expense. A company that ends its accounting year on December 31 is 
not required to calcu late the amoun t of tax owed to the government until the fo llowing 
March 15 or April 15, depending on the type of business. TJ:ierefore, the business must 
m~ing entry, usually as o~ftbe ye~-~nd adjusti ng entne5;to~ 
amount of tax that has been incurreg_ but is unpaid . N9rmally, the effect could be identj­
.s.d ancla.uaJy-zed a,s ollovvs: 

ACTIVITY: Operating 
ACCOUNTS: Tax Expense Increase Taxes Payable Increase 

STATEMENT[SJ: Balance Sheet and Income Statement 

ASSETS 

Balance Sheet Income Statement 

STOCKHOLDERS'----------------- NET 
LIABILITIES + EQU ITY REVENUES EXPENSES INCOME 

Taxes Payable xxx (xxx) Tax Expense xxx (xxx) 

T he calculation of the amount of tax a business owes is very complex. For now, the im­
portant point is that taxes are an expense when incurred (not when paid ) and must be 
recorded as a liability as incurred. 
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Other Accrued Liabilities 
Starbucks' 2010 balance sheet listed an amount of $262.8 million as current liability w1der 
the category of Other Accrned Liabilities. What items might be included in this category? 

Previous chapters, especially Chapter 4, provided many examples of accrued liabil ­
ities. Accrued liabilit-ies-Trrdude--an-y...amoi,mt that has been inc_urre.cLd.ULlO..-th~[*lSSage 
of time but has 110.Lb.ee.1-1-f>a-id-as o f the balance sheet date. A.common example is salary 
or wages payable. 

Example 9-4 Recording Accrued Liabilities 
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Accrued liability 
A liability that has been incurred but 
has not yet been paid. 

Suppose that your firm has a payroll of $1,000 per day Monday through Friday and that employees are paid at the close of work each 
Friday. Also, suppose that December 31 is the end of your accounting year and that it falls on a Tuesday. The effect of the adjusting 
entry for salaries could be identified and analyzed as fol lows: 

ACTIVITY: Operating 
ACCOUNTS: Salary Expense Increase Salary Payable Increase 

STATEMENT[SJ: Balance Sheet and Income Statement 

Balance Sheet Income Statement 

STOCKHOLDERS'4'-t---------------- NET 
ASSETS LIABILITIES + EQUITY REVENUES EXPENSES INCOME 

Salary Payable 2,000 (2,000) Salary Expense 2,000 (2.000) 

------------------------------------------------------------------------------------------------ -~ The amount of the salary payable would be classified as a current liability and could appear in a category such as Other Accrued ~ 

~ Expenses. ~ 

Interest is another item that often must be accrued at year-end. Assume that you 
rece ive~ear loan of $1 0,000 on December 1. The loan carri · 0 

· rate . 
O n Dece_0!2er 3 I , an accm1nti 1~try mu~be made to record interest even though the 
money may not actu_afu'._b.e...d.ue. The effect could be identi ea ana analyzed as fo llows: 

ACTIVITY: Operating 

ACCOUNTS: Interest Expense Increase Interest Payable Increase 

STATEMENT[SJ: Balance Sheet and Income Statement 

Balance Sheet Income Statement 

STOCKHOLDERS'4'-t---------------- NET 
ASSETS LIABILITIES + EQUITY REVENUES EXPENSES INCOME 

Interest Payable 100 (100) 

T he Interest Payable account should be classified as a current liability, assuming that it is 
to be paid within one year of the December 31 date. 

IFRS and Current Liabilities 
T he accounting for current li abi lities in U .S. and international standards is generally sim - § 

ilar, but there are a few important differences . In this chapter, we have presented classi- J 
fied balance sheets with liabilities classi fi ed as either current or long term. Interestingly, ~ 
U.S. standards do not require a classified balance sheet, and financial statements of some ~ 
U .S. companies may list li abili ties in order by size or by order of liquidity. ~ 

International accOLmting standards require companies to present classified balance sheets © 

with liabilities classified as either c~rrent or long term. An unclassified balance sheet based 
on the order of liquidity is acceptable only when it provides more reliable info1111ation. 

Interest Expense 100 (100) 

@ 
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L02 Examine how accruals affect the Current Liability category. 

• Accrued liabilities result from expenses that are incurred but have not yet been paid. 

• Common accrued liabilities include taxes payable, salaries payable, and interest payable. 

QUESTIONS Answers to these questions are on the last page of the chapter. 

1. An invoice received from a supplier for $5,000 on Janu- 2. When a liability is accrued, the account debited in the 
ary 1 with terms 3/15, n/30 means that the company transaction is 
should pay a. an asset. 
a. $5,000 between January 4 and January 16. b. an expense. 
b. $4,850 before the end of January. c. another liability account. 
c. $4,250 before January 4. d. a stockholders' equity account. 
d. either $4,850 before January 16 or $5,000 before the 

end of the month . 

Reading the Statement of Cash Flows for 
Changes in Current Liabilities 

L03 Explain how changes in 
current liabilities affect the state­
ment of cash flows. 

OVERVIEW: Most current liabilities are reflected in the Operating Activities section 
of the statement of cash flows. If a current liability increased during the period, the amount 
of the change should appear as a positive amount. If it decreased, the change should 
appear as a negative amount. An exception may occur for some types of notes payable 
which may appear in the Financing section if not directly related to operating activities. 

It is important to understand the impact that current liabilities have on a company's cash 
flows. Exhibit 9-2 illustrates the placement of current liabilities on the statement of cash 
flows (using the indirect method) and their effect. Most current liabilities are directly 
related to a firm's ongoing operations. T herefore, t11e change in tl1e balance of each current 
liability accmmt should be reflected in t11e Operating Activities catego1y of the statement of 
cash flows. A decrease in a current liability account indicates t11at cash has been used to pay 
the liabil ity and should appear as a deduction on the cash flow statement. An increase in a 
current liability account indicates a recognized expense tl1at has not yet been paid. Look for 
it as an increase in tl1e Operating Activities catego1y of the cash flovv statement. 

A partial statement of cash flows of Starbucks Corporation is presented in Exhibit 9-3. 
In 2010, the company has a negative amount on the statement of cash flows of $3.6 mil­
lion for Accounts Payable and a negative amount of$12.9 million for Accrued Taxes. This 
is an indication that Accou nts Payable and Accrued Taxes decreased, resulting in a 
decrease in cash. 

EXHIBIT 9-2 Current Liabi lities on the Statement of Cash Flows 

Item 

Net Income 

Cash Flow Statement 

Operating Activities 

Increase in notes payable _ ....;::::.:.;;.;.;.. _________ ~~.;;;.;.;~~~--.....i~ 

Decrease in notes payable ------------------------i~ 

xxx 

+ 

+ 
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EXHIBIT 9-3 Starbucks Corporation Partial Consolidated Statement of Cash 
Flows (In millions) 

Fiscal Year Ended Oct. 3, 2010 Sept. 27, 2009 

OPERATING ACTIVITIES: 

Net earnings including noncontrolling interests $ 948.3 .1~ $ 391.5 

Adjustments to reconcile net earnings to net cash provided 
by operating activities: 

Depreciation and amortization 540.8 563.3 

Provision for impairments and asset disposals 67.7 224.4 

Deferred income taxes, net (42.0) (69.6) 

Equity in income of investees (1086) (78.4) 

Distributions of income from equity investees 91.4 53.0 

Stock-based compensation 113.6 83.2 

Tax benefit from exercise of stock options 13.5 2.0 

Excess tax benefit from exercise of stock options (36.9) (15.9) 

Other (15.3) 5.4 

Cash provided/(used) by changes in operating 
assets and liabilities: 

Inventories 123.2 28.5 

Accounts payable (3.6) (53.0) 

Accrued taxes (12.9) 57.2 

Deferred revenue 24.2 16.3 

Other operating assets (16.1) 120.5 

Other operating liabilities 17.6 60.6 

Net cash provided by operating activities 1,704.9 1,389.0 

Almost al l current liabilities appear in the Operating Activities category of the statement 
of cash flows, but there are exceptions. If a current liability is not directly related to operating 
activities, it should not appear in that category. For example, if Starbucks uses some notes 
payable as a means of financing, distinct from operating activities, tl1ose borrowings and 
repayments are reflected in the Financing Activities rather than the Operating Activities cate­
gory. Perhaps that is the reason the rather large increase in short-term borrowings does not 
appear in tlie Operating Activities portion of tlie statement of cash flows. 

L03 Explain how changes in current liabilities affect the statement of cash flows. 

• Most current liabilities are directly related to the ongoing operations of a company. 
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• Decreases in current liabilities indicate that cash has been used to satisfy obligations and are cash outflows not 
represented by some expenses in the income statement. 

• Increases in current liabilities indicate that some expenses in the income statement have not been paid in cash and are 
not cash outflows represented by some expenses on the income statement. 

QUESTIONS Answers to these questions are on the last page of the chapter. 

1. In the statement of cash flows, a decrease in accounts 2. In the statement of cash flows, an increase in a current 
payable would be shown as a(n) liability will appear as a(n) 

a. increase in the Operating Activities category. a. increase in the Operating Activities category. 
b. decrease in the Operating Activities category. b. decrease in the Operating Activities category . 
c. increase in the Financing category. c. increase in the Financing category. · 
d. decrease in the Financing category. d. decrease in the Financing category. 
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L04 Determine when contin­
gent liabi lities should be pre­
sented on the balance sheet or 
disclosed in notes and how to 
calculate their amounts. 

Contingent liability 
An existing condition for w hich the 
outcome is not known but depends 
on some future event 

Alternate term: Contingent loss. 

STUDY TIP 

Contingent liabilities are 
recorded only if they are proba­
ble and if the amount can be 
reasonably estimated. 

Estimated liability 
A contingent liability that is accrued 
and reflected on the balance sheet 

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

Contingent Liabilities 

OVERVIEW: A contingent liability is an existing item whose outcome is unknown 
because it is dependent on some future event. Contingent liabilities should be recorded 
if the liability is probable and the amount can be reasonably estimated. Contingent 
liabilities should be disclosed if they do not meet probable criterion but are "reasonably 
possible." These are generally disclosed in the notes to the statement but are not 
accrued and reported on the balance sheet. Contingent amounts that are considered 
"remote" are not required to be disclosed. 

Accountants must exercise a great deal of expertise and judgment in deciding what to 
record and in determining the amoun t to record . This is certai nly true regarding con ­
tingent liabilities. A contingent liability is an obligation that involves an existing 
condition for which the outcome is not known with certainty and depends on some 
event that will occur in the future . The actua l amount of the liability must be esti ­
mated because we cannot clearly predict the future. The important accounting 
issues are whether contingent liabilities should be recorded and, if so, in what 
amounts. 

This judgment call is normally resolved through discussions between a company's 
management and its outside audi tors. Management would rather not disclose contingent 
liabilities until they come due because investors and creditors judge management based 
on the company's earnings, and the recording of a contingent liabili ty must be accompa­
nied by a charge to (reduction in ) earnings. Auditors, on the other hand, want to see as 
much info rmation as possible because they essentially represent the interests of investors 
and creditors who want to know as much as possible . 

Contingent Liabilities That Are Recorded 
A contingent liability should be accrued and presented on the balance sheet if it is 

~ probable and if the amount can be reasonably estimated. But when is an event proba­
; ble, and what does reasonably estimated mean? T he terms must be defined based on the 
j facts of each situation . A financial statement user would want the company to err on the 
~ side of full disclosure. O n the other hand , the company should not be required to dis­
~ close every remote possibility. 
@) 

Product Warranties and Guarantees: Common Contingent 
Liabilities That Are Recorded A common contingent liabili ty that firms must 
present as a liability involves product warranties and guarantees. Many firms sell products 
for which they provide the customer a warranty against potential defects. If a product 
becomes defective within the warranty period, the selling firm ensures that it will repair 
or replace the item. This is an example of a contingent liability because the expense of 
fixing a product depends on some of the products becoming defective- an uncertain , 
although likely, event. 

At the end of each period, the selling firm must estimate how many of the prod­
ucts sold in the current year will become defective in the future and the cost of repair 
or replacement. T his type of contingent liabi lity is often referred to as an estimated 
liability to emphasize that the costs are not known at year-end and must be 
estimated. 
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Example 9-5 Recording a Liability for Warranties 

Assume that Ouickkey Computer sells a computer product for $5,000 with a one-year warranty in case the product must be repaired. 
Assume that in 2012, Ouickkey sold 100 computers for a total sales revenue of $500,000. At the end of 2012, Ouickkey must record an 
estimate of the warranty costs that will occur on 2012 sales. Using an analysis of past warranty records, Ouickkey estimates that repairs 
will average 2% of total sales. The effect of the recording of warranty costs at the end of 2012 could be identified and analyzed as follows: 

ACTIVITY: Operating 
ACCOUNTS: Warranty Expense Increase Estimated Liability Increase 

STATEMENT[S]: Balance Sheet and Income Statement 

Balance Sheet Income Statement 

STOCKHOLDERS' -..___,,__~~~~~~~~~~~~~-

ASSETS LIABILITIES + EQU ITY REVENUES EXPENSES 
-------
Estimated 

Liability 10,000 
(10,000) Warranty 

Expense 

T he amount of warranty costs that a company presents as an expense is of interest to 
investors and potential creditors. If the expense as a percentage of sales begins to rise, a 
logical conclusion is that the product is becoming less reliable. 

Warranties are an excellent example of the matching principle. In Example 9-5, the war­
ranty costs related to 2012 sales were estimated and recorded in 2012. This was done to 
match the 2012 sales with the expense related to those sales. When actual repairs of the 
computers occur in 20 13, they do not result in an expense. The repair costs incurred in 
2013 should be treated as a reduction in the liability that had been estimated previously. 

Because items such as warranties involve estimation, you may wonder what happens 
if the amount estimated is not accurate. The company must analyze past warranty 
records carefully and incorporate any changes in customer buying habits , usage, techno­
logiCJl changes, and other changes. Still, even with careful analysis, the actual amount of 
the expense is not likely to equal the estimated amount . Generally, firms do not change 
the amount of the expense recorded in past periods for such differences. They may adjust 
the amount recorded in future periods, however. 

Premiums or Coupons: Other Contingent Liabilities That Are 
Recorded Warranties provide an example of a contingent liability that must be esti­
mated and recorded. Another example is premium or coupon offers that accompany 
many products. Cereal boxes are an everyday example of premium offers. The boxes of­
ten allow customers to purchase a toy or game at a reduced price if the purchase is 
accompanied by cereal box tops or proof of purchase. The offer given to cereal custom­
ers repre ents a contingent liability. At the end of each year, the cereal company must 
estimate the number of premium offers that will be redeemed and the cost involved and 
must report a contingent liability for that amount. 

Some Lawsuits and Legal Claims Are Contingent Liabilities That 
Must Be Recorded Legal claims that have been filed against a firm are also exan1ples 
of contingent liabilities. In today's business environment, lawsuits and legal clain1s are a fact 
of life. They represent a contingent liability because an event has occurred but the outcome 
of that event, the resolution of the lawsuit, is not known. The defendant mu t make a judg­
ment about the lawsuit's outcome to decide whether the item should be recorded on the 
balance sheet or disclosed in the notes. When the legal clain1's outcome is likely to be unfav­
orable, a contingent liability should be reroroe on ifie balance sheet. 

As you might imagine, firms are not very eager to record contingent lawsuits as 
liabi lities because the amount of loss is often difficult to estimate. Also, some may view 
the accountant's decision as an admission of guilt when a lawsuit is recorded as a liability 
before the courts have fina lized a decision. Accountants often must consult with lawyers 
or other legal experts to determine the probability of the loss of a lawsuit. In cases 
involving contingencies, the accountant must make an independent judgment based on 
the facts and not be swayed by the desires of other parties. 
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Contingent Liabilities That Are Disclosed 
Any contingent liability that is probable and that can be reasonably estimated must be 
reported as a liability. We now must consider contingent li abilities that do not meet the 
probable criterion or cannot be reasonably estimated. In either case, a contingent 
liability must be disclosed in the financial statement notes but not reported on the 
balance sheet if the contingent liability is at least reasonably possible. 

Although the financial statement notes contain important data on which investors 
base deci ions, some accountants believe that note disclosure does not have the ame 
impact as does recording a contingent liabili ty on the balance sheet. ore disclosure does 
not affect the important financial ra tios that investors use to make decisions. 

T he previo us section discussed the treatment of a contingent liabili ty that was prob­
able and therefore was recorded o n the balance sheet as a liability. Most lawsuits, how­
ever, are not recorded as liabilities because the risk of loss is not considered probable or 
the amount of the loss cannot be reasonably estimated . If a company does not record a 
lawsuit as a liabili ty, it still must consider whether the lawsuit should be disclosed in the 
notes to the financial statements. When the risk of loss is at least reasonably possible, the 
company should provide note disclosure. This is the course of action taken for most con­
tingent liabilities involving lawsuits. 

Exhibit 9 -4 contains excerpts from the notes to the 2010 financial statements of 
Burger King Corporation. T he note indicates that Burger King is subject to a variety 
of lawsuits. The excerpt in Exhibit 9 -4 is an example of contingent liabilities that have 
been disclosed in the notes to the fi nancial statements bitt have not been recorded as 
liabilities on the balance sheet. In fact, Burger King has chosen not to record a li ability 
even though these legal issues have been in the courts fo r several year . Readers of the fi ­
nancial statements and analysts mu t read the notes carefu lly to determine the impact of 
such contingent liabilities. 

The amount and the timing of the cash outlays associated wit11 contingent liabi lities 
are especially difficult to determine. Lawsuits, for example, may extend several year into 
the future, and the dollar amount of possible loss may be subject to great uncertain ty. 

EXHIBIT 9-4 Note Disclosure of Cont ingencies for Burger King Corporation 

•. 
Litigation 

On July 30, 2008, the Company was sued by four Florida franchisees over its decision to mandate 

extended operating hours in the United States. The plaintiffs seek damages, declaratory relief and 

injunctive relief. The court dismissed the plaintiffs ' original complaint in November 2008. In 

December 2008, the plaintiffs f iled an amended complaint. In August 2010, the court entered an 

order reaffirming the legal bases for dismissal of the original complaint, again holding that BKC had 
the authority under its franch ise agreements to mandate extended operating hours. However, 
BKC's motion to dismiss the plaintiff 's amended complaint is still before the court. 

On September 10, 2008, a class action lawsuit was f iled against the Company in the United 
States District Court for the Northern District of California. The complaint alleged that all 96 Burger 

King restaurants in California leased by the Company and operated by franch isees violate 

accessibility requirements under federal and state law. 
In September 2009, the court issued a decision on the plaintiffs ' motion for class certification. 

In its decision, the court limited the class action to the 10 restaurants visited by the named 

plaintiffs, w ith a separate class of plaintiffs for each of the 10 restaurants and 10 separate trials . In 
March 201 O, the Company agreed to settle the lawsuit with respect to the 10 restaurants and, in 

July 201 O, the court gave final approval to the settlement. In April 2010, the Company received a 
demand from the law firm representing the plaintiffs in the class action lawsuit, notifying the 
Company that the firm was prepared to bring a class action covering the other restaurants . If a 

lawsuit is filed, the Company intends to vigorously defend against all cla ims in the lawsuit, but the 

Company is unable to predict the ultimate outcome of th is litigation. 

@ ................................................................................................ --
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HOT TOPICS 
Stdt hi11.:k<;' ! i.1L1:,[ v fnr h nduct'·· 

Starbucks' annual report 
of 2010 lists several "risk 
factors." Included among 
the risk factors is the fact 
that some of its products 
contain caffeine, dairy 
products, sugar, and 

~ other active compounds. This has led to the criticism that some 
~ of its products could lead to adverse health effects. In the 

United States, there is increasing awareness of health risks, 
including obesity, due to increased publicity from health organi­
zations. There has also been increased consumer litigation 
based on alleged adverse health impacts of consumption of 
various products. While Starbucks has not had a lawsuit con­
cerning the health effects of its products, it must consider such 
possible liabilities. Does Starbucks have a contingent liability? 
If so, how should it be recorded or disclosed on the financial 
statements? 

Contingent Liabilities versus Contingent Assets 
Contingent liabilities that are probable and can be reasonably estimated must be pre­
sented on the balance sheet before the outcome of the future events is known. This 
accounting rule applies only to contingent losses or liabi lities. It does not apply to con­
tingencies by which the firm may gain. Generally, contingent gains or contingent 
assets arc not reported until the gain actually occurs. That is, contingent liabilities 
may be accn1ed but contingent assets are not accrued. This may seem inconsistent­
it is. Remember that accounting is a discipline based on a conservative set of principles. 
It is prudent and conservative to delay the recording of a gain until an asset is actually 
received but to record contingent liabilities in advance. 

Of course, even though the contingent assets are not reported , the information still 
may be important to investors. Wall Street analysts make their living trying to place a 
value on contingent assets that they believe will result in foture benefits. By buying stock 
of a company that has unrecorded assets (or advising their clients to do so), investment 
analysts hope to make money when those assets become a reality . 

IFRS and Contingencies 
E 

There arc very important differences between U.S. and international standards regarding ; 
contingencies. Even the terms used to refer to situations with unknown outcomes differ. i 
In this chapter, we have presented the U.S. standards under which a contingent liability ~ 
must be recorded on the balance sheet, if the loss or outflow is "probable" and can be i 
"reasonably estimated." The meaning of probable is subject to the accou ntant's judg- ~ 
mcnt, but the standards indicate it should mean an event is "likely to occur." If a contin­
gency docs not meet the probable and reasonably estimated criteria, it still must be 
disclosed in the notes, if the loss or outflow is "reasonably possible." 

International standards use the term proJJision for those items that must be recorded 
on the balance sheet. As in U.S. standards, an item should be recorded if the loss or out­
flow is probable and can be reasonably estimated. But the meaning of the term probable 
is somewhat different. In international standards, probable means the loss or outflow is 
"more likely than not" to occur. This is a lower threshold than in U.S. standards and 
may cause more items to be recorded as liabilities. Also, international standards require 
the amount recorded as a liability to be "discounted" or recorded as a present value 
amount, while U.S. standards do not have J simibr requirement. 

In international standards, the term contingent liability is used only for those items 
th::it arc not recorded on the babnce sheet but arc disclosed in the notes that accomp::iny 
the st::itemcnts. 

Contingent asset 
An existing condition for which the 
outcome is not known but by which 
the company stands to gain. 
Alternate term: Contingent gain. 
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LOOKING 
AHEAD 

The differences between U.S. and international accounting standards regarding 
contingencies are very significant . Two important issues are involved: ( 1) In what 
cases shollld future possible liabilities be recorded on the balance sheet and (2) at 
what amount should the liabilities be recorded? Over time the U .S. and interna­
tional accou nting standard setters will work to eliminate the differences in accOLmt­
ing treatment. But the differences in the accou nting for contingent liabilities will be 
some of the most difficult to resolve. 

L04 Determine when contingent liabilities should be presented on the balance sheet or disclosed in notes and how to 
calculate their amounts. 

• Contingent liabilities should be accrued and disclosed only when the event they depend on is probable and the amount 
can be reasonably estimated. 

• The amount of a contingent liability is often an estimate made by experts both inside the firm (managers for amounts of 
warranty expenses) and outside the fi rm (e.g ., attorneys for amounts in a lawsuit). 

QUESTIONS Answers to these questions are on the last page of the chapter. 

1. Omega Company is involved in two unrelated lawsuits. 
one as the plaintiff and one as the defendant. As a result, 
the company has a contingent asset and a contingent 
liability. How should Omega record these on its balance 
sheet? 

a. Omega should record the contingent liability and the 
contingent asset separately on the balance sheet. 

b. Omega should record the contingent liability and the 
contingent asset on the balance sheet by offsetting 
the liability against the asset. 

c. Omega must record the contingent asset if the real­
ization of the asset is probable and the amount can 
be reasonably estimated, but Omega must not re­
cord the contingent liability on the balance sheet. 

~ Omega must not record the contingent asset, but 
Omega must record the contingent liability on the 
balance sheet if the liability is probable and the 
amount can be reasonably estimated. 

2. A contingent liability that is probable and where the 
amount can reasonably be estimated should 

\ a,_ be recorded as a liability. 
o. not be recorded as a liability but disclosed in the 

notes. 
c. be neither recorded as a liability nor disclosed in the 

notes. 
d. be recorded in the same manner as a contingent 

asset. 

Time Value of Money Concepts: 
Compounding of Interest 

LOS Explain the difference 
between simple and compound 
interest. 

OVERVIEW: The time value of money means that people prefer a payment at the 
present time rather than in the future because of the interest factor. The amount can be 
invested, and the resulting accumulation will be larger than the amount received in the 
future. Simple interest is the amount of interest earned on the principal amount alone. 
Compound interest means that the interest is calculated on the principal plus previous 
amounts of accumulated interest. 

Time value of money 
An immediate amount should be 
preferred over an amount in the 
future. 

This section will discuss the impact that interest has on decision making because of the 
time value of money. The time value of money concept means that people prefer a 
payment at the present time rather than in the future because of the interest factor. If an 
amount is received at the present time, it can be invested and the resulting accumulation 
will be larger than if the same amollnt is received in the future . T hus, there is a time 
JJaltte to cash receipts and payments. This time value concept is important to you for two 
reasons: it affects your personal financial decisions, and it affects accounting valuation 
decisions. 



Time Value of Money Concepts: Compounding of Interest 

Exhibit 9 -5 indicates some of the personal and accoun ting decisions affected by the 
time value of money concept. In your personal Li fe, you make decisio ns based on the 
time value of money concept nearly every day. When you invest money, you are inter­
ested in how much will be accumulated and you must determine the future JJalue based 
on the amo unt of in terest that will be compounded . When you borrow money, you 
must determine the amount of the loan payments. You may not always realize it, but the 
amount of the loan payment is based on the present JJalue of the loan, another time value 
of money concept . 

T ime value of money is also important because of its implications for accounting val­
uations. C hapter 10 explains that the issue price of a bond is based on the present value 
of the cash flows that the bond will produce. T he valuatio n of the bond and the record­
ing of the bond on the balance sheet are based on this concept. Further, the amount that 
is considered in terest expense on the financial statements is also based on time value of 
money concepts. T he bottom portion of Exhibit 9 -5 indicates that the valuations of 
many other accounts, including Notes Receivable and Leases, are based on compound 
interest calculations. 

Almost every advanced business course, such as investment, marketing, and many 
other business courses, uses the time value of money concept. In fact, it is probably 
the most important decision-making tool to master in preparation for the 
business world. T his section of the text begins wi th an explanation of how simple in ­
terest and compound interest differ and proceeds to the concepts of present values and 
fu ture va lues. 

Simple Interest 
Simple interest is interest earned on the principal amount. If the amount of principal is 
unchanged from year to year, the interest per year will remain the same. Interest can be 
calcu lated using the fo llowing formula: 

l = P X R X T 

EXHIBIT 9-5 Importance of the Time Value of Money 

Personal Financial Decision 

• How much money will accumulate ------11~ 
if you invest in a CD or money 
market account? 

• If you take out an auto loan, what ------11~ 
will be the monthly loan payments? 

• If you invest in the bond market, -------~ 
what should You pay for a bond? 

• If you win the lottery, should you ------11~ 
take an immediate payment or 
payment over time? 

Valuation Decisions on the Financial Statements 

• Long-term assets -----------__,• 

• Notes receivable ----------"'--_.. 

• Loan payments -------------1~ 

• Bond issue price --------.,---__,• 

• Leases ---------------1~ 

Action 

Calculate the future value based on 
compound interest. 

Calculate the payments based on the 
present value of the loan. 

Calculate the present value of the bond 
based on compound interest. 

Calculate the present value of the 
alternatives based on compound 
interest. 

Valuation 

Historical cost, but not higher than 
present value of the cash flows 

Present value of the cash flows 

Based on the present value of the loan 

Present value of the cash flows 

Present value of the cash flows 

.......................................................................................................... @ 

Simple interest 
Interest is calculated on the 
principal amount on ly. 
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where 

Current Liabilities, Contingencies, and the Time Value of Money 

I = Dollar amount of interest per year 
P = Principal 
R = Interest rate as a percentage 
T = Time in years 

For example, asswne that a firm has signed a two-year note payable for $3,000. Interest and 
principal are to be paid at the due date with simple interest at the rate of 10% per year. The 
amotu1t of interest on the note would be $600, calculated as $3,000 x 0.10 x 2. T he firm 
would be required to pay $3,600 on the due date: $3,000 principal and $600 interest. 

Compound Interest 
Compound interest Compound interest means that interest is calculated on the principal plus previous amounts 

of accw11LLlated interest. Thus, interest is compounded, or there is interest on interest. Interest calculated on the principal 
plus previous amounts of interest. 

Alternate term: Interest on interest. Example 9-6 Calculating Compound Interest 

Assume a $3,000 note payable for which interest and principal are due in two years with inter­
est compounded annually at 10% per year. Interest would be calculated as follows: 

Year 
Principal Amount at 
Beginning of Year 

Interest 
at 10% 

Accumulated 
at Year-End 

1 
~ 

$3,000 

3,300 

$300 

330 

$3,300 

3,630 c 2 
E 

! We wou ld be 
j interest. 

required to pay $3,630 at the end of two years, $3,000 principal and $630 

@ ----------------------------------------------------------------------

A comparison of the note payable with l 0% simple interest with the note payable \vi th 
10% compOLmd interest in Example 9-6 clearly indicates that the amount accumulated vvith 
compound interest is a higher amount because of the interest-on-interest feature . 

LOS Explain the difference between simple and compound interest. 

• Simple interest is earned only on the principal amount, whereas compound interest is earned on the principal plus 
previous amounts of accumulated interest. 

QUESTIONS Answers to these questions are on the last page of the chapter. 

1. If you invest money for five years, which will be larger? 2. If you invest money for five years, which will be larger? 

a. an investment that earns simple interest a. an investment where interest is compounded annually 
b. an investment that earns compound interest b. an investment where interest is compounded 

semiannually c. The investments will be the same. 
d. It depends on how frequently compounding occurs. c. an investment where interest is compounded daily 

LOG Calculate amounts using 
the future value and present 
value concepts. 

d. The investments will be the same. 

Interest Compounding 
For most accounting problems, we wi ll assume that compound interest is compounded 
annu ally. In actual business practice, compounding usually occurs over much shorter 
intervals. This can be confusing because the interest rate is often stated as an annual 
rate even though it is compounded over a shorter period. If compound ing is not done 
annually, you must adj ust the in terest rate by dividing t11e annu al rate by the number of 
compounding periods per year. 



Present Value and Future Value: Single Amounts 

Example 9-7 Compounding Interest Semiannua lly 

Assume that the 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 Beginning of Year at 5% per Period 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 ill ustrates that compounding more freq uently 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 wi ll assume that compound interest is applica-
ble. The fo llowing four compound interest calculations must be understood: 

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

Present Value and Future Value: 
Single Amounts 

OVERVIEW: A future value of a single amount is calculated if we want to calculate 
how much a known amount at the present time will accumulate in the future, given the 
rate of interest it will earn, and the number of periods over which it will earn that interest. 
The present value of a single amount is the opposite. It represents the value today of a sin­
gle amount to be received or paid at a time in the future earning interest at a given rate. 

Future Value of a Single Amount 
We arc often interested in the amount of interest plus principal that will be accumulated 
at a foture time . T his is called a future amount or future value. T he future amoun t is 
always larger than the principal amount (payment) because of tl1e interest tl1at accum u­
lates. In some cases, we will use time diagrams to illustrate the relationships. A t ime dia­
gram to illustrate a future va lue would be of the following form: 

Payment --------- Interest 

Known Amount 
of Payment 

(Present Value) 

FV 

Future Value = ? 

T he formula to calculate the future value of a single amount is as fo llows: 

where 

FV = p (1 + it 

FV = Future va lue to be ca lculate d 
p = Present value or principal amount 
1 = Interest rate 
n = Number of periods of compounding 

M 

~ 

j 
1l. 

~ 
@ 

Future value of a single 
amount 
Amount accumulated at a future 
ti me from a single payment or 
investment. 
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Example 9-8 Calculating Future Values with Formula 

Your three-year-old son Robert inherits $50,000 in cash and securities from his grandfather. If 
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? 

M Solution: 
~ 

FV = $50,000(1 + 0.10) 15 

= $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% compo und ed 
annually. The note is due in two years, and the principal and interest must be paid at that 
time. T he amount that must be paid in two years is the future value. T he futu re value 
can be calculated in the manner used in the previous examples: 

Year 

2 

Principal Amount 

at Beginning of Year 

$2,000 

2,200 

Interest 

at 10% 

$200 

220 

Accumulated 
at Year-End 

$2,200 

2,420 

T he future value can also be calculated by using the following formula: 

FV = $2,000(1 + 0.10)2 

= $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 fun1re value 
of $1 at various in terest rates for various time periods. To find the fu ture value of a t\vo­
year note at 10% compounded annually, you read across the line for two periods and 
down the 10% column , which gives you an interest rate facto r of 1.2 1000. Beca use the 
table has been constructed for future values of $1, we would determine the future value 
of $2 ,000 as fo llows: 

FV = $2,000 x 1.21000 
= $2 ,420 

A second method is to use the built-in fu nctions of a computerized spreadsheet. 
T he appendix to this chapter will illustrate how to use a common spreadsheet, Micro­
soft® Excel®, to perform the same calculations. The nwnbers produced by each 
method may differ by a few dollars because of rounding differences. Ignore those 
small differences and c'oncentrate on the methods used to perform the interest rate 
calculations. 

Remember that compo unding docs not always occur annu all y. How does this affect 
the calcu lation of future value amoun ts? 

Example 9-9 Calculating Future Values with Quarterly Compounding 

Suppose we want to find the future value of a $2,000 note payable due in two years. The note 
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) 



Present Value and Future Value: Single Amounts 

The futu re 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)8 

= $2,000(1.26677) 
= $2,534 (rounded to the nearest dol lar) 

We can arrive at the same future value amount w ith 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 

Present Value of a Single Amount 
In many situations, we do not want to calculate how much will be accumulated at J 
future time. Rather, we want to determine the present amount thJt is equivJlcnt to an 
Jmount Jt a future time. This is the present vJluc concept. The present value of a 
single amount represents the value today of a single amount to be received or paid at a 
foture time. This can be portrayed in a time diagram as follows: 

PV --------- Discount -------- Payment 

PV==? Known Amount 
of Payment 

(Future Value) 

The time diagram portrays discount rather than interest because we often speak o f 
" discounting" the future payment back to the present time. 

Example 9-10 Calculating Present Value of a Si ng le Amount 

Suppose you know that you will receive $2,000 in two years. If you had the money now, you 
could invest it at 10% compounded annually. What is the present value of the $2,000? In 
other words, w hat 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 fol lows: 

where 

PV = Future Value x (1 + i ) n 

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 
fol lows: 

PV = $2,000 x (1 + 0. 10) 2 

= $2,000 x (0.82645) 
= $1,653 (rounded to the nearest dollar) 
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......................................................................................................... ~ 

T ables have also been developed to determine the present value of $ 1 at vario us interest 
rates and number of periods. Table 9 -2 on page 4 55 presents the present value or dis­
count factors for an amo unt of $ 1 to be received at a future time. To use the table for 
Example 9 -10, you must read across the line for t\vo periods and down the 10% column 

Present value of a single 
amount 
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The amount at a present time that is 
equivalent to a payment or an 
investment at a future t ime. 

STUDY TIP 

When interest rates increase, 
present values decrease. This is 
called an inverse relationship. 
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Annuity 
A series of payments of equal 
amounts. 

Future value of an annuity 
The amount accumulated in the 
future when a series of payments is 
invested and accrues interest. 

Alternate term: Amount of an 
annuity. 
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to the cliscount factor o f 0.82645 . The present value of $2,000 would be calculated as 
fo llows: 

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

Two other points are important. First, the example illustrates that the present value 
amount is always less than the future payment . This happens because of the cliscount fac­
tor. In other words, if we had a smaller amOLmt at the present (the present value), we 
could invest it and earn interest that would accumulate to an amow1t equal to the larger 
amo unt (the future payment ). Second, study of the present value and future value formu­
las indicates that each is the reciprocal of the other. When \.Ve want to calculate a present 
value amOLmt, we normally use Table 9 -2 and multiply a discOLmt factor times the pay­
ment. H owever, we could also use Table 9-1 and divide by the interest factor. T hus, the 
present value of the $2,000 to be received in the future could also be calculated as follows: 

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

Present Value and Future Value of an Annuity 

OVERVIEW: An annuity is a series of equal payments with all payments occurring 
at equal time intervals. A future value of an annuity is calculated if we want to calculate 
how much a series of payments will accumulate in the future, at a given rate of interest. 
and over a certain number of payments. A present value of an annuity is calculated if 
we must determine a single amount today that is equivalent to the series of payments 
that will occur at future time intervals and at a given rate of interest. 

Future Value of an Annuity 
The present value and funire value amo unts are useful when a single amount is involved. 
Many accounting situations involve an annuity, however. Annuity means a series of pay­
ments of equal amo unts. Consider the calculation of the future value when a series of 
payments is involved . 

Suppose you are to receive $3,000 per year at the end of each of the next four years. 
Also, assume that each payment could be invested at an interest rate of 10% com­
pounded annually. H ow much would be accumulated in principal and interest by the 
end of the fourth year? T his is an example of an annuity of payments of equal amo unts. 
A time diagram would portray the payments as follows: 

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

I Interest I Interest I Interest I 
FV=? 

Because we are interested in calculating the fi.tture value, we could use d1c future value of 
$1 concept and calculate d1e fimu-e value of each $3,000 payment using Table 9-1 as follows: 

$3,000 x 1.33100 Interest for 3 Periods 

3,000 x 1.21000 Interest for 2 Periods 

3,000 x 1.10000 Interest for 1 Period 

3,000 x 1.00000 Interest for 0 Periods 

Total Future Value 

$ 3,993 

3,630 

3,300 

3,000 

$1 3,923 

Note that four payments would be received but that only d1ree of them would draw in­
terest because the payments are received at the end of each period. 

Fortunately, there is an easier method to calculate the future value of an annuity. 
Table 9 -3 on page 456 has been constructed to indicate the future value of a series of 
payments of $ 1 per period at various interest rates and number of periods. T he table can 
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be used for the previo us example by reading across the four-period line and dm.vn the 
l 0% column to a table factor of 4.64 100 . T he future value of an annuity of $3,000 per 
year can be calculated as follows: 

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

Example 9-11 Calculating Future Value of an Annuity 

Your cousin had 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 ."l 

in larger accumulated amounts. 

Present Value of an Annuity 
Many accountin g applications of the time value of money concept concern situations for 
which we want to know the present value of a series of payments that will occur in the 
future. T his involves calculating the present value of an annui ty. An annuity is a seri es of 
payments of eq ual amounts. 

Suppose you will receive an annui ty of $4,000 per year for fo ur years, with the first 
received one year from today. The amounts received can be invested at a rate of 10% 
compounded annuall y. What amount would you need at the present time to have an 
amo un t eq uivalent to the series of payments and interest in the future? To answer that 
question, you must calcu late the present value of an annuity. A time diagram of the 
seri es of payments would appear as follows: 

$4,000 $4,000 $4,000 $4,000 

Discount I Discount I Discount I Discount I 
PV=? 

Because you arc interested in calculating the present value, you could refer to the 
present value of $ 1 concept and discount each of the $4,000 payments individually using 
table facto rs from Table 9-2 as follows: 

$4,000 x 0.68301 Factor for 4 Periods 

4,000 x 0.75131 Factor for 3 Periods 

4,000 x 0.82645 Factor for 2 Periods 

4,000 x 0.90909 Factor for 1 Period 

Total Present Value 

$ 2.732 

3,005 

3,306 

3,636 

$12,679 

g> 
."! 
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Present value of an annuity 
The amount at a present time that is 
equivalent to a series of payments 
and interest in the future. 
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For a problem of any size, it is very cumbersome to calculate the present value of each 
payment individually. T herefore, tables have been constructed to ease the computational 
burden. Table 9-4 on page 457 provides table factors to calculate the present value of an 
annui ty of $1 per year at various interest rates and number of periods. T he previous 
example can be solved by reading across the four-year line and down the 10% column to 
obtain a table factor of3. 16987. The present value would then be calculated as follows : 

PV = $4,000(table factor) 
= $4,000(3.16987) 
= $12,679 (rounded to the nearest dollar) 

Example 9-12 Calculating Present Value of an Annuity 

You just won the lottery. You can take your $1 million in a lump sum today, or you can receive 
$100,000 per year over the next 12 years. Assuming a 5% interest rate, which would you pre­
fer, ignoring tax considerations? The present value of the series of payments can be calcu­
lated as fol lows: 

PV = $100,000(table factor) 
= $100,000(8.86325) 
= $886,325 

~ Because the present value of the payments over 12 years is less than the $1 million immedi­g, 
]' ate payment, you should take the immediate payment. 

LO& Calculate amounts using the future value and present value concepts. 

• Present and future value calculations are made for four different scenarios: 

• Future value of a single amount 

• Present value of a single amount 

• Future value of an annuity 

• Present value of an annuity 

Answers to these questions are on the last page of the chapter. 

1. You plan to invest $1,000 and want to determine how 2. You plan to invest $1,000 per year and want to deter-
much will be accumulated in five years if you earn inter- mine how much will be accumulated in five years if you 
est at 8% per year. This is an example of earn interest at 8% per year compounded annually. This 

a. future value of a single amount. is an example of 

b. future value of an annuity. a. future value of a single amount. 
c. present value of a single amount. b. future value of an annuity. 
d. present value of an annuity. c. present value of a single amount. 

d. present value of an annuity. 

L07 Apply the compound inter­
est concepts to some common 
accounting situations. 

Solving for Unknowns 
In some cases, the present value or fu ture value amounts will be known but the interest 
rate or the number of payments must be calculated. The formulas presented thus far can 
be used for such calculations, but you must be carefu l to analyze each problem to make 
sure you have chosen the correct relationship. 
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Example 9-13 Solving for an Interest Rate 

Assume that you have just purchased an automobi le 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 

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 2 

~ 3.60478 is found in the 12% column. Therefore, the rate of interest being paid on the auto 
loan is approximately 12%. ~ 

~ 

-------------------------------------------------------------------- @ 

I 

Example 9-14 Solving for the Number of Years 

Assume that 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. J 

~ 
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L07 Apply the compound interest concepts to some common accounting situations. 

• Often, all of the variables necessary to ca lculate amounts related to present and future value concepts will be available 
except for one unknown amount that can be solved for. 

• Financial ca lculators allow for these situations and easily solve for unknown values such as present or future value. 
payments, and interest rate. 

QUESTIONS Answers to these questions are on the last page of the chapter. 

1. You want to buy a car costing $20,000 and make loan 2. You want to accumulate $20,000 by your 25th birthday 
payments over five years at 10% interest per year. You and will invest money each year where it wil l earn inter-
must solve for the amount of the payments. In doing so, est at 10% compounded annually. In solving for the 
the amount of $20,000 represents amount to invest each year, the $20,000 amount repre­

a. an annuity. sents 

b. a future value. a. an annuity. 
c. a present value . b. a future value. 
d. the payment amount. c. a present value. 

d. the amount to invest. 

TABLE 9-1 Future Value of $1 
'< ,_ 

(N) 

Periods 2% 3% 4% 5% 6% 7% 8% 10% 12% 15% 

1 
~ 

1.02000 1.03000 1.04000 1.05000 1.06000 1.07000 1.08000 1.10000 1.12000 1.15000 

2 ,.,, 1.04040 1.06090 1.08160 1.10250 1.12360 1: 4490 1.16640 1.21000 1.25440 1 .32250 ,.. 
3 ;t! 1.06121 1.09273 1.12486 1.15763 1.19102 1.22504 1.25971 1.33100 1.40493 1.52088 

$ r· 1.08243 1.12551 1.16986 1.21551 1.26248 1.31080 1.36049 1.46410 1.57352 1.74901 4 
,]; 

5 1.10408 1.15927 1.21665 1.27628 1.33823 1.40255 1.46933 1.61051 1.76234 2.01136 

~~ 6 U2616 1.19405 1,26532 1.34010 1.41852 1.50073 1.58687 1.77156 1.97382 2.31306 ,, 
7 1.14869 1.22987 1.31593 1.40710 1.50363 1.60578 1.71382 1 94872 2.21068 2.66002 

~ 8 1.17166 1.26677 1.36857 1.47746 1.59385 1.71819 1.85093 2.14359 2.47596 3.05902 .. 
9 1.19509 1.30477 1.42331 1.55133 1.68948 1.83846 .99900 2.35795 2.77308 3.51788 

10 1.21899 1.34392 1.48024 1.62889 1.79085 1.96715 2.15892 2.59374 3.10585 4.04556 

11 1.24337 1.38423 1.53945 1.71034 1.89830 2.10485 2.33164 2.85312 3.47855 4.65239 

12 1.26824 1.42576 1.60103 1.79586 2.01220 2.25219 2.51817 3.13843 3.89598 5.35025 

13 1.29361 1.46853 1.66507 1.88565 2.13293 2.40985 2.71962 3.45227 4.36349 6.15279 

14 1.31948 1.51259 1.73168 1.97993 2.26090 2.57853 2.93719 3.79750 4.88711 7.07571 

15 1.34587 1.55797 1.80094 2.07893 2.39656 2.75903 3.17217 4.17725 5.47357 8. 3706 

16 1.37279 1.60471 1.87298 2.18287 2.54035 2.95216 3.42594 4.59497 6.13039 9.3576 

17 1.40024 1.65285 1.94790 2.29202 2.69277 3.15882 3.70002 5.05447 6.86604 10.76126 

·' 18 1.42825 1.70243 2.02582 2.40662 2.85434 3.37993 3.99602 5.55992 7.68997 12.37545 ,. 
19 1.45681 1.75351 2.10685 2.52695 3.02560 3.61653 4.31570 6.11591 8.61276 14.23177 

20 1.48595 1.80611 2.19112 2.65330 3.20714 3.86968 4.66096 6.72750 9.64629 16.36654 

22 1.54598 1.91610 2.36992 2.92526 3.60354 4.43040 5.43654 8.14027 12.10031 21 .64475 

24 1.60844 2.03279 2.56330 3.22510 4.04893 5.07237 6.34118 9.84973 15.17863 28.62518 

26 1.67342 2.15659 2.77247 3.55567 4.54938 5.80735 7.39635 11.91818 19.04007 37 .85680 

28 1.74102 2.28793 2.99870 3.92013 5.11169 6.64884 8.62711 14.42099 23.88387 50.06561 

30 1.81136 2.42726 3.24340 4.32194 5.74349 7.61226 10.06266 17.44940 29.95992 66.21177 

Sou rce: From STICKNEY/WEIUSCHIPPER/FRANCIS. Financial Accounting, 13E. © 2010 South-Western, a part of Cengage Learn ing, Inc. Reproduced by 
permission. www.cengage.com/permissions 
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TABLE 9-2 Present Value of $1 

(N) 
Periods 2% 3% 4% 5% 6% 7% 8% 10% 12% 15% 

1 
~ 

.98039 .97087 .96154 .95238 .94340 .93458 .92593 .90909 .89286 .86957 

2 ' .96117 .94260 .92456 .90703 .89000 .87344 .85734 .82645 .79719 .75614 

3 .94232 .91514 .88900 .86384 .83962 .81630 .79383 .75131 .71 178 .65752 

4 .92385 .88849 .85480 .82270 .79209 .76290 .73503 .68301 .63552 .57175 

5 .90573 .86261 .82193 .78353 .74726 .71299 .68058 .62092 .56743 .49718 

6 .88797 .83748 .79031 .74622 .70496 .66634 .63017 .56447 .50663 .43233 

7 .87056 .81309 .75992 .71068 .66506 .62275 .58349 .51316 .45235 .37594 

8 .85349 .78941 .73069 .67684 .62741 .58201 .54027 .46651 .40388 .32690 

9 .83676 .76642 .70259 .64461 .59190 .54393 .50025 .42410 .36061 .28426 

10 .82035 .74409 .67556 .61391 .55839 .50835 .46319 .38554 .32197 .24718 

11 .80426 .72242 .64958 .58468 .52679 .47509 .42888 .35049 .28748 .21494 

12 .78849 .70138 .62480 .55684 .49697 .44401 .39711 .31863 .25668 .18691 

13 .60057 .53032 .46884 .41496 .36770 .28966 .22917 .16253 

14 .57748 .50507 .44230 .38782 .34046 33 .20462 .14133 

15 .55526 .48102 .41727 .36245 .31524 .23939 .18270 .12289 

16 .72845 .62317 .53391 .45811 .39365 .33873 .29189 .21763 .1631 2, .10686 

17 .71416 .60502 .51337 .43630 .37136 .31657 .27027 .19784 .14564 .09293 

18 .70016 .58739 .49363 .41552 .35034 .29586 .25025 .17986 .13004 .08081 

19 .68643 .57029 .47464 .39573 .33051 .27651 .23171 .16351 .11611 .07027 

20 .67297 .55368 .45639 .37689 .31180 .25842 .21455 .14864 .10367 .06110 

22 .64684 .52189 .42196 .34185 .27751 .22571 .18394 .12285 .08264 .04620 

24 .62172 .49193 .39012 .31007 .24698 .19715 .15770 .10153 .06588 .03493 

26 .59758 .46369 .36069 .28124 .21981 .17220 .13520 .08391 .05252 .02642 

28 .57437 .43708 .33348 .25509 .19583 .15040 .11591 06934 .04187 .01997 

30 .55207 .41199 .30832 .23138 .17411 .13137 .09938 .05731 .03338 .01510 

Source: From STICKNEY/WEIUSCHIPPER/FRANCIS. Financial Accounting, 13E. © 2010 South-Western, a part of Cengage Learning, Inc. Reproduced by 
permission. www.cengage.com/permissions 
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TABLE 9-3 Future Value of Annuity of $1 

(N) 
Periods 2% 3% 4% 5% 6% 7% 8% 10% 12% 15% 

1 1.00000 1.00000 1.00000 1.00000 1.00000 1.00000 1.00000 1.00000 1.00000 1.00000 

2 2.02000 2.03000 2.04000 2.05000 2.06000 2.07000 2.08000 2.10000 2.12000 2.15000 

3 3.06040 3.09090 3.12160 3.15250 3.18360 3.21490 3.24640 3.31000 3.37440 3.47250 
'\ 

4 4.12161 4.18363 4.24646 4.31013 4.37462 4.43994 4.50611 4.64100 4.77933 4.99338 

5 5.20404 5.30914 5.41632 5.52563 5.63709 5.75074 5.86660 6.10510 6.35285 6.74238 

6 6.30812 6.46841 6.63298 6.80191 6.97532 7.15329 7.33593 7.71561 8.11519 8.75374 
~ 7 7.43428 7.66246 7.89829 8.14201 8.39384 8.65402 8.92280 9.48717 10.08901 11 .06680 
~, 

8 8.58297 8.89234 9.21423 9.54911 9.89747 10.25980 10.63663 11 .43589 12.29969 13.72682 . 
9 9.75463 10.15911 10.58280 11 .02656 11.49132 11 .97799 12.48756 13.57948 14.77566 16.78584 

10 10.94972 11.46388 12.00611 12 57789 13.18079 13.81645 14.48656 15.93742 17.54874 20.30372 

11 12.16872 12.80780 13.48635 14.20679 14.97164 15.78360 16.64549 18.53117 20.65458 24.34928 

12 13.41209 14.19203 15.02581 15.91713 16.86994 17.88845 18.97713 21.38428 24.13313 29.00167 

13 14.68033 15.61779 16.62684 17.71298 18.88214 20.14064 21.49530 24.52271 28.02911 34.35192 

14 15.97394 17.08632 18.29191 19.59863 21.01507 22.55049 24.21492 27.97498 32.39260 40.50471 

15 17,29342 18.59891 20.02359 21.57856 23.27597 25.12902 27.15211 31 .77248 37.27971 47.58041 

16 18.63929 20.15688 21 .82453 23.65749 25.67253 27.88805 30.32428 35.94973 42.75328 55.71747 

17 20.01207 21 .76159 23.69751 25.84037 28.21288 30.84022 33.75023 40.54470 48.88367 65.07509 

18 21.41231 23.41444 25.64541 28.13238 30.90565 33.99903 37.45024 45 59917 55.74971 75.83636 

19 22.84056 25.11687 27.67123 30.53900 33.75999 37.37896 41 .44626 51 .15909 63.43968 88.21181 

20 24.29737 26.87037 29.77808 33.06595 36.78559 40.99549 45.76196 57.27500 72.05244 102.44358 

22 27.29898 30.53678 34.24797 38.50521 43.39229 49.00574 55.45676 71.40275 92.50258 137.63164 

24 30.42186 34.42647 39.08260 44.50200 50.81558 58 .17667 66.76476 88.49733 118.15524 184.16784 

26 33.67091 38.55304 44.31174 51 .11345 59.15638 68.67647 79.95442 109.18177 150.33393 245.71197 

28 37 05)21 42.93092 49.96758 58.40258 68.52811 80.69769 95.33883 134.20994 190.69889 327.10408 

30 40.56808 47.57542 56 .08494 66.43885 79.05819 94.46079 113.28321 164.49402 241 .33268 434.74515 

Source: From STICKNEY/WEIUSCHIPPER/FRANCIS. Financial Accounting, 13E. © 2010 South-Western, a part of Cengage Learning, Inc. Reproduced by 
permission. www.cengage.com/permissions 
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TABLE 9-4 Present Value of Annuity of $1 

~ -- " (N) 

Periods 2% 3% 4% 5% 6% 7% 8% 10% 12% 15% 

1 .98039 .97087 .96154 .95238 .94340 .93458 .92593 .90909 .89286 .86957 

2 1.94156 1.91347 1.88609 1.85941 1.83339 1.80802 1.78326 1.73554 1.69005 1.62571 

3 2.88388 2.82861 2.77509 2.72325 2.67301 2.62432 2.57710 2.48685 2.40183 2.28323 

4 3.80773 3.71710 3.62990 3.54595 3.46511 3.38721 3.31213 3.16987 3.03735 2.85498 

5 4.71346 4.57971 4.45182 4.32948 4.21236 4.10020 3.99271 3.79076- 3.60478 3.35216 

6 5.60143 5.41719 5.24214 5.07569 4.91732 4.76654 4.62288 4.35526 4.11141 3.78448 

7 6.47199 6.23028 6.00205 5.78637 5.58238 5.38929 5.20637 4.86842 4.56376 4.16042 

8 7.32548 7.01969 6.73274 6.46321 6.20979 5.97130 5.74664 5.33493 4.96764 4.48732 

9 8.16224 77 8611 7.43533 7.10782 6.80169 6.51523 6.24689 5.75902 5.32825 4.77158 

10 8.98259 8.53020 8.11090 7.72173 7.36009 7.02358 6.71008 6.14457 5.65022 5.01877 

11 9.78685 9.25262 8.76048 8.30641 7.88687 7.49867 7.13896 6.49506 5.93770 5.23371 

12 10.57534 9.95400 9.38507 8.86325 8.38384 7.94269 7.53608 6.81369 6.19437 5.42062 

13 ,. 
11 .34837 10.63496 9.98565 9.39357 8.85268 8.35765 7.90378 7.10336 6.42355 5.58315 

14 12.10625 11 .29607 10.56312 9.89864 9.29498 8.74547 8.24424 7.36669 6.62817 5.72448 

15 12.84926 11 .93794 11 .11839 10.37966 9.71225 9.10791 8.55948 7.60608 6.81086 5.84737 

16 13.57771 12.56110 11 .65230 10.83777 10.10590 9.44665 8.85137 7.82371 6.97399 5.95423 

17 14.29187 13.16612 12.16567 11 .27407 10.47726 9.76322 9.12164 8.02155 7.11963 6.04716 

18 14.99203 13.75351 12.65930 11.68959 10.82760 10.05909 9.37189 8.20141 7,24967 6.12797 

19 15.67846 14.32,380 13.13394 12.08532 11 .15812 10.33560 9.60360 8.36492 7.36578 6.19823 

20 16.35143 14.87747 13.59033 12.46221 11 .46992 10.59401 9.81815 8.51356 7.46944 6.25933 

22 17.65805 15.93692 14.45112 13.16300 12.04158 11 .06124 10.20074 8.77154 7.64465 6.35866 

24 18.91393 16.93554 15.24696 13.79864 12.55036 11 .46933 10.52876 8.98474 7.78432 6.43377 

26 20.12104 17.87684 15.98277 14.37519 1300317 11.82578 10.80998 9.16095 7.89566 6.49056 

28 21.28127 18.76411 16.66306 14.89813 13.40616 12.13711 11 .05108 9.30657 7.98442 6.53351 

30 22.39646 19.60044 17.29203 15.37245 13.76483 12.40904 11 .25778 9 42691 8.05518 6.56598 

Source: From STICKNEY/WEIUSCHIPPER/FRANCIS. Financia l Accounting, 13E. © 2010 South-Western, a part of Cengage Learning, Inc. Reproduced by 
permission . www.cengage.com/pe rmissions 
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Chapter 9 Current Liabil it ies, Contingencies, and the Time Value of Money 

APPENDIX 

Accounting Tools: Using Excel® 
for Problems Involving Interest 
Calculations 

The purpose of this appendix is to illustrate how the functions built in to the Excel® 
spreadsheet can be used to calculate fu ture value and present value amounts. T he use of 
Excel® will be illustrated with the same examples that are used in this chapter. 

To view th e Excel functions, click on the PASTE fu nction of the Excel® tool bar 
(the paste function is on the top of the Excel® toolbar and is noted by the symbol f x) ; 
then choose the FINANCIAL option. Several different calculations are availab le. We will 
illustrate two of th em: FV and PV. 

Example 9-15 Using Excel '" for Future Values 

Your three-year-old son Robert inherits $50,000 in cash and securities from his grandfather. If 
the funds are left in the bank and in the stock market and receive an annual return of 10%, 
how much wil l be available in 15 years when Robert starts college? 

Solution: In Excel®. use the FV function and enter the values as follows: 

Function Arguments 

FV 

Rate l~ 

Nper 15 

Pmt O 

Pv 50000 

Type 

! 

= 

~ 0.1 

~ = 15 

~ = 0 

~ 50000 

~ = "p 
= -208862.4085 

Returns the fub.xe value of an investment based on periodic, constant payments and a constant interest rare. 

Formula result = -208862.'1085 

Help on this function 

PY is the present value, or the Unp-'SUfll amount that a series of futixe 
payments is worth now. If omitted, Pv = 0. 

__ OK __ I ~I _c_ance1_~ 

~ Note that the future value of $208,862 is slightly different from that given in the body of the 
J text because of rounding when using the table factors. 

@ --------------------------------------------------------------------



Accounting Tools: Using Excel® for Problems Involving Interest Calculations 

Example 9-16 Using Excel " for Annual Compounding 

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. What 

amount must be paid in two years? 

Solution: In Excel(!\), use the FV function and enter the va lues as fol lows: 

Function Arguments 

FV 

Rate .10 

Nper 2 

Pmt 0 

Pv 20001 
Type 

~ 0.1 

~ = 2 

_m = 0 

-~ 2000 

-m numb.,r 

-2420 
Returns the future value of an investment based on periock, constant payments and a constant interest rate. 

Formula result = -2420 

Help on this function 

The future value is $2,420. 

PY is the present value, or the Unp~ amount that a series of future 
payments is worth now. If omitted, Pv = 0. 

.___OK _ _,] [ Cancel 

Example 9-17 Using Excel " for Quarterly Compounding 

Suppose we want to find the future value of a $2,000 note payable due in two years . The note 
payable requires interest to be compounded quarterly at the rate of 12% per year. What future 
amount must be paid in two years? 

Solution: In Excel®. use the FV function and enter the values as follows: 

Function Arguments I 'ff i..a-i 

FV 

Rate .03 m = 0.03 ----- --
~ Nper al = 8 -------

Pmt 0 ~ = 0 

Pv 2000 1i1 = 2000 

Type I -~ = number 

= -2533. 540163 
Returns the future value of an investment based on periodic, constant payments and a constant interest rate. 

Nper is the total number of payment periods in the investment. 

Formula result = -2533. 540163 

Helo on l!:!i!! function [ OK l I Cancel I 

The future value is $2,534 (rounded to the nearest dollar) . 
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460 Chapter 9 Current Liabilities. Contingencies, and the Time Value of Money 

Example 9-18 Using Excel " for Present Values 

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

Solution: Since this problem requires the ca lculation of a present value, the PV function of 
Excel® should be chosen and used as fo llows: 

Function Arguments 

PV 

Rate [. 10I 
Nper 2 

Pmt O 
=======:-

Fv 2000 

Type 
----

m 0.1 

~ - 2 

~ = 0 

~ 2000 

~ I r 

= -1652.892562 

Reb.rns the present value of an inveslment: the IDtal amount that a series of futu'e payments is worth now. 

Formula restit = -1652.892562 

Helo on this function 

Rate is the interest rate Pl!!' period. For example, use 6"1a/4 fur QUarterly payments 
at6%APR. 

..___OK_~J [ carice 

J The present value is $1,653 (rounded to the nearest dollar) . 

@ ----------------------------------------------------------------------

g> 

" 

Example 9-19 Using Excel " for Future Value of an Annuity 

Suppose you are to receive $3,000 per year at the end of each of the next four years. Also, 
assume that each payment could be invested at an interest rate of 10% compounded annu­
ally. How much would be accumulated in principal and interest by the end of the fourth year? 

Solution: This problem involves the calcu lation of the future value of an annuity; you should 
use the FV function of Exce l® as fo llows: 

Function Arguments 

FV 

Rate [iiO ------
Nper 1~4-----.--
Pmt 3000 

0.1 

- 4 

= 3000 

= 0 

m r 

-13923 
Reb.rns the futixe value of an inveslment based on periodic, ainstant payments and a constant interest rate. 

Formula result - -13923 

Helo on this function 

Rate is the interest rate Pl!!' period. For example, use 6%/4 fur quarterly payments 
at6%APR. 

..___OK_~] [ Cance 

~ The future value of the series of payments is $13,923. Note that the payments are simply 
J entered as the Pmt variable in the spreadsheet. 

@ ------------------------------------------------------------------.. 



Accounting Tools: Using Excel.Ji> for Problems Involving Interest Calculations 

Example 9-20 Using Excel " for Semiannual Compounding Annuities 

Your cousin had a baby gi rl 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 
deposited $2,000 into it on each of her 15 birthdays? The interest rate is 10%. 

Solution: Use the Excel® FV function as fo llows: 

Function Arguments I 'Y 1-a..1 

FV 
-- ffii1 = Rate .10 0.1 

Nper ~ ~ = 15 

Pmt 2000 -m = 2000 -----
Pv 0 ~ = 0 -

Type -~ = number -
= -{;3544.96339 

Reb.ms the futae value of an investment based on periodc, constant payments and a constant in~est rate. 

Rate is the in~est rate per period. For example, ~ 6%/4 for quarterly payments 
at6%APR. 

Formula resiit = -{;35'14. 96339 

Helo on this function I OK l I Cancel I 

The future value amount is $63,545 (rounded to the nearest dollar). 

What if the scenario was modified so that $1,000 was deposited semiannually and the in­
terest rate was 10% compounded semiannually (or 5% per period) for 15 years? 

Solution Because the compounding is semiannual, use the FV function of Excel()\) as fo llows: 

Function Arguments l'Y~ 

FV 

Rate .OS m = o.os 
- _li] Nper 30 - 30 --

Pmt 10ool m = 1000 --- --
Pv 0 m = 0 

--
-=---=-- _B Type = u ber ---

= -{;6438.8475 
Reb.ms the futae value of an invesbnent based on periodc, constant payments and a constant in~est rate . 

Pmt is the payment made each period; it aniot cflanoe over the &fe of the 
invesbnent. 

Formula result • -{;6438.8475 

He!Q on this function [ OK l I Cancel I 

The future value is $66,439 (rounded to the nearest dollar) . 
...................................................................................................... __ ~ 
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Chapter 9 Current Liabilities, Contingencies, and the Time Value of Money 

Example 9-21 Using Excel ,. for Present Value of an Annuity 

You just won the lottery. You can take your $1 mi ll ion in a lump sum today, or you can receive 
$100,000 per year over the next 12 years. Assuming a 5% interest rate, which would you pre­
fer, ignoring tax considerations? 

Solution: Use the PV function of Excel00 as follows: 

Function Arguments I 'ril l....D..I 

PV -- ~ Rate .o5I = 0.05 -- B -Nper u u 
Pmt f 100000 

--
~ = 100000 

--
~ Fv 0 = 0 --
~ Type = u 

--r 

= -886325. 1636 

Rell.ms the present vu of an nv!!Stment: the total amo..nt that a series of futu"e payments is worth now. 

Rate is the nterest rate per period. For eJCM1Ple, use 6%/4 for quarb!riy payments 
at6%APR. 

Fonrula resiJt = -886325. 1636 

~ !!! this Mction I OK 1 1 Cance I 

~ Because the present value of the payments over 12 years is $886,325 (rounded to the nearest ! dollar) and is less than the $1 million available immediately, you should choose the immediate 
j payment. 

@ -----------------------------------------------------------------------

RATIO REVIEW 
Working Capital* = Current Assets - Current Liabilities 

Current Ratio = Current Assets/Current Liabilities 
Quick Ratio = Quick Assets** /Current Liabilities 

* Working capital is defined and discussed in Chapter 2. 

**Quick assets are those assets that can be converted into cash quickly. They may be measured 

differently by different companies but generally are measured as Total Current Assets -

Inventory - Prepaid Expenses. 

ACCOUNTS HIGHLIGHTED 
Account Titles Where It Appears In What Section Page Number 

Accounts Payable 
Notes Payable 
Current Maturities of Long-

Term Debt 
Taxes Payable 
Accrued Liabilities 
Contingent Liabilities 

Balance Sheet 
Balance Sheet 
Balance Sheet 

Balance Sheet 
Balance Sheet 
Balance Sheet 

Current Liabilities 431 
Current Liabilities 432 
Current Liabilities 435 

Current Liabilities 436 

Current Liabilities 437 

Current Liabilities or 440 
Long-Term 
(depending upon 
when it will be 
paid) 



Alternate Terms 

KEY TERMS QUIZ 

Read each 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. 

--- Current liability Time value of money 

- - - Accounts payable Simple interest 

- - - Notes payable Compound interest 

--- Discount on notes payable Future value of a single amount 

- -- Current maturities of long-term debt Present value of a single amount 

- -- Accrued liability Annuity 

--- Contingent liability Future value of an annuity 
_ __ Estimated liabi lity Present value of an annuity 
___ Contingent asset 

l. Accounts that will be satisfied within one year or the next operating cycle. 
2. The amount needed at the present time to be equivalent to a series of payments and interest 

in the future. 
3. Amounts owed for the purchase of inventory, goods, or services acquired in the normal 

cou rsc of business. 
4. A contra-liability account that represents interest deducted from a loan or note in advance. 
5. A series of payments of equal amount. 
6. The portion of a long-term liability that will be paid within one year of the balance sheet 

date. 
7. A liability that has been incurred but has not been paid as of the balance sheet date. 
8 . Amounts owed that arc represented by a formal contractual agreement. These amounts 

usually require the payment of interest. 
9. A liability that involves an existing condition for which the outcome is not known with cer­

tainty and depends on some future event. 
10. Interest that is earned or paid on the principal amount only. 
11. A contingent liability that is accrued and is reflected on the balance sheet. Common exam­

ples arc warranties, guarantees, and premium offers. 
12. An amount that involves an existing condjtion dependent upon some future event by which 

the company stands to gain. These amounts arc not normally reported . 
13. Interest calculated on the principal plus previous amounts of interest accumulated . 
14. The concept that indicates that people should prefer to receive an immediate amount at the 

present time over an equal amount in the future . 
15. The amount that will be accumulated in the future when one amount is invested at the 

present time and accrues interest tuitil the future time. 
16. The amount that will be accumulated in the future when a series of payments is invested 

and accrues interest until the future time . 
17. The present amount that is equivalent to an amount at a future time. 

ALTERNATE TERMS 

accrued interest interest payable 
compound interest interest on interest 
contingent asset contingent gain 
contingent liability contingent loss 
current liability short-term liability 
current maturities of long-term debt long­

term debt, current portion 

discounting a note interest in advance 
future value of an annuity amount of an 

annuity 
income tax liability income tax payable 
warranties guarantees 

463 



464 Chapter 9 Current Liabilit ies, Contingencies. and the Time Value of Money 

WARMUP EXERCISES & SOLUTIONS 

L01 Warmup Exercise 9-1 
A company has the fo ll owing current assets: Cash, $10,000; Accounts Receivable, $70,000; and 
InventOJ)', $20,000 . The company also has current liabili t ies of $40,000 . Calculate the com­
pany's current ratio and quick ratio. 

L03 Warmup Exercise 9-2 
A company has the fo llowing current liabilities at the beginning of the period: Accounts Payable , 
$30,000; Taxes Payable, 10,000 . At the end of the period , the balances of the account arc as 
fo llows: Accounts Payable, $20,000; Taxes Payable , $15,000 . What amounts will appear in the 
cash flow statement? In what category of the statement will they appear? 

LO& Warmup Exercise 9-3 
I . You invest $1,000 at the beginning of the year. How much will be accumulated in five years 

if you earn 10% interest compounded annually? 
2. You invest $1,000 per year at the end of each yea r fo r five years. H ow much will be a cc um u­

lated in fi ve years if yo u earn 10% interest compounded annually? 
3. You will receive $1,000 in five years. What is the present value of that amo un t if you earn 

10% interest compounded annually? 
4. You will receive $1,000 per year at the end of each year for five years. What is the present 

value of that amo unt if you earn 10% interest compounded annually? 

Solutions to Warm up Exercises 

Warmup Exercise 9-1 
C urrent Ratio : Current Assets/ Current Liabilities 
Cash ( 10,000 ) + Accounts Receivable ($70,000 ) + l nvento1y ($20,000) = $100,000 

$100,000/ $40,000 = 2.5 Current Ratio 
Q uick Ratio: Quick Assets/ Current Liabilities 
Cash ($10,000 ) + Accounts Receivable ($70,000 ) = 80,000 

$80,000/ $40,000 = 2.0 Quick Ratio 

Warmup Exercise 9-2 
T he amounts appearing in the cash fl ow statement sho uld be in the Operating Activities catego1y 
of the statement. The am ounts shown should be the changes in the balances of the accounts. 

Accounts Payable decreased by $10,000 and should appear as a decrease in the cash fl ow 
statement. 

Ta.xes Payable increased by $5,000 and houJd appear as an increase in the cash flow statement. 

Warmup Exercise 9-3 

1. FV = $ 1,000(table factor ) 

= $ 1,000 (1.61051) 

= $ 1,6 11 (rounded to the nearest dollar) 

2. FJI = $ 1,000(table factor) 

= $1,000(6.105 10) 

= $6,105 (rounded to the nearest dollar) 

3. PV = • l ,OOO(table facto r) 

= $ 1,000(0.62092) 

= $62 1 (rounded to the nearest dollar) 

4. PV = $1,000(table factor) 

= $ 1,000(3.79079) 

= $3,79 1 (rounded to the nearest dollar) 

using Table 9 -1 
where i = 10%, n = 5 

using Table 9 -3 
where i = 10%, n = 5 

using Table 9-2 
where i = 10%, n = 5 

using Table 9 -4 
where i = 10%, n = 5 



Review Problem & Solution 

REVIEW PROBLEM & SOLUTION 

Part A 
The accountant for Lunn Express wants to develop a balance sheet as of December 31, 2012. 
The following items pertain to the Liabi li ty category and must be considered to determine the 
items that should be reported in the Current Liabilities section of the balance sheet. You may 
assume that Lunn began business on January 1, 2012; therefore , the beginning balance of all 
accounts was zero . 

a. During 2012, Lunn purchased $ 100,000 of invento1y on account from suppliers. By year­
end , $40,000 of the balance had been eliminated as a result of payments. All items were pur­
chased on terms of2/ 10, n/ 30. Lunn uses the gross method of recording payables. 

b. On April 1, 2012 , Lunn borrowed $10,000 on a one-year note payable from Philips Bank. 
Terms of the loan indicate that Lunn must repay the principal and 12% interest at the due 
date of the note. 

c. On October 1, 2012, Lunn also borrowed $8,000 from Dove Bank on a one-year note pay­
able. Dove Bank deducted 10% interest in advance and gave to Lunn the net amount. At the 
due date, Lunn must repay the principal of $8,000. 

d. On January 1, 2012, Lunn borrowed $20,000 from Owens Bank by signing a ten -year note 
payable . Terms of the note indicate that Lunn must make annual payments of principal each 
Janua1y l beginning in 2013 and must pay interest each January l in the amount of8% of the 
outstanding balance of the loan. 

e. The accountant for Lunn has completed an income statement fo r 20 12 that indicates that 
income before taxes was $ 10,000 . Lunn must pay tax at the rate of 40% and must remit the 
tax to the Internal Revenue Service by Apri l 15 , 2013 . 

f. As of December 31, 20 12, Lunn owes its employees salaries of $3,000 for work performed in 
2012. T he employees will be paid on the first payday of2013. 

g. During 2012, two lawsuits were filed against Lunn. In the first lawsuit, a customer sued for 
damages because of an inju ry that occurred on Lunn 's premises. Lunn 's legal counsel advised 
that it is probable that the lawsuit will be settled in 2013 at an amount of$7,000. The second 
lawsuit involves a patent infringement suit of $ 14,000 filed against Lunn by a competitor. 

,,... The legal counsel has advised that Lunn may be at fault but that a loss does not appear proba­
ble at this time. 

Part B 

a. What amount will be accumulated by January 1, 2016, if $5,000 is invested on January 1, 
2012, at 10% interest compounded semiannually? 

b . Assume that $5,000 is to be received on January 1, 2016. What amount at Janua1y 1, 2012 , 
is equiva lent to the $5,000 that is to be received in 2016? Assume that interest is com­
pounded annually at 10%. 

c. What amount will be accumulated by January 1, 2016, if $5,000 is invested each semiannual 
period for eight periods beginning June 30, 2012, and ending December 31 , 2015? Interest 
wi ll accumu late at 10% compounded semiannually. 

d. Assume that $5,000 is to be received each semiannual period for eight periods beginning on 
June 30, 2012. \tVhat amount at January 1, 20 16, is eq uivalen t to the future series of pay­
ments? Assume that interest will accrue at 10% compounded semiannually. 

e. Assume that a new bank has begun a promotional campaign to attract savings accounts. The 
bank advertisement indicates that customers who invest $1,000 will double their money in 
ten years. Assuming annual compounding of interest, what rate of interest is the bank 
oftering? 

Required 

1. Consider all items in Part A. Develop the Current Liabilities section of Lunn's balance sheet 
as of December 31 , 2012 . To make investment decisions about this company, what addi ­
tional data would you need? You do not need to consider the notes that accompany the bal­
ance sheet. 

2. Answer the five questions in Part B. 
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466 Chapter 9 Current Liabilities, Contingencies, and the Time Value of Money 

Solutions to Review Problem Part A 

1. The accou ntant's decisions for items (a) through (g) of Part A should be as follows: 

a. The balance of the AccOLmts Payable accOLmt should be $60,000. The payables should be 
reported at the gross amotmt, and discOLmts would not be reported tmtil the time of payment. 

b. The note payable to Philips Bank of $10,000 should be included as a current liability. 
Also, interest payable of$900 ($ 10,000 x 12% x 9/ 12 ) should be considered a current 
liability. 

c. The note payable to Dove Bank should be considered a current liability and listed at 
$8,000 minus the contra account Discount on Notes Payable of $600 ($8,000 x 10% x 
9 / 12 remaining). 

d . The debt to Owens Bank should be split between current li abili ty and long-term liability 
with the rnrrent portion shown as $2,000. Also, interest payable of $ 1,600 ($20 ,000 x 
8% x 1 year) should be considered a current liabi lity. 

e. Income taxes payable of$4,000 ($ 10,000 x 40%) is a current liability. 
f Salaries payable of $3,000 represent a current liabili ty. 
g. The lawsuit involving the customer must be reported as a current liability of $7,000 

because the possibility of lo s is probable. The second lawsuit should not be reported but 
should be disclosed as a note to t11e balance sheet. 

Lunn Express 
Partial Balance Sheet 

As of December 31, 2012 

Current Liabilities 
Accounts payable 
Interest payable ($900 + $1,600) 
Salaries payable 
Taxes payable 
Note payable to Philips Bank 
Note payable to Dove Bank 

Less : Discount on notes payable 
Current maturity of long-term debt 
Contingent liability for pending lawsuit 
Total Current Liabilities 

$8,000 
(600) 

$60,000 
2,500 
3,000 
4,000 

10,000 

7,400 
2,000 
7,000 

$95,900 

Other data necessary to make an investment decision might include current assets and total assets 
as of December 31, 2012. If current assets are significantly larger than current liabi lities, you can 
be assured that t11 e company is capable of paying its short-term debt. The dollar amou nt of cur­
rent assets and liabilities must be evaluated with regard to t11e size of the company. The larger 
t11e company, t11e less significant $95,900 in current liabilities would be . 

Solutions to Review Problem Part B 

a. FV = $5,000(table factor) 

= $5,000(1.47746) 

= $7,387 (rounded to the nearest dollar) 

b . PV = $5,000(table factor ) 

= $5,000(0.68301 ) 

= $3,415 (rounded to the nearest dollar) 

c. FV annuity= $5,000(table factor) 

= $5,000(9.54911 ) 

= $47,746 (rounded to the nearest dollar) 

d . PVannuity = $5,000(table factor) 

= $5,000(6.46321) 

= $32,3 16 (rounded to the nearest dollar) 

using Table 9-1 
where i = 5%, n = 8 

using Table 9-2 
where i = 10%, n = 4 

using Table 9-3 
where i = 5%, n = 8 

using Table 9-4 
where i = 5%, n = 8 



e. FV = $1 , 000(table factor) 

Because the future value is known to be $2,000, 
the form ula can be written as 

$2,000 = $1,000(tablc factor) 
and rearranged as 

Table factor = $2,000/ $1,000 = 2.0. 

Brief Exercises 

using Table 9 -1 

In Table 9 -1, the table factor of 2.0 and ten years corresponds with an interest rate 
of between 7% and 8%. 

QUESTIONS 

1. What is the definition of current liabilities? 8. Assume that a lawsuit has been filed 
Why is it important to distinguish between against your firm. Your legal counsel has 
current and long-term liabilities? assured you that a loss is not probable. 

2. Most firms attempt to pay their accounts How should the lawsuit be disclosed on 
payable within the discount period to take the financia l statements? 
advantage of the discount. Why is that 9. What is the difference between simple in-
normally a sound financial move? terest and compound interest? Is the 

3. Assume that your local bank gives you a amount of interest higher or lower when 
$1,000 loan at 10% per year but deducts the interest is simple rather than com-
the interest in advance. Is 10% the "real" pound? 
rate of interest that you will pay? How can 10. What is the effect when interest is com-
the true interest rate be calculated? pounded quarterly versus annually? 

4. Is the account Discount on Notes Payable 11. What is the meaning of the terms present 
an income statement or a balance sheet value and future value? How can you 
account? Does it have a debit or credit determine whether to calculate the present 
balance? value or the future value of an amount? 

5. A firm's year ends on December 31. Its 12. What is the meaning of the word annuity? 
tax is computed and submitted to the U.S. Can the present value of an annuity be cal-
Treasury on March 15 of the following culated as a series of single amounts? If so, 
year. When should the taxes be reported how? 
as a liability> 13. Assume that you know the total dollar 

6. What is a contingent liability? Why arc amount of a loan and the amount of the 
contingent liabilities accounted for differ- monthly payments. How can you deter-
ently t11an contingent assets? mine the interest rate as a percentage of 

7. Many firms believe that it is very difficult the loan? 
to estimate the amount of a possible future 14. The present value and future value con-
contingency. Should a contingent liability cepts are applied to measure the amount 
be reported even when the dollar amount of several accounts common in account-
of the loss is not known? Should it be dis- ing. What are some accounts t11at are 
closed in t11e notes to financial statements? valued in this manner? 

BRIEF EXERCISES 

Brief Exercise 9-1 Liquidity 
Beta Company has current assets of $80,000 and current liabilities of $60,000. How much of its 
short-term notes payable could it pay in cash and achieve its m.inimLm1 desired current ratio of 2 to 1? 

Brief Exercise 9-2 Credit Terms 
You receive an invoice from a supplier for $5,000 on January 1 with terms 3/ 15, n/ 30. If you 
pay between January 1 and January 16, how much must you pay? If you pay after January 16, 
how much must you pay? 
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468 Chapter 9 Current Liabilities, Contingencies, and the Time Value of Money 

L03 Brief Exercise 9-3 Current Liabilities and Cash Flows 
In the statement of cash flows, how should the fo llowing appear? 

A decrease in a current liabi li ty account 
An increase in a current liability account 

Should changes in current liability accounts always appear in the Operating Activities category? 
Give an example of a current liabi li ty account that may not appear in the Operating Activities 
category. 

L04 Brief Exercise 9-4 Contingent Liabilities 

LOS 
EXAMPLE 9-6 

L06 
EXAMPLE 9-12 

L07 
EXAMPLE 9-13 

Omega Company is involved in two unrelated lawsuits, one as the plaintiff and one as the defen­
dant. As a result of these two lawsuits, the company has a contingent asset and a contingent liabi l­
ity. How should Omega record these on its balance sheet? 

Brief Exercise 9-5 Simple and Compound Interest 
You invest $1,000 for five years at 5% simple interest at Bank 1. You invest $1,000 for five years 
at Bank 2 where interest at 5% is compounded annually. Compute the amounts that will be accu­
mulated. 

Brief Exercise 9-6 Present Value and Future Value 
You are required to pay $5,000 for college fees for each of the next four years, and a generous 
uncle has offered to give you enough money now to cover these future payments. How much 
must he give you now if you can invest at 10% per year compounded annually? 

Brief Exercise 9-7 Solving for an Interest Rate 
You are required to pay $5,000 for college fees for each of the next four years, and a not-quite­
as-generous uncle offers to give you $15,187 toward your college fees. What annual interest rate 
do you need to earn to allow you to invest the money and meet the four payments? 

EXERCISES 

L01 Exercise 9-1 Current Liabilities 
The following items are accounts on Smith 's balance sheet of December 31, 2012: 

Taxt:s Payable 
Accounts Receivable 
Notes Payable, 9%, due in 90 days 
Investment in Bonds 
Capital Stock 
Accounts Payabie 
Estimated Warr<µlty Payabl~ in 2013 
Retained Earnings -
Trademark 
Mortgage Payable ($ 10,000 due every year until 2030) 

Required 

Identify which of the accounts should be classified as a current liability on Smith's balance sheet. 
For each item that is not a current liability, indicate the category of the balance sheet in which it 
would be classified. Assume the company has the following balance sheet categories: current 
asset; property, plant, and equipment; long-term investment; intangible; current liability; long­
term liability; and stockholders' equity. 
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Exercise 9-2 Current Liabilities 
The following items represent li abilities on a firm 's balance sheet: 

a. An amount of money owed to a supplier based on the terms 2/ 20, n/ 40, for which no note 
was executed. 

b. An amount of money owed to a creditor on a note due April 30, 2013. 
c. An amount of money owed to a creditor on a note due August 15, 2014. 
d. An amount of money owed to employees for work performed during the last week in Decem­

ber. 
e. An amount of money owed to a bank for the use of borrowed funds due on March 1, 2013. 
f. An amount of money owed to a creditor as an annual installment payment on a ten-year 

note . 
g. An amount of money owed to the federal government based on the company's annual 

mcome. 

Required 

1. For each item, state whether it should be classified as a current liability on the December 31, 
2012, balance sheet. Assume that the operating cycle is shorter than one year. If the item 
should not be classified as a current liability, indicate where on the balance sheet it should be 
presented . 

2 . For each item identified as a current liabi lity in part ( 1 ), state the account title t11at is nor­
mally used to report the item on the balance sheet. 

3. Why would an investor or a creditor be interested in whether an item is a current or a long­
term liability? 

Exercise 9-3 Current Liabilities Section 
Jackie Company had the following accounts and balances on December 31, 2012: 

Notes Payable, 10%, due June 2, 2013 
Accounts Rece ivable 

$ 1.000 -
67,500 

L01 

L01 

Income Taxes Payable 
Allowance for Doubtful Accounts 
Accounts Payable 
Interest Receivable 
Unearned Revenue 

$61,250 .. 
17,800 
24.400 

5,000 
4,320-
6,000 -

Discount on Notes Payable 
Current Maturities of Long-Term Debt 
Interest Payable 

150 
6,900 - -
3,010 -

Wages Payable 

Required 

Prepare t11e Current Liabilities section of Jackie Company's balance sheet as of December 31, 
2012. 

Exercise 9-4 Transaction Analysis 
Polly's Cards & Gifts Shop had the following transactions during the year: 

a. Polly's purchased inventory on account from a supplier for $8,000. Assume that Polly's uses a 
periodic inventory system. 

b. On May 1, land was purchased for $44,500. A 20% down payment was made, and an 18-
month, 8% note was signed for the remainder. _. 

c. Polly's returned $450 worth of inventory purchased in (a), which was found broken when 
the inventory was received. 

d. Polly's paid the balance due on the purchase of inventory. 
e. On June 1, Polly signed a one-year, $15,000 note to First State Bank and received $13,800. 
f. Polly's sold 200 gift certificates for $25 each for cash. Sales of gift certificates are recorded as 

a liability. At year-end, 35% of the gift certificates had been redeemed . 
g . Sales for the year were $120,000, of which 90% were for cash. State sales tax of 6% applied to 

all sales must be remitted to tl1e state by January 31. 

Required 

1. Identify and analyze the effect of transactions a- g. 

(Continued) 
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2. Assume that Polly's accounting year ends on December 31. Identify and analyze the effect of 
any necessary adjusting journal entries . 

3. What is the total of the current liabili ties at the end of the year? 

L02 Exercise 9-5 Current Liabilities and Ratios 
Several account that appeared on Kruse's 2012 balance sheet are as fo llows: 

Accounts Payable $ 55,000 Equipment $950,000 
Marketable Securities 40,000 Taxes Payable 15,000 
Accounts Receivable 180,000 Retained Earnings 250,000 
Notes Payable, 12 % . due in 60 days 20,000 Inventory 85,000 
Capital Stock 1,150,000 Allowance for Doubtful Accounts 20,000 
Salaries Payable 10,000 Land 600,000 
Cash 15,000 

Required 

1. Prepare the Current Liabilities section of Kruse's 2012 balance sheet. 
2. Compute Kruse's working capital. 
3. Compute Kruse's current ratio. What does this ratio indicate about Kruse's condition? 

L02 Exercise 9-6 Discounts 
Each of the following situations involves the use of discounts: 
1. How much discount may Seals Inc. take in each of the fo llowing transactions? What was the 

annualized interest rate? 

a. Seals purchases inventory costing $450, terms 2/ 10, n/40. 
b. Seals purchases new office furninire costing $1,500, terms 1/ 10, n/ 30. 

2. Calculate the discount rate that Croft Co. received in each of these transactions. 

a. Croft purchased office supplies costing $200 and paid within the discount period with a 
check for $196. 

b. Croft purchased merchandise for $2,800. It paid within the discount period with a check 
for $2,674. 

L02 Exercise 9-7 Notes Payable and Interest 
jJ. EXAM PLE 9-1, 9-4 On July 1, 2012, Jo's Flower Shop borrowed $25 ,000 from the bank. Jo signed a ten-month, 8% 

promissory note for the entire ammmt. Jo's uses a calendar year-end. 

\...--iiequired 

L02 
EXAMPLE 9-2 

1. Identify and analyze the effect of the promissory note . 
2. Identify and analyze the effect of any adjustments necessary at year-end. 
3. Identify and analyze the effect of the repayment of the principal and interest. 

Exercise 9-8 Non-Interest-Bearing Notes Payable 
O n October 1, 2012, Ratkowski Inc. borrowed $18,000 from Second National Bank by issuing 
a 12-month note. The bank discounted the note at 9%. 

Required 

1. Identify and analyze the effect of the issuance of the note. 
2. Identify and analyze the effect of the accrual of interest on December 31, 2012. 
3. Identify and analyze the effect of the payment of the note on October 1, 2013. 
4 . What effective rate of interest did Ratkowski pay? 

L03 Exercise 9-9 Impact of Transactions Involving Current Liabilities on 
Statement of Cash Flows 
From the following list, identify whether the change in the account balance during the year 
would be reported as an operating (0), an investing (I), or a financing (F) activity or not 
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separately reported on the statement of cash flows (N). Assume that the indirect method is used 
to determine the cash flows from operating activities. 

Accounts payable 
Current maturities of 
long-term debt 
Notes payable 

Other accrued liabilities 
Salaries and wages payable 
Taxes payable 

Exercise 9-10 Impact of Transactions Involving Contingent Liabilities L03 
on Statement of Cash Flows 
From the following list, identify whether the change in the account balance during the year 
would be reported as an operating (0), an investing (I), or a financing (F) activity or not sepa­
rately reported on the statement of cash flows (N) . Assume that the indirect method is used to 
determine the cash flows from operating activities. 

Estimated liability for warranties 
Estimated liabili ty for product premiums 
Estimated liability for probable loss relating to litigation 

Exercise 9-11 Warranties 
Clean Corporation manufactures and sells dishwashers. Clean provides all customers with a two-year 
warranty guaranteeing to repair, free of charge, any defects reported during this time period. During 
the year, it sold 100,000 dishwashers for $325 each. Analysis of past warranty records indicates that 
12% of all sales will be ren1rned for repair within the warranty period. Clean expects to incur expen­
ditures of $14 to repair each dishwasher. The account Estimated Liability for Warranties had a bal­
ance of$120,000 on January 1. Clean incurred $150,000 in actual expendiU!fes during the year. 

Required 

Identify and analyze the effect of the events related to the warranty transactions during the year. 
Determine the adjusted ending balance in the Estimated Liability for Warranties account. 

Exercise 9-12 Simple versus Compound Interest 
For each of the following notes, calculate the simple interest due at the end of the term. 

Note 

1 

2 
3 

Face Value (Principal) 

$20,000 

20,000 

20,000 

Rate Term 

4% 6 years 

6% 4 years 

8% 3 years 

Now assume that the interest on the notes is compounded annually. Calculate the amount of in­
terest due at the end of the term for each note. 

Finally, assume that the interest on the notes is compounded semiannually. Calculate the 
amount of interest due at the end of the term for each note. 

What conclusion can you draw from a comparison of your results of each of the three scenarios? 

Exercise 9-13 Present Value and Future Value 
Brian Inc. estimates that it will need $ 150,000 in ten years to expand its manufacturing facil ities. 
A bank has agreed to pay Brian 5% interest compounded annually if the company deposits the 
entire amount now needed to accum ulate $150,000 in ten years. How much money does Brian 
need to deposit? 

Exercise 9-14 Effect of Compounding Period 
Kern Company deposited $1,000 in the bank on January 1, 2012, earning 8% interest. Kern 
Company withdraws the deposit plus accumulated interest on January 1, 2014. Compute the 
amount of money Kern withdraws from the bank assuming that interest is compounded 
(a) annually, (b) semiannually, and (c) quarterly. 

L04 
EXAMPLE 9-5 

LOS 
EXAMPLE 9-6, 9-7 

LOG 
EXAMPLE 9-10 

LOG 
EXAMPLE 9-9 

471 



472 

LOG 
EXAMPLE 9-9, 9-10 

LOG 
EXAMPLE 9-9, 9-10 

LOG 
EXAM PLE 9-11 

L07 
EXAM PLE 9-13 

L07 
EXAMPLE 9-8 

Chapter9 Current Liabilities, Contingencies, and the Time Value of Money 

Exercise 9-15 Present Value and Future Value 
T he fo llowing situations involve t ime value of money calcu lations: 
1. A deposit of $7,000 is made on January 1, 201 2. T he deposit will earn interest at a rate of 

8%. H ow much will be accum ulated on January 1, 201 7, assuming that interest is com­
pou nded (a) annually, (b) semiannually, and (c) quarte rly? 

2. A deposit is made on Janua1y 1, 2012 , to earn interest at an annual rate of8%. T he deposit 
wi ll accumulate to $ 15,000 by January 1, 2017. How much money was originally deposited 
assuming that interest is compounded (a) an nually, (b) semiann ually, and ( c) quarterly? 

Exercise 9-16 Present Value and Future Value 
T he fo llowing situations requi re the application of the time value of money: 
l. O n January 1, 2012, $ 16,000 is deposited . Assuming an 8% interest ra te, calculate the 

amoun t accumulated on January 1, 201 7, if interest is compo unded (a) annually, (b ) semi ­
annually, and ( c) quarterly. 

2. Assume that a deposit made on January 1, 201 2, earns 8% interest . T he deposit plus interest 
accumulated to $20,000 on January 1, 2017. H ow much was invested on January 1, 201 2, 
if interest was compounded (a) annually, (b) semiannually, and (c) quarterly? 

Exercise 9-17 Annuity 
Steve Jones has decided to start saving for his son's college education by depositing $2,000 at 
the end of every year fo r 15 years. A bank has agreed to pay interest at the rate of 4% com­
pounded annually. How much will Steve have in the bank immediately after his 15th deposit? 

Exercise 9-18 Calculation of Years 
Kelly Seaver has decided to start saving for her daughter's coll ege education. Kelly wan ts to accu­
mulate $32,000 . T he bank will pay interest at the rate of 4% compo unded annually. If Kelly plans 
to make payments of $ 1,600 at the end of each year, how lo ng wi ll it take her to accumulate 
$32,000? 

Exercise 9-19 Value of Payments 
Upon graduation fro m coll ege, Susana Lopez signed an agreement to buy a used car. Her annual 
payments, which are due at the end of each year for two yea rs, are $ 1,480 . T he car dealer used a 
12% rate compounded annually to determine the amo un t of the payments. 

Required 

1. What should Susana consider the value of the car to be? 
2. If she had wanted to make quarterly payments, what would her payments have been based 

on the value of the car as determined in part ( 1 )? How much less interest would she have 
paid if she had been making quarterly payments instead of annual payments? What would 
have happened to the payment amount an d the interest if she had asked for monthly 
payments? 

MULTI-CONCEPT EXERCISES 

LOG • 7 Exercise 9-20 Comparison of Alternatives 
EXAMPLE 9-10, 9-12 Jane Bauer has won the lottery and has the fo llowing four options for receiving her winnings: 

1. Receive $ 100,000 at the beginn ing of the current year 
2. Receive $ 108,000 at the end of the year 
3. Receive $20,000 at the end of each year for eight years 
4 . Receive $ 10,000 at the end of each year for 30 years 

Jane can invest her winnings at an interest rate of 8% compounded annually at a major bank. 
Which of the payment options should Jane choose? 
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Exercise 9-21 Two Situations 
T he fo llowing situations involve the application of the time value of money concepts: 
1. Sampson Company just purchased a piece of equipment with a value of $53,300. Sampson 

financed this purchase with a loan from the bank and must make annual loan payments of 
$13,000 at the end of each year for the next five years. Interest is compounded annually on 
the loan. What is the interest rate on the bank loan? 

2. Simon Company needs to accumulate $200,000 to repay bonds due in six years. Simon esti ­
mates it can save $13,300 at the end of each semiannual period at a local bank offering an 
annual interest rate of 8% compounded semiannually. Will Simon have enough money saved 
at the end of six years to repay the bonds? 

PROBLEMS 

Problem 9-1 Notes and Interest 
Glencoe Inc. operates with a June 30 year-end . During 2012, the following transactions 
occurred: 

a. January 1: Signed a one-year, 10% loan for $25,000. Interest and principal are to be paid at 
maturity. 

b. January 10: Signed a line of credit with Little Local Bank to establish a $400,000 line of 
credit. Interest of9% will be charged on all borrowed fi.mds. 

c. February 1: Issued a $20,000 non-interest-bearing, six-month note to pay for a new machine. 
Interest on tl1e note, at 12%, was deducted in advance. 

d. March 1: Borrowed $150,000 on t11e line of credit. 
e. June 1: Repaid $100,000 on tl1e line of credit plus accrued interest. 
f. June 30: Made all necessary adjusting entries. 
g. August 1: Repaid the non-interest-bearing note. 
h. September 1: Borrowed $200,000 on t11e line of credit. 
1. November 1: Issued a three-month, 8%, $12,000 note 111 payment of an overdue open 

account, 
J· December 31: Repaid the one-year loan [from transaction (a)] plus accrued interest. 

Required 

1. ldentif)r and analyze t11e effect of these transactions. 
2. As of December 31, which notes are outstanding? How much interest is due on each? 

Problem 9-2 Effects of Burger King's Current Liabilities on Its 
Statement of Cash Flows 
The fo llowing items are classified as current li abi li ties on Burger King Holdings, lnc. 's balance 
sheets as ofJune 30, 2010, and June 30, 2009: 

Current liabilities: 
Accounts and drafts payable 
Accrued advertising 
Other accrued liabilities 
Current portion of long-term debt and capital leases 

Total current liabilities 
Term debt, net of current portion 
Capital leases, net of current portion 
Other liabilities, net 
Deferred income taxes, net 

Total liabilities 

As of June 30, 
2010 2009 

(In millions) 

$ 106.9 
71 .9 

200.9 
93.3 

473.0 
667.7 

65.3 
344.6 

68.2 

$1,618.8 

$ 127.0 
67 .8 

220.0 
67.5 

482.3 
755.6 

65.8 
354.5 

74.1 

$1,732.3 

(Continued) 
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Required 

1. Burger King uses the indirect method to prepare its statement of cash flows. Prepare the 
Operating Activities section of the cash flow statement, which indicate show each item will 
be reflected as an adjustment to net income. If you did not include any of the preceding 
items, explain why. 

2. How would you decide if Burger King has the ability to pay these liabi lities as they become 
due? 

L03 Problem 9-3 Effects of Brinker lnternational's Current Liabilities on Its 
Statement of Cash Flows 
Brinker International operates Chili's, Macaroni Grill , and other restaurant chains. The follow­
ing items are classified as current liabilities on Brinker lnternational's balance sheets as ofJ une 30, 
2010, and June 24, 2009: 

Current Liabilities: 
Current installments of long-term debt 
Accounts payable 
Accrued liabilities 
Income taxes payable 
Liabilities associated with assets held for sale 

Total current liabilities 

Required 

2010 2009 
(In thousands) 

$ 16,866 
112,824 
300,540 

19,647 

$449,877 

$ 1,815 
121,483 
285,406 

9,798 

$418,502 

1. Brinker uses the indirect method to prepare its statement of cash flows. Prepare the Operat­
ing Activities section of the cash flow statement, which indicates how each item will be 
reflected as an adjustment to net income. 

2. Explain why a decrease in a current liabi lity account such as Accounts Payable appears as a 
negative amount on the statement of cash flows. 

L Problem 9-4 Warranties 
Clearview Company manufactures and sells high-quali ty television sets. The most popular line 
sells for $1,000 each and is accompanied by a three-year warranty to repair, free of charge, any 
defective unit. Average costs to repair each defective unit will be $90 for replacement parts and 
$60 for labor. Clearview estimates that warranty costs of $ 12,600 will be incurred during 2012. 
The company actually sold 600 television sets and incurred replacement part costs of $3,600 and 
labor costs of $5,400 during the year. The adjusted 2012 ending balance in the Estimated Liabil­
ity for Warranties accOLmt is $10,200. 

Required 

I . How many defective units from this year's sales does Clearview Company estimate will be 
returned for repair? 

2. What percentage of sales does Clearview Company estimate wilJ be returned for repair? 
3. What steps should Clearview take if actual warranty costs incurred during 2013 are signifi ­

cantly higher than the estimated li ability recorded at the end of2012? 

L Problem 9-5 Warranties 
Bombeck Company sells a product for $1,500. When tl1e customer buys it, Bombeck provides a 
one-year warranty. Bambeck sold 120 products during 2012. Based on analysis of past warranty 
records, Bambeck estimates that repairs will average 3% of total sales. 

Required 

1. Identify and analyze the effect of recording the estimated liability. 
2. Assume that during 2012 products under warranty must be repaired using repair parts from 

inventory costing $4,950. Identify and analyze the effect of recording t11e repair of products. 



Multi-Concept Problems 

Problem 9-6 Comparison of Simple and Compound Interest 
On J unc 30, 2012 , Rolf Inc. borrowed 25,000 from its bank, signing an 8%, nvo-year note. 

Required 

1. Assuming that the bank charges simple interest on the note, prepare the journal entry Rolf 
will record on each of the following dates: 

December 31, 2012 
December 31, 2013 
June 30, 2014 

2 . Assume instead that the bank charges 8% o n the note, which is compounded semiannually. 
Identify and analyze the effects on the dates in part ( 1 ). 

3. How much additional interest expense will Rolf have in part (2 ) than in part ( l )? 

Problem 9-7 Investment with Varying Interest Rate 
Shari T hompson invested $1,000 in a fin ancial institution o n January 1, 201 2. She leaves her 
investment in the institu tion until December 31, 2016 . H ow much money docs Shari accumulate 
if she earns interest, compounded annually, at the fo llowing rates? 

2012 
2013 
2014 
2015 
2016 

4 % 
5 
6 
7 
8 

Problem 9-8 Comparison of Alternatives 
On January 1, 201 2, Chen Yu 's O ffice Supply Store plans to remodel the store and install new 
display cases. Chen has the fo llowing options of payment . Chen's interest rate is 8%. 

a. Pay $ 180,000 on January 1, 201 2. 
b. Pay $ 196,200 on January 1, 201 3. 
c . Pay $220,500 on January 1, 201 4 . 
d . Make fo ur annual payments of $55,000 beginning on December 31, 2012. 

Required 

Which option should he choosd (Hint: Calculate the present value of each option as o fJ anuary 
1, 201 2.) 

MULTI-CONCEPT PROBLEMS 

Problem 9-9 Interest in Advance versus Interest Paid When Loan Is 
Due 
On July 1, 201 2, Leach Company needs exactly $103,200 in cash to pay an existing obligation. 
Leach has decided to borrow from State Bank, which charges 14% imerest on loans. The loan will 
be due in o ne year. Leach is unsure, however, whether to ask the bank fo r (a) an interest-bearing 
loan with interest and principal payable at the end of tl1 e year or (b) a loan due in one year but 
with interest deducted in advance. 

Required 

l. What will be tl1e face value of the note assuming that : 

a. Interest is paid when the loan is due? 
b. Interest is deducted in advance? 

2. Calculate the effective interest rate on the note assuming that : 

a. Interest is paid when the loan is due. 
b. Interest is deducted in advance. 
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3. Assume that Leach negotiates and signs the one-year note with the bank on July 1, 2012. 
Also, assume that Leach's accounting year ends December 31. Identify and analyze the effect 
of the issuance of the note and the interest on the note assuming that: 

a. Interest is paid when the loan is due. 
b. Interest is deducted in advance. 

4. Prepare the appropriate balance sheet presentation for July 1, 2012, immediately after the 
note has been issued assuming that: 

a. Interest is paid when the loan is due. 
b. Interest is deducted in advance. 

L01 • 4 Problem 9-10 Contingent Liabilities 
Several independent items are listed for which the outcome of events is unknown at year-end. 

a. A company offers a two-year warranty on sales of new computers. It believes that 4% of the 
computers will require repairs. 

b. A company is involved in a trademark infringement suit. T he company's legal experts believe 
that an award of 500,000 in the company's favor will be made. 

c. A company is involved in an environmental cleanup lawsuit. The company's legal counsel 
believes that the outcome may be un favorab le but has not been able to estimate the costs of 
the possible loss. 

d. A soap manufacturer has included a coupon offer in the Sunday newspaper supplements. The 
manufacturer estimates that 25% of the 50¢ coupons will be redeemed. 

e. A company has been sued by the federal government for price fixing. The company's legal 
counsel believes that there will be an unfavorable verdict and has made an estimate of the 
probable loss. 

Required 

1. Identify which of the items (a) through (e) should be recorded at year-end . 
2. Identify which of the items (a) through (e) should not be recorded but should be disclosed 

in the year-end financial statements. 

LOG• 7 Problem 9-1 1 Time Value of Money Concept 
The following situations involve the application of the time value of money concept: 
1. Janelle Carter deposited $9,750 in the bank on January 1, 1995, at an interest rate of 12% 

compounded annually. How much has accumulated in the accow1t by January 1, 2012? 
2. Mike Smith deposited $21,600 in the bank on January 1, 2002. On January 2, 2012, this 

deposit has accumulated to $42,486. Interest is compounded annually on the accow1t. What 
rate of interest did Mike earn on the deposit? 

3. Lee Spony made a deposit in the bank on January 1, 2005. The bank pays interest at the rate 
of8% compounded annually. On January 1, 2012, the deposit has accumulated to $15,000. 
How much money did Lee originally deposit on January 1, 2005? 

4. Nancy Holmes deposited $5,800 in the bank on January 1 a few years ago. The bank pays 
an interest rate of 10% compounded annually, and the deposit is now worth $15,026. How 
many years has the deposit been invested? 

LOG• 7 Problem 9-12 Comparison of Alternatives 
Brian Imhoff's grandparents want to give him some money when he graduates from high school. 
They have offered Brian three choices as fo llows: 

a. Receive $15,000 immediately. Assume that interest is compounded annually. 
b. Receive $2,250 at the end of each six months for four years. Brian will receive the first check 

in six months. 
c. Receive $4,350 at the end of each year for four years . Assume that interest is compounded 

annually. 



Alternate Problems 

Required 

Brian wants to have money for a new car when he graduates from college in four years. Assuming 
an interest rate of 8%, what option should he choose to have the most money in four years? 

ALTERNATE PROBLEMS 
Problem 9-1A Notes and Interest 
McLaughlin Inc. operates with a June 30 year-end. During 2012, the following transactions 
occurred: 

a. January 1: Signed a one-year, 10% loan for $35,000. Interest and principal are to be paid at 
maturity. 

b. January 10: Signed a line of credit with Little Local Bank to establish a $560,000 line of 
credit. Interest of9% will be charged on all borrowed funds. 

c. February 1: Issued a $28,000 non-interest-bearing, six-month note to pay for a new machine. 
Interest on the note, at 12%, was deducted in advance. 

d. March 1: Borrowed $210,000 on the line of credit. 
e. June 1: Repaid $140,000 on tl1e line of credit plus accrued interest. 
f. June 30: Made all necessary adjusting entries. 
g. August 1: Repaid tl1e non-interest-bearing note. 
h. September 1: Borrowed $280,000 on tl1e line of credit. 
1. November 1: Issued a three-montl1, 8%, $16,800 note 111 payment of an overdue open 

account 
J· December 31: Repaid tl1e one-year loan [from transaction (a)] plus accrued interest. 

Required 

1. Identify and analyze tl1e effect of these transactions. 
2. As of December 31, which notes are outstanding? How much interest is due on each? 

Problem 9-2A Effects of McDonald's Current Liabilities on Its 
Statement of Cash Flows 
The following items are classified as current liabilities on McDonald's consolidated statements of 
financial condition (or balance sheet) at December 31 (in millions): 

December 31, 
2010 2009 

Current liabilities 
Accounts payable $ 943.9 $ 636.0 
Income taxes 111.3 202.4 
Other taxes 275.6 277.4 
Accrued interest 200.7 195.8 
Accrued payroll and other liabilities 1,384.9 1,659 0 
Current maturities of long-term debt 8.3 18.1 

Total current liabilities $2,924.7 $2,988.7 

Required 

1. McDonald's uses the indirect method to prepare its statement of cash flows. Prepare the 
Operating Activities section of the cash flow statement, which indicates how each item will 
be reflected as an adjustment to net income. If you did not include any of tl1e preceding 
items, explain why. 

2. How would you decide if McDonald's has the abi lity to pay these liabilities as they become 
due? 
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L03 Problem 9-3A Effects of Darden Restaurants' Changes in Current 
Assets and Liabilities on Its Statement of Cash Flows 
T he fo llowing items are included in the Current Liabili ties category on the consolidated balance 
sheet of Darden Restaurants at May 30, 2010, and May 31, 2009: 

(in millions) 

Current liabilities: 
Accounts payable 
Short-term debt 
Accrued payrol l 
Accru ed income taxes 
Other accrued taxes 
Unearned revenues 
Current portion long-term debt 
Other current liabilities 

Tota l current liabilities 

Required 

M ay 30, 2010 May 31, 2009 

$ 246.4 $ 237.0 
150.0 

161.8 138.3 
1.0 

62 .0 60.2 
167.2 138.3 
225 .0 
391.2 372 .3 

$1,254.6 $1,096.1 

1. Darden Restaurants uses the indirect method to prepare its statement of cash flows. Prepare 
the Operati ng Activities section of the cash fl ow statement, which indicates how each item 
will be reflected as an adjustment to net income. 

2. If you did not include any of the preceding items in your answer to part ( 1 ), explain how 
these items would be reported on the statement of cash flows. 

L04 Problem 9-4A Warranties 
Sound Company manu factures and sells high-quality stereos. T he most popular line sells for 
$2,000 each and is accompanied by a three-year warranty to repair, free of charge, any defective 
unit. Average costs to repair each defective unit will be $180 for replacement parts and $120 for 
labor. Sound estimates that warranty costs of $25,200 will be incurred d uring 2012. The com­
pany actually sold 600 sets and incurred replacement part costs of $7,200 and labor costs of 
$10,800 during the year. The adjusted 201 2 ending balance in the Estimated Liabili ty for War­
ranties accoun t is $20,400 . 

Required 

1. H ow many defective units from this year's sales does Sound Company estimate will be 
returned fo r repair? 

2. What percentage of sales does Sound Company estimate will be returned for repair? 

L04 Problem 9-SA Warranties 
Beck Company sel ls a product for $3,200 . When the customer buys it, Beck provides a one-year 
warranty. Beck sold 120 products during 201 2. Based on analysis of past warranty records, Beck 
estimates that repai rs will average 4% of total sales. 

Required 

1. Identify and analyze the effect of recording the estimated liabili ty. 
2 . Assume that during 2012, products under warranty must be repaired using repair parts fro m 

inventory costing 10,200 . Identify and analyze the effect of the repair of the products. 
3. Assume that the balance of the Estimated Liabil ity for Warranties account as of the begin­

ning of201 2 was $1,100. Calculate the balance of the account as of the end of2012. 

LOS Problem 9-6A Comparison of Simple and Compound Interest 
On June 30 , 2012 , Rolloff Inc. borrowed $25,000 from its ban k, signing a 6% note. Principal 
and interest are due at the end of two years . 



Alternate Multi-Concept Problems 

Required 

1. Assuming that the note earns simple interest for the bank, calculate the amount of interest 
accrued on each of the fo llowing dates: 

December 31, 2012 
December 31, 2013 
June 30, 2014 

2. Assume instead that the note earns 6% for the bank but is compounded semiannually. Calcu­
late the amount of interest accrued on the same dates as in part (1). 

3. How much additional interest expense will Rolloff have to pay with semiannual interest? 

Problem 9-7A Investment with Varying Interest Rate 
Trena T hompson invested $2,000 in a financial institution on January 1, 2012. She leaves her 
investment in the institution unti l December 31, 2016. How much money does Trena accumu­
late if she earns interest, compounded annually, at the following rates? 

2012 
2013 
2014 
2015 
2016 

4% 

5 
6 
7 
8 

Problem 9-SA Comparison of Alternatives 
On January 1, 2012, C hen Yu's Office Supply Store plans to remodel the store and install new 
display cases. Chen has the fo llowing options of payment. Chen 's interest rate is 8%. 

a. Pay $270,000 on January 1, 2012. 
b. Pay $294,300 on January 1, 2013. 
c. Pay $334,750 on January 1, 2014. 
d. Make four annual payments of$82,500 beginning on December 31, 2012. 

Required 

Which option should he choose? (Hint: Calculate the present value of each option as of January 
1, 2012.) 

ALTERNATE MULTI-CONCEPT PROBLEMS 

Problem 9-9A Interest in Advance versus Interest Paid When Loan Is 
Due 
On July 1, 2012, Moton Company needs exactly $206,400 in cash to pay an existing obligation. 
Moton has decided to borrow from State Bank, which charges 14% interest on loans. The loan 
will be due in one year. Moton is unsure , however, whether to ask the bank for (a) an interest­
bearing loan with interest and principal payable at tl1e end of the year or (b) a non-interest-bear­
ing loan due in one year but witl1 interest deducted in advance. 

Required 

1. What will be the face value of the note assuming that: 

a. Interest is paid when the loan is due? 
b. Interest is deducted in advance? 

2. Calculate tl1e effective interest rate on the note assuming that: 

a. Interest is paid when the loan is due. 
b. Interest is deducted in advance. 

(Continued) 
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3. Assume that Moton negotiates and signs the one-year note with the bank on July 1, 2012. 
Also, assume that Moton's accounting year ends December 31. Identi fy and analyze the 
effect of the issuance of the note and the interest on the note assuming that: 

a. Interest is paid when the loan is due. 
b. Interest is deducted in advance. 

4. Prepare the appropriate balance sheet presentation fo r Ju ly 1, 2012, immediately after the 
note has been issued assuming that: 

a. Interest is paid when the loan is due. 
b. Interest is deducted in advance . 

L01 • 4 Problem 9-1 OA Contingent Liabilities 
Several independent items are listed fo r which the outcome of events is unknown at year-end . 

a. A company has been sued by the federal government for price fixing. The company's legal 
cou nsel believes that there will be an unfavorable verdict and has made an estimate of the 
probable loss. 

b. A company is involved in an environmental cleanup lawsuit . The company's legal counsel 
believes that the o utcome may be unfavorable but has not been able to esti mate the costs of 
the possible loss. 

c. A company is involved in a trademark infringement suit. T he company's legal experts believe 
that an award of $750,000 in the company's favor will be made. 

d. A company offers a three-year warranty on sales of new computers. It believes that 6% of the 
computers wiU require repairs. 

e. A snack food manufacturer has u1cluded a coupon offer in the Sunday newspaper supple­
ments. The manu facturer estimates that 30% of the 40 <!: coupons will be redeemed. 

Required 

1. Identi fy which of the items (a ) through (e) sho uld be recorded at year-end. 
2. Identify which of the items (a) through (e) should not be recorded but shou ld be disclosed 

in the year-end financ ial statements. 

LOG• 7 Problem 9-11A Time Value of Money Concept 
The fo llowing situations involve the application of the time value of money concept: 
1. Jan Cain deposited $19,500 in the bank on January 1, I995, at an interest rate of 12% com­

pounded annually. How much has accumulated in the account by January 1, 2012? 
2. Mark Schultz deposited $43,200 in the bank on January 1, 2002. On January 2 , 20 12, this 

deposit has accumulated to $84,974. Interest is compounded annually on the account. What 
rate of mterest did Mark earn on the deposit? 

3. Les Hinckle made a deposit in the bank on January 1, 2005. The bank pays interest at the 
rate of 8% compounded annually. On January 1, 2012, the deposit has accumulated to 
$30,000 . How much money did Les originally deposit on Jan uary 1, 2005? 

4. Val Hooper deposited $11 ,600 in the bank on January 1 a few years ago. T he bank pays an 
interest rate of 10% compounded annually, and the deposit is now worth $30,052. For how 
many years has the deposit been invested? 

LOG• 7 Problem 9-12A Comparison of Alternatives 

•. 

Darlene Page's grandparents want to give her some money when she graduates from high school. 
T hey have offered Darlene the fo llowing three choices: 

a. Receive $16,000 immediately. Assume that interest is compounded annually. 
b. Receive $2,400 at the end of each six months for fo ur years. Darlene wi ll receive the first 

check in six months. 
c. Receive $4,640 at the end of each year for fo ur years. Assume that interest is compounded 

armually. 

•. 



Decision Cases 

Required 

Darlene wants to have money for a new car when she graduates from college in four years . 
Assuming an interest rate of 8%, what option should she choose to have the most money in four 
years? 

DECISION CASES 

Reading and Interpreting Financial Statements 

Decision Case 9-1 Comparing Two Companies: General Mills's and 
Kellogg's Current Liabilities 
Refer to General Mills's and Kellogg's annual reports rep1inted at the back of the book. Using 
the companies' balance sheets and accompanying notes, \Vrite a response to the fo llowing questions: 

Required 

1. Determine General Mills's current ratio for fiscal years 20 l 0 and 2009. What do the ratios 
indicate about the liquidi ty of the company? 

2. How do the current liabilities of Kellogg's and General Mills compare? 
3. Refer to the companies' notes. Do the companies have any contingent liabili ties for lawsuits 

or litigation? If so, how were these contingent liabilities treated on the financial statements? 

Decision Case 9-2 Caribou Coffee's Cash Flow Statement 
Followi ng is the current assets and current liabilities portion of the balance sheet of Caribou 
Coffee for the years ended Januat)' 2, 2011, and January 3, 2010: 

January 2, 2011 January 3, 2010 

In thousands except per share data 

Current assets: 
Cash and cash equivalents $23,092 $23,578 
Accounts receivable, net 8,096 5,887 
Other receivables. net 1,227 1,461 
Inventories 25,931 13,278 
Prepaid expenses and other current assets 1, 122 1,546 
Total current assets $59,468 $45,750 

Current liabilities: 
Accounts payable $ 8,080 $ 9,042 
Accrued compensation 5,954 6,296 
Accrued expenses 6,916 7,563 
Deferred revenue 8,726 8,747 
Total current liabilities $29,676 $31,648 

Required 

l . Determine the company's current ratio for each fiscal year. What do the ratios indicate about 
the liquidity of the company? What were the major causes for any changes in liquidity? 

2. Explain why deferred revenue is considered a current liability on the company's balance sheet. 

Decision Case 9-3 Walmart's Contingent Liabilities 
The following excerpts are from Walmart's annual report of January 31, 2011. 

Wage-and -Hour Class Action : The Company is a defendant in Braun/ Hummel v. Wal-Mart 
Stores, Inc., a class action lawsuit commenced in March 2002 in the Court of Common Pleas in 
Philadelphia, Pennsylvania. The plaintiffs allege that the Company failed to pay class members for 
all hours worked and prevented class members from taking their full meal and rest breaks. On 
October 13, 2006, a jury awarded back-pay damages to the plaintiffs of approximately $78 mil­
lion on their claims for off-the-clock work and missed rest breaks. T he jut)' found in favor of the 

(Continued) 
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Company on the plaintiffs' meal-period claims. On November 14, 2007, the trial judge entered a 
final judgment in the approximate amow1t of $188 miUion, which included the ju1y's back-pay 
award plus statutory penalties, prejudgment interest and attorneys' fees. The Company believes it 
has substantial factua l and legal defenses to the claims at issue, and on December 7, 2007, the 
Company filed its Notice of Appeal. 

Hazardous Materials Investigations: On November 8, 2005, the Company received a grand jwy 
subpoena from the United States Attorney's Office for the Central District of California, seeking 
documents and information relating to the Company's receipt, transportation, handling, identifi­
cation, recycling, treatment, storage and disposal of certain merchandise that constitutes hazard­
ous materials or hazardous waste. The Company has been informed by the U.S. Attorney's 
Office for the Central District of California that it is a target of a criminal investigation into 
potential violations of the Resource Conservation and Recovery Act ("RCRA" ), the Clean Water 
Act and the Hazardous Materials Transportation Statute. T his U.S. Attorney's Office contends, 
among other things, that the use of Company trucks to b·ansport certain returned merchandise 
from the Company's stores to its return centers is prohibited by RCRA because those materials 
may be considered hazardous waste . T he government alleges that, to comply with RCRA, the 
Company must ship from the store certain materials as "hazardous waste" directly to a certified 
disposal facili ty using a certified hazardous waste carrier. The U.S. Attorney's Office in tl1e 
Northern Disb·ict of California subsequently joined in tl1is investigation. The Company contends 
tl1at tl1e practice of transporting returned merchandise to its return centers for subsequent dispo­
sition, including disposal by certified facilities, is compliant with applicable laws and regulations. 
While management cannot predict the ultimate outcome of tl1is matter, management does not 
believe tl1e outcome will have a material effect on the Company's financial condition or results of 
operations. 

Required 

1. Regarding tl1e first paragraph of tl1e contingency note , at what point should an accrual of a 
contingent liability occur? What is tl1e effect on the financial statements of an accrual? 

2. Regarding tl1e second paragraph, is disclosure of an environmental issue in tl1e notes that 
accompany tl1e financial statements all that is required by the company, or is accrual 
required? 

L04 Decision Case 9-4 Hewlett-Packard's Contingent Liability 
Following are excerpts from tl1e notes that accompanied tl1e financial statements of Hewlett­
Packard for the year ended October 31, 2010. 

Copyright Levies : As described below, proceedings are ongoing or have been concluded involving 
HP in certain European Union ("EU") member countries, including li tigation in Germany and 
Belgium, seeking to impose or modify levies upon equipment [such as multifimction devices 
("MFDs" ), personal computers ("PCs") and printers] and alleging that these devices enable pro­
ducing private copies of copyrighted materials. The levies are generally based upon tl1e number of 
products sold and the per-product amounts of tl1e levies, which vary. Some EU member countries 
tl1at do not yet have levies on digital devices are expected to implement similar legislation to enable 
them to extend existing levy schemes, while some otl1er EU member cmmtries are expected to 
limit the scope of levy schemes and applicability in tl1e digital hardware environment. HP, otl1er 
companies and various indusby associations have opposed tl1e extension of levies to tl1e digital envi­
ronment and have advocated alternative models of compensation to rights holders. 

Based on indusby opposition to tl1e extension of levies to digital products, HP's assessments 
of the merits of various proceedings and HP's estimates of tl1e units impacted and levies, HP has 
accrued amounts tl1at it believes are adequate to address tl1e matters described above. However, 
tl1e ultimate resolution of these matters and tl1e associated financial impact on HP, including tl1e 
number of units impacted, tl1e amount of levies imposed and tlie ability of HP to recover such 
amounts tl1rm1gh increased prices, remains uncertain. 

Environmental: HP is subject to various federal, state, local and foreign laws and regulations con­
cerning environmental protection, including laws addressi ng tl1e discharge of pollutants into tl1e 
air and water, tl1e management and disposal of hazardous substances and wastes, tl1e cleanup of 



Decision Cases 

contaminated sites, the materials used in its products, and the recycling, treatment and disposal 
of its products including batteries. In particular, HP faces increasing complexity in its product 
design and procurement operations as it adjusts to new and future requirements relating to the 
chemical and materials composition of its products, their safe use, and the energy consumptio n 
associated with those products, including requirements relating to climate change. HP products 
are also subject to product take-back legislation in an increasing number of jurisdictions. HP 
could incur substantial costs, its products could be restricted from entering certain jurisdictions, 
and it could face other sanctions, if it were to violate or become liable under environmental laws 
or if its products become non-compliant with environmental laws. HP's potential exposure 
includes fines and civil or criminal sanctions, third-party property damage or personal inju ry 
claims and clean up costs. T he amount and timing of costs under environmental laws arc difficult 
to predict. 

HP is party to, or otherwise involved in, proceedings brought by U .S. or state environmental 
agencies under the Comprehensive Environmental Response, Compensation and Liability Act 
("CERCLA"), known as "Superfund ," or state laws similar to CERCLA. HP is also conducting 
environmental investigations or remediations at several current or former operating sites pursuant 
to administrative orders or consent agreements with state environmental agencies. 

Required 

1. Based on the excerpt, how did the company treat the contingency on its financial statements 
for the year ended October 31, 2010? What criteria were likely used to lead to that treat­
ment? 

2. What was the effect on the financial statements of the company's treatment of the contin­
gency? 

Making Financial Decisions 

Decision Case 9-5 Current Ratio Loan Provision 
Assu me that you are the controller of a small, growing sporting-goods company. T he prospects 
for your firm in the future are quite good, but like many other firms, it has been experiencing 
some cash flow difficu lties because all available funds have been used to purchase inventory and 
to finance start-up costs associated with a new business. At the beginning of the current year, 
your local bank advanced a loan to your company. Included in the loan is the fo llowing 
provision: 

The company is obligated to pay interest payments each month for the next five years . Prin­
cipal is due and must be paid at the end of Year 5. T he company is further obligated to 
maintain a current assets to current liabilities ratio of 2 to 1 as indicated on quarterly state­
ments to be submitted to the bank. If the company fai ls to meet any loan provisions, all 
amounts of interest and principal are due immediately upon notification by the bank. 

You, as controller, have just gathered the following in formation as of the end of the first month 
of the current quarter: 

Current liabilities: 
Accounts payable 
Taxes payable 
Accrued expenses 

Total current liabilities 

$400,000 
100,000 
50,000 

$550,000 

You are concerned about the loan provision that requires a 2 to I ratio of current assets to cur­
rent liabili ties . 

Required 

1. Indicate what actions could be taken during the next two months to meet the loan provision. 
Which of the available actions should be recommended? 

2. Could management take short-term actions to make the company's liquidity appear to be 
better? What are the long-run implications of such actions? 
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L07 Decision Case 9-6 Alternative Payment Options 
Kathy Clark owns a small company that makes ice machines for restaurants and food -service 
facilities. Kathy knows a great deal about producing ice machines but is less fam iliar with the best 
terms to extend to her customers. One customer is opening a new business and has asked Kathy 
to consider one of the following options that he can use to pay for his new $20,000 ice machine. 

a. Term 1: 10% down, the remainder paid at the end of the year plus 8% simple interest 
b. Term 2: 10% down, and $1,800 each quarter for 3 years 
c. Term 3: $0 down, but $21,600 due at the end of the year 

Required 

Make a recommendation to Kathy. She believes that 8% is a fair return on her money at this time. 
Shou ld she accept option (a), (b ), or (c) or take the $20,000 cash at the time of the sale? Justify 
your recommendation with calculations. What factors other than the actual amount of cash 
received from the sale should you consider? 

Ethical Decision Making 

L04 Decision Case 9-7 Warranty Cost Estimate 
John Walton is an accountant for ABC Auto Dealers, a large auto dealership in a metropolitan 
area. ABC sells both new and used cars. New cars are sold with a five -year warranty, the cost of 
which is carried by the manufacturer. For several years, however, ABC has offered a two-year 
warranty on used cars. The cost of the warranty is an expense to ABC, and John has been asked 
by his boss, Mr. Sawyer, to review warranty costs and recommend the amount to accrue on the 
year-end financial statements. 

For the past several years, ABC has recorded as warranty expense 5% of used car sales. John 
analyzed past repair records and found that repairs, although fluctuating somewhat from year to 
year, have averaged near the 5% level. John is convinced, however, that 5% is inadequate for the 
coming year. He bases his judgment on industry reports of increased repair costs and on the fact 
that several cars that were recently sold on warranty have experienced very high repair costs. John 
believes that the current year repair accrual will be at least 10%. He discussed the higher expense 
amount with Mr. Sawyer, who is the controller of ABC. 

Mr. Sawyer was not happy with John's decision concerning warranty expense. He reminded 
John of the need to control expenses during tl1e recent sales downturn. He also reminded John 
that ABC was seeking a large loan from the bank and that its loan officers might not be happy 
with recent operating results, especially if ABC began to accrue larger amounts for future esti ­
mated amow1ts such as warranties. Finally, Mr. Sawyer reminded John that most of the employ­
ees of ABC, including Mr. Sawyer, were members of the company's profit-sharing plan and 
would not be happy with the reduced share of profits . Mr. Sawyer tlianked John for his judgment 
concerning warranty cost but told him that the accrual for the current year would remain at 5%. 

John left the meeting with Mr. Sawyer feeling somewhat frustrated. He was convinced that 
his judgment concerning tl1e warranty costs was correct. He knew that the owner of ABC would 
be visiting the office next week and wondered whether he should discuss tl1e matter witl1 him at 
that time. John also had met one of the loan officers from the bank several times and considered 
calling her to discuss his concern about the warranty expense amount on the year-end state­
ments. 

Required 

Discuss the courses of action available to John. What should John do concerning his judgment of 
warranty costs? 

L04 Decision Case 9-8 Retainer Fees as Sales 
Bwich o' Balloons markets balloon arrangements to companies that want to thank clients and 
employees. Bunch o' Balloons has a unique style tl1at has put it in high demand . Consequently, 
Bunch o' Balloons has asked clients to establish an account. C lients are asked to pay a retainer fee 
equal to about three montl1s of purchases. The fee wi ll be used to cover the cost of arrangements 



Answers to Pod Review 

delivered and will be reevaluated at the end of each month. At the end of the current month, 
Bunch o' Balloons has $43,900 of retainer fees in its possession. The controller is eager to show 
this amount as sales because "it represents certain sales for the company." 

Required 

Do you agree with the controller? When should the sales be reported? Why would the controller 
be eager to report the cash receipts as sales? 

SOLUTIONS TO KEY TERMS QUIZ 

__ l_ Current liability 
__ 3_ Accounts payable 
__ 8_ Notes payable 
__ 4_ Discount on notes payable 
__ 6_ Current maturities of long-term debt 
__ 7_ Accrued liabili ty 
__ 9_ Contingent liability 
_l_l_ Estimated liabili ty 
___!L Contingent asset 

_lL Time value of money 
___!Q_ Simple interest 
__11_ Compound interest 
_1_5_ Future value of a single amount 
__lZ__ Present value of a single amount 
__ 5_ Annuity 
__!_2__ Future value of an annuity 

2 Present value of an annuity 

ANSWERS TO POD REVIEW 

L01 1. b 2. b LOS 1. b 2.c 
L02 1. d 2. b LOG 1. a 2. b 
L03 1. b 2. a L07 1. c 2. b 
L04 1. d 2. a 
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Long-Term Liabilities 

AFTER STUDYING THIS CHAPTER, YOU SHOULD BE ABLE TO: 

L01 Identify the components of the Long-Term 
Liability category of the balance sheet. 

L02 Define the important characteristics of 
bonds payable . 

L03 Determine the issue price of a bond using 
compound interest techniques. 

L04 Show that you understand the effect on 
the balance sheet of the issuance of 
bonds. 

LOS Find the amortization of premium or 
discount using the effective interest 
method. 

A Look at Previous Chapters Chapter 9 was con­
cerned with current liabil it ies and short-term liquidity. It 
also introduced the concept of the time value of money. 

A Look at This Chapter This chapter examines the 
use of long-term liabilities as an important source of 
financing a company's needs. Chapter 10 will utilize the 

L06 Find the gain or loss on retirement of 
bonds. 

L07 Determine whether a lease agreement must 
be reported as a liabil ity on the balance 
sheet. 

L08 Explain how investors use ratios to 
evaluate long-term liabilities. 

L09 Explain the effects that transactions 
involving long-term liabi lities have on the 
statement of cash flows. 

L010 Explain deferred taxes and calculate the 
deferred tax liabi lity. (Appendix) 

time value of money concept because it is the basis for 
the valuation of all long-term liabilities. 

A Look at Upcoming Chapters Chapter 11 examines 
the presentation of stockholders' equity, the other 
major category on the right-hand side of the balance 
sheet. 



e Coca-Cola00 is one of the world's foremost brands with 

i worldwide sales of nearly $35 billion in 2010. The company 

~ is truly a global corporation with nearly 300 brands in almost 
§ 
~ 200 countries. While it began many years ago in the United 

States, now more than 70% of The Coca-Cola Company's 

income comes from business outside the United States. 

Recently, the growth in company sales has slowed to nearly 

zero in the United States, and the company has faced new 

challenges in the beverage industry. Despite continued tur­

bulence in worldwide markets and challenges from competi­

tors, the firm maintains its focus on growth. 

To meet long-term growth objectives, Coca-Cola must 

make significant investments to support its products. The 

process also involves investment to develop new global 

brands and to acquire local or global brands when appropri­

ate. In addition, the company makes significant marketing 

investments to encourage consumer loyalty. Coca-Cola has 

developed relationships with many sports organizations, 

including the NBA and NASCAR, to enhance consumer 

awareness and promote sales of its products. Outside the 

United States, there is a strong push to sell in many other 

markets, including India, Brazil, Africa, and Europe. 

To expand profitably, Coca-Cola requires more money 

than it generates in profits. Therefore, it uses a common 

financing tool: long-term debt. In fact, the balance sheet of 

December 31 , 2010, indicates the company has over $23 bil­

lion of long-term debt, other liabilities, and deferred income 

taxes. The company monitors interest rate conditions care­

fully and in 2010 retired over $1 billion in long-term debt and 

in some cases replaced it with other debt. Because it is a 

global company, Coca-Cola has access to key financial mar­

kets around the world, which allows it to borrow at the low­

est possible rates. While most of its loans are in U.S. dollars, 

management continually adjusts the composition of the debt 

to accommodate shifting interest rates and currency 

exchange rates to minimize the overall cost. 

The accompanying balance sheet presents the Liabilities 

and Shareowners' Equity portion of the balance sheet for 

The Coca-Cola Company and its subsidiaries. 

Why do you need to study this chapter? 

• You need to know the components of the Long-Term 

Liabilities section of the balance sheet. {See pp. 488-489.) 

• You need to know the proper accounting and reporting 

for bonds payable. {See pp. 490-503.) 

• You need to understand the importance of financial 

arrangements such as leases as a means of financing a 

company. {See pp. 504-509.) 

• You need to know how investors use ratios to evaluate 

long-term liabilities. {See pp. 510- 511.) 
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Coca-Cola's 2010 Annual Report 
Consolidated Partial Balance Sheets 

December 31 , 

LIABILITIES AND EQUITY 

CURRENT LIABILITIES 

Accounts payable and accrued expenses 

Loans and notes payable 

Current maturities of long-term debt 

Accrued income taxes 

TOTAL CURRENT LIABILITIES 

LONG-TERM DEBT 

OTHER LIABILITIES 

DEFERRED INCOME TAXES 

THE COCA-COLA COMPANY SHAREOWNERS' EQUITY 

Common stock, $0.25 par value; Authorized - 5,600 shares; Issued - 3,520 and 
3,520 shares, respectively 

Capital surplus 

Reinvested earnings 

Accumulated other comprehensive income (loss) 

2010 2009 
(In millions except par value) 

$ 8,859 $ 6,657 

8,100 6,749 

1,276 51 

273 264 ---
18,508 13,721 

14,041 5,059 

4,794 2,965 

4,261 1,580 

880 880 

10,057 8,537 

49,278 41,537 

(1,450) (757) 

M Treasury stock, at cost-1,228 and 1,217 shares, respectively 
~ 

(27,762) (25,398) ---
2' EQUITY ATIRIBUTABLE TO SHAREOWNERS OF THE COCA-COLA COMPANY 31,003 24,799 ·e 
!! EQUITY ATIRIBUTABLE TO NONCONTROLLING INTERESTS 314 547 

j TOTAL EQU ITY 
--- ---
$ 31,317 $ 25,346 

= 

@----------------------------------------------------------------------------------------------------

L01 Identify the components of 
the Long-Term Liability category 
of the balance sheet. 

Long-term liability 
An obligation that will not be 
satisfied within one year or the 
current operating cycle. 

Balance Sheet Presentation of 
Long-Term Liabilities 

OVERVIEW: Long-term liabilities are obligations that will not be satisfied within 
one year. They usually represent the primary source of financing for a company. Long­
term liabilities include bonds or notes payable, leases, and deferred taxes. 

In general, long-term liabilities are obligations that will not be satisfied within one year. 
Essentially, all liabilities that are not classified as current liabilities are classified as long term. 
We will concentrate on the long-term liabilities of bonds or notes, leases, and deferred taxes. 
On the balance sheet, the items are listed after current liabilities. For example, d1e Noncm­
rent Liabilities section of PepsiCo, Inc. 's balance sheet is highlighted in Exhibit 10-1. 
PepsiCo has acquired financing dnough a combination of long-term debt, stock issuance, 
and internal growth or retained earnings. Exhibit 10-1 indicates that long-term debt is one 
portion of d1e Long-Term Liability categoty of d1e balance beet. But the balance sheet 
also reveals two other items that must be considered part of the Long-Term Liability cate­
gory: deferred income taxes and od1er liabilities. We begin by looking at a particular type of 
long-term debt: bonds payable. We will concentrate on these long-term liabilities: 

• Bonds or notes 
• Leases 
• Deferred taxes 
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EXHIBIT 10-1 PepsiCo's Balance Sheet 

'· 
Consolidated Balance Sheet 

.'/.':'~;. l',. ~ 
PepsiCo, Inc. and Subsidiaries ~ .~t "·' 

December 25, 2010 and December 26, 2009 
> 

?,,;;~v 

(in millions except per share amounts) 2010 2009 

LIABILITIES AND EQUITY ... ~{, " 

Current Liabilities ;JrtJ',1; 

Short-term obligations $ 4,898 $ 464 

Accounts payable and other current liabilities 10,923 8,127 

Income taxes payable 71 165 

Total Current Liabilities 
""•. 

15,892 8,756 

Long-Term Debt Obligations 19,999 7,400 

Other Liabilities 6,729 5,591 

Deferred Income Taxes 4,057 659 

Total Liabilities 46,677 22,406 

Commitments and Contingencies 

Preferred Stock, no par value 
.~ 

41 
~ ~ "f' 

41 

Repurchased Preferred Stock (150) (145) 

PepsiCo Common Shareholders' Equity 

r Common stock, par value 12/J per share 1· 

(authorized 3,600 shares, issued 1,865 and 1,782 

shares, respectively) 31 30 

Capital in excess of par value 4,527 250 

Retained earnings 37,090 33,805 

Accumulated other comprehensive loss (3,630) (3,794) 

Repurchased common stock, at cost (284 and 217 

shares, respectively) (16,745) (13,383) 

Total PepsiCo Common Shareholders' Equity '\ 
21,273 16,908 M 

Noncontrolling interests 312 638 
~ 
g> ...... ,, . t ,. c 

Tot al Equity ·~ ' 21,476 17,442 ~ : y.J ~ ' . ---
I Total Liabilities and Equity "d. ~ 

''· 
$ 68,153 $ 39,848 

, . = 8 
@ 

HOT TOPICS 
' ' ' { ' 1 • " '. ' ~ , l ' ' \ 

Hoping to capitalize on a 
growing interest in Eastern 
healing traditions, Coca-Cola 
Co. has quietly begun sell-

"'
~ ing in the United States an 
! unsweetened, blended tea 
~ originally developed for 
a health-and-beauty conscious 
~ young Japanese women . The beverage giant plucked Sokenbi­
~ cha from its line-up in Japan in 2009 and launched sales in the 

United States. The company hasn't said when or if it might 
expand U.S. distribution of Sokenbicha, but it says sales have 
exceeded expectations. Sokenbicha in Japan is a slightly bitter­
tasting brew, a mix of 15 ingredients such as loquat leaves and 
azuki beans. Coca-Cola reformulated the drink for its U.S. market 
by eliminating exotic ingredients that troubled regulators, such 
as an herb called lizard's tail. 

Coca-Cola and rival PepsiCo Inc. have been working for 
more than a decade to diversify their U.S. beverage portfolios as 
sales of their flagship soda brands stagnate. 
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L01 Identify the components of the Long-Term Liabil ity category of the balance sheet. 

• Generally, long-term liabilities are obligations of a company that will not be satisfied w ithin one year. On the balance 
sheet, they are listed after current liabi lities. 

QUESTIONS Answers to these questions are on the last page of the chapter. 

1. Which of the following is likely to appear in the Long- 2. The account Discount on Bonds Payable should be con-
Term Liabil ity category of the balance sheet? sidered what type of account? 

a. accounts payable 
(6:) bonds payable 
t! unearned revenue 
d. warranty liability 

a. current liability 
b. asset 
c. deferred revenue 
(jontra-liability 

Bonds Payable: Characteristics 

L02 Define the important char­
acteristics of bonds payable. 

OVERVIEW: A bond is a security or financial instrument that allows firms to bor­
row large sums of money and repay the loan over a long period of time. The borrower 
(issuing company) agrees to pay interest on specific dates, usually semiannually or 
annually. The borrower also agrees to repay the principal at the maturity, or due date, 
of the bond. Bonds are usually in denominations of $1,000, called face value or par 
value. Bond contracts can have other features concerning the collateral or due date and 
features that make the bonds convertible to stock or callable by the issuer. 

SPOTLIGHT 
Bond Fund Manager Offers Career Advice 

Bond fund managers analyze many factors affecting bond investing- such as creditworth i­
ness, maturity, price, face value, coupon rate, and yield. According to William Matthes, CEO 
of Compass Asset Management in Guilford, Conn., a successful bond fund manager uses his 
or her accounting or finance degree daily to serve clients. 

The most successful asset managers determine risk on a continual basis using their 
accounting and finance expertise. The relative value of individual securities also must be 
assessed. And the risk versus yield must be compared between companies and across indus­
try groups. While research about stocks tends to concentrate on earnings growth, research 
about bonds tends to center on the balance sheet. Will iam obtains this information from bro­
kerage research reports, company filings, and sources such as from Value Line, Inc. and 
Standard & Poor's. His accounting and finance expertise allows him to evaluate a tremendous 
amount of financial information and determine what funds are best suited for his clients. His 
firm reviews several debt level ratios when evaluating corporate bonds, most often reviewing 
debt to total assets and times interest earned. 

According to William, risk analysis is an art, not a science subject to rigid formulas . The 
risk of default that the rating agencies assign to an entity is generally a measure of balance 
sheet stability-but it doesn't begin to address other issues such as potential industry disrup­
tions or changes in market share. 

William states that a successful career for graduates w ith degrees in accounting or 
finance "will most likely be a series of positions in multiple industries. Try to build a resume of 
skills that have multiple applications and allow for mobility and growth." 

Graduates with degrees in accounting or 
finance should realize that their education is a 

potential foot in the door to a career that will most 
likely diverge to many paths.'' 



Bonds Payable : Characteristics 

A bond is a security or financial instrument that allows firms to borrow money 
and repay the loan over a long period of time. The bonds are sold, or issued, to invest­
ors who have amounts to invest and want a return on their investment. The borrower 
(issuing firm ) promises to pay interest on specified dates, usually annually or semiannu ­
ally. T he borrower also promises to repay the principal on a specified date, the due date 
or maturi ty date. 

A bond certificate, illustrated in Exhi bit 10-2, is issued at the time of purchase and 
indicates the terms of the bo nd . Unlike the bond in the exhibit, generally, bonds are 
issued in denominations of $1,000 . The denomination of the bond is usually referred to 
as the face value or par value. This is the amount that the firm must pay at the maturity 
date of the bond. 

Firms issue bonds in very large amounts, often in millions in a single issue. After 
bonds are issued, they may be traded on a bond exchange in the same way that stocks 
are sold o n the stock exchanges. T herefore, bonds are not always held until maturity by 
the initial investor, but may change hands several times before thei r eventual due date. 
Because bond maturities are as long as 30 years, the "secondary" market in bonds- the 
market fo r bonds already issued-is a critical factor in a company's ability to raise money. 
Investors in bonds may want to sell them if interest rates paid by competing investments 
become more attractive or if the issuer becomes less creditworthy. Buyers of these bonds 
may be betting that interest rates will reverse course or that the company will get back 
on its feet . Trading in the secondary market does not affect the financial statements of 
the issuing company. 

We have described the general nature of bonds, but all bonds do not have the same 
terms and features. Following are some important features that often appear in the bond 
certificate. 

EXHIBIT 10-2 Bo nd Certificate 

CUSIP 
number 

Par value 

Annual 
interest rate 

--- Date 
of issue 

Maturity 
date 

Interest 
payment date 

Trustee and 
paying agent 

---------------------------------------------------------------------- @ 
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Face value 
The principal amount of the bond as 
stated on the bond certificate . 

Alternate term: Par value 
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Debenture bonds 
Bonds that are not backed by 
specific col lateral. 

Serial bonds 
Bonds that do not all have the same 
due date; a portion of the bonds 
comes due each time period. 

Callable bonds 
Bonds that may be redeemed or 
retired before their specified due 
date . 

Chapter 10 Long-Term Liabilities 

Collateral The bond certificate should indicate the collateral of the loan . Collateral 
represents the assets that back the bonds in case the issuer cannot make the interest and 
principal payments and must default on the loan. Debenture bonds are not backed by 
specific collateral of the issuing company. Rather, the investor must examine the general 
creditworthiness of the issuer. If a bond is a secured bond, the certificate indicates specific 
assets that serve as collateral in case of default. 

Due Date T he bond certificate specifies the date that the bond principal must be repaid. 
Nom1ally, bonds are term bonds, meaning that the entire principal a111ount is due on a single 
date. Alternatively, bonds may be issued as serial bonds, meaning that not all of the principal 
is due on the same date. For exa111ple, a firm may issue serial bonds that have a portion of the 
principal due each year for the next ten years. Issuing firms may prefer serial bonds because a 
firm does not need to accrnnulate the entire a111ount for principal repayment at one time. 

Other Features Some bonds are issued as convertible or callable bonds. Convertible 
bonds can be converted into common stock at a future time. This feature allows the in­
vestor to buy a security that pays a fixed interest rate but that can be converted at a 
future date into an equity security (stock) if the issuing firm is growing and profitable. 
The conversion feature is also advantageous to the issuing firm because convertible 
bonds normally carry a lower rate of interest. 

Callable bonds may be retired before their specified due date. Callable generally 
refers to the issuer's right to retire the bonds. If the buyer or investor has the right to 
retire the bonds, they are referred to as redeemable bonds. Usually, callable bonds stipu­
late the price to be paid at redemption; this price is referred to as the redemption price or 
the reacquisition price. 

As you can see, bonds have various terms and feanires. Each firm seeks to structure 
the bond agreement in the manner that best meets the firm's financial needs and will 
attract investors at the most favorable rates. 

L02 Define the important characteristics of bonds payable. 

• Bonds payable result from borrowing funds and are generally issued in denominations of $1 ,000. 

• Important characteristics of bonds payable include par value, due date, interest rate, an indication of whether the bonds 
are convertible or callable, and any property collateralizing the bonds. 

QUESTIONS Answers to these questions are on the last page of the chapter. 

1. Bonds usual ly pay interest 2. When serial bonds are issued, 

a. only at the due date of the bond. a. the bonds all come due on the same date. 
b. monthly. ~ not all of the bonds come due on the same date. 

either annually or semiannually. c. the interest is paid as a series of monthly payments. 
d. at the time of issuance. d. the lender is not required to repay the bond principal. 

L03 Determine the issue price 
of a bond using compound inter­
est techniques. 

Issuance of Bonds 

OVERVIEW: Two rates of interest apply to bonds. The face rate is specified on the 
bond certificate and determines the cash to be paid each interest period. The market 
rate is the rate bondholders could obtain from other similar bonds in the market. The 
issue price is determined by the relationship between the face rate and market rate of 
interest and by the market's perception of risk. It represents the present value of inter­
est payments (annuity) discounted at market rate plus present value of maturity value 
(single sum) discounted at market rate. 



Issuance of Bonds 

Factors Affecting Bond Price 
With bonds payable, two interest rates are always involved: the face rate and the 
market rate. 

1. The face rate of interest (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 wi ll be paid each interest period. 
• For example, if $10,000 worth of bonds was issued 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 each annual period. 

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

2. The market rate of interest (also called the effective rate or bond yield ) is the rate 
that bondholders could obtain by investing in other bonds that are similar to the 
issuing firm's bonds. 
• The issuing firm does not set 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 set 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. T he bond issue price equals the present value of the cash flows that ( 
the bond will produce. !l 

Bonds produce two types of cash flows for the investor: j 
1. Interest receipts 
2. Repayment of principal (face value) 

The interest receipts constitute an annuity of payments each 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 calculate 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 issue price of the bond. 

' Example 10-1 Calculating Bond Issuance at a Discount 

Suppose that on January 1, 2012, Discount Firm wants to issue 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. An annual 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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Face rate of interest 
The rate of interest on the bond 
certificate. 

Alternate term: Stated rate, 
nominal rate, contract rate, coupon 
rate. 

Market rate of interest 
The rate that investors could obtain 
by investing in other bonds that are 
similar to the issuing firm's bonds. 

) 

Alternate term: Effective rate, bond 
yield. 

STUDY TIP 

Calculating the issue price of a 
bond always involves a calcula­
tion of the present value of the 
cash flows. 

Bond issue price 
The present value of the annuity of 
interest payments plus the present 
value of the principal. 
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To calculate the issue price, we must calculate the present value of the two sets of cash 
flows. A time diagram portrays the cash flows as follows: 

Interest payments 
PV = ? 

Principal 
PV =? 

$800 $800 

2012 201 3 

$800 $800 

2014 2015 

$10,000 

2015 

~ We can calculate the issue price by using the compound interest tables found in Chapter 9, 
~ 
JJ as follows: z 
@ 

$800 x 3. 16987 (factor from Table 9-4 fo r 4 periods, 10%) 

$10,000 x 0.68301 (factor from Table 9-2 for 4 periods, 10%) 

Issue pri~ •?. 
$2,536 

6,830 

$9,366 

The factors used to calculate the present value represent four periods and 10% interest. This 
is a key point. 

The issue price of a bond is always calculated using the market rate of interest. The 
face rate of interest determines the amount of the interest payments, but the 
market rate determines the present value of the payments and the present value 
of the principal (and therefore the issue price). 

@ .................................................................... __ 

M 

~ 

E 

~ 

i 
@ 

The example of Discount Firm reveals that the bonds with a $ 10,000 face value 
amount would be issued for $9 ,366. The bond markets and the financial press often 
state the issue price as a percentage of the face amount. T he percentage for Discount's 
bonds can be calculated as ($9,366/ $10,000 ) x 100, or 93 .66%. 

Exhibit 10-3 illustrates how bonds arc acn1ally listed in the reporting of the bond mar­
kets. The exhibit lists two types of IBM bonds that were traded on a particular day. The por­
tion immediately after the company name (e.g., 63/8 13) indicates that the face rate of 
interest is 63fs% and the due date of the bonds is the year 2013. The next column, (e.g., 
6 .5) indicates that the bond investor who purchased the bonds on that day wi ll receive a 
yield of 6 .5%. The column labeled "Vol" indicates the number of bonds, in thousands, that 
were bou ght and sold during the day. T he column labeled "Close" indicates the market 
price of the bonds at the end of the day. For example, the first issue of IBM bonds closed at 
983/4%, which means that the price was 98:1/1% of the face value of the bonds . T hese bonds 
are trading at a discount because the face rate ( 6:3fs%) is less di an the market rate of 6 .5%. 
The bonds in die second issue (71.4%) have a face rate of 71/4%; wi ll become due in the year 
2014; and closed at 10!1/2 , or at a premium. The Net Chg column indicates die change in 
die bond price that occurred for the day's trading. 

EXHIBIT 10-3 Listing of Bonds on the Bond Market 

Bonds Cur Yid Vol 

IBM63/a 13 ~ -~ 6.5 . 1:~" f 

IBM 71A 14 " ~~, 7.1 tr • .. 
...... ·~ 

Close 

98 3/4 

101 'h 



Premium or Discount on Bonds 

L03 Determine the issue price of a bond using compound interest techniques. 

• Bonds are issued at a price that reflects the market rate of interest on the day the bond is purchased. The actual issue 
price of a bond represents the present value of all future cash flows related to the bond. 

QUESTIONS Answers to these questions are on the last page of the chapter. 

1 . On January 1, 2012, Omega Corporation issued a three- b. the bonds would have been issued at a discount. 
year, $1 ,000 bond with a nominal interest rate of 9%. At c. the bonds would have been issued at face value. 
the time, the market rate of interest was 9%.The com- d. there would have been 1 % accrued interest at the 
pany's issue price for the bond would be time of issuance. 

@ $1,000. 3. If the market rate had been 10% at the time of issuance, 
b. $1,300. 
c. $1 ,025. 
d. $700. 

2. If the market rate had been 8% at the time of issuance, 

~ the bonds would have been issued at a premium. 

Premium or Discount on Bonds 

a. the bonds would have been issued at a premium. 
the bonds wou ld have been issued at a discount. 

c. the bonds would have been issued at face value. 
d. there would have been 1 % accrued interest at the 

time of issuance. 
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OVERVIEW: A premium or discount represents the difference between the face 
value and the issuance price of the bond. Bonds are issued at a discount when the mar­
ket rate of interest exceeds the face rate. The discount on the bond equals the face 
value less issue price. A discount is a deduction to the bonds payable liability and thus 
is a contra liability. Bonds are issued at a premium when the face rate exceeds the mar­
ket rate. The premium on the bond equals the issue price less face value. A premium is 
an addition to the bonds payable liability on the balance sheet. 

L04 Show that you understand 
the effect on the balance sheet 
of the issuance of bonds. 

Premium or discount represents the difference between the face value and the issue 
price of a bond. T he relationship is stated as fo llows: 

Premium = Issue Price - Face Value 

Discount= Face Value - Issue Price 

In other words, when issue price exceeds face value, the bonds have sold at a premium 
and when the face value exceeds the issue price, the bonds have sold at a discount. 

We will continue with the Discount Firm in Example 10-1 to illustrate the accounting 
for bonds sold at a discount. Discount Firm's bonds sold at a discow1t calculated as follows 

Discount = $10,000 - $9,366 

= $634 

Discount Firm could identify and analyze the effect of the issuance of the bonds as 
fo llows: 

ACTIVITY: Financing 

Premium 
The excess of the issue price over 
the face value of the bonds. 

Discount 
The excess of the face value of 
bonds over the issue price. 

ACCOUNTS : Cash Increase Discount on Bonds Payable Increase Bonds Payable Increase 
STATEMENT[S]: Balance Sheet 

Balance Sheet Income Statement 

STOCKHOLDERS' +f----------------NET 
ASSETS LIABILITIES + EQUITY REVENUES - EXPENSES INCOME 

Cash 9,366 Bonds Payable 10,000 
Discount on 

Bonds Payable* (634) 

*The Discount on Bonds Payable account has increased. It is shown as a decrease in the equation above because it is a contra account and causes total liabilities to decrease. 

0 
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The Discount on Bonds Payable account is shown as a contra liability on the balance 
sheet in conjunction wi th the Bonds Payable accoun t and is a deductio n from that 
account. If Discount Firm prepared a balance sheet immediately after the bond issuance, 
the following would appear in the Long-Term Liabilities category of the balance sheet : 

Long-term liabilities: 

Bonds payable 

Less: Discount on bonds payable 

$10,000 

634 

$ 9,366 

The Discount Firm example has illustrated a situation in which the market rate of a 
bond issue is higher than the face rate. ow we will examine the opposite situation, 
when the face rate exceeds the market rate. Again, we are interested in calculating the 
issue price of the bonds. 

Example 10-2 Calculating Bond Issuance at a Premium 

Suppose that on January 1, 2012, Premium Firm wants to issue the same bonds as in 
Example 10-1: $10,000 face value bonds with an 8% face rate of interest and with interest 
paid annually each year for four years. Assume, however, that the market rate of interest is 
6% for similar bonds. The issue price is calculated as the present value of the annuity of inter­
est payments plus the present value of the principal at the market rate of interest. The calcula­
tions are as follows : 

$800 x 3.46511 (factor from Table 9-4 for 4 periods, 6%) 

$10,000 x 0.79209 (factor from Table 9-2 for 4 periods, 6%) 

Issue price 

$ 2,772 

7,921 

$10,693 

We have calculated that the bonds would be issued for $10,693. Because the bonds 
M would be issued at an amount that is higher than the face value amount, they would be issued 
; at a premium. The amount of the premium is calculated as follows: 

" ~ Premium = $10,693 - $10,000 

= $693 
@ ..................................................................................................... __ 

Premium Firm could identify and analyze the effect of the issuance of the bonds as 
fo llows: 

ACTIVITY: Financing 

ACCOUNTS: Cash Increase Premium on Bonds Payable Increase Bonds Payable Increase 

STATEMENT[S]: Balance Sheet 

Balance Sheet Income Statement 

STOCKHOLDERS'~~~~~~~~~~~~~~~~ NET 

ASSETS LIABILITIES + EQUITY REVENUES - EXPENSES INCOME 

Cash 10,693 Bonds Payable 10,000 
Premium on 

Bonds Payable 693 

STUDY TIP 

When interest rates increase, 
present values decrease. This is 
called an inverse relationship. 

The accoun t Premium on Bonds Payable is an add ition to the Bonds Payable account. If 
Premium Firm presented a balance sheet immed iately after the bond issuance, the Long­

~ Term Liabilities catego11' of the balance sheet would appear as fo llows: 
g> 

" ~ 

@ 

Long-term liabilities: 

Bonds payable 

Plus : Premium on bonds payable 

$10,000 

693 

$10,693 



Bond Amortization 

You should learn tv;o important points from Discount Firm in Exan1ple 10-1 and 
Premium Firm in Example 10-2: 

• You should be able to determine whether a bond will sell at a premimn or a 
discount by the relationship that exists between the face rate and the market 
rate of interest. Premium and discount do not mean "good" and "bad," respec­
tively. Premium or discount arises solely because of the difference that exists 
between the face rate and t:11e market rate of interest for a bond issue. The same rela­
tionship always exists, so t:11e following statements hold true: 

If Market Rate = Face Rate, THEN bonds are issued at face value amount. 

If Market Rate > Face Rate, THEN bonds are issued at a discount. 

If Market Rate < Face Rate, THEN bonds are issued at a premium. 

• The relationship between interest rates and bond prices is always inverse. To 
understand t:11e term inverse relationship, refer to Examples 10-1 and 10-2. The 
bonds of the two firms are identical in all respects except for t11e market rate of inter­
est. When t11e market rate ·was 10%, t11e bond issue price was $9,366 (Example 
10-1). When the market rate was 6%, t:11e bond issue price increased to $10,693 
(Example 10-2). These examples illustrate that as interest rates decrease, prices on 
t11e bond markets increase and t11at as interest rates increase, bond prices decrease. 

L Show that you understand the effect on the balance sheet of the issuance of bonds . 

• Bonds are recorded on the balance sheet at an amount that takes into account the premium or discount associated with 
bonds on the date they are issued. 

• Bond premiums represent amounts paid in excess of par, and bond discounts represent amounts paid below par. 

QUESTIONS Answers to these questions are on the last page of the chapter. 

1. The excess of the issue price over the face value of the 2. If the market rate of the bond at the time of issuance is 
bond is referred to as greater than the face rate, 

a. a discount. 
© a premium. 

a. the bonds will be issued at a premium. 
42) the bonds will be issued at a discount. 

c. accrued interest. c. a gain will occur. 
d. prepaid interest. d. a loss will occur. 

Bond Amortization 

OVERVIEW: Amortization of premium or discount on bonds payable allocates the 
difference in interest rates (face and market rates) over the life of the bond so that inter­
est expense each period reflects the effective rate, or the market rate, of the borrowing. 
The effective interest method calculates interest on the net liability every period at the 
market rate. For bonds issued at a discount, the net liability starts below face value and 
increases every period until the discount is fully amortized at maturity. For bonds 
issued at premium, the opposite is true: the net liability starts above face value and 
decreases every period until the premium is fully amortized at maturity. 

Purpose of Amortization 
The amount of in terest expense t11at should be reflected on a firm's income statement 
fo r bonds payable is t11e true, or effective, interest . T he effective interest should reflect 
the face rate of interest as well as interest that results from issuing the bond at a premium 
or discount. To reflect that interest component, tlie amount initially recorded in t11e 

LOS Find the amortization of 
premium or discount using the 
effective interest method. 

497 

~ 

I 
J 



498 

Effective interest method of 
amortization 
The process of transferring a portion 
of the premium or discount to 
interest expense; this method 
results in a constant effective 
interest rate . 

Alternate term: Interest method. 

Carrying value 
The face value of a bond plus the 
amount of unamortized premium or 
minus the amount of unamortized 
discount. 

Alternate term: Book value. 

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. 

Amortization refers to the process of transferring an amount from the discount or 
premium account to interest expense each 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 
$9,366, resulting in a conu·a-liability balance of $634 in the Discount on Bonds Payable 
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 full principal of $10,000 at the 
bond due date. For that reason, the $634 discount is an additional interest cost that 
must be reflected as interest expense. It is reflected as interest expense by the process of 
amortization. In other words, interest expense is made up of nvo components: cash in­
terest and amortization. We will now consider how to amortize premium or discount. 

Effective Interest Method: Impact on Expense 
The effective interest method of amortization amortizes discount or premium in a 
manner that produces a constant effective interest rate from period 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 carrying value of bonds 
is represented by the fo llowing: 

Carrying Value = Face Value - Unamortized Discount 

The carrying value of the bonds for Discount Firm in Example 10-1 as of the date of 
issuance ofJanuary 1, 2012, could be calculated as fo llows: 

$10,000 - $634 = $9,366 

In those situations in which there is a premium instead of a discount, carrying value is 
represented by the fo llowing: 

Carrying Value = Face Value + Unamortized Premium 

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

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

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

Effective Rate = Annual Interest Expense/Carrying Value 

Effective Interest Method 
The amortization table in Exhibit 10-4 illustrates effective interest amorti zation of the 
bond discount for Discount Firm in Example 10-1. 

As illustrated in Exhibit 10-4, the effective imerest 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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Colw1m 1 indicates that the cash interest to be paid is $800 ($10,000 x 8%). Column 2 
indicates the annual interest expense at the effective rate of interest (market rate at the time 
of issuance). T his is a constant rate of interest (10% in Example 10-1) and is calculated by 
multiplyi ng the car1yi.ng value as of the beginning of the period by the market rate of inter­
est. In 2012, the interest expense is $937 ($9,366 x 10%). Note that the amount of interest 
expense changes each year because the carrying value changes as discount is amortized. The 
amow1t of discow1t an1ortized each year in Colunm 3 is the difference between the cash in­
terest in Column 1 and die interest expense in Coltm111 2. Again, note that the amoLL11t of 
discount amortized changes in each of d1e fo ur years. Finally, d1e carrying value in Column 
4 is d1e previous year's carrying value plus d1e discoLL11t amortized in Column 3. When 
bonds are issued at a discow1t, the carrying value starts at an an1ount less dian face value and 
increases each period until it reaches the face value amount. 

I 

Example 10-3 Recording Amortization of Discount 

Assume that we want to record amortization for Discount Firm for 2012. Exhibit 10-4 is the 
basis for determining the effect of amortization on the firm 's financial statements. The effect 
of the payment of interest and amortization of discount could be identified and analyzed as 
follows: 

ACTIVITY: Operating 
ACCOUNTS: Interest Expense Increase Discount on Bonds Payable Decrease Cash Decrease 

STATEMENT[S]: Balance Sheet and Income Statement 

Balance Sheet Income Statement 
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STOCKHOLDERs·~~~~~~~~~~~~~~~~ NET 

ASSETS LIABILITIES + EQUITY REVENUES - EXPENSES INCOME 
~~~~~~~~-

Cash (800) Discount on Interest Expense 937 ( 937) 
Bonds Payable* 137 (937) 

*The Discount on Bonds Payable account has decreased. It is shown as an increase in the equation above because it is a contra account and causes total liabilities to 
increase. 

The balance of the Discount on Bonds Payable account as of December 31, 2012, would be 
ca lculated as follows: 

Beginning balance, January 1, 2012 

Less: Amount amortized 

Ending balance, December 31, 2012 

$634 

137 

$497 

EXHIBIT 10-4 Discount Amortization : Effective Interest Method of Amortization 

Column 1 Column2 Column3 Column4 
Cash Interest Discount Carrying 

Date Interest Expense Amortized Value 

8% 10% Col. 2 - Col.1 

1/1/2012 $ 9,366 

12/31/2012 $137 9,503 

12/31/2013 150 9,653 

12/31/2014 165 9,818 

12/31/2015 182 10,000 

M 

~ 
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STUDY TIP 

Amortization of a discount 
increases interest expense. 
Amortization of a premium 
reduces interest expense. 

Chapter 10 Long-Term Liabilities 

In Example 10-3, the December 31, 2012, balance represents the amount unamortized, 
or the ammmt that will be amortized in future time periods. On the balance sheet pre­
sented as of December 31, 2012, the unamortized portion of the discount appears as 
the balance of the Discount on Bonds Payable account as follows: 

Long-term liabil ities 

Bonds payable 

Less: Discount on bonds payable 

$10,000 

497 

$ 9,503 

The process of amortization would continue for four years, unti l the balance of the 
Discount on Bonds Payable account has been reduced to zero. By the end of2015, all 
of the balance of the Discount on Bonds Payable account will have been transferred to 
the Interest Expense account and represents an increase in interest expense each 
period. 

The amortization of a premium has an impact opposite that of the amortization of a 
discount. We will use Premium Firm from Example 10-2 to illustrate. Recall that on Jan­
uary 1, 2012, Premium Firm issued $10,000 face value bonds with a face rate of interest 
of 8%. At the time the bonds were issued, the market rate was 6%, resulting in an issue 
price of $10,693 and a credit balance in the Premium on Bonds Payable account of 
$693 . 

The amortization table in Exhibit 10-5 illustrates effective interest amortization of 
M the bond premium for Premium Firm. As the exhibit illustrates, effective interest amorti­
~ zation of a premium is based on the same concepts as amortization of a discount. The 
g' 

] fo llowing relationships still hold true: 

M 

~ 
g' 
'2 

~ 
ii, 

J 
@ 

Cash Interest (in Column 1) = Bond Face Value x Face Rate 

Interest Expense (in Column 2) = Carrying Value x Effective Rate 

Column 1 indicates that the cash interest to be paid is $800 ($ 10,000 x 8%). Column 2 
indicates the annual interest expense at the effective rate . In 2012, the interest expense is 
$642 ($10,693 x 6%). Note, however, two difrerences between Exhibits 10-4 and 10-5. In 
the amortization of a premium, the cash interest in Column 1 exceeds the interest expense 
in Column 2. Therefore, the premiwn amortized is defined as foUows: 

Premium Amortized (in Column 3) = Cash Interest - Interest Expense 

Also, note that the carrying value in Column 4 starts at an amount higher than the face 
value of $10,000 ($ 10,693) and is amortized downward until it reaches face value. 
Therefore, the carrying value at the end of each year is the carrying value at the begin ­
ning of the period minus the premium amortized for that year. For example, the carrying 
value in Exhibit 10-5 at the end of 2012 ($ 10,535 ) was calculated by subtracting the 
premium amortized for 2012 ($ 158 in Column 3) from the carrying value at the begin­
ning of2012 ($ 10,693 ). 

EXHIBIT 10-5 Premium Amortization : Effective Interest Method of Amortization 

Column 1 Column2 Column3 Column4 
Cash Interest Premium Carrying 

Date Interest Expense Amortized Value 

8% 6% Col.1 - Col. 2 

1/1/2012 '>it;1~ ~.'!; 1, , ·~ $10,693 
,,I': 

~~~· 
,,, 

w ;;;<! 
' " t; ~ ·ff~-\ ~'f~.J'. ,J 

12/31/2012 
.,'. 

$800 
~- 417 

$642 • 'l $158 
~ "/'.-.. 

10,535 ... ~ ' , ~~ ~ ' '"'· \_$\i l ~- ' 12/31/2013 ,1-:'I ' 800 'If,~ y.: 632 -i::· ' 168 ·~/ ~;1· 10,367 
" ' ~:.:~'I.\•' ,ti ~ " . 

12/31/2014 ;p. " ' 800 ,.,r"1~11 622 

~'\" 
178 1-11. ~!'' 10,189 ~tli "'~ .!'.! 4 11?' ........ ·~' 

12/31/2015 1".;.~~ ~,, 800 . " ~ 611 r .- ,- " ., 1« 189 10,000 ~ .!.'~~ f" , . ·~ ,' ... 1~ 
"'~' "' ~ I~ ~ 1' t.11 ~ \ 
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Example 10-4 Recording Amortization of a Premium 

Assume that we want to record amortization for Premium Firm for 2012. Exhibit 10-5 is the 
basis for determining the effect of amortization of a premium on the firm's financial state­
ments. The effect of the payment of interest and amortization of premium could be identified 
and analyzed as follows: 

ACTIVITY: Operating 
ACCOUNTS: Interest Expense Increase Premium on Bonds Payable Decrease Cash Decrease 

STATEMENT[SJ: Balance Sheet and Income Statement 

Balance Sheet Income Statement 
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STOCKHOLDERS' ._1---------------- NET 
ASSETS LIABILITIES + EQUITY REVENUES EXPENSES INCOME 

~~~~~~~~~ 

Cash (800) Premium on (642) 
Bonds Payable (158) 

The balance of the Premium on Bonds Payable account as of December 31, 2012, would be 
calculated as follows: 

Beginning balance, January 1, 2012 

Less: Amount amortized 

Ending balance, December 31, 2012 

$693 

158 

$535 

Interest 
Expense 

----------------------------------------------------------------------- @ 

In Example 10-4, the December 31, 2012, balance represents the amount unamortized, 
or the amount that wi ll be amortized in future time periods. On the balance sheet pre­
sented as of December 31, 2012, the unamortized portion of the premium appears as 
the balance of the Premium on Bonds Payable account as follows: 

Long-term liabilities: 

Bonds payable 

Plus: Premium on bonds payable 

$10,000 

535 

$10,535 

The process of amortization would continue for four years, until the balance of the 
Premium on Bonds Payable account has been reduced to zero. By the end of 2015, all 
of the balance of the Premium on Bonds Payable account wi ll have been transferred to 
the Interest Expense account and represents a reduction of interest expense each period . 

LOS Find the amortization of premium or discount using the effective interest method. 

642 

• The premium or discount on bonds must be amortized over the life of the bond to accurately reflect the interest expense. 

• The effective interest method amortizes discounts or premiums in a way that produces a constant interest rate from one 
period to the next. 

QUESTIONS Answers to these questions are on the last page of the chapter. 

1. When a bond is at a premium, the interest expense each 
year 

a. is greater than cash payment for interest. 
.J?. is less than the cash for interest. 

c. equals the cash payment for interest. 
d. cannot be determined without details of the bond 

issue. 

2. When a bond is issued at a discount, the interest 
expense each year 

{a'. is greater than the cash payment for interest. 
b. is less than cash payment for interest. 
c. equals the cash payment for interest. 
d. cannot be determined without details of the bond 

issue. 

(642) 
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106 Find the gain or loss on 
retirement of bonds. 

Gain or loss on redemption 
The difference between the carrying 
value and the redemption price at 
the time bonds are redeemed. 

Chapter 10 Long-Term Liabilities 

Redemption of Bonds 

OVERVIEW: Redemption of bonds represents repayment of the principal. If bonds 
are redeemed at maturity, no gain or loss occurs. If bonds are retired before maturity, a 
gain or loss occurs. If the redemption price is larger than the bond carrying value, the 
issuer must record a loss. If the carrying value is larger than the redemption price, the 
issuer must record a gain. The gain or loss on bond redemption is shown on the income 
statement. 

Redemption at Maturity 
The term redemption refers to retirement of bonds by repayment of the principal. When 
bonds are retired on their due date , the accounting entry is not difficult. Refer again to 
Discount Fi rm from Examples I 0-1 and l 0-3. If Discount Firm retires its bo nds o n the 
due 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 carrying value of 
the bond at that point is $ 10,000 . 

Retired Early at a Gain 
A firm may want to retire bonds before their due date for several reasons. A firm may 
simply have excess cash and determine diat the best use of d1ose funds is to repay o ut­
standing bond obligations. Bonds also may be retired early because of changing interest 
rate conditions. If interest rates in the economy decline, firms may find it advantageous 
to retire bonds that have been issued at higher rates. Of course, what is advantageous to 
the issuer is not necessari ly so for the investor. Early retirement of callable bonds is 
always a possibili ty dut must be anticipated . Large institutional investors expect such a 
development and merely reinvest d1e money elsewhere. Many individual investors are 
more seriously inconvenienced when a bond issue is called. 

Bond terms generally specif)1 d1at if bonds are retired before d1eir due date, d1ey 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 early. T he retirement results in a gain 
or loss on redemption that must be calculated as fo llows: 

Gain = Carrying Value - Redemption Price 

Loss = Redemption Price - Carrying Value 

In other words, the iss uin g firm must calculate the ca rrying va lu e of the bonds at 
the time of redemptio n and compare it with the total redemptio n price. If the carry­
in g value is hig her than the redemption price, the issuin g firm mu st record a gain . If 
the carrying value lower than there redempti o n price , the issuin g firm must record 
a loss. 

Example 10-5 Calculating a Gain on Bond Redemption 

Refer to Premium Firm from Example 10-4. Assume that on December 31, 2012, Premium 
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 $535 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 ca ll price of 
102 (meaning 102% of face value). Thus, the redemption price is 102% of $10,000, or 
$10,200. 

(Continued) 
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Premium Firm's retirement of bonds would result in a gain. The gain can be ca lculated 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 Va lue+ 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 Exh ibit 10-5. 

2. Calculate the gain: 

Gain = Carrying Value - Redemption Price 

= $10,535 - ($10,000 x 1 .02) 

= $1 0,535 - $1 0,200 

= $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. 

Example 10-6 Calculating a Loss on Bond Redemption 

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 ,535 

= $165 

In Example 10-6, a loss of $ 165 has resulted fro m 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. 

Financial Statement Presentation of Gain or Loss 
T he 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 therefore should not be placed in the section of the income 
statement where extraordinary items are presented. Whi le gains and losses should be 
treated as part of the company's operating income, some statement users may consider 

503 
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them as "one-time" events and choose to exclude them when predicting a company's 
funtre income. For that reason, it would be very helpfu l if companies would present their 
gains and losses separately on the income statement so that readers could determine 
whether such amounts wil l affect future periods. 

LOG Find the gain or loss on retirement of bonds. 

• Bonds are retired for various reasons, and if they are retired before their due date, the amount is different from the face 
value. Unamortized bond premiums or discounts may result in a gain or loss. 

• When the redemption price is less than the carrying value, a gain results . When the redemption price is greater than 
the carrying value, a loss results. 

Answers to these questions are on the last page of the chapter. 

1. When bonds are retired or repaid at their due date, there 2. What does a gain on redemption of bonds indicate? 
generally will be 

a. a gain. 
b. a loss. 
c. accrued interest. 
d. no gain or loss. 

Liability for Leases 

a. The carrying value of the bond was larger than the 
redemption price. 

b. The carrying value of the bond was less than the 
redemption price. 

c. The carrying value of the bond was equal to the 
redemption price. 

d. The bondholders were not paid the full face value at 
time of redemption. 

L07 Determine whether a lease 
agreement must be reported as a 
liability on the balance sheet. 

OVERVIEW: There are two types of leases: operating leases and capital leases. In 
an operating lease, the lessee does not account for the property as an asset or the obli­
gation for payments as a liability. Capital leases give the lessee sufficient rights of own­
ership and control of the property to be considered the owner. The property is recorded 
as an asset for the lessee on the balance sheet. The asset is depreciated the same way 
as other similar assets the company owns. The present value of the lease payments is 
recorded as a liability. Interest expense is recorded each period based on the remaining 
obligation times the effective interest rate. 

Long-term bonds and notes payable are important sources of financing for many large 
corporations and are quite prominent in the Long-Term Liability category of the balance 
sheet for many firms. But other important elements of that category of the balance sheet 
also represent long-term obligations. This section introduces you to leases because they 
are a major source of financing for many companies. Another liabil ity, deferred taxes, is 
introduced in the appendix at the end of this chapter. In some cases, these liabilities are 
requ ired to be reported on the financial statements and are important components of 
the Long-Term Liabi li ties section of the balance sheet. In other cases, the items are not 
req ui red to be presehfetl 111 the h nancial statements and can be discerned only by a care­
ful reading of the notes to the financial statements. 

Leases 
A lease, a contractual arrangement between two parties, allows one party, the lessee, the 
right to use an asset in exchange for making payments to its owner, the lessor. A common 
example of a lease arrangement is the rental of an apartment. The tenant is the lessee, 
and the landlord is the lessor. 

Lease agreements are a form of financing. In some cases, it is more advantageous to 
lease an asset than to borrow money to purchase it. T he lessee can conserve cash because 



Liability for Leases 

a lease does not require a large initial cash outlay. A wide vari ety of lease arrangements 
exists, ranging from simple to complex agreements that span a long time period. Lease 
arrangements are popular because of their fl exibil ity. The terms of a lease can be struc­
tured in many ways to meet the needs of the lessee and lessor. T his results in difficul t 
accounting questions: 

1. Should the right to use property be reported as an asset by the lessee? 
2. Should the obligation to make payments be reported as a liability by the lessee? 
3. Should all leases be accounted for in the same manner regardless of the terms of the lease 

agreement? 

The answers are that some leases should be reported as an asset 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. 

Lease Criteria From the viewpoint of the lessee, there are two types of lease agree­
ments: operating and capital. In an operating lease, the lessee acquires the right to use 
an asset for a limited period of time. T he lessee is not required to record the right to use 
the property as an asset or to record the obligation fo r payments as a li ability. 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 accompanying 
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 fac t, a 
long-term obligation. T he company's auditors are supposed to analyze the terms of the 
lease carefully to make sure that management has exercised its responsibility . 

T he second type of lease agreement is a capital lease. In this type of lease, the les­
see has acq uired sufficient rights of ownership and control of the property to be consid­
ered its owner. The lease is called a capital lease because it is capi talized (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 
fo llowing criteria are met: 1 

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

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

3. T he lease term is 75% or more of the property's economic life . 
4. T he 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 cri teria are met, the lease agreement is accounted for as an operating lease. 
This is an area in which it is important for the accountant to exercise professional judg­
ment. In some cases, firms may take elaborate measures to evade or manipulate the crite­
ria that would require lease capitalization . The accoun tant should determine what is full 
and fair disclosure based on an unbiased evaluation of the substance of the transaction . 

Operating Leases You have already accoun ted for operating leases in previous 
chapters when recording rent expense and prepaid rent. A rental agreement for a limited 
time period is also a lease agreement. 

Example 10-7 Recording an Operating Lease 

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) 
1 Leasing, ASC Topic 840.25 (formerly Statement of Financial Accounting Standards No. 13, "Accounting for Leases"). 
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Operating lease 
A lease that does not meet any of 
the four criteria and is not recorded 
as an asset by the lessee. 

Capital lease 
A lease that is recorded as an asset 
by the lessee. 
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STUDY TIP 

It is called a capital lease 
because the lease is capital or 
put on the books of the lessee 
as an asset. 

Chapter 10 Long-Term Liabilities 

~ life. In addition, the present value of the lease payments is not 90% of the car's value. 
-~ Because the lease does not meet any of the specified criteria, it should be presented as an 
~ operating lease. Lessee Firm would simply record lease expense (or rent expense) of $4,000 
~ for the year. 
u 
@ ........................................................................ .. 

Although operating leases are not recorded on the balance sheet by the lessee, they are 
mentioned in financial statement notes. T he FASB requires note disclosure of the 
amount of future lease obligations for leases that are considered operating leases. Exhibit 
10-6 provides a portion of the note from Gap, lnc. 's 2010 annual report . T he note 
reveals that Gap, Inc., has used operating leases as an important source of fi nancing and 
has significant off-balance-sheet commi tments in future periods as a result. An investor 
might want to add this off-balance-sheet item to the debt on the balance sheet to get a 
conservative view of the company's obligations. 

Capital Leases Capital leases are presented as assets and liabilities by the lessee 
because they meet one or more of the lease criteria. 

Example 10-8 Calculating the Amount to Capitalize for a Lease 

Suppose that Lessee Firm in Example 10-7 wanted to lease a car for a longer period of time. 
Assume that on January 1, 2012, Lessee signs a lease agreement with Lessor Dealer to lease 
a car. The terms of the agreement specify that Lessee will make annual lease payments of 
$4,000 per year for five years, payable each December 31. Also, assume that the lease speci­
fies that at the end of the lease agreement, the title to the car is transferred to Lessee Firm. 
Lessee must decide how to account for the lease agreement. 

The lease should be treated as a capital lease by Lessee because it meets at least one of the 
~ four criteria. (It meets the first criteria concerning transfer of title .) A capital lease must be 
·~ recorded at its present value by Lessee as an asset and as an obligation . As of January 1 _ ~ 
~ 

2012, we must calculate the present value of the annual payments . If we assume an interest ~ J rate of 8%, the present value of the payments is $15,972 ($4,000 x an annuity factor of ~ 
@ 3.99271 from Table 9-4 on page 457). J 

.......................................................................... @ 

EXHIBIT 10-6 Gap, lnc.'s 201 0 Note Disclosure of Leases 

'' ' ,•,, , .. ~;~~. •".';' ~ ,,.1 ~·' ""'• 'l I ··~· 

Note 9. Leases ""• ' ' .. ·~.,~i. 
We lease most of our store premises and some of our corporate facilities and distribution centers . These operating leases expire at various f~ 
dates through 2031 . Most store leases are for a five year base period and include options that allow us to extend the lease term beyond the 

initial base period, subject to terms agreed upon at lease inception. Some leases also incfude early termination options, which can be exercised 

under specific conditions. 

We also lease certain equipment under operating leases that expire at various dates through 2014. 

The aggregate minimum non-cancelable annual lease payments under leases in effect on January 29, 2011 , are as follows: 

). ' .. (· 

.... , 1 o;.. ... l~,,:l, .: ~ \.< 

~ .. ($ in millions) 
Fiscal Vear 

2011 

2012 

2013 

2014 
. ~ ....... ' 2015 

'}';~:"'-"'' .. s: l""~ .. .. . ' 
fr,• ' ~ · .. Thereafter 

'I 
Total minimum lease commitments 

' . 

' 
\;1 t- ~ 

i:"l 

' 't.-.... :. 
... \, ... (,,\l ..,,. 
'' 

'' ,_ 

$ 997 
·~ 841 ·~ 

710 

' 602 
I. 

483 
f ' ' 

1,483 

$5,116 . "" ':."'' 

Ito.\ 

~ The total minimum lease commitment amount above does not include minimum sublease rent income of $50 million receivable in the future 

under non-cancelable sublease agreements. 



Liability for Leases 

The contracn1al arrangement between Lessee Firm and Lessor Dealer is called a lease 
agreement, but clearly the agreement is much different than a year-to-year lease arrange­
ment. Essentially, Lessee Firm has acquired the right to use the asset for its entire life and 
does not need to renm1 it to Lessor Dealer. You may call this agreement a lease, but it 
actually represents a purchase of the asset by Lessee with payments made over time. 

For Example 10-8, the first entry is made on the basis of the present value. T he 
effect of the lease could be identified and analyzed as fo llows: 

ACTIVITY: Investing and Financing 

ACCOUNTS: Leased Asset Increase Lease Obligation Increase 

STATEMENT[S]: Balance Sheet 

Balance Sheet Income Statement 
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STOCKHOLDERS ' ~~~~~~~~~~~~~~~~ NET 

EQUITY 11 REVENUES - EXPENSES INCOME ASSETS LIABILITIES + 
Leased 

Assets 15,972 
Lease 

Obligation 15,972 

T he Leased Asset account is a long-term asset similar to plant and equipment and 
represents the fact that Lessee has acquired the right to use and retain the asset. Because 
the leased asset represents depreciable property, depreciation must be reported for each 
of the five years of asset use as fo llows. On December 31, 2012, Lessee records deprecia­
tion of $3 ,194 ($15,972/ 5 years), assuming that the straight-line method is adopted. 
T he effect of the depreciation is as fo llows: 

ACTIVITY: Operating 

ACCOUNTS: Depreciation Expense Increase Accumulated Depreciation-Leased Assets Increase 

STATEMENT[SJ: Balance Sheet and Income Statement 

Balance Sheet Income Statement 

STOCKHOLDERS ' --~~~~~~~~~~~~~~~- NET 

LIABILITIES + EQUITY 1 - EXPENSES INCOME ASSETS 
Accumulated 

Depreciation-
Leased Assets* (3,194) 

Depreciation 
Expense 3,194 (3,194) 

(3,194) 

*The Accumulated Depreciation-Leased Assets account has increased. It is shown as a decrease in the equation above because it is a contra account and causes 
total assets to decrease. 

Some firms refer to depreciation of leased assets as amortization. 
O n December 31, Lessee Finn also must make a payment of $4,000 to Lessor 

Dealer. A portion of each payment represents interest on the obl igation (loan ), and the 
remainder represents a reduction of the principal amount . Each payment must be sepa­
rated into its principal and interest compo nents. Generally, the effective interest method 
is used for that purpose. An effective interest table can be establ ished using the same 
concepts used to amortize a premium or discount on bonds payable. 

Exhibi t l 0-7 illustrates the effective interest method applied to Lessee Firm in 
Example 10-8. Note that the table begins with an obligation amount equal to the pres­
ent value of the payments of $15,972. Each payment is separated into principal and in ­
terest amounts so that the amount of the loan obligation at the end of the lease 
agreement equals zero. T he amortization table is the basis for the amounts that are 
reflected on the financial statement. Exhibit 10-7 indicates that the $4,000 payment in 
20 12 should be considered as interest of $ 1,278 (8% of $15,972) and reduction of 
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EXHIBIT 10-7 Lease Amortization: Effective Interest Method of Amortization 

Date 

1/1/201 2 

12/31/2012 

12/31/2013 

12/31/2014 

12/31/2015 

12/31 /2016 

.. °'.,;.·-:.~~ 'r'" 
-.~ t" ~1 .... _ 

""' 
' 

.:i: { ~~j 
·1 ,/'' 

;, 

,• 
~1~r "i.K' 

•' 

Column 1 
Lease 

Payment 

$4,000 

4,000 

4,000 

4,000 

4,000 

Column2 
Interest 
Expense 

8% 

$1,278 

1,060 

825 

571 

294 

Column 3 Column4 
Reduction of Lease 
Obligation Obligation 

Col.1 - Col. 2 

$15,972 

$2,722 13,250 

2,940 10,310 

3,175 7,135 

3,429 3,706 

3,706 -0-

principal of $2,722. On December 31, 2012, Lessee Firm records an entry for the an­
nual lease payment. The effect could be identified and analyzed as fo llows: 

ACTIVITY: Operating 

ACCOUNTS: Interest Expense Increase Lease Obligation Decrease Cash Decrease 

STATEMENT[SJ: Balance Sheet and Income Statement 

Balance Sheet Income Statement 

STOCKHOLDERS'...,1--~~~~~~~~~~~~~~ NET 

ASSETS LIABILITIES + EQUITY REVENUES - EXPENSES INCOME 
Cash (4,000) Lease 

Obligation (2, 722) (1,278) 
Interest 

Expense 1,278 (1,278) 

T herefore, for a capital lease, Lessee Firm must record both an asset and a liabil ­
ity. The asset is reduced by the process of depreciation. T he liabili ty is reduced by 
reductions of principal using the effective interest method. According to Exhibit 10-7, 
the total lease obligation as of December 31, 2012, is $13,250. This amount must be 
separated into Current and Long-Term categories. T he portion of the liability that will 
be paid within one year of the balance sheet should be considered a current liability. 
Exhibit 10-7 indicates that the liability will be reduced by $2,940 in 2013 and that 
amount should be considered a current liability. The remaining amount of the liability, 
$10,310 ($ 13,250 - $2,940), should be considered long-term. On the balance sheet 
as of December 31, 2012, Lessee Firm reports the following balances related to the 
lease obligation: 

Assets: 

Leased assets 

Less: Accumulated depreciation 

Current liabilities: 

Lease obligation 

Long-term liabi lities : 

Lease obligation 

$15,972 

3,194 

$12,778 

$ 2,940 

$10,310 

Notice that the depreciated asset does not equal the present value of the lease obligation. 
This is not unusual. For example, an automobile may be completely depreciated but sti ll 
have payments due on it. 
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IFRS and Leasing ! 
The accounting for leases is an excellent example of the rufferences in how U.S. and } .:- IF 
IFRS accounting standards are applied. Earlier in the text, we indicated that U.S. stand - ~ 
ards are often "rule-based" and international standards are "principles-based ." In the ~ 
United States, the criteria to determine whether a lease contract should be considered a ; 
capital lease are applied in a rather rigid way. If a lease meets any of the criteria, it must 
be accounted for as a capital lease. If it does not meet the criteria, even by a small mar-
gin, then it is considered an operating lease. The international accounting standards pro-
vide lease criteria that are similar to the U.S. standards. However, the criteria are used as 
"guidelines" rather than rigid rules . Therefore, there is much more flexibility in applying 
the lease standards when using the international standards. While many consider this to 
be a positive aspect of international accounting, it also requires more judgment by 
accountants in applying those standards. 

The accounting for leases in the United States will be changing in some major 
ways. At the time of the writing of this text, the FASB had proposed changes to the 
accounting rules that would require many more leases to be shown on the balance 
sheet. Many companies may object to this new accounting because they prefer to 
treat leases as operating leases and not show the leased asset on the balance sheet. 
The new accOLmting rules for leases will provide more information to statement 
users and will also bring the U.S. accow1ting standards more in line with international 
standards. 

LOOKING 
AHEAD 

L07 Determine whether a lease agreement must be reported as a liability on the balance sheet. 

• Leases can be classified as two types: operating leases and capital leases. Capital leases imply more rights of ownership. 
The accounting for these two types of leases is as follows: 

• Under an operating lease, the lessee does not record the right to use the leased asset or any related obligation to 
make lease payments on the balance sheet. 

• Under a capital lease, the lessee records the right to use the property and the lease payments that are obligated to be 
paid on the balance sheet. 

QUESTIONS Answers to these questions are on the last page of the chapter. 

1. When a lease is classified as an operating lease, 2. When a lease is classified as a capital lease, 

'JI· the lease liability should be presented on the balance a. the lease liability should be presented on the balance 
sheet of the lessee. sheet of the lessee. 

b. the lease liability should b~ presented on the balance b. the lease liability should be presented on the balance 
sheet of the lessor. sheet of the lessor. 

c. title to the leased asset passes to the lessee at the c. title to the leased asset may not pass to the lessee 
end of the lease. at the end of the lease. 

d. the leased liability should not be presented on the 
' balance sheet of the lessor. 

d. the leased asset liability should be presented on the 
balance sheet of the lessor. 
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Analyzin~ Debt to Assess a Firm's Ability to 
Pay Its Liabilities 

LOS Explain how investors use 
ratios to evaluate long-term 
liabilities. 

OVERVIEW: The debt-to-equity ratio measures the proportion of a company's 
debt to its equity. It is computed as total liabilities divided by total stockholders' equity. 
The times interest earned ratio measures a company's ability to meet interest obliga­
tions as they come due. It is computed as income before interest and tax divided by in­
terest expense. 
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Long-term liabilities are a component of the "capital structure" of the company and are 
included in the calculation of the debt-to-equity ratio: 

Debt-to-Equity Ratio = Total Liabilities 
Total Stockholder's Equity 

Most investors would prefer to see equity rather than debt on the balance sheet. Debt, 
and its interest charges, make up a fixed obligation that must be repaid in a finite period 
of time. In contrast, equity never has to be repaid and the dividends that are declared on 
it are optional. Stock investors view debt as a claim against the company that must be 
satisfied before they get a return on their money. 

Other ratios used to measure the degree of debt obligation include the times interest 
earned ratio and the debt service coverage ratio: 

Times Interest Earned Ratio = Income Before Interest and Tax 
Interest Expense 

Debt Service Coverage Ratio = Cash Flow from Operations Before Interest and Tax 
Interest and principal Payment 

Lenders want to be sure that borrowers can pay the interest and repay the principal on a 
loan. Both of the preceding ratios reflect the degree to which a company can make its 
debt payment out of current cash flow. 

For more on these ratios for PepsiCo, Inc., and how they arc used, sec the fo llowing 
Ratio Decision Model. 

USING THE RATIO DECISION MODEL 

Analyzing the Debt-to-Equity and 
Times Interest Earned Ratios 
Use the fo llowing Ratio Decision Model to eval uate the debt for PepsiCo or any other 
public company. 

1. Formulate the Question 
Long-term debt is an important element of the financing of a company. Most companies 
use a combination of debt and equity (stock) to finance their operations, achieve a profit, 
and provide a return to their investors. Investors and creditors must carefully review the 
financ ial statements to determine whether a company will be able to meet its obligations. 
The use of debt is a good management strategy, but sometimes a company may have 
too much debt. The important question to ask is: 

What is the amount of debt in relation to the total equity of the company? 

A second important question to ask is: 

Will the company be able to meet its obligations related to the debt? That is, when an 
interest payment comes due, will the company have the ability to make the payment? 

2. Gather the Information Needed 
For those questions to be addressed, information from the balance sheet and the income 
statement needs to be collected and analyzed . 

• Total debt and total equity: From tl1c balance sheet 
• Income before interest and tax: From the income statement (Go online to get this 

statement from PepsiCo. ) 
• Interest expense: From tl1e income statement 
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3. Calculate the Ratio 

Debt-to-Equity Ratio = Total Liabilities 
Tota l Stockholders' Equity 

PepsiCo, Inc. and Subsidiaries, Partial Consolidated Balance Sheet 
December 25, 2010 and December 26, 2009 

(In millions except per share amounts) 

LIABILITI ES AND SHAREHOLDERS' EQUITY 

Total Liabi lities 

Total Common Shareholders' Equity 

2010 

Times Interest Earned Ratio= Income Before Interest and Tax 
Interest Expense 

PepsiCo, Inc. and Subsidiaries, Partial Consolidated Statement of Income, 
Fiscal years ended December 25, 2010 and December 26, 2009. 

(In millions except per share amounts) 2010 

2009 

22,406 

16,908 

2009 

Net Revenue 

Cost of sales 

$57,838 $43,232 

Sel ling, general and administrative expenses 

Amortization of intangible assets 

Operating Profit 

Bottling equity income 

Interest expense 

Interest income 

Income Before Income Taxes 

26,575 

22,814 

117 

8,332 

735 

Times Interest Earned Ratio = --- = 1 0.12 
$903 

4. Compare the Ratio with Others 

20,099 

15,026 

63 

8, 044 

365 

(397) 

67 

8,079 

PepsiCo's debt-to-equity ratio and times interest earned ratio should be compared to 
those of prior years and to those of companies in the same industry. 

Debt-to-equity ratio 

Times interest earned ratio 

5. Interpret the Results 

2010 

2. 19 

10.12 

PepsiCo Coca-Cola 

2009 

1.33 

21.35 

2010 

1.34 

45.93 

2009 

0.94 

36.93 

PepsiCo and Coca-Cola are strong companies with a very safe balance of debt to equity. 
PepsiCo's debt-to equity 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 t11 ose obligations. PepsiCo has 10.12 times more 
income than its interest expense for 2010, while Coca-Cola has 45.93 . These ratios indi­
cate t11at t11e creditors for both companies are confident that each company will be able 
to meet its interest obligations on its long-term debt . • 
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Since the ratio concerns 
income before interest and 
income tax, you must add 
the amount of interest, $903, 
to $8,232 to get $9.135. 
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LOS Explain how investors use ratios to evaluate long-term liabilities. 

• Investors use the debt-to-equity ratio and the times interest earned ratio as measures of a company's abilities to meet its 
long-term obligations. 

QUESTIONS Answers to these questions are on the last page of the chapter. 

1 . When an investor views the debt-to-equity ratio of a 2. When an investor views the times interest earned ratio 
company, of a company, 

a. it is a measure of the company's liquidity. 
a high value is generally viewed favorably. 

c a low va lue is generally viewed favorably. 
d. it is measure of the company's ability to generate 

cash . 

~ it is a measure of the company's liquidity. 
\__ b. a high value is generally viewed favorably. 

a low value is generally viewed favorably. 
d. it is measure of the company's ability to generate 

cash . 

How Long-Term Liabilities Affect the 
Statement of Cash Flows 

L09 Explain the effects that 
transactions involving long-term 
liabil ities have on the statement 
of cash flows. 

OVERVIEW: Long-term liabilities are generally presented in the Financing Activ­
ities section of the statement of cash flows. Decreases in a long-term liability require 
payments and thus decrease cash. Increases in a long-term liability represent additional 
funding and therefore increases in cash. One exception is the change in the Deferred 
Tax account, which is reported in the Operating Activities category. 

--------------~~~----
Exhibit 10-8 indicates the impact that long-term liabilities have o n a company's cash 
flow and their placement on the cash flow statement. 

Most long-term liabilities are related to a firm's financ ing activities. Therefore, the 
change in the balance of each long-term liabi lity account should be reflected in the Fi­
nancing Activities category of the statement of cash flows. T he decrease in a long-term 
liabil ity account indicates that cash has been used to pay the liabili ty . Therefore, in the 
statement of cash fl ows, a decrease in a long-term liabi li ty account should appear as a 
subtraction, or reduction . T he increase in a long-term liability account indicates that the 
firm has obtained additional cash via a long-term obligation. Therefore, an increase in a 
long-term liability account should appear on the statement of cash flows as an addition. 

The statement of cash flows of T he Coca-Cola Company is presented in Exhibit 
10-9 . Note that the Financing Activities category contains two items related to long­
term liabilities. In 2010, long-term debt was issued for $ 1,931.8 million and is an addi­
tion to cash. This indicates that Coca-Cola increased its cash position by borrowings. 
Second, the payment of debt is listed as a deduction of $1,147.5 million. This indicates 
that Coca-Cola paid long-term liabili ties, resulting in a reduction of cash . 

EX HIBIT 10-8 Long-Term Liabilities on the Statement of Cash Flows 

Item 

Net Income 

Increase in current liability 

Decrease in current liabil fty 

•. · ··· Statement of Cash Flows 
... Jc'1 ,ol II 

, ' "'L :;,i, · Operating Activities ., _/{,..., ,. " 

"' 

It.~ 11,. 

• ~ l ~ Investing Activities 

Financing Activities 
Increase in long-term payable _ ...;..;.:.:;:;.;;. ____________________ __,~ 

Decrease in long-term payable _.;;....;;;..;.. _______ __;..--::.....;..::.:.._.....;.....;.;.;........;~.::....:.;;...;;.;-__,~ 
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Although most long-term liabilities are reflected in the Financing Activities category 
of the statement of cash flows, there are exceptions. The most notable exception involves 
the Deferred Tax account (discussed in the appendix at the end of this chapter). The 
change in this a account is reflected in the Operating Activities category of the statement 
of cash flows. This presentation is necessary because the Deferred Tax account is related 
to an operating item , income tax expense. For example, in Exhibit 10-9, Coca-Cola 
listed a deduction of $75.7 million in the Operating Activities category of the 2010 
statement of cash flows. This indicates that $75.7 mill ion less was recorded as expense 
than was paid out in cash. Therefore, the amount is a negative amount in, or an addition 
to, the Operating Activities category 

EXHIBIT 10-9 The Coca-Cola Company and Subsidiaries' 2010 Consolidated Statements of Cash Flows 

2010 2009 
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2008 Years Ended December 31, 

(In millions) 
.. 

M ~ •, 
)«~, ~:,].\ 

\. l-. r< ~ 

Operating activities 

Net income 

Adjustments to reconcile to cash provided by operations 

Charges and credits: 

Depreciation and amortization 

Deferred income taxes 

Impairment and other charges (credits), net 

Gain on sale of investment 

Share-based compensation 

Other 

Changes in working capital items: 

Accounts receivable 

·r.:i •, 

Inventories, prepaid expenses and other current assets 

Accounts payable 

Income taxes 

Other accrued liabilities 

Cash provided by operations 

Investing activities 

Property and equipment expenditures 

Purchases of restaurant businesses 

Sales of restaurant businesses and property 

Proceeds on sale of investment 

Other 

Cash used for investing activities 

Financing act ivities 

... 
' ' . 

,, 
·'' $ 4,946.3 $ 4,551.0 $ 4,313.2 

·~ 

~ 
"· 

1,276.2 

(75.7) 

29.1 

83.1 

211 .6 

(50.1) 

(50.8) 

(39.8) 

54.9 

(43.2) 

6,341 .6 

(2,135.5) 

(183.4) 

377.9 

(115.0) 

(2,056.0) 

3.1 

7, 

" \.•,. 

~ l,: 

\ 
J.;. ~··~'ti 

;-c.. . ' '· '-"''" ,.. 

1,216.2 

203.0 

(61.1) 

(94.9) 

112.9 

(347 1) 

(42.0) 

1.0 

(22) 

212.1 

2.1 

5.751.0 

(1,952.1) 

(145 7) 

406.0 

144.9 

(108.4) 

(1,655 .3) 

'· 

.Ji ' 
'· 

,,. 

1,207.8 

101 .5 

6.0 

(160.1) 

112.5 

90.5 

16.1 

(11.0) 

(40 1) 

195.7 

85.1 

5,917.2 

(2,135.7) 

(147.0) 

478.8 

229.4 

(502) 

(1 ,624.7) 

(285.4) 266.7 

1,931.8 1,169.3 3,477.5 

(1 , 147.5) (664.6) (2,698.5) 
! ..... ,, ~· >. 

Net short-term borrowings 

Long-term financing issuances 

Long-term financing repayments 

Treasury stock purchases 

Common stock dividends 

~ (2,698.5) '-> ~ (2,797.4) (3,9193) 
·''~ ·~:~ f , .... 't , (2 408 ) a ' ~~t 

'. "' ••. ,1,;;_,, ,•. }"-;; ' ,,,, ... ~ ' .1 ' .-;'.,~·'" (2,235.5) \ .• (1.823.4) 
Proceeds from stock option exercises 

Excess tax benefit on share-based compensation 

Other 

Cash used for financing activities 

-~'\'. ~ ~ r~·; :. .. 463.1 ~/ '\: :f ' 332.1 :;. • · 548.2 
• \ ;; 1·tr.L?.v t If··~ ,. \i ,....1 ~... .\_\ ~. 
• ~. '-li1i\· ¥"'· ', ','""'1. ~ . 
l-"',i....: .... , ~· .:·~...,; ... ~ ·... 128.1 ;" ... 73.6 .~.\ .. r ~· 124.1 

; •. ";~ :~"-~~ (1.3) --· .. t.~ (131) ~· ~.;: (898) 
~.:'j}i: ... ""',' ·,,r (3,728.7) '..... (4,421.0) (4,1145) 

~~o;'I ~ i'i- , ,. 34.1 ,,,ii~:-.• .\' > 57.9 ,;.;:i' ;.i~~ (95.9) M 
... ~ • ..... 't 'J' ~ ' fi,..• \ I ~... ~ 

"\:. '.:-. .. • ,/·,\, 591 .0 ' !~ ·~. '·<"' (267.4) ' .. ~ :~~;·~ 82.1 ~ 

Effect of exchange rates on cash and equivalents 

Cash and equivalents increase (decrease) 

Cash and equivalents at beginning of year 

Cash and equivalents at end of year 

! ·°i' :·~ .. ~r , I •, •°!{: 1,796.0 ii_. "~) .. , 2,063.4 ,' 'f, ·l'i' ".i-, 1,981.3 ~ 
' g.'( "" ,;;. "~· g 

;~· ,;.~_,f:" .. ~~.L:~~.~ $ 2,381.0 '.:.i:,f·~1 ·, $1 ,796.o !~1!li~~ $2,063.4 8 
....................................................................................... iiili ................................................. @ 
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L09 Expla in the effects that transactions involving long-term liabilities have on the statement of cash flows. 

• Cash flows related to long-term liabilities are generally related to a firm's financing activities. 

QUESTIONS Answers to these questions are on the last page of the chapter. 

1. If a long-term liability account increases. how should it 2. If a long-term liabi lity account decreases, how should it 
be presented? be presented? 

a. as an increase in cash in the Operating Activities a. as an increase in cash in the Operating Activities 
category category 

b. as an increase in cash in the Financing category b. as an increase in cash in the Financing category 
.:§)as a decrease in cash in the Financing category 

d. as an increase in cash in the Investing category 
c. as a decrease in cash in the Financing category 
d. as an increase in cash in the Investing category 

L010 Explain deferred taxes 
and ca lculate the deferred tax 
liability. 

Deferred tax 
The account used to reconcile the 
difference between the amount 
recorded as income tax expense 
and the amount that is payable as 
income tax. 

APPENDIX 

Accounting Tools: 
Other Liabilities 

This appendix wiU discuss another item found in the Long-Term Liabi lities category of 
many companies: deferred taxes. The purpose here is to make you aware of its existence 
when you are reading financial statements. 

Deferred Tax 

OVERVIEW: Deferred tax reconciles the difference between income for reporting 
purposes and income for tax purposes as a result of differing rules for each. Permanent 
differences result when there are differences between the tax code and GAAP that 
require different treatment for various items. Temporary differences affect both report­
ing and taxes, but not at the same time. The Deferred Tax account results from tempo­
rary, not permanent, differences. The deferred tax amount represents the amount of 
temporary differences times the company's tax rate. 

T he financ ial statements of most major firms include an item titled Deferred Income 
Taxes or Deferred Tax. (See PepsiCo's deferred taxes in Exhibit 10-1 and Coca-Cola's 
in the chapter opening. ) In most cases, the account appears in tl1e Long-Term Liabilities 
section of the balance sheet, and tl1e dollar amount might be large enough to catch the 
user's attention. In fact, deferred income taxes represent one of the most misunderstood 
aspects of financia l statements. This section addresses some of the questions concerning 
deferred taxes. 

Deferred tax is an amount that reconciles the differences between the accounting 
done for purposes of financial reporting to stockholders ("book" purposes) and the 
accounting done for tax purposes. It may surprise you tl1at U.S . firms are aUowed to use 
accounting metl1ods for financial reporting that differ from those used for tax calcula­
tions. The reason is tl1at the IRS defines income and expense differently than does the 
FASB. As a result, companies tend to use accounting metl1ods that minimize income for 



Deferred Tax 

tax purposes but maximize income in the annual report to stockholders. This is not true 
in some foreign countries where financial accounting and tax accounting are more 
closely aligned. Firms in those countries do not report deferred tax because the di ffe r­
ence between methods is not significant. 

When differences between financial and tax reporting do occur, the differences can be 
classified into two types: permanent and temporary. Permanent differences occur when 
an item is included in the tax calculation and is never included for book purposes-or vice 
versa, when an item is included for book purposes but not for tax purposes. 

For example, the tax laws allow taxpayers to exclude interest on certain investments, 
usually state and municipal bonds, from their income. These are generally call ed tax­
exempt bonds. When a corporation buys tax-exempt bonds, it does not have to declare 
the interest as income for tax purposes. When the corporation develops its income state­
ment for stockholders (book purposes), however, the interest is included and appears in 
the Interest Income account. Therefore, tax-exempt interest represents a permanent dif­
ference between tax and book calculations. 

Temporary differences occur when an item aftects both book and ta,x calculations 
but not in the same time period . A difference caused by depreciation methods is the most 
common type of temporary difference. In previous chapters, you learned diat depreciation 
may be calculated using a straight-line mcd1od or an accelerated method such as d1c 
double-declining-balance med1od. Most firms do not use d1e same depreciation med1od for 
book and ta,x purposes, however. Generally, straight-line depreciation is used for book pur­
poses and an accelerated med10d is used for tax purposes because accelerated depreciation 
lowers taxable income-at least in early years-and d1erefore reduces d1e tax due. The IRS 
refers to dtis accelerated med1od as d1e Modified Accelerated Cost R ecove1)' System 
(MACRS). It is similar to od1er accelerated depreciation methods in d1at it allows the firm 
to take larger depreciation deductions for tax purposes in d1e early years of d1c asset and 
smaller deductions in d1e later years. Over d1e life of the depreciable asset, the total deprecia­
tion using straight-Line is equal to that using MACRS. T herefore, this difference is an exam­
ple of a temporary difference between book and tax reporting. 

T he Deferred Tax account is used to reconcile the differences between the account­
ing for book purposes and for ta,x purposes. It is important to distinguish between per­
manent and temporary differences because the FASB has ruled that not all differences 
sho uld affect the Deferred Tax account. The Deferred Tax account should reflect tem ­
porary differences but not items that are permanent differences between book accoun t­
ing and tax reporting.2 

Example 10-9 Calculation and Reporting Deferred Tax 

Assume that Startup Firm begins business on January 1, 2012. During 2012, the firm has 
sales of $6,000 and has no expenses other than depreciation and income tax at the rate of 
40%. Startup has depreciation on only one asset. That asset was purchased on January 1, 
2012, for $10,000 and has a four-year life. Startup has decided to use the straight-line depre­
ciation method for financial reporting purposes. Startup's accountants have chosen to use 
MACRS for tax purposes, however, resulting in $4,000 depreciation in 2012 and a decline of 
$1,000 per year thereafter. 

The depreciation amounts for each of the four years for Startup's asset are as follows: 

Year Tax Depreciation Book Depreciation Difference 

2012 $ 4,000 $ 2,500 $ 1,500 
2013 3,000 2,500 500 
2014 2,000 2,500 (500) 
2015 1,000 2,500 (1,500) 

Totals $10,000 $10,000 $ 0 

(Continued) 

2 Deferred Tax ASC Topic 740 (formerly Statement of Financial Accounting Standards No. 109, "Accounting for the 
Income Taxes") . 

Permanent difference 
A difference that affects the tax 
records but not the accounting 
records, or vice versa. 

Temporary difference 
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A difference that affects both book 
and tax records but not in the same 
time period. 

Alternate term: Timing difference. 



516 

ASSETS 

M 

~ 

"' j 

J 
@ 

Chapter 10 Long-Term Liabilities 

Startup's tax calculation for 2012 is based on the accelerated depreciation of $4,000, as follows: 

Sales 
Depreciation expense 
Taxable income 
x Tax rate 
Tax payable to IRS 

$6,000 
4,000 

$2,000 
40% 

$ 800 

For 2012, Startup owes $800 of tax to the IRS. This amount is ordinarily recorded as tax pay­
able until the time it is remitted . 

Startup also wants to develop an income statement to send to the stockholders. What 
amount should be shown as tax expense on the income statement? You may guess that the 
Tax Expense account on the income statement should reflect $800 because that is the 
amount to be paid to the IRS. That guess is not correct in this case, however. Remember that 
the tax payable amount was calculated using the depreciation method that Startup chose for 
tax purposes. The income statement must be calculated using the straight-line method, which 
Startup uses for book purposes . Therefore, Startup's income statement for 2012 appears as 
follows: 

Sales $6,000 
Depreciation expense 2,500 
Income before tax $3,500 
Tax expense (40 %) 1,400 
Net income $2,100 

In Example 10-9, Staruip must make the fo llowing accounting entry to record the 
amount of tax expense and tax payable for 2012. The effect is as fo llows: 

ACTIVITY: Operating 

ACCOUNTS: Tax Expense Increase Tax Payable Increase Deferred Tax Increase 

STATEMENT[SJ: Balance Sheet and Income Statement 

Balance Sheet Income Statement 

STOCKHOLDERS' ....,_._~~~~~~~~~~~~~~ 

LIABILITIES + EQUITY REVENUES EXPENSES 
~~~~~~~~- -~~~~~~~ 

Tax Payable 800 Tax Expense 1,400 
Deferred Tax 600 (1,400) 

NET 
INCOME 

(1,400) 

T he Deferred Tax account is a balance sheet account. A balance in it reflects the fact 
that Startup has received a tax benefit by recording accelerated depreciation, in effect 
delaying the ultimate obligation to the IRS. To be sure, the amount of deferred tax sti ll 
represents a liability of Startup. T he Deferred Tax account balance of $600 represents 
the amount of the 201 2 temporary difference of $1,500 times the tax rate of 40% 
($ 1,500 x 40% = $600). 

What can you learn from Startup Firm in Example 10-9? 

• First, when you see a firm's income statement, the amount listed as tax expense 
does not represent the amount of cash paid to the government for taxes. Accrual 
accounting procedures require that the tax expense amount be calculated using the 
accounting methods chosen for book purposes. 

• Second, when you see a firm's balance sheet, the amount in the Deferred Tax 
account reflects all of the temporary differences between the accounting 



Accounts Highlighted 

methods chosen for tax and book purposes. T he accounting and fi nancial com­
munities are severely divided on whether the Deferred Tax account represents :i 

"true" liabi lity. The FASB has taken the stance that deferred tax is an amount that 
results in a future obligation and meets the defin ition of a liabili ty. 

L010 Explain defe rred taxes and calculate the deferred tax liability. 

• Differences arise between the tax treatment of revenue and expense items for financial accounting (book) and tax 
accounting methods. Deferred taxes are those amounts that reconci le these differences. 

• Permanent differences occur when an item is included for tax purposes but not book, or vice versa. 

• Temporary differences occur when there are differences between the time an item is recognized for tax purposes and 
the time it is recognized for book purposes. 

QUESTIONS Answers to these questions are on the last page of the chapter. 

1. When a company uses the straight-line depreciation 2. Items that are considered permanent differences 

method for financial reporting purposes and an acceler- a. should be reflected as deferred tax assets on the 
ated depreciation method for tax purposes, what is the balance sheet. 

result? b. should be reflected as deferred tax liabilities on the 
a. a deferred tax asset 

j,":-' a deferred tax liability 
c. no deferred taxes 
d. a violation of GAAP 

RATIO REVIEW 

balance sheet. 
c. are items that have been excluded from both tax 

and financial statement calculation. 
should not be reflected in the Deferred Tax account. 

Debt-to-Equity Ratio = Total Liabilities 
Total Stockholder's Equity 

Times Interest Earned Ratio = Income Before Interest and Tax 
Interest Expense 

ACCOUNTS HIGHLIGHTED 
Account Title 

Bonds Payable 
Premium on Bonds Payable 
Discount on Bonds Payable 

Gain on Bond Redemption 
Loss on Bond Redemption 
Leased Asset 

Lease Obligation 
Deferred Income Tax 

Where It Appears 

Balance Sheet 
Balance Sheet 
Balance Sheet 

Income Statement 
Income Statement 
Balance Sheet 

Balance Sheet 
Balance Sheet 

In What Section 

Long-Term Liabilities 
Long-Term Liabilities 
Long-Term Liabilities as 

a contra account 
Other Income/Expense 
Other Income/Expense 
Property, Plant, and 

Equipment 
Long-Term Liabilities 
May be Asset or Liability 

Page Number 

490 
495 

495 
502 
502 

505 
505 
514 

51 7 



518 Chapter 10 Long-Term Liabilities 

KEY TERMS QUIZ 

Read each definition below and write the number of the definition in the blank beside the appro­
priate term. T he quiz solutions appear at the end of the chapter. 

_ _ _ Long-term liabili ty Effective interest method of 
___ Face value amortization 
___ Debenture bonds Carrying value 
___ Serial bonds Gain or loss on redemption 
___ Callable bonds Operating lease 
_ _ _ Face rate of interest Capital lease 
_ _ _ Market rate of interest Deferred tax (Appendix ) 
_ __ Bond issue price Permanent difference (Appendix) 
_ __ Premium Temporary difference (Appendix) 

Discount - - -

1. The p1incipaJ amount of the bond as stated on the bond certificate. 
2 . Bonds that do not all have the same due date. A portion of the bonds comes due each time 

period. 
3. The interest rate stated on the bond certificate. It is also called the nominal or coupon rate. 
4. The total of the present value of the cash flows produced by a bond. It is calculated as the 

present value of the annuity of interest payments plus the present value of the p1incipaJ. 
5. An obligation that wi ll not be satisfied within one year. 
6. The excess of the issue price over the face value of bonds. It occurs when the face rate on 

the bonds exceeds the market rate. 
7. Bonds that are backed by the general creditworthiness of t11e issuer and are not backed by 

specific collateral. 
8. The excess oft11e face value of bonds over the issue price. It occurs when the market rate 

on the bonds exceeds t11e face rate. 
9 . Bonds t11at may be redeemed or retired before t11eir specified due date. 

10. The process of transferring a portion of premium or discount to interest expense. This 
met11od transfers an amount resu lting in a constant effective interest rate. 

11. The face value of a bond plus the amount of unamortized premium or minus the amou nt 
of unamortized discoLU1t. 

12. The interest rate t11at bondholders could obtain by investing in ot11er bonds t11at are similar 
to t11e issuing firm's bonds. 

13. The difference between the carrying value and t11e redemption price at t11e time bonds are 
redeemed. T his amount is presented as an income statement account. 

14. A lease t11at does not meet any of four criteria and is not recorded by t11e lessee. 
15. A lease t11at meets one or more of four criteria and is recorded as an asset by t11e lessee. 
16. A difference between t11e accounting fo r tax purposes and the accounting for fi nancial 

reporting purposes. This type of difference affects both book and tax calculations but not in 
t11e same time period. 

17. The account used to reconcile the difference between t11e amount recorded as income tax 
expense and t11e amount that is payable as income tax. 

18. A difference between t11e accounting for tax purposes and t11e accounting fo r financial 
reporting purposes. This type of difference occurs when an item affects one set of calcula­
tions but not t11e other set. 



Warmup Exercises & Solutions 

ALTERNATE TERMS 

face value par value bond retirement extinguishment of bonds 
carrying value book value 
effective interest method of amortization 

interest method 

market rate of interest effective rate, bond 
yield 

face rate of interest stated rate, nominal 
rate, contract rate, coupon rate 

redemption price reacquisition price 
temporary difference timing difference 

WARMUP EXERCISES & SOLUTIONS 

Warmup Exercise 10-1 
A bond due in ten years with face value of $1,000 and face rate of interest of 8% is issued when 
the market rate of interest is 6%. 

Required 

1. What is the issue price of the bond? 
2. What is the amount of premium or discount on the bond at the time of issuance? 
3. What amount of interest expense will be shown on the income statement for the first year of 

the bond? 
4. What amount of the premium or discount will be amortized during the first year of the 

bond? 

Warm up Exercise 10-2 
You have signed an agreement to lease a car for fo ur years and will make annual payments of 
$4,000 at the end of each year. (Assume that the lease meets the criteria for a capital lease. ) 

Required 

1. Calculate the present value of the lease payments assuming an 8% interest rate . 
2. Identify and analyze the effect of signing the lease. 
3. When the first lease payment is made, what portion of the payment will be considered 

interest? 

Solutions to W armup Exercises 

Warmup Exercise 10-1 
1. The issue price of the bond would be calculated at the present value: 

$80(7.36009) = 
$1,000(0 55839) = 

Issue price 

$ 589 
558 

$1,147 

using Table 9-4, where i = 6% and n = 10 
using Table 9-2, where i = 6% and n = 10 
(rounded) 

2. The amount of the premium is the difference between the issue price and the face value: 

Premium = $1,147 - $1,000 

= $147 

3. The amount of interest expense can be calculated as follows: 

Interest Expense = $1,147 x 0.06 

= $68.82 
(Continued) 
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4 . T he amount that wi ll be amortized can be calculated as fo llows: 

Amortized = Cash Interest - Interest Expense 

= ($1,000 x 0.08) - ($1 ,147 x 0.06) 

= $80.00 - $68.82 

= $1 1.18 

Warmup Exercise 10-2 
1. The present value of the lease payments can be calculated as follows: 

Present Value = $4,000 x (3.31213) using Table 9-4, where i = 8%, n = 4 

= $13, 249 

2 . T he effect of signing the lease agreement is as fo llows: 

ACTIVITY: Investing and Financing 
ACCOUNTS: Leased Asset Increase Lease Obligat ion Increase 

STATEMENT[SJ: Balance Sheet and Income Statement 

Balance Sheet Income Statement 

STOCKHOLDERS'...,~-------------- NET 
ASSETS LIABILITIES + EQUITY REVENUES EXPENSES INCOME 

Leased Lease 
Asset 13,249 Obligation 13,249 

3. The amount of interest can be calculated as fo llows: 

Interest = $13,249 x 0.08 

= $1,059.92 

REVIEW PROBLEM & SOLUTION 

T he fo llowing items pertain to the liabi lities of Brent Foods. You may assume that Brent Foods 
began business on January 1, 2012 ; therefore, the beginning balance of all accounts was zero. 

a. On Janu ary 1, 2012, Brent Foods issued bonds with a face value of$50,000 . The bonds are 
due in five years and have a face interest rate of 10%. T he market rate on January 1 for similar 
bonds was 12%. The bonds pay interest ann ually each December 31. Brent has chosen to use 
the effective interest method of amortization for any premium or cliscow1t on the bonds. 

b. On December 31 , 2012, Brent Foods signed a lease agreement with Cordova Leasing. T he 
agreement requires Brent to make annual lease payments of $3,000 per year for four years, 
with the first payment due on January 1, 2014. The agreement stipulates that ownership of 
the property is transferred to Brent at the end of the fo ur-year lease. Assume that an 8% inter­
est rate is used for the leasing transaction . 

c. On January 1, 2013 , Brent redeems its bonds payable at the specified redemption price of 
101. Because this item occurs in 201 3, it does not affect the balance sheet prepared for year­
end 201 2. 

Required 

1. Determine the effect on the accounting equation of the December 31, 201 2, interest adjust­
ment in (a) and the signing of the lease in (b) . 

2. Develop the Long-Term Liabilities section of Brent Foods' balance sheet as of December 
31, 201 2, based on (a) and (b). You do not need to consider the notes that accompany the 
balance shee t. 

3. Would the company prefer to treat the lease in (b) as an operating lease? Why or why not? 
4. Calculate the gain or loss on the bond redemption for (c). 



Review Problem & Solution 

Solution to Review Problem 

1. a. The issue price of the bonds on January 1 must be calculated at the present value of the 
interest payments and the present value of the principal, as fo llows: 

$5,000 x 3.60478 
$50,000 x 0.56743 

Issue price 

$18,024 
28,372 

$46,400 

T he amount of the discount is calculated as fo llows: 

(rounded) 

$50,000 - $46,400 = $3,600 

T he effect of the interest payment and amorti zation is as follows: 

ACTIVITY: Operating 
ACCOUNTS: Interest Expense Increase Discount on Bonds Payable Decrease Cash Decrease 

STATEMENT[S]: Balance Sheet and Income Statement 

Balance Sheet Income Statement 

STOCKHOLDERS ' 
ASSETS LIABILITIES + EQUITY REVENUES EXPENSES 

Cash (5,000) Discount on Interest 
Bonds Expense 5,568 
Payable * 568 (5,568) 

521 

NET 
INCOME 

(5,568) 

*The Discount on Bonds Payable account has decreased. It is shown as an increase in the equation above because it is a contra account and causes total liabilities to 
increase. 

T he interest expense is calcu lated using the effective interest method by multiplying the 
carrying value of the bonds times the market rate of interest ($46,400 x 12%). 

Brent must show two accounts in the Long-Term Liabilities section of the balance 
sheet: Bonds Payable of $50,000 and Discount on Bonds Payable of $3,032 ($3,600 less 
$568 amortized ). 

b. The lease meets the criteria to be a capital lease. Brent must report the lease as an asset 
and report the obligation for lease payments as a liabili ty. T he transaction should be 
reported at the present value of the lease payments, $9,936 (computed by multiplying 
$3,000 by the aru1uity factor of 3.31213). T he effect of the lease is as follows: 

ACTIVITY: Investing and Financing 
ACCOUNTS: Leased Asset Increase Lease Obligation Increase 

STATEMENT[S]: Balance Sheet 

Balance Sheet Income Statement 

STOCKHOLDERS' __....-~~~~~~~~~~~~~~ NET 

ASSETS LIABILITIES + EQUITY REVENUES - EXPENSES INCOME 

Leased 
Asset 

Lease 
9,936 Obligation 9,936 

Because the lease agreement was signed on December 31, 2012, it is not necessary to 
amortize the Lease Obligation account in 2012. The account should be stated in the 
Long-Term Liabi li ties section of Brent's balance sheet at $9,936. 

(Continued) 
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The Long-Term Liabilities section of Brent's balance sheet for December 31, 2012, on the 
basis of(a) and (b) is as fo llows: 

Long-term liabilities: 
Bonds payable 

Brent Foods 
Partial Balance Sheet 

As of December 31, 2012 

Less: Unamortized discount on bonds payable 
Lease obligation 1r 

$50,000 
3,032 

Total long-term liabilities 

$46,968 
9,936 

$56,904 

3. The company would prefer that the lease be an operating lease because it would not have to 
report the asset or liability on the balance sheet. This off-balance-sheet financing may give a 
more favorable impression of the company. 

4. Brent must calculate the loss on the bond redemption as the difference between the carrying 
value of the bonds ($46,968 ) and the redemption price ( 50,000 x 1.01 ). The amow1t of 
the loss is calculated as follows: 

$50,500 - $46,968 = $3,532 loss on redemption 

QUESTIONS 

1. Which interest rate, the face rate or the you think it would be possible to develop 
market rate, should be used when calculat- a new accounting rule that would treat all 
ing the issue price of a bond? Why? leases in the same manner? Explain. 

2. What is the tax advantage that companies 9. What is the meaning of the term off-
experience when bonds are issued instead balance-sheet financing? Why do some 
of stock? firms want to engage in off-balance-sheet 

3. Does the issuance of bonds at a premium transactions? 
indicate that the face rate is higher or 10. What are the effects on the financial state-
lower than the market rate of interest? ments when a lease is considered an oper-

4. How does the effective interest method of ating lease rather than a capital lease? 
amortization result in a constant rate of 11. Should depreciation be reported on leased 
interest? assets? If so, over what period of time 

5. What is the meaning of the following sen- shou ld depreciation occur? 
tence: Amortization affects the amount of 12. Why do firms have a Deferred Tax 
interest expense. How does amortization account? Where should that account 
of premium affect the amount of interest be shown on the financial statements? 
expen e? How does amortization of dis- (Appendix) 
count affect the arnow1t of interest 13. How can you determine whether an item 
expense? should reflect a permanent or a temporary 

6. Does amortization of a premium increase difference when calculating the deferred 
or decrease the bond carrying val ue? Does tax amoun t? (Appendix ) 
amortization of a discount increase or 14. Does the amount of income tax expense 
decrease the bond carrying value? presented on the income statement repre-

7. Is there always a gain or loss when bonds sent the amount of tax actually paid? Why 
are redeemed? How is the gain or loss or why not? (Appendix) 
calculated? 15. Do you agree with this statement? All 

8. What are the reasons that not all leases are li abilities could be legally enforced in a 
accounted for in the same manner? Do court oflaw. 

·-



Brief Exercises 

BRIEF EXERCISES 

Brief Exercise 10-1 Classification of Long-Term Liabilities 
Which of the fo llowing would normally be included in the Long-Term Liability category of the 
balance sheet? 

Accounts Payable 
Bonds Payable 
Accrued Expenses 
Current Maturities of Long-Term Debt 
Accrued Income Taxes 

Brief Exercise 10-2 Bond Features 
Define the fo llowing terms related to bonds payable . 

Debenture bonds Face value of the bonds 
Secured bonds Face rate of interest 
Convertible bonds Issue price 
Callable bonds 

L01 

L02 

Brief Exercise 10-3 Bond Issue Price L03 
A bond payable is dated January 1, 2012, and is issued on that date. T he face value of the bond 
is $100,000, and the face rate of interest is 8%. The bond pays interest semiannually. The bond 
will mature in five years. 

Required 

1. What will be the issue price of the bond if the market rate of interest is 6% at the time of 
issuance? 

2. What will be the issue price of the bond if the market rate of interest is 8% at the time of 
issuance? 

3. What will be the issue price of the bond if the market rate of interest is 10% at the time of 
issuance? 

Brief Exercise 10-4 Effect of Bond Issuance 
A bond with a face value of$10,000 is issued at a discount of$800 on January 1, 2012 . The face 
rate of interest on the bond is 7%. 

Required 

1. Was the market rate at the time of issuance greater than 7% or less than 7%? 
2. Ifa balance sheet is presented on January 1, 2012, how will the bonds appear on the balance 

sheet? 
3. If a balance sheet is presented on December 31, 2012, will the amount for the bonds be 

higher or lower than on January 1, 2012? 

Brief Exercise 10-5 Amortization of Premium or Discount 
Bonds payable are dated January 1, 2012, and are issued on that date. The face value of the 
bonds is $100,000, and the face rate of interest is 8%. The bonds pay interest semiannually. The 
bonds wi ll mature in five years. The market rate of interest at the time of issuance was 6%. 

Required 

1. Using the effective interest amortization method, what amount should be amortized for the 
first six-month period? What amount of interest expense should be reported for the first six­
month period? 

2. Using the effective interest amortization method , what amount should be amortized for the 
period from Ju ly 1 to December 31, 2012? What amount of interest expense should be 
reported for the period from July l to December 31, 2012? 

EXAMPLE 10-1, 10-2 

L04 
EXAMPLE 10-1 

LOS 
EXAMPLE 1 0-4 

523 



524 Chapter 10 Long-Term Liabilities 

LOG Brief Exercise 10-6 Gain or Loss on Bonds 
EXAM PLE 10-5, l0-6 Refer to Brief Exercise 10-5. Assume that the bonds are redeemed on December 31, 2012, 

at 102. 

L07 
EXAMPLE 1 0-8 

Required 

l. Calculate the gain or loss on bond redemption. 
2. Identify and analyze the effect of the bond redemption. 

Brief Exercise 10-7 Lease Classification 
Dianne Company signed a ten-year lease agreement on January 1, 2012. The lease requires pay­
ments of $5,000 per year every December 31. Dianne estimates that the leased property has a life 
of 12 years. The interest rate that applies to the lease is 8%. 

Required 

1. Should Dianne Company treat the lease as an operating lease or a capital lease? 
2. If a balance sheet is presented on January 1, 2012, what amounts related to the lease will 

appear on the balance sheet? 
3. Assume that the leased asset is depreciated using the straight-line method. Assume that the 

lease is amortized using the effective interest method. What amounts should appear on the 
balance sheet of December 31, 2012? 

.~ 

LOB Brief Exercise 10-8 Debt-to-Equity Ratio 
Will Able Corporation's balance sheet showed the fo llowing amounts: Current Liabilities, 
$10,000; Bonds Payable, $3,000; Lease Obligations, $4,000; and Notes Payable, $600. Total 
stockholders' equi ty was $ 12,000. The debt-to-equity ratio is : 

a. 0 .63. 
b. 0.83. 
c. 1.42 . 
d. 1..47. 

L09 Brief Exercise 10-9 Long-Term Liabilities and Cash Flow 

L010 
EXAMPLE 10-9 

In what catego1y of the statement of cash fl ows should the following items be shown? Should 
they appear as a positive o r negative amount on the statement of cash flows? 

Increases in long-term liabili ties 
Decreases in long-term liabilities 
Interest expense 
Depreciation expense on leased assets 
Increase in deferred tax 

Brief Exercise 10-10 Deferred Tax (Appendix) 
On January 1, 2012, Deng Company purchased an asset for $100,000. For financial accounting 
purposes, the asset will be depreciated on a straight-line basis over five years with no residual 
value at the end of that time. For tax purposes, the asset will be depreciated as follows: 2012, 
$40,000; 2013, $30,000; 2014, $20,000; 2015, $10,000; and 2016, $0. Assume that the com­
pany is subject to a 40% tax rate. 

Required 

1. What is the amount of deferred tax at December 31, 2012? 
2. Does the deferred tax represent an asset or a liability? 
3. What is the amount of deferred tax at December 31, 2016? 



Exercises 

EXERCISES 

Exercise 10-1 Relationships 
The following components are computed annually when a bond is issued for other than its face 
value: 

• Cash interest payment 
• Interest expense 
• Amortization of discount/ premium 
• Carrying value of bond 

Required 

State whether each component will increase (I ), decrease (D), or remain constant (C) as the 
bond approaches maturity given the following situations: 

1. Issued at a discount 
2. Issued at a premium 

Exercise 10-2 Issue Price 
Youngblood Inc. plans to issue $500,000 face value bonds with a stated interest rate of 8%. They 
will man1re in ten years . Interest will be paid semiannually. At the date of issuance, assume that 
the market rate is (a ) 8%, (b) 6%, and (c) 10%. 

Required 

For each market interest rate , answer the following questions: 

1. What is the amount due at maturity? 
2. How much cash interest will be paid every si.x months? 
3. At what price will the bond be issued? 

Exercise 10-3 Issue Price 
The following terms relate to independent bond issues: 

a. 500 bonds; $1,000 face value; 8% stated rate; 5 years; annual interest payments 
b. 500 bonds; $1,000 face value; 8% stated rate; 5 years; semiannual interest payments 
c. 800 bonds; $1 ,000 face value; 8% stated rate; 10 years; semiannual interest payments 
d . 2,000 bonds; $500 face value; 12% stated rate; 15 years; semiannual interest payments 

Required 

Assuming the market rate of interest is 10%, calculate the selling price for each bond issue. 

L02 
EXAMPLE 10-3, 10-4 

L03 
EXAMPLE 10-1, 10-2 

L03 
EXAMPLE 10-1, 10-2 

Exercise 10-4 Impact of Two Bond Alternatives L04 
Yung Chong Company wants to issue 100 bonds, $1,000 face value, in January. The bonds will EXAMPLE 10-1, 10-2 
have a ten-year life and pay interest annually. The market rate of interest on January 1 will be 9%. 
Yung Chong is considering two alternative bond issues: (a) bonds with a face rate of 8% and 
(b) bonds with a face rate of 10%. 

Required 

1. Could the company save money by issuing bonds with an 8% face rate? If it chooses alterna­
tive (a), what would be the interest cost as a percentage? 

2. Could the company benefit by issuing bonds with a 10% face rate? If it chooses alternative 
(b ), ·what would be the interest cost as a percentage? 
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LO& 
EXAMPLE 10-5 

LO& 
EXAMPLE 10-5 

L07 
EXAMPLE 10-8 

L07 
EXAMPLE 1 0-8 
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Exercise 10-5 Redemption of Bonds 
Reynolds Corporation issued $75,000 face value bonds at a discount of $2,500. The bonds con­
tain a call price of 103 . Reynolds decides to redeem the bonds early when the unamortized dis­
count is $1,750. 

Required 

1. Calculate Reynolds Corporation's gain or loss on the early redemption of the bonds. 
2. Describe how the gain or loss would be reported on the income statement and in the notes 

to the financia l statements. 

Exercise 10-6 Redemption of a Bond at Maturity 
On March 31, 2012, Sammonds Inc. issued $250,000 face value bonds at a discount of $7,000. 
The bonds were retired at their maturity date, March 31, 2022. 

Required 

Assuming that the last interest payment and the amortization of the discount have already been 
recorded, calcu late the gain or loss on the redemption of the bonds on March 31, 2022. Indicate 
the effect on the accounting equation of the redemption of the bonds. 

Exercise 10-7 Leased Asset 
Hopper Corporation signed a ten-year capital lease on January 1, 2012. The lease requires annual 
payments of $8,000 every December 31. 

Required 

1. Assuming an interest rate of9%, calculate the present value of the minimum lease payments. 
2. Explain why the value of the leased asset and the accompanying lease obligation are not 

reported on the balance sheet initially at $80,000 . 

Exercise 10-8 Financial Statement Impact of a Lease 
Benjamin's Warehouse signed a six-year capital lease on January 1, 2012, with payments due ev­
e1y December 31. Interest is calculated annually at 10%, and the present value of the minimum 
lease payments is $13,065 . 

Required 

1. Calculate the amOLmt of the annual payment that Benjamin's must make every December 31. 
2. Calculate the amount of the lease obligation that would be presented on the December 31, 

2013, balance sheet (after t\vo lease payments have been made). 

L07 Exercise 10-9 Leased Assets 
EXAMPLE 10-7, 10-8 Koffman and Sons signed a four-year lease for a forklift on January 1, 2012. Annual lease pay­

ments of $1,510, based on an interest rate of 8%, are to be made every December 31, beginning 
with December 31, 2012. 

Required 

1. Assume that the lease is treated as an operating lease . 

a. Will the value of the forklift appear on Koffman's balance sheet? 
b. What account will indicate that lease payments have been made? 

2. Assume that the lease is treated as a capital lease. 

a. Identify and analyze the effect when the lease is signed. Explain why the value of the 
leased asset is not recorded at $6,040 ($ 1,510 x 4 ). 

b. Identify and analyze the effect of the first lease payment on December 31, 2012. 
c. Calculate the amount of depreciation expense for the yea r 2012. 
d . At what amount would the lease obligation be presented on the balance sheet as of 

December 31, 2012? 



Exercises 

Exercise 10-10 Impact of Transactions Involving Bonds on Statement 
of Cash Flows 
In the following list, identify each item as operating (0 ), investing (I), financing (F), or not sepa­
rately reported on the statement of cash flows (N). 

Proceeds from issuance of bonds payable 
Interest expense 
Redemption of bonds payable at maturity 

L09 

Exercise 10-11 Impact of Transactions Involving Capital Leases on L09 
Statement of Cash Flows 
Assume that Garnett Corporation signs a lease agreement with Duncan Company to lease a piece 
of equipment and determines that the lease should be treated as a capital lease. Garnett records a 
leased asset in the amount of $53,400 and a lease obligation in the same amount on its balance 
sheet. 

Required 

1. Indicate how this transaction would be reported on Garnett's statement of cash flows. 
2. In the following list of transactions relating to this lease, identify each item as operating (0 ), 

investing (I ), financing (F), or not separately reported on the statement of cash flows (N). 

Reduction of lease obligation (principal portion of lease payment) 
Interest expense 
Depreciation expense-leased assets 

Exercise 10-12 Impact of Transactions Involving Tax Liabilities on 
Statement of Cash Flows 
In the following list, identify each item as operating (0 ), investing (I ), financing (F), or not sepa­
rately reported on the statement of cash flows (N ). For items identified as operating, indicate 
whether the related amount would be added to or deducted from net income in determining the 
cash flows from operating activities. 

Decrease in taxes payable 
Increase in deferred taxes 

Exercise 10-13 Temporary and Permanent Differences (Appendix) 
Madden Corporation wants to determine the amount of deferred tax that should be reported on 
its 2012 financial statements. It has compiled a list of differences between the accounting con­
ducted for tax purposes and the accounting used for financial reporting (book) purposes . 

Required 

For each of the following items, indicate whether the difference should be classified as a perma­
nent or a temporary difference. 

1. During 2012, Madden received interest on state bonds purchased as an investment. The in­
terest can be treated as tax-exempt interest for tax purposes. 

2. During 2012, Madden paid for a life insurance premium on two key executives . Madden's 
accountant has indicated that the amount of the premium cannot be deducted for income 
tax purposes. 

3. During December 2012, Madden received money for renting a building to a tenant. Mad­
den must report the rent as income on its 2012 tax form. For book purposes, however, the 
rent will be considered income on the 2013 income statement. 

4. Madden owns several pieces of equipment that it depreciates using the straight-Line method 
for book purposes. An accelerated method of depreciation is used for tax purposes, however. 

5. Madden offers a warranty on the product it sells. The corporation records the expense of the 
warranty repair costs in the year the product is sold (the accrual method ) for book purposes. 
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For tax purposes, however, Madden is not allowed to deduct the expense until the period 
the product is repaired. 

6. During 2012, Madden was assessed a large fine by the federal government for polluting the 
environment. Madden's accountant has indicated that the fine cannot be deducted as an 
expense for income tax purposes. 

Exercise 10-14 Deferred Tax (Appendix) 
On January 1, 2012, Kunkel Corporation purchased an asset for $32,000 . Assume that this is the 
only asset owned by the corporation . Kunkel has decided to use the straight-line method to de­
preciate it. For tax purposes, it will be depreciated over three years. It will be depreciated over five 
years, however, for the financial statements provided to stockholders. Assume that Kunkel Cor­
poration is subject to a 40% tax rate . 

Required 

Calculate the balance to be reflected in the Deferred Tax account for Kunkel Corporation for 
each year 2012 th rough 2016. 

MULTI-CONCEPT EXERCISES 

Exercise 10-15 Issuance of a Bond at Face Value 
On January 1, 2012 , Whitefeather Industries issued 300, $1,000 face value bonds. The bonds 
have a five -year life and pay interest at the rate of 10%. Interest is paid semiannually on July 1 and 
January 1. The market rate of interest on January 1 was 10%. 

Required 

1. Calculate the issue price of the bonds and identify and analyze the effect of the issuance of 
the bonds on January 1, 2012. 

2. Explain how the issue price would have been affected if the market rate of interest had been 
higher than 10%. 

3. Identify and analyze the effect of the payment of interest on July 1, 2012. 
4 . Calculate the amount of interest accrued on December 31, 2012 . 

Exercise 10-16 Impact of a Discount 
Bero! Corporation sold 20-year bonds on January 1, 2012. The face value of the bonds was 
$100,000, and they carry a 9% stated rate of interest, which is paid on December 31 of every 
year. Bero! received $91,526 in return for the issuance of the bonds when the market rate was 
10%. Any premium or discount is amortized using the effective interest method. 

Required 

1. Identify and analyze the effect of the sale of the bonds on January 1, 2012, and the proper 
balance sheet presentation on this date. 

2 . Identify and analyze the effect of the payment of interest on December 31 , 2012 , and the 
proper balance sheet presentation on this date. 

3. Explain why it was necessary for Bero! to issue the bonds for only $91 ,526 rather than 
$100,000 . 

L04 • 5 Exercise 10-17 Impact of a Premium 
EXAMPLE 10-2. 10-4 Assume the same set of facts for Bero! Corporation as in Exercise 10-16 except that it received 

$109 ,862 in renirn for the issuance of the bonds when the market rate was 8%. 

Required 
1. Identify and analyze the effect of the sale of the bonds on January 1, 2012, and the proper 

balance sheet presentation on this date . 



Problems 

2. Identify and analyze the effect of the payment of interest on December 31, 2012, and the 
proper balance sheet presentation on this date. 

3. Explain why the company was able to issue the bonds for $109,862 rather than for the face 
amou nt. 

PROBLEMS 

Problem 10-1 Factors That Affect the Bond Issue Price 
Becca Company is considering the issue of$100,000 face value, ten -year term bonds. T he bonds 
wi ll pay 6% interest each December 31. The current market rate is 6%; therefore, the bonds will 
be issued at face value. 

Required 

1. For each of the fo llowing situations, indicate whether you believe the company will receive a 
premium on the bonds or will issue them at a discount or at face value. Without using num­
bers, explain your position. 

a. Interest is paid semiannually instead of annually. 
b. Assume instead that the market rate of interest is 7%; the nominal rate is still 6%. 

2. For each situation in part ( 1 ), prove your statement by determining the issue price of the 
bonds given the changes in (a) and (b). 

Problem 10-2 Amortization of Discount 
Stacy Company issued five -year, 10% bonds with a face value of$10,000 on January 1, 2012. In ­
terest is paid annually on December 31. The market rate of interest on this date is 12%, and Stacy 
Company receives proceeds of $9 ,279 on the bond issuance. 

Required 

1. Prepare a five -year table (similar to Exhibit 10-4 ) to amortize the discount using the effective 
interest method . 

2. What is the total interest expense over the li fe of the bonds? cash interest payment? discount 
amortization ? 

3. Identify and analyze the effect of the payment of interest and the amortization of discount 
on December 31 , 2014 (the third year), and determine the balance sheet presentation of the 
bonds on that date. 

Problem 10-3 Amortization of Premium 
Assume the same set of facts fo r Stacy Company as in Problem 10-2 except that the market rate 
of interest of January 1, 2012, is 8% and the proceeds from the bond issuance equal $ 10,799. 

Required 

1. Prepare a five -year table (similar to Exhibit 10-5) to amortize the premium using the effec­
tive interest method. 

2. What is the total interest expense over the life of the bonds? cash interest payment? premi um 
amortization? 

3. Identify and analyze the effect of the payment of interest and the amortization of premium 
on December 31, 2014 (the third year), and determine the balance sheet presentation of the 
bonds on that date. 

Problem 10-4 Redemption of Bonds 
McGee Company issued $200,000 face value bonds at a premium of $4,500. The bonds contain 
a ca ll provision of 101. McGee decides to redeem the bonds due to a significant decline in inter­
est rates. On that date, McGee had amortized only $1,000 of the premium. 
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Required 

1. Calculate the gain or loss on the early redemption of the bonds. 
2. Calculate the gain or loss on the redemption assuming that the call provision is 103 instead 

of 101. 
3. Indicate where the gain or loss should be presented on the financial statements. 
4 . Why do you suppose the call price is normally higher than 100? 

L07 Problem 10-5 Financial Statement Impact of a Lease 

L010 

On January 1, 2012, Muske Trucking Company leased a semitractor and trailer for five years. An­
nual payments of $28,300 are to be made every December 31 beginning December 31, 2012 . 
Interest expense is based on a rate of 8%. The present value of the minimum lease payments is 
$112,994 and has been determined to be greater than 90% of the fair market value of the asset 
on January 1, 2012. Muske uses straight-line depreciation on all assets. 

Required 

1. Prepare a table similar to Exhibit 10-7 to show the five-year amortization of the lease obligation. 
2. Identify and analyze the effect of the lease transaction on January 1, 2012. 
3. Identify and analyze the effect of al l transactions on December 31, 2013 (the second year of 

the lease ). 
4. Prepare the balance sheet presentation as of December 31, 2013, for the leased asset and the 

lease obligation . 

Problem 10-6 Deferred Tax (Appendix) 
Erinn Corporation has compiled its 2012 financial statements. Included m the Long-Term 
Liabilities category of the balance sheet are the following amounts: 

2012 2011 

Deferred tax $180 $100 

Included in the income statement are the fo llowing amounts related to income taxes: 

Income before tax 
Tax expense 

Net income 

2012 2011 

$500 
200 

$300 

$400 
160 

$240 

In the notes that accompany the 2012 statement are the following amounts: 

2012 

Required 

Current provision for tax 
Deferred portion 

$120 
80 

1. Identify and analyze the effect of the transaction in 2012 for income tax expense, deferred tax, 
and income tax payable. 

2 . AssLUne that a stockholder has inquired a.bout the meaning of the numbers recorded and dis­
closed a.bout deferred tax. Explain why the Deferred Tax liability account exists. Also, what 
do the terms current provision and deferred portion mean ? Why is the deferred amount in the 
note $80 when the deferred a.mount on the 2012 balance sheet is $180? 

L010 Problem 10-7 Deferred Tax Calculations (Appendix) 
Wyhowski Inc. reported income from operations, before taxes, for 2010- 2012 as fo llows: 

2010 
2011 
2012 

$210,000 
240,000 
280,000 



Alternate Problems 

When calculating income, Wyhowski deducted depreciation on plant equipment. T he equipment 
was purchased January l , 2010, at a cost of $88,000 . T he equipment is expected to last three 
years and have an $8,000 salvage value. Wyhowski uses straight-line depreciatio n for book pur­
poses. For tax purposes, depreciation on the equ ipment is $50,000 in 2010, $20,000 in 201 1, 
and $10,000 in 201 2. Wyhowski's tax rate is 35%. 

Required 

1. How much did Wyhowski pay in income tax each year? 
2. How much income tax expense did Wyhowski record each year? 
3. What is the balance in the Deferred Income Tax account at the end of 2010, 2011 , and 201 2? 

MULTI-CONCEPT PROBLEMS 

Problem 10-8 Bond Transactions 
Brand Company issued $ 1,000,000 face value, eight-year, 12% bonds on April 1, 2012, when 
the market rate of interest was 12%. Interest payments are due every October 1 and April 1. 
Brand uses a calendar year-end. 

Required 

1. Identi fy and analyze the effect of the issuance of the bonds on April 1, 201 2. 
2. Identi fy and analyze the effect of the interest payment on October 1, 201 2. 
3. Explai n why add itional in terest must be recorded on December 31, 201 2. What impact docs 

this have o n the amounts paid on Apri l 1, 20 13? 
4 . Determine the total cash inflows and outflows that occurred on the bonds over the eight­

ycar life. 

Problem 10-9 Partial Classified Balance Sheet for Walgreens 
T he fo llowing items, listed alphabetically, appear on Walgreens's consolidated balance sheet at 
August 31, 2010 (in millions): 

Required 

Accrued expenses and other liabilities 
Deferred income taxes (long-term) 
Long-term debt 
Other noncurrent liabilit ies 
Short-term borrowings 
Trade accounts payable 
Income taxes 

$2,763 
318 

2,389 
1,735 

12 
4,585 

73 

1. Prepare the Current Liabilities and Long-Term Liabilities sections of Walgreens's classified 
balance sheet at August 31, 2010. 

2 . Walgreens had total liabilities of $ 10,766 and total shareholders' equity of $ 14,376 at Au­
gust 31, 2009. Total shareho lders' equi ty at August 31, 201 0, amounted to $14,400 . (All 
amoun ts arc in millions.) Compute Walgreens's debt-to-equity ratio at August 31, 20 10 and 
2009. As an investor, how would you react to the changes in this ratio? 

3 . What other related ratios \vould the con1pany's lenders use to assess the con1pany? What do 
these ratios measure? 

ALTERNATE PROBLEMS 

Problem 10-1A Factors that Affect the Bond Issue Price 
Rivera Inc. is considering the issuance of $500,000 face value, ten-year term bonds. T he bonds 
will pay 10% interest each December 31. T he current market rate is 10%; therefore, the bonds 
wi ll be issued at face value. 

(Continued) 

531 

l •5 

L01•8 • 10 

l 



532 Chapter 10 Long-Term Liabilities 

Required 

1. For each of the fo llowing situations, indicate whether you believe the company wi ll receive a 
premium on the bonds or will issue them at a discount or at face value. Without using num­
bers, explain your position. 

a. Interest is paid semiannually instead of annually. 
b. Assume interest is paid annually but that the market rate of interest is 8%; the nominal 

rate is still 10%. 

2. For each situation in part ( 1 ), prove your statement by determining the issue price of the 
bonds given the changes in (a) and (b) . 

LOS Problem 10-2A Amortization of Discount 
Ortega Company issued five -year, 5% bonds with a face value of $50,000 on January 1, 2012. In ­
terest is paid annually on December 31 . The market rate of interest on this date is 8%, and Ortega 
Company receives proceeds of $44,011 on the bond issuance. 

Required 

1. Prepare a five -year table (similar to Exhibit 10-4) to amortize the discount using the effective 
interest method. 

2. What is the total interest expense over the life of the bonds? cash interest payment? discount 
amortization? 

3. Identify and analyze the effect of the payment of interest on December 31, 2014 (the third 
year), and the balance sheet presentation of the bonds on that date. 

LOS Problem 10-3A Amortization of Premium 
Assume the same set of facts for Ortega Company as in Problem 10-2A except that the market 
rate of interest of January 1, 2012, is 4% and the proceeds from the bond issuance equal 
$52,227. 

Required 

1. Prepare a five -year table (similar to Exhibit 10-5) to amortize the premium using the effec­
tive interest method. 

2. What is the total interest expense over the life of the bonds? cash interest payment? premium 
amortization? 

3. Identify and analyze the effect of the payment of interest on December 31, 2014 (the third 
year), and the balance sheet presentation of the bonds on that date. 

LOS Problem 10-4A Redemption of Bonds 
Elliot Company issued $100,000 face value bonds at a premium of $5,500. The bonds contain a 
call provision of 101. Elliot decides to redeem the bonds due to a significant decline in interest 
rates. On that date, Elliot had amortized only $2,000 of the premium. 

Required 

1. Calculate the gain or loss on the early redemption of the bonds. 
2. Calculate the gain or loss on the redemption assuming that the call provision is 104 instead 

oflOl. 
3. Indicate how the gain or loss would be reported on the income statement and in the notes 

to the financia l statements. 
4. Why do you suppose the call price is normally higher than 100? 

L07 Problem 10-5A Financial Statement Impact of a Lease 
On January 1, 2012, Kiger Manufacturing Company leased a facto1y machine fo r six years . An­
nual payments of $21,980 are to be made every December 31 beginning December 31, 20 12 . 
Interest expense is based on a rate of 9%. The present value of the minimum lease payments is 
$98,600 and has been determined to be greater than 90% of the fair market value of the machine 
on January 1, 2012. Kiger uses straight- line depreciation on all assets. 



Alternate Multi-Concept Problems 

Required 

1. Prepare a table similar to Exhibit 10-7 to show the si,x-year amortization of the lease obligation. 
2 . Identify and analyze the effect of the lease transaction on January 1, 2012 . 
3. Identify and analyze the effect of all transactions on December 31, 2013 (the second year of 

the lease). 
4. Prepare the balance sheet presentation as of December 31, 2013, for the leased asset and the 

lease obligation. 

Problem 10-6A Deferred Tax (Appendix) 
Thad Corporation has compiled its 2012 financia l statements. Included in the Long-Term Liabil ­
ities category of the balance sheet are the following amounts: 

2012 2011 

Deferred tax $180 $200 

Included in the income statement are the following amounts related to income taxes: 

Required 

Income before tax 
Tax expense 

Net income 

2012 2011 

$500 
100 

$400 

$400 
150 

$250 

1. Determine the effect on the accounting equation in 2012 for income tax expense, deferred 
tax, and income tax payable. 

2. Assume that a stockholder has inquired about the meaning of the numbers recorded and dis­
closed about deferred tax. Explain why the Deferred Tax liability account exists. 

Problem 10-7A Deferred Tax Calculations (Appendix) 
Clemente Inc. has reported income for book purposes as fo llows for the past three years: 

(In thousands) Year 1 Year2 Year3 

Income before taxes $120 $120 $120 

Clemente has identified two items that are treated differently in tl1e fmancial records and in the 
tax records . The first one is interest income on municipal bonds, which is recognized on the fi ­
nancial reports to the extent of $5,000 each year but does not show up as a revenue item on tl1e 
company's tax return. The other item, equipment, is depreciated using tl1e straight-line method 
at tl1e rate of $20,000 each year for financial accow1ting but is depreciated for tax purposes at the 
rate of$30,000 in Year 1, $20,000 in Year 2, and $10,000 in Year 3. 

Required 

1. Determine tl1e amount of cash that Clemente paid for income taxes each year. Assume that a 
40% tax rate applies to all three years. 

2. Calculate tl1e balance in the Deferred Tax account at tl1e end of Years 1, 2, and 3. How does 
tl1is account appear on the balance sheet? 

ALTERNATE MULTI-CONCEPT PROBLEMS 

Problem 10-SA Financial Statement Impact of a Bond 
Worthington Company issued $I,OOO,OOO face value, six-year, 10% bonds on July 1, 2012, when 
the market rate of interest was 12%. Interest payments are due every July 1 and January 1. Wor­
tlungton uses a calendar year-end . 

Required 

1. Identify and analyze tl1e effect oftl1e issuance oftl1e bonds on July 1, 2012. 
2 . Identify and analyze the effect of the entry on December 31, 2012, to accrue interest expense. 
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3. Identi fy and analyze the effect of the interest payment on January 1, 2013. 
4. Calculate the amount of cash that will be paid for the retirement of the bonds on the matu ­

ri ty date. 

L01 • 8 • 1 O Problem 10-9A Partial Classified Balance Sheet for Boeing 
The fo llowing items appear on the consolidated balance sheet of Boeing Inc. at December 31 , 
2010 (in millions). T he information in parentheses was added to aid in your understanding. 

Accounts payable 
Accrued retiree healthcare 
Accrued pension plan liability, net 
Other accrued liabilities 
Advances and billings in excess of related costs (current) 
Deferred income taxes and income taxes payable (assume current) 
Short-term debt and current portion of long-term debt 
Non-current income taxes payable 
Other long-term liabilities 
Long-term debt 

Required 

$ 7,715 
8,025 
9,800 

13,802 
12,323 

607 
948 
418 
592 

11,473 

1. Prepare the Current Liabilities and Long-Term Liabilities sections of Boeing's classified bal­
ance sheet at December 31, 2010. 

2. Boeing had total liabi lities of $59,828 and total shareholders' equi ty of $2,128 at December 
31 , 2009. Total shareholders' equity amoumed to $2,766 at December 31 , 2010 . (All 
amounts are in millions. ) Compute Boeing's debt-to-equity ratio at December 31, 2010 and 
2009. As an investor, how would you react to the changes in this ratio? 

3. What other related ratios would the company's lenders use to assess the company? What do 
these ratios measure? 

DECISION CASES 

Reading and Interpreting Financial Statements 

L01 • 8 Decision Case 10-1 Evaluating the Liabilities of General Mills 
Refer to the General Mills's financial statements at the end of the text and answer the following 
questions: 
1. What are the items listed as long-term liabilities by General Mills? How did those liabilities 

change from 2009 to 2010? 
2. Calculate the debt-to-equity ratio and the times interest earned ratio of the company for 

2009 and 2010. What do those ratios reveal about the company and its ability to meet its 
obligations on its long-term liabilities? 

L09 • 10 Decision Case 10-2 Comparing Two Companies: General Mills and 
Kellogg's 
Refer to General Mills's balance sheet and statement of cash flows at May 30, 2010, and 
Kellogg's balance sheet and statement of cash flows at December 31, 2010. Answer the follow­
ing questions: 
1. Calculate the debt-to-equity ratio for the two companies. How do the ratios compare? What 

does that tell you about the two companies? 
2. Did the long-term liabilities of each company increase or decrease during the year? What were 

the most important changes? What impact do the changes have on the companies' cash flows? 
3. What were the most important sources and uses of cash disclosed in the financing activities 

portion of the statement of cash flows for each company? Kellogg's had both a positive and 
negative amount in the Financing Activities section related to notes payable during the year. 
Why does the Long-Term Liabili ty portion of the balance sheet indicate both a decrease and 
an increase? 



Decision Cases 

Decision Case 10-3 Reading PepsiCo's Statement of Cash Flows 
A portion of the Financing Activities section of PepsiCo's statement of cash flows for the year 
ended December 25, 2010, follows (in millions): 

Required 

Financing Activities 
Proceeds from issuances of long-term debt 
Payments of long-term debt 
Debt repurchase 
Short-term borrowings, by original maturity 

More than three months-proceeds 
More than three months-payments 
Three months or less, net 
Cash dividends paid 
Share repurchases-common 
Share repurchases-preferred 

$ 6,451 
(59) 

(500) 

227 
(96) 

2,351 
(2,978) 
(4,978) 

(5) 

1. Explain why proceeds from debt is shown as a positive amount and payment of debt is shown 
as a negative amount. 

2. During 2010, interest rates remained at low levels. Explain why the company might have 
paid off debt during such conditions. 

3. What are possible reasons why the company repurchased some of its stock? 

Making Financial Decisions 

Decision Case 10-4 Making a Loan Decision 
Assume that you are a loan officer in charge of reviewing loan applications from potential new cli ­
ents at a major bank. You are considering an application from Molitor Corporation, which is a 
fairly new company with a limited credit history. It has provided a balance sheet for its most 
recent fiscal year as follows: 

Cash 
Receivables 
Inventory 
Equipment 

Total assets 

Assets 

Molitor Corporation 
Balance Sheet 

December 31, 2012 

$ 10,000 
50,000 

100,000 

Accounts payable 
Notes payable 

Liabilities 

500,000 Stockholders' Equity 
Common stock 
Retained earnings 

$660,000 Total liabilities and stockholders ' equity 

$100,000 
200,000 

80,000 
280,000 

$660,000 

Your bank has established certain guidelines that must be met before it will make a favorable loan 
recommendation . These include minimum levels for several financial ratios. You are particularly 
concerned about the bank's policy that loan applicants must have a total -assets-to-debt ratio of at 
least 2 to 1 to be acceptable. Your initial analysis of Molitor's balance sheet indicates that the firm 
has met the minimum total-assets-to-debt ratio requirement. On reading the notes that accom­
pany the financial statements, however, you discover the following statement: 

Molitor has engaged in a variety of innovative financial techniques resulting in the acqui ­
sition of $200,000 of assets at very favorable rates. The company is obligated to make a 
series of payments over the next five years to fulfill its commitments in conjunction with 
these financial instruments. Current GAAP do not require the assets acquired or the 
related obligations to be reflected on the financial statements. 
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Required 

1. How should this note affect your evaluation of Molitor's loan application? Calculate a revised 
total-assets- to-debt ratio for Moli tor. 

2. Do you believe that the bank's policy concerning a minimum total-assets-to-debt ratio can 
be modified to consider financi ng techniques that are not reflected on the financial state­
ments? Write a statement that expresses your position on this issue. 

LO& Decision Case 10-5 Bond Redemption Decision 
Armstrong Aero Ace, a flight training school, issued $100,000 of 20-year bonds at face value 
when the market rate was 10%. The bonds have been outstanding for ten years. The company 
pays annual interest on January 1. The current rate for similar bonds is 4%. On January 1, the 
controller would li ke to retire the bonds at 102 and then issue $100,000 of ten-year bonds to 
pay 4% ann ual interest. 

Required 

Draft a memo to the controller advising him to retire the outstanding bonds and issue new debt . 
Ignore taxes. 

Ethical Decision Making 

L07 Decision Case 10-6 Determination of Asset Life 
Jen Latke is an accountant for Hale's Manufacturing Company. Hale's has entered into an agree­
ment to lease a piece of equipment from EZ Leasing. Jen must decide how to report the lease 
agreement on Hale's financia l statements . 

Jen has reviewed the lease contract carefully. She also has reviewed the four lease criteria 
specified in the accounting rules . She has been able to determine tliat the lease does not meet 
t11ree of the criteria . However, she is concerned about t11e criterion t11at indicates t11at if t11e term 
of the lease is 75% or more of the life of the property, the lease should be classified as a capital 
lease. Jen is full y aware t11at H ale's does not want to record the lease agreement as a capital lease, 
but prefers to show it as a type of off-balance-sheet financing. 

Jen's reading of the lease contract indicates that t11e asset has been leased for seven years. She is 
w1sme of t11e life of such assets, however, and has consulted two somces to detennine it. One of t11em 
states that equipment similar to that owned by Hale's is depreciated over nine years. The otlier, a trade 
publication of t11e equipment industry, indicates that equipment of tliis type will usually last for 12 years. 

Required 

1. How should Jen report the lease agreement in the financial statements? 
2. If Jen decides to present me lease as an off-balance-sheet arrangement, has she acted et11i­

cally? Explain. 

SOLUTIONS TO I<EY TERMS QUIZ 

5 Long-term liability 10 Effective interest method of 
1 Face value amortization 
7 Debenture bonds 11 Carrying value 
2 Serial bonds 13 Gain or loss on redemption 
9 Callable bonds 14 Operating lease 
3 Face rate of interest 15 Capital lease 

12 Market rate of interest 17 Deferred tax (Appendix ) 
4 Bond issue price 18 Permanent difference (Appendix) 
6 Premium 16 Temporary difference (Appendix) 
8 Discount 
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ANSWERS TO POD REVIEW 

L01 1. b 2.d LO& 1. d 2.a 
L02 1. c 2. b L07 1. b 2.a 
L03 1. a 2. a 3. b LOS 1. c 2. b 
L04 1. b 2. b L09 1. b 2. c 
LOS 1. b 2. a L010 1. b 2.d 



Stockholders' Equity 

AFTER STUDYING THIS CHAPTER, YOU SHOULD BE ABLE TO: 

L01 Understand the concept of stockholders' 
equity and identify the components of the 
Stockholders' Equity category of the 
balance sheet and the accounts found in 
each component. 

L02 Show that you understand the 
characteristics of common and preferred 
stock and the differences between the 
classes of stock. 

L03 Determine the financial statement impact 
when stock is issued for cash or for other 
consideration . 

L04 Describe the financial statement impact of 
stock treated as treasury stock. 

LOS Compute the amount of cash dividends 
when a firm has issued both preferred and 
common stock. 

A Look at Previous Chapters The previous chapter 
indicated how companies use long-term debt as a means 
of financing the company. 

A Look at This Chapter This chapter concentrates on 
the issues concerned with the Stockholders' Equity 
section of the balance sheet. The use of equity is an 

LOG Show that you understand the difference 
between cash and stock dividends and the 
effect of stock dividends. 

L07 Determine the difference between stock 
dividends and stock splits. 

LOS Show that you understand the statement 
of stockholders' equity and 
comprehensive income. 

L09 Understand how investors use ratios to 
evaluate stockholders' equity . 

L010 Explain the effects that transactions 
involving stockholders' equity have on the 
statement of cash flows . 

L011 Describe the important differences 
between the sole proprietorship and 
partnership forms of organization versus 
the corporate form (Appendix). 

important source of financing for all corporations. The 
chapter also considers the various types of dividends paid 
to stockholders. 

A Look at the Upcoming Chapter Chapter 12 
includes an expanded discussion of the preparation and 
use of the statement of cash flows. 



~ The airline industry is very volatile and has certainly experi­
~ 
~ enced difficulties over the past few years. With reduced rev-
·~ 
.3 enues, weak demand, high fixed costs, high fuel costs, and 
j 

increasing expenses for security and insurance, the results 

for many of the airline companies have been grim. United 

Airlines and several other airlines declared bankruptcy in 

order to restructure, but throughout all of the bad times, 

Southwest Airlines has performed fairly well and has 

become the model for the future of the industry. The other 

airlines know that they must cut costs and become more ef­

ficient in order to compete with Southwest. 

How does Southwest do it? Southwest Airlines Company 

provides short-haul, high-frequency, point-to-point, low-fare 

air transportation services. Southwest's 537 aircraft provide 

service between more than 72 cities in 32 states. In addition, 

Southwest serves many conveniently located satellite and 

downtown airports, such as Dallas Love Field, Houston 

Hobby, and Chicago Midway. The company's operating 

strategy also permits Southwest to achieve high-asset utili­

zation. Aircraft are scheduled to minimize the amount of 

time they sit at the gate, pegged at approximately 25 

minutes, consequently reducing the number of aircraft and 

gate facilities that would otherwise be required. 

Southwest Airlines has consistently been an innovator in 

the industry. In January 1995, Southwest introduced a ticket­

less travel option, eliminating the need to print and then 

process a paper ticket. Recently, Southwest has resisted the 

move by other airlines to charge flyers for checking a bag, 

thereby maintaining its identity for quality, customer-friendly 

service at a low cost. 

All of the company's efforts are consistent with its financial 

strategy to build shareholder value, which contributes to the 

Stockholders' Equity portion of the balance sheet shown here. 

The company experienced a loss during the economic 

downturn of 2008 but until then had been consistently profit­

able for many years. As a result, the stockholders have bene­

fited, and shareholder value will likely continue to grow. 

Why is this chapter important to you? 

• You need to know what components are presented in 

the Stockholders' Equity section of the balance sheet. 

(See pp. 540-544.) 

• You need to know the types of stock that companies can 

issue and the advantages of each class of stock. (See 

pp. 545-546.) 

• You need to know the importance and the meaning of 

treasury stock. (See pp. 548-550.) 

• You need to know the types of dividends that a com-

pany might pay. (See pp. 561- 566.) 

• You need to know what comprehensive income is and 

how it differs from the net income amount a company 

may present. (See pp. 568-569.) 

This chapter, and the accompanying financial statements of 

Southwest Airlines and other companies, will help you to 

understand the Stockholders' Equity section of the balance 

sheet. 
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Stockholders' equity: 

Chapter 11 Stockholders' Equity 

Southwest Airlines Co. 
Partial Consolidated Balance Sheet 

(In millions, except share data) 

December 31, 

2010 2009 

Common stock, $1.00 par value: 2.000,000,000 shares 
authorized; 807,611,634 shares issued in 201 O and 2009 $ 808 $ 808 
Capital in excess of par value 1,183 1,216 
Retained earnings 5,399 4,971 

Accumulated other comprehensive loss (262) (578) 

Treasury stock, at cost 60, 177,362 and 64,820,703 
shares in 2010 and 2009, respectively 

Total stockholders ' equity 

L01 Understand the concept of 
stockholders ' equity and identify 
the components of the Stock­
holders' Equity category of the 
ba lance sheet and the accounts 
found in each component. 

(891) (963) 

$6,237 $5,454 

An Overview of Stockholders' Equity 

OVERVIEW: Stockholders are the owners of a corporation and have a residual in­
terest in assets after liabilities are satisfied. Stockholders' equity has two major compo­
nents: contributed capital and retained earnings. Contributed capital represents the 
amount the corporation received from the sale of stock to the stockholders. The stock 
may be either common stock or preferred stock. For each class of stock, the company 
must indicate the number of shares authorized, issued, and outstanding. The amount 
received at issuance that exceeds the par value of the stock is presented as Additional 
Paid-In Capital. Retained earnings is the amount of net income over the life of the com­
pany not paid out as dividends. It represents an important link between the income 
statement and the balance sheet. 

Equity as a Source of Financing 
Whenever a company needs to raise money, it must choose from the alternative financing 
sources available. Financing can be divided into two general categorie : debt (borrmving 
from banks or other creditors) and equity (issuing stock). The company's management 
must consider the advantages and disadvantages of each alternative. Exhibit 11-1 indicates 
a few of the factors that must be considered. 

I suing stock is a popular method of financing because of its flexibili ty. It provides 
advantages for the issuing company and the investors (stockholders). Investors are pri­
marily concerned with the return on their investment. With stock, the return might be 
in the form of dividends paid to the investors but might also be the price appreciation of 
the stock. Stock is popular because it generally provides a higher rate of return (but also 
a higher degree of risk) than can be obtained by creditors who receive interest from 
lending money. Stock is popular with issuing companies because dividends on stock can 
be adjusted according to the company's profitability: higher dividends can be paid when 
the firm i profitable; lower dividends, when it is not. Interest on debt financing, on the 
other hand, is generally fixed and is a legal liability that cannot be adjusted when a com­
pany experiences lower profitability. 

There are several disadvantages in issuing stock. Stock usually has voting rights, and 
issuing stock allows new investors to vote. Existing investors may not want to share the 
control of the company with new stockholders. From the issuing company's viewpoint, 
there is also a serious tax disadvantage to stock versus debt. As indicated in Chapter 10, 
interest on debt is tax-deductible and resiilts in lower taxes. Dividends on stock, on the 
other hand, are not tax-deductible and do not result in tax savings to the issuing 



An Overview of Stockholders ' Equity 

EXHIBIT 11-1 Advantages and Disadvantages of Stock versus Debt Financing 

,Advantages of Financing witti StoclC 

1. lexibilit 

3. Return on investment------

2. Taxconsequences--------1~ 

3. Impact on ratios--------

Dividends on stock can be increased in profitable years and reduced 
when the company is less profitable. Debt interest is fixed . 
(an advantage for issuing company 

Large companies have ready markets for stock through the stock 
exchanges. (an aavantage for issuin com an ana investors) 
Sometimes debt is not as widely traded . 

Stock generally provides a higher return in dividends and in growth 
than interest on debt. (an aavantage for investors) 

Issuing stock involves giving voting rights to new investors, resu lting 
in less control of the company for existing stockholders. 
(a aisaavantage for issuing com an ) 

Issuing stock decreases several important financial ratios, including 
earnings per share. (a a1saavantage for issuing compan ) 
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company. Finally, issuing stock has an impact on the company's financial statements. 
Issuing stock decreases several important financial ratio , such as earnings per share. Issu-
ing debt does not have a similar effect on the earnings per share ra"tio. • 

Management must consider many other factors in deciding between debt and equity 
financing. The company's goal should be financing the company in a manner that results 
in the lowest overall cost of capital to the firm. Usually, companies attain that goal by 
having a reasonable balance of both debt and equity financing. 

Stockholders' Equity on the Balance Sheet 
The basic accounting equation is often stated as follows: 

Assets = Liabilities + Owners' Equity 

Owners' equity is viewed as a residual amount. That is, the owners of a corporation 
have a claim to all assets after the claims represented by liabilities to creditors have been 
satisfied. 

This text concentrates on the corporate form of organization and refers to the own­
ers' equity as stockholders) equity. To review, the basic accounting equation for a corpora­
tion is as follows: 

Assets = Liabilities + Stockholders' Equity 

T he stockholders are the owners of a corporation . They have a residual interest in its 
assets after the claims of all creditors have been satisfied . 
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The Stockholders' Equity category of all corporations has two major components or 
subcategories: 

Total Stockholders' Equity = Contributed Capital 

+ 
Retained Earnings 

Contributed capital represents the amount the corporation has received from the 
sale of stock to stockholders. Retained earnings is the amount of net income the corpo­
ration has earned but not paid as dividends. Instead, the corporation retains and reinvests 

~ the income. 
i Although all corporations maintain the two primary catego1ies of contributed capital 
~ and retained earnings, within these categories, they use a variety of accounts that have 
j several different titles. The next section examines two important items: income and divi ­
z 
<ii> dends and their impact on the Retai ned Earnings account . 

How Income and Dividends Affect Retained Earnings 
The Retained Earnings account serves as a link between the income statement and the 
balance sheet. The term articulated statements refers to the fact that the in formation on 
tl1e income statement is related to the information on the balance sheet. The bridge (or 
link) between the two statements is the Retained Earnings account . Exhibit 11 -2 
presents mis relationship graphically. As the exhibit indicates, the income statement is 
used to calculate a company's net income for a given period of time. T he amount of the 
net income is transferred to the statement of retained earnings and is added to t11e begin ­
ning balance of retained earnings (with dividends deducted ) to calculate tl1e ending bal­
ance of retained earnings. The ending balance of retained earnings is portrayed on the 
balance sheet in the Stockholders' Equity category. That is why you must prepare the 
income statement before the balance sheet as you discovered when developing financial 
statements in previous chapters of the text. 

Identifying Components of the Stockholders' Equity 
Section of the Balance Sheet 
T he Liabilities and Stockholders' Equity portion of tl1e balance sheet of Southwest 
Airlines was presented in the chapter opener. We will foc us on the Stockholders' (Share­
holders') Equity category of the bala1~ce sheet. All corporations begin the Stockholders' 

EXHIBIT 11-2 Retained Earnings Connects the Income Statement and the Balance Sheet 

Income Statement 

Revenues 

Expenses 

Statement of 
Retained Earnings 

Retained Earnings 
Beginning Balance 

~~~~~~===::f-1f + Net Income 

Balance Sheet 

Assets 

Tota l Assets 
Liabilities 

Stockholders' Equity 

Retained Earnings 

Total Liabi lities and 
Stockholders ' Equity 

@------------------------------------------------------------------------------------------------
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Equity category with a list of the firm's contributed capital. In some cases, there are two 
categories of stock: common stock and preferred stock. (The latter is discussed later in this 
chapter.) Common stock normally cani es voting rights. T he common stockholders elect 
the corporation's officers and establish its bylaws and governing rules. Corporations ofi:en 
have more than one type of common stock, each with different rights or terms. 

Number of Shares It is important to determine the number of shares of stock for 
each stock account. Corporate balance sheets report the number of shares in three cate­
gories: authorized, issued, and outstanding shares. 

To become incorporated, a business must develop articles of incorporation and 
apply to the proper state authorities for a corporate charter. The corporation must spec­
ify the maximum number of shares that it will be allowed to issue. This maximum num­
ber of shares is called the authorized 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 shares of common stock authorized, but only 807,611,634 shares had 
been issued as of December 31, 2010. 

The number of shares issued 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 outstanding 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 ofi:en, corporations repurchase tl1eir own stock as treasury stock (explained in 
more detail later in this chapter). Treasury stock reduces tl1e number of shares outstand ­
ing. The number of Soutl1west Airlines' shares of common stock outstanding at Decem­
ber 31, 2010, could be calculated as follows: 

Number of shares issued 

Less : Treasury stock 

Number of shares outstanding 

807,611,634 

60,177,362 

747,434,272 

Par Value: The Firm's "Legal Capital" The Stockholders' Equity category 
of many balance sheets refers to an amount as the par value of the stock. For example, 
Southwest Airlines' common stock has a par value of $1 per share. Par value is an arbi ­
trary amount stated on tl1e face of the stock certificate and represents tl1e legal capital of 
the corporation. Most corporations set the par value of the stock at very low amounts 
because tl1ere are legal difficulties if stock is sold at less than par. Therefore, par value 
does not indicate tl1e stock's value or the amount that is obtained when tl1e stock is sold 
on the stock exchange; it is simply an arbitrary amount tl1at exists to fulfill legal require­
ments. A company's legal requirement depends on its state of incorporation. Some states 
do not require corporations to indicate a par value; other states require corporations to 
designate tl1e stated value of tlie stock. A stated value is accounted for in the same man ­
ner as a par value and appears in tl1e Stockholders' Equity category in tl1e same manner 
as a par value. 

The amount of the par value is tlie amount tl1at 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, tl1e dollar amount appear­
ing in the Common Stock account can be calculated as follows: 

$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 

Additional Paid-In Capital The dollar amounts of tl1e stock accounts in the 
Stockholders' Equity catego1y do not indicate the amount tl1at was received 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 tlian tl1e 
par value, the excess is reported as additional paid-in capital . Several different titles 
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Authorized shares 
The maximum number of shares a 
corporation may issue as indicated 
in the corporate charter. 

Issued shares 
The number of shares sold or 
distributed to stockholders. 

Outstanding shares 
The number of shares issued less 
the number of shares held as 
treasury stock. 

STUDY TIP 

Treasury stock is included in 
the number of shares issued. It 
is not part of the number of 
shares outstanding. 

Par value 
An arbitrary amount that represents 
the legal capital of the firm. 

Additional paid-in capital 
The amount received for the 
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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are used for this account, including Capital in Excess of Par Value, Capital Surplus (an 
old term that should no longer be used), and Premium on Stock. Regardless of the title, 
the account represents the amount received in excess of par when stock was issued. 

Southwest Airlines' balance sheet indicates paid-in capital of $ 1, 183 million at Decem­
ber 31, 2010. The company, like many otl1er corporations, presents only one amount for 
additional paid-in capital for all stock transactions. T herefore, we are unable to determine 
vvhether the amount resulted from the issuance of common stock or omer stock transac­
tions . As a result, it is often impossible to determine the issue price of each category of 
stock even with a careful analysis of tl1e balance sheet and the accompanying notes. 

Retained Earnings: The Amount Not Paid as Dividends Retained 
earnings represents net income mat tl1e firm has earned but has not paid as dividends. 
Remember that retained earnings is an amount that is accum ulated over the entire life of 
t11e corporation and does not represent the income or dividends for a specific year. A bal-

~ ance in retained earnings does not indicate that tl1e company had a net income of this 
i amount in tl1e current year; it simply means that over the life of the corporation, the 
} company has retained more net income tlian it paid out as dividends to stockholders. 
~ It is also important to remember that the balance of tl1e Retained Earnings account 
@ does not mean tl1at liquid assets of tl1at amount are available to the stockholders. Corpo-

Retained earnings 
rations decide to retain income because they have needs other than paying dividends to 
stockholders. The needs may include the purchase of assets, the retirement of debt, or 
omer financial needs. Money spent for those needs usually benefits t11e stockholders in 
the long nm, but liquid assets equal to the balance of t11e Retained Earnings account are 
not necessarily available to stockholders. 

Net income that has been made by 
the corporation but not paid out as 
dividends. 

Alternate term: Retained income. 

~ IFRS and Stockholders' Equity 
i T he accmmting for stockholders' equity under U.S. accounting rules is similar in most 
~ respects to the accow1ting under international accounting rules . However, tl1ere is one im ­
~ portant difrerence regarding items that have characteristics of botl1 debt and equity. For 
~ .,, example,~mccrtibl el2Qnd (discussed in Chapter 10) is in some ways similar to debt, but 

because it will become stock if converted, it also has tl1e characteristics of equity. Under 
international accounting rules, an item SlJCh as t11is must be strarated into two parts and 
one portion shown in tl1e Liability category and another in t11e Stockholders' Equity cate­
gory. U.S . accmmting standards do not require such an item to be recorded as a separate 
amount . I~ is recorded as either a liability or an amount in stockholders' equity. 

L01 Understand the concept of stockholders' equity and identify the components of the Stockholders' Equity category 
of the balance sheet and the accounts found in each component. 

• Stockholders' equity consists of contributed capital from stockholders and retained earnings from the current and prior 
periods of operation that have not been paid as dividends. 

• Disclosure for stocks must include the number of shares authorized, issued, and outstanding, along with the par 
value. 

QUESTIONS Answers to these questions are on the last page of the chapter. 

1. A company has 10,000 shares of stock authorized at Jan- 2. Over its lifetime, ABC Company has paid out more in div-
uary 1. During the year, 6,000 shares are issued to the idends than it has had in net income. The balances in the 
stockholders and the company purchases 500 shares as Stockholders' Equity section of the balance sheet would 
treasury stock. At December 31, the number of shares most likely reveal a 

outstanding is a. negative balance in the Common Stock account. 
a. 10,000. b. positive balance in the Common Stock account. 
b. 9,500. c. negative balance in the Retained Earnings account. 
c. 6,000. d. positive balance in the Retained Earnings account. 
d. 5,500. 
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What Is Preferred Stock~ 

OVERVIEW: Preferred stock is flexible, with provisions tailored to a company's 
needs. Dividends must be distributed to preferred stockholders before common stock­
holders. Preferred stock may have several features or provisions. It may be cumulative, 
participating, or callable. All of these features are intended to make the stock more 
attractive to potential investors. 

Many companies have a class of stock called preferred stock. One of the advantages of 
preferred stock is the fl exibili ty it provides because its terms and provisions can be tai­
lo red to meet the fi rm 's needs. T hese terms and provisions are detailed in the stock cer­
tificate . Generally, preferred stock offers holders a preference to dividends declared by 
the corporation . That is, if dividends are declared , the preferred stockholders must 
receive dividends fi rst, before the holders of common stock. 

T he dividend rate on preferred stock may be stated two ways: 

1. It may be stated as a percentage of the stock's par value. For example, if a stock is 
presented on the balance sheet as $100 par, 7% preferred stock, its dividend rate is 
$7 per share ($100 x 7%) . 

2. The dividend may be stated as a per-share amount . For example, a stock may appear 
on the balance sheet as $100 par, $7 preferred stock, meaning that the dividend rate 
is $7 per share. 

Investors in common stock should note the dividend requirements of the preferred 
shareholder. T he greater the obligation to the preferred shareholde r, the less desirable 
the common stock becomes. 

In the event that a corporation is liquidated, or dissolved, preferred stockholders 
have a right to the company's assets before the common stockholders. Following are 
add itional te rms and features that may be associated with preferred stock: 

• Convertible Preferred stock may allow stockholders the right to convert the stock 
into common stock. 

• R edeemable Preferred stock may allow stockholders to redeem their stock at a speci­
fied price. 

• Callable Preferred stock may be callable at the option of the company. In this case, 
the company can choose to pay a specified amount to the stockholders in order to 
redeem or retire the stock. 

• Cumulative The dividend on preferred stock may be cumulative. When this is the 
case, dividends that are not paid are considered to be in arrears. Before a dividend 
on common stock can be declared in a subsequent period, the dividends in arrears as 
well as the current year's dividend must be paid to the preferred stockholders. 

• Participating When preferred stock carries a participating feature, it allows the pre­
fe rred stockholders to receive a dividend in excess of the regular rate when the fi rm 
has been particularly profi table and declares an abnormally large dividend. 

Preferred stock is attractive to many investors because it ofters a return in the form of a 
dividend at a level of risk that is lower than that of most common stocks. Usually, the 
dividend available on preferred stock is more stable from year to yea r; as a result, the 
market price of the stock is also more stable . In fact, when preferred stock carri es certain 
provisions, the stock is very similar to bonds and notes payable. Management must eval­
uate whether such securities represent debt and should be presented in the Liability cate­
gory of the balance sheet or whether they represent equity and should be presented in 
the Equi ty category. Such a decision involves the concept of substance over form . T hat is, 
a company must look not only at the legal form but also at the economic substance of 
the securi ty to decide whether it is debt or equity. 
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L02 Show that you understand 
the characteristics of common 
and preferred stock and the dif­
ferences between the classes of 
stock. 

Convertible feature 
Allow s preferred stock to be 
exchanged for common stock. 

Redeemable feature 
Allows stockholders to sel l stock 
back to the company. 

Callable feature 
Allows the firm to eliminate a class 
of stock by paying the stockholders 
a specified amount. 

Cumulative feature 
The right to dividends in arrears 
before the current-year dividend is 
distributed. 

Participating feature 
Allows preferred stockholders to 
share on a percentage basis in the 
distribution of an abnormally large 
dividend . 
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L02 Show that you understand the characteristics of common and preferred stock and the differences between 
the classes of stock. 

• The types of stock issued by a firm are common stock and preferred stock. 

• Preferred stock receives first preference for dividends and generally provides a more stable dividend stream to 
stockholders than does common stock. 

• Common stockholders have a claim to the residual interest in a company after all debtors' and preferred stockholders' 
claims are satisfied . Generally, only common stockholders are allowed voting rights . 

QUESTIONS Answers to these questions are on the last page of the chapter. 

1. A company has issued both common and preferred stock. 2. What does it mean when preferred stock has a cumula-
When a company pays a cash dividend to stockholders, tive feature? 

a. the preferred stockholders receive a dividend before 
common stockholders are paid. 

b. the common stockholders receive a dividend before 
preferred stockholders are paid . 

c. both common and preferred stockholders share 
equally in any dividend that is paid . 

d. the company is legally obligated to pay a dividend to 
preferred and common stockholders each year. 

Issuance of Stock 

a. A dividend must be paid to the preferred stockhold­
ers each year. 

b. A dividend cannot be paid to the common stockholders. 
c. When dividends are not paid in one period, those div­

idends must be paid in a subsequent period before 
common stockholders receive a dividend. 

d. The preferred stockholders can sue the company if a 
dividend is not paid. 

L03 Determine the fi nancial 
statement impact when stock is 
issued for cash or for other con­
sidera tion. 

OVERVIEW: Stock may be issued for cash or for noncash assets. When stock is 
issued for cash, the amount of its par value should be reported in the stock account and 
the amount in excess of par should be reported in the Paid-In Capital account; the total 
amount increases cash. When stock is exchanged for noncash items, the transaction 
must be recorded at the fair market value of the stock or the assets received, whichever 
is most readily determined. 

Cash 

Stock Issued for Cash 
Stock may be issued in several different ways. It may be issued for cash or for noncash 
assets . When stock is issued for cash, the amount of its par value shou ld be re~ted in 
the Stock account and the amount in excesTof par sho uld be reported ITT the Additional 
Paid-In Capital acco11nr 

Example 11-1 Recording Stock Issued for Cash 

Assume that on July 1, a f irm issued 1,000 shares of $10 par common stock for $15 per 
share. The effect of the stock issuance could be identified and analyzed as fo llows: 

ACTIVITY: Financing 

ACCOUNTS: Cash Increase Common Stock Increase 

Additional Paid-in Capital-Common Increase 

STATEMENT($): Balance Sheet 

Balance Sheet 

ASSETS LIABILITIES + 
15,000 

STOCKHOLDERS' 
EQU ITY 

Common Stock 10,000 
Additional Paid-In Capital-

Common 5,000 

Income Statement 

REVENUES EXPENSES 
NET 

INCOME 

--------------------------------------------------------------------] .................................................................................................... @ 
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Issuance of Stock 

As noted earlier, the Common Stock account and the Additional Paid-In Capital 
account arc both presented in the Stockholders' Equity category of the balance sheet 
and represent the contributed capital component of the corporation. 

If no-par stock is issued , the corporation does not distinguish between common 
stock and add itional paid-in capital. If the firm in Example 11 -1 had issued no-par stock 
on July 1 for $15 per share, the entire amount of $15,000 would have been presented in 
the Common Stock account. 

Stock Issued for Noncash Consideration 
Occasionally, stock is issued in return for somethin g other than cash. For exam­
ple, a corporation may issue stock to o btain land or buildings. When such a trans­
actio n occurs, the company faces the difficult task of deciding what valu e to place 
o n the .transaction. This is especial ly difficu lt when the market va lues of the ele­
ments of the transaction are not known with complete certain ty. Accord ing to 
the general guideline, the transaction should be reported at fa ir market valu e. 
Market valu e may be indicated by the value of the consideration given (stock) or 
the value of the consideratio n received (property), whichever can be most readily 
determi ned. 

Example 11-2 Recording Stock for Noncash Consideration 

Assume that on July 1, a firm issued 500 shares of $10 par preferred stock to acquire a build­
ing. The stock is not widely traded, and the current market value of the stock is not evident. 
The building has recently been appraised by an independent firm as having a market value of 
$12,000. In this case. the effect of the issuance of the stock could be identified and analyzed 
as follows: 

ACTIVITY: Financing and Investing 
ACCOUNTS: Building Increase Preferred Stock Increase 

Additional Paid-in Capital-Preferred Increase 

STATEMENT(S): Balance Sheet 

Balance Sheet 

ASSETS LIABILITIES + 
STOCKHOLDERS' 

EQUITY REVENUES 

Building 12,000 Preferred Stock 
Additional Paid-In 

Capital­
Preferred 

5,000 

7,000 

Income Statement 

EXPENSES 

547 

NET 
INCOME 

~ ----------------------------------------------------------------------------------------------------.3 

@----------------------------------------------------------------------
In other situations, the market value of the stock might be more readily determined and 
should be used as the best measure of the value of the transaction. Market value may be 
represented by the current stock market quotation or by a recent cash sale of the stock. 
T he company should attempt to develop the best estimate of the market value of the 
noncash transaction and sho uld neither intentionally overstate nor intentionally under­
state the assets received by the issuance of stock. 
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L03 Determine the financial statement impact when stock is issued for cash or for other consideration. 

• When stock is issued for cash or other consideration, the number of outstanding shares is increased and the par value of 
stock is recorded along with any amount in excess of par being recorded to the Additional Paid-In Capital account. 

• When stock is sold for cash, the asset Cash is increased. When issued for noncash consideration, other asset 
accounts are increased. 

QUESTIONS Answers to these questions are on the last page of the chapter. 

1. When a company has common stock with a $10 per- 2. A company has issued 1,000 shares of $10 par common 
share par value and the stock is issued for $15 per stock in exchange for a machine. The company believes 
share, the machine has a fair market value of $12,000. What 
a. the $5 per share should be considered a gain on the amount should be recorded? 

stock and the amount should be shown on the a. The company should record the machine at $12,000 
income statement. if the fair market value of the stock cannot be deter-

b. the company should show $15 per share in the Com- mined. 
mon Stock account in the Stockholders' Equity sec- b. The company should record the machine at $10,000. 
tion of the balance sheet. c. The company should record a credit to the Common 

c. the company should show $5 per share as a debit Stock account for $1 2,000. 
balance in the Additional Paid-In Capital portion of d. The company should record a debit to Additional 
stockholders' equity. Paid-In Capital for $2,000. 

d. the company should show $5 per share as a credit 
balance in the Additional Paid-In Capital portion of 
stockholders' equity. 

What Is Treasury Stock? 

L04 Describe the financial 
statement impact of stock 
treated as treasury stock. 

OVERVIEW: Treasury stock is created when a company buys back (repurchases) 
its own stock sometime after issuing it. It represents the corporation's own stock, pre­
viously issued to shareholders, repurchased from stockholders and not retired, but held 
for various purposes. When treasury stock is purchased, a debit to Treasury Stock, a 
contra-equity account is recorded. When treasury stock is resold, it results in additional 
paid-in capital if sold for more than its cost or a reduction in equity if sold for less than 
its cost. No income statement accounts are affected in treasury stock transactions. 

Treasury stock 
Stock issued by the firm and then 
repurchased but not retired . 

T he Stockholders' Equity category of Southwest Airlines' balance sheet in the chapter 
opener includes treasury stock in the amount of $89 1 million . The Treasury Stock 
account is created when a corporation buys its own stock sometime after issuing it. For 
an amount to be treated as treasury stock: 

1. lt must be the corporation's own stock. 
2. It must have been issued to the stockholders at some point. 
3. It must have been repurchased from the stockholders. 
4. It must not be retired, but must be held for some purpose. Treasury stock is not 

considered outstanding stock and does not have voting rights. 

A corporation might repurchase stock as treasury stock for several reasons. The most 
common reason is to have stock available to distribute to employees for bonuses or to 
make available as part of an employee benefit plan . Firms also might buy treasury stock 
to maintain a favorable market price for the stock or to improve the appearance of the 
firm's financial ratios. More recently, firms have purchased their stock to maintain con­
trol of the ownership and to prevent unwanted takeover or buyout attempts. Of course, 
t11e lower the stock price, the more likely a company is to buy back its own stock and 
wait for the shares to rise in value before reissuing them. 
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What Is Treasury Stock? 

T he two methods to account for treasury stock transactions are the cost method and 
the par value method. We will present the more commonly used cost method . 

Example 11-3 Recording the Purchase of Treasury Stock 

Assume that the Stockholders' Equity section of Rezin Company's balance sheet on Decem­
ber 31, 2012, appears as follows: 

Common stock, $10 par value, 

1,000 shares issued and outstanding 

Additional paid-in capital-Common 

Retained earnings 

Total stockholders ' equity 

$10,000 

12,000 

15,000 

$37,000 

Assume that on February 1, 2013, Rezin buys 100 of its shares as treasury stock at $25 
per share. The effect of the purchase of the treasury stock is as follows: 

ACTIVITY: Financing 

ACCOUNTS: Treasury Stock Increase Cash Decrease 

STATEMENT(S): Balance Sheet 

Balance Sheet 

STOCKHOLDERS' 
~ ASSETS LIABILITIES + EQUITY REVENUES 
g> 
2 
~ Cash (2,500) Treasury Stock (2,500) 

Income Statement 

EXPENSES 

549 

NET 
INCOME 

1l, !11-. ................................................................................................................................................ ... 
@ ..................................................................................................... __ 

T he purchase of treasury stock does not directly affect the Common Stock account . T he 
Treasury Stock account is considered a contra account ano1s subtracted from the total 
of contributed capital and retained ean~ in tl1e Stockholders' Equity section. Treas­
ury Stock is not an asset account. When a company buys its own stock, it is conW'icting 
its Sizeaiia reducing the equity of stockholders. Therefore, Treasury Stock is a contra-
equity account, not an assei:-. · -----

r ~The Stockholders' Equity section of Rezin's balance sheet on February 1, 2013, af­
ter the purchase of the treasury stock, appears as fo llows: 

Common stock, $10 par value. 
1,000 shares issued, 900 outstanding 

Additional paid-in capital-Common 

Retained earnings 

Total contributed capital and retained earnings 

Less: Treasury stock, 100 shares at cost 

Total stockholders' equity 

$10,000 

12,000 

15,000 

$37,000 

2,500 

$34,500 

Corporations may choose to reissue stock to investors after it has been held as treas­
ury stock. When treasury stock is resold for more than it cost, tl1e difference benvecn the 
sales price and the cost appears in tl1e Additional Paid-In Capital-Treasury Stock 
account. For example, if Rczin resold 100 shares of treasury stock on May 1, 2013, for 
$30 per share, the Treasury Stock account would be reduced by $2,500 ( 100 shares 
times $25 per share) and tl1e Additional Paid-In Capital-Treasury Stock account would 
be increased by $500 ( 100 shares times the difference between tl1e purchase price of $25 
and the reissue price of $30). 
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When treasury stock is resold for an amou nt less than its cost, the difference between 
the sales price and the cost is deducted from the Additional Paid-In Capital-Treasury 
Stock account. If that account does not exist, the difference should be deducted from 
the Retained Earnings account. For example , assume that Rezi;) Company had resold 
100 sl1~res of treasl1!1' stock on May 1, 2013, for $20 per share instead of $30 as in the 
previous example. In this example, Rezin has had no other treasury stock b·ansactions; 
therefore, no balance existed in the Additional Paid -In Capital- Treasury Stock account. 
R.ezin would then reduce the Treasu11' Stock account by $2,500 ( 100 shares times $25 
per share) and wou ld reduce Retai ned Earnings by $500 ( 100 shares times the difference 
between the purchase price of $25 and the reissue price of $20 per share ). Thus, the 
Additional Paid -In Capital- Treasury Stock account may have a positive balance, but 
enb·ies that resu lt in a negative balance in the accoun t should not be made. 

Note that income statement accounts are never involved in treasury stock trans­
actions . Regardless of whether treasury stock is reissued for more or less than its cost, 
the effect is reflected in the Stockholders' Equity accounts . It is simply not possible for a 
firm to engage in transactions involving its own stock and have the result affect the per­
formance of the firm as refl ected on the income statement. 

104 Describe the financia l statement impact of stock treated as treasury stock. 

• Treasury stock results when a corporation buys back its own stock. 

• Treasury stock is accounted for as a contra-equity account and is a reduction of stockholders' equity. 

QUESTIONS Answers to these questions are on the last page of the chapter. 

1. The Treasury Stock account should be considered reissued 500 shares of the treasury stock at $23 per 
a. an asset account. share. Which of the following is true? 

b. an income statement account. a. The company has a gain of $500 that should appear 
c. an increase in the Stockholders' Equity portion of the on the income statement. 

balance sheet. b. The company has a gain of $1,500 that should appear 
d. a deduction in the Stockholders' Equity portion of the on the income statement. 

balance sheet. c. The Treasury Stock account should have a balance of 

2. A company issued 5,000 shares of $5 par common stock 
for $20 per share. The company purchased 2,000 shares 
as treasury stock at $22 per share. Later, the company 

Retirement of Stock 

$33,000. 
d. The Treasury Stock account should have a balance of 

$32,500. 

Retirement of stock Retirement of stock occurs when a corporation buys back stock after it has been issued 
to investors and does not intend to reissue the stock. Retirement often occurs because 
the corporation wants _to eliminate a particular class of stock or a particular group of 
stockholders. When stock is repurchased and retired, the balances of the Stock account 
and the Paid -In Capital account that were created when the stock was issued must be 
eliminated . When the original issue price is higher than the repurchase price of the stock, 
the difference is reflected in the Paid -In Capital fro m Stock Retirement account. When 
the repurchase price of the stock is more than the original issue price, the difterence 
red uces the Retained Earnings account. T he general principle for retirement of stock is 
the same as for treasury stock b·ansJctions. No income statement accounts are affected 
by the retirement. T he effect is reflected in the Cash Jccount and the Stockholders' Eq­
uity accounts. 

When the stock is repurchased with 
no intention of reissuing at a later 
date. 
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Southwest's low-cost/low­
fare strategy has been 
effective for many years. 
While other airlines have 
struggled, Southwest has 
continued to be profitable. 
Southwest has one of the 

·I lowest cost structures in 
.3 the industry and often offers the lowest and simplest fares . 
;;i Still Southwest's annual report listed many potential 

problems, including increased labor costs, higher fuel 
charges, continued security concerns about terrorist activ­
ities, higher taxes, and more competition from other airlines 
that have adopted Southwest's operating model. This has led 
many to question whether the company can continue with its 
current strategies . Will Southwest Airlines continue to pro­
duce a good return for its stockholders? Only time will tell, 
but Southwest's management believes it will be the best 
airline in the industry . 

Dividends: Distribution of Income 
to Shareholders 

OVERVIEW: Cash dividends may be declared only if a company has sufficient 
cash available and adequate retained earnings. Cash dividends are not an expense on 
the income statement. They are a liability at the date of declaration. When more than 
one class of stock is outstanding, cash dividends must be allocated between them 
based on the provisions of the preferred stock. Stock dividends occur when a com­
pany issues its own stock. The accounting for stock dividends depends on the size of 
the dividend. A stock split is similar to a stock dividend but does not require an 
accounting entry. 

--~~~~~~~~~~~~~~~~~~~~~~~~~~~ 

Cash Dividends 
Corporations may declare and issue several different types of dividends, the most com­
mon of which is a cash dividend to stockholders. Cash dividends may be declared quar­
terly, annually, or at other intervals. Normally, cash dividends are declared on one date, 
referred to as the date of declaration, and are paid out on a later date, referred to as the 
payment date. The dividend is paid to the stockholders who own the stock as of a partic­
ular date, the date of record. 

Generally, two requirements must be met before the board of directors can declare 
a cash dividend. First, sufficient cash must be available by the payment date to pay to 
the stockholders. Second, the Retained Earnin '"S account must Flave a sufficient osi ­
tive balance. Dividends reduce t1e ba ance of the account; therefore, etained Earn ­
ings ITW'St have a balance be ore the dividend declaration. Most t~"'l1ave ~ 
esta lishe policy concerning the portion of income that will be declared as dividends . 
The dividend payout ratio is calculated as the annual dividend amount divided by 
the annual net income. The dividend payout ratio for many firms is 50% or 60% and 
seldom exceeds 70%. Typicall y, utilities pay a high proportion of their earnings as divi ­
dends. In contrast, fast -growing companies in technology often pay nothing to stock­
holders. Some investors want and need the current income of a high-dividend payout, 
but others would rather not receive dividend income and prefer to gamble that the 
stock price will appreciate. 

Cash dividends become a liabilitv the date they are declared . An accounting entry 
should be recorded on t iat date to acknowledge t 1e liability an reduce the balance of 
the Retained Earnings account. 

I \ 

LOS Compute the amount of 
cash dividends when a firm has 
issued both preferred and com­
mon stock. 

Dividend payout ratio 
The annual dividend amount divided 
by the annual net income. 
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Example 11-4 Recording the Declaration of a Dividend 

Assume that on July 1, the board of directors of Grant Company declared a cash dividend of 
$7,000 to be paid on September 1. The effect of the declaration of the dividend is as follows: 

ACTIVITY: Financing 
ACCOUNTS: Retained Earnings Decrease Cash Dividend Payable Increase 

STATEMENT(S): Balance Sheet 

Balance Sheet Income Statement 

-----~~~~~~~~~~~~~~~~ NET 
ASSETS LIABILITIES 

Cash Dividend 
Payable 7,000 

+ 
STOCKHOLDERS' 

EQUITY 

Retained Earnings (7,000) 

REVENUES EXPENSES INCOME M 

------i ~ 
g> 

j 
1l, 

--------------------------------------------------------------------------------------------------....i! 

STUDY TIP 

A dividend is not an expense on 
the income statement. It is a 
reduction of retained earnings 
and appears on the retained 
earnings statement. If it is a 
cash dividend, it also reduces 
the cash balance when paid. 

---------------------------------------------------------------------- ~ 
T he Cash Dividend Payable account is a li ability and is normally shown in the Current 
Liabilities section of the balance sheet. 

T he important point to remember is that dividends reduce the amount of retained 
earnings when declared. When dividends arc paid, the company reduces the liabili ty to 

~ stockholders refl ected in the Cash Dividend Payable account. 

I Cash Dividends for Preferred and Common Stock 
~ When cash dividends involving more than one class of stock arc declared, the corpora­
~ tion must determine the proper amow1t to allocate to each class of stock. As indicated 

M 

earlier, the amount of dividends to which preferred stockholders have rights depends on 
the terms and provisions of the preferred stock. T he proper allocation of cash dividends 
is illustrated with an example of a fi rm that has two classes of stock: preferred and 
common. 

Example 11-5 Computing Dividend Payments for Noncumulative Preferred 
Stock 

Assume that on December 31, 2012, Stricker Company has outstanding 10,000 shares of $10 
par, 8% preferred stock and 40,000 shares of $5 par common stock. Stricker was unable to 
declare a dividend in 2010 or 2011 but wants to declare a $70,000 dividend for 2012. The divi­
dend is to be allocated to preferred and common stockholders in accordance with the terms 
of the stock agreements. 

If the terms of the stock agreement indicate that the preferred stock is not cumulative, 
the preferred stockholders do not have a right to dividends in arrears. The dividends that were 
not declared in 2010 and 2011 are simply lost and do not affect the distribution of the dividend 
in 2012. Therefore, the cash dividend declared in 2012 is allocated between preferred and 
common stockholders as follows: 

Step 1: Distribute current-year dividend to preferred 
(10,000 shares x $1 O par x 8% x 1 year) 

Step 2: Distribute remain ing dividend to common 
($70,000 - $8,000) 

To Preferred 

$8,000 

To Common 

$62,000 

~ Total allocated $8,000 $62,000 

$ 0.80 

2 Dividend per share: 
~ Preferred: $8,000/10,000 shares 

Common: $62,000/40,000 shares $ 1.55 

~ ----------------------------------------------------------------------
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Example 11-6 Computing Dividend Payments for Cumulative Preferred 
Stock 

If the terms of the stock agreement in Example 11 -5 indicate that the preferred stock is cumu­
lative, the preferred stockholders have a right to dividends in arrears before the current year's 
dividend is dist ributed. Therefore, Stricker performs the following steps: 

Step 1: Distribute dividends in arrears to preferred 
(10,000 shares x $10 par x 8% x 2 years) 

Step 2: Distribute current-year dividend to preferred 
(10,000 shares x $10 par x 8% x 1 year) 

Step 3: Distribute remainder to common ($70,000 - $24,000) 

Total allocated 

Dividend per share: 

Preferred : $24,000/10,000 shares 

Common: $46,000/40, 000 shares 

To Preferred To Common 

$16,000 

8,000 

$46,000 

$24,000 $46,000 

$ 2.40 

$ 1.15 

553 
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g' 
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~ 
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LOS Compute the amount of cash dividends w hen a firm has issued both preferred and common stock. 

• The amount of a preferred stock dividend depends on the terms of the stock agreement: cumulative, noncumulative, or 
cumulative and participating. 

QUESTIONS Answers to these questions are on the last page of the chapter. 

1. When are cash dividends a reduction from the Reta ined outstanding. The company did not pay a dividend in 
Earnings account? 2010 or 2011 . If the company pays a dividend in 2012, 
a. at the time the dividend is declared how much must be paid for the common stockholders 
b. at the time the dividend is paid to receive a dividend? 
c. only if they are dividends on common stock a. $6,000 
d. only if they are dividends on preferred stock b. $12,000 

2. At December 31, 2012, Rhodes Company has 10,000 
shares of $10 par, 6% cumulative preferred stock out­
standing and 4,000 shares of $5 par common stock 

Stock Dividends 

c. $18,000 
d. $24,000 

Cash dividends arc the most popu lar and widely used fo rm of dividend, but at times, cor­
porations may use stock dividends instead of or in addition to cash dividends . A stock 
dividend occurs when a corporation declares and issues add itional shares of its own 
stock to existing stockholders. Firms use stock dividends for several reasons. 

1. Stock dividends do not require the use of cash. A corporation may not have suffi ­
cient cash available to declare a cash dividend. 

2. Stock dividends reduce the market price of the stock. T he lower price may make the 
stock more attractive to a wider range of investors. 

3. Stock dividends do not represent taxable income to recipients and may be attractive 
to some wealthy investors. 

Simi lar to cash dividends, stock dividends arc normally declared by the board of directors 
on a specific date and the stock is distributed to the stockholders at a later date. The cor­
poration recognizes the stock dividend on the date of declaration. 

LO& Show that you understand 
the difference between cash and 
stock dividends and the effect of 
stock dividends. 

Stock dividend 
The issuance of additional shares of 
stock to existing stockholders. 

'"' 
~ 

f 
I 
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Example 11-7 Recording a Small Stock Dividend 

Assume that Shah Company's Stockholders' Equity category of the balance sheet appears as 
follows as of January 1, 2012: 

Common stock. $1 O par. 
5,000 shares issued and outstanding 

Additional paid-in capital-Common 

Retained earnings 

Total stockholders ' equity 

$ 50,000 

30,000 

70,000 

$150,000 

Assume that on January 2, 2012, Shah declares a 1 0% stock dividend to common stock­
holders to be distributed on April 1, 2012. Small stock dividends (usually those of 20% to 25%) 
normally are recorded at the market value of the stock as of the date of declaration. Assume 
that Shah's common stock is sel ling at $40 per share on that date. Therefore, the total market 
value of the stock dividend is $20,000 (1 0% of 5,000 shares outstanding, or 500 shares. times 
$40 per share). Shah records the transaction on the date of declaration and the effect of the dec­
laration is as follows: 

ACTIVITY: Financing 

ACCOUNTS: Retained Earnings Decrease Common Stock Dividend Distributable Increase 

Additional Paid-in Capital-Common Increase 

STATEMENT(S): Balance Sheet 

Balance Sheet 

ASSETS LIABILITIES + 
STOCKHOLDERS' 

EQUITY 

Retained 
Earnings (20,000) 

Common Stock 
Dividend 
Distributable 5,000 

Additional Paid-In 
Capital-
Common 15,000 

Income Statement 

REVENUES EXPENSES 
NET 

INCOME 

--------------------------------------------------------------------------------.... ~ <:! 
.................................................................... __ @ 

The Common Stock Dividend D istributable account represents shares of stock to be 
issued; it is not a liabilicy account because no cash or asse ts are to be distributed to th e 
stockholders. T hus, it should be treated as an account in the Stockholders' Equity sec-
tion of the balance sheet and is a e contributed capital co onent of eq ui ty. 

Note that the declaration of a stock divi en does not affect the total stockholders' 
equi ty of the corporation, although the retained earnings are reduced . '!'hat is, the Stock-:-' 

'-holders' Equi ty sectio n of Shah's balance sheet on January 2, 201 2, is as fo ll ows after the 
decla ratio n of the dividend: 

Common stock. $1 O par. 5,000 shares issued and 
outstanding 

Common stock dividend distributable. 500 shares 

Additional paid-in capital-Common 

Retained earnings 

Total stockholders' equity 

$ 50,000 

5,000 

45,000 

50,000 

$150,000 
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The account balances are different, but total stockholders' equity is $150,000 both 
before and after the declaration of the stock dividend . In effect, retained earnings has 
been capita li zed (transferred permanently to the contri buted capital accounts). When a 
corporation actually issues a stock dividend, an amount fro m the Stock Dividend Distrib­
utable account must be transferred to the appropriate stock account. 

Example 11 -7 has illustrated the general rule that stock dividends shou ld be 
reported at fair market value. That is, in the transaction to reflect the stock dividend, 
retained earnings is decreased in the amount of the fa ir market value per share of the 
stock times the number of shares to be distributed. When a large stock dividend is 
declared, however, accountants do not follow the general rule we have illustrated . A 
large stock dividend is a stock dividend of more than 20 to 25% of the number of shares 
of stock outstanding. In that case, the stock dividend is reported at par value rather than 
at fair market value. 

That is, Retained Earnings is decreased in the amount of the par value per share 
times the number of shares to be distributed. 

Example 11-8 Recording the Declaration of a Large Stock Dividend 

Refer to the Shah Company in Example 11-7. Assume that instead of a 10% dividend, on Jan­
uary 2, 2012, Shah declares a 100% stock dividend to be distributed on April 1, 2012. The 
stock dividend results in 5,000 additional shares being issued and certainly meets the defini­
tion of a large stock dividend. The effect of the declaration of a large stock dividend can be 
identified and analyzed as follows: 

ACTIVITY: Financing 
ACCOUNTS: Retained Earnings Decrease Common Stock Dividend Distributable Increase 

STATEMENT(SJ: Balance Sheet 

Balance Sheet Income Statement 
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STOCKHOLDERS' 
EQUITY 

.,._+-~~~~~~~~~~~~~~ NET 
ASSETS LIABILITIES + REVENUES EXPENSES 

Retained 
Earnings (50,000) 

Common Stock 
Dividend 
Distributable 50,000 

@ .................................................................................................. .. 

The effect when the stock dividend is actually distributed is as follows: 

ACTIVITY: Financing 

ACCOUNTS: Common Stock Dividend Distributable Decrease Common Stock Increase 

STATEMENT(S): Balance Sheet 

Balance Sheet 

ASSETS LIABILITIES + 
STOCKHOLDERS' 

EQUITY 

Common Stock 
Dividend 
Distributable (50,000) 

Common 
Stock 50,000 

Income Statement 

REVENUES EXPENSES 

INCOME 

NET 
INCOME 
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-The Stockholders' Equity category of Shah's balance sheet as of April 1 after the stock -
, dividend is as fo llows: , 

Common stock, $10 par. 
10,000 shares issued and outstanding 

Additional paid-in capital- Common 

Retained earnings 

$100,000 

30,000 

20,000 

$150,000 Total stockholders' equity 

Again, note that the stock dividend has not affected total stockholders' equi ty. Shah 
has $150,000 of stockholders' eq uity both before and after the stock dividend. T he dif­
fe rence between large and small stock dividends is the amoun t transferred from retained 
earnings to the Contributed Capi tal portion of equity. 

LO& Show that you understand the difference between cash and stock dividends and the effect of stock dividends. 

• Stock dividends are given in lieu of cash dividends . Stockholders receive shares of stock, which do not require a current 
use of cash resources by the corporation . 

• Stock dividends do not affect total stockholders' equity. They reduce reta ined earnings and increase the amount of 
common stock and additional paid-in capital. 

Answers to these questions are on the last page of the chapter. 

1. What is the effect on the financial statements when a 2. What is the effect of a stock dividend declared and 
dividend in the form of stock is declared and issued? issued versus a cash dividend declared and paid? 

a. Retained earnings is not affected. 
b. Retained earnings is decreased, and total stockhold­

ers' equity is decreased. 
c. Retained earnings is decreased, and total stockhold­

ers' equity is not affected. 
d. Retained earnings is not decreased, but total stock­

holders' equity does decrease. 

Stock Splits 

a. A stock dividend does not decrease the company's 
total assets. 

b. A cash dividend does not decrease the company's 
total assets. 

c. A stock dividend does not affect retained earnings. 
d. A cash dividend does not affect retained earnings. 

L07 Determine the difference 
between stock dividends and 
stock spl its . 

A stock split is simil ar to a stock d ividend in that it resul ts in additional sl12 ,, of 
stock o utstanding and is nontaxable . In fact, firms may use a stock split for nearly the 
same reasons as a stock dividend: to increase the number of shares, reduce the market ---price per share, and make the stock more accessible to a wider range of investors. 

Stock split 
The creation of additional shares of 
stock with a reduction of the par 
value of the stock. 

There 1s an important legal difference, however. Stock dividends do not affect the par 
value per share of the stock, whereas stock sp li ts red uce the par value per share . T here 
also is an important accoun ti ng difference. An accounting transaction is not recorded 
when a corporation declares and executes a stock sp li t . None of the Stockholders' Eq­
uity accoun ts are affec ted by the spli t. Rather, the no te info rmation accompanyi ng the 
balance sheet must disclose the additional shares and the reduction of the par va lue 
per share . 

Example 11-9 Reporting a ~tock Split 

Refer to the Shah Company in Examples 11-7 and 11-8. Assume that on January 2, 2012, 
Shah issued a 2-for-1 stock split instead of a stock dividend. The split results in an additional 
5,000 shares of stock outstanding but is not recorded in a formal accounting transaction . 
Therefore, the Stockholders' Equity section of Shah Company immediately after the stock 
split on January 2, 2012, is as follows: 

(Continued) 



Common stock. $5 par. 
10,000 shares issued and outstanding 

Additional paid-in capital-Common 

Retained earnings 

Total stockholders' equity 

Statement of Stockholders' Equity 

$ 50,000 

30,000 

70,000 

$150,000 

-------------------------------------------------------------------- @ 
ote in Example 11 -9 that the par value per share has been reduced fi-om S 10 to $5 

per share of stock as a result of the split. Like a stock dividend, the split docs no t affect 
total stockholders' equity because no assets have been transferred. Therefore, the split 
simply results in more shares of stock with claims to the same net assets of the firm. 

L07 Dete rmine the differe nce between stock dividends and stock splits. 

• Both stock splits and stock dividends increase the number of shares of stock outstanding although they are 
fundamentally different transactions. 

• Stock splits do not require an accounting t ransaction to be recorded. do not reduce the par value of the stock. and 
have no effect on retained earnings or additional paid-in capital. 

QUESTIONS Answers to these questions are on the last page of the chapter. 

1. What is the effect of a stock dividend declared and 2. When a stock split is issued to the stockholders. 
issued versus a stock split issued? 

a. A stock split does not affect the number of shares of 
stock outstanding. 

b. A stock dividend does not affect the number of 
shares of stock outstanding. 

c. A stock dividend does not affect retained earnings. 
d . A stock split does not affect retained earnings. 

a. the market price per share of the stock will likely 
decline. 

b. the market price per share of the stock will not likely 
decline. 

c. the company's total stockholders' equity will 
decrease. 

d. the company's total stockholders' equity wi ll 
increase. 
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OVERVIEW: The purpose of the statement of stockholders' equity is to explain the 
difference between the beginning and ending balances of each account in the Stock­
holders' Equity section of the balance sheet. Comprehensive income is the net assets 
resulting from all transactions except for investments by owners and distributions to 
owners during a time period. 

LOS Show that you understand 
the statement of stockholders ' 
equity and compre hensive 
income. 

In addition to a balance sheet, an income statement, and a cash flow statement, many 
annual reports contain a statement of stockholders' equity. T his statement explains 
the reasons for the difference between the beginning and ending balance of each account 
in the Stockholders' Equity category of the balance sheet. Of course, if the only changes 
arc the result of income and dividends, a statement of retained earnings is sufficient. 
W hen other changes have occurred in Stockho lders' Equity acco unts, this more com­
plete statement is necessary. 

The statement of stockholders' equity of Fun Fitness, Inc., is presented in Exhibit 
11 -3 for the year 2012. The statement starts with t11e beginning balances o f each of t11c 
accounts as of December 31, 2012 . Fun Fitness's stockholders' equity is presented in 
four categories (the columns on the statement) as of December 31, 2012, as follows (in 
millions): 

Statement of stockholders' 
equity 
Reflects the differences between 
beginning and ending balances for 
all accounts in the Stockholders' 
Equity category of the ba lance 
sheet. 

~ 

I 
I 



558 Chapter 11 Stockholders' Equity 

Number of shares 

Common stock 

Paid-in capital 

Retained earnings 

1,000,000 

$50.0 

$350.0 

$400.0 

-The statement of stockholders' equity indicates the items or events that aflected 
stockholders' equity during 2012. The items or events were as follows: 

Item or Event 

Net earnings 

Dividends 

Shares issued 

Effect on Stockholders' Equity 

Increased retained earnings by $64.0 million 

Decreased retained earnings by $25.0 million 

Increased common stock by $5.0 million and 

Increased paid-in capital by $39.0 million 

The last line of the statement of stockholders' equity indicates the ending balances of 
the stockholders' equity accounts as of the balance sheet date, December 31, 2012. Note 
that each of the stockholders' equity accounts increased during 2012. The statement of 
stockholders' equity is usefi.il in explaining the reasons for the changes that occurred . 

EXHIBIT 11-3 Fun Fitness's Statement of Stockholders' Equity, 2012 

(dollar amounts in millions) 

Stockholders' Equity 

Balance. December 31, 2011 

~ Net earnings 

!'!' Cash dividend declared 
E 
3 Issuance of stock 

j Balance. December 31, 2012 

Fun Fitness, Inc. 
Statement of Stockholders' Equity 

For the Year Ended December 31, 2012 

Shares 

1,000,000 

100,000 

1,100,000 

Common Stock 

Amount 

$50.0 

5.0 

$55.0 

Paid-In 
Capital 

$350.0 

39.0 

$389.0 

Retained 
Earnings 

$400.0 

64.0 

(25.0) 

$439.0 

~ ................................................................................. 1:..m ____ ....._ __ ............. ..-..... .a1 .... . 

Comprehensive income 
The total change in net assets from 
all sources except investments by 
or distributions to the ow ners. 

What Is Comprehensive Income? 
There has always been some question about which items or transactions should be shown 
on the income statement and included in the calculation of net income. Generally, the 
accounting rule-making bodies have held that the income statement should reflect an all­
inclusive approach. T hat is, all events and transactions that affect income should be shown 
on the income statement. This approad1 prevents manipulation of the income figure by 
those who would like to show "good news" on the income statement and "bad news" 
directly on the retained earnings statement or the statement of stockholders' equity. The 
result of the all-inclusive approach is that tl1e income statement includes items that are not 
necessarily under management's control, such as losses from natural disasters, meaning 
tl1at the income statement may not be a true reflection of a company's funrre potential. 

The FASB has accepted certain exceptions to the all -inclusive approach and has 
allowed items to be recorded directly to the Stockholders' Equity category. T his text dis­
cussed one such item: unrealized gains and los es on investment securities. Exhibit 11-4 
presents several additional items that are beyond the scope of this text. Items such as 
these have been excluded from tl1e income statement for various reasons. Quite often, 
tl1c justification is a concern for the volatility of the net income number. 

A new term has been coined to incorporate the " income-type" items that escape 
the income statement. Comprehensive income is the net assets increase resu lting from 
all transactions during a time period (except for investments by owners and distributions 
to owners). Exhibit 11-4 presents tl1e statement of comprehensive income and its rela­
tionship to tl1e traditional income statement. It illustrates that comprehensive income 
encompasses all of tl1e revenues and expenses that are presented on the income 
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EXHIBIT 11-4 The Relationship between the Income Statement and the Statement of Comprehensive Income 

Income Statement 
For Year Ended December 31, 20XX 
Revenues xxx 
Expenses xxx 
Other gains and losses xxx 

-
Income before tax xxx 
Income tax expense xxx 

-
Net income xxx - --

Statement of Comprehensive Income 
All-Inclusive Earnings For Year Ended December 31, 20XX 
These items, excluded 
from the income ~ Net income xxx 
statement, are - Foreign currency translation adjustment xxx 
included on a Unrealized holding gains/losses statement of xxx 

-
comprehensive Delayed recognition pension items xxx 

-
~ 

.!!: 

income. ~ Comprehensive income xxx 
= 

:i:. 

J 
---------------------------------------------------------------------------------------------------- @ 
statement to calculate net income and includes items that are not presented on the 
income statement but that affect t9tal stockholders' _e~it}'.. 1 T he comprehensive income 
measure is truly all -inclusive because it includes transactions such as unrealized gains that 
affect stockholders' equity. Firms are required to disclose comprehensive income because 
it provides a more complete measure of performance. 

Until recently, U.S. companies had a great deal of flexibility in how they reported 
comprehensive income amounts in their financial statements. However, the FASB 
has indicated that comprehensive income must be presented in conjunction with a 
company's income statement. This can be done in two ways . First, companies can 
show the comprehensive income items at the bottom of the income statement-a 
so-called o ne-statement approach. Second, companies can follow a two-statement 
approach as indicated in Exhibit 11 -4. Under this approach, a separate statement titled 

LOOKING 
AHEAD 

t11e Statement of Comprehensive Income must be presented. Eit11er way, comprehensive 
income amounts will become increasingly important to investors as a mea ure of a 
company's profitability. 

LOB Show that you understand the statement of stockholders' equity and comprehensive income. 

• The statement of stockholders' equity shows how all of the equity accounts changed for a particular accounting period or 
specific periods. 

• Comprehensive income is based on the notion that the income statement be inclusive of all items affecting the wealth of 
an entity. The calculation of comprehensive income takes into account the increase in net assets during a time period. 

QUESTIONS Answers to these questions are on the last page of the chapter. 

1. Which of the following would be considered part of other 2. Which of the following would be included as an element 
comprehensive income? of other comprehensive income? 

a. foreign currency translation adjustment items 
b. unrealized holding gains/losses on certain types of 

securities 
c. delayed recognition pension items 
d. all of the above 

a. foreign currency translation adjustment items 
b. amounts resulting from treasury stock transactions 
c. issuance of stock for more than par value 
d. issuance of stock dividends or stock splits 

' The format of Exhibit 11-4 is suggested by the FASB. The FASB also allows other possible formats of the statement of 
comprehensive income. 

i 

f 
I 
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L09 Understand how investors 
use ratios to evaluate stockhold­
ers' equity. 

Book value per share 
Total stockholders' equity divided 
by the number of shares of 
common stock outstanding. 

Chapter 11 Stockholders' Equity 

What Analyzing Stockholders' Equity Reveals 
About a Firm's Value 

OVERVIEW: Book value per share represents the rights of each share of stock to 
the net assets of the company. It is calculated as the total stockholders' equity divided 
by the number of shares of common stock outstanding. If preferred stock is present, 
stockholders' equity must be adjusted to reflect its liquidation value. The stock's mar­
ket value represents the price at which the stock is currently selling. 

Book Value per Share 
Users of financial statements are often interested in computing the va lue of a corpora­
tion's stock. This is a difficult task because value is not a well-defined term and means 
different things to different users. One measure of value is the book value of the stock. 
Book value per share of common stock represents the rights that each share of com ­
mon stock has to the net assets of the corporation. The term net assets refers to the total 
assets of the firm minus total liabilities. In other words, net assets equal the total stock­
holders' equity of the corporation. T herefore, when only common stock is present, book 
value per share is measured as follows: 

Book Value per Share = Total Stockholders' Equity 
Numbers of Shares of Stock Outstanding 

The book value per share is the amount per share of net assets to which the com­
pany's common stockholders have the rights. It does not indicate the market v:.i luc of 
the common stock. Th:.it is, book value per share docs not indicate the price that should 
be paid by those who want to buy or sell the stock o n the stock exchange. Book value 
also is an incomplete measure of value because the corporation's net assets arc normally 
measured on the b:.ilance sheet at the original cost, not at the current value of the assets. 

For more information on how investors use book value per share and what this 
measure means, sec the Ratio Decision Model that fo llows. 

USING THE RATIO DECISION MODEL 

Analyzing Book Value per Share 

Use the following Ratio Decision Model to ev:.il uatc the book value per common share 
of Kellogg's or any other public company. 

1. Formulate the Question 
Investors realize that several measures of the value of a company impact the stock price 
of a comp:.iny. Investors in common stock also reali ze that they h:.ivc a right to the com ­
pany's assets only after the rights of creditors and preferred stockholders have been satis­
fied . Investors can determine their rights by calculating the book value per share of the 
stock. ormally, a company will not be liquid:.ited, but investors sti ll need to understand 
how the book value per share relates to the :.ictual stock price for the comp:.iny. T he im­
portant questions arc: 

What price per share does an invest or want to pay for a company's stock? 
Should that price be above or below book value per share? 
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2. Gather the Information from the Financial Statements 

• Total stockholders' equity: From the statement of stockholders' equity 
• Number of shares of stock outstanding: From the statement of stockholders' equity 

3. Calculate the Ratio 

B k V I Sh 
Total Stockholders ' Equity 

oo a ue per are =-----------~~--

Number of Shares of Stock Outstanding 

Kellogg's Inc. Consolidated Balance Sheets (in millions, except share data) 

Shareholders equity 

Common stock, $.25 par value, 
1,000,000,000 shares authorized 

Issued: 41 , 72,027 shares in 2010 
and 419,058, 168 shares in 2009 

Capital in excess of par value 

Retained earnings 

Treasury stock at cost: 

53,667,639 shares in 2010 and 
37,678,215 shares in 2009 

Accumulated other comprehensive income (loss) 

TOTAL SHAREHOLDERS' EQUITY + 

2010 

105 

495 

6, 122 

(2,650) 

(1,914) 

Book Value per Share = $2· 158·000.000 = $5.90 

2009 

105 

472 

5,481 

(1,820) 

(1,966) 

$ 2,272 

ote: Slures outstanding is 419 ,272,027 issued less 53,667,635 treasury stock. 

4. Compare the Ratio with Others 
Kellogg's book value per share of common stock may be compared to prior years and to 
companies in the same industry. 

Book value per share 

5. Interpret the Results 

KELLOGG'S 

December 31, 
2010 

$5.90 

December 31, 

2009 

$5.96 

GENERAL MILLS 

May 30, 
2010 

$8.60 

May 31, 
2009 

$8.26 

For 2010, Kellogg's common stockholders have the right to $5 .90 per share of net assets 
in the corporation . That has decreased from the $5 .96 per share in 2009 . 

The book value per share indicates the recorded minimum value per share of the 
stock, but it is not a very accurate measure of the price that an investor wou ld be willing 
to pay for a share of stock. The book value of a stock is olten thought to be the "floor" 
of a stock price . vVhen a company has a stock price that is less than its book value, it may 
be an indication that the stockholders would be better off if the company were liqui ­
dated rather than continue in business. • 

Calculating Book Value When Preferred 
Stock Is Present 
The focus of the computation of book value per share is always on the value per share of 
the com~non stock. Therefore, the computation must be adjusted for corporations that 
have both preferred and common stock. The numerator of the fraction , total stockhold ­
ers' equity, should be reduced by the rights that preferred stockholders have to the 
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EXHIBIT 11-5 Workout Wonders' Stockholders' Equity Section 

Stockholders' Equity Section of Balance Sheet 
December 31, 2012, and December 31, 2011 

(in millions) 

Preferred stock, no par value (liquidation value, $500) 

Common stock, par value 1 2/3 per share (issued 1, 782 shares) 

Capital in excess of par value 

'i' 
$ 

2012 2011 

400 'L $ 400 

30 ' ·"i'~ 
30 

618 ~ '·~ ' ~··'I<~ 548 -., 
l,"1'' 

18,730 ~ • 4 15,961 ~ Retained earnings 
~ 
g- Accumulated other comprehensive loss 
E 

(886) ''f:' 
T{ ~--

"¢':, 
(1,267) 

.3 Less: Repurchased common stock, at cost (103 and 77 shares, respectively) (4,920) (3,376) 

$13,972 $12,296 
ii, j Total shareholders' equity 

. ~ 
Q .................................................................................................................................. -.. ............. ... 

Market value per share 
The selling price of the stock as 
indicated by the most recent 
transactions. 

corporation's net assets. Normally, this can be accomplished by deducting the redemp­
tion value or liquidation value of the preferred stock along with any dividends in arrears 
on cumu lative preferred stock. T he denominator should not include the number of 
shares of preferred stock. 

To illustrate the computation of book value per share when both common and pre­
ferred stock are present, we refer to the Stockholders' Equity category of Workout Won­
ders, presented in Exhibit 11 -5. When calculating book value per share, we want to 
consider only the common stockholders' equity. Exhibit 11 -5 indicates that the company 
had total stockholders' equity in 2012 of $13,972 million but also that preferred stock­
holders had a right to $500 million in the event of liquidation. Therefore, $500 million 
must be deducted to calculate the rights of the common stockholders: 

$13,972 - $500 = $13,472 million common stockholders' equity 

The number of shares of common stock outstanding for the company is 1,782 mil ­
lion issued less 103 million of treasury stock. Therefore, the computation of book val ue 
per share is as follows: 

$13,472/1,679 = $8.02 Book Value per Share 

If the company was liquidated and the assets sold at their recorded values, the com­
mon stockholders would receive $8.02 per share. Of course, if the company went bank­
rupt and had to liquidate assets at distressed values, stockholders would receive 
something less than book value. 

Market Value per Share 
The market value of the stock is a more meaningful measure of the val ue of the stock to 
those financial statement users intere ted in buying or selling shares of stock. The 
market value per share is the price at which stock is currently sell ing. When stock is 
sold on a stock exchange, the price can be determined by its most recent selling price. 
For example, the listing for Nike Inc. stock on the Internet may indicate the following: 

52-Week Daily 

High Low Sym High Low Last Change 

68.17 39.17 NKE 43.3 42.01 42.93 + 0.48 (1 .1 3%) 

The two left-hand columns indicate the stock price for the last 52-week period. Nike 
Inc. sold as high as $68.17 and as low as $39 .17 during that time period. The right-hand 
portion indicates the high and low for the previous day's trading and the closing price. 

ike sold as high as $43.30 per share and as low as $42.01 per share and closed at 
42.93. For the day, the stock increased by 1.13%, or $0.48 per share. 
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The market value of the stock depends on many factors. Stockholders must evaluate 
a corporation's earnings and liquid ity as indicated in the financial statements. They also 
must consider a variety of economic factors and project all of the factors into the future 
to determine the proper market value per share of the stock. Many investors use sophisti ­
cated investment techniques, including large databases, to identify factors that affect a 
company's stock price . 

L09 Understand how investors use rat ios to evaluate stockholders' equity. 

• Ratios used to analyze stockholders' equity are designed to measure some aspect of the value of the firm held by 
stockholders . Some common measures include: 

• Book value per share-a measure based on balance sheet accounting amounts recorded. 

• Market value per share- a measure aimed at assessing fair market value based on the current price of stock. 

QUESTIONS Answers to these questions are on the last page of the chapter. 

1. The ratio of book value per share a. the rights of the preferred stockholders to the com-
a. is an indication of the market value of the stock on pany's assets should be deducted before book value 

the stock exchange. per share is calculated . 
b. has total assets as the denominator. b. the rights of the common stockholders to the com-
e. has total assets as the numerator. pany's assets should be deducted before book value 
d. is an indication of the rights of the common stock- per share is ca lculated. 

holders to the company's assets. c. the amount of stock outstanding in the numerator of 

2. If a company has both common and preferred stock and 
wants to calculate book value per share, 

the fraction should represent only the preferred stock. 
d. the amount of stock outstanding in the numerator of 

the fraction should represent the total of the com­
mon and preferred stock. 

How Changes in Stockholders' Equity Affect 
the Statement of Cash Flows 
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OVERVIEW: Issuance and repurchase of stock and payment of dividends are fi­
nancing items on the statement of cash flows. The issuance of stock results in a cash 
inflow or increase. Repurchase or retirement of stock represents a cash outflow or 
decrease. Cash dividends represent a cash outflow or decrease. 

L010 Explain the effects that 
t ransactions involving stockhold­
ers' equity have on the state­
ment of cash flows. 

It is important to determi ne the effect that the issuance of stock, the repurchase of stock, 
::ind the payment of dividends have on the st::itement of cash fl ows. T he impact that each 
of these business activities has on cash must be reflected on the st::itcment. Exhibit 11-6 
indicates how these stockholders' equi ty trans::ictions affect cash flow ::ind where the 
items should be placed on the st::itement of cash fl ows. 

EXHIBIT 11-6 The Effect of Stockholders' Equity Items on the Statement of Cash Flows 

' '. 
JI '\if 

Item 

Net Income 

Statement of Cash Flows 

Operating Activities ( .. 
'. 

. . .f ... 

xxx 

Investing Activities 

Financing Activities 
. ,, 

Issuance of Stock ---------------------:-~~~---• 

'. ~. Retirement or repurchase of stock -~;:::;::::;:;'::;'.:'"'.'."""'.'7".7"'7~~::;-"""'."-~~~:;-""".t~ 

Payment of dividends-----------------------• 

... 

t* \ .. 
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STUDY TIP 

Transactions affecting the 
Stockholders' Equity category 
of the balance sheet will appear 
in the Financing Activities cate­
gory of the cash flow statement. 
Dividends are included in the 
cash flow statement when they 
are paid rather than when they 
are declared. 

Chapter 11 Stockholders' Equity 

Portfolio managers of equity funds provide investors with the expertise needed to analyze the 
factors affecting equity investing within a very competitive environment. Jeffrey K. Hanna, 
CFA. is the vice president and senior portfolio manager for Citizens Bank; he helps clients 
meet their retirement, education, and general investing needs. 

According to Jeffrey, the income statement and the statement of cash flows tend to be 
very useful in the analysis of companies because they tell the story of how a company's deci­
sions have affected the value of that company. There is a great deal of information to be 
gleaned from these two statements-they provide a wealth of information to users of finan­
cial statements. Typically, he would compare the balance sheets of companies w ithin indus­
tries and use this to measure any large differences. Some of the important ratios he reviews 
would be asset-related, such as current ratios, inventory ratios, and debt and equity ratios 
such as debt/asset and equity/assets. 

Jeffrey believes the quality of financial statements has generally improved over the years. 
The FASB has introduced many new standards and has addressed some of the more pressing 
needs for transparency. In addition, the international accounting standards have also brought 
more transparency and conformity around the world. Accounting sets the framework for fur­
ther analysis, which allows comparison among companies and industries. Changes in pro­
nouncements will alter the interpretation-and valuation-of a company, and it is the role of 
the analyst to help interpret and make a judgment call on how these changes affect the 
company. 

Jeffrey confirms that his college accounting background has taught him to think logically 
and develop a framework for analyzing companies and industries. This has been critical to his 
success as a portfolio manager. 

Be sure to develop a good working knowledge 
of financial accounting. It will serve you well in all 

financial fields you encounter throughout your 
career.'' 

The issuance of stock is a method to finance business. T herefore, the cash inflow 
from the sale of stock to stockholders should be reflected as an inflow in the Financing 
Activities section of the statement of cash fl ows. Generally, companies do not disclose 
separately the amount received for the par value of the stock and the amount received in 
excess of par. Rather, one amount is listed to indicate the total inflow of cash. 

The repurchase or retirement of stock also represents a fi nancing activity . T herefore, 
the cash outflow should be reflected as a reduction of cash in the Financing Activities sec­
tion of the statement of cash fl ows. Again , companies do not distinguish between the 
amount paid for the par of the stock and the amount paid in excess of par. One amount 
is generally listed to indicate the total cash outflow to retire stock. 

Dividends paid to stockholders represent a cost of financing the business with stock. 
~ T herefore, dividends paid should be refl ected as a cash oit tjlow in the Financing Activities 
~ section of the statement of cash fl ows. It is important to distinguish between the declara­
.§ tion of dividends and the payment of dividends. T he cash outflow occurs at the time the 
~ dividend is paid and should be refl ected on the statement of cash flows in that period . 
~ T he 2010 partial statement of cash fl ows fo r Southwest Airlines Co., is shown in Ex-

hibit 11 -7. During 2010, the company had considerable cash outflows associated with 
its long-term debt and capital lease obligations of $ 155 million. T he company had addi­
tional cash outflows for payments of credit line borrowing of $44 million and payments 
of dividends of $13 million . 
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EXHIBIT 11-7 Southwest Airlines Co.'s Partial Statement of Cash Flows 

Southwest Airlines Co. 
Consolidated Statement of Cash Flows 

Years Ended December 31, 

(in millions) 2010 2009 
"i;~ ·~ .~ 

CASH FLOWS FROM FINANCING ACTIVITIES: .. ' 
~,\; •;.#~·· 

;~ ~ 

Issuance of long-term debt '" 
l. 455 • ]

1
( ~)ii 

« ''· I ";J.(~ t~"1 r f 
(, . ' If:'"'• ' 

'I 
83 - .11· ~ Proceeds from credit line borrowing '' ·-ct ' ' i .. > '. . 

';.it' -j!' • .. i}I.,..,, ':'I 
r ... '-. Proceeds from revolving credit facility " " "•• .!(' -'· ,.. 

381 .:; 
Proceeds from sale leaseback transactions <!-'µ ' -. I 

l"'' ,,.,( t .{.iJl" 
"' • ~ 

Proceeds from Employee stock plans ·.- 55 20 ,.~ 

' 
Payments of long"term debt and capital lease obligations J\ 1 ... (155) ~ (86) ~ .... 

~ ~#{,. L Payments of revolving credit facility ., ''"' .... (400) 

'·"1< 
,, . ~ .._.,_\\'" '\ .. 

•{ ,.,. ~ 

Payment of credit line borrowing ... (44) "' .. . (97) -· ' ,. ..... ,, 
' '""' ~ !'l~"""" Payments of cash dividends t.lt '•· (13) ;.t.t (13) ;., 

t.' .. "', ~~ : nit Repurchase of common stock " ' ,:u ' ' i . ,,1.'\1 ., 
" + ~ 

,~ 

'1 ~ "-8 Other. net 
\ 

8 (13) 
'lt: .. , ~ 

Net cash provided by (used in) financing activities (149) ' 330 " ~,»-!. 

L010 Explain the effects that transactions involving stockholders' equity have on the statement of cash flows. 

• Transactions involving stockholders' equity accounts are classified as financing activities. Issuing stock produces cash 
inflows. Dividends and the retirement or repurchase of stock produce cash outflows. 

QUESTIONS Answers to these questions are on the last page of the chapter. 

1. On the statement of cash flows, where should the effect 2. When treasury stock is purchased by the company, how 
of the company's stock transactions be reflected? should it appear? 

a. in the Operating Activities category a. as a cash inflow in the Financing Activities category 
b. in the Investing Activities category b. as a cash outflow in the Financing Activities category 
c. in the Financing Activities category c. as a cash inflow in the Investing Activities category 
d. none of the above d. as a cash outflow in the Investing Activities category 

APPENDIX 
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2008 

1,000 

91 

400 

173 

117 

(13) 

(54) 

(5) 

1,654 

The foc us of Chapter 11 , as with the rest of the text, has been on the corporate form of 
organization. Most of the large, influential companies in the United States are organized 
as corporations. They have a legal and economic existence that is separate from that of 
the owners of the business, the stockholders. Yet many other companies in the economy 
arc organized as sole proprietorships or partnerships. The purpose of this appendix is to 
show briefly how the characteristics of such organizations affect the accounting, particu ­
larly the accounting for the Owners' Equi ty category of the balance sheet. 

L011 Describe the important 
differences between the sole 
proprietorship and partnership 
forms of organization versus the 
corporate form. 
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Sole Proprietorships 

OVERVIEW: A sole proprietorship is a business owned by one person. It is not a 
separate entity for legal or tax purposes. For accounting purposes, the assets and liabil­
ities of the owner must be kept separate from the business. Owners' equity is one 
account-the owner's capital account. 

Sole proprietorship A sole proprietorship is a business owned by one person . Most sole proprietorships 
are small in size, with the owner serving as the operator or manager of the company. 
T he primary advantage of the sole proprietorship fo rm of organization is its simplicity . 
T he O wners' Equi ty category of the balance sheet consists of one account, the owner's 
capital account. T he owner answers to no one bu t himself or herself. A disadvantage of 
the sole proprietorship is that all responsibility fo r the success or fa ilure of the venture 
attaches to the owner, who often has limited resources. 

A business with a single owner. 

Cash 

T here are three important points to remember about this for m of organization: 

1. A sole proprietorship is not a separate enti ty fo r legal purposes. T his means that the 
law does not distinguish between the assets of the business and those of its owner. If 
an owner loses a lawsuit, for example, the law does not limit an owner's liabili ty to 
the amo unt of assets of the business, but extends liabili ty to the owner's personal 
assets. T hus, the owner is said to have unlimited liability. 

2 . Accountants adhere to the entity principle and maintain a distinction between the 
owner's personal assets and the assets of the sole proprietorship . The balance sheet 
of a sole proprietorshi p shou ld reflect only the " business" assets and liabili ties, with 
the di ffe rence reflected as owner's capital. 

3 . A sole proprietorship is not treated as a separate entity for federal income tax pur­
poses. T hat is, the sole proprietorship does not pay tax on its income. Rather, the 
business income must be declared as income on the owner's personal tax return , 
and income tax is assessed at the personal tax rate rather than the rate that applies to 
companies organized as corporations. T his may or may not be advantageous 
depending on the amount of inco me involved and the owner's tax situation. 

Typical Transactions 
When the owners of a corpo ration, the stockholders, invest in the corporation, they nor­
mally do so by purchasing stock. When investing in a sole proprietorshi p, the owner sim ­
ply contributes cash or other assets to the business. 

Example 11-10 Recording Investments in a Sole Proprietorship 

Assume that on January 1, 2012, Peter Tom began a new business by investing $10,000 
cash. The effect of the investment by the owner is as follows: 

ACTIVITY: Financing 
ACCOUNTS: Cash Increase Peter Tom, Capital Increase 

STATEMENT($): Balance Sheet 

Balance Sheet 

ASSETS LIAB ILITIES + 
10,000 

STOCKHOLDERS' 
EQUITY 

Peter Tom, 
Capital 10,000 

Income Statement 

REVENUES EXPENSES 
NET 

INCOME 

The Peter Tom, Capital account is an owner's equity account and reflects the rights of the 
owner to the business assets. 

(Continued) 



Sole Proprietorships 

An owner's withdrawal of assets from the business is recorded as a reduction of owner's eq­

uity. Assume that on July 1, 2012, Peter Tom took an auto valued at $6,000 from the business 

to use as his personal auto. The effect of the withdrawal by the owner is as follows: 

ACTIVITY: Financing and Investing 
ACCOUNTS: Peter Tom, Drawing Increase Equipment Decrease 

STATEMENT(S): Balance Sheet 

Balance Sheet 
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Income Statement 

OWNERS' 
EQUITY 

.-.-+-~~~~~~~~~~~~~~~ NET 

ASSETS 

Equipment (6,000) 

LIABILITIES + 
Peter Tom, 

Drawing 

REVENUES EXPENSES INCOME 

(6,000) 

~ -----------------------------------------------------------------------8 

Q --------------------------------------------------------------------

The Peter Tom, Drawing accou nt is a contra -equi ty account. Sometimes a drawing 
account is referred to as a ivithdrawals accmmt, as in Peter Tom, Withdrawals. An 
increase in the account red uces the owner's equity. At the end of the fiscal year, the 
drawing accou nt should be closed to the capital accoun t and the effect is as follows: 

ACTIVITY: Operating 

ACCOUNTS: Peter Tom, Capital Decrease Peter Tom, Drawing Decrease 

STATEMENT(S}: Balance Sheet 

Balance Sheet Income Statement 

OWNERS' 
EQUITY 

~--~~~~~~~~~~~~~~~~ NET 
ASSETS LIABILITIES + 

Peter Tom, 
Capital 

Peter Tom, 
Drawing 

REVENUES 

(6,000) 

6,000 

T he amount of the net income of the busi ness also sho uld be reflected in the capital 
account. Assume that all revenue and expense accounts of Peter Tom Company have 
been closed to the Income Summary accou nt, resulting in a balance of $4,000, the net 
income for the year. The Income Summary account is closed to capital and the effect is 
as fo llows: 

ACTIVITY: Operating 

ACCOUNTS: Income Summary Decrease Peter Tom, Capital Increase 

STATEMENT(S): Balance Sheet 

Balance Sheet 

EXPENSES INCOME 

Income Statement 

OWNERS' 
EQUITY 

..... +-~~~~~~~~~~~~~~~~ NET 
ASSETS LIABILITIES + 

Income 
Summary 

Peter Tom, 
Capital 

(4,000) 

4.000 

REVENUES EXPENSES INCOME 
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Partnership 
A business owned by two or more 
individuals that has the 
characteristic of unlimited liability. 

Partnership agreement 
Specifies how much the owners w ill 
invest, what their sa laries will be, 
and how profits wil l 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, 201 2 
Plus: Investments 

Net income 
Less: Withdrawals 

Ending balance, Dec. 31 , 2012 

Partnerships 

$ 0 
10,000 
4,000 
(6,000) 

$ 8,000 

OVERVIEW: A partnership is similar to a proprietorship, but with more than one 
owner. The partnership agreement governs how income (losses) will be distributed. If 
no mention is made in the agreement, profits and losses will be divided equally among 
partners. A separate capital account is maintained for each partner, as well as separate 
drawing accounts. The partnership does not pay income tax. Instead, income of the 
partnership is taxed on each owner's tax return . 

A partnership is a company owned by two or more people. Like sole proprietorships , 
most partnerships arc fairly small businesses formed when individuals combine their capi ­
tal and managerial talents for a common business purpose. Other partnership are large , 
national organizations. For example, the major public accounting firms are very large, 
national companies but arc organized in most states as partnerships. 

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

1. Unlimited liability 
• Legally, the assets of the business are not separate from the partners' personal 

assets. 
• Each partner is personally liable for the debts of the partnership. 
• 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 separate legal existence and an unlimited life; partnerships 
do not. The life of a partnership exists only so long as the contract between the 
partners is valid. 

• The partnership ends when a partner 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 
• Partnerships are subject to the same tax features as sole proprietorships. 
• The partnership itself does not pay fi::deral income tax. Rather, the income of the 

partnership is treated as personal income on each of the partners' individual tax 
returns and is taxed as personal income. 

• All partnership income is subject to federa l income tax on the individual partners' 
returns even if it is not distributed to the paru1crs. 

• A variety of other factors affects the tax consequences of partnerships versus the 
corporate form of organization. Those aspects arc quite complex and beyond the 
scope of this text. 

A partnership is based on a partnership agreement. It is very important that the part­
ners agree in writing about all aspects of the partnership . The agreement should detail 
items such as how much capital each partner is to invest, how much time each partner is 
expected to devote to the business, what the salary of each partner is, and how income 
of the partnership is to be divided . If a partnership agreement is not present, the courts 
may be forced to settle disputes between partners. Therefore, 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. 
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Partnerships 

Investments and Withdrawals 
In a partnership, it is important to account separately fo r the capital of each partner. A 
capital account should be established in the Owners' Equity section of the balance sheet 
fo r each partner. Investments into the company should be credited to the partner mak­
ing the investment. 

Example 11-11 Recording Investments in a Partnership 

Assume that on January 1, 2012, Paige Thoms and Amy Rebec begin a partnership named 
AP Company. Paige contributes $10,000 cash, and Amy contributes equipment valued at 
$5,000. The effect of the investment by the owners is as follows: 

ACTIVITY: Financing and Investing 
ACCOUNTS: Cash Increase Equipment Increase Page Thoms, Capital Increase 

Amy Rebec, Capital Increase 

STATEMENT(S): Balance Sheet 

Balance Sheet Income Statement 
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OWNERS' 
EQU ITY 

~--~~~~~~~~~~~~~~~~ NET 
ASSETS 

Cash 
Equipment 

10,000 
5,000 

LIABILITIES + REVENUES 

Paige Thoms, 
Capital 1 0,000 

Amy Rebec, 
Capital 5,000 

A drawing account also should be established for each owner of the company to account for 
withdrawals of assets. Assume that on April 1, 2012, each owner withdraws $2,000 of cash 
from AP Company. The effect of the withdrawal by the owner is as follows: 

ACTIVITY: Financing 

ACCOUNTS: Page Thoms, Drawing Increase Amy Rebec, Drawing Increase 

Cash Decrease 

STATEMENT(S): Balance Sheet 

EXPENSES 

Balance Sheet Income Statement 

INCOME 

OWNERS' ~--~~~~~~~~~~~~~~~~ NET 
ASSETS LIABILITIES + EQUITY REVENUES EXPENSES INCOME 

Cash (4,000) Paige Thoms, 
Drawing (2,000) 

Amy Rebec. 
Drawing (2,000) 

~ 
~ ------------------------------------------------------------------------------------------....i 
@--------------------------------------------------------------------

Distribution of Income 
T he partnership agreement governs the manner in which income should be allocated to 
partners. T he distribution may recognize the partners' relative investment in the busi­
ness, their time and effort, their expertise and talents, or other factors. Three methods of 
income allocation will be illustrated, but be a\vare that partnerships use many other allo ­
cation methods. Although these allocation methods are straightfotward , partnerships of­
ten dissolve because one or more of the partners believes that the allocation is unfair . It 
is very difficult to devise a method that will make all partners happy. 
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One way to allocate income is to divide it evenly between the partners. In fact, when 
a partnership agreement is not present, the courts specify that an equal allocation must 
be applied regardless of the relative contributions or efforts of the partners. For example, 
assume that AP Company has $30 ,000 of net income for the period and has established 
an agreement that income should be allocated evenly between the two partners, Paige 
and Arny. Each capital account would be increased by $15,000 . T he effect of closing the 
Income Summary account to the capital accounts is as fo llows: 

ACTIVITY: Operating 

ACCOUNTS: Income Summary Decrease Page Thoms, Capital Increase 

Amy Rebec, Capital Increase 

STATEMENT(S): Balance Sheet 

ASSETS 

Balance Sheet Income Statement 

OWNERS' 
EQUITY 

.... --~~~~~~~~~~~~~~~~ NET 
LIABILITIES + REVENUES EXPENSES INCOME 

Income 
Summary (30,000) 

Paige Thoms, 
Capital 15,000 

Amy Rebec, 
Capital 15,000 

An equal distribution of income to all partners is easy to apply but is not fair to those 
partners who have contributed more in money or ti me to the partnership. 

Another way to allocate income is to specify in the partnership agreement that 
income be allocated according to a stated ratio. For example , Paige and Arny may specify 
that all income of AP Company should be allocated in a 2-to- l ratio, with Paige receiv­
ing the larger portion. If that allocation method is applied to Example 11 -11 , Paige 
T homs, Capital would be increased by $20,000 and Amy Rebec, Capita l would be 
increased by $10,000 . If that allocation method is applied to Example 11 -11 , the effect 
is as fo llows: 

ACTIVITY: Operating 

ACCOUNTS: Income Summary Decrease Page Thoms, Capital Increase 

Amy Rebec, Capital Increase 

STATEMENT(S): Balance Sheet 

ASSETS 

Balance Sheet Income Statement 

LIABILITIES + 
OWNERS' 

EQUITY 

Income 
Summary (30,000) 

Pa ige Thoms, 
Capital 20,000 

Amy Rebec, 
Capital 10,000 

.-.-+-~~~~~~~~~~~~~~~~ NET 
REVENUES EXPENSES INCOME 

Finall y, an allocation method that more accurately reflects the partners' input is illus­
trated. It is based on salaries, interest on invested capital, and a stated ratio. Assume that 
the partnership agreement of AP Company specifics that Paige and Amy be allowed a 
sala1y of $6,000 and $4,000, respectively; that each partner receive 10% on her capital 
balance; and that any remaining income be allocated equally. Assume that AP Company 
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has been in operation for several years and that th e capital balances of the owners at the 
end of 20 12, before the income distribution, are as fo llows: 

Paige Thoms, Capital 
Amy Rebec, Capital 

$40,000 
50,000 

If AP Company calcu lated that its 201 2 net income (before partner salaries) was 
$30,000, income would be allocated between the partners as fo llows: 

Distributed for salaries: 
Distributed for interest: 

Paige ($40,000 x 10%) 
Amy ($50,000 x 10%) 

Remainder = $30,000 - $10,000 -
$9,000 = $11,000 

Remainder distributed equally: 
Paige ($11,000/2) 
Amy ($11,000/2) 

Total distributed 

Paige 

$ 6,000 

4,000 

5,500 

$15,500 

Amy 

$ 4,000 

5,000 

5,500 

$14,500 

Paige T homs, Capital would be increased by $ 15,500, and Amy Rebec, Capital, by 
$ 14,500. T he eftect of closing the Income Summary accoun t to the capital accounts is 
as fo ll ows: 

ACTIVITY: Operating 
ACCOUNTS: Income Summary Decrease Page Thoms, Capital Increase 

Amy Rebec, Capital Increase 

STATEMENT(S): Balance Sheet 

Balance Sheet Income Statement 
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OWNERS' 
EQUITY 

~--~~~~~~~~~~~~~~~~ NET 
ASSETS LIABILITIES + REVENUES 

Income 
Summary (30,000) 

Paige Thoms, 
Capital 15,500 

Amy Rebec, 
Capital 14,500 

T his indicates that the amounts of $ 15,500 and $ 14,500 were allocated to Paige and 
Amy, respectively. It does not indicate the amou nt actually paid to (or withdrawn by) 
the partners. However, for tax purposes, the income of the partnership is treated as per­
sonal income on the partners' individ ual tax returns regardless of whether the income is 
actually paid in cash to the partners. T his aspect often encourages partners to withdraw 
income from the business and makes it d ifficult to retain suffic ient capita l for the business 
to operate profitably. 

EXPENSES INCOME 
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l011 Describe the important differences between the sole proprietorship and partnership forms of organization 
versus the corporate form. 

• Sole proprietorships are businesses that are not incorporated and are owned by one individual. The business entity and 
individual are not distinguished from one another for legal and tax purposes. 

• Partnerships are also unincorporated entities but are owned by two or more individuals. The partners and their respective 
shares of the business are not distinguished from one another for legal purposes. The partnership itself is not taxed on 
earnings, but individual partners are taxed for their share. 

• Corporations, unlike partnerships, have some of the following distinguishing characteristics: they are generally taxable 
entities and have an unlimited life. The corporate form has been adopted by most larger businesses and is therefore 
emphasized in this text. 

QUESTIONS Answers to these questions are on the last page of the chapter. 

1. When a company is organized as a sole proprietorship, 2. When a company is organized as a partnership, 

a. the assets and liabilities of the company should not 
be separate from the owner's assets and liabilities. 

a. the partners share equally in the income of the 
company. 

b. the assets and liabilities of the company should be 
kept separate from the owner's assets and liabi l­
ities. 

b. all partners must contribute the same amount of 
money to establish the partnership. 

c. the partnership must pay tax on its income. 
c. the company must pay income tax on its income. 
d. the owner of the company is considered to have a 

limited liability for the actions of the company. 

d. each partner is personally liable for the actions of 
the company. 

RATIO REVIEW 
Book Va lue per Share = Total Stockholders' Equity* 

Number of Shares of Common Stock Outstanding 

*When preferred stock is outstanding, the redemption value or liquidation value (d isclosed on the 
preferred stock line or in the notes) of the preferred stock must be subtracted from total 
stockholders' equity. 

ACCOUNTS HIGHLIGHTED 
Account Title 

Common Stock 
Preferred Stock 
Additional Paid-in Capital 
Retained Earnings 
Treasury Stock 

Cash Dividend Payable 
Stock Dividend Distributable 

Where It Appears 

Balance Sheet 
Balance Sheet 
Balance Sheet 
Balance Sheet 
Balance Sheet 

Balance Sheet 
Balance Sheet 

In What Section 

Contributed Capital 
Contributed Capital 
Contributed Capital 
Retained Earnings 
(bottom portion of 

stockholders' equity 
as a contra account) 

Current Liabilities 
Contributed Capital 

Page Number 

546 
547 
546 
542 

548 
552 
554 



Key Terms Quiz 

KEY TERMS QUIZ 

Read each definition below and write the number of the definition in the blank beside the appro­
priate term. The quiz solu tions appear at the end of the chapter. 

. ~ Authorized shares Dividend payout ratio -=--r- Issued shares Stock dividend ---
___ Outstanding shares Stock split 
___ Par value Statement of stockholders' equity 

- -- Additional paid-in capital Comprehensive income 
___ Retained earnings Book value per share 

- --
Cumulative feature Market value per share 

--- Participating feature Sole proprietorship (Appendix ) 
___ Convertible feature Partnership (Appendix) 
___ Callable feature Partnership agreement (Appendix ) 
___ Treasury stock 

Retirement of stock 

1. The number of shares sold or distributed to stockholders. 
2. An arbitrary amount that is stated on the face of the stock certificate and that represents the 

legal capital of the firm. 
3. Net income that has been made by the corporation but not paid out as dividends. 
4. The right to dividends in arrears before the current-year dividend is distributed. 
5. Allows preferred stock to be returned to the corporation in exchange for common stock. 
6. Stock issued by the firm and then repurchased but not retired. 
7. The annual dividend amount divided by the aimual net income. 
8. A statement that reflects the differences between beginning and ending balances for all 

accounts in the Stockholders' Equity category. 
9. Creation of additional shares of stock and reduction of the par value of the stock. 

10. Total stockholders' equity divided by the number of shares of common stock o utstanding. 
11 . The total change in net assets from all sources except investments by or distributions to the 

owners. 
12. The selling price of the stock as indicated by the most recent stock transactions on, for 

example, the stock exchange. 
13. The maximum number of shares a corporation may issue as indicated in the corporate char-

ter. 
14. The number of shares issued less the number of shares held as treasu1y stock. 
15. The amount received for the issuance of stock in excess of the par value of the stock. 
16. A provision allowing the preferred stockholders to share, on a percentage basis, in the distri ­

bution of an abnormally large dividend. 
17. Allows the issuing firm to eliminate a class of stock by paying the stockholders a fixed 

amount. 
18. When the stock of a corporation is repurchased with no intention of reissuing at a later 

date. 
19. A corporation's decla ration and issuance of additional shares of its own stock to existing 

stockholders. 
20. A business owned by two or more individuals that has the characteristic of unlimited 

liability. 
21. A document that specifies how much each owner should invest, what the salary of each 

owner is, and how profits are to be shared. 
22. A business with a single owner. 
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ALTERNATE TERMS 

additional paid-in capital paid-in capital in 
excess of par 

additional paid-in capital-treasury stock 
paid-in capital from treasury stock 
transactions 

callable feature redeemable 

capital account owners' equi ty account 
contributed capital paid-in capital 
retained earnings retained income 
small stock dividend stock dividend less 

than 20% 
stockholders' equity owners' equity 

WARMUP EXERCISES & SOLUTIONS 

L01 Warmup Exercise 11-1 
A company has a Retained Earnings account with a January 1 balance of $500,000. The account­
ant has reviewed the fo llowing information for the current year: 

Required 

Increase in cash balance 

Net income 
Dividends declared 

Dividends paid 

Decrease in accounts receivable balance 

Calculate the ending balance of the Retained Earnings account. 

$50,000 

80,000 

30,000 

20,000 

10,000 

Key to the Solution Cash and accounts receivable do not affect retained earnings. Also, note 
that dividends are deducted from retained earnings at the time they are declared rather than 
when they are paid. 

102 Warmup Exercise 11 -2 
A company begins business on Janua1y 1 and issues 100,000 shares of common stock. On July 1, 
the company declares and issues a 2-for-l stock split. On October 15, the company purchases 
20,000 shares of stock as treasury stock and reissues 5,000 shares by the end of the month. 

Required 

Calculate the number of shares issued and the number of shares outstanding as of the end of the 
first yea r of operations. 

109 Warmup Exercise 11-3 
1. Company A has total stockholders' equity at year-end of 500,000 and has 10,000 shares of 

stock. 
2. Company B has total stockholders' equity at year-end of $500,000 and has 10,000 shares of 

stock. The company also has 50,000 shares of preferred stock, which has a $1 par value and 
a liquidation va lue of $3 per share. 

Required 

Calculate the book value per share for Company A and Company B. 

Key to the Solution Book value per share is calculated for the common stockholder. If preferred 
stock is present, an amount must be deducted that represents the amount the preferred stock­
holder would receive at liquidation. 



Review Problem & Solution 

Solutions to Warm up Exercises 

Warmup Exercise 11-1 
The ending balance of the Retained Earnings account should be calculated as follows: 

Beginning balance 
Plus: Net income 
Less: Dividends declared 
Ending balance 

Warmup Exercise 11-2 

$500,000 
80,000 
(30,000) 

$550,000 

The number of shares of stock issued is 200,000, or 100,000 times 2 because of the stock split. 
The number of shares outstanding is 185,000, calculated as follows: 

Number of shares after spl it 
Less purchase of treasury stock 
Plus stock reissued 
Total outstanding 

Warmup Exercise 11-3 

100,000 x 2 = 200,000 
(20,000) 

5,000 
185,000 shares 

1. Book value per share is $50, or $500,000/ 10,000. 
2. Book value per share is $35, or ($500,000 - $150,000)/ 10,000. 

REVIEW PROBLEM & SOLUTION 

Andrew Company was incorporated on January 1, 2012, under a corporate charter that author­
ized the issuance of 50,000 shares of $5 par common tock and 20,000 shares of $100 par, 8% 
preferred stock. The following events occurred during 2012. Andrew wants to record the events 
and develop financial statements on December 31, 2012. 

a. Issued for cash 10,000 shares of common stock at $25 per share and 1,000 shares of preferred 
stock at $110 per share on January 15, 2012. 

b. Acquired a patent on April 1 in exchange for 2,000 shares of common stock. At the time of 
the exchange, the common stock was selling on the local stock exchange for $30 per share. 

c. Repurchased 500 shares of common stock on May 1 at $20 per share. The corporation is 
holding t11e stock to be used for an employee bonus plan. 

d. Declared a cash dividend of $1 per share to common stockholders and an 8% dividend to pre­
ferred stockholders on July 1. The preferred stock is noncumulative, nonparticipating. The 
dividend will be distributed on August 1. 

e. Distributed the cash dividend on August 1. 
f. Declared and distributed to preferred stockholders a 10% stock dividend on September 1. At 

the time of the dividend declaration, preferred stock was valued at $130 per share. 
g. On December 31, calculated t11e annual net income for the year to be $200,000. 

Required 

1. Analyze the effect oft11e items (a) t11rough (f) . 
2. Develop the Stockholders' Equity section of Andrew Company's balance sheet at December 

31, 2012. You do not need to consider t11e notes t11at accompany the balance sheet. 
3. Determine t11e book value per share of t11e common stock. Assume that the preferred stock 

can be redeemed at par. 
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Solution to Review Problem 

1. The fo llowing effects will occur: 

a. The effect of the issuance of stock could be identified and analyzed as fo llows: 

ACTIVITY: Financing 
ACCOUNTS: Cash Increase Common Stock Increase Additional Paid-in Capital-Common 

Increase Preferred Stock Increase Additional Paid-in Capital-Preferred Increase 
STATEMENT(S): Balance Sheet 

Balance Sheet 

ASSETS LIABILITIES + 
360,000 

STOCKHOLDERS' 
EQUITY 

Common 
Stock 

Additional 
50,000 

Paid-In Capital-
Common 200,000 

Preferred 
Stock 100,000 

Additional 
Paid-In Capital-
Preferred 10,000 

Income Statement 

REVENUES EXPENSES 
NET 

INCOME 

b. The effect of the issuance of stock for the patent could be identified and analyzed as follows: 

ACTIVITY: Financing and Investing 
ACCOUNTS: Patent Increase Common Stock Increase Additional Paid-in Capital - Common Increase 

STATEMENT(S): Balance Sheet 

Balance Sheet 

STOCKHOLDERS' 
ASSETS LIABILITIES + EQUITY 

Income Statement 

REVENUES EXPENSES 
NET 

INCOME 

Patent 60,000 Common Stock 10,000 
Additional 

Cash 

Paid-In Capital-
Common 50,000 

c. The effect of the stock acquired as treasury stock is as follows: 

ACTIVITY: Financing 
ACCOUNTS: Treasury Stock Increase Cash Decrease 

STATEMENT(S): Balance Sheet 

Balance Sheet Income Statement 

STOCKHOLDERS' ....,+-~~~~~~~~~~~~~~~ NET 

ASSETS 

(10,000) 

LIABILITIES + EQUITY 

Treasury 
Stock (10,000) 

REVENUES EXPENSES INCOME 



Review Problem & Solution 

d . A cash dividend should be declared on the number of shares of stock outstanding as of 
July 1. T he effect is as fo llows: 

ACTIVITY: Financing 
ACCOUNTS: Retained Earnings Decrease Dividend Payable-Common Increase 

Dividend Payable-Preferred Increase 

STATEMENT(S): Balance Sheet 

Balance Sheet Income Statement 
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STOCKHOLDERS' ..... -+-~~~~~~~~~~~~~~- NET 

ASSETS LIABILITIES + EQUITY REVENUES EXPENSES 

Dividend Payable- Retained 
Common 11 ,500 Earnings (19,500) 

Dividend Payable-
Preferred 8,000 

T he number of commo n shares o utstanding should be calculated as the number o f shares 
issued (12,000 ) less the number of shares of treasury stock (500 ). T he preferred stock divi­
dend sho uld be calculated as 1,000 shares times $ 100 par times 8%. 

e. T he effect of the distribution is as fo llows: 

ACTIVITY: Financing 
ACCOUNTS: Dividend Payable-Common Decrease 

Dividend Payable-Preferred Decrease Cash Decrease 
STATEMENT(S): Balance Sheet 

Balance Sheet Income Statement 

INCOME 

STOCKHOLDERS' --+-~~~~~~~~~~~~~~ NET 
ASSETS LIABILITIES + EQUITY REVENUES EXPENSES INCOME 

Cash (19,500) Dividend Payable-
Common (11 ,500) 

Dividend Payable-
Preferred (8,000) 

f. A stock dividend sho uld be based on the nu mber of shares of stock o utstanding and sho uld 
be declared and recorded at the market value o f the stock. T he effect is as fo llows: 

ACTIVITY: Financing 
ACCOUNTS: Retained Earnings Decrease Preferred Stock Increase 

Additional Paid-in Capital-Preferred Increase 
STATEMENT(S): Balance Sheet 

Balance Sheet Income Statement 

STOCKHOLDERS' ....,+-~~~~~~~~~~~~~~-- NET 
ASSETS LIABILITIES + EQUITY 

Reta ined 
Earnings (13,000) 

Preferred Stock 10,000 
Addit ional 

Paid-In Capital-
Preferred 3,000 

REVENUES EXPENSES INCOME 

(Continued) 
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2. The Stockholders' Equity section fo r Andrew Company after completing these transactions 
appears as follows: 

Preferred stock, $100 par, 8%, 20,000 shares 
authorized, 1, 100 issued 

Common stock, $5 par, 50,000 shares authorized. 
12,000 issued 

Additional paid-in capital-Preferred 
Additional paid-in capital-Common 
Retained earnings 
Total contributed capital and retained earnings 
Less: Treasury stock, 500 shares, common 

Total stockholders' equity 

*$200,000-$19,500- $13,000 = $167,500 

$110,000 

60,000 
13,000 

250,000 
167,500* 

$600,500 
(10,000) 

$590,500 

3. The book value per share of the common stock is calculated as follows: 

($590,500 - $110,000)/11 ,500 shares = $41.78 

QUESTIONS 

1. What are the two major components of 10. When treasury stock is bought and sold , 
stockholders' equity? Which accounts gen- the transactions do not result in gains or 
erally appear in each component? losses reported on the income sta'tement. 

2. Corporations disclose the number of What account or accow1ts are used 
shares authorized, issued, and outstanding. instead? Why are no income statement 
What is the meaning of each of those amounts recorded? 
terms? What causes a difference between 11. Many firms operate at a dividend payout 
the number of shares issued and the num- ratio ofless than 50%. Why do firms not 
ber outstanding? pay a larger percentage of income as divi -

3. Why do firms designate an amow1t as the dends? 
par value of stock? Does par value indicate 12. What is a stock dividend? How should it 
the selling price or market value of the be recorded? 
stock? 13. Would you rather receive a cash dividend 

4. If a firm has a net income for the year, will or a stock dividend from a company? 
the balance in the Retained Earnings Explain. 
account equal the net income? What is the 14. What is the difference between stock divi-
meaning of the balance of the accow1t? dends and stock splits? How should stock 

5. What is the meaning of the statement that splits be recorded? 
preferred stock has a preference to divi - 15. How is the book value per share calcu -
dends declared by the corporation? Do lated? Does the amow1t calculated as book 
preferred stockholders have the right to value per share mean that stockholders will 
dividends in arrears on preferred stock? receive a dividend equal to the book 

6. Why might some stockholders be inclined value? 
to buy preferred stock rather than com- 16. Can the market va lue per share of stock be 
mon stock? What are the advantages of determined by the information on the 
investing in preferred stock? income statement? 

7. Why are common shareholders sometimes 17. What is the difterence between a statement 
called residual owners when a company has of stockholders' equity and a retained 
both common and preferred stock out- earnings statement? 
standing? 18 . What is an advantage of organizing a com-

8. When stock is issued in exchange for an pany as a corporation rather than a part-
asset, at what amount should the asset be nership? Why don't all companies 
reported? How could the fair market value incorporate? (Appendix) 
be determined? 19. What are some ways that partnerships 

9. What is treasury stock? Why do firms use could share income among the partners? 
it? Where doe it appear on a corporation's (Appendix ) 
financial statements? 



Brief Exercises 

BRIEF EXERCISES 

Brief Exercise 11-1 Components of Stockholders' Equity 
Nash Company has the following accounts among the items on its balance sheet at December 

31 , 201 2: 

Common Stock, $1 0 par, 10,000 shares authorized, 9, 000 issued, 8,000 outstanding Preferred Stock, 
$100 par, 8%, cumulative. 1,000 shares authorized, issued, and outstanding 

Cash Dividend Payable 
Retained Earnings 
Additional Paid-In Capital 
Investment in Common Stock of Horton Company 
Treasury Stock, 1,000 shares, common stock 
Accumulated Other Comprehensive Income-Unrealized 

Gain on Investment Security 

Required 

$ 50,000 
100,000 
200,000 

60,000 
20,000 

5,000 

Develop the Stockholders' Equity section of the balance sheet for ash Company at December 
3 1, 201 2 . 

L01 

Brief Exercise 11-2 Common and Preferred Stock L02 
Fielder Company has the fo llowing accounts in the Stockholders' Equity category of the balance 
sheet: 

Common Stock, $ 10 no par, 10,000 shares authorized , 9,000 issued, 8,000 o utstanding 

Preferred Stock, S 100 par, 8%, cumulative, participating, 1,000 shares autho ri zed , issued , and 
outstanding 

Required 

1. Explain how the issuance of stock affects the financial statements when the stock has no par 
value. 

2 . Why would preferred stockholders want to have a cumulative fea ture in preferred stock? 
3. When a participating fea ture is present in preferred stock, how does it affect the amount of 

dividends that preferred stockholders can expect to receive? 

EXAMPLE 11-6 

Brief Exercise 11-3 Stock Issuance L03 
Morris had the fo llowing transactions during 201 2: EXAMPLE 11-1, 11-2 

1. Issued 2,000 shares of $ 10 par common stock fo r cash at $ 17 per share. 
2. Issued 1,000 shares of preferred stock to acquire land . T he preferred stock has a par value of 

$5 per share. T he land has been appraised at $7,000. 
3. Issued 5,000 shares of$ 10 par common stock as payment to a company that provided adver­

tisi ng fo r the company. T he stock was sell ing on the stock exchange at $ 12 per share at the 
time of issuance. 

Required 

Identify and analyze the effect of each transactio n 

Brief Exercise 11-4 Treasury Stock L04 
Indicate whether the fo llowing transactions increase, decrease, o r have no effect o n (a) total assets EXAMPLE 11-3 
and on (b) total stockholders' equi ty. 

Issue 1,000 shares of common stock at $10 per share 
Purchase 500 shares of common stock as treasury stock at $ 15 per share 
Reissue 400 shares of t reaswy stock at $ 18 per share 
Reissue 100 shares of treaswy stock at $ 12 per share 

579 



580 

L05 
EXAMPLE 11 -5, 11-6 

LOG 
EXAM PLE 11-4, 11 -7 

Chapter 11 Stockholders ' Equity 

Brief Exercise 11-5 Cash Dividends 
At December 31 , 2012 , Black Company has the following: 

Common Stock, $ 10 par, 10,000 shares authori zed, 9 ,000 issued, 8,000 outstanding 

Preferred Stock, 100 par, 8%, cumulative, 1,000 shares authori zed, issued, and outstancling 

T he company did not pay any dividend during 2011 or 20 l 0. 

Required 

Compute the amount of dividend to be received by the common and preferred stockholders in 
201 2 if the company declared a dividend of(a ) 16,000, (b) $24,000, and (c) $60,000. 

Brief Exercise 11-6 Cash and Stock Dividends 
At December 31 , 2012, White Company has the following: 

Common Stock, $10 par, 10,000 shares authorized, 9 ,000 issued, 8,000 outstanding 

Required 

Indicate whether the fo llowing would increase, decrease, or have no effect on (a) assets, (b) 
retained earnings, and ( c) total stockholders' equity . 

A company declares and pays a cash dividend of $25 ,000 . 
A company declares and issues a 10% stock dividend. 

L07 Brief Exercise 11-7 Stock Dividends and Stock Splits 
EXAM PLE 11-8, 11 -9 At December 31 , 2012 , Green Company and Blue Company have identical amounts of common 

stock and retained earnings as fo llows: 

Common Stock, $10 par, 50,000 shares authorized, 9,000 issued, 9,000 outstanding 

Retained Earnings, 500,000 

At December 31 , 201 3, Green Company declares and issues a 100% stock dividend, while Blue 
Company declares and issues a 2-fo r-l stock split. 

Required 

Determine for each company the fo llowing amounts as of January 1, 201 3: 

umber of shares of common stock outstancling 
Par value per share of the common stock 
Total amOLmt reported in Common Stock accow1t 
Retained earnings 

LOB Brief Exercise 11-8 Develop Stockholders' Equity 
EXAMPLE 11 -1, 11 -3 ash Company has the fo llowing accounts among the items on the balance sheet at January 1, 

2012 : 

Common Stock, $1 0 par, 10,000 shares authorized, 9,000 issued, 8,000 outstanding Preferred 
Stock, $100 par, 8%, cumulative, 1,000 shares authorized, issued, and outstanding 

Retained Earnings $100,000 
Additional Paid-In Capital 200,000 
Treasury Stock. 1,000 shares, common stock 20,000 

During 2012, the company issued 500 shares of common stock at $14 per share and reissued 
400 shares of treasury stock at $20 per share. T he company reported a net income of $60,000 
fo r 2012 . 

Required 

Develop the Stockholders' Equity section for Nash Company at December 31, 2012 . 



Exercises 

Brief Exercise 11-9 Book Value per Share 
Deer Company has the following amounts in the Stockholders' Equity category of the balance 
sheet at December 31, 2012: 

Preferred Stock, $100 par, 8%, noncumulative (liquidation 
value of $110 per share) 

Paid-In Capital-Preferred 
Common Stock, $5 par 
Paid-In Capital-Common 
Retained Earnings 

Required 

Determine the book value per share of the Deer Company stock. 

Brief Exercise 11-10 Cash Flow Effects 

$100,000 
50,000 

400,000 
40,000 

200,000 

For each of the following items, indicate (a) in what category of the statement of cash flows the 
item will be reported and (b) whether it will appear as a cash inflow, cash outflow, or neither. 

Issuance of common stock for cash 
Purchase of treasury stock 
Issuance of a stock dividend 
Reissuance of treasury stock 
Issuance of common stock to acquire land 

Brief Exercise 11-11 Sole Proprietorship (Appendix) 
Furyk Company opened business as a sole proprietorship on January 1, 2012. The owner con­
tributed $500,000 cash on that date. During the year, the company had a net income of 
$10,000. The company purchased equipment of$100,000 during the year. The owner also with­
drew $60,000 to pay for personal expenses during 2012. 

Required 

Determine the company's owner's equity at December 31, 2012. 

EXERCISES 

Exercise 11-1 Stockholders' Equity Accounts 
MJ Company has identified the following items. Indicate whether each item is included in an 
account in the Stockholders' Equity category of the balance sheet and identify the account title. 
Also, indicate whether the item would increase or decrease stockholders' equity. 
1. Preferred stock issued by MJ 
2. Amount received by MJ in excess of par value when preferred stock was issued 
3. Dividends in arrears on MJ preferred stock 
4. Cash dividend declared but unpaid on MJ stock 
5. Stock dividend declared but unissued by MJ 
6. Treasury stock 
7. Amount received in excess of cost when treasury stock is reissued by MJ 
8. Retained earnings 

Exercise 11-2 Solve for Unknowns 
The Stockholders' Equity categ011' of Zache Company's balance sheet appears below. 

Common stock, $10 par, 10,000 shares issued. 9,200 outstanding 
Additional paid-in capital 

Total contributed capital 
Retained earnings 
Treasury stock, ? shares at cost 

Total stockholders' equity 

$ ? 
? 

$350,000 
100,000 

10,000 

$ ? 

(Continued) 
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Required 

1. Determine the missing va lues indicated by question marks. 
2 . What was the cost per share of the treaSUI)' stock? 

L01 Exercise 11-3 Solving for Stockholders' Equity Amounts 
Assume that the fo llowing amounts are known for Miles Company for the current year: 

Required 

Retained Earnings, beginning balance 

Retained Earnings, ending balance 
Cash dividends declared 
Fair value of large stock dividend declared 

Dividend Payable, beginning balance 
Dividend Payable, ending balance 

$420,000 
500,000 
100,000 
50,000 
90,000 
80,000 

1. Assume that the o nly other amount that affected Retained Earnings during the year was the 
net income. Compute the net income fo r M iles Company fo r the current year. 

2. Compute the amou nt of cash dividends actually paid in cash to stockholders during the year. 

L01 Exercise 11-4 Solving for Stockholders' Equity Amounts 
Assume that the fo llowing amoun ts are known fo r Colten Company for the current year: 

Required 

Retained Earnings, beginning balance 

Retained Earnings, ending balance 
Net income 

Fair value of large stock dividend declared 
Dividend Payable, beginning balance 
Dividend Payable, ending balance 

$210,000 
250,000 

115,000 

25,000 
75,000 
80,000 

1. Assume that the only other amount that affected Retained Earnings du ring the year was a 
cash dividend that was declared . Compute the amount of the cash dividend declared during 
the current yea r. 

2. Compute the amoullt of cash dividends actually paid in cash to stockholders during the year. 

L03 Exercise 11 -5 Stock Issuance 
EXAMPLE 11-1 · 11-2 Horace Company had the fo llowi ng transactions during 201 2, its first year of business. 

L03 
EXAMPLE 11-1 

a. Issued 5,000 shares of $5 par common stock for cash at $15 per share. 
b. Issued 7,000 shares of common stock on May 1 to acquire a facto t)' building fro m Barkley 

Company. Barkley had acqui red the building in 2008 at a price of$ 150,000 . H orace esti­
mated that the building was worth 175,000 on May 1, 201 2. 

c. Issued 2,000 shares of stock on June 1 to acqui re a patent. T he accountant has been unable 
to estimate the value of the patent but has determined that Horace's common stock was sell ­
ing at $25 per share on June 1. 

Required 

1. Identi fy and analyze the effect of each transaction. 
2 . Determine the balance sheet amounts for common stock and additional paid-in capital. 

Exercise 11-6 Stock Issuance 
T he fo llowing transactions are fo r Weber Corporation in 2012: 

a. O n March 1, the corporation was organized and received authori zation to issue 5,000 shares 
of8%, $100 par value preferred stock and 2,000,000 shares of $10 par value common stock. 

b. O n March 10, Weber issued 5,000 shares of common stock at $35 per share. 
c. On March 18, Weber issued 100 shares of preferred stock at $120 per share. 
d. On April 12, Weber issued another 10,000 shares of common stock at $45 per share. 



Exercises 

Required 

1. Identify and an alyze th e effect of each transaction. 
2. Prepare the Stockholders' Eq uity sectio n of the balance sheet as of D ecember 3 1, 201 2 . 
3. D oes the balance sheet indicate the market value of the stock at year-end ? Explain. 

Exercise 11-7 Treasury Stock 
T he Stockho lders' Equi ty category of Bradford Company's balance sheet on January 1, 201 2, 

appeared as fo llows: 

Common stock, $10 par, 10,000 shares 
issued and outstanding 

Additional paid-in capital 
Retained earnings 

Total stockholders' equity 

T he following transactio ns occurred du ring 201 2: 

$100,000 
50,000 
80,000 

$230,000 

a . Reacquired 2,000 shares of common stock at $20 per share o n July 1. 
b . Reacquired 400 shares of common stock at $ 18 per share on August 1. 

Required 

l. Identify and analyze the effect of each transactio n . 
2. Assume that the company resold the shares of treasury stock at $28 per share o n October 1. 

D id the company benefit fi-om the treasury stock transactio n? If so, where is the "gain" pre­
sented o n the balance sheet? 

Exercise 11-8 Treasury Stock Transactions 
T he Stockho lders' Equity category of Little Joe's balance sheet o n January 1, 201 2, appeared as 
fo llows: 

Common stock, $5 par, 40,000 shares issued 
and outstanding 

Additional paid-in capital 
Retained earnings 

Tota l stockholders' equity 

T he fo llowing transactio ns occurred du ring 201 2 : 

$200,000 
90, 000 

100,000 

$390,000 

a. Reacqui red 5,000 shares of com mon stock at $20 per share on February 1. 
b. Reacqui red 1,200 shares of common stock at $ 13 per share on March 1. 

Required 

1. Identi fy and an alyze tl1e effect of each u·ansaction . 
2. Assume that the treasury stock was reissued on O cto ber 1 at $ 12 per share. Did the company 

benefi t from the treasury stock reissuance? W here is the "gain" or " loss" presented o n the fi­
nancial statements? 

3. W hat effect did tl1e two transactions to purchase t reasu1y stock and tl1e later reissuance of 
that stock have o n tl1 e Stockho lders' Eq ui ty section of the balance sheet? 

L04 
EXAMPLE 11-3 

L04 
EXAMPLE 11-3 

Exercise 11-9 Cash Dividends LOS 
Kerry Company has 1,000 shares o f $ 100 par value, 9% preferred stock and 10,000 shares of $ 1 O EXAMPLE 11-5, 11-6 

par value commo n stock o utstanding. T he preferred stock is cumulative and no nparticipating. 
Dividends were paid in 2008. Since 2008 , Keny has declared and paid dividends as fo llows: 

2009 
2010 
2011 
201 2 

$ 0 
10,000 
20,000 
25, 000 

(Continued) 

583 



584 

105 
EXAMPLE 11-5, 11 -6 

106 
EXAMPLE 11-7 

Chapter 11 Stockholders' Equity 

Required 

1. Determine the amount of the dividends to be allocated to preferred and common stockhold­
ers for each year 2010 to 2012. 

2. If the preferred stock had been noncumulative, how much would have been allocated to the 
preferred and common stockholders each year? 

Exercise 11-10 Cash Dividends 
The Stockholders' Equity category of Jackson Company's balance sheet as of January 1, 2012, 
appeared as follows: 

Preferred stock, $100 par, 8%, 2,000 shares 
issued and outstanding 

Common stock, $10 par, 5,000 shares issued 
and outstanding 

Additional paid-in capital 
Total contributed capital 
Retained earnings 

Total stockholders' equity 

$200,000 

50,000 
300,000 

$550,000 
400,000 

$950,000 

T he notes that accompany the financial statements indicate that Jackson has not paid dividends 
for the two years prior to 2012. On July 1, 2012, Jackson declares a dividend of$100,000 to be 
paid to preferred and common stockholders on August 1. 

Required 

1. Determine the amounts of the dividends to be allocated to preferred and common stock­
holders assuming that the preferred stock is noncumulative, nonparticipating stock. 

2. Identify and analyze the effect of the transactions on July 1 and August 1, 2012. 
3. Determine the amounts of the dividends to be allocated to preferred and common stock­

holders assuming instead that the preferred stock is cumulative, nonparticipating stock. 

Exercise 11-11 Stock Dividends 
The Stockholders' Equity category of Worthy Company's balance sheet as of January 1, 2012, 
appeared as follows: 

Common stock, $10 par, 40,000 shares 
issued and outstanding 

Additional paid-in capital 
Retained earnings 

Total stockholders' equity 

The fo llowing transactions occurred during 2012: 

$400,000 
100,000 
400,000 

$900,000 

a. Declared a 10% stock dividend to common stockholders on Janua1y 15. At the time of the 
dividend, the common stock was selling for 30 per share. The stock dividend was to be 
issued to stockholders on Janua1y 30, 2012. 

b. Distributed the stock dividend to the stockholders on January 30, 2012. 

Required 

1. Identif)r and analyze the eftect of the transactions. 
2. Develop the Stockholders' Equity category of Worthy Company's balance sheet as ofJanua1y 

31, 2012, after the stock dividend was issued. What effect did those transactions have on 
total stockholders' equi ty? 

107 Exercise 11-12 Stock Dividends versus Stock Splits 
EXAMPLE 11 -8, 11-9 Campbell Company wants to increase the number of shares of its common stock o utstanding 

and is considering a stock dividend versus a stock split. The Stockholders' Equity section of the 
firm 's most recent balance sheet appeared as fo llows: 



Common stock, $10 par, 50,000 shares 
issued and outstanding 

Additional paid-in capital 
Retained earnings 

Total stockholders' equity 

$ 500,000 
750,000 
880,000 

$2, 130,000 

Exercises 

If a stock dividend is chosen, the firm wants to declare a 100% stock dividend. Because the stock 
dividend qualifies as a "large stock dividend," it must be recorded at par value. If a stock split is 
chosen, Campbel l wi ll declare a 2-for- l split. 

Required 

1. Compare the effects of the stock dividends and stock splits on the accounting equation. 
2. Develop the Stockholders' Equity categot1' of Campbell 's balance sheet (a) after the stock 

dividend and (b) after the stock split. 

Exercise 11-13 Stock Dividends and Stock Splits 
Whitacre Company's Stockholders' Equity section of the balance sheet on December 31, 2011, 
was as follows: 

Common stock, $10 par value. 60,000 shares 
issued and outstanding 

Addit ional paid-in capital 
Retained earnings 

Total stockholders ' equity 

$ 600,000 

480,000 
1,240,000 

$2,320,000 

On May I, 20 I 2, Whitacre declared and issued a 15% stock dividend, when the stock was selling 
for $20 per share. Then on ovember 1, it declared and issued a 2-for- l stock split. 

Required 

1. How many shares of stock are outstanding at year-end? 
2. What is the par value per share of these shares? 
3. Develop the Stockholders' Equity category of Whitacre's balance sheet as of December 31, 

2012. 

Exercise 11-14 Reporting Changes in Stockholders' Equity Items 
On May 1, 2011, Ryde Inc. had common stock of $345,000, additional paid-in capital of 
$1,298,000, and retained earnings of $3,013,000 . Ryde did not purchase or sell any common 
stock during the year. The company reported net income of $556,000 and declared dividends in 
the amount of $78 ,000 during the year ended April 30, 2012. 

Required 

Prepare a financial statement that explai ns the differe nces between the beginning and ending bal­
ances for the accounts in the Stockholders' Equity catego11' of the balance sheet. 

Exercise 11-15 Comprehensive Income 
Assume that you are the accountant for Ellis Corporation, which has issued its 20 I 2 annual 
report. You have received an inquiry from a stockholder who has questions about several items in 
the annual report, including why Ellis has not shown certain transactions on the income state­
ment. In particular, Ellis's 2012 balance sheet revealed two accounts in Stockholders' Equity 
( Unrealized Gain/ Loss- Available-for-Sale Securities and Loss on Foreign Currency Translation 
Adjustments ) for which the dollar amounts involved were not reported on the income statement. 

Required 

Draft a written response to the stockholder's inquiry that explai ns the nature of the two accounts 
and the reason the amounts involved were not recorded on the 2012 income statement. Do you 
think that the concept of comprehensive income would be useful to explain the impact of all 
events for Ellis Corporation? Why or why not? 
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L09 Exercise 11 -16 Payout Ratio and Book Value per Share 
Divac Company has developed a statement of stockholders' equity for the year 2012 as follows: 

Paid-In Paid-In 
Preferred Capital- Common Capital - Retained 

Stock Preferred Stock Common Earnings 

Balance, Jan. 1 $100,000 $50,000 $400,000 $40,000 $200,000 
Stock issued 100,000 10,000 
Net income 80,000 
Cash dividend -45,000 
Stock dividend 10,000 5,000 -15,000 
Balance, Dec. 31 $110,000 $55,000 $500,000 $50,000 $220,000 

Divac's preferred stock is $100 par, 8% stock. If the stock is liquidated or redeemed , stockholders 
arc entitled to $ I 20 per share . There are no dividends in arrears on the stock. The common stock 
has a par value of SS per share. 

Required 

1. Determine the dividend payout ratio for the common stock. 
2. Determine the book value per share ofDivac's common stock. 

L010 Exercise 11-17 Impact of Transactions Involving Issuance of Stock on 
Statement of Cash Flows 
From the fo llowing list, identi fy each item as operating (0 ), investing (I ), financing (F), or not 
separately reported on the statement of cash flows ( ). 

Issuance of common stock for cash 
Issuance of preferred stock for cash 
Issuance of common stock for equipment 
Issuance of preferred stock for land and bui lding 
Conversion of preferred stock into common stock 

L010 Exercise 11-18 Impact of Transactions Involving Treasury Stock on 
Statement of Cash Flows 
From the following list, identify each item as operating (0 ), investing (I ), financing (F), or not 
separately reported on the statement of cash fl ows (N ). 

Repurchase of common stock as treasw-y stock 
Reissuance of common stock (held as treasury stock) 
Retirement of treasury stock 

L010 Exercise 11-19 Impact of Transactions Involving Dividends on 
Statement of Cash Flows 
From the fo llowing list, identify each item as operating (0 ), investing (I ), financi ng (F), or not 
separately reported on the statement of cash flows (N). 

Payment of cash dividend on common stock 
Payment of cash dividend on preferred stock 
Distribution of stock dividend 
Declaration of stock split 

L010 Exercise 11-20 Determining Dividends Paid on Statement of Cash 
Flows 
Clifford Company's comparative balance sheet included dividends payable of $80,000 at Decem­
ber 31, 2011 , and $100,000 at December 31, 2012. Dividends declared by Clifford during 2012 
amounted to 400,000 . 



Problems 

Required 
1. Calculate the amount of dividends actually paid to stockholders during 2012. 
2. How will Clifford report the dividend payments on its 2012 statement of cash flows? 

Exercise 11-21 Sole Proprietorships (Appendix) 
Terry Woods opened Par Golf as a sole proprietor by investing $50,000 cash on January 1, 2012. 
Because the business was new, it operated at a net loss of $10,000 for 2012. During the year, 
Terry withdrew $20,000 from the business for living expenses. Terry also had $4,000 of interest 
income from sources unrelated to the business. 

Required 
Present the Owner's Equity category of Par Golf's balance sheet as of December 31, 2012. 

Exercise 11-22 Partnerships (Appendix) 
Sports Central is a sporting goods store owned by Lewis, Jamal, and Lapin in partnership. On 
January 1, 2012, their capital balances were as follows: 

Lewis, Capital 
Jamal, Capital 
Lapin, Capital 

$20,000 
50,000 
30,000 

During 2012, Lewis withdrew $5,000 ; Jamal , $12,000; and Lapin, $9,000 . Income for the part­
nership for 2012 was $50,000 . 

Required 

If the partners agreed to allocate income eq ually, what was the ending balance in each of their 
capital accounts on December 31, 2012? 

PROBLEMS 

Problem 11-1 Stockholders' Equity Category 
Peeler Company was incorporated as a new business on January 1, 2012. The corporate charter 
approved on that date authorized the issuance of 1,000 shares of $ 100 par, 7% cumulative, non­
participating preferred stock and 10,000 shares of $5 par common stock. On January 10, Peeler 
issued for cash 500 shares of preferred stock at $ 120 per share and 4,000 shares of common stock 
at $80 per share. On January 20, it issued 1,000 shares of common stock to acq uire a building 
site at a time when the stock was selling for $70 per share. 

During 2012, Peeler established an employee benefit plan and acquired 500 shares of com­
mon stock at $60 per share as treasury stock for that purpose. Later in 2012, it resold 100 shares 
of the stock at $65 per share. 

On December 31, 2012, Peeler determined its net income for the year to be $40,000 . T he 
firm declared the annual cash dividend to preferred stockholders and a cash dividend of $5 per 
share to the common stockholders. T he dividends will be paid in 2013. 

Required 

Develop the Stockholders' Equi ty category of Peeler's balance sheet as of December 31, 2012 . 
Indicate on the statement the number of shares authorized, issued , and outstanding for both pre­
ferred and common stock. 

Problem 11-2 Evaluating Alternative Investments 
Ellen Hays received a windfall from one of her investments. She would like to invest $ 100,000 of 
the money in Linwood Inc., which is offering common stock, preferred stock, and bonds on the 
open market . T he common stock has paid $8 per share in dividends fo r the past three years, and 
the company expects to be able to perform as well in the current year. The current market price 
of the common stock is $100 per share. The preferred stock has an 8% dividend rate, cumulative 
and nonparticipating. T he bonds arc selling at par with an 8% stated rate. 
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Required 

1. 
2. 

What are the advantages and disadvantages of each type of investment? 
Recommend one type of investment over the others to Ellen and justify your reason. 

LOS Problem 11-3 Dividends for Preferred and Common Stock 
T he Stockholders' Equity category of Greenbaum Company's balance sheet as of December 31, 
2012, appeared as fo llows: 

Preferred stock, $100 par, 8%, 1,000 shares 
issued and outstanding 

Common stock, $10 par, 20,000 shares 
issued and outstanding 

Additional paid-in capital 
Total contributed capital 
Retained earnings 

Total stockholders' equity 

$ 100,000 

200,000 
250,000 

$ 550,000 
450,000 

$1,000,000 

T he notes to the fi nancial statements indicate that djvidends were not declared or paid for 20 10 
or 2011 . Greenbaum wants to declare a dividend of $59,000 for 201 2. 

Required 

Determine the total and the per-share amounts that should be declared to the preferred and com­
mon stockholders under the fo llowing assumptions: 
1. The preferred stock is noncu mulative, nonparticipating. 
2. The preferred stock is cumulative, nonparticipating. 

LO& Problem 11-4 Effect of Stock Dividend 
Favre Company has a history of paying cash dividends on its common stock. However, the fi rm did 
not have a particularly profi table year in 20 12. At the end of the year, Favre found itself without the 
necessary cash for a dividend and therefore declared a stock dividend to its common stockholders. 
A 50% stock dividend was declared to stockholders on December 31, 201 2. The board of directors 
is unclear about a stock dividend's effect on Favre's balance sheet and has requested your assistance. 

Required 

1. Write a statement to indicate the effect the stock dividend has on the fina ncial statements of 
Favre Company. 

2. A group of common stockholders has contacted the firm to express its concern about the 
effect of the stock dividend and to question the effect the stock dividend may have on th e 
market price of the stock. Wri te a statement to address the stockholders' concerns. 

L07 Problem 11-5 Dividends and Stock Splits 
O n January 1, 201 2, Frederiksen Inc.'s Stockh olders' Equity category appeared as fo llows: 

Preferred stock, $80 par value, 7%, 3,000 
shares issued and outstanding 

Common stock, $10 par value, 15,000 shares 
issued and outstanding 

Additional paid-in capital-Preferred 
Additional paid-in capital-Common 

Total contributed capital 
Retained earnings 

Total stockholders' equity 

$ 240,000 

150,000 
60,000 

225,000 
$ 675,000 

2, 100,000 
$2,775,000 

T he preferred stock is noncumulative and nonparticipating. During 201 2, the following transac­
tions occurred : 

a. On March 1, declared a cash dividend of 16,800 on preferred stock. Paid th e dividend on 
April 1. 



Problems 

b. On June 1, declared a 5% stock dividend on common stock. The current market price of the 
common stock was $18. The stock was issued on July l. 

c. On September 1, declared a cash dividend of $0 .50 per share on the common stock; paid the 
dividend on October 1. 

d. On December 1, issued a 2-for-l stock split of common stock when the stock was selling for 
$50 per share. 

Required 
1. Explain each transaction's effect on the stockholders' equity accounts and the total stock­

holders' equity. 
2. Develop the Stockholders' Equity category of the December 31, 2012, balance sheet. 

Assume that the net income for the year was $650,000. 
3. Write a paragraph that explains the difference between a stock dividend and a stock split . 

Problem 11-6 Statement of Stockholders' Equity 
Refer to all of die facts in Problem 11 -1. 

Required 
Develop a statement of stockholders' equity for Peeler Company for 2012. T he statement should 
start with the beginning balance of each stockholders' equity account and explain the changes 
diat occurred in each account to arrive at die 2012 ending balances. 

Problem 11-7 Wal-Mart's Comprehensive Income 
Following is d1e consolidated statement of shareholders' equity of Wal-Mart Stores, Inc. , for 
the year ended January 31 , 2010: 

WAL-MART STORES, INC. 

Fiscal years ended January 31, 2010 2009 2008 

Comprehensive Income: 
Consolidated net income111 $14,848 $13,899 $13,137 

Other comprehensive income: 
Currency translation 121 2,854 (6,860) 1,226 

Net change in fair values of derivatives 94 (17) 

Minimum pension liability (220) (46) 138 

Total comprehensive income $17,576 $ 6,976 $14,501 

Required 

l . Which items were included in comprehensive income? If these items had been included on 
the income statement as part of net income, what would have been the effect? 

2. Would d1e concept of comprehensive income help to explain to Wal-Mart's stockholders the 
impact of all events mat took place in 2010? Why or why not? 

Problem 11-8 Effects of Stockholders' Equity Transactions on 
Statement of Cash Flows 
Refer to all of die facts in Problem 11 -1. 

Required 

Indicate how each transaction affects d1e cash flow of Peeler Company by preparing die Financ­
ing Activities section of the 2012 statement of cash flows. Provide an explanation for d1e exclu­
sion of any of these transactions from the Financing Activities section of the statement. 

Problem 11-9 Income Distribution of a Partnership (Appendix) 
Louise Abbott and Buddie Costello are partners in a comedy club business. The partnership 
agreement specifies the manner in which income of the business is to be distributed. Louise is to 
receive a salary of $20,000 for managing d1e club. Buddie is to receive interest at the rate of 10% 
on her capital balance of $300,000. Remaining income is to be distributed at a 2-to-l ratio . 
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Required 

Determine the amount that should be distributed to each partner assuming the following busi ­
ness net incomes: 
1. $15,000 
2. $50,000 
3. 80,000 

L011 Problem 11-10 Sole Proprietorships (Appendix) 
On May 1, Chong Yu deposited $120,000 of his own savings in a separate bank account to start 
a printing business. He purchased copy machines for 42,000. Expenses for the year, including 
depreciation on the copy machines, were 84,000. Sales for the year, all in cash, were $108,000. 
Chong withdrew $12,000 during the year. 

Required 

1. What is the balance in Chon g's capital account at the end of the year? 
2. Explain why the balance in Chang's capital account is different from the amount of cash on 

hand. 

L011 Problem 11-11 Partnerships (Appendix) 
Kirin erise and Milt O'Brien agreed to form a partnership to operate a sandwich shop. Kirin 
contributed $25,000 cash and wi ll manage the store. Milt contributed computer equipment 
worth $8,000 and $92,000 cash. Milt will keep the financial records. During the year, sales were 
$90,000 and expenses (including a salary to Kirin) were $76,000 . Kirin withdrew 500 per 
month. Milt withdrew $4,000 (total ). Their partnership agreement specified that Kirin would 
receive a salary of $7,200 for the year. Milt would receive 6% interest on his initial capital invest­
ment. All remain ing income or loss would be equally divided. 

Required 

Calculate the ending balance in each partner's equity account. 

MULTI-CONCEPT PROBLEMS 

L01 • 4 Problem 11-12 Analysis of Stockholders' Equity 
The Stockholders' Equity section of the December 31, 2012, balance sheet of Eldon Company 
appeared as fo ll ovvs: 

Required 

Preferred stock, $30 par value, 5,000 shares 
authorized, ? shares issued 

Common stock, ? par, 10,000 shares 
authorized, 7,000 shares issued 

Additional paid-in capital-Preferred 
Additional paid-in capital-Common 
Additional paid-in capital-Treasury stock 

Total contributed capital 
Retained earnings 
Less: Treasury stock, preferred, 100 shares 

Total stockholders' equity 

Determine the following items based on Eldon's balance sheet. 
1. The number of shares of preferred stock issued 
2. The number of shares of preferred stock outstanding 

$120,000 

70,000 
6,000 

560,000 
1,000 

$757,000 
40,000 
(3,200) 

$ ? 

3. The average per-share sales price of the preferred stock when issued 
4. The par value of the common stock 
5. The average per-share sales price of the common stock when issued 



Alternate Problems 

6. T he cost of the treasury stock per share 
7. T he total stockholders' equity 
8. The per-share book value of the common stock assuming that there are no dividends in 

arrears and that the preferred stock can be redeemed at its par value 

Problem 11-13 Effects of Stockholders' Equity Transactions on the 
Balance Sheet 
T he fo llowing transactions occurred at Horton Inc . during its first year of operation: 

a. Issued l 00,000 shares of common stock at $5 each; 1,000,000 shares are authorized at $ 1 
par value. 

b. Issued 10,000 shares of common stock for a building and land. T he building was appraised 
for $20,000, but the value of the land is undeterminable . The stock is selling for $ 10 on the 
open market. 

c. Purchased 1,000 shares of its own common stock on the open market for $16 per share . 
d. Declared a dividend of$0.10 per share on outstanding common stock. T he dividend is to be 

paid after the end of the first year of operations. Market value of the stock is $26. 
e. Declared a 2-for-1 stock split. T he market value of the stock was $37 before the stock split. 
f. Reported $ 180,000 of income for the year. 

Required 

l . Indicate each transaction's effect on the assets, liabilities, and stockholders' equity of Horton 
Inc. 

2 . Prepare the Stockholders' Equity section of the balance sheet. 
3 . Write a paragraph that explains the number of shares of stock issued and outstanding at the 

end of the year. 

Problem 11-14 Stockholders' Equity Section of the Balance Sheet 
The newly hired accountant at Ives Inc. prepared the fo llowing balance sheet: 

Required 

Assets 
Cash 
Accounts receivable 
Treasury stock 
Plant, property, and equipment 
Retained earnings 

Total assets 

Liabilities 
Accounts payable 
Dividends payable 
Stockholders' Equity 
Common stock, $1 par, 

100,000 shares issued 
Additional paid-in capital 

Total liabil ities and stockholders' equity 

$ 3,500 
5,000 

500 
108,000 

1,000 

$118,000 

$ 5,500 
1,500 

100,000 
11 ,000 

$118,000 

1. Prepare a corrected balance sheet. Write a short explanation fo r each correction. 
2. Why does the Retained Earnings account have a negative balance? 

ALTERNATE PROBLEMS 

Problem 11-1A Stockholders' Equity Category 
Ke bier Company was incorporated as a new business on Janua1y l , 2012 . T he corporate charter 
approved on that date authorized the issuance of 2 ,000 shares of $ 100 par, 7% cumulative, 
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nonparticipating preferred stock and 20,000 shares of $5 par common stock. On January 10, 
Kebler issued for cash 1,000 shares of preferred stock at $120 per share and 8,000 shares of com­
mon stock at $80 per share . On January 20, it issued 2,000 shares of common stock to acq uire a 
building site at a time when the stock was selli ng for $70 per share. 

During 2012, Kebler established an employee benefit plan and acquired 1,000 shares of 
common stock at $60 per share as treasu1y stock for that purpose. Later in 2012, it resold 100 
shares of the stock at $65 per share. 

O n December 31, 2012, Kebler determined its net income for the year to be $80,000 . The 
firm declared the annual cash dividend to preferred stockholders and a cash dividend of $5 per 
share to the common stockholders. T he dividend will be paid in 2013 . 

Required 

Develop the Stockholders' Equity catego1y of Ke bier's balance sheet as of December 31, 2012. 
Indicate on the statement the number of shares authori zed, issued , and o utstanding for both pre ­
ferred and common stock. 

L02 Problem 11-2A Evaluating Alternative Investments 
Rob Lowe would like to invest $ 100,000 in Franklin Inc., which is offering common stock, pre­
ferred stock, and bonds on the open market. The common stock has paid $1 per share in divi­
dends for the past three years, and the company expects to be able to double the dividend in the 
current year. The current market price of the common stock is $10 per share. T he preferred stock 
has an 8% dividend rate. The bonds are sell ing at par with a 5% stated rate. 

Required 

1. Explain Franklin's obligation to pay dividends or interest on each instrument. 
2. Recommend one type of investment over the others to Ro b and justif)r your reason . 

LOS Problem 11-3A Dividends for Preferred and Common Stock 
The Stockholders' Equity catego1y of Rausch Company's balance sheet as of December 31, 
2012, appeared as fo llows: 

Preferred stock, $100 par, 8%, 2,000 shares 
issued and outstanding 

Common stock, $10 par, 40,000 shares 
issued and outstanding 

Additional paid-in capital 

Total contributed capital 
Retained earnings 

Total stockholders ' equity 

$ 200,000 

400,000 
500,000 

$1, 100,000 
900,000 

$2,000,000 

The notes to the financial statements indicate that dividends were not declared or paid for 2010 
or 2011. Rausch wants to declare a dividend of$118,000 for 2012. 

Required 

Determine the total and the per-share amo unts that should be declared to the preferred and com­
mon stockholders under the fo llowing assumptions: 
1. The preferred stock is no ncumulative, nonparticipating . 
2. T he preferred stock is rnmulative, nonparticipating. 

LO& Problem 11-4A Effect of Stock Dividend 
Travanti Company has a history of paying cash dividends on its common stock. Although the 
firm has been profitable this year, the board of directors is planning construction of a second 
manufacturing plant. To reduce the amount that they must borrow to finance the expansion, the 
directors are contemplating replacing their usual cash dividend with a 40% stock dividend . The 



Alternate Problems 

board is unsure about a stock dividend's effect on the company's balann: sheet and has requested 
your assistance. 

Required 

1. Write a statement to explain the effect the stock dividend has on the financial statements of 
Travanri Company. 

2. A group of common stockholders has contacted the firm to express its concern about the 
eftect of the stock dividend and to question the eftcct the stock dividend may have on the 
market price of the stock. Write a statement to address the stockholders' concerns. 

Problem 11-SA Dividends and Stock Splits 
On Janua1y 1, 201 2, Svenberg Inc.'s Stockholders' Equity category appeared as fo llows: 

Preferred stock, $80 par value, 8%, 1,000 
shares issued and outstanding 

Common stock, $10 par value, 10,000 shares 
issued and outstanding 

Additional paid-in capital-Preferred 
Additional paid-in capital-Common 

Total contributed capital 
Retained earnings 

Total stockholders' equity 

$ 80,000 

100,000 
60,000 

225,000 
$ 465,000 

1,980,000 
$2,445,000 

The prderred stock is noncumulative and nonparticipating. During 2012, the fo llowing tr:msac­
tions occurred: 

a. On March 1, declared a cash dividend of $6,400 on preferred stock. Paid the dividend on 
April 1. 

b. On June 1, declared an 8% stock dividend on common stock. The current market price of the 
common stock was $26. The stock was issued on July 1. 

c. On September 1, declared a cash dividend of $0. 70 per share on the common stock; paid the 
dividend on October 1. 

d. On December 1, issued a 3-for- l stock spli t of common stock, when the stock was se lling for 
$30 per share. 

Required 

1. Explain each transaction's eftect on the stockholders' equity accounts and the total stock­
holders' equi ty. 

2. Develop the Stockholders' Equity catego1y of the balance sheet. Assume that the net income 
fo r the year was $720,000 . 

3. Write a paragraph that explains the difference between a stock dividend and a stock spli t. 

Problem 11-6A Statement of Stockholders' Equity 
Refer to all of the facts in Problem 11 - lA. 

Required 

Develop a statement of Stockholders' Equity for Kebler Company for 2012 . The statement 
should start with the beginning balance of each stockholders' equity account and explain the 
changes that occurred in each accoun t to arrive at the 2012 ending balances . 

Problem 11-7A Costco's Comprehensive Income 
Following is the consolidated statement of stockholders' equ ity of Costco Wholesale 
Corporation for the year ended August 29, 2010: 
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Costco Wholesale Corporation 
Consolidated Statements of Equity 

and Comprehensive Income 
(dollars in millions) 

Accumulated Total Costco 
Additional Other 

Paid-in Comprehensive Retained Stockholders' Noncontrolling 
Capital Income Earnings Equity Interests Total 

BALANCE AT AUGUST 30, 2009 3,811 11 0 6, 101 10,024 80 10, 104 
Comprehensive Income: 
Net income 1,303 1,303 20 1,323 
Unrealized gain on short-term 0 3 

investments, net of ($1 ) tax 3 3 
Foreign currency translation adjustment 

and other 9 9 1 10 - -
Comprehensive income 1,315 21 1,336 

Stock options exercised and vesting of 
restricted stock units, including income 
tax benefits and other 205 205 205 

Conversion of convertible notes 1 1 1 

Repurchase of common stock (92) (476) (568) (568) 

Stock-based compensation 190 190 190 

Cash dividends (338) (338) (338) 

BALANCE AT AUGUST 29, 2010 $4, 115 $122 $6,590 $10,829 $101 $1 0,930 

Required 

1. Costco has an item in the statement of stockholders' equity called other comprehensive 
income. What are the possible sources of other comprehensive income as discussed in your 
text? 

2. Besides net income and other comprehensive income , what other items affected stockhold­
ers' equ ity during the period? 

3. How do cash dividends affect stockholders' equity? How would a stock dividend affect stock­
holders' equity? 

L010 Problem 11-SA Effects of Stockholders' Equity Transactions on the 
Statement of Cash Flows 
Refer to all of the facts in Problem 11- lA. 

Required 
Indicate how each transaction affects the cash fl ow of Kebler Company by preparing the Financ­
ing Activities section of the 2012 statement of cash flows. Provide an explanation fo r the exclu­
sion of any of these transactions from the Financing Activities section of the statement. 

L011 Problem 11-9A Income Distribution of a Partnership (Appendix) 
Kay Katz and Doris Kan are partners in a dry-cleaning business . The partnership agreement speci­
fies the manner in which income of the business is to be distributed. Kay is to receive a salary of 
$40,000 for managing the business. Doris is to receive interest at the rate of 10% on her capital 
balance of $600,000. Remai ning income is to be distributed at a 2-to-l ratio . 

Required 
Determine the amount that should be distributed to each partner assuming the fo llowing busi­
ness net incomes: 
1. $30,000 
2. $100,000 
3. $160,000 



Alternate Multi-Concept Problems 

Problem 11-1 OA Sole Proprietorships (Appendix) 
On May 1, Chen Chien Lao deposited $ 150,000 of her own savings in a separate bank account 
to start a printing business. She purchased copy machines fo r $52 ,500. Expenses for the year, 
including depreciation on the copy machines, were $ 105,000 . Sales for the year, all in cash, were 
$ 135,000 . Chen withdrew $15,000 during the year. 

Required 

1. What is the balance in Chen's capital account at the end of the year? 
2. Explain why the balance in Chen's capital account is different from the amount of cash on 

hand . 

Problem 11-11 A Partnerships (Appendix) 
Karen Locke and Gina Keyes agreed to form a partnership to operate a sandwich shop. Karen 
contributed $35,000 cash and will manage the store. Gina contributed computer equipment 
worth $ 11 ,200 and $128,800 cash. Gina will keep the financial records. During the year, sales 
were $126,000 and expenses (including a salary for Karen ) were $106,400 . Karen withdrew 
$700 per month . Gina withdrew $5,600 (total ). Their partnership agreement specified that 
Karen would receive a salary of S 10,800 for the year. Gina would receive 6% interest on her initial 
capital investment. All remaining income or loss would be equally divided. 

Required 

Calculate the ending balance in each partner's equity account. 

ALTERNATE MULTI-CONCEPT PROBLEMS 

Problem 11-12A Analysis of Stockholders' Equity 
The Stockholders' Equity section of the December 31, 2012, balance sheet of Carter Company 
appeared as fo llows: 

Required 

Preferred stock, $50 par value, 
10,000 shares authorized, ? shares issued 

Common stock, ? par value, 20,000 shares 
authorized, 14,000 shares issued 

Additional paid-in capital-Preferred 
Additional paid-in capita l-Common 
Additional paid-in capital-Treasury stock 

Total contributed capital 
Retained earnings 
Less: Treasury stock, preferred, 200 shares 

Total stockholders' equity 

Determine the fo llowing items based on Carter's balance sheet. 
1. T he number of shares of preferred stock issued 
2. T he number of shares of pn.:fcrrcd stock outstanding 

$ 400,000 

280,000 
12,000 

980,000 
2,000 

$1 ,674,000 
80,000 
(12,800) 

$ ? 

3. The average per-share sales price of the preferred stock when issued 
4. The par value of the common stock 
5. T he average per-share sales price of the common stock when issued 
6. T he cost of the treasury stock per share 
7. T he total stockholders' eq ui ty 
8. The per-share book value of the common stock assuming that there arc no dividends in 

arrears and that the preferred stock can be redeemed at its par value 
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L03 • 4 • 7 Problem 11-13-A Effects of Stockholders' Equity Transactions on 
Balance Sheet 

The fo llowing transactions occurred at Hilton Inc. during its first year of operation : 

a. Issued l 0,000 shares of common stock at $10 each; 100,000 shares are authorized at $1 par 
value. 

b. Issued 10,000 shares of common stock for a patent, which is expected to be effective for the 
next 15 yea rs. The value of the patent is undeterminablc. The stock is selling for $1 O on the 
open market. 

c. Purchased 1,000 shares of its own common stock on the open market for $ 10 per share. 
d. Declared a dividend of $0.50 per share of outstanding common stock. The dividend is to be 

paid after the end of the first year of operations. Market value of the stock is $10. 
e. Reported $340,000 of income for the year. 

Required 

1. Indicate each transaction's effect on the assets, liabilities, and stockholders' eq uity of Hilton 
Inc. 

2. Hilton's president has asked you to explain the difference between contributed capital and 
retained earnings. Discuss the terms as they relate to Hilton . 

3. Determine the book value per share of the stock at the end of the year. 

L01 • 4 Problem 11-14A Stockholders' Equity Section of the Balance Sheet 
The newly hired accountant at Grainfield Inc. is considering the following list of accounts as he 
prepares the balance sheet. All of the accounts have positive balances. The company is authorized 
to issue 1,000,000 shares of common stock and 10,000 shares of preferred stock. The treasury 
stock was purchased at $5 per share. 

Required 

Treasury stock (common) 
Retained earnings 
Dividends payable 
Common stock, $1 par 
Additional pa id-in capital 
Preferred stock, $1 0 par, 5% 

$ 15,000 
54,900 

1,500 
100,000 
68,400 
50,000 

1. Prepare the Stockholders' Eq ui ty section of the balance sheet for Grainfield. 
2. Explai n why some of the listed accounts are not shown in the Stockholders' Equity section . 

DECISION CASES 

Reading and Interpreting Financial Statements 

L01 • 8 Decision Case 11-1 Comparing Two Companies in the Same Industry: 
Kellogg's and General Mills 
Refer to the Stockholders' Equity section of the balance sheets of Kellogg's as of December 31, 
2010, and General Mills as of May 30, 2010. 

Required 

1. For each company, what are the numbers of shares of common stock authorized, issued, and 
outstanding as of the balance sheet date? 

2. Did the balance of the Retained Earnings account of each company increase or decrease dur­
ing the year? What factors can affect the Retained Earnings balance? 

3. How does the total stockholders' equity of each company compare to that of the other com­
pany? Does the difference mean that one company's stock is more valuable than the other's? 
Explain your answer. 



Decision Cases 

Decision Case 11-2 Reading General Mills's Statement of Cash Flows 
Refer to General Mills's statement of cash flows for the year ending May 30, 2010. 

Required 

1. What sources of cash are revealed in the Financing Activities category of the statement of 
cash flows? 

2. What was the amount of dividends paid to stockholders during the period? 
3. The Financing Activities section indicates a large negative amount for the purchase of treasury 

stock. When treasury stock is purchased, what is the effect on the accOLmts of the balance sheet? 

Making Financial Decisions 

Decision Case 11-3 Debt versus Preferred Stock 
Assume that you are an analyst attempting to compare the financial structures of two companies. 
In particu lar, you must analyze the debt and equity categories of the two firms and calculate a 
debt-to-equity ratio for each firm. The Liability and Equity categories of First Company at year­
end appeared as follows: 

Liabilities 
Accounts payable 
Loan payable 
Stockholders' Equity 
Common stock 
Retained earnings 

Total liabilities and equity 

$ 500,000 
800,000 

300,000 
600,000 

$2,200,000 

First Company's loan payable bears interest at 8%, which is paid annually. The principal is due in 
five years. 

The Liability and Equity categories of Second Company at year-end appeared as follows: 

Liabilities 
Accounts payable 
Stockholders' Equity 
Common stock 
Preferred stock 
Retained earnings 

Total liabilities and equity 

$ 500,000 

300,000 
800,000 
600,000 

$2,200,000 

Second Company's preferred stock is 8%, cumulative. A provision of the stock agreement speci ­
fies that the stock must be redeemed at face value in five years. 

Required 

1. It appears that the loan payable of First Company and the preferred stock of Second Com­
pany are very similar. What are the differences between the two securities? 

2. When calculating the debt-to-equity ratio, do you believe that the Second Company pre­
ferred stock should be treated as debt or as stockholders' equity? Write a statement express­
ing your position on the issue. 

Decision Case 11-4 Preferred versus Common Stock 
Rohnan Inc. needs to raise $500,000. It is considering two options: 

a. Issue preferred stock, $100 par, 8%, cumulative, nonparticipating, callable at $ll0. The stock 
could be issued at par. 

b. Issue common stock, $1 par, market $10. Currently, the company has 400,000 shares outstand­
ing distributed equally in tl1e hands of five owners. The company has never paid a dividend. 

Required 

Rohnan has asked you to consider both options and make a recommendation. It is equally con­
cerned with cash flow and company control. Write your recommendations. 
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Ethical Decision Making 

L09 Decision Case 11-5 Inside Information 
Jim Brock was an accountant with Hubbard Inc., a large corporation with stock that was publicly 
traded on the cw York Stock Exchange. One of Jim's duties was to manage the corporate 
reporting department, which was responsible for developing and issuing Hubbard's annual 
report. At the end of 2012, Hubbard closed its accounting records and initial calculations indi ­
cated a very profitable year. In fact, the net income exceeded the amount that had been projected 
during the year by the financial analysts who followed Hubbard's stock. 

Jim was pleased with the company's financial performance. In Janua1)' 2013, he suggested 
that his father buy Hubbard's tock because he was sure the stock price would increase when the 
company announced its 2012 results. Jim's father followed that advice and bought a block of 
stock at $25 per share. 

On February 15 , 2013, Hubbard announced its 2012 results and issued the annual repo~t. 
The company received favorable press coverage about its performance, and the stock price on the 
stock exchange increased to $32 per share. 

Required 

What was Jim's professional responsibility to Hubbard Inc. concerning the issuance of the 2012 
annual report? Did Jim act ethically in this situation? 

LOS Decision Case 11-6 Dividend Policy 
Hancock Inc . is owned by nearly 100 shareholders. Judith Stitch owns 48% of the stock. She 
needs cash to fulfill her commitment to donate the funds to construct a new art galle1y Some of 
her fr iends have agreed to vote for Hancock to pay a larger-than-normal dividend to sharehold­
ers. Judith has asked you to vote for the large dividend because she knows that you also support 
the arts. When informed that the dividend may create a working capital hardship on Hancock, 
Judith responded: "There is plenty of money in Retained Earnings. The dividend will not affect 
the cash of the company." Respond to her comment. What ethical questions do you and Judith 
face? How would you vote? 

SOLUTIONS TO I<EY TERMS QUIZ 

13 Authorized shares 
1 Issued shares 

___lL Outstanding shares 
2 Par value 

_1_5_ Additional paid-in capital 
__ 3_ Retained earnings 

4 Cumulative feature 
__!.2__ Participating feature 

5 Convertible feature 
17 Callable feature 

__ 6_ Treasury stock 

/ 

18 Retirement of stock 
__ 7_ Dividend payout ratio 

19 Stock dividend 
__ 9_ Stock split 
__ 8_ Statement of stockholders' equity 

11 Comprehensive income 
_lQ_ Book value per share 
___lL Market value per share 

22 Sole proprietorship (Appendix ) 
__1Q_ Partnership (Appendix ) 
_1l_ Partnership agreement (Appendix ) 



Integrative Problem 

INTEGRATIVE PROBLEM 

Evaluating financing options for asset acquisition and their 
impact on financial statements 

Following arc the financial statements for Griffi n Inc . for the year 2012: 

Assets 

Griffin Inc. 
Balance Sheet 

December 31, 2012 
(in millions) 

Liabilities 
Cash $ 1.6 Current portion of lease 
Other current assets 6.4 obligation 
Leased assets {net of Other current liabilities 

accumulated depreciation) 7.0 Lease obligation-Long term 
Other long-term assets 45.0 Other long-term liabilities 

Total liabilities 

Stockholders' Equity 
Preferred stock 
Additional paid-in capital-

Preferred 
Common stock 
Additional paid-in capital-

Common 
Retained earnings 

Total stockholders' equity 
Total liabilities and 

Total assets $60.0 stockholders' equity 

Griffin Inc. 
Income Statement 

For the Year Ended December 31, 2012 
(in millions) 

Revenues 
Expenses: 

Depreciation of leased asset 
Depreciation-Other assets 
Interest on leased asset 
Other expenses 
Income tax (30% rate) 

Total expenses 
Income before extraordinary loss 

Extraordinary loss {net of $0.9 taxes) 
Net income 

EPS before extraordinary loss 
EPS extraordinary loss 
EPS-Net income 

Additional information: 

$ 1.0 
3.2 
0.5 

27.4 
5.4 

$ 50.0 

(37.5) 
$ 12.5 

(2.1) 
$ 10.4 

$ 3.10 
(0.53) 

$ 2.57 

$ 1.0 

3.0 
6.0 
6.0 

$16.0 

$ 1.0 

2.0 
4.0 

16.0 
21.0 

$44.0 

$60.0 

Griffin Inc. has authorized 500,000 shares of 10%, $ 10 par value, cumulative preferred stock. 
T here were 100,000 shares issued and o utstanding at all times during 2012 . The firm also 
has authori zed 5 mi llion shares of $ 1 par common stock, with 4 million shares issued and 
o utstanding. 

(Continued) 
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On January 1, 2012 , Griffin Inc. acquired an asset, a piece of specialized heavy equipment, 
for $8 million with a capital lease . The lease contract indicates that the term of the lease is eight 
years. Payments of 1.5 million are to be made each December 31. The first lease payment was 
made December 31, 2012, and consisted of 1 million principal and 0 .5 million of interest 
expense. The capital lease is depreciated using the straight-line method over eight years with zero 
sa lvage val ue. 

Required 

1. Assuming that the equipment was acquired using a capital lease, identify and analyze the 
effect of the acquisition, depreciation , and lease payment. 

2. The management of Griffin Inc. is considering the financial statement impact of methods of 
financing, other than the capita l lease, that could have been used to acquire the equipment. 
For each alternative (a), (b), and (c) , indicate the effect on the accounting equation and pre­
pare revised 2012 financial statements . Calculate, as revised, the following amounts or ratios: 

Current ratio 
Debt-to-equity ratio 

et income 
EPS- et income 

Assume that the following alternative actions wou ld have taken place on January 1, 2012: 

a. Instead of acquiring the equipment with a capital lease, the company negotiated an operating 
lease to use the asset. The lease req ui res annual year-end payments of $1.5 million and results 
in "off-balance-sheet" financing. (Hint: The $1.5 million should be treated as rental 
expense. ) 

b. Instead of acquiring the equipment with a capital lease, Griffin Inc. issued bonds for $8 mil ­
lion and purchased the equipment with the proceeds of the bond issue. Assume that the bond 
interest of 0.5 million was accrued and paid on December 31, 2012. A portion of the princi­
pal also is paid each year for eight years . On December 31, 2012, the company paid $1 mil­
lion of principal and anticipated another $1 million of principal to be paid in 2013 . Assume 
that the equipment would have an eight-year life and would be depreciated on a straight-line 
basis with zero salvage value. 

c. Instead of acquiring the equipment with a capital lease, Griffin Inc. issued 200,000 additional 
shares of 10% preferred stock to raise $8 million and purchased the equipment for $8 million 
with the proceeds fi-om the stock issue. Di idends on the stock are declared and paid annu­
ally. Assume that a dividend payment was made on December 31, 2012. Assume that the 
equipment would have an eight-year life and would be depreciated on a straight-line basis 
with zero salvage value. 

ANSWERS TO POD REVIEW 
L01 1. d 2.c L07 1. d 2.a 
L02 1. a 2. c LOS 1. d 2.a 
L03 1. d 2. a L09 1. d 2. a 
L04 1. d 2. c L010 1. c 2. b 
LOS 1. a 2.c L011 1. b 2.d 
L06 1. c 2. a 



The Statement 
of Cash Flows 

AFTER STUDYING THIS CHAPTER, YOU SHOULD BE ABLE TO: 

L01 Understand the concept of cash flows and 
accrual accounting, and explain the purpose 
of a statement of cash flows. 

L02 Explain what cash equivalents are and how 
they are treated on the statement of cash 
flows. 

L03 Describe operating, investing, and f inancing 
activities and give examples of each . 

L04 Describe the difference between the direct 
and indi rect methods of computing cash 
flow from operating activities. 

LOS Prepare a statement of cash flows using the 
direct method to determine cash flow from 
operating activities. 

A Look at Previous Chapters Previous chapters 
showed that assets and liabilities involve important cash 
flows to a business at one time or another. Chapter 2 
introduced the statement of cash flows along with the 
other financial statements. 

Chapter 11 completed examination of the accounting 
and reporting issues for a company's various assets, 
liabilities. and equities. Specifically, that chapter consid­
ered how companies account for stockholders' equity. 

A Look at This Chapter Now that we have a fuller 
appreciation of how to account for the various assets and 

LO& Prepare a statement of cash flows using the 
indirect method to determine cash flow 
from operating activities . 

L07 Use cash flow information to help analyze a 
company. 

LOS Use a work sheet to prepa re a statement of 
cash f lows using the indirect method to 
determine cash flow from operating 
activities (Appendix). 

liabilities of a business. we turn our attention in this chap­
ter to an in-depth examination of the statement of cash 
flows. 

A Look at the Upcoming Chapter Stockholders. 
creditors, and other groups use financial statements, 
including the statement of cash flows, to analyze a com­
pany. Earlier chapters called attention to various ratios of­
ten used to aid in these analyses. The final chapter 
discusses the use of ratios and other types of analysis to 
ensure a better understanding of the financial strength 
and health of companies. 



~ "Cash is king" is an expression you have undoubtedly 
~ 
E 
] heard. After learning the basics of accounting in this course, 
bl 

i you now have a good idea of the meaning of that expres­
o 

sion. Cash is the one universally recognized medium of 

exchange in today's world. Currencies vary - from the U.S 

dollar to the Mexican peso to the European community 

euro - but cash is what bankers and other creditors expect 

when it comes time to settle outstanding obligations. And 

it's what stockholders expect if dividends are going to be 

paid. 

Best Buy, North America's leading specialty retailer for 

a wide variety of consumer electronics, computers, and 

appliances, understands the supremacy of cash as well as 

any company does. A glance at the Operating Activities sec­

tion of Best Buy's statement of cash flows on the next page 

shows a business that not only earned $1 .366 billion in fiscal 

2011 but also generated $1.19 billion in cash from its 

operations. 

What a company does with its cash is central to its long­

term success. And a statement of cash flows provides a 

clear picture of what the company has done historically with 

this most liquid of all assets. Best Buy invested in its future 

by spending $744 million on additions to its property and 

equipment, which for a merchandiser means expansion of 

its retail stores. The Financing Activities section of the state­

ment reveals that Best Buy borrowed $3.021 billion and 

repaid $3.12 billion of debt. Finally, note that Best Buy also 

returned cash to its stockholders, $237 million in dividends 

and another $1.193 billion to buy back common stock. 

Company management, creditors, and stockholders are 

interested not only in what a company's bottom line is but 

also in where the company's cash comes from and where it 

goes. Why do you need to study this chapter? 

• You need to understand why net earnings are not the 

same as cash provided by operating activities. (See 

pp. 605- 608.) 

• You need to understand how accountants reconcile the 

difference between these two amounts. (See pp. 615-

618.) 

• You need to know what are the various sources and 

uses of cash in a company's investing and financing 

activities. (See pp. 610-613.) 

• You need to know how you can use information about a 

company's cash flows to analyze its performance. (See 

pp. 633-636.) 



604 Chapter 12 The Statement of Cash Flows 

Best Buy 
Consolidated Statements of Cash Flows 

$ in millions 

February 26, 
Fiscal Years Ended 

Operating Activities 

Net earnings including noncont rolling interests 

Adjustments to reconcile net earn ings to total cash provided 
by operating activities: 
Depreciation Earnings of $1.366 billion 
Amortization of definite-lived intangible assets 
Asset impairments 
Restructuring charges 
Stock-based compensation 
Deferred income taxes 
Excess tax benefits from stock-based compensation 
Other, net 

Changes in operating assets and liabilities, net of acquired assets 
and liabilities: . 
Receivables 
Merchandise inventories 
Other assets 
Accounts payable 
Other liabilities 
Income taxes ---

Includes cost to Cash from operations less 
open new stores than net earnings 

2011 

$ 1,366 

896 
82 
10 

222 
121 

(134) 
(11) 

(371) 
(400) 

40 
(443) 
(156) 

~) 

Total cash provided by operating activities ~----·~ 
Investing Activities 

Additions to property and equipment, net of $81, $9 and $42 non-cash capita l 
expenditures in fiscal 2011, 201 0 and 2009, respectively 

Purchases of investments 
Sales of investments 

~~~~~~~~~~'-=-=, 

Unlike prior years. no new 
business acquired in current year 

Acquisitions of businesses, net of cash acquired 

Proceed from sale of business, net of cash transferred 
Change in restricted assets 
Settlement of net investment hedges 
Other, net 
Total cash used in investing activities 
Financing Activities 

Repurchase of common stock 
Issuance of common stock under employee 

stock purchase plan and for the exercise 
of stock options 

Dividends paid 

Repayments of debt 

Proceeds from issuance of debt 

Acquisition of noncontrolling interests 

About the same amount of debt 
repaid as the amount borrowed 

Excess tax benefits from stock-based compensation 
Other, net 
Total cash (used in) provided by financing activities 

Effect of Exchange Rate Changes on Cash 
(Decrease) increase in Cash and Cash Equivalents 
Cash and Cash Equivalents at Beginning of Year 

(744) 

(267) 
415 

21 
(2) 

12 
(4) 

~) 

(1, 193) 

179 
(237) 

(3,120) 

3,021 

(21) 
11 
3 

(1,357) 

~ Cash and Cash Equivalents at End of Year 

13 
(723) 

1,826 
$ 1, 103 

j Supplemental Disclosure of Cash Flow Information 
Income taxes paid 

Interest paid 
$ {l82 

68 

February 27, February 28, 
2010 2009 

$ 1,394 $ 1,033 

838 730 
88 63 

4 177 
52 78 

118 110 
(30) (43) 

(7) (6) 
(4) 12 

(63) (419) 
(609) 258 

(98) (175) 
141 139 
279 (75) 
103 (5) 

2,206 1,877 

(615) (1,303) 

(16) (81) 

56 246 

(7) (2,170) 

18 (97) 
40 
(16) (22) 

(540) (3.427) 

138 83 
(234) (223) 

(5,342) (4,712) 

5,132 5,606 

(34) (146) 
7 6 

(15) (23) 
(348) 591 ---

10 19 
$ 1,328 (940) 

498 $ 1.438 
$ 1,826 $ 498 

$ 732 $ 766 
78 83 

@------------------------------------------------------------------------------------------------See Notes to Consolidated Financial Statements. 
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Cash Flows and Accrual Accounting 

OVERVIEW: A statement of cash flows complements an accrual-based income 
statement by providing information on a company's cash flows from operating, inves­
ting, and financing activities. 

All external parties have an interest in a company's cash flows. 

• Stockholders need some assurance that enough cash is being generated from opera­
tions to pay dividends and to invest in the company's future. 

• Creditors want to know if cash from operations is sufficient to repay their loans 
along with in terest. 

This chapter will show you how to read , understand, and prepare the statement 
of cash flows , which is perhaps the key financial statement for the survival of every 
business. 

The bottom line is a term used many different ways in today's society. "I wish politi ­
cians wou ld cut out all of the rhetoric and get to the bottom line." "The bottom line is 
that the manager was fired because the team wasn't winning." "Our company's bottom 
line is twice what it was last year." This last use of the term, in reference to a company's 
net income, is probably the way in which bottom line was first used. In recent years, man­
agers, stockholders, creditors, analysts, and other users of financial statements have 
become more wary of foc using on any one 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, earnings per share, and in many cases to 
ignore a company's cash flows. As you know by now from your study of accounting, you 
can't pay bi lls with net income; you need cash! 

To understand the difference between a company's bottom line and its cash flow, 
consider the case of Best Buy in its 2011 fiscal year. Best Buy reported net earnings 

' (income) of$1,366 million. 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 re lated to the operating activities 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 . If you 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 companies, 
including Best Buy. Apple is the only one of the four companies that improved its cash 
position and reported a net profit. Best Buy reported a net profit but saw its cash 
decline. AMR reported a net loss but improved its cash position. Finally, U.S. Steel 
experienced a net loss and saw its cash decline. To summarize, a company with a prof­
itable year does not necessarily increase its cash position, nor does a company with 
an unprofitable year always experience a decrease in cash. 

Purpose of the Statement of Cash Flows 
The statement of cash flows is an important complement to the other major financial 
statements. It su mmarizes the operating, investing, and financing activities of a business 
over a period of time. T he balance sheet summarizes the cash on hand and the balances 
in other assets, liabilities, and owners' equity accounts, providing a snapshot at a specific 
point in time. The statement of cash flows reports the changes in cash over a period 
of time and, most importantly, explains those changes. 
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l01 Understand the concept of 
cash flows and accrual account­
ing, and explain the purpose of a 
statement of cash flows. 

Statement of cash flows 
The financial statement that 
summarizes an entity's cash 
receipts and cash payments during 
the period from operating, investing, 
and financing activities. 
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EXHIBIT 12-1 Cash Flows and Net Income for Four Companies (all amounts in mill ions of dol lars) 

Company 
Beginning Balance 

in Cash 
Ending Balance 

in Cash 
Increase (Decrease) 

in Cash 
Net Income 

(Loss) 

Apple, Inc. (fiscal year ended September 25, 2010) 

Best Buy Co .. Inc. (fiscal year ended February 26, 2011) 

$5,263 

1,826 

$11,261 

1,103 

$5,998 

(723) ,, 
$14,013 

1,366 

AMR Corporation (principal subsidiary is 

American Airlines-fiscal year ended 

December 31, 2010) 

U.S. Steel Corporation (fiscal year ended 
Decerpber 31, 2010) 

... 
168 \ 15 

578 
.... --:· ~ ~; J \~ 
• ~-- • ~ (640) 

' '' ,{ 
(471) 

(482) 

The income statement summarizes performance on an accrual basis. Inco me on this 
basis is a better indicator of future cash inflows and o utflows than is a statement limi ted 
to current cash flows. T he statement of cash flows complements the accrual-based 
income statement by allowing users to assess a company's performance on a cash basis. 
As you will see in Example 12-1, however, it also goes beyond presenting data related to 
operating performance and looks at other activities that affect a company's cash position. 

Reporting Requirements for a Statement 
of Cash Flows 
Accounting standards speci fy both the basis for preparing the statement of cash flows 
and the classification of items on the statement. 1 First , the statement must be prepared 
on a cash basis. Second, the cash flows must be classified in to three categories: 

• Operating activities 
• Investing activities 
• Financing activities 

We now take a closer look at each of these important req uirements in preparing a state­
ment of cash flows. 

Example 12-1 Preparing a Statement of Cash Flows 

Consider the following discussion between the owner of Fox River Realty and the company 
accountant. After a successfu l first year in business in 2011 in which the company earned a 
profit of $100,000, the owner reviews the income statement for the second year, as pre­
sented below. 

Fox River Rea lty 
Income Statement 

For the Vear Ended December 3 1, 2012 

Revenues 

Depreciation expense 

All other expenses 

Total expenses 

Net income 

$400,000 

$ 50,000 

100,000 

$150,000 

$250,000 

The owner is pleased with the results and asks to see the balance sheet. Comparative 
balance sheets for the first two years are presented on the next page. 

(Continued) 

1 Statement of Cash Flows, ASC Topic 230 !formerly Statement of Cash Flows, Statement of Financial Accounting 
Standards No. 95). 
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Cash 

Plant and equipment 

Fox River Realty 
Comparative Balance Sheets 

December31 

2012 

$ 50,000 

600,000 

Accumulated depreciation (150,000) 

Total assets $ 500,000 

Notes payable $ 100,000 

Common stock 250,000 

Retained earnings 150,000 

Total equities $ 500,000 

2011 

$ 150,000 

350,000 

(100,000) 

$ 400,000 

$ 150,000 

200,000 

50,000 

$ 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 

Add back: Depreciation expense 

Cash provided by operating activities 

$250,000 

50,000 

$300,000 

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 Vear Ended December 31, 2012 

Cash provided (used) by operating act ivities 

Net income 

Add back: Depreciation expense 

Net cash provided (used) by operating activities 

Cash provided (used) by investing activities 

Purchase of new plant and equipment 

Cash provided (used) by financing activities 

Additional investment by owner 

Cash dividends paid to owner 

Repayment of notes payable to bank 

Net cash provided (used) by financing activities 

Net increase (decrease) in cash 
Cash balance at beginning of year 

Cash balance at end of year 

$ 250,000 

50,000 

$ 300,000 

$(250,000) 

$ 50,000 

(150,000) 

(50,000) 

$(150,000) 

$(100,000) 

150,000 

$ 50,000 

(Continued) 
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Although the owner is not particularly happy with the decrease in cash for the year, she 
~ is satisfied with the statement as an explanation of where the cash came from and how 
f it was used. The statement summarizes the important cash activities for the year and 
.3 fills a void created with the presentation of just an income statement and a balance 
t sheet . 

.'.'! @ .......................................... __________________________ __ 

L01 Understand the concept of cash flows and accrual accounting, and explain the purpose of a statement 
of cash flows. 

• The statement of cash flows helps investors understand cash inflows and outflows of an entity based on its 
operating, investing, and financing activities . It provides complementary information to the accrual-based income 
statement. 

QUESTIONS Answers to these questions are on the last page of the chapter. 

1. Which of the following is a correct statement about the 2. What are the three categories into which cash flows are 
relationship between net income and cash flow? classified? 

a. Cash will increase during a year in which a company 
reports net income. 

b. Cash will decrease during a year in which a company 
reports a net loss. 

G:' Cash can increase or decrease during a year in which 
a company reports net income. 

d. None of the above is correct. 

a. operating, investing, and producing 
operating, investing, and financing 

c. operating, nonoperating, and financing 
d. none of the above 

The Definition of Cash: Cash and Cash 
Equivalents 

L02 Explain what cash equiva­
lents are and how they are 
treated on the statement of cash 
flows . 

OVERVIEW: Cash equivalents are assets readily convertible to a determinable 
amount of cash, with a maturity date of three months or less. They are combined with 
cash on a statement of cash flows. 

Cash equivalent 
An item readily convertible to a 
known amount of cash with a 
maturity to the investor of three 
months or less . 

T he purpose of the statement of cash flows is to provide information about a company's 
cash inflows and outflows. T hus, it is essential to have a clear understanding of what the 
defini tion of cash includes. According to accounting standards, certain items are recog­
nized as being equivalent to cash and are combined with cash on the balance sheet and 
the statement of cash fl ows. 

Commercial paper (short-term notes issued by corporations ), money market 
funds, and Treasury bills are examples of cash equivalents. To be classified as a cash 
equivalent, an item must be readily convertible to a known amoun t of cash and have 
a matu rity to the investor of three mo nths or less. For example, a three-year Treasury 
note purchased two months before its maturity is classified as a cash eq uivalent. Hmv­
ever, the same note purchased two years before maturity wou ld be classified as an 
investment. 

Example 12-2 Determining What ls a Cash Equivalent 

To understand why cash equivalents are combined with cash when a statement of cash flows 
is prepared, assume that a company has a cash balance of $10,000 and no assets that qualify 

(Continued} 



The Definition of Cash: Cash and Cash Equivalents 

as cash equivalents. Further assume that the $10,000 is used to purchase 90-day Treasury 
bills. The effect of the transaction can be identified and analyzed as fo llows: 

ACTIVITY: Operating 
ACCOUNTS: Investment in Treasury Bills Increase Cash Decrease 

STATEMENT(S): Balance Sheet 

Balance Sheet Income Statement 

STOCKHOLDERS' ~i---------------~ NET 

609 

ASSETS LIABILITIES + EQUITY REVENUES - EXPENSES INCOME 

Investment 
in Treasury 
Bills 

Cash 
10,000 

(10,000) 

For record-keeping purposes. it is important to recognize this transaction as a transfer 
between cash in the bank and an investment in a government security. In the strictest sense, 
the investment represents an outflow of cash . The purchase of a security with such a short 
maturity does not. however. involve any significant degree of risk in terms of price changes 
and thus is not reported on the statement of cash flows as an outflow. Instead, for purposes 
of classification on the balance sheet and the statement of cash flows. this is merely a trans­
fer within the cash and cash equivalents category. The point is that before the purchase of the 
Treasury bills, the company had $10,000 in cash and cash equivalents and that after the pur­
chase. it still had $10.000 in cash and cash equivalents. Because nothing changed, the trans­
action is not reported on the statement of cash flows. Finally, the purchase of treasury bills is 
assumed to be a use of temporary excess operating funds and is therefore classified as 
"operating" in the "Identify and Analyze" section above. 

Now consider a different transaction in which a company purchases shares of GM common 
stock for cash. This transaction can be identified and analyzed as fol lows : 

ACTIVITY: Investing 

ACCOUNTS: Investment in GM Common Stock Increase Cash Decrease 
STATEMENT(S): Balance Sheet 

ASSETS 

Investment in 
GM Common 
Stock 

Cash 
10,000 

(10,000) 

Balance Sheet Income Statement 

STOCKHOLDERS'----------------- NET 
LIABILITIES + EQUITY REVENUES - EXPENSES INCOME 

This purchase involves a certain amount of risk for the company making the investment. The 
GM stock is not convertible to a known amount of cash because its market value is subject to 
change. Thus. for balance sheet purposes. the investment is not considered a cash equiva-

~ lent; therefore. it is not combined with cash but is classified as either a short- or long-term 
f investment depending on the company's intent in holding the stock. The investment in 
~ stock of another company is considered a significant activity and thus is reported on ,., 
~ the statement of cash flows. 
@ ______________________________________________________________ ,__ 



0 

610 Chapter 12 The Statement of Cash Flows 

l02 Explain what cash equivalents are and how they are treated on the statement of cash flows . 

• Cash equivalents are assets that are readily convertible to a determinable amount of cash, having a maturity date of three 
months or less. 

• The term cash in the statement of cash flows includes cash and cash equivalents. 

Answers to these questions are on the last page of the chapter. 

1. Where are cash equivalents reported? 2. Which of the following is a cash equivalent? 

a. in the Operating Activities section of the statement 
of cash flows 

b. in the Financing Activit ies section of the statement 
of cash flows 

c. on neither the balance sheet nor the statement of 
cash flows 

\cl none of the above 

a. an investment in the common stock of another 
company 

b. an investment in the bonds of another company 
a money market account 

d. none of the above 

Classification of Cash Flows 

l03 Describe operat ing, inves­
ting, and fi nancing activit ies and 
give examples of each. 

OVERVIEW: Operating activities involve cash flows related to the production of 
goods or services for customers. Investing activities arise from acquiring and disposing 
of long-term assets, and financing activities relate to generating funds through debt 
and equity securities and making payments related to those securities. 

Operating activities 
Activities concerned wi th the 
acqu isition and sale of products and 
services. 

For the statement of cash flows, companies are required to classify activities into three 
categories: operating, investing, or financing. These categories represent the major func ­
tions of an entity, and classifying activities in this way allows users to look at important 
relationships. For example, one important financing activity for many businesses is bor­
rowing money. Grouping the cash inflows from borrowing money during the period 
with the cash outflows from repaying loans during the period makes it easier for analysts 
and other users of the statements to evaluate the company. 

Each of the three types of activities can result in both cash inflows and cash outflows 
to the company. Thus, the general format for the statement is shown in Exhibit 12-2. 

ote the direct tie between the bottom portion of this statement and the balance sheet. 
The beginning and ending balances in cash and cash equivalents, shown as the last two 
lines on the statement of cash flows, are taken directly from tl1e comparative balance 
sheets. Some companies end their statement of cash flows witl1 tl1e fi gure for the net 
increase or decrease in cash and cash equivalents and do not report the beginning and 
endi ng balances in cash and cash equivalents directly on tl1e statement of cash flows. 
Instead, the reader must turn to the balance sheet for those amounts. 

Operating Activities Operating activities involve acquiring and selling prod­
ucts and services. The specific activities of a business depend on its type. For example, 
the purchase of raw materials is an important operating activity for a manufacturer. For a 
retailer, the purchase of inventory from a distributor constitutes an operating activity. 
For a realty company, the payment of a commission to a salesperson is an operating ac­
tivity . All tl1ree types of businesses sell eitl1cr products or services, and their sales arc im­
portant operating activities. 

A statement of cash flows reflects the cash effects, either inflows or outflows, associ ­
ated with each of these activities. For example, tl1e man ufacturer's payment for purchases 
of raw materials results in a cash outflow. The receipt of cash from collecting an account 
receivable results in a cash inflow. The income statement reports operating activities on 
an accrual basis. The statement of cash flows reflects a company's operating activities on 
a cash basis. 



EXHIBIT 12-2 Format for the Statement of Cash Flows 

Smith Corporation 
Statement of Cash Flows 

For the Year Ended December 31 , 2012 

Cash flows from operating activities 

Inflows 

Outflows 

Net cash provided (used) by operating activities 

Cash flows from investing activities 

Inflows 

Outflows 

Net cash provided (used) by investing activities 

Cash flows from financing activities 

Inflows 

Outflows 

Net cash provided (used) by financing activities 

Net increase (decrease) in cash and cash equivalents 

Cash and cash equivalents at beginning of year 

Cash and cash equivalents at end of year 

Classification of Cash Flows 

$ xxx 

(xxx) 

$xxx 

$xxx 

(xxx) 

xxx 

$ xxx 

(xxx) 

xxx 

$xxx 

xxx 

$xxx 

@ ................................................................................................. __ 

Investing Activities Investing activities involve acqumng and disposing of 
long-term assets. Replacing worn-out plant and equipment and expanding the existing 
base of long-term assets are essential to all businesses. Cash is paid for these acquisitions, 
often called capital expenditures. The following excerpt from Best Buy's 2011 statement 
of cash flows (a lso shown in the chapter opener) indicates that the company spent $744 
,million for 0 additions to property and equipment during fiscal 2011. (All amounts are 
in millions of dollars .) 

Investing Activities 

0 Additions to property and equipment. net of $81 non-cash 
capital expenditures in fiscal 2011 (744) 

6 Purchases of investments (267) 

~ Sales of investments 415 

0 Acquisitions of businesses, net of cash acquired 

Proceeds from sale of business. net of cash transferred 21 

Change in restricted assets (2) 

Settlement of net investment hedges 12 

Other, net (4) 

Total cash used in investing activities (569) 

Sales of long-term assets such as plant and equipment arc not generally a significant 
source of cash. These assets are acquired to be used in producing goods and services or 
to support this function , rather than to be resold, as is true for inventory. Occasionally, 
however, plant and equipment may wear out or no longer be needed and are offered for 
sale. Best Buy does not separately report any sales of property and equipment during 
2011. 

Chapter 7 explained why companies sometimes invest in the stocks and bonds of 
other companies. During 2011 , Best Buy spent $267 million to f} invest in other com­
panies and generated $415 million @ from selling investments. Finally, the acquisition of 
one company by another is an important investing activity; however, Best Buy did not 
buy any other businesses in 2011. 

Financing Activities All businesses rely on internal financing, external financing, 
or a combination of the two in meeting their needs for cash. Initially, a new business 

Investing activities 
Activities concerned with the 
acquisition and disposal of long­
term assets. 
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HOT TOPICS 
Rel mntng Casi' to the S1ncknclders 

In the two years leading up 
to its 2011 fiscal year, Best 
Buy didn't buy back any of 
its own stock. That changed 
dramatically in 2011 , when 
the electronics retailer 
reported that it used $1.193 
bill ion of its cash to repur-

chase common stock. Interestingly, this was a similar amount to 
the $1 .190 bill ion Best Buy generated from its operating activ­
ities in that year. What would prompt a company to spend such 
large amounts of cash generated from its operations on the 

over the company and prevent unwanted takeover attempts. 
Periodically, Best Buy announces its plans to buy back stock, 
something it calls a " share repurchase program." Four months 
into its 2012 fiscal year, the company's board of directors 
authorized a new $5 billion repurchase program. In a press 
release, the company expla ined the program as a sign that it 
was committed to enhancing returns to its shareholders. As a 
further signal of its commitment, the board approved a 7% 
increase in the quarterly dividend. 

Companies use the cash generated from operations for vari­
ous purposes, including capital expenditures and the repayment 
of debt. Sometimes, as in the case of Best Buy, the cash is 
returned to owners, whether through cash dividends or the buy­
back of some of the existing shares. 

~ repurchase of its own stock? 
~ Companies buy treasury stock for a variety of reasons. 
!i Sometimes it is purchased to have available for employee bene­
~ fi t plans. At other times, it is done to maintain a favorable market 
~ price for the stock. Or, it may simply be a way to keep cont rol 

Source: Best Buy Co .. Inc .. 2011 annual report and June 21, 
2011, press release. 

Financing activities 
Activities concerned with the raising 
and repaying of funds in the form of 
debt and equity. 

STUDY TIP 

Later in the chapter, you will 
learn a technique to use in pre­
paring the statement of cash 
flows. Recall then the observa­
tions made here regarding what 
types of accounts affect each of 
the three activities. 

must have a certain amount of investment by the owners to begin operatio ns. After this, 
many companies use notes, bonds, and other forms of debt to provide financi ng. Issuing 
stock and va rious fo rms of debt results in cash inflows that appear as financing 
activities on the statement of cash flows. On the other side, the repurchase of a com­
pany's own stock and the repayment of borrowings are important cash o utflows to be 
reported in the Financing Activities sectio n of the statement. T he payment of cash divi ­
dends is listed in this section as well. Best Buy's 20 11 statement of cash flows lists many 
of the common cash inflows and o utfl ows fro m financing activities (amounts in mi ll ions 
of dollars) : 

Financing Activities 

0 Repurchase of common stock (1,193) 

0 Issuance of common stock under employee stock purchase 
plan and for the exercise of stock options 179 

@) Dividends paid (237) 

6 Repayments of debt (3,120) 

0 Proceeds from issuance of debt 3,021 

Acquisition of noncontrol ling interests (2 1) 

Excess tax benefits from stock based compensation 11 

Other, net 3 

Total cash (used in) provided by financing activities (1,357) 

In 20 11 , Best Buy generated $3,02 1 mill ion fro m 0 issuing new debt and paid $3,120 
million to f) retire existing debt. Another $237 mill io n was paid in @ dividends to 
stockholders. Also, during the year, the company raised $ 179 mil lion by 0 issuing 
common stock. Finally, Best Buy spent $ 1,193 mi ll ion to 0 buy back its own commo n 
stock . 

·~ Summary of the Three Types of Activities To summari ze the catcgoriza­
~ tion of the activities of a business as operating, investing, and financing, refer to Exhibit 
j 12-3. T he exhibit lists examples of each of the th ree activities along with the related bal­
@ ance sheet acco unts and the account classifications on the balance sheet . 
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Classification of Cash Flow s 

EXHIBIT 12-3 Classification of Items on the Statement of Cash Flows 

Effect on Related Balance 

Activity Examples Cash Sheet Account 

Operating Collection of customer accounts lr;iflow Accounts receivable 
~\ ~ 

Payment to suppliers for Outflow Accounts payable ~.~ ... 
inventory ln,ventory ... ~{; 

Pa,yment of wages Outflow Wages payable H~ 

Payment of taxes Outflow Taxes payable I~( .:ftd 
r-· .,. 
•.f.~ ... · 

Capital expenditures Outflow Plant and equipment I• 

Purchase of another company Outflow Long-term investment .. . , . .. 
Sale of plant and equipment Inflow Plant and equipment 

Sale of another company lnflovJ Long-term investment ~:;: 

•.' 

Issuance of capital stoc Inflow Capital stock l_,:.t 

Issuance of bonds Inflow Bonds payable ,, 
Issuance of bank (10te Inflow Notes payable 

Repurchase of stock' Outflow Treasury stock ~I,~'),~: JI J(,, ·~ 
-.·I~ 

Retirement of bonds Outflow Bonds payable 

Repayment of notes Outflow Notes payable 

>· Payment of dividends Outflow Retained earnings 
'.' .... : \ 

In the exhibit, operating activities center on the acquisition and sale of products and 
services and related costs, such as wages and taxes. Two important observations can be 
made about the cash flow effects from the operating activities of a business: 

1. The cash flows from operating activities are the cash effects of transactions that 
enter into the determination of net income. For example, the sale of a product 
enters into the calculation of net income. The cash effect of this transaction-that is, 
the collection of the account receivable-results in a cash inflow from operating 
activities . 

2 . Cash flows from operating activities usually relate to an increase or decrease in 
a current asset or in a current liability. For example, the payment of taxes to the 
government results in a decrease in taxes payable, which is a current liabili ty on the 
balance sheet. 

Note that investing activities normally relate to long-term assets on the balance 
sheet. For example, the purchase of new plant and equipment increases long-term assets, 
and the sale of those same assets reduces long-term assets on the balance shee t. 

Finally, note that financing activities usually relate to either long-term liabilities 
or stockholders' equity accounts. There are exceptions to these observations about the 
type of balance sheet account involved with each of the three types of activities, but these 
rules of thumb are useful as you begin to analyze transactions and attempt to determine 
their classification on the statement of cash flows. 

Noncash Investing and Financing Activities 
Occasionally, companies engage in important investing and financing activities that do 
not aflect cash. 

Example 12-3 Determining Noncash Investing and Financing Activities 

Assume that at the end of the year, Wolk Corp. issues capital stock to an inventor in return for 
the exclusive rights to a patent. Although the patent has no ready market value, the stock 
could have been sold on the open market for $25,000. The effect of this transaction can be 
identified and analyzed as follows: 

(Continued) 

,. 
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Classification on 

Balance Sheet 

Current asset 
" Current liability i ..... ~ ~;, 

~ ,,, 

Current asset ~ . 
Current liability "j 1 

Current liability 
,' 

~ ~\.>·1 .. Long-term asset ' . 
Long-term asset ( . ,, 
Long-term asset ;i" .. . ... 
Long-term asset. ~~:;"'t, 

Stockholders' equity 

Long-term liability 

long-term liability .. 
Stockholders' equity 

Long-term liability 

Long-term liability 

Stockholders ' equity 
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Patent 

Cash 

Patent 
Cash 

Chapter 12 The Statement of Cash Flows 

ACTIVITY: Investing and Financing 

ACCOUNTS: Patent Increase Capital Stock Increase 

STATEMENT($): Balance Sheet 

ASSETS 

25,000 

Balance Sheet Income Statement 

STOCKHOLD ERS' .... +--~~~~~~~~~~~~~~~ NET 

LIABILITIES + EQUITY REVENUES - EXPE NSES INCOME 

Capital Stock 25,000 

This transaction does not involve cash and therefore is not reported on the statement of cash 
flows. However, what if the scenario was changed slightly? Assume that Wolk wants the pat­
ent but the inventor is not willing to accept stock in return for it. So, instead, Wolk sells stock 
on the open market for $25, 000 and then pays this amount in cash to the inventor for the 
rights to the patent. Consider the effects of these two transactions. First. the issuance of the 
stock increases Cash and Stockholders' Equity and can be identified and analyzed as follows: 

ACTIVITY: Financing 

ACCOUNTS: Cash Increase Capital Stock Increase 

STATEMENT(S): Balance Sheet 

Balance Sheet Income Statement 

STOCKHOLDERS' ~+-~~~~~~~~~~~~~~~~ NET 

ASSETS LIABI LITIES + EQUITY REVENU ES - EXPENSES INCOME 

25,000 Capital Stock 25,000 

Next. the acquisition of the patent can be identified and analyzed as follows : 

ACTIVITY: Investing 

ACCOUNTS: Patent Increase Cash Decrease 

STATEMENT(S): Balance Sheet 

ASSETS 

25,000 
(25,000) 

Balance Sheet Income Statement 

STOCKHOLDERs· ~---~~~~~~~~~~~~~~ NET 

LIABILITIES + EQUITY REVENUES - EXPENSES INCOME 

How would these two transactions be reported on a statement of cash flows? The first transac­
tion appears as a cash inflow in the Financing Activities section of the statement; the second is 
reported as a cash outflow in the Investing Activities section. Even though the form of this 
arrangement (with stock sold for cash and then the cash paid to the inventor) differs from the 
form of the first arrangement (with stock exchanged directly for the patent). the substance of 
the two arrangements is the same. That is, both involve a significant financing activity, the issu­
ance of stock, and an important investing activity, the acquisition of a patent. Because the sub­
stance is what matters. accounting standards require that any significant noncash transactions 

::? be reported in a separate schedule or in a note to the financia l statements. For the transaction 
fl 
;,> in which stock was issued directly to the inventor, presentation in a schedule is as follows: 
2 

~ 

J 
Supplemental schedule of noncash investing and financing activities 

Acquisition of patent in exchange for capital stock $25,000 

@ -------------------------------------------------------------------
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L03 Describe operating, investing, and financing activities and give examples of each. 

• Activities that generate or consume cash are classified into three categories for the statement of cash flows. 

• Operating activities usually involve cash flows re lated to the production of goods or services for customers. 

• Investing activities relate to acquiring and disposing of long-term assets. 

• Financing activities relate to raising funds through debt and equity securities and making payments related to those 
securities. 

QUESTIONS Answers to these questions are on the last page of the chapter. 

1. Which of the following should be classified as an inves- 2. How should the repurchase of a company's own stock 
ting activity on the statement of cash flows? be reported on the statement of cash flows? 

a. issuance of capital stock a. as an operating activity 
b. payment of dividends b. as an investing activity 
c. payment to suppliers for inventory c. as a financing activity 
d. none of the above d. Repurchase of a company's own stock is not 

reported on the statement of cash flows. 

Two Methods of Reporting Cash Flow 
from Operating Activities 

OVERVIEW: A statement of cash flows prepared using the direct method reports 
cash receipts and cash payments in the Operating Activities section. Under the indirect 
method, net income is adjusted for the effects of accruals and deferrals. The amount of 
net cash provided by operating activities is the same regardless of which method is used. 

Companies use one of nvo methods to report the amount of cash flow from operating 
activities. The first approach, called the direct method, involves reporting major classes 
of gross cash receipts and cash payments. For example, cash collected from customers is 
reported separately from any interest and dividends received. Each of the major types of 
cash payments related to the company's operations follows, such as cash paid for inven­
tory, for salaries and wages, for interest, and for taxes . Under the indirect method, net 
cash flow from operating activities is computed by adjusting net income to remove the 
effect of all deferrals of past operating cash receipts and payments and all accruals of 
future operating cash receipts and payments. 

The FASB prefers the direct method , but it is used much less frequently than the 
indirect method . To compare and contrast the two methods, assume that Boulder Com­
pany begins operations as a corporation on January 1, 20 12, with tl1e owners' invest­
ment of $10,000 in cash. An income statement for 2012 and a balance sheet as of 
December 31, 2012, are pre ented in Exhibits 12-4 and 12-5, respectively. 

EXHIBIT 12-4 Boulder Company's Income Statement 

" ' ' 

"' "&.1-\ ~· . 

'\• ' Boulder Company 
Income Statement 

For the Year Ended December 31, 2012 

Revenues 

Operating expenses 
L ' ' 

Income before tax "'~\ 

Income tax expense 
.} ~ J. 

Net income I( 

$ 80,000 

(64,000) 

$ 16,000 

(4,000) 

$ 12,000 

L04 Describe the difference 
between the direct and indirect 
methods of computing cash flow 
from operating activities. 

Direct method 
For preparing the Operating 
Activities section of the statement 
of cash flows. the approach in 
which cash receipts and cash 
payments are reported. 

Indirect method 
For preparing the Operating 
Activities section of the statement 
of cash flows. the approach in 
which net income is reconciled to 
net cash flow from operations. 

@ ............................................................................................. --
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EXHIBIT 12-5 Boulder Company's Ba lance Sheet 

Boulder Company 
Balance Sheet 

As of December 31, 2012 
Assets Liabilities and Stockholders' Equity 

Cash $15,000 ,.., Accounts payable $ 6,000 

Accounts receivable 13,000 
~· 

Capital stock 10,000 

Retained earnings 12,000 

$28,000 Total $28,000 

Example 12-4 Determining Cash Flows from Operating Activities - Direct 
Method 

To report cash flow from operating activities under the direct method, we look at each of the 
items on the income statement and determine how much cash each of those activities gener­
ated or used. Revenues for the period were $80,000. The balance sheet at the end of the pe­
riod shows a balance in Accounts Receivable of $13,000; however, Boulder collected only 
$80,000 - $13,000, or $67,000, from its sales of the period. Thus, the first line on the state­
ment of cash flows in Exhibit 12-6 reports $67,000 in cash collected from customers. Remem­
ber that the net increase in Accounts Receivable must be deducted from sales to find cash 
collected. For a new company, this is the same as the ending balance because the company 
starts the year without a balance in Accounts Receivable. 

The same logic can be applied to determine the amount of cash expended for operating pur­
poses. Operating expenses on the income statement are reported at $64,000. According to the 
balance sheet however, $6,000 of the expense is unpaid at the end of the period as evidenced 
by the balance in Accounts Payable. Thus, the amount of cash expended for operating purposes 
as reported on the statement of cash flows in Exhibit 12-6 is $64,000 - $6,000, or $58,000. The 
other cash payment in the Operating Activities section of the statement is $4,000 for income 
taxes. Because no liability for income taxes is reported on the balance sheet, we know that 
$4,000 represents both the income tax expense of the period and the amount paid to the gov­
ernment. The only other item on the statement of cash flows in Exhibit 12-6 is the cash inflow 
from financing activities for the amount of cash invested by the owner in return for capital stock. 

EXHIBIT 12-6 Statement of Cash Flows Using the Direct Method 

'' 

Boulder Company 
Statement of Cash Flows 

For the Year Ended December 31, 2012 

Cash flows from operating activities 

Cash collected fcom customers 

Cash payments for operating purposes 

Cash pay01ents for taxes 

Net cash inflow from operating activities 

Cash flows from financing activities 

Issuance of capital stock 

Net increase in cash 

$ 67,000 

(58,000) 

(4,000) 

$ 5,000 

$ 10,000 

$15,000 

0 

$ 15,000 
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Example 12-5 Determining Cash Flows from Operating Activities-Indirect 
Method 

When the indirect method is used, the first line in the Operating Activities section of the state­
ment of cash flows as show n in Exhibit 12-7 is the net income of the period. Net income is 
then adjusted to reconcile it to the amount of cash provided by operating activities . As 
reported on the income statement, this net income figure includes sa les of $80,000 for the 
period. As we know, however. the amount of cash collected was $13,000 less than this 
because not all customers paid Boulder the amount due. The increase in Accounts Receiv­
able for the period is deducted from net income on the statement because the increase 
indicates that the company sold more during the period than it collected in cash. 

The logic for the addition of the increase in Accounts Payable is similar, although the effect is 
the opposite. The amount of operating expenses deducted on the income statement was 
$64, 000 . We know, however, that the amount of cash paid was $6,000 less than this. as the 
balance in Accounts Payable indicates. The increase in Accounts Payable for the period is 
added back to net income on the statement because the increase indicates that the 
company paid less during the period than it recognized in expense on the income state- ~ 

ment. Because this is Boulder's first year of operations, we wouldn't be too concerned that { 
accounts receivable is increasing faster than accounts payable. If this becomes a trend, how- i 

"' ever. we would try to improve the accounts receivable collections process. ~ 

EXHIBIT 12-7 Statement of Cash Flows Using the Indi rect Method 

Boulder Company 
Statement of Cash Flows 

For the Year Ended December 31, 2012 

Cash flows from operating activities 

Net income 

Adjustments to reconcile net income to net 

cash from operating activities: 

Increase in accounts receivable 

Increase in accounts payable 

Net cash inflow from operating activities 

Cash flows from financing activities 

Issuance of capital stock 

Net increase in cash 

Cash balance, beginning of period 

Cash balance. end of period 

$ 12,000 

(13,000) 

6.000 

$ 5,000 

$ 10,000 

$15,000 

0 

$ 15,000 

Two important observations sho uld be made 111 comparing the two methods 
illustrated in Examples 12-4 and 12-5: 

1. The amount of cash provided by operating act1v1t1es is the same under the two 
methods: $5,000; they simply use diftc rent computational approaches to arrive at 
the cash generated from operations. 

2. T he remainder of the statement of cash flows is the same regardless of which 
method is used . 

T he only difference between the two methods is in the Operating Activities section of 
the statement. 

To this point, we have concentrated on the purpose of a statement of cash flows and 
the major reporting requirements related to it . We turn next to a methodology used in 
preparing the statement. 
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l04 Describe the differe nce between the direct and indirect methods of computing cash flow from operating 
activities . 

• The indirect method derives cash flows from operating activities by starting with net income and then making 
adjustments for the effects of accruals and deferrals resulting from accrual-based accounting. 

• The direct method reports cash receipts and cash disbursements related to operations. 

QUESTIONS Answers to these questions are on the last page of the chapter. 

1. The first line on a company's statement of cash flows is 2. Oak began the year with a balance of $5,000 in Accounts 
net income. Which method does the company use to Receivable and ended the year with $8,000 in the 
prepare its statement? account. Revenues for the period amounted to $37,000. 
a. direct Under the direct method, Oak will report cash collected 
@ indirect from customers of 
c. operating ~ $34,000. 
d. It is not possible to tell from the information b. $37,000. 

provided. c. $40,000. 
d. $42,000. 

How the Statement of Cash Flows 
Is Put Together 

LOS Prepare a statement of 
cash flows using the direct 
method to determine cash flow 
from operating activit ies. 

OVERVIEW: A systematic approach can be used to provide the information neces­
sary to prepare a statement of cash flows. In this section, we illustrate the direct 
method of presenting cash provided by operating activities. 

Two interesti ng observations can be made about the statement of cash flows . First, the 
"answer" to a statement of cash flows is known before it is prepared. That is, the change 
in cash for the period is known by comparing two successive balance sheets. Thus, it is 
not the change in cash that is emphasized on the statement of cash flows but the explan­
ations for the change in cash. That is, each item on a statement of cash flows helps to 
explain why cash changed by the amount it did during the period. T he second importan t 
observation relates even more specifically to how this statement i prepared . An income 
statement and a balance sheet are prepared by taking the balances in each of the various 
accounts in the general ledger and putting them in the right place on the right state­
ment. ln preparing the statement of cash flows, the transactions during the period must 
be analyzed to ( l ) determine which of them affc.::cted cash and (2 ) classif)r each of the 
cash effects into one of the three categories. 

So far in this chapter, the statements of cash flows have been prepared without the 
use of any special tools. In more complex situations, however, some type of methodol ­
ogy is needed . We wi ll review the basic accounting equation and then illustrate a 
systematic approach for preparing the statement. The chapter appendix presents a work­
sheet approach to the preparation of the statement of cash flows. 

The Accounting Equation and the Statement 
of Cash Flows 
T he basic accounti ng equation is as follows: 

Assets = Liabilit ies + Stockholders' Equity 
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Next, consider this refi nement of the eq uation: 

Assets 

Cash 
+ 

Noncash current 
assets 

+ 
Long-term assets 

= Liabilities + Stockholders' Equity 

Current liabilities 
+ 

Long-term 
liabilities 

+ 
Capital stock 

+ 
Retained earnings 

The equation 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 curre nt assets 

Long-term assets 

T herefore, any changes in cash must be accompanied by a corresponding change in the 
right side o f the equation. For example, an increase or inflow o f cash could result from 
an increase in lo ng-term liabil ities in the form of issuing bonds payable, an important fi ­
nancing activity for many companies. Or an increase in cash could come fro m a decrease 
in long- term assets in the form of a sale of fi xed assets. T he various possibilities fo r 
inflows ( +) and outflows ( - ) of cash can be summarized by activity as fo ll ows: 

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 o utflows of cash relate to increases and 
decreases in the various balance sheet accounts. We now turn to analyzing these 
acco unts as a way to assemble a statement of cash fl ows. 
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An Approach to Preparing the Statement of 
Cash Flows: Direct Method 
The following steps can be used to prepare a statement of cash flows: 

1 . Set up three schedules with the following headings: 
a. Cash Flows from Operating Activities 
b. Cash Flows from Investing Activities 
c. Cash Flows fro m Financing Activities 

As we analyze the transactions that affect each of the noncash balance sheet 
accounts, any cash effects are entered on the appropriate master schedule . When 
completed, the three master schedules contain all of the information needed to pre­
pare a statement of cash flows. 

2. Determine the cash flows from operating activities. Generally, this requires ana­
lyzing each item on the income statement and in the Current Asset and Current 
Liability accounts. As cash flows are identified in this analysis, they are entered on 
the schedule of cash flows from operating activities. 

3. Determine the cash flows from investing activities . Generally, this requires ana­
lyzing the Long-Term Asset accounts and any additional information provided . As 
cash flows are identified in this analysis, they are entered on the schedule of cash 
flows from investing activities. Any significant noncash activities are entered on a 
supplemental sched ule . 

4. Determine the cash flows from financing activities. Generally, this requires ana­
lyzing the Long-Term Liability and Stockholders' Equity accounts and any additional 
information provided . As cash flows are identified and analyzed in this analysis, they 
are entered on the schedule of cash flows from fi nancing activities. Any significant 
noncash activities are entered on a supplemental schedule. 

In general, the cash effects of changes in current accounts are reported in the Operating 
section; changes relating to long-term asset accounts are reported in the Investing sec­
tion; and changes relating to long-term liabilities and stockholders' equity are reported 
in the Financing section. The general rules for classification of activities have a few excep­
tions, but they will not be covered here. 

To illustrate this approach, we will refer to the income statement in Exhibit 12-8 
and to the comparative balance sheets and the additional information provided for Julian 

EXHIBIT 12-8 Julian Corp.'s Income Statement 

Revenues and gains: 

Sales revenue 

~ 
Interest revenue 

'" 
Expenses and losses: 

.l 
Cost of goods sold 

Salaries and wages 

~ 
'!ti 

Depreciation 

~. 
Insurance 

Interest 

Income taxes 

J Net income 

@ 

Julian Corp. 
Income Statement 

For the Year Ended December 31 , 2012 

$670,000 

570,000 

$120,000 
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Corp. in Exhibit 12-9. Assuming we have already set up the three schedules for operat­
ing, investing, and financing activities (step 1 ), we outline the preparation of the state­
ment of cash flows starting with step 2. 

Step 2: Determine the Cash Flows from Operating 
Activities 
To do this, you need to consider each of the items on tl1e income statement and any 
related current assets or liabilities from me balance sheet. 

Sales Revenue and Accounts Receivable Sales as reported on me income 
statement in Exhibit 12-8 amounted to $670,000. Based on me beginning and ending 
balances in Exhibit 12-9, Accounts Receivable increased by $6,000, from $57,000 to 
$63,000. This indicates that Julian had $6, 000 more in sales to its customers than it 

EXHIBIT 12-9 Julian Corp.'s Comparative Balance Sheets 

Cash 

Accounts receivable 

Inventory 

Prepaid insurance 

Total current assets 

Long-term investments 

Land 

Property and equipment 

Accumulated depreciation 

Total long-term assets 

Total assets 

Accounts payable 

Salaries and wages payable 

Income taxes payable 

Total current liabilities 

Notes payable 

Bonds payable 

Total long-term liabilities 

Capital stock 

Retained earnings 

Total stockholders' equity 

'., 

Total liabilities and stockholders ' equity 

Additional Information 

Julian Corp. 
Comparative Balance Sheets 

'' ,,,. J ' 
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2012 

$ 35,000 

63,000 

84,000 

12,000 

$194,000 

$ 120,000 

150,000 

320,000 

(100,000) 

$ 490,000 

$ 684,000 

$ 38,000 

7,000 

8,000 

$ 53,000 

$ 85,000 

200,000 

$ 285,000 

$100,000 

246,000 

$ 346,000 

$ 684,000 

. Long-term investments were purchased for $30,000. The securities a.re classified as available for sale . 
~· 

2. Land was purchased by issuing a $50,000 note payable. 

3. Equipment wasp urchased for $75,000. 

4. A machine with an original cost of $35,000 and a book value of $20,000 was sold for $25,000. 

5. Bonds with a face value of $60,000 were reti red by pa"ying $63,000 in cash. 

6. Capital stock was issued in exchange for $25,000 in cash. 

7. Dividends of $67,000 were paid . 

December 31 
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~· 
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2011 

$ 46,000l\, 

57,000 

92,000 
,.,-. -

18,000 

$213,000 

$ 90,000 

100,000 

280,000 

(75,000) 

$395,000 

$608,000 

$ 31 ,000 

9,000 

5,000 

$ 45,000 

$ 35,000 

260,000 

$295,000 

$ 75,000 

193,000 

$268,000 

$608,000 
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Chapter 12 The Statement of Cash Flows 

collected in cash from them (assuming that all sales are on credit ). Thus, cash collections 
must have been $670,000 - $6,000, or $664,000 . Another way to look at this is as 
fo llows: 

Beginning accounts receivable 

+ Sales revenue 

- Cash collections 

= Ending accounts receivable 

Solving for X, we can find cash collections: 

$57,000 + $670,000 - x = $ 63,000 

x = $664,000 

$ 57,000 

670,000 

(Xl> ---
$ 63,000 

At this point, note the inflow of Cash for $664,000 as shown in the Schedule of Cash -
Flows from Operating Activities in Exhibit 12-10. 

Interest Revenue Julian reported interest revenue on the income statement of 
$15,000. Did the company actually receive that amount of cash, or was it merely an 
accrual of revenue earned but not yet received? The answer can be found by examining 
the Current Assets section of the balance sheet. Because there is no Interest Receivable 
account, the amount of interest earned was the amount of cash received. 

The amount of cash received should be entered in the Schedule of Cash Flows from 
Operating Activities, as shown in Exhibit 12-10. 

Gain on Sale of Machine A gain on the sale of machine of$5,000 is reported as 
the next line on the income statement. Any cash received from the sale of a long-term 
asset is reported in the Investing Activities section of the statement of cash flows. Thus, 
we ignore the gain when reporting cash flows from operating activities under the direct 
method. 

Cost of Goods Sold, Inventory, and Accounts Payable Cost of goods 
sold, as reported on the income statement, amounts to $390,000. Recall that $390,000 
is not the amount of cash expended to pay suppliers of inventory. First, cost of goods 
sold represents the cost of the inventory sold during the period, not the amount pur­
chased . Thus, we must analyze the Inventory account to determine the purchases of the 
period. Second, the amount of purchases is not the same as the cash paid to suppliers 
because purchases are normally on accoun t. Therefore, we must analyze the Accounts 
Payable account to determine the cash payments. 

Based on the beginning and ending balances in Exhibit 12-9, inventory decreased 
during the year by $8,000, from $92,000 to $84,000 . This means that the cost of 

EXHIBIT 12-10 Schedule of Cash Flows from Operating Activities 

., .. , 
I 

~ 

'' 

Cash Flows from Operating Activities 

Cash receipts from : 

Sales on account ,. 
Interest 

Cash payments for: 

I<. 

f 
'I 

Inventory purchases 

Salaries and wages 

Insurance 
-< ..... 

Interest 
1 .. 1 1 1.1 

Taxes .. ,.>I";.- ' 
...... , .. :,'-" .~ .. 

' ' 

664,000 

15,000 

(375,000) 

(62,000) 

(6,000) 

(15,000) 

(47,000) 
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inventory sold was $8,000 more than the purchases of the period. Another way to look at 
this is as fo llows: 

Beginning inventory 

+ Purchases 

- Cost of goods sold 

= Ending inventory 

Solving for X, we can find purchases: 

$ 92,000 

x 
(390,000) 

$ 84,000 

$92,000 + x - $390,000 = $ 84,000 

x = $382,000 

Note fro m Exhibit 12-9 that Accounts Payable increased during the year by $7,000 . This 
means that Julian's purchases were $7, 000 more during the period than its.cash payments. 
T hus, cash payments must have been $382,000 - $7,000, o r $375,000. Another way to 

look at this is as fo llows: 

Beginning accounts payable 

+ Purchases 

- Cash payments 

= Ending accounts payable 

Solving for X, we can find cash payments: 

$ 31,000 

382,000 

(X) 

$ 38,000 

$31 ,000 + $382,000 - x = $ 38,000 

x = $375,000 

At this point, we indicate in the schedule in Exhibit 12-10 that the cash payments fo r in­
ventory to tal $375,000. 

Salaries and Wages Expense and Salaries and Wages Payable T he 
second expense listed on the income statement in Exhibit 12-8 is salaries and wages of 
$60,000. H owever, did Julian pay this amo unt to employees during the year? T he an­
swer can be fo und by examining the Salaries and Wages Payable account in the balance 
sheet in Exhibi t 12-9. From the balance sheet, we note that t11 e li ability account 
decreased by $2,000 , from $9,000 to $7,000. 

This means that the amount of cash paid to employees was $2,000 more than the 
amount of expense accrued. Another way to look at t11e cash payments of $60,000 + 
$2,000, o r $62,000, is as fo llows: 

Beginn ing sa laries and wages payable 

+ Salaries and wages expense 

- Cash payments to employees 

= Ending salaries and wages payable 

Solving fo r X, we can fi nd cash payments: 

$9,000 + $60,000 - x = $ 7,000 

x = $62,000 

$ 9,000 

60,000 

(X) 

$ 7, 000 

As you can see in Exhibit 12-10, the cash paid of $62 ,000 appears as a cash outflow in 
the Schedule of Cash Flows fro m O perating Activi ti es. 

Depreciation Expense T he next item on the income statement is depreciation of 
$40,000. Depreciatio n of tangible long-term assets, amorti zation of intangible asse ts, 
and depletion of natural resources arc diffe rent fro m most other expenses in that they 
have no cA-cct o n cash fl ow. T he only related cash fl ows are fro m the purchase and sale 
of these long-term assets, and these are reported in the Investing Activities section of the 
statement of cash fl ows. T hus, depreciation is not reported o n the Schedu le of Cash 
Flows from O perating Activities when the direct met11od is used . 
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Insurance Expense and Prepaid Insurance According to the income 
statement in Exhibit 12-8 , Julian recorded insurance expense of $ 12,000 during 201 2. 
T his amo unt is not the cash payments for insurance, however, because Julian has a 
Prepaid Insurance account on the balance sheet . Recall from C hapter 4 that as a com­
pany buys insurance, it increases its Prepaid Insurance account . As the insurance expires, 
this accoun t is reduced and an expense is recognized. Note fro m the balance sheet in 
Exhibit 12-9 that the Prepaid Insurance account decreased during the period by $6,000 , 
fro m $ 18,000 to $ 12,000. This means that the amount of cash paid for insurance 1~ 
$6, 000 less than the amount of. expense recognized. T hus, the cash payments must - ~ have been $ 12,000 - 6,000, or $6,000. Another way to look at the cash payments is as 
fo llows: 

Beginning prepaid insurance 

+ Cash payments for insurance 

- Insurance expense 

= Ending prepaid insurance 

$ 18,000 

x 
(12,000) 

$ 12,000 

Solving for X, we can find the amount of cash paid: 

$18,000 + x - $12,000 = $12,000 

x = $ 6,000 

ore the cash outflow of $6,000 as entered in Exhibit 12-10 in the Schedule of Cash 
Flows from Operating Activities. 

Interest Expense The amount of interest expense reported on the income state­
ment is $15,000 . Because the balance sheet does not report an accrual of interest owed bu t 
not yet paid (an In terest Payable account ), we know that $15,000 is also the amount of 
cash paid . T he schedu le in Exhibit 12-10 reflects the cash outfl ow of $ 15,000 for interest. 

Whether interest paid is properly classified as an operating activi ty is subject to con­
siderable debate. The FASB decided in favo r of classification of interest as an operating 
activity because, unlike dividends, it appears on the income statement. T his, it was 
argued , provides a direct link between the statement of cash fl ows and the income state­
ment . Many argue, however, that it is inconsistent to classif)r dividends paid as a fina nc­
ing activity but interest paid as an operating activity. After all , both represent returns 
paid to providers of capital: in terest to creditors and dividends to stockholders. 

Income Taxes Expense and Income Taxes Payable The income state­
ment in Exhibit 12-8 reports income tax expense of $50,000 . We know, however, that 
this is not necessarily the amount paid to the govern ment during the year. In fact, note 
the increase in the Income Taxes Payable accou nt on the balance sheets in Exhibit 12-9. 
T he liability increased by $3,000, from $5,000 to $8,000 . This means that the amount 
of cash paid to the government in taxes was $3, 000 less than the amount of expense accrued. 
Another way to look at the cash payments of $50,000 - $3,000, or $47,000, is as 
fo ll ows: 

Beginning income taxes payable 

+ Income tax expense 

- Cash payments for taxes 

= Ending income taxes payable 

Solving fo r X, we can fi nd the amount of cash paid: 

$ 5,000 

50,000 

(X) 

$ 8,000 

$5,000 + $50,000 - x = $ 8,000 

x = $47,000 

As you can see by examin ing Exhibit 12 -10, the cash payments for taxes is the last item 
on the Sched ule of Cash Flows fro m O perating Activities. 

Loss on Retirement of Bonds A $3,000 loss on the reti rement of bonds is 
reported as the last item under expenses and losses on the income statement in 
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Exhibit 12-8. Any cash paid to retire a long-term liabi lity is reported in the Financing 
Activities section of the statement of cash flows. Thus, we ignore the loss when reporting 
cash flows from operating activities under the direct method. 

Compare Net Income with Net Cash Flow from 
Operating Activities 
At this point, all of the items on the income statement have been analyzed, as have all of 
the current asset and current liability accounts. All of the information needed to prepare 
the Operating Activities section of the statement of cash flows has been gathered. 

To summari ze, preparation of the Operating Activities section of the statement 
of cash flows requires the conversion of each item on the income statement to a 
cash basis. The Current Asset and Current Liability accounts are analyzed to dis­
cover the cash effects of each item on the income statement. Exhibit 12-11 summa­
rizes th is conversion process. 

EXHIBIT 12-11 Conversion of Income Statement Items to Cash Basis 

Income Statement 

Sales revenue 

, 1 

Interest revenue 

Gain on sale of machine 

Cost of goods sold 

" "lli• ,,.,.-t· 

Salaries and wages 

Insurance .:; 
\. 1 

.• .. }!>.~ 

I• 

.~· I I 

Interest 

.. 
Income taxes 

... .. \• 

i¥•! ;.~-I 
'-~- ......... 

L,oss on retirement of bonds 

Net income 

· .. 
'·' 

·15,000 

~"'"'!~~"''" + Decreases in interest payable 
"' 

1 1 • 1.t - Increases in interest payable 00 " < 

.- ... ~·~ ~ ... ~. ;(~ Cash paid for interest ":i "; ~,:;-' .. ' + Decreases in income taxes payable ~ " 
:.Jf! • •I 

.. •:.. 1 ~ Increases in income taxes payable ~~{:·>I _,. \'i:j.~' "l'i 
~ 1'@1 Cash paid for taxes 

1~' 
"'(U.1• 

3,000 Not an operating activity 
. \I\.,, Net cash flow from operating activities *". 

Cash Flows 

$670,000 

0 

(6,000) 

$664,000 

$ 15,000 

0 

0 

$ 15,000 

$ 0 

$390,000 

0 

(8,000) 

0 

(7,000) 

$375,000 

$ 60,000 

2,000 

0 

$ 62,000 

$ 0 

$ 12,000 

0 

(6,000) 

$ 6,000 

$ 15,000 

0 

0 

$ 15,000 

$ 50,000 

0 

(3,000) 

$ 47,000 

$ 0 

$174,000 

625 

@ ........................................................................................................................... .. 



626 Chapter 12 The Statement of Cash Flows 

Note in the exhibit the various adjustments made to put each income statement 
item on a cash basis. For example, the $6,000 increase in accounts receivable for the pe­
riod is deducted from sales revenue of $670,000 to arrive at cash collected from custom ­
ers. Similar adjustments are made to each of the other income statement items with the 
exception of depreciation, the gain, and the loss. Depreciation is ignored because it does 
not have an effect on cash flow. The gain relates to the sale of a long-term asset, and any 
cash effect is reflected in the Investing Activities section of the statement of cash flows. 
Similarly, the loss resulted from the retirement of bonds and any cash flow effect is 
reported in the Financing Activities section. The bottom of the exhibit highlights an im­
portant point: Julian reported net income of $120,000, but generated $174,000 in cash 
from operations. 

Step 3: Determine the Cash Flows from Investing 
Activities 
We now turn our attention to the Long-Term Asset accounts and any additional infor­
mation avai lable about these accounts. Ju lian has three long-term assets on its balance 
sheet: Long-Term Investments, Land, and Property and Equipment. 

Long-Term Investments Item 1 in the additional information in Exhi bit 12-9 
indicates that Julian purchased $30,000 of investments during the year. The $30,000 
net increase in the Long-Term Investments account confirms this. (No mention is made 
of the sale of any investments during 2012. ) The purchase of investments requires the 
use of $30,000 of cash, as indicated on the Schedule of Cash Flows from Investing 
Activities in Exhibi t 12-12. 

Land Note the $50,000 net increase in land. Item 2 in the additional information indi­
cates that Jul ian purchased land by issuing a $50,000 note payable . This transaction 
obviously does not involve cash. The transaction has an important financin g element and 
an investing component, however. The issuance of the note is a financing activity, and 
the acquisition of land is an investing activity. Because no cash was involved, the transac­
tion is reported in a separate schedule instead of directly on tl1e statement of cash flows : 

Supplemental schedule of noncash investing and financing act ivities 

Acquisition of land in exchange fo r note payable $50,000 

Property and Equipment Property and equipment increased by $40,000 during 
2012. However, Ju lian acquired equipment and sold a machine (item 3 and item 4, 
respectively, in tl1e additional information in Exhibit 12-9 ). As was discussed earlier in 
tl1e chapter, acquisitions of new plant and equipment are important investing activities 
for most businesses. T hus, tl1e $75,000 expended to acquire new plant and equipment 
appears in the schedule in Exhibit 12-12 as a cash outflow. 

As reported in the balance sheets in Exhibit 12-9, the Property and Equipment 
account increased d uring the year by only $40,000 , from $280,000 to $320,000 . Since 
Jul ian added to th is account $75,000, however, we know that it must have disposed of 
some assets as well . In fact, item 4 in the add itional info rmation in Exhibit 12-9 reports 

EXHIBIT 12-12 Schedule of Cash Flows from Investing Activities 
"!!· ._, 

______ C_a_s_h_F_l_ow_ s_f_ro_m_ ln_v_e_st_i_ng=--A_c_ti_vi_ti_e_s _____ ' ~-~ i''~, .. ~ 

,·, 

Cash inflows from : 

Sale of machine 

Cash outflows for: 

Purchase of investments 

.. ·~~. 
.. l 

Purchase of property and equipment 

... ,, 
' ' 25,000 

(30,000) 

(75,000) 

@ ................................................................................................... .... 
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the sa le of a machine with an original cost of $35,000. An analysis of the Property and 
Equipment account confirms this amount: 

Beginning property and equipment 

+ Acquisitions 

- Disposals 

= Ending property and equipment 

$280,000 

75,000 

(X) 

$320,000 

Solving for X, we can find the cost of the fixed assets sold during the year: 

$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 if 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 

+ Depreciation expense (entry (i)J 

- Accumulated depreciation on assets sold 

= Ending accumulated depreciation 

$ 75,000 

40,000 

(X) 

$100,000 

Solving for X, we can find the accumulated depreciation on the assets disposed of during 
the year: 

$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 JJJas $25,000 and the book value was $20,000, Julian reports a gain on 
the sale of $5, 000, an amount that is confirmed on the income statement in Rr:hibit 12-8. 
To su mmarize, the machine was sold for $25,000, an amount that exceeded its book 
value of $20,000, thus generating a gain of $5,000. The cash inflow of $25,000 1s 
entered on the Schedule of Cash Flows from Investing Activities in Exhibi t 12-12. 

Step 4: Determine the Cash Flows from Financing 
Activities 
T hese activities generally involve long-term liabilities and stockholders' equity . First, we 
consider Julian's two long-term liabilities: Notes Payable and Bonds Payable; then, the 
two stockholders' equity accounts: Capital Stock and Retained Earnings . 

Notes Payable Recall that item 2 in the additional information reported that Julian 
purchased land in exchange for a $50,000 note payable. This amount is confirmed on 
the balance sheets, which show an increase in notes payable of $50,000, from $35,000 
to $85,000 . In the discussion of investing activities, we already entered this transaction 
on a supplemental schedule of noncash activities because it was a significant financing ac­
tivity but did not involve cash. 

Bonds Payable T he balance sheets in Exhibit 12-9 report a decrease in bonds pay­
able of $60,000, from $260,000 to $200,000. Item 5 in the additio nal information in 
Exhibit 12-9 indicates that bonds with a face value of $60,000 were retired by paying 
$63,000 in cash. The book value of the bonds retired is the same as the face value of 
$60,000 because there is no unamortized discount or premium on the records. When a 
company has to pay more in cash ($63, 000) to settle a debt than the boo Ii value of the debt 
($60,000), it reports a loss. Recall the $3,000 loss reported on the income statement in 
Exhibit 12-8. For purposes of preparing a statement 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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EXHIBIT 12-13 Schedule of Cash Flows from Financing Activities 

Cash Flows from Financing Activities 

Cash inflows from: 

Issuance of stock 

Cash outflows for: 

Retii:ement of bonds 

Payment of cash dividends 

T his amount appears as a cash outflow in the Schedule of Cash Flows from Financing 
Activities shown in Exhibit 12-13 . 

Capital Stock Exhibit 12-9 indicates an increase in capital stock of $25,000, from 
$75,000 to $100,000. Julian issued capital stock in exchange for $25,000 in cash, 
according to item 6 in the additional information in Exhibit 12-9. Some companies issue 
additional stock after the initial formation of the corporation to raise needed capital. 

The increase in Cash from this issuance is presented as a cash inflow in the Schedule 
of Cash Flows from Financing Activities shown in Exhibit 12-13 . 

Retained Earnings This account increased during the year by $53,000, from 
$193,000 to $246,000. Because we know from Exhibit 12-8 that net income was 
$120,000, however, the company must have declared some dividends. 

We can determine the amount of cash dividends for 2012 in the following manner: 

Beginning retained earnings 

+ Net income 

- Cash dividends 

= Ending retained earnings 

$193,000 

120,000 

(X)· 

$246,000 . 

Solving for X, we can find the amount of cash dividends paid during the year.2 

$193,000 + $120,000 - x = $246,000 

x = $ 67,000 

Item 7 in the additional information confirms that this was in fact the amount of divi ­
dends paid during the year. The dividends paid appear in the Schedule of Cash Flows 
from Financing Activities presented in Exhibit 12-13 . 

Using the Three Schedules to Prepare a Statement 
of Cash Flows 
All of the information needed to prepare a statement of cash flows is now available in the 
three schedules, along with the supplemental schedule prepared earlier. From the infor­
mation gathered in Exhibits 12-10, 12-12, and 12-13, a completed statement of cash 
flows appears in Exhibit 12-14. 

What does Julian 's statement of cash fl ows tell us? Cash flow from operations totaled 
$174,000. Cash used to acquire investments and equipment amounted to $80,000 after 
$25,000 was received from the sale of a machine. A net amount of $105,000 was used 
for financing activities. Thus, Julian used more cash than it generated, which is why the 
cash balance declined. That's okay for a year or two, but if this continues, the company 
won't be able to pay its bills. 

2 Any decrease in Retained Earnings represents the dividends declared during the period rather than the amount paid. If 
there had been a Dividends Payable account. we would have analyzed it to find the amount of dividends paid. The lack 
of a balance in such an account at the beginning or end of the period tells us that Julian paid the same amount of divi­
dends that it declared during the period. 
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LOS Prepare a statement of cash flows using the direct method to determine cash flow from 
operating activities. 

• Using the approach illustrated in this section, it is possible to determine the cash flow from the major operating activities, 
such as sales, purchases, sala ries and wages, and operating expenses, and from investing and financing activities . 

QUESTIONS Answers to these questions are on the last page of the chapter. 
1. Baxter began the year with a balance of $15,000 in 2. How is depreciation expense treated under the direct 

Salaries and Wages Payable and ended the year with method? 
$10,000 in the account. Salaries and Wages Expense a. as an outflow in the Operating Activities section of 
for the period amounted to $98,000. Under the direct the statement 
method, Baxter will report cash payments for salaries b. as an outflow in the Investing Activities section of 
and wages of the statement 
a. $93,000. c. as an addition to net income in the Operating 
b. $98,000. Activities section of the statement 

(9 $103,000.-' ~ Depreciation expense does not appear on the state-
d. $108,000. ment of cash flows when the direct method is used. 

EXHIBIT 12-14 Completed Statement of Cash Flows for Julian Corp. 
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Julian Corp. 
Statement of Cash Flows 

Cash flows from operating activities 

Cash receipts from: 

Sales on account 

Interest 

Total cash receipts 

Cash payments for: 

Inventory purchases 

Salaries and wages 

Insurance 

Interest 

Taxes 

Total cash payments 

Net cash provided by operating activities 

Cash flows from investing activities 

Purchase of investments 

Purchase of property and equipme11t 

Sale of rnachine 

Net cash used by investing activities 

Cash flows from financing act ivities 

Retirement of bonds 

Issuance of stock 

Payment of cash dividends 

Net cash used by financing activities 

Net decrease in cash 

Cash ba(ance, December 31, 2011 

Cash balance, December 31 , 2012 

Supplemental schedule of noncash investing and 
financing activities 

Acquisi tion of land in exchange for note payable 

$ 664,000 

15,000 

$ 679,000 

$/375,000) 

(62,000) 

(6,000) 

(15,000) 

(47,000) 

$(505,000) 

$ 174,000 

$ (30,000) 

(75,000) 

2'5,000 

$ (80,000) 

$ (63,000) 

25,000 

(67,000) 

$(105,000) 

$ (11,000) 

46,000 

$ 35,000 

$ 50,000 
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LO& Prepare a statement of 
cash flows using the indirect 
method to determine cash fl ow 
from operating activities. 

Chapter 12 The Statement of Cash Flows 

An Approach to Preparing the Statement 
of Cash Flows: Indirect Method 

OVERVIEW: A systematic approach can be used to provide the information neces­
sary to prepare a statement of cash flows. In this section, we illustrate the indirect 
method of presenting cash provided by operating activities. 

Reconcile Net Income to Net Cash Flows from 
Operating Activities 
The purpose of the Operating Activities section of the statement changes when the indi ­
rect method is used. Instead of reporting cash receipts and cash payments, the objective 
is to reconcile net income to net cash flow from operating activities. The other two 
sections of the completed statement in Exhibit 12-14, the Investing and Financing sec­
tions, are unchanged. 

An approach similar to that used for the direct method can be used to prepare the 
Operating Activities section of the statement of cash flows under the indirect method. 

Net Income Recall that the first line in the Operating Activities section of the state­
ment under the indirect method is net income. That is, we start with the assumptions 
that all revenues and gains reported on the income statement increase cash flow and that 
all expenses and losses decrease cash flow. Julian's net income of $120,000, as reported 
on its income statement in Exhibit 12-8, is reported as the first item in the Operating 
Activities section of the statement of cash flows shown in Exhibit 12-15. 

Accounts Receivable Recall from the balance sheets in Exhibit 12-9 the net 
increase in Accounts Receivable of $6 ,000. Because net income includes sales (as 
opposed to cash collections), the $6,000 net increase must be deducted to adjust net 

!j income to cash from operations as shown in Exhibit 12-15. 
E 

i 
i z 
@ 

Gain on Sale of Machine The gain itself did not generate any cash, but the sale 
of the machine did. And as we found earlier, the cash generated by selling the machine 
was reported in the Investing Activities section of the statement. The cash proceeds 
included the gain. Because the gain is included in the net income figure, it must be 
deducted to determine cash from operations. Also note that the gain is included twice in 

EXHIBIT 12-15 Indirect Method for Reporting Cash Flows from Operating Activities 
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Julian Corp. y"' ' 

Partial Statement of Cash Flows ' · • 

For the Year Ended December 31 , 2012 

Net cash flows from operating activities 

Net income 

Adjustments to reconcile net income to net cash 
provided by operating activities: 

Increase in accounts receivable 

Gain on sale of machine 

Decrease in inventory 

Increase in accounts payable 

Decrease in salaries and wages payable 

Depreciation expense 

Decrease in prepaid insurance 

Increase in income taxes payable 

Loss on retirement ot bonds 

Net cash provided by operating activities 

, .. : .. ~ -

' . 
.~:';;. . 
-~ . .. , "\ 

~··· L.'e'Y."' 
\ <',,~ 

$120,000 j; 

(6,000) 

(5,000) 

8,000 

7,000 

(2,000) 

40,000 ~ 

6,000 

3,000 

3,000 

$174,000 •' 
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cash inflows if it is not deducted from the net income figure in the Operating Activities 
section. Note the deduction of$5,000 in Exhibit 12-15. 

Inventory As the $8,000 net decrease in the Inventory account indicates, Julian 
liquidated a portion of its stock of inventory during the year. A net decrease in this 
account indicates that the company sold more products than it purchased during the 
year. As shown in Exhibit 12-15, the net decrease of $8,000 is added back to net income. 

Accounts Payable According to Exhibit 12-9, Julian owed suppliers $31,000 at 
the start of the year. By the end of the year, the balance had grown to $38,000. Effec­
tively, the company saved cash by delaying the payment o f some of its outstanding 
accounts payable. T he net increase of $7,000 in this account is added bacli to net income, 
as shown in Exhibit 12-15 . 

Salaries and Wages Payable Salaries and Wages Payable decreased during the 
year by $2 ,000. The rationale for deducting the $2,000 net decrease in this liability in 
Exhibit 12-15 follows from what was just said about an increase in Accounts Payable. 
The payment to employees of $2 ,000 more than the amount included in expense on the 
income statement requires an additional deduction under the indirect method. 

Depreciation Expense Depreciation is a noncash expense. Because it was 
deducted to arrive at net income, we must add back $40,000, the amount of deprecia­
tion, to find cash from operations. The same holds true for amortization of intangible 
assets and depletion of natural resources. 

Prepaid Insurance T his account decreased by $6,000, according to Exhibit 12-9. 
A decrease in this account indicates that Julian deducted more on the income statement 
for the insurance expense of the period than it paid in cash for new policies. That is, the 
cash outlay for insurance protection was not as large as the amount of expense reported 
on the income statement'. Thus, the net decrease in the acco unt is added baclt to net 
income in Exhibit 12-15. 

Income Taxes Payable Exhibit 12-9 reports a net increase of $3,000 in Income 
Taxes Payable. The net increase of $3,000 in tl1is liability is added back to net income in 
Exhibit 12-15 because the payments to the government were $3,000 less than the 
amount included on the income statement. 

I 
Loss on Retirement of Bonds The $3,000 loss from retiring bonds was reported 
on tl1e income statement as a deduction . There are two parts to the explanation for adding 
back the loss to net income to eliminate its effect in the Operating Activities section of the 
statement. First, any cash outflow from retiring bonds is properly classified as a financing 
activity, not an operating activity. The entire cash o utflow should be reported in one classifi ­
cation rather t11an being allocated between two classifications. Second, the amount of the 
cash outflow is $63 ,000, not $3,000. To summarize, to convert net income to a cash basis, 
the loss is added back in the Operating Activities section to eliminate its eftect. The actual 
use of cash to retire the bonds is shown in the Financing section of the statement. 

Summary of Adjustments to Net Income under the Indirect 
Method Following is a list of tl1e most common adjustments to net income when the 
indirect method is used to prepare tl1e Operati ng Activities section of the statement 
of cash flows: 

Additions to Net Income 

Decrease in accounts receivable 

Decrease in inventory 

Decrease in prepayments 

Increase in accounts payable 

Increase in accrued liabilities 

Losses on sales of long-term assets 

Losses on retirements of bonds 

Depreciation. amortization, and depletion 

Deductions from Net Income 

Increase in accounts receivable 

Increase in inventory 

Increase in prepayments 

Decrease in accounts payable 

Decrease in accrued liabilities 

Gains on sales of long-term assets 

Gains on retirements of bonds 

63 1 

STUDY TIP 

Notice in this list how changes 
in current assets and current 
liabilities are treated on the 
statement. For example, 
because accounts receivable 
and accounts payable are on 
opposite sides of the balance 
sheet, increases in each of 
them are handled in opposite 
ways. But an increase in one 
and a decrease in the other are 
treated the same way. 
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Comparison of the Indirect and Direct Methods 
The amount of cash provided by operating activities is the same under the direct and 
indirect methods. T he relative merits of the two methods, however, have stirred consid­
erable debate in the accounting profession. The FASB has expressed a su·ong preference 
for the direct method but allows companies to use the indirect method. 

If a company uses the indirect method, it must separately disclose two impor­
tant cash payments: income taxes paid and interest paid. Th us, if Julian uses the indi ­
rect method, it reports the fo llowing at the bottom of the statement of cash flovvs or in a 
note to the financia l statements: 

Income taxes paid 

Interest paid 

Advocates of the direct 

$47,000 

15,000 

LOG Prepare a statement of cash flows using the indirect method to determine cash flow from 
operating activities. 

• The approach illustrated in this section uses the changes in current asset and liability accounts related to accruals and 
deferrals to adjust net income to cash flows from operati ng activities. 

QUESTIONS Answers to these questions are on the last page of the chapter. 

1. Which of the following is an addition to net income when 2. How is depreciation expense treated under the indirect 
the indirect method is used? method? 

a. increase in inventory 
b. decrease in accounts payable 
~loss on sale of equipment 
d. None of the above is an addition to net income under 

the indirect method. 

a. as an outflow in the Operating Activities section of 
the statement 

b. as an outflow in the Investing Activities section of 
the statement 

\.£· s an addition to net income in the Operating 
Activities section of the statement 

d. Depreciation expense does not appear on the 
statement of cash flows when the indirect method 
is used. 
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If the proposals in a joint project of the FASB and the IASB are adopted, financial 
statements would look significantly different tl1an tl1ey do today. The two groups 
are looking specifically at how tl1e tl1ree major financial statements-tl1e statement 
of financial position, the statement of comprehensive income, and tl1e statement of 
cash flows-could be constructed to be more useful. The project focuses specifically 
on the organization and presentation of information in the financial statements . 

LOOKING 
AHEAD 

One of the two major concerns of the groups is cohesiveness, that is, how the 
items on each of the financial statements relate to one anotl1er. The consensus is that, as ~ 

g 
currently constructed, items are not cohesive across tl1e statements. For example, the -" 

" n1ajor sections on a balance sheet, or staten1ent of financial position, are assets, liabilities, ~ 

and equity. Yet, a statement of cash flows presents information in three completely dif- f 
ferent sections: operating, investing, and financing. If the current proposal is adopted, ~ 

the balance sheet of tl1e future would have sections similar to what are currently on a 
statement of cash flows, with operating and investing subcategories within a business sec­
tion, and debt and equity subcategories within a financing section. 

Another of the most important changes under tl1e proposal is that companies would 
be req ui red to use the direct metl1od in the Operating Activities section of the statement 
of cash flows. Botl1 the FASB and the IASB currently state a strong preference for the 
direct method, but allow companies to use the indirect metl1od . So not only might the 
balance sheet look significantly different in the future, but the statement of cash flows 
for a vast majority of companies would also have a very different appearance in the Oper­
ating section, reflecting the cash receipts and cash payments for the period . 

Source: "Financial Statement Presentation," Staff Draft of Exposure Draft, July 2010, l nternational Account­
ing Standards Board and Financial Accounting Standards Board. 

The Use of Cash Flow Information 

OVERVIEW: Analysts use information from the statement of cash flows to evalu­
ate companies. One commonly used measure is a company's cash flow adequacy. 

The statement of cash flows is a critical disclosure to a company's investors and creditors. 
Many investors focus on cash flow from operations rather than net income as their key 
statistic. Similarly, many bankers are as concerned with cash flow from operations as they 
are with net income because tl1ey 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 earnings could be building up accounts receivable and inventory. This 
may not become evident until the company is in deep trouble. 

The statement of cash flows provides investors, analysts, bankers, and other users 
witl1 a valuable starting point as they attempt to evaluate a company's financ ial health. 
T hey pay particu lar attention to the relationships 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 typically involve a rearrangement of the items on the statement 
of cash flows to suit their needs. We now consider two examples of how vario us groups 
use cash flow information. 

Creditors and Cash Flow Adequacy 
Bankers and other creditors are especially concerned with a company's ability to meet its 
principal and interest obligations. Cash flow adequacy is ~ measure mtended to help in 
ffils regard. 3 It gauges the cash tliat a company has available to meet future debt obliga­
tions ~aving taxes and interest costs _and making capita l expenditures. Because 
- -

3 An article appearing in the January 10, 1994, edition of The Wall Street Journal reported that Fit ch Investors Service 
Inc. has published a rat ing 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, "lnvest<;!P Have a New Tool for Judging Issuers' Health : 'Cash-Flow Ade­
quacy.'" p. C1 . 

L07 Use cash flow information 
to help analyze a company. 
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capital expenditures on new plant and equipment are a necessity fo r most companies, 
ana lysts are concerned with the cash avai lable to repay debt after the company has 
replaced and updated its existing base of lo ng-term assets. 

C h Fl Ad Cash Flow from Operating Activities - Capital Expenditures as ow equacy =~~~~~~~~~~~~~~~~--'-~~-'-~~~-

Average Amount of Debt Maturing over Next Five Years 

How could you use the information in an annual report to measure a company's cash 
fl ow adequacy> First, whether a company uses the direct or indirect method to report cash 
fl ow from operating activities, this number represents cash flow after interest and taxes are 
paid. T he numerator of the ratio is determined by deducting capital expenditures, as they 
appear in the Investing Activities section of the statement, from cash flow fro m operating 
activities. A disclosure required by the SEC provides the information needed to calculate 
the denominator of the ratio. T his regulatory body requires companies to report the an­
nual ammmt of long-tem1 debt maturing over each of the next five years. For more on the 
cash flow adequacy of Best Buy, see the Ratio Decision Model that follows. 

Best Buy's Cash Flow Adequacy To calculate this ratio, consider the follow­
ing amounts from Best Buy's statement of cash flows for the year ended February 26, 
2011 (amounts in millions of dollars): 

Total cash provided by operating activities 

Additions to property and equipment 

$1,190 
$ 744 

Note 6 in Best Buy's 2011 annual report provides the fol lowi ng information : 

At February 26, 2011, the future maturities of long-term debt, including capitalized 
leases, consisted of the fo ll owing: 

Fiscal Year 
2012111 $ 441 
2013 37 
2014 537 
2015 36 
2016 29 
Thereafter 72 

Total long-term debt $1, 1524 

111Holders of our convertible debentures may require us to purchase all or a portion of their debentures on January 15. 
2012. The table above assumes that all holders exercise their redemption right on that date. 

USING THE RATIO DECISION MODEL 

Analyzing Cash Flow Adequacy 
Use the fo llowing Ratio Decision Model to evaluate the cash flow adequacy of Best Buy 
or any other public company. 

1. Formulate the Question 
Managers, investors, and creditors are all interested 111 a company's cash flows . They 
must be able to answer the fo llowing question: 

Did the company generate enough cash this year from its operations to pay for its 
capital expenditures and meet its maturing debt obligations? 

4 Best Buy 2011 10K, p. 104. 
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2. Gather the Information from the Financial Statements 

• Total cash from operating activities: From the statement of cash flows 7 
• Necessary capital expenditures: From the statement of cash flows 
• Average debt maturing over next five years: From the note di closu.:J 

3. Calculate the ratio 

Cash Flow from Operating Activities - Capital Expenditures 
Cash Flow Adequacy= ---------------------­

Average Amount of Debt Maturing over Next Five Years 

Best Buy 
Consolidated Statements of Cash Flows (Partial) 

$ in millions 

February 26, February 27, February 28, 
Fiscal Years Ended 2011 2010 2009 

Operating Activities 
Total cash provided by 

operating activities $2,206 $1,877 

Investing Activities 
Additions to property 

and equipment (615) (1,303) 

Best Buy 

Notes to Consolidated Financial Statements 

6. Debt 
At February 26, 2011, the future maturities of long-term debt. including capitalized 
leases, consisted of the following : 

Fiscal Year 
2012111 

2013 

2014 
2015 

2016 

Thereafter 

Total long-term debt 

441 ] 37 

537 ~ 

36 

29 

72 

$1, 152 

Average amount of debt maturing 
in next five years = [($441 + $37 + 
$537 + $36 + $29)/5 = $216] 

(1) Holders of our convertible debentures may require us to purchase all or a portion 
of their debentures on January 15, 2012. The table above assumes that all holders 
exercise their redemption right on that date. 

Cash Flow Adequacy = = 2.1 
$216 

4. Compare the Ratio with Others 
Best Buy's cash flow adeq uacy may be compared to that of prior years and to that of 
companies of similar size in the same industry. 

Best Buy 

Cash Flow Adequacy 

Year Ended 
February 26, 

2011 

2.1 

5. Interpret the Results 

Year Ended 
February 27, 

2010 

7.6 

Radio Shack 

Year Ended 
December 31, 

2010 

0.5 

Year Ended 
December 31, 

2009 

1.2 

Best Buy's ratio decreased in the most recent year; hmvever, the ratio in both years indi ­
cates that the company's cash flow was suffi cient to repay its average annual debt over 
the next five years. Radio Shack's ratio was also higher in the prior year than it was in the 
current year. • 

635 
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Stockholders and Cash Flow per Share 
One measure of the relative worth of an investment in a company is the ratio of the 
stock's market price per share to the company's earnings per share (that is, the price/ 
earnings ratio ). But many tockholders and Wall Street analysts are even more interested 
in the price of the stock in relation to the company's cash flow per share . Cash flow for 
purposes of this ratio is normally limited to cash flow from operating activities. These 
groups have used this ratio to evaluate investments-even though the accounting profes­
sion has expressly forbidden the reporting of cash flow per share information in the 
financial statements. The accounting profession's belief is that this type of info rmation 
is not an acceptable alternative to earnings per share as an indicator of company 
performance. 

L07 Use cash flow information to help analyze a company. 

• Cash flow per share and cash flow adequacy are two measures that investors and creditors can use to evaluate the 
financial health of an entity. 

QUESTIONS Answers to these questions are on the last page of the chapter. 

1. Where would a person find the information needed to 2. Cash flow per share is 
compute the cash flow adequacy ratio? 

a. the statement of cash flows only 
b. the income statement only 

~ . the statement of cash flows and the notes to the 
statements 

d. the balance sheet only 

a. the same as earnings per share. 
b. computed by dividing cash on the balance sheet by 

the number of shares outstanding. 
c. an acceptable alternative to earnings per share 

according to the accounting profession . 
not an acceptable alternative to earnings per share 

cording to the accounting profession. 

APPENDIX 

Accounting Tools: A Work-Sheet 
Approach to the Statement of 
Cash Flows 

LOS Use a work sheet to pre­
pare a statement of cash flows 
using the indirect method to 
determine cash flow from operat­
ing activities. 

OVERVIEW: A work sheet is a useful device to help in the preparation of a state­
ment of cash flows. 

T he chapter illustrated a systematic approach to aid in the preparation of a statement of 
cash flows. We now consider the use of a work sheet as an alternative tool to organize 
the information needed to prepare the statement. We will use the information given in 
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the chapter for Julian Corp. (Refer to Exhibits 12-8 and 12-9 for the income statement 
and comparative balance sheets, respectively. ) Although it is possible to use a work heet 
to prepare the statement when the Operating Activities section is prepared under the 
direct method, we illustrate the use of a work sheet using the more popular indirect 
method. 

A work sheet for Julian Corp. is presented in Exhibit 12-16. The following steps 
were taken to prepare the work sheet: 

Step 1: The balances in each account at the end and the beginning of the period are 
entered in the first two columns of the work sheet. For Julian, these balances can be 
found in its comparative balance sheets in Exhibit 12-9. Note that credit balances are 
shown in parentheses on the work sheet. Because the work sheet lists all balance sheet 
accounts, the total of the debit balances must equal the total of the credit balances; thus, 
the totals at the bottom for these first two columns equal $0. 

Step 2: The additional information listed at the bottom of Exhibit 12-9 is used to record 
the various investing and financing activities on the work sheet . (The item numbers that 
follow correspond to the superscript numbers on the work sheet in Exhibit 12-16.) 

EXHIBIT 12-16 Julian Corp. Statement of Cash Flows Work Sheet 

~ -...~ Julian Corp. ' r J.~t!,_\ 

". ~· Statement of Cash Flows Work Sheet (Indirect Method) ,[ ~ 

""" .p (all amounts in thousands of dollars) • >• 

' .. ~1~ 
) r ~. \ ~\!I~ ' 

' .. ~~ ~' ~ 
~ ~ :ol:t-1;-; .. l 

"~ 
Balances Cash inflows (Outflows) 

Accounts 12/31/12 12/31/11 Changes 

Cash 35 46 (11 )16 

Accounts Receivable 63 ~· 57 510 

Inventory 84 
,. 

•Y.•' 
92 (8)11 

Prepaid Insurance 12 ' 18 (6)1 2 . \ 

Long-Term Investments 120 w 90 301 

Land 150 ... 100 502 

Property and Equipment 320 ,, 280 753 
.... ~ 
~' (35)4 

Accumulated Depreciation (100) ~ (75) 154 

~ 

(40)9 

Accounts Payable (38) (31) (7)1 3 ... 
214 (7) (9) 

Income Taxes Payable (8) (5) (3)1 5 

Notes Payable (85) (35) (50)~ 

Bonds Payable (200) t (260) (60)6 

Capital Stock (100) (75) (25)6 

Retained Earnings (246) (193) 677 

\.I\ 

(120)8 

Totals 0 0 0 
2 

~ Net decrease in cash 
8, 
ii, 8 Source: The authors are grateful to Jeannie Folk for the development of this work sheet. 

Noncash 
Operating Investing Financing Activities 

... 
(6)10 

911 

51 2 

3!> 

1208 

-
174 

(11)16 
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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 acq ui red by issuing a $50,000 note payable. 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 colum~1 (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 acqu isition 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 I nves­
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 fo ur 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 for 
property and eq uipment. On the sam e line, the cost of the machine, $35,000, is 
entered as a deduction in the Changes column. T he 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 of $5,000 is included in net income, it is deducted in the 
Operating column (o n the Retained Earnings line ). 

5. Bonds with a face value of $60,000 \Vere retired by paying $63,000 in cash, resul t­
i11g in the entry of three amounts on the work sheet. T he face value of the bonds, 
$60,000, is entered as a reduction of Bonds Payable in the Changes column. T he 
amount paid to retire the bonds, $63,000, is entered on the same line in the Financ­
ing column . The loss of $3,000 is added in the Operating column because it was a 
ded uction 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. T his 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 indi rect method is being used, net income of $120,000 for the pe­
riod is entered as an add ition 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 : Any noncash revenues or expenses are entered o n 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. T his 
entry is identified on the work sheet as ent1y (9 ). 

Step 5: Each of the changes in the noncash current asset and current liability accoun ts is 
entered in the Changes column and in the Operating column . These entries 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. T he total for the final column, Noncash Activ­
ities, of $0, is also entered. 

Step 7: The net cash inflow (outflow) for the period is determined by adding the totals 
of the Operating, Investing, and Financing columns. For Julian, the net cash outflow is 
$ 11 ,000 , shown as enay (16) at the bottom of the statement . T his same amoun t is then 
t ransferred to the line for Cash iJ1 the C hanges column . Fi nally, the total of the Changes 
column at this point should net to $0. 



Alternate Terms 

LOS Use a work sheet to prepare a statement of cash flows usi ng the indirect method to determine cash flow 
from operating activities. 

• A work sheet is an alternative tool to help in the preparation of a statement of cash flows. 

QUESTIONS Answers to these questions are on the last page of the chapter. 

1. On the work sheet illustrated in this appendix, what 2. What if the Changes column on the type of work sheet 
should be the total of the Changes column? illustrated in this chapter shows a negative $50,000 for 

~ zero bonds payable? What will the work sheet also show? 

b. the same number as total assets a. $50,000 inflow in the Operating column 
c. the same number as net income 
d. A Changes column does not appear on the work 

sheet. 

b. $50,000 inflow in the Investing column 
@ $50,000 inflow in the Financing column 
d. $50,000 outflow in the Financing column 

RATIO REVIEW 
Cash Flow from Operating Activities - Capital Expenditures 

(Statement of Cash Flows) 
Cash Flow Adequacy =---- - --- - --- - ---- ----­

Average Amount of Debt Maturing over Next Five Years 
(Notes to the Financial Statements) 

IffiY TERMS QUIZ 

Read each 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. 

Statement of cash flows ---
_ __ Cash equivalent 
_ __ Operating activities 
___ Investing activities 

___ Financing activities 
Direct method ---
Indirect method ---

1. Activities concerned with the acquisition and sale of prod ucts and services . 
2. For preparing the Operating Activities section of the statement of cash flows , the approach 

in which net income is reconciled to net cash flow from operations. 
3. The financial statement that summarizes an entity's cash receipts and cash payments during 

the period from operating, investing, and fina ncing activities . 
4. An item readily convertible to a known amount of cash with a maturity to the investor of 

three months or less. 
5. Activities concerned with the acquisition and disposal of long-term assets. 
6. For preparing the Operating Activities section of the statement of cash flows , the approach 

in which cash receipts and cash payments arc reported. 
7. Activities concerned with the raising and repaying of funds in the form of debt and equity. 

ALTERNATE TERMS 

bottom line net income 
cash flow from operating activities cash 

flow from operations 

statement of cash flows cash flows 
statement 
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WARMUP EXERCISES & SOLUTIONS 

L01 Warmup Exercise 12-1 Purpose of t he Statement of Cash Flows 
Most companies begin the statement of cash flows by indicating the amount of net income and 
ending it with the beginning and ending cash balances. Why is the statement necessary if net 
income already appears on the income statement and the cash balances can be fow1d on the bal­
ance sheet? 

Key to the Solution Recall the purpose of the tatement of cash flows as described in the begin ­
ning of the chapter. 

L03 Warmup Exercise 12-2 Classification of Activities 
For each of the following activities, indicate whether it should appear on the statement of cash 
flows as an operating (0 ), investing (I ), or financing (F) activity. Assume that the company uses 
the direct method of reporting in the Operating Activities section. 

l. New eq uipment is acquired fo r cash. 
2. Thirty-year bonds are issued. 
3. Cash receipts from the cash register are recorded. 
4 . The biweekly payroll is paid. 
5. Common stock is issued for cash. 
6. Land that was being held for future expansion is sold at book value. 

Key to the Solution Recall the general rules for each of the categories: operating activities 
involve acquiring and selling products and services, investing activities deal with acquiring and 
disposing of long-term assets, and financing activities are concerned with the raising and repaying 
of funds in the form of debt and equity. 

LO& Warmup Exercise 12-3 Adjustments to Net Income with the Indirect 
Method 
Assume that a company uses the indirect method to prepare the Operating Activities section of 
the statement of cash flows . For each of the following items, indicate whether it would be added 
to net income (A), be deducted fro m net income (D ), or not be reported in this section of the 
statement under the indirect method ( R). 

1. Decrease in accounts payable 
2. Increase in accounts receivable 
3. Decrease in prepaid insurance 
4. Purchase of new factory equipment 
5. Depreciation Expense 
6. Gain on retirement of bonds 

Key to the Solution Refer to the summary of adjustments to net income under the indirect 
method on page 631. 

Solutions to Warm up Exercises 

Warmup Exercise 12-1 
The statement of cash flows is a complement to the other statements in that it summarizes the 
operating, investing, and financing activities o er a period of time. Even though the net income 
and cash balances are avai lable on other statements, the statement of cash flows explains to the 
reader why net income is different from cash flow from operations and why cash changed by the 
amount it did during the period. 



Review Problem & Solution 

Warmup Exercise 12-2 
1. I 2. F 3. 0 4. 0 5. F 6. I 

Warmup Exercise 12-3 
1. D 2. D 3. A 4. NR 5. A 6. D 

REVIEW PROBLEM & SOLUTION 

An income statement and comparative balance sheets for Dexter Company follow. 

Dexter Company 
Income Statement 

For the Year Ended December 31, 2012 

Sales revenue 
Cost of goods sold 

Gross profit 

Depreciation expense 
Advertising expense 
Salaries expense 

Total operating expenses 
Operating income 
Loss on sale of land 

Income before tax 
Income tax expense 

Net income 

Dexter Company 
Comparative Balance Sheets 

December 31 

$89,000 
57,000 

$32,000 . 

$ 6,500 
3,200 

12,000 

$21.700. 

$10,300 
2,500 

$ 7,800 
2,600 

$ 5,200 

December 31 

2012 2011 

Cash $ 9,500 
Accounts receivable 
Inventory 

$ 12,000 
22,000 
25.400 
10,000 

18.400 ::3 (, U\J 

20,500 
Prepaid advertising 

Total current assets 

Land 
Equipment 
Accumulated depreciation 

Total long-term assets 

Total assets 

Accounts payable 
Salaries payable 
Income taxes payable 

Total current liabilities 

Capital stock 
Retained earnings 

Total stockholders' equity 
Total liabilities and stockholders' equity 

Additional Information: 

1. Land was acqui red dming the year for $70,000. 

$ 69.400 

$120,000 
190,000 
(70,000) 

$240,000 

$309.400 

$ 15,300 
14,000 

1,200 
$ 30,500 

$200,000 
78,900 

$278,900 

$309.400 

8,600 

$ 57,000 

$ 80,000 
130,000 
(63,500) 

$146,500 

$203,500 

$ 12, 100 
16.400 

700 
$ 29,200 

$100,000 
74,300 

$174,300 
$203,500 

2. An unimproved parcel of land was sold during the year for $27,500 . Its original cost to 
Dexter was $30,000. 

(Continued) 
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3. A specialized piece of equipment was acquired in exchange for capital stock in the company. 
The value of the capital stock was $60,000. 

4. In addition to the capital stock issued in (3), stock was sold for $40,000. 
5. Dividends of $600 were paid. 

Required 

Prepare a statement of cash flows for 2012 using the direct method in the Operating Activities 
section of the statement. Include supplemental schedules to report any noncash investing and fi ­
nancing activities and to reconci le net income to net cash provided by operating activities. 

Solution to Review Problem 

Dexter Company 
Statement of Cash Flows 

For the Year Ended December 31 , 2012 

Cash flows from operating activities 
Cash collections from customers 

Cash payments: 
To suppliers 
For advertising 
To employees 
For income taxes 

Total cash payments 

Net cash provided by operating activities 

Cash flows from investing activities 
Purchase of land 
Sale of land 
Net cash used by investing activities 
Cash flows from financing activities 
Issuance of capital stock 
Payment of cash dividends 

Net cash provided by financing activities 

Net increase in cash 
Cash balance, December 31. 2011 

Cash balance, December 31, 2012 
Supplemental schedule of noncash investing 

and financing activities 
Acquisition of specialized equipment in exchange 

for capital stock 
Reconciliation of net income to net cash 

provided by operating activities 
Net income 
Adjustments to reconcile net income to net cash 

provided by operating activities: 
Increase in accounts receivable 
Increase in inventory 
Increase in prepaid advertising 
Increase in accounts payable 
Decrease in salaries payable 
Increase in income taxes payable 
Depreciation expense 
Loss on sale of land 

Net cash provided by operating activities 

$ 85.400 - S G v 0 

$(58,700) 
(4,600) 

(14.400) 
(2,100) 

$(79,800) 

$ 5,600 

$(70,000) 
27,500 

$(42,500) 

$ 40,000 
(600) 

$ 39.400 

$ 2,500 

9,500 

$ 12,000 

$ 60,000 

$ 5,200 

(3,600) 
(4,900) 
(1.400) 
3,200 
(2.400) 

500 
6,500 
2,500 

$ 5,600 
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QUESTIONS 

1. What is the purpose of the statement of receivable during the period be added 
cash flows? As a flows statement, explai n back to net income? 
how it differs from the income statement. 10. Why is it necessary to analyze both inven-

2. What is a cash equivalent? Why is it tory and accounts payable in trying to 
included with cash for purposes of prepar- determine cash payments to suppliers 
ing a statement of cash flows? when the direct method is used? 

3. Preston Corp. acquires a piece of land by 11. A company has a very profitable year. 
signing a $60,000 promissory note and What explanations might there be for a 
making a down payment of $20,000. decrease in cash? 
How should this transaction be reported 12. A company reports a net loss for the year. 
on the statement of cash flows? Is it possible that cash could increase dur-

4 . Hansen Inc. made two purchases during ing the year? Explain your answer. 
December. One was a $10,000 Treasury 13. What effect does a decrease in income 
bill that matures in 60 days from the date taxes payable for the period have on cash 
of purchase. The other was a $20,000 generated from operating activities? Does 
investment in Motorola common stock it matter whether the direct or the indirect 
that wi ll be held indefinitely. Hmv should method is used? 
each purchase be treated for purposes of 14. Why do accounting standards require a 
preparing a statement of cash flows? company to separately disclose income 

5. Companies are requ ired to classify cash taxes paid and interest paid if it uses the 
flows as operating, investing, or financing . indirect method? 
Which of these three categories do you 15. Is it logical that interest paid is classified as 
think will most likely have a net cash out- a cash outflow in the Operating Activities 
flow over a number of years? Explain your section of the statement of cash flows but 
answer. that dividends paid are included in the Fi-

6. A fe llow student says to you: "The state- nancing Activities section? Explain your 
ment of cash flows is the easiest of the ba- answer. 
sic financial statements to prepare because 16. Jackson Company prepays the rent on var-
you know the answer before you start. ious office facilities. The beginnjng balance 
You compare the beginning and ending in Prepaid Rent was $9,600, and the end-
balances in cash on the balance sheet and ing balance was $7,300. The income state-
compute the net inflow or outflow of cash. ment reports Rent Expense of $45,900. 
What cou ld be easier?" Do you agree? Under the direct method, what amount 
Explain your answer. would appear for cash paid in rent in the 

7. What is your evaluation of the following Operating Activities section of the state-
statements? Depreciation is responsible for ment of cash flows? 
providing some of the highest amounts of 17. Baxter Inc . buys as treasury stock 2,000 
cash for capital-intensive businesses. This shares of its own common stock at $20 
is obvious by examining the Operating per share. How is this transaction reported 
Activities section of the statement of cash on the statement of cash flows? 
flows. Other than the net income of the 18. Duke Corp. sold a delivery truck for 
period, depreciation is often the largest $9,000. Its original cost was $25,000, and 
amount reported in this section of the the book value at the time of the sale was 
statement. $11,000. How does the transaction to re-

8. Which method for preparing the Operat- cord the sale appear on a statement of cash 
ing Activities section of the statement of flows prepared under the indirect method? 
cash flows, the direct or the indirect 19. Billings Company has a patent on its 
method, do you believe provides more in- books with a balance at the beginning of 
formation to users of the statement? the year of $24,000. T he ending balance 
Explain your answer. for the asset was $20,000. The company 

9. Assume that a company uses the indirect did not buy or sell any patents during the 
method to prepare the Operating Activ- year, nor does it use an Accumu lated Am-
ities section of the statement of cash flows. ortization account . Assuming that the 
Why would a decrease in accounts company uses the indirect method in 
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preparing a statement of cash flows, how is 
the decrease in the Patents account 
reported on the statement? 

20. Ace Inc. declared and distributed a 10% 
stock dividend during the year. Explain how, 

BRIEF EXERCISES 

if at all, you think this transaction should be 
reported on a statement of cash flows. 

21. Explain where to find the information 
needed to determine a company's cash 
flow adequacy. 

L01 Brief Exercise 12-1 Purpose of the Statement of Cash Flows 

L02 
EXAMPLE 12-2 

L03 
EXAMPLE 12-1 

You have been studying accounting for nearly a semester now and have become convinced of the 
value of determining a company's net income on an accrual basis. Why do you think the account­
ing profession requires companies also to prepare a statement of cash flows, especially since you 
can look at t\vo successive balance sheets to see the change in cash? 

Brief Exercise 12-2 Cash Equivalents 
A friend in your class is confused and asks for your help in understanding cash equivalents: "Say a 
company invests $50,000 in a 60-day certificate of deposit. Since the company obviously used 
cash to buy the CD, why i this not classified as an investing activity on the statement of cash 
flows?" How would you respond to your friend's question? 

Brief Exercise 12-3 Three Types of Activities 
For each of the following transactions on the statement of cash flows, indicate whether it would appear 
in the Operating Activities section (0), in the Investing Activities section (1), or in the Financing 
Activities section (F). Assume the use of the direct method in the Operating Activities section. 

v 
Q 

1. 
2. 
3. 

Repayment oflong-term debt 
Purchase of equipment 
Collection of customer's accow1t 

___ · 4. Issuance of common stock 
11 5. Purchase of another company 

__ k~ 6. Payment of dividends 
__ \)_ 7. Payment of income taxes 

I\ 8. Sale of equipment 

L04 Brief Exercise 12-4 Direct versus Indirect Method 
EXAMPLE 12-4, 12-5 For each of the following items, indicate whether it would appear on a statement of cash flows 

prepared using the direct method (D) or the indirect method (1). 

1" 1. Net income 
'°): 2. Increase in accounts receivable 

T7 3. Collections on accounts receivable 

D 4. Payments on accmmts payable 
' I. 5. Decrease in accounts payable 
~ l 6. Depreciation expense 

( I._ 7. Gain on early retirement of bonds 

=+ 8. Cash sales 

LOS Brief Exercise 12-5 Direct Method 
Fill in the blank for each of the following situations. 

Balance Sheet 
1. Accounts receivable 
2. Prepaid insurance 
3. Income taxes payable 
4. Wages payable 

Beginning 
$2,000 
$4,000 
$6,000 
$5,000 

Ending 
$5,000 
$3,000 
$9,000 
$3,000 

Income Statement 
Sales on account, $15,000 
Insurance expense, $7,000 
Income tax expense, $20,000 
Wages expense, $25,000 

Cash Inflow 
(Outflow) 
$ __ _ 
$ __ _ 
$ __ _ 
$ __ _ 
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Brief Exercise 12-6 Indirect Method 
For each of the fo Uowing items, indicate whether it would be added to (A) or deducted from 
( D) net income to arrive at net cash flow provided by operating activities under the indirect 
method. 

1. Increase in accounts receivable 
2. Decrease in prepaid rent 
3. Decrease in inventory 
4 . Decrease in accounts payable 
5. Increase in income taxes payable 
6. Depreciation expense 
7. Gain on sale of equipment 
8. Loss on early retirement of bonds 

Brief Exercise 12-7 Cash Flow Adequacy 
A company generated $1,500,000 from its operating activities and spent $900,000 on additions 
to its plant and equipment during the year. The total amount of debt that matures in the next 
five years is $750,000. Compute the company's cash flow adequacy ratio for the year. 

Brief Exercise 12-8 Work Sheet 
Assume that a company uses a work sheet as illustrated in Exhibit 12-16 to prepare its statement 
of cash flows and that it uses the indirect method in the Operating Activities section of the state­
ment. For each of the following changes in balance sheet accounts, indicate in one of the three 
columns whether it is an addition (A) or a deduction (D). Assume that the change in (2) and (6 ) 
includes a corresponding change in cash. 

Type of Activity 

Balance Sheet Change Operating Investing Financing 
1. Accounts receivable increased 
2. Land increased 
3. Inventory decreased 
4. Accounts payable decreased 
5. Income taxes payable increased 
6. Capital stock increased 

EXERCISES 

Exercise 12-1 Cash Equivalents 
Metropolis Industries invested its excess cash 111 the following instruments during December 
2012: 

Required 

Certificate of deposit, due January 31, 2013 
Certificate of deposit, due June 30, 2013 
Investment in City of Elgin bonds, due May 1, 2014 
Investment in Quantum Data stock 
Money market fund 
90-day Treasury bills 
Treasury note, due December 1, 2013 

$ 35,000 
95,000 
15,000 
66,000 

105,000 
75,000 

200,000 

Determine the amount of cash equivalents that should be combined with cash on the company's 
balance sheet at December 31, 2012, and for purposes of preparing a statement of cash flows for 
the year ended December 31, 2012. 

LO& 
EXAMPLE 12-1, 12-5 

L07 

LOS 

L02 
EXAMPLE 12-2 
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L03 
EXAMPLE 12-1 , 12-3, 12-4 

Exercise 12-2 Classification of Activities 
For each of the fo llowing transactions reported on a statement of cash flows, indicate whether it 
would appear in the Operating Activities section (0), in the Investing Activities section (I ), or in 
the Financing Activities section (F). Put an S in the blank if the transaction does not affect cash 
but is reported in a supplemental schedule of noncash activities . Assume that the company uses 
the direct method in the Operating Activities section . 

1. A company purchases its own common stock in the open market and immedi-
ately retires it. 

2. A company issues preferred stock in exchange for land. 
3. A six-month bank loan is obtained. 

Twenty-year bonds are issued. 
A customer's open account is collected. 
Income taxes arc paid. 
Cash sales for the day are recorded. 
Cash dividends are declared and paid. 

4. 
5. 
6. 
7. 
8. 
9. A creditor is given shares of common stock in the company in return for cancel­

lation of a long-term loan. 
10. 
11. 
12 . 
13. 

A new piece of machinery is acquired for cash . 
Stock of another company is acquired as an investment. 
Interest is paid on a bank loan. 
Factory workers arc paid . 

L03 Exercise 12-3 Retirement of Bonds Payable on the Statement of Cash 
Flows-Indirect Method 
Redstone Inc. has the following debt outstanding on December 31 , 2012: 

10% bonds payable, due 12/31/16 
Discount on bonds payable 

$500.000 
(40,000) $460,000 

On this date, Redstone retired the entire bond issue by paying cash of . 510,000. 

Required 

1. Identify and analyze the transaction to record the bond retirement. 
2. Describe how the bond retirement would be reported on the statement of cash Aows assum­

ing that Redstone uses the indirect method . 

L03 Exercise 12-4 Classification of Activities for Carnival Corporation 
EXAMPLE 12-1, 12-5 Carnival Corporation & pie is one of the largest cruise companies in the world with such well ­

known brands as Carnival Cruise Lines, Holland America Line, and Princess Cruises. Classify 
each of the following items found on the company's 2010 statement of cash Aows according to 
whether it wou ld appear in the Operating Activities section (0 ), in the Investing Activities sec­
tion (!),or in the Fi nancing Activities section (F). The company uses the indirect method in the 
Operating Activities section of its statement. 

1. Dividends paid 
2. Proceeds from issuance of other long-term debt 
3. Depreciation and amortization 
4. Additions to property and equipment 
5. Purchases oftreasu1y stock 
6. Net income 

L03 Exercise 12-5 Cash Flows from Investing and Financing Activities 
EXAMPLE 12-1. 12-3 and Non cash Activities 

For each of the following transactions, indicate whether they would be reported in the Investing 
Activities section of the statement of cash Aows (I ) or the Financing Activities section (F). Put an 
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S in the blank if the transaction does not affect cash but is reported in a supplemental schedule of 
noncash activities. 

1. Issued capi tal stock fo r cash. 
2. Issued a five-year note payable in exchange for a patent. 
3. Acquired land fo r cash. 
4. Issued bonds payable for cash. 
5 . Issued capital stock in exchange for a trademark. 
6. Acq ui red equipment for cash. 

Exercise 12-6 Cash Collections-Direct Method 
Spencer Corp. reported accounts receivable of$28,000 on its December 31, 2011 , balance sheet. 
O n December 31, 201 2, accounts receivable had decreased to $22,000 . Saks for the year 
amounted to $55,000 . What is the amount of cash collections that Spencer will report in the 
Operating Activities section of its 2012 statement of cash flows assuming that the direct method 
is used? 

Exercise 12-7 Cash Collections-Direct Method 
Stanley Company's comparative balance sheets included accounts receivable of $80,800 at De­
cember 31, 2011 , and $101 ,100 at December 31, 201 2. Sales reported by Stanley on its 201 2 
income statement amounted to $1,450,000 . What is the amount of cash collections that Stanley 
will report in the Operating Activities section of its 2012 statement of cash fl ows assuming that 
the direct method is used? 

LOS 

LOS 

Exercise 12-8 Working Backward: Cash Collections-Direct Method LOS 
Butler Corp. reported the fo llowing in tl1e Current Assets section of its comparative balance 
sheets: 

12/31/12 12/31/11 

Current Assets: 
Accounts receivable $12,500 $15,300 

T he company uses the direct method on its statement of cash flows and reported that it col­
lected $45,200 du ring 201 2 from its customers. Determine sales revenue for 201 2. 

Exercise 12-9 Cash Payments- Direct Method 
Wolfs comparative balance sheets included inventory of $45,000 at December 31, 2011 , and 
$63,000 at December 31, 201 2. T he comparative balance sheets also included accoun ts payable 
of$33,000 at December 31, 201 1, and $39,000 at December 31, 201 2. Wolfs accoun ts payable 
balances are composed solely of amounts due to suppliers for purchases of invento1y on account. 
Cost of goods sold, as reported on tl1e 201 2 income statement, amounted to $ 120,000. What is 
the amoun t of cash payments fo r inventory that Wolf wi ll report in the Operating Activities sec­
tion of its 201 2 statement of cash flows assuming that tl1e direct method is used? 

Exercise 12-10 Cash Payments-Direct Method 
Lester Enterprises' comparative balance sheets included inventory of $90,200 at December 31, 
2011 , and $70,600 at December 31, 201 2 . Lester's comparative balance sheets also incl uded 
accounts payable of $57,700 at December 31, 2011 , and $39,200 at December 31, 2012. Les­
ter's accounts payable balances are composed solely of amounts due to suppliers for pu rchases of 
invento1y on accoun t. Cost of goods sold, as reported by Lester on its 201 2 income statement, 
amounted to $770,900. What is the amount of cash payments for invento1y iliat Lester will 
report in the Operating Activities section of its 20 12 statement of cash flows assuming that the 
direct method is used? 

LOS 

LOS 
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L05 Exercise 12-11 Working Backward: Cash Payments-Direct Method 
H omeier Heating reported the fo llowing amo unts on its comparative balance sheets: 

12/31/12 12/31/11 

Current Assets: 
Inventories $66,000 $55,000 

Current Liabilities: 
Accounts payable 33,000 24,000 

T he company uses the direct method on its statement of cash fl ows and reported that it spent 
$44,000 during 2012 to acquire inventory. Determine cost of goods sold expense fo r 2012. 

L05 Exercise 12-12 Operating Activities Section-Direct Method 
T he fo llowing account balances for the noncash current assets and current liabilities of Labrador 
Company are available: 

Accounts receivable 
Inventory 
Office supplies 
Accounts payable 
Salaries and wages payable 
Interest payable 
Income taxes payable 

In addition, the income statement for 2012 is as follows: 

Sales revenue 
Cost of goods sold 

Gross profit 

General and administrative 
expense 

Depreciation expense 

Total operating expenses 
Income before interest and 
taxes 

Interest expense 

Income before tax 
Income tax expense 

Net income 

Required 

December 31 

2012 2011 

$ 4,000 
32,000 

7,000 
7,500 
1,500 

500 
4,500 

2012 

$100,000 
75,000 

$ 25,000 

$ 8,000 
3,000 

$ 11,000 

$ 14,000 
3,000 

$ 11,000 
5,000 

$ 6,000 

$ 6,000 
25,000 
10,000 
4,500 
2,500 
1,000 
3,000 

1. Prepare the Operati ng Activities section of the statement of cash flows using the direct method. 
2. What does the use of the direct method revea l about a company that the indirect method 

docs not? 

L05 Exercise 12-13 Determination of Missing Amounts-Cash Flow from 
Operating Activities 
The computation of cash provided by operating activities requires analysis of the non cash current 
asse t and current liabili ty accounts . Determine the missing amounts for each of the fo llowing in­
dependent cases: 



Case 1 
Accounts rece ivable, beginning of year 
Accounts receivable, end of year 
Credit sales for the year 
Cash sales for the year 
Write-offs of uncollectible accounts 
Total cash collections for the year (from cash sales and 

collections on account) 
Case2 
Inventory, beginning of year 
Inventory, end of year 
Accounts payable, beginning of year 
Accounts payable, end of year 
Cost of goods sold 
Cash payments for inventory (assume all purchases of 

inventory are on account) 
Case3 
Prepaid insurance, beginning of year 
Prepaid insurance, end of year 
Insurance expense 
Cash paid for new insurance policies 
Case4 
Income taxes payable, beginning of year 
Income taxes payable, end of year 
Income tax expense 
Cash payments for taxes 

$150, 000 
100,000 
175, 000 
60,000 
35, 000 

? 

$ 80,000 
55,000 
25,000 
15,000 

175,000 

7 

$ 17,000 
20,000 
15,000 

? 

$ 95,000 
115,000 
300,000 

? 

Exercise 12-14 Dividends on the Statement of Cash Flows 

Exercises 

T he fol lowing selected account balances are available from the records of Lewistown Company: 

Dividends payable 
Retained earnings 

Other in formation available fo r 201 2 is as fo llows: 

December 31 

201 2 2011 

$ 30,000 $ 20,000 
375,000 250,000 

a. Lewistown reported net income of $285,000 fo r the year. 
b . It declared and distributed a stock dividend of $50,000 during the year . 
c. It declared cash dividends at the end of each quarter and paid them with in the next 30 days 

of the fo llowing quarter. 

Required 

1. Determine the amo unt of cash dividends paid during the year fo r presentation in the Financ­
ing Activities section of the statement of cash fl ows. 

2. Sho uld the stock dividend described in part (b) appear on a statement of cash fl ows? Explain 
your answer. 

Exercise 12-15 Working Backward: Dividends on the Statement 
of Cash Flows 
Stanton Corp. began operations on January 1, 201 2. The statement o f cash fl ows for the first 
year reported dividends paid of $160,000 . The balance sheet at the end of the fi rst year reported 
$40,000 in dividends payable and $580,000 in ending retained earn ings. Determine Stanton's 
net income for its fi rst year of operatio ns. 

LOS 

LOS 

Exercise 12-16 Cash Payments for Income Taxes-Indirect Method LO& 
Timber Corp . began the year with a balance in its Income Taxes Payable account of $10,000. 
T he year-end balance in the account was $15,000 . The company uses the indirect method in the 

(Continued) 
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Operating Activities section of the statement of cash flows . Therefore, it presents the amount of 
income taxes paid at the bottom of the statement as a supplemental disclosure. The amount of 
taxes paid during the year was $12,000. 

What amount of income tax expense will appear on Timber's income statement? 

LOG Exercise 12-17 Adjustments to Net Income with the Indirect Method 
EXAMPLE 12-1, 12-5 Assume that a company uses the indirect method to prepare the Operating Activities section of 

the statement of cash flows. For each of the fo llowing items, indicate whether it wou ld be added 
to net income (A), deducted from net income (D ), or not reported in this section of the state­
ment under the indi rect method (NR). 

1. Depreciation expense 
2. Gain on sale of used delivery truck 
3. Increase in accounts receivable 
4. Increase in accounts payable 
5 . Pmchase of new delivery truck 
6. Loss on retirement of bonds 
7. Increase in prepaid rent 
8. Decrease in inventory 
9. Issuance of note payable due in three years 

10. Amortization of patents 

LOG Exercise 12-18 Operating Activities Section-Indirect Method 
The following account balances for the noncash current assets and current liabilities of Suffolk 
Company are available: 

December 31 

2012 2011 

Accounts receivable $43,000 $35,000 
Inventory 30,000 40,000 
Prepaid rent 17,000 15,000 

Totals $90,000 $90,000 

Accounts payable $26,000 $19,000 
Income taxes payable 6,000 10,000 
Interest payable 15,000 12,000 

Totals $47,000 $41 ,000 

Net income for 2012 is $40,000. Depreciation expense is $20,000 . Assume that all sales and 
all purchases are on account. 

Required 

1. Prepare the Operating Activities section of the statement of cash flows using the indirect 
method. 

2. Provide a brief explanation as to why cash flow from operating activities is more or less than 
the net income of the period. 

L07 Exercise 12-19 Cash Flow Adequacy 
On its most recent statement of cash flows, a company reported net cash provided by operating 
activities of $12,000,000 . Its capital expenditures for the same year were $2,000,000 . A note to 
the financial statements indicated that the total amount of debt that would mature over the next 
five years was $20,000,000. 

Required 

1. Compute the company's cash flow adequacy ratio . 
2. If you were a banker considering loaning money to th.is company, why would you be inter­

ested in knowing its cash flow adequacy ratio? Would you feel comfortable making a loan 
based on the ratio you computed in part ( 1 )? Explain your answer. 



Multi-Concept Exercises 

MULTI-CONCEPT EXERCISES 

Exercise 12-20 Classification of Activities 
Use the fo llowing legend to indicate how each transaction would be reported on the statement 
of cash fl ows. (Assume that the stocks and bonds of other companies are classified as long-term 
investments.) 

II = Inflow from investin g activities 
OI = Outflow from investing activities 
IF = Inflow from financing activities 
OF = Outflow from financing activities 
CE = Classified as a cash equivalent and included with cash for purposes of preparing the state­

ment of cash fl ows 

1. Purchased a six-month certificate of deposit 
2 . Purchased a 60-day Treasury bill 
3. Issued 1,000 shares of common stock 
4 . Purchased 1,000 shares of stock in another company 
5. Purchased 1,000 shares of its own stock to be held in the treasury 
6 . Invested $1,000 in a money market fu nd 
7. Sold 500 shares of stock of another company 
8 . Purchased 20-year bonds of another company 
9 . Issued 30-year bonds 

10. Repaid a six-month bank loan 

L02• 3 
EXAMPLE 12-1, 12-2 

Exercise 12-21 Classification of Activities L03 • 5 

651 

Use the fo llowing legend to indicate how each transaction would be reported on the statement of EXAMPLE 12-1, 12-3, 12-4 

cash fl ows . (Assume that the company uses the direct method in the O perating Activities section. ) 

IO = Inflow from operating activities 
00 = Outflow fro m operating activities 
II = Inflow fro m investing activities 
01 = Ou tfl ow fro m investing activities 
IF = Inflow from fi nancing activities 
O F = Outflow from fi nancing activi ties 
N R = Not reported in the body of the statement of cash fl ows but included in a supplemental 

schedu le 

1. Collected $ 10,000 in cash from customers' open accounts for the period 
2. Paid one of the company's inventory suppliers $500 in settlement of an open 

account 
3. Purchased a new copier for $6,000; signed a 90-day note payable 
4. Issued bonds at face value of 100,000 
5. Made $23,200 in cash sales for the week 
6. Purchased an empty lot adjacent to the factory fo r $50,000; the seller of the land 

agrees to accept a five -year promissory note as consideration 
7. Renewed the property insurance policy fo r another six months; cash of $1,000 is 

paid for the renewal 
8 . Purchased a machine fo r $ 10,000 
9. Paid cash dividends of $2,500 

10. Reclassified as short-term a long-term note payable of $5,000 that is due \.Vi thin 
the next year 

11. Purchased 500 shares of the compan y's own stock on the open market for $4,000 
12 . Sold 500 shares ofNike stock for book va lue of$10,000 (they had been classi­

fied as long-term investments) 
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L03 • 6 Exercise 12-22 Long-Term Assets on the Statement of Cash Flows­
Indirect Method 
The following account balances are taken from the records of Martin Corp. for the past two 
years. 

December 31 

2012 2011 

Plant and equipment $750,000 $500,000 
Accumulated depreciation 160,000 200,000 
Patents 92,000 80,000 
Retained earnings 825,000 675,000 

Other information available for 2012 is as follows: 

a. Net income for the year was $200,000. 
b. Depreciation expense on plant and equipment was $50,000. 
c. Plant and equipment with an original cost of $150,000 were sold for $64,000. (You will need 

to determine the book value of the assets sold.) 
d. Amortization expense on patents was $8,000. / 

e. Both new plant and equipment and patents were purchased for cash during the year. 

Required 

Indicate, with amounts, how all items related to these long-term assets would be reported in the 
2012 statement of cash flows, including any adjustments in the Operating Activities section of 
the statement. Assume that Martin uses the indirect method. 

L03 • 6 Exercise 12-23 Working Backward: Investing Activities on the 
Statement of Cash Flows 
The Operating Activities section of Miller Corp.'s 2012 statement of cash flows reported an 
adjustment for depreciation expense of $25,000, as well as another for a loss on the sale of equip­
ment of $5,000 (the equipment was sold on the last day of the year). The equipment was Miller's 
only long-term asset, and it had a book value of$80,000 at the beginning of2012. 

Required 

1. Is the depreciation expense added or deducted in the Operating Activities section of the 
statement of cash flows? Is the loss added or deducted in this section? 

2. What other section of the statement of cash flows will be affected by the sale of the equip­
ment? What amount will appear in this section? 

L03 • 6 Exercise 12-24 Working Backward: Financing Activities on the 
Statement of Cash Flows 
The Operating Activities section of Washburn Company's 2012 statement of cash flows reported 
an adjustment for a gain on the retirement of bonds of $5,000. The Financing Activities section 
of the statement reported a cash outflow of$95,000 from the retirement of the bonds. 

Required 

1. Is the gain on the retirement of the bonds added or deducted in the Operating Activities sec­
tion of the statement of cash flows? 

2. What was the book value of the bonds retired? 

L01 • 5 Exercise 12-25 Income Statement, Statement of Cash Flows (Direct 
Method), and Balance Sheet 
The following events occurred at Handsome Hounds Grooming Company during its first year of 
business: 

a. To establish the company, the two owners conu·ibuted a total of $50,000 in exchange for 
common stock. 



Problems 

b. Grooming service revenue for the first year amounted to $150,000, of which $40,000 was on 
account. 

c. Customers owe $10,000 at the end of the year from the services provided on account. 
d. At the beginning of the year, a storage bui lding was rented. The company was required to 

sign a three-year lease for $12,000 per year and make a $2,000 refundable security deposit. 
The first year's lease pa)<ment and the security deposit were paid at the beginning of the 
year. 

e. At the beginning of the year, the company purchased a patent at a cost of $100,000 for a rev­
olutionary system to be used for dog grooming. The patent is expected to be useful for ten 
years. The company paid 20% down in cash and signed a four-year note at the bank for the 
remainder. 

f. Operating expenses, including amortization of the patent and rent on the storage building, 
totaled $80,000 for the first year. No expenses were accrued or unpaid at the end of the year. 

g. The company declared and paid a $20,000 cash dividend at the end of the first year. 

Required 

1. Prepare an income statement for the first year. 
2. Prepare a statement of cash flows for the first year using the direct method in the Operating 

Activities section. 
3. Did the company generate more or less cash flow from operations than it earned in net 

income? Explain why there is a difference. 
4. Prepare a balance sh_eet as of the end of the first year. 

PROBLEMS 

Problem 12-1 Statement of Cash Flows-Indirect Method 
The following balances are avai lable for Chrisman Company: 

December 31 

2012 2011 

Cash $ 8,000 $ 10,000 
Accounts receivable 20,000 15,000 
Inventory 15,000 25,000 
Prepaid rent 9,000 6,000 
Land 75,000 75,000 

Plant and equipment 400,000 300,000 
Accumulated depreciation (65,000) (30,000) 

Totals $462,000 $401,000 

Accounts payable $ 12,000 $ 10,000 
Income taxes payable 3,QOO 5,000 
Short-term notes payable 35,000 25,000 
Bonds payable 75,000 100,000 
Common stock 200,000 150,000 
Retained earnings 137,000 111,000 

Totals $462,000 $401,000 

Bonds were retired during 2012 at face value, plant and equipment were acquired for cash, 
and common stock was issued for cash. Depreciation expense for the year was $35,000. Net 
income was reported at $26,000. 

Required 

1. Prepare a statement of cash flows for 2012 using the indirect method in the Operating Activ­
ities section. 

2. Did Chrisman generate sufficient cash from operations to pay for its investing activities? 
How did it generate cash other than from operations? Explain your answers. 
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LOB Problem 12-2 Statement of Cash Flows Using a Work Sheet-Indirect 
Method (Appendix) 
Refer to all of the facts in Problem 12- 1. 

Required 

1. Using the format in the chapter's appendix, prepare a statement of cash fl ows worksheet . 
2. Prepare a statement of cash flows fo r 2012 using the indirect method in the Operating Activ­

ities section. 
3. D id C hrisman generate suffic ient cash from operations to pay fo r its investing activities? 

How did it generate cash other than fro m operations? Explain your answers. 

LOS Problem 12-3 Statement of Cash Flows-Direct Method 
Peoria Corp . just completed another successful year, as ind icated by the fo llowing 111come 
statement: 

Sales revenue 
Cost of goods sold 

Gross profit 
Operating expenses 

Income before interest and taxes 
Interest expense 

Income before taxes 
Income tax expense 

Net income 

Presented here are comparative balance sheets: 

Cash 
Accounts receivable 
Inventory 
Prepayments 

Total current assets 
Land 
Plant and equipment 
Accumulated depreciation 

Total long-term assets 
Total assets 

Accounts payable 
Other accrued liabilities 
Income taxes payable 

Total current liabilities 
Long-term bank loan payable 
Common stock 
Retained earnings 

Total stockholders' equity 
Total liabilities and stockholders' equity 

Other information is as fo llows: 

For the Year Ended 
December 31, 2012 

$1,250,000 
700,000 

$ 550,000 
150,000 

$ 400,000 
25,000 

$ 375,000 
150,000 

$ 225,000 

December 31 

2012 2011 

$ 52,000 $ 90,000 
180,000 130,000 
230,000 200,000 

15,000 25,000 

$ 477,000 $ 445,000 
$ 750,000 $ 600,000 

700,000 500,000 
(250,000) (200,000) 

$1,200,000 $ 900,000 

$1,677,000 $1,345,000 

$ 130,000 $ 148,000 
68,000 63,000 
90,000 110,000 

$ 288,000 $ 321,000 

$ 350,000 $ 300,000 
$ 550,000 $ 400,000 

489,000 324,000 

$1,039,000 $ 724,000 

$1,677,000 $1,345,000 

a. Dividends of $60,000 were declared and paid during the year. 
b. Operating expenses include $5 0,000 of depreciation . 
c. Land and plant and equipment were acq uired for cash, and add itional stock was issued for 

cash. Cash also was received fro m addi tional bank loans. 



Problems 

The president has asked you some questions about the year's results . She is very impressed with 
the profit margin of 18% (net income divided by sales revenue ). She is bothered, however, by the 
decline in the company's cash balance during the year. O ne of the conditions of the existing bank 
loan is that the company maintain a minimum cash balance of $50,000 . 

Required 

1. Prepare a statement of cash flows for 2012 using the direct method in the Operating Activ­
ities section. 

2. On the basis of your statement in part (1 ), draft a brief memo to the president to explain 
why cash decreased during such a profitable year. Include in yom explanation any recom­
mendations for improving the company's cash flow in future years. 

Problem 12-4 Statement of Cash Flows-Indirect Method 
Refer to all of the facts in Problem 12-3. 

Required 

1. Prepare a statement of cash flows for 2012 using the indirect method in the Operating Activ­
ities section. 

2 . O n the basis of your statement in part (1), draft a brief memo to the president to explain 
why cash decreased during such a profitable year. Include in your explanation any recom­
mendations for improving the company's cash flow in future years . 

LOG 

Problem 12-5 Statement of Cash Flows Using a Work Sheet-Indirect LOS 
Method (Appendix) 
Refer to all of the facts in Problem 12-3. 

Required 

1. Using the format in the chapter's appendix, prepare a statement of cash flows worksheet. 
2. Prepare a statement of cash fl ows for 2012 using the indirect method in the Operating Activ­

ities section. 
3. On the basis of your statement in part (2 ), draft a brief memo to the president to explain 

why cash decreased during such a profitable year. Include in your explanation any recom­
mendations for improving the company's cash flow in future years . 

Problem 12-6 Statement of Cash Flows-Direct Method 
The income statement for Astro Inc. fo r 2012 is as follows: 

Sales revenue 
Cost of goods sold 

Gross profit 
Operating expenses 

Loss before interest and taxes 
Interest expense 

Net loss 

Presented here are comparative balance sheets: 

Cash 
Accounts Rece ivable 
Inventory 
Prepayments 

Total current assets 

$ 

$ 

For the Year Ended 
December 31, 2012 

$ 500,000 
400,000 

$ 100,000 
180,000 

$ (80,000) 
20,000 

$(100,000) 

December 31 

2012 2011 

95,000 $ 80,000 
50,000 75,000 

100,000 150,000 
55,000 45,000 

300,000 $ 350,000 

(Continued) 
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December 31 

Land 
Plant and equipment 
Accumulated depreciation 

Total long-term assets 

Total assets 

Accounts payable 
Other accrued liabilities 
Interest payable 

Total current liabilities 

Long-term bank loan payable 

Common stock 
Retained earnings 

Total stockholders' equity 
Total liabilities and stockholders' equity 

Other information is as follows: 

2012 

$ 475,000 
870,000 
(370,000) 

$ 975,000 

$1,275,000 

$ 125,000 
35,000 
15,000 

$ 175,000 
$ 340,000 

$ 450,000 
310,000 

$ 760,000 

$1,275,000 

a. Dividends of $35,000 were declared and paid during the year. 
b. Operating expenses include $70,000 of depreciation. 

2011 

$ 400,000 
800,000 
(300,000) 

$ 900,000 

$1,250,000 

$ 100,000 
45,000 
10,000 

$ 155,000 

$ 250,000 

$ 400,000 
445,000 

$ 845,000 
$1,250,000 

c. Land and plant and equipment were acquired for cash, and additional stock was issued for 
cash . Cash also was received from add itional bank loans. 

The president has asked you some questions about the year's results. He is disturbed with the 
$ 100,000 net loss for the year. He notes, however, that the cash position at the end of the year is 
improved. He is confused about what appear to be confl icti ng signals: "How could we have pos­
sibly added to our bank accounts during such a terrible year of operations?" 

Required 

1. Prepare a statement of cash flows for 2012 using the direct method in the Operating Activ· 
ities section. 

2 . On the basis of your statement in part ( 1 ), draft a brief memo to the president to explain 
why cash increased during such an unprofitable year. Include in your memo your recommen ­
dations for improving the company's bottom line. 

LO& Problem 12-7 Statement of Cash Flows-Indirect Method 
Refer to all of the facts in Problem 12-6. 

Required 

1. Prepare a statement of cash flows for 2012 using the indirect method in the Operating Activ­
ities section. 

2. On the basis of your statement in part ( 1 ), draft a brief memo to the president to explain 
why cash increased during such an unprofitable year. Include in your memo your recommen ­
dations fo r improving the company's bottom line. 

LOS Problem 12-8 Statement of Cash Flows Using a Work Sheet-Indirect 
Method (Appendix) 
Refer to all of the facts in Problem 12-6 . 

Required 

1. Using the format in the chapter's appendix, prepare a statement of cash flows work sheet. 
2. Prepare a statement of cash flows for 2012 using the indirect method in the Operating Activ­

ities section. 
3. On the basis of your statement in part (2 ), draft a brief memo to the president to explain 

why cash increased during such an unprofitable year. Include in your memo your recommen­
dations for improving the company's bottom line. 



_. 

Problems 

Problem 12-9 Vear-End Balance Sheet and Statement of Cash Flows­
Indirect Method 
The balance sheet ofTerrier Company at the end of2011 is presented here, along with certain 
other information for 2012: 

Cash 
Accounts receivable 

Total current assets 

Land 
Plant and equipment 
Accumulated depreciation 
Investments 

Total long-term assets 

Total assets 

Current liabilities 

Bonds payable 

Common stock 
Retained earnings 

Total stockholders ' equity 

Total liabilities and stockholders' equity 

December 31, 2011 

$ 140,000 
155,000 

$ 295,000 

$ 300,000 
500,000 

(150,000) 
100,000 

$ 750,000 

$1,045.000 

$ 205,000 

$ 300,000 

$ 400,000 
140,000 

$ 540,000 

$1 ,045,000 

Other in formation is as fo llows: 

a. 
b. 
c. 
d. 
e. 
f. 
g. 
h. 

J / 

et income for 2012 was $70,000. 
Included in operating expenses was $20,000 in depreciation. 
Cash dividends of $25,000 were declared and paid . 
An additional $150,000 of bonds was issued for cash. 
Common stock of $50,000 was purchased for cash and retired. 
Cash purchases of plant and equipment during the year were $200,000. 
An additional $100,000 of bonds was issued in exchange for land . 
Duri.1g the yea r, sales exceeded cash collections on accou nt by $10,000 . All sa les arc on 
- ·unt, 

i he amount of current li abilities remained unchanged during the year. 

Required 

1. Prepare a statement of cash fl ows for 2012 using the indirect method in the Operating Activ­
ities section. Incl ude a supplemental schedule for noncash activities. 

2. Prepare a balance sheet at December 31, 2012. 
3. Provide a possible explanation as to why Terrier decided to issue additional bonds for cash 

during 20 12. 

LOG 

Problem 12-10 Statement of Cash Flows Using a Work Sheet-Indirect LOB 
Method (Appendix) 
Refer to all of the facts in Problem 12-9. 

Required 

1. Prepare a balance sheet at December 31 , 2012. 
2 . Using the format in the chapter's appendix, prepare a statement of cash flows work sheet. 
3. Prepare a statement of cash flows for 2012 using the indirect method in the Operating Activ­

ities section. 
4. Provide a possible explanation as to why Terrier decided to issue additional bonds for cash 

during 2012. 
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MULTI-CONCEPT PROBLEMS 

L04 • 5 Problem 12-11 Statement of Cash Flows-Direct Method 
Glendive Corp . is in the process of preparing its statement of cash flows for the year ended June 
30, 2012. An income statement for the year and comparative balance sheets are as follows: 

Sales revenue 
Cost of goods sold 

Gross profit 

General and administrative expenses 

Depreciation expense 
Loss on sale of plant assets 

Total expenses and losses 

Income before interest and taxes 
Interest expense 

Income before taxes 
Income tax expense 

Net income 

Cash 

Accounts receivable 
Inventory 
Prepaid rent 

Total current assets 

Land 

Plant and equipment 

Accumulated depreciation 

Total long-term assets 

Total assets 

Accounts payable 
Other accrued liabilities 
Income taxes payable 

Tota l current liabilities 

Long-term bank loan payable 

Common stock 
Retained earnings 

Total stockholders' equity 

Total liabilities and stockholders ' equity 

$ 

For the Year Ended 
June 30, 2012 

$550,000 
350,000 

$200,000 

$ 55,000 
75,000 

5,000 

$135,000 

$ 65,000 

15,000 

$ 50,000 

17,000 

$ 33,000 

June 30 

2012 

31,000 $ 

90,000 
80,000 
12,000 

2011 

40,000 

75,000 
95,000 
16,000 

$ 213,000 $ 226,000 

$ 250,000 $ 170,000 
750,000 600,000 
(310,000) (250,000) 

$ 690,000 $ 520,000 

$ 903,000 $ 746,000 

$ 155,000 $ 148,000 
32,000 26,000 

8,000 10,000 

$ 195,000 $ 184,000 

$ 100,000 $ 130,000 

$ 350,000 $ 200,000 
258,000 232,000 

$ 608,000 $ 432,000 

$ 903,000 $ 746,000 

Dividends of $7,000 were declared and paid during the year. New plant assets were pur­
chased during the year for $195,000 in cash. Also, land was purchased for cash. Plant assets were 
sold during the year for $25,000 in cash. The original cost of the assets sold was 45,000, and 
their book value was $30,000 . Additional stock was issued for cash, and a portion of the bank 
loan was repaid. 

Required 

1. Prepare a statement of cash flows for 2012 using the direct method in the Operating Activ­
ities section. 



Multi-Concept Problems 

2. Evaluate the fo llowing statement: Whether a company uses the direct or indirect method to 
report cash flows fro m operations is irrelevant because the amo un t o f cash flow from operat­
ing activities is the same regardless of which method is used. 

Problem 12-12 Statement of Cash Flows-Indirect Method 
Refer to all of the facts in Problem 12- 11 . 

Required 

1. Prepare a statement of cash fl ows for 201 2 using the indirect method in the O perating Activ­
ities section. 

2 . Evaluate the fo llowing statement: Whether a company uses the di rect or indirect method to 
report cash flows fro m operations is irrelevant because the amount of cash flow from operat­
ing activities is the same regard less of which method is used . 

Problem 12-13 Statement of Cash Flows-Direct Method 
Lang Company has not yet prepared a forma l statement of cash flows for 2012 . Following are 
comparative balance sheets as of December 31, 20 12 and 20 11, and a statement of income and 
retained earnings fo r the year ended December 31, 201 2: 

Assets 

Current assets: 

Cash 
U.S. Treasury bills (six-month) 

Accounts receivable 
Inventory 

Total current assets 

Long-term assets: 
Land 

Buildings and equipment 

Accumulated depreciation 

Patents (less amortization) 

Total long-term assets 

Total assets 

Liabilities and Owners' Equity 
Current liabilities: 

Accounts payable 

Taxes payable 

Notes payable 

Total current liabilities 

Term notes payable-due 2016 
Total liabilities 

Owners' equity: 

Common stock outstanding 
Retained earnings 

Total owners' equity 

Lang Company 
Balance Sheet 
December 31 

(thousands omitted) 

2012 

$ 60 

0 
610 

720 

$1,390 

$ 80 

710 

(180) 

105 

$ 715 

$2, l 05 

$ 360 

25 

400 

$ 785 

200 

$ 985 

Total liabilities and owners' equity 

$ 830 

290 

$1, 120 

$2, 105 

2011 

$ 100 

50 

500 

600 

$1,250 

$ 70 

600 
(120) 

130 

$ 680 

$1,930 

$ 300 

20 

400 

$ 720 

200 
$ 920 

$ 700 

310 

$1,010 

$1,930 

(Continued) 
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Lang Company 
Statement of Income and Retained Earnings 

For the Year Ended December 31, 2012 
(thousands omitted) 

Sales 

Less expenses and interest: 
Cost of goods sold 
Salaries and benefits 
Heat, light, and power 
Depreciation 
Property taxes 
Patent amortization 
Miscellaneous expense 
Interest 

Net income before income taxes 
Income taxes 

Net income 
Retained earnings-January 1, 2012 

Stock dividend distributed 

Retained earnings-December 31, 201 2 

Required 

$1, 100 
850 

75 
60 
18 
25 
10 

55 

$2,408 

2,193 
$ 215 

105 

$ 110 
310 

$ 420 
130 

$ 290 

1. For purposes of a statement of cash flows, are the U .S. Treasury bills cash equivalents? If not, 
how sho uld they be classified? Explain your answers. 

2. Prepare a statement of cash fl ows for 201 2 using the direct method in the Operating Activ-
ities section. (CMA adapted) 

ALTERNATE PROBLEMS 

LO& Problem 12-1A Statement of Cash Flows-Indirect Method 
T he fo llowing balances are available for Madison Company: 

December 31 

2012 2011 

Cash $ 12,000 $ 10,000 

Accounts receivable 10,000 12,000 

Inventory 8,000 7,000 

Prepaid rent 1,200 1,000 
Land 75,000 75,000 
Plant and equipment 200,000 150,000 
Accumulated depreciation (75,000) (25,000) 

Tota ls $231,200 $230,000 

Accounts payable $ 15,000 $ 15,000 

Income taxes payable 2,500 2,000 

Short-term notes payable 20,000 22,500 

Bonds payable 75,000 50,000 

Common stock 100,000 100,000 

Retained earnings 18,700 40,500 

Totals $231,200 $230,000 

Bonds were issued during 201 2 at face value, and plant and equipment were acquired for 
cash. Depreciation expense fo r the year was $50,000 . A net loss of $2 1,800 was reported. 



Alternate Problems 

Required 

1. Prepare a statement of cash flows for 2012 using the indirect method in the Operating Activ­
ities section. 

2. Briefly explain how Madison was able to increase its cash balance during a year in which it 
incurred a net loss. 

Problem 12-2A Statement of Cash Flows Using a Work Sheet-Indirect LOS 
Method (Appendix) 
Refer to all of the facts in Problem 12-lA. 

Required 

1. Using the format in the chapter's appendix, prepare a statement of cash flows work sheet. 
2. Prepare a statement of cash flows for 2012 using the indirect method in the Operating Activ­

ities section. 
3. Briefly explain how Madison was able to increase its cash balance during a year in which it 

incurred a net loss. 

Problem 12-3A Statement of Cash Flows-Direct Method 
Wabash Corp. just completed another successful year, as indicated by the following income 
statement: 

Sales revenue 
Cost of goods sold 

Gross profit 
Operating expenses 

Income before interest and taxes 
Interest expense 

Income before taxes 
Income tax expense 

Net income 

Presented here are comparative balance sheets: 

Cash 

Accounts receivable 
Inventory 
Prepayments 

Total current assets 

Land 
Plant and equipment 
Accumulated depreciation 

Total long-term assets 

Total assets 

Accounts payable 
Other accrued liabilities 
Income taxes payable 

Total current liabilities 
Long-term bank loan payable 

Common stock 
Retained earnings 

Total stockholders' equity 

Total liabilities and stockholders' equity 

$ 

$ 
$ 

For the Vear Ended 
December 31 , 201 2 

$2.460,000 
1.400,000 

$1,060,000 
460,000 

$ 600,000 
100,000 

$ 500,000 
150,000 

$ 350,000 

December 31 

2012 2011 

140,000 $ 210,000 
60,000 145,000 

200,000 180,000 
15,000 25,000 

415,000 $ 560,000 

600,000 $ 700,000 
850,000 600,000 
(225,000) (200,000) 

$1,225,000 $1, 100,000 
$1,640,000 $1,660,000 

$ 140,000 $ 120,000 
50,000 55,000 
80,000 115,000 

$ 270,000 $ 290,000 
$ 200,000 $ 250,000 
$ 450,000 $ 400,000 

720,000 720,000 

$1, 170,000 $1, 120,000 

$1,640,000 $1,660,000 
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Other information is as fo llows: 

a. Dividends of $350,000 were declared and paid during the year. 
b. Operating expenses include $25,000 of depreciation. 
c. Land was sold for its book value, and new plant and equipment were acquired for cash. 
d. Part of the bank loan was repaid, and additional common stock was issued for cash. 

The president has asked you some questions about the year's results. She is very impressed with 
the profit margin ofl4% (net income divided by sales revenue). She is bothered, however, by the 
decline in the company's cash balance during the year. One of the conditions of the existing bank 
loan is that the company maintain a mi nimum cash balance of$ 100,000. 

Required 

1. Prepare a statement of cash flows for 2012 usi ng the direct method in the Operating Activ­
ities section. 

2 . On the basis of your statement in part ( 1 ), draft a brief memo to the president to explain 
why cash decreased during such a profitable year. Include in your explanation any recom­
mendations for improving the company's cash flow in future years. 

LO& Problem 12-4A Statement of Cash Flows-Indirect Method 
Refer to all of the facts in Problem 12-3A. 

Required 

1. Prepare a statement of cash flows for 2012 using the indirect method in the Operating Activ­
ities section. 

2. On the basis of your statement in part (1), draft a brief memo to the president to explain 
why cash decreased during such a profitable year. Include in your explanation any recom­
mendations fo r improving the company's cash flow in future years. 

LOS Problem 12-SA Statement of Cash Flows Using a Work Sheet-Indirect 
Method (Appendix) 
Refer to all of the facts in Problem 12-3A. 

Required 

1. Using the format in the chapter's appendix, prepare a statement of cash flows work sheet. 
2. Prepare a statement of cash flows for 2012 using the indirect method in the Operating Activ­

ities section. 
3. On the basis of your statement in part (2 ), draft a brief memo to the president to explain 

why cash decreased during such a profitable year. Include in your explanation any recom ­
mendations for improving the company's cash flow in future years. 

LOS Problem 12-6A Statement of Cash Flows-Direct Method 
The income statement for Pluto Inc. for 201 2 is as fo llows: 

Sales revenue 
Cost of goods sold 

Gross profit 
Operating expenses 

Loss before interest and taxes 
Interest expense 

Net loss 

For the Year Ended 
December 31, 2012 

$350,000 
150,000 

$200,000 
250,000 

$ (50,000) 

10,000 

$ (60,000) 



Presented here are comparative balance sheets: 

Cash 
Accounts receivable 
Inventory 
Prepayments 

Total current assets 

Land 
Plant and equipment 
Accumulated depreciation 

Total long-term assets 

Total assets 

Accounts payable 
Other accrued liabilities 
Interest payable 

Total current liabilities 

Long-term bank loan payable 

Common stock 
Retained earnings 

Total stockholders' equity 

Total liabil ities and stockholders' equity 

Other information is as fo llows: 

Alternate Problems 

December 31 

2012 2011 

$ 25,000 $ 10,000 

30,000 80,000 
100,000 100,000 

36,000 35,000 

$191,000 $225,000 

$300,000 $200,000 
500,000 250,000 
(90,000) (50,000) 

$710,000 $400,000 

$901,000 $625,000 

$ 50,000 $ 10,000 
40,000 20,000 
22,000 12,000 

$112,000 $ 42,000 

$450,000 $100,000 

$300,000 $300,000 
39,000 183,000 

$339,000 $483,000 

$901,000 $625,000 

a. Dividends of $84,000 were declared and paid during the year. 
b. Operating expenses include $40,000 of depreciation. 
c. Land and plant and equipment were acqui red for cash. Cash was received from additional 

bank loans. 

T he president has asked you some questions about the year's results. He is disturbed with the net 
loss of $60,000 for the year. He notes, however, that the cash position at the end of the year is 
improved . He is confused about what appear to be confl icting signals: "How could we have pos­
sibly added to our bank accounts during such a terrible year of operations?" 

Required 

1. Prepare a statement of cash flows for 2012 using the direct method in the Operating Activ­
ities section. 

2. O n the basis of your statement in part ( 1 ), draft a brief memo to the president to explain 
why cash increased during such an unprofitable year. Include in your memo your recommen ­
dations for improving the company's bottom line. 

Problem 12-7A Statement of Cash Flows-Indirect Method 
Refer to all of the facts in Problem 12-6A. 

Required 

1. Prepare a statement of cash flows for 2012 using the indirect method in the Operating Activ­
ities section . 

2. On the basis of your statement in part (1), draft a brief memo to the president to explain 
why cash increased during such an unprofitable year. Include in your memo your recommen­
dations for improving the company's bottom line. 

LOG 

Problem 12-SA Statement of Cash Flows Using a Work Sheet-Indirect LOS 
Method (Appendix) 
Refer to all of the facts in Problem l 2-6A. 

(Continued) 
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Required 

1. Using the fo rmat in the chapter's appendix, prepare a statement of cash flows work sheet. 
2. Prepare a statement of cash fl ows for 2012 using the indi rect method in the Operating Activ­

ities section. 
3. On the basis of your statement in part (2 ), draft a brief memo to the president to explain 

why cash increased during such an unprofitable year. Include in your memo your recommen­
dations for improving the company's bottom line. 

LO& Problem 12-9A Vear-End Balance Sheet and Statement of Cash 
Flows-Indirect Method 
T he balance sheet of Poodle Company at the end of 2011 is presented here, along with certain 
other info rmation for 2012: 

December 31 , 2011 

Cash 
Accounts receivable 

Total current assets 

Land 
Plant and equipment 
Accumulated depreciation 
Investments 

Total long-term assets 

Total assets 

Current liabilities 
Bonds payable 

Common stock 
Retained earnings 

Total stockholders' equity 

Total liabilities and stockholders' equity 

Other information is as fo llows: 

a. et income for 201 2 was $50 ,000. 
b. Included in operating expenses was $25 ,000 in depreciation. 
c. Cash dividends of $40,000 were declared and paid. 
d. An additional $50,000 of common stock was issued for cash. 

$ 155,000 
140,000 

$ 295,000 

$ 100,000 
700,000 

(175,000) 
125,000 

$ 750,000 

$1,045,000 

$ 325,000 
$ 100,000 
$ 500,000 

120,000 
$ 620,000 

$1,045,000 

e. Bonds payable of $100,000 were purchased for cash and retired at no gain or loss. 
f. Cash purchases of plant and equ ipment during the year were $60,000 . 
g. An additional $200,000 ofland was acqui red in exchange for a long-term note payable. 
h. During the year, sales exceeded cash collections on account by $15,000 . All sales are on account. 
1. T he amount of current liabil ities decreased by $20,000 during the year. 

Required 

1. Prepare a statement of cash fl ows for 201 2 using the indirect method in the Operating Activ­
ities section. Include a supplemental sched ule fo r noncash activities . 

2. Prepare a balance sheet at December 31, 2012. 
3. What primary uses did Poodle make of the cash it generated from operating activities? 

LOS Problem 12-10A Statement of Cash Flows Using a Work Sheet­
Indirect Method (Appendix) 
Refer to all of the fac ts in Problem 12-9A. 

Required 

1. Prepare a balance sheet at D ecember 31, 201 2. 
2. Using the format in the chapter's appendix, prepare a statement of cash flows work sheet. 



Alternate Multi-Concept Problems 

3. Prepare a statement of cash flows for 2012 using the indirect method in the Operating Activ­
ities section. 

4. Provide a possible explanation as to why Poodle decided to purchase and retire bonds during 
2012. 

ALTERNATE MULTI-CONCEPT PROBLEMS 

Problem 12-11A Statement of Cash Flows-Direct Method 
Bannack Corp. is in the process of preparing its statement of cash flows for the year ended June 
30, 2012. An income statement for the year and comparative balance sheets are as follows: 

Sales revenue 
Cost of goods sold 

Gross profit 

General and administrative expenses 
Depreciation expense 
Loss on sale of plant assets 

Total expenses and losses 

Income before interest and taxes 
Interest expense 

Income before taxes 
Income tax expense 

Net income 

For the Year Ended 
June 30, 2012 

$400,000 
240,000 '. 

$160,000 

$ 40, 000 
80,000 
10,000 

$130,000 

$ 30,000 
15,000 

$ 15,000 
5,000 

$ 10,000 -

June 30 

2012 201 1 

Cash $ 25,000 $ 40,000 
Accounts receivable 80,000 69,000 
Inventory 75,000 , 50,ooq 
Prepaid rent 2, 000 18,000 

Total current assets $ 182,000 $ 177,000-;-

Land $ 60,000 $ 150,000-
Plant and equipment 575,000 500,000c 
Accumulated depreciation (310,000) (250,000) · 

Total long-term assets $ 325,000 $ 400,000~ 
Total assets $ 507,000 $ 577,000~ I J /' 

Accounts payable $ 145,000 $ 140,000 
Other accrued liabilities 50,000 45,000 
Income taxes payable 5,000 15,000 

Total current liabilities $ 200,000 $ 200,000 

Long-term bank loan payable $ 75,000 $ 150,000 

Common stock $ 100,000 $ 100,000 
Retained earnings 132,000 127,000 

Total stockholders' equity $ 232,000 $ 227,000 
Total liabilities and stockholders' equity $ 507,000 $ 577,000 

Dividends of £,000 were declared and paid during the year. New plant assets were pur­
chased during the year for $125 ,000 in cash. Also, land was sold for cash at its book value. Plant 
assets were sold during tJ1 e year for $20,000 in cash. The original cost of the assets sold was 
$50,000, and their book value was $30,000. A portion of tJ1e bank loan was repaid. 
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Required 

1. Prepare a statement of cash flows for 201 2 using the djrcct method in the Operating Activ­
ities section. 

2. Evalu ate the fo llowing statement: Whether a company uses the direct or indirect method to 
report cash flows from operations is irrelevant because the amount of cash flow from operat­
ing activities is the same regardless of which method is used. 

L04 • 6 Problem 12-12A Statement of Cash Flows-Indirect Method 
Refer to all of the facts in Problem 12-1 lA. 

Required 

1. Prepare a statement of cash flows for 2012 using the indirect method in the Operating Activ­
ities section. 

2. Evaluate the fo llowing statement: Whether a company uses the direct or indirect method to 
report cash flows from operations is irrelevant because the amount of cash flow from operat­
ing activities is the same regardless of which method is used . 

L02 • 5 Problem 12-13A Statement of Cash Flows-Direct Method 
Shepard Company has not yet prepared a formal statement of cash flows for 2012 . Comparative 
balance sheets as of December 31, 2012 and 2011, and a statement of income and retained earn­
ings for the year ended December 31, 2012, appear below and on the fo llowing page. 

Assets 

Current assets: 
Cash 

Shepard Company 
Balance Sheet 
December 31 

(thousands omitted) 

U.S. Treasury bills (six-month) 
Accounts receivable 
Inventory 

Total current assets 

Long-term assets : 
Land 
Buildings and equipment 
Accumulated depreciation 
Patents (less amortization) 

Total long-term assets 

Total assets 

Liabilities and Owners' Equity 
Current Liabilities: 

Accounts payable 
Current assets: 

Taxes payable 
Notes payable 

Total current liabilities 
Term notes payable-due 201 6 

Total liabilities 

Owners' equity: 
Common stock outstanding 
Retained earnings 

Total owners ' equity 
Total liabi lities and owners ' equity 

2012 2011 

$ 50 $ 75 
25 0 

125 200 
525 500 -- --

$ 725 $ 775 

$ 100 $ 80 
510 450 

(190) (150) 

90 110 --
$ 510 $ 490 

$1,235 $1,265 

$ 370 $ 330 

10 20 
300 400 -- --

$ 680 $ 750 
200 200 -- --

$ 880 $ 950 

$ 220 $ 200 

135 115 --
$ 355 $ 315 
$1 ,235 $1 ,265 



Shepard Company 
Statement of Income and Retained Earnings 

For the Vear Ended December 31, 2012 
(thousands omitted) 

Sales 
Less expenses and interest: 

Cost of goods sold 
Salaries and benefits 
Heat, light, and power 
Depreciation 
Property taxes 
Patent amortization 
Miscellaneous expense 
Interest 

Net income before income taxes 
Income taxes 
Net income 
Retained earnings-January 1, 2012 

Stock dividend distributed 
Retained earnings-December 31. 2012 

Required 

$990 
195 
70 
40 

2 
20 

2 
45 

Decision Cases 

$1,416 

1,364 
$ 52 

12 

$ 40 
115 

$ 155 
20 

$ 135 

1. For purposes of a statement of cash flows, are the U.S. T reasury bills cash equivalents? If not, 
how sho uld they be classified? Explain your answers. 

2 . Prepare a statement of cash flows for 201 2 using the direct method in the Operating Activ-
ities section. (CMA adapted) 

DECISION CASES 

Reading and Interpreting Financial Statements 

Decision Case 12-1 Comparing Two Companies in the Same Industry: 
Kellogg's and General Mills 
Refer to the statement of cash flows for both Kellogg's and General Mills for the most recent 
year and any other pertinent information reprinted at the back of this book. 

Required 

1. Which method, direct or indirect, does each company use in preparing the O perating Activ­
ities section of their statements of cash fl ows? Explain . 

2 . By what amount did net cash provided by operating activities increase or decrease from the 
prior year for each company? What is the largest adjustment to reconcile net income to net 
cash provided by operating activities for each company? 

3. What amo un t did each company spend during the most recent year to acqu ire property and 
equipment? How docs this amount compare with the amo unt that each company spent in 
the prior year? 

4. What is the primary source of financing for each of the two companies? Did either or both 
companies buy back some of their own shares during the most recent yea r? If so, what might 
be some reasons for doing this? 

L03•4 

Decision Case 12-2 Comparing Two Companies in the Same Industry: L07 
Kellogg's and General Mills Cash Flow Adequacy 
Refer to the statement of cash flows fo r both Kellogg's and General Mills fo r the most recent 
year and any other pertinent information reprinted at the back of this book. 
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Required 

1. Compute each company's cash fl ow adequacy ratio for the most recent year. 
2. What do the ratios computed in part (1) tell you about each company's cash flow adequacy? 

Which company's ratio is hjgher? 

L02 • 3 Decision Case 12-3 Reading and Interpreting Best Buy's Statement of 
Cash Flows 
Refer to Best Buy's statement of cash fl ows shown in the chapter opener and answer the follow­
ing questions for the most recent year. 

Required 

1. Which method, di rect or indirect, does Best Buy use in preparing the Opera ting Activities 
section of its statement of cash fl ows? Explain how you know which method is being 
used . 

2 . By what amount does total cash provided by operating activi ties illffer from net earnings? 
What are the two largest adjustments to reconcile the two numbers? Explain the nature of 
these adjustments. Why is one added and the other deducted? 

3. What is the largest source of cash in the Investing Activities section of the statement? 
What is the largest use in th is section? What was the other large use of cash in this 
section? 

4. What is the largest source of cash in the Financing Activities section of the statement? What 
is the largest use of cash in this section? Explain how these two items arc related . 

Making Financial Decisions 

L01 • 5 Decision Case 12-4 Dividend Decision and the Statement of Cash 
Flows-Direct Method 
Bailey Corp . just completed the most profi table yea r in its 25-year history. Reported earn ings 
of $1,020,000 on sa les of $8,000,000 resulted in a very healthy profit margin ofl2.75%. Each 
year before releasing the financial statements, the board of directors meets to decide on the 
amount of illvidends to declare for the year. For each of the past nine years, the company has 
declared a dividend of $ 1 per share of common stock, which has been paid on January 15 of 
the fo llowing year. 

Presented here are the income statement for the year and the comparative balance sheets as 
of the end of the last two years. 

Additional information follows: 

Sales revenue 
Cost of goods sold 

Gross profit 
Operating expenses 

Income before interest and taxes 
Interest expense 

Income before taxes 
Income tax expense (40%) 

Net income 

For the Vear Ended 
December 31, 2012 

$8,000,000 
4,500,000 

$3,500,000 
1.450,000 

$2,050,000 
350,000 

$1.700,000 
680,000 

$1,020,000 



Decision Cases 

Cash 
Accounts receivable 
Inventory 
Prepayments 

Total current assets 

Land 
Plant and equipment 
Accumulated depreciation 
Long-term investments 
Patents 

Total long-term assets 

Total assets 

Accounts payable 
Other accrued liabilities 
Income taxes payable 
Dividends payable 
Notes payable due within next year 

Total current liabilities 

Long-term notes payable 
Bonds payable 

Total long-term liabilities 
Common stock, $10 par 
Retained earnings 

Total stockholders' equity 

Total liabilities and stockholders' equity 

Additional information fo llows: 

a. All sales are on account, as are all purchases. 

December 31 

2012 2011 

$ 480,000 
250,000 
750,000 

60,000 
$ 1,540,000 

$ 3,255,000 
4,200,000 
(1,250,000) 

500,000 
650,000 

$ 7,355,000 
$ 8,895,000 

$ 350,000 
285,000 
170,000 

0 
200,000 

$ 1,005,000 

$ 300,000 
2,200,000 

$ 2,500,000 
$ 2,500,000 

2,890,000 

$ 5,390,000 

$ 8,895,000 

$ 450,000 
200,000 
600,000 

75,000 
$ 1,325,000 

$ 2,200,000 
2,500,000 

(1,000,000) 
900,000 
750,000 

$ 5,350,000 

$ 6,675,000 

$ 280,000 
225,000 
100,000 
200,000 

0 
$ 805,000 

$ 500,000 
1,500,000 

$ 2,000,000 
$ 2,000,000 

1,870,000 

$ 3,870,000 

$ 6,675,000 

b. Land was purchased through the issuance of bonds. Additional land (beyond the amount pur­
chased through the issuance of bonds) was purchased for cash. 

c. New plant and equipment were acquired during the year for cash . No plant assets were retired 
during the year. Depreciation expense is included in operating expenses. 

d. Long-term investments were sold for cash during the year. 
e. No new patents were acquired, and none were disposed of during the year. Amortization 

expense is included in operating expenses. 
f. Notes payable due within the next year represents the amount reclassified from long term to 

short term. 
g. Fifty thousand shares of common stock were issued during the year at par value. 

As Bailey's controller, you have been asked to recommend to the board whether to declare a divi­
dend this year and, if so, whether the precedent of paying a $1 -per-share dividend can be main­
tained. T he president is eager to keep the dividend at $ 1 in view of the successful year just 
completed. He is also concerned, however, about the effect of a dividend on the company's cash 
position. He is particularly concerned about the large amount of notes payable that comes due 
next year. He further notes the aggressive growth pattern in recent years, as evidenced this year 
by large increases in land and plant and equipment. 

Required 

1. Using the format in Exhibit 12-11 , convert the income statement from an accrual basis to a 
cash basis. 

2. Prepare a statement of cash flows using the direct method in the Operating Activities 
section . 
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3. What do you recommend to the board of directors concerning the declaration of a cash divi ­
dend? Should the $1-per-share dividend be declared? Should a smaller amount be declared? 
Should no dividend be declared? Support your answer with any necessary computations. 
From a cash flow perspective, include in your response your concerns about the following 
year. 

L01 • 6 Decision Case 12-5 Equipment Replacement Decision and Cash Flows 
from Operations 
Conrad Company has been in operation for four years. The company is pleased with the contin­
ued improvement in net income but is concerned about a lack of cash available to replace existing 
equipment. Land, bui ldings, and equipment were purchased at the beginning of Year 1. No sub­
sequent fixed asset purchases have been made, but the president believes that equipment will 
need to be replaced in the near future. The following information is available . (All amounts are in 
millions of dollars .) 

Year of Operation 

Year 1 Year 2 Year 3 Year4 

Net income (loss) $(1 0) $ (2) $15 $20 

Depreciation expense 30 25 15 14 

Increase (decrease) in: 
Accounts receivable 32 5 12 20 

Inventories 26 8 5 9 
Prepayments 0 0 10 5 

Accounts payable 15 3 (5) (4) 

Required 

1. Compute the cash flow from operations for each of Conrad 's first fo ur years of operation. 
2. Write a memo to the president explaining why die company is not generating sufficient cash 

from operations to pay for die replacement of equipment. 

Ethical Decision Making 

L01 • 6 Decision Case 12-6 Loan Decision and the Statement of Cash 
Flows-Indirect Method 
Mega Enterprises is in the process of negotiating an extension of its existing loan agreements with 
a major bank. T he bank is particularly concerned with Mega's abili ty to generate sufficient cash 
flow from operating activities to meet die periodic principal and interest payments. In conjunc­
tion widi the negotiations, the controller prepared the fo llowing statement of cash flows to pres­
ent to die bank: 

Mega Enterprises 
Statement of Cash Flows 

For the Year Ended December 31, 2012 
(all amounts in millions of dollars) 

Cash flows from operating activities 
Net income 
Adjustments to reconcile net income to net cash 

provided by operating activities: 

Depreciation and amortization 

Increase in accounts receivable 

Decrease in inventory 

Decrease in accounts payable 
Increase in other accrued liabilities 

Net cash provided by operating activities 

$ 65 

56 
(19) 

27 
(42) 

18 

$ 105 



Decision Cases 

Cash flows from investing activities 
Acquisitions of other businesses $(234) 

Acquisitions of plant and equipment (125) 

Sale of other businesses 300 --
Net cash used by investing activities $ (59) 

Cash flows from financing activities 
Additional borrowings $ 150 

Repayments of borrowings (180) 

Cash dividends paid (50) 

Net cash used by financing activities $ (80) 

Net decrease in cash $ (34) 

Cash balance, January 1, 2012 42 
--

Cash balance, December 31 , 2012 $ 8 

During 2012, Mega sold one of its businesses in California. A gain of $150 million was 
included in 20 12 income as the difference between the proceeds fro m the sale of $450 million 
and the book value of the business of $300 million. The effect of the sale can be identified and 
analyzed as follows (amounts are in millions of dollars): 

ACTIVITY: Investing 

ACCOUNTS: Cash Increase California Properties Decrease Gain on Sale Increase 

STATEMENT(S): Balance Sheet and Income Statement 

Balance Sheet Income Statement 

STOCKHOLDERS' ..... ~-------------- NET 

671 

ASSETS LIABILITIES + EQUITY REVENUES EXPENSES INCOM E 

Cash 
California 

450 

Properties (300) 

Required 

150 Gain on Sale 1 50 150 

1. Comment on the presentation of the sale of the Cali fo rnia business on the statement of cash 
flows. Does the way in which the sale was reported violate GAAP? Regardless of whether it 
violates GAAP, does the way in which the transaction was reported on the statement result 
in a misstatement of the net decrease in cash for the period? Explain your answers. 

2. Prepare a revised statement of cash flows for 2012 with the proper presentation of the sale of 
the Cali fornia business. 

3. Has the controller acted in an unethical manner in the way the sale was reported on the 
statement of cash fl ows? Explain your answer. 

Decision Case 12-7 Cash Equivalents and the Statement of Cash Flows L02 • 3 
In December 2012, Rangers Inc. invested $100,000 of idle cash in U.S. Treasury notes. T he 
notes mature on October 1, 2013, at which time Rangers expects to redeem them at face value 
of $ 100,000. T he treasurer believes that the notes should be classified as cash equivalents because 
of the plans to hold them to maturity and receive face value. He also wants to avoid presentation 
of the purchase as an investing activity because the company made sizable capital expenditures 
during the year. The treasurer realizes that the decision about classification of the Treasury notes 
rests with you as controller. 

Required 

1. According to GAAP, how should the investment in U .S. Treasury notes be classified for pur­
poses of preparing a statement of cash fl ows for the yea r ended December 31, 2012? Explain 
your answer. 
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2. If the purchase of the notes is classified as an operating rather than an investing activity, is 
the info rmation provided to outside readers free from bias? Explain . 

3. As controller fo r Rangers, what would you do in this situation? What would you tell the 
treasurer? 

SOLUTIONS TO I<EY TERMS QillZ 

3 Statement of cash flows 
_4_ Cash equivalent 
_ l_ Operating activities 
_5_ Investi ng activities 

_7_ Financing activities 
6 Direct method 
2 Indirect method 

ANSWERS TO POD REVIEW 

L01 1. c 2. b LOS 1. c 2. d 
L02 1. d 2.c LO& 1. c 2. c 
L03 1. d 2. c L07 1. c 2. d 
L04 1. b 2. a LOB 1. a 2. c 



Financial Statement Analysis 

AFTER STUDYING THIS CHAPTER, YOU SHOULD BE ABLE TO: 

L01 Explain the various limitations and 
considerations in financial statement 
ana lys is. 

L02 Use comparative financia l statements to 
analyze a company over t ime (horizontal 
analysis) . 

L03 Use common-size fina ncia l statements to 
compare various financ ial statement items 
(vertical analysis) . 

A Look at Previous Chapters Chapter 2 introduced a 
few key financial ratios and explained how investors and 
creditors use them to better understand a company's fi­
nancial statements. Many of the subsequent chapters 
introduced ratios relevant to the particular topic being 
discussed. 

L04 Compute and use various ratios to assess 
liquidity. 

LOS Compute and use various ratios to assess 
solvency. 

LOG Compute and use various ratios to assess 
profitability. 

L07 Explain how to report on and analyze other 
income statement items (Appendix). 

A Look at This Chapter Ratio analysis is one impor­
tant type of analysis used to interpret financial state­
ments. This chapter expands the discussion of ratio 
analysis and introduces other valuable techniques used 
by investors, creditors. and analysts in making informed 
decisions. The chapter shows that ratios and other forms 
of analyses can provide additional insight beyond that 
available from merely reading the financial statements. 



~ Star Wars®. The Old Republic®. NCAA Football 2012<Jl). Bat­
~ 
~ man: Arkham City Collector's Edition<Jl). What does each of 
~ 
~ these popular video games have in common? They are just 

a few of the thousands of games carried in the more than 

6,500 GameStop stores in the United States and 17 coun­

tries around the world. Billing itself as the world's largest 

video game and entertainment software retailer in the world, 

GameStop had its humble beginnings as Babbage's, a small 

software retailer in Dallas. Through a series of mergers, the 

company has grown to employ over 45,000 team members 

and even has its own magazine, Game Informer. 

GameStop's stock first traded on the New York Stock 

Exchange on February 13, 2002. In an amazingly short time 

span, the company reported record sales in its 2010 fiscal 

year of nearly $9.5 billion and net income of over $400 mil­

lion. This translates to a profit margin of 4.3%. Given the 

economic recession now gripping the world, this type of per­

formance is enviable for any company, even more so for 

one so closely tied to the disposable income of consumers. 

How did GameStop achieve these results? The table 

reproduced on the following page provides at least a partial 

answer to this question. Note that the three-year compara­

tive income statements are not reported in dollars, but 

rather in percentages, with each line item stated as a 

percentage of sales. As we will see later in this chapter, 

these "common-size financial statements" allow the user to 

focus on the relationships between statement items rather 

than on absolute dollar amounts. For example, cost of goods 

sold as a percentage of sales for the two most recent years 

was the same at 73.2%. This means that about three-fourths 

of every dollar generated in sales goes to pay for the prod­

ucts GameStop sells. Note that this is one percentage point 

lower than in the first of the three years. Thus, gross margin 

was up in the two most recent years to 26.8% from 25.8% in 

the first of the three years. 

Why do you need to study this chapter? Earlier chapters 

looked at various ratios; this last chapter examines these 

ratios in more detail and considers other tools you can use 

to judge the financial health and performance of companies: 

• You need to know what tools you can use to assess the 

performance of a company over time. (See pp. 702-

707.) 

• You need to know how you can use common-size finan­

cial statements to assess a company's performance in 

any one period. (See pp. 707-709.) 

• You need to know what ratios are available to judge a 

company's liquidity, solvency, and profitability. (See 

pp. 710-726.) 
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GameStop Corp. 

Financial Highlights 

52 Weeks Ended 52 Weeks Ended 52 Weeks Ended 
January 29, 2011 January 30, 2010 January 31, 2009 

Statement of Operations Data: ....-------------------. 
Sales Nearly three-fourths of every dollar of sales 100.0% 100.0% 100.0% 
Cost of sales goes to pay for products; note that th is cost 73.2 73.2 74.2 

Gross profit 
1s down 1n the last two years . 

26.8 26.8 25.8 

Selling, general and administrative expenses 18.0 18.0 16.4 

Depreciation and amortization 

Merger-related expenses 

Operating earnings 

Interest expense, net 

Debt extinguishment expense 

Earnings before income taxes 

Income tax expense 

Consolidated net income 

This cost rose in 

the last two years. 

Net earnings to sales is 
called profit margin and has >----~ 
remained relatively stable 
over the three-year period . 

__.... 

1.8 1.8 1.6 

0.1 

7.0 7.0 7.7 

0.4 0.4 0.5 

0.1 

6.6 6.5 7.2 

2.3 2.4 2.7 

4.3 4.1 4.5 

Net loss attributable to noncontrolling interests 

Consolidated net income attributable to GameStop 4.3% 

0.1 

4.2% 4.5% 

Source: GameStop Corp. Web site and 2010 annual report 

L01 Explain the various limita­
tions and considerations in finan­
cial statement analysis. 

Precautions in Statement Analysis 

OVERVIEW: The use of alternative accounting principles and the effects of infla­
tion are just two of the factors that must be considered when analyzing financial state­
ments. 

Various groups have djfferent purposes for analyzing a company's financial statements. 
For example, a banker is interested primarily in the li kelihood that a Joan will be repaid. 
Certain ratios indicate the abili ty to repay principal and interest . A stockholder, on the 
other hand , is concerned with a fajr return on the amount invested in the company. 
Again, certain ratios are helpfol in assessing the ren1rn to the stockholder. T he managers 
of a business also are interested in the tools of financial statement analysis because vari­
ous outside groups judge managers by using certain key ratios. Fortunately, most finan­
cial statements provide information abo ut financial performance. Publicly held 
corporations are required to include in their aru1ual reports a section that reviews the 
past yea r, with management's comments on its performance as measured by selected 
ratios and oth er forms of analysis. 

Before turnmg to various techniques commonly used in the financial analysis of a 
company, you must understand some limitations and oth er considerations in statement 
analysis. 

Watch for Alternative Accounting Principles 
Every set of financial statements is based on various assumptions. For example, a cost­
flow method must be assumed in valumg inventory and recognizing cost of goods sold. 
The accountant chooses FIFO, LIFO, or one of the other acceptable methods. Analysts 
or other users find tlus information in the financial statement notes . The selection of a 
particular inventory valuation metl1od has a significant effect on certain key ratios. 



Precautions in Statement Analysis 

Recognition of the acceptable 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 difficult. 

Take Care When Making Comparisons 
Users of financial statements often place too much emphasis on summary indicators and 
key ratios such as the current ratio and the earnings per share amount . No single ratio is 
capable of telling the user everything 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 ratios for different periods of time . Has the ratio gone 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 efficiently. Comparison witl1 
an industry standard, however, might indicate tlut the ratio is normal for companies in 
tlut industry. Various organizations publish summaries of selected ratios organized by 
industry for a sample of U.S. companies. 

Altl1ough industry comparisons are useful, caution is necessary in interpreting the 
results of such analyses. Few companies in today's economy o crate in a sin le i1 
Exceptions exist, but mosi: compames cross 1e oun anes of a single industry. Con--glomerates, companies operating in more than one indust1y, present a special challenge 
fo the analyst. Also, it is not unusual to find companies in t11c s:ime industry using differ­
ent inventory valuaaio l)l techniques or depreciation metl1ods. 
• Finally, many 'Corporate income statements contam nonoperating items such as 
extr:iordinary items and gains and losses from discontinued operations. When t11ese items 
exist, the reader must exercise extra caution in making comparisons. To assess the future 
prospects of a group of companies, you may want to compare income statements before 
taking into account the effects these items have on income. • 

Understand the Possible Effects of Inflation 
Inflation, or an increase in the level of prices, is 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 effects of increasing prices. For example , consider 
tl1e fo llowing trend in a company's sales for tl1e past three years: 

2012 2011 2010 

Net sa les $121,000 $110,000 $100,000 

As measured by the actual dollars of sales, sales have increased by 10% each year. 
Caution is necessaty in concluding that tl1c company is better off in each succeeding year 
because of the increase in sales dollars. Assume, for example, tlut 2010 sales of 
$100,000 arc the result of selling 100,000 units at $1 each. Are 2011 sales of $110,000 
t11e result of selling 110,000 units at $1 each or of selling 100,000 units at $1. l 0 each? 
Altho ugh on the surface knowing which result accounts for the sales increase may seem 
unimportant, the answer can have significant ramifications. If the company fo und 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 tl1e ot11er 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 tl1an if the increase were due merely to a price increase. 
Published financial statements are stated in historical costs and t11ercfore have not been 
adjusted for the effects of inflation . 
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678 Chapter 13 Financial Statement Analysis 

L01 Explain the various limitations and considerations in financial statement analysis. 

• Financial statement analysis can be a powerful and useful tool in assessing various characteristics of a fi rm's operations, 
but the following factors should be considered when conducting this analysis: 

• Alternative accounting principles may sometimes be used. 

• Comparisons must consider inflation, trends over time, and industry norms. 

• Ratios from financial stateme~ell onl; part of th~tory abdut a f irm's"P'erformance. 

QUESTIONS Answers to these questions are on the last page of the chapter. 

1. Which of the following should be taken into account 2. Suppose two companies in the same industry use 
when a company's performance is analyzed? different methods to value inventory. 

a. the effects of inflation 
b. trends over time 
c. industry norms 

a. This makes comparisons easier. 
b. This makes it impossible to compare the two 

companies. 
d. All of the above should be considered. c. Th is makes comparisons more difficult but not 

impossible. 
d. This will never happen because all companies in a 

particular industry must use the same method. 

Analysis of Comparative Statements: 
Horizontal Analysis 

L02 Use comparative financial 
statements to analyze a company 
over time (horizontal analysis). 

OVERVIEW: Comparative financial statements can be used to analyze a company 

over time (horizonta1 analysis) . 

Horizontal analysis 
A comparison of financia l statement 
items over a period of time. 

We are now ready to analyze a set of fi nancial statements. We vvi ll begin by looking at 
the comparative statements of a company for a two-year period. T he analysis of the state ­
ments over a series of years is often called horizontal analysis . We wi ll then sec how 
the statements can be recast in what are referred to as common-size statements. The analy­
sis of common-size statements is called vertical analysis . Finally, we will consider the 
use of a variety of ratios to analyze a company. 

Vertical analysis 
A comparison of various financial 
statement items within a single 
period with the use of common-size 
statements . 

Example 13-1 Preparing Comparative Balance Sheets - Horizontal Analysis 

Comparative balance sheets for a hypothetical entity, Henderson Company, are presented 
below. 

Read from 
earlier year 
to later year. 
Usually, this 
is from right 
to left. 

Henderson Company 
Comparative Balance Sheets 
December 31 , 2012 and 2011 

(all amounts in thousands of dolla ..... rs...;.) ___________ The base year is 

December 31 t Increase (Decrease) normally on the '--------------========i=-::.:.....::._:___ right. 
2012 2011 Dollars Percent 

Cash $ 320 $ 1,350 $ (1 ,030/ 0 
Accounts receivable 5,500 4 ,500 1,000 
Inventory 4,750 2,750 2,000 e 
Prepaid insurance 150 200 ___@) 

Total current assets $10,720 $ 8,800 $ 1 ,920 22 

(Continued) 
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Land $ 2,000 $ 2,000 $ 0 0 
Buildings and equipment 6,000 4,500 1,500 33 In horizo!lllll 
Accumulated depreciation ~ __Jj__2QQ) _Q§Q) (23) :?.na!,y_sis, read 

Total long-term assets $ 6 150 $ 5,000 $ 1,150 23 nght to left to 

Total assets $16,870 $13,800 $ 3,070 22 
compare one 
year's results 

Accounts payable $ 4,250 $ 2,500 $ 1,750 e 70 with the next as 

Taxes payable 2,300 2, 100 200 10 a dollar amount 
of change and 

Notes payable 600 800 (200) (25) as a percentage 
Current portion of bonds _jQQ 100 0 0 of change from 

Total current liabi lities $ 7,250 $ 5,500 $ 1,750 32 year to year. 

Bonds payable ___lQQ 800 _JjQQ) (13) 

Total liabilities $ 7,950 $ 6,300 $ 1,650 26 

Preferred stock, $5 par $ 500 $ 500 $ 0 0 
Common stock, $1 par 1,000 1,000 0 0 
Retained earnings 7,420 6,000 1,420 24 

Total stockholders' equity $ 8 920 $ 7,500 $ 1,420 19 
Total liabilities and stockholders' equity $16,870 $13,800 $ 3,070 22 

Note: Referenced amounts are boldfaced for convenience. 

The increase or decrease in each of the major accounts on the balance sheet is shown in 
absolute dollars and as a percentage. The base year for computing the percentage increase or 
decrease in each account is the first year, 2011, and is normally shown on the right side. By 
reading across from right to left (thus the term horizontal analysis) , the analyst can quickly 
spot any unusual changes in accounts from the previous year. Three accounts stand out: 0 
Cash decreased by 76%, @ Inventory increased by 73%, and ~ Accounts Payable increased M 

by 70%. (These lines are also boldfaced for convenience.) Individual ly, each of these large ~ 
I"' 

changes is a red flag. Taken together, these changes send the financial statement user the 2 

~ 
warning that the business may be deteriorating. Each of these large changes should be inves-
tigated further. j 
.......................................................................................................... @ 

Example 13-2 Preparing Comparative Statements of Income and Retained 
Earning- Horizontal Analysis 

Shown below are comparative statements of income and retained earnings for Henderson for 
2012 and 2011. 

Henderson Company 
Comparative Statements of Income and Retained Earnings 

For the Years Ended December 31 , 2012 and 2011 
(all amounts in thousands of dollars) 

Net sales 
Cost of goods sold 

Gross profit 
Selling, general, and administrative 

expense 
Operating income 

Interest expense 

Income before tax 
Income tax expense 

Net income 

December 31 Increase (Decrease) 

2012 2011 Dollars Percent 

$24,000 
18,000 

$ 6,000 

3,000 
$ 3,000 

140 

$ 2,860 

~ 
$ 1,720 

$20,000 <C:- $ 4,000 
14,000 <:::- 4,000 

$ 6,000 $ 0 

2,000 4..- 1,000 
$ 4,000 +- $(1,000) 

160 ___E_Q) 
$ 3,840 $ (980) 

1,540 ~) 
$ 2,300 $ (580) 

0 2~ e 29 

0 

e so 
0 (25) 

(13) 

(26) 
(26) 

(25) 

These three increases in 
revenue and expenses 
resulted in an operating 
income decrease of 25%. 

(Continued) 
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Preferred dividends 50 50 

Income available to common $ 1,670 $ 2,250 
Common dividends ____ng ~ 

To retained earnings $ 1,420 $ 2,000 
Retained earnings, 1/1 6,000 4,000 

Retained earn ings, 12/31 $ 7,420 $ 6,000 

Note: Referenced amounts are boldfaced for convenience. 

At first glance, 0 the 20% increase in sales to $24 million appears promising; but manage­
M ment was not able to limit the increase in @ cost of goods sold or @ selling, general, and 
~ administrative expense to 20% . The analysis indicates that cost of goods sold increased by 
[ 29% and selling, general, and administrative expense increased by 50%. The increases in 
! these two expenses more than offset the increase in sales and resulted in a 0 decrease in 
j operating income of 25%. 

g-----------------------------------------------------------------
Co111panies that experi ence sales growth often become lax abo ut controlling 

expenses. T heir managements sometimes forge t that the bottom line is what coun ts, not 
the top li ne. Perhaps the salespeople are given incentives to increase sales without con­
sidering the costs of the sales. Maybe management is spending too much on overhead, 
including its own salaries. Business owners must address these concerns if they want to 
get a reasonable return on thei r investment. 

H orizontal analysis can be extended to incl ude more than two yea rs of results. At 
a minimum , publicly held companies arc required to incl ude inco111e statements and 
statements of cash fl ows for the three most recent yea rs and baLrncc sheets as of the 
end or the two 111 ost recent years. Many annual repo rts include, as supplementary in­
formation ~ fi nancial summaries of opera tio ns for extended periods of time . As illus-

§ 
o t rated in Ex hibi t 13-1, GameStop includes a five -year su111 mary of selected fi nancial 
~ :s data , such as gross profit, net income, \vo rkin g capital, and to tal assets. Note the 
;; j increase in bo th sa les and gross profit in every yea r over th e fi ve-yea r period. Also 
z note, however, that GameStop does not include in the summary the ross profit ratio 
@ 

(gross profit divided by sales), altho ug 1 1t can easi y e o un y dividing the third 
line o n the exhi bit by t he first line. A comparison of the t rend in this ratio would help 
to determ ine whether the company has effect ive ly controlled the cost to manu facture 
its products. 

EXHIBIT 13-1 GameStop Financia l Summary 

Our selected financial data set forth below should be read in conjunction with "Management's Discussion and 
Analysis of Financial Condition and Results of Operations" and the consolidated financial statements and notes 
thereto included elsewhere in this Form 1 0-K. 

52 Weeks 
Ended, 

January 29, 
2011 

52 Weeks 
Ended, 

January 30, 
2010 

52 Weeks 
Ended, 

January 31 , 
2009 

52 Weeks 
Ended, 

February 2, 
2008 

53 Weeks 
Ended, 

February 3, 
2007 

(In millions, except per share data and statistical data) 

Statement of Operations Data: 

Sales Both sales and gross profit 
have increased each year for 

Cost of sales four consecut ive years. 
Gross profit 
Selling, general and administrative expenses 
Depreciation and amortization 
Merger-related expenses(1) 

$ 

~ . 

9,473.7 $ 9,078.0 
6,936.1 6,643.3 
2,537.6 2,434.7 
1,700.3 1,635.1 

174.7 162.6 

$ 8,805.9 $ v,094.0 $ 5,318.9 

6,535.8 5,280.3 3,847.5 
2,270.1 1,813.7 1,471.4 
1.445.4 1,182.0 1,021 .1 

145.0 130.3 109.8 
4.6 6.8 
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EXHIBIT 13-1 GameStop Financial Summary (Continued) 

Operating earnings . '. 
Interest expense (income), net 
Debt extinguishment expense 

Earnings before income taxes expenses 
Income tax expense 

Consolidated net income 

r .," 

Net loss attributable to noncontrolling interest 
Consolidated net income attributable to GameStop 

Basic net income per common share (2) 

Diluted net income per common share (2) 

Weighted average shares outstanding - basic (2) 

Weighted average shares outstanding - diluted (2) 

Store Operating Data: 

Number of stores by segment 
United States 

Canada 

Australia 

Europe 

Total 

~· .. 
... 

l 
·• 

Comparable store sales increase (decrease)(3) 
Inventory turnover 

Balance Sheet Data: 

Working capital 

Total assets 

Total debt, net 

Total liabilities 

Total equity 

l • 

( I~• 

', 

1"'1:" .... 

1. 

' c 

-~· 

' ,_ 
1 .. 

$ 

$ 

$ 

662.6 

35.2 
6.0 

621.4 
214.6 
406.8 

1.2 

408.0 

2.69 

2.65 

151.6 

154.0 

4,536 

345 

405 
1,384 

6,670 

1.1% 
5.1 

$ 407.0 

5,063.8 

249.0 

2, 167.9 

2,895.9 

$ 

$ 

$ 

637.0 

43.2 
5.3 

588.5 
212.8 

375.7 

1.6 

377.3 

2.29 

2.25 

164.5 

167.9 

4,429 

337 

388 
1,296 

6,450 
(7.9)% 
5.2 

$ 471.6 

4,955.3 

447.3 

2,232.3 

2,723.0 

$ 

$ 

$ 

675.1 

38.8 
2.3 

634.0 
235.7 

398.3 

398.3 

2.44 

2.38 
163.2 

167.7 

4,331 

325 

350 
1,201 

6,207 

12.3% 
5.8 

$ 255.3 

4.483.5 

545.7 

2,212 .9 

2,270.6 

$ 

$ 

$ 

501.4 

47.7 
12.6 

441.1 
152.8 

288.3 

288.3 

1.82 

1.75 
158.2 

164.8 

4,061 

287 

280 

636 
5,264 

24.7% 
6.0 

$ 534.2 

3,775.9 

574.5 

1,913.4 

1,862.4 

(1) The Company's results of operations for fiscal 2008 and the 53 weeks ended February 3, 2007 ('fiscal 2006 '') (nclude expenses 
believed to be of a one-time or short-term nature associated with the Micromania acquisition (fiscal 2008) and the EB merger 
(fiscal 2006), which included $4.6 million and $6.8 million, respectively, considered in operating earnings. In fiscal 2008, the $4.6 
million included $3.5 million related to foreign currency losses on funds used to purchase Micromania. In fiscal 2006, the 
$6.8 million included $1.9 million in charges associated with assets of the Company considered to be impaired as a result of 
the EB merger and$ 4.9 million in costs associated with integrating the operatiops of GameStop and EB. 

(2) Weighted average shares outstanding and earnings per common share have been adjusted to reflect the conversion of Class B 
common stock that was outstanding proir to its conversion into Class A common stock on a one-for-one basis on February 7, 2007 
and two-for-one stock split on March 16, 2007. The Compariy's Class B common stock was traded on the NYSE under the symbol 
"GME.B" until February 7, 2007. 

(3) Stores are included in..our comparable store sales base beginning in the 13th month of operation. 

Source: GameStop Corp. 2010 10-K, pp . 27-28. 

Tracking items over a series of years, a practice call ed trend analysis, can be a very 
powerful tool fo r the analyst . Advanced statistical techniques are available for analyzing 
trends in fi nancial data and , most importantly, for projecting those trends to future peri­
ods. Some of the techniq ues, such as time series analysis, have been used extensively in 
fo recasting sales trends. 

Historically, attention has foc used on the balance sheet and income statement in 
analyzing a company's position and results of operation. 0..!1Q'. recently have analysts and 
o~ to appreciate the value in incorporating tJie statement or cash fl ows 
into their analyses. - -

$ 

$ 

$ 

333.7 

73.3 
6.1 

254.3 
96.0 

158.3 

158.3 

1.06 

1.00 
149.9 

158.3 

3,799 

267 
219 

493 
4,778 

11 .9% 
5.2 

$ 353.3 

3,349.6 

855.5 

1,973.7 

1,375.9 

681 



682 Chapter 13 Financial Statement Analysis 

Example 13-3 Preparing Comparative Statements of Cash Flow- Horizontal 
Analysis 

Comparative statements of cash flows 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) 

Net Cash Flows from Operating Activities 

f) Net income 
Adjustments: 

Depreciation expense 
Changes in: 

0 Accounts receivable 
O Inventory 

Prepaid insurance 
Accounts payable 
Taxes payable 

Net cash provided by operating activities O Unfavorable 

Net Cash Flows from Investing Activities 

Purchase of bui ldings 

Net Cash Flows from Financing Activities 

Repayment of notes 
Retirement of bonds 
Cash dividends- preferred 
Cash dividends-common 

Net cash used by financing activities 

Net increase (decrease) in cash 
Beginning cash balance 

Ending cash balance 

Supplemental Information 

Interest paid 

Income taxes paid 

Note: Refe renced amounts are boldfaced for convenience. 

2012 2011 

$ 1,720 $ 2,300 

350 300 

(1 ,000) 500 
(2,000) (300) 

50 50 
1,750 (200) 

200 ~ 
$ 1,070 - $ 2,950 

$ (1 ,500) $(2,000) 

$ (200) $ (200) 
(100) (100) 
(50) (50) 

~) ~) 

$ (600) $ (600) 

$ (1 ,030) $ 350 
1,350 -1..QQQ 

$ 32 0 $ 1,350 

$ 140 $ 160 

$ 940 $ 1,440 

Increase (Decrease) 

Dollars Percent 

$ (580) (25)% 

$(1 ,880) (64)% 

$ (500) (25)% 

0 0 
0 0 
0 0 
0 0 

0 0 

Henderson's financing activities remained constant over the two-year period. Each year, the 

company pa id $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 0 generated almost $2 million less in 

~ cas·n in 201 2 than in 2011 ($1 07 m ill ion in 2012 versus $2.95 mil lion in 201 1 ). The decrease 

[ in 6 net income was partially responsible for this reduction in cash from operations. However, 

! the increases in E) accounts receivable and Q inventory in 2012 had a significant impact on 

j the decrease in cash generated from operating activities . 

@ ----------------------------------------------------------------------



Analysis of Common-Size Statements: Vertical Analysis 

L02 Use comparative financial statements to analyze a company over time (horizontal analysis). 

• Amounts appearing on comparative financial statements may be used to perform horizontal analysis. 

QUESTIONS Answers to these questions are on the last page of the chapter. 

1. A comparison of financial statement items for a single 
company over a period of time is called 

a. horizontal analysis. 
b. vertical analysis. 
c. operational analysis. 
d. none of the above. 

2. What is the minimum number of years for which publicly 
traded companies must include the following state­
ments in their annual report fi led with the SEC? 

a. two years for income statements and statements of 
cash flows and three years for balance sheets 

b\ three years for income statements and statements 
of cash flows and two years for balance sheets 

c. three years for income statements, statements of 
cash flows, and balance sheets 

d. one year for income statements, statements of cash 
flows, and balance sheets 

Analysis of Common-Size Statements: 
Vertical Analysis 

683 

OVERVIEW: Common-size financial statements are useful to compare various 
items (vertical analysis). 

Often, it is easier to examine comparative fin ancial statements when they have been 
standardized . Common-size statements recast all items on the statement as a percentage 
of a selected item on the statement. This excludes size as a relevant variable in the analy­
sis. T his type of analysis could be used to compare Wal-Mart with the smaller Target or 
to compare IBM with the smaller Apple Computer. It is also a convenient way to com­
pare the same company from year to year. 

103 Use common-size financial 
statements to compare various fi­
nancial statement items (vertical 
analysis). 

Example 13-4 Preparing Common-Size Balance Sheets-Vertical Analysis 

Vertical analysis involves looking at the relative size and composition of various items on a 
particular financial statement. Common-size comparative balance sheets for Henderson 
Company are presented below. 

Henderson Company 
Common-Size Comparative Balance Sheets 

December 31 , 2012 and 2011 
(all amounts in thousands of dollars) 

December 31, 2012 

Dollars Percent 

Cash $ 320 1.9% 
Accounts receivable 5,500 32.6 
Inventory 4,750 28.1 
Prepaid insurance 150 __QJ! 

Total current assets $ 10,720 e 63.5% 

Land $ 2,000 11.9% 
Buildings and equipment, net 4,150 24.6 

Total long-term assets $ 6, 150 36.5% 

Total assets ~ 16,870 100.0% 

December 31 , 2011 

Dollars Percent 
Compare percentages 

0 
across years to spot 

$ 1,350 9.8% year-to-year trends . 

4,500 32.6 In vertical analysis, 
2,750 e 19.9 compare each line item 

-----6.QQ ---1§ 
as a percentage of total 
(100%) to highlight a 

$ 8,800 63.8% company's overall 

$ 2,000 14.5% condition. 

3,000 21.7 

Lii.QQQ 36.2°/c 

$ 13,800 100.0% 

(Continued) 
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Accounts payable $ 4,250 25.2% $ 2,500 18.1% 
Taxes payable 2,300 13.6 2,100 15.2 

Notes payable 600 3.6 800 5.8 
Current portion of bonds 100 0.6 100 0.7 ---

Total current liabilities $ 7,250 0 43.0% $ 5,500 39.8% 
Bonds payable 700 --- 0 _!1 800 5.8 

Total liabilities $ 7,950 47.1% $ 6 ,300 45.6% 

Preferred stock, $5 par $ 500 3.0% $ 500 3.6% 

Common stock, $1 par 1,000 5.9 1,000 7.3 

Retained earnings 7,420 44.0 6 ,000 43.5 

Total stockholders' equity $ 8,920 0 52.9% $ 7,500 54.4% 

Total liabilities and stockholders' 

equity $ 16,870 100.0% $13,800 100.0% 

Note: Referenced amounts are boldfaced for convenience. 

Note that all asset accounts are stated as a percentage of total assets. Similarly, all liability 
and stockholders' equity accounts are stated as a percentage of total liabilities and stockhold­
ers' equity. The combination of the comparative balance sheets for the two years and 
the common-s ize feature allows the analyst to spot critical changes in the composition of the 
assets. We noted in Example 13-1 that cash had decreased by 76% over the two years. The 
decrease of 0 cash from 9.8% of total assets to only 1.9% is highlighted here. 

You can also observe that 8 total cu rrent assets have continued to represent just under two­
thirds (63.5%) of total assets. If cash has decreased significantly in terms of the percentage 
of total assets, what accounts have increased to mainta in current assets at two-thirds of total 
assets? We can quickly determine from these data that although 0 inventory represented 
19.9% of total assets at the end of 2011 , the percentage is up to 28.1 % at the end of 2012. 
This change in the relative composition of current assets between cash and inventory may 
signal that the company is having trouble selling inventory. 

~ Total 0 current liabilities represent a slightly higher percentage of total liabilities and stockhold-
~ ers' equity at the end of 201 2 than at the end of 201 1. The increase is balanced by a slight ~ 
~ decrease in the relative percentages of 0 long-term debt (the bonds) and 0 stockholders' eq- r 
J uity. We w ill return later to fu rther analysis of the composition of both the current and the non- ! 
~ current accounts. J 

---------------------------------------------------------------------- @ 
Example 13-5 Preparing Common-Size Income Statements-Vertical 

Analysis 

Common-size comparative income statements for Henderson are presented below. 

Henderson Company 
Common-Size Comparative Income Statements 

For the Years Ended December 31 , 2012 and 2011 
(all amounts in thousands of dollars) 

2012 

Dollars Percent Dollars 

2011 

Percent 

100.0% 

Cost of goods sold 

Gross profit 

$24,000 
e 1a.ooo 

$ 6,000 

0 100.0% 
75.0 

e 25.0% 

$20,000 
14,000 

$ 6,000 

70.0 Gross profit as a 
JO.Oo/o _ percentage of sal~s 

1s the gross profit 
ratio. Selling, general, and administrative 

expense 3 ,000 12.5 2,000 10.0 

(Continued) 
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Operating income $ 3,000 12.5% $ 4,000 20.0% 

Interest expense 140 0.6 160 0.8 

Income before tax $ 2,860 11.9% $ 3,840 19.2% 

Income tax expense ~ 4.8 ~ 7.7 The ratio of net 

Net income $ 1,720 0 7.1% $ 2,300 11 _5"/o _ income to ~et sale_s 
= 1s the profit margin 

Note: Referenced amounts are boldfaced for convenience. ratio. 

The base. or benchmark, on which all other items in the income statement are compared is 0 
net sales. Again, observations from the comparative statements alone are further confirmed 
by examining the common-size statements. Although the gross profit ratio-gross profit 
as a percentage of net sales- was 30.0% in 201 1, the same ratio for 2012 is only 25.0% fJ . 
Recall the earlier obseNation that although sales increased by 20% from one year to the next. 
€> cost of goods sold increased by 29%. 

In addition to the gross profit ratio, an important relationship from this example is the ratio of 

Gross profit ratio 
Gross profit to net sales 

net income to net sales, or profit margin ratio. The ratio. an overall indicator of manage- Profit margin ratio 
ment's ability to control expenses. reflects the amount of income for each dollar of sales. Net income to net sales. 

Some analysts prefer to look at income before tax rather than at final net income because ~ 
taxes are not typically an expense that can be controlled. Further, if the company does not f 
earn a profit before tax, it will incur no tax expense. Note the decrease in Henderson's 0 profit i 
margin: from 11.5% in 2011 to 7.1 % in 2012 (or from 19.2% to 11 .9% on a before-tax basis). g 
.................................................................... __ @ 

L03 Use common-size financial statements to compare various financial statement items (vertical analysis). 

• Common-size statements recast all items as a percentage of a selected item on the statement, such as sales on the 
income statement. 

• The use of common-size financial statements, also known as vertical analysis, facilitates comparisons between 
companies in addition to comparisons between different periods for the same company. 

QUESTIONS Answers to these questions are on the last page of the chapter. 

1. If you were concerned about whether selling and adminis­
trative expenses were reasonable this past year given the 
level of sales, which type of analysis would you perform? 

a. horizontal analysis 
b. trend analysis 

rs vertical analysis 
d. none of the above 

2. On common-size comparative income statements, all 
l~e items are stated as a percentage of 

'3 · net sales. 
b. net income. 
c. total assets. 
d. none of the above. 

HOT TOPICS 
'~"•;the:· ·1.·1 .. ; .-, ' ·>•tv.< /.1..n<ilysis 
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Investors don't rely solely 
on the information provided 
in annual reports to make 
decisions. The quarterly 
report, or 100, filed with the 
SEC contains information 
on a timelier basis. Compa­
nies often use the 100, and 

its accompanying press release, to provide investors with more 
~ than just the numbers contained in the financial statements. i In its first quarter report for the 2011 fiscal year, GameStop's 
~ income statement reported both record sales and earnings. Two 
i accompanying schedules, titled "Sales Mix" and "Gross Profit 
ill Mix," provide additional insights, reporting both dollar amounts and 

percentages. For example, the first schedule shows that nearly 
60% of GameStop's first quarter sales came from new video game 
hardware and software. while about 27% was from used products 
(the remaining 13% of sales is labeled "other") . The gross profit 
schedule is nearly inverted. New products accounted for only 26% 
of gross profit, but used video game products generated 48% of 
the retailer's gross profit. This type of feedback is useful both to 
management for planning purposes and also to analysts trying to 
project the future in an industry as fluid as video game sales. Often, 
some of the most valuable information is found outside the basic 
financials. 

Source: GameStop Corp .. May 19, 2011, press release. 
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L04 Compute and use various 
ratios to assess liquidity. 

Liquidity 
The nearness to cash of the assets 
and liabilities. 

Working capital 
Current assets minus current 
liabilities. 

Chapter 13 Financial Statement Analysis 

Liquidity Analysis and the Management 
ofWorldng Capital 

OVERVIEW: Various ratios can be used to analyze a company's liquidity, that is, 
the ability to repay current liabilities as they come due. 

Two ratios were discussed in the last section : the gross profit 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 variety of purposes. The r:itios arc classified in three 
main categories according to their use in performing ( I ) liquidity analysis, (2 ) solvency 
analysis, :ind ( 3 ) profit:ibili ty :in:ilysis. 

Liquidity is :i relative me:isure 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 :is they come due. Recall the distinction bet\veen the current and long-term classi ­
fic:itions on the balance sheet. Current assets are assets that will be converted into cash 
consumed within one year or within e operating eye e 1e cycle is longer 1an one year. 
The operating cycle for a manufacn1ring company is the length of time between the pur­
chase of raw materials and the eventual collection of any o utstanding account receivable 
from the sale of the product. Current liabili ties are a company's obligations that require the 
use of current assets or the creation of other current liabilities to satisfy the obligations. 

T he nearness to cash of the current assets is indicated by their placement o n the bal­
ance sheet. C urrent assets arc 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 liq­
uid of all assets. 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 invento1y. An account receivable need only be coll ected to be converted to 
cash. An item of inventory must first be sold ; then assuming that sales of inventory are 
on account, the accoun t must be collected before cash is reali zed. 

Working Capital 
Working capital is the excess of current assets over current liabilities at a point in time: 

Working Capital = Current Assets - Current Liabilities 

Example 13-6 Computing Working Capital 

Reference to Henderson's comparative balance sheets in Example 13-1 indicates the 
following: 

Current assets 
Current liabilities 

Working capital 

December 31 

2012 

$10,720,000 

7,250,000 

$ 3,470,000 

2011 

$8,800,000 

5,500,000 

$3,300,000 

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 n~g about the composition oft~ 
~ rent accounts. Also, the dollar amount of working capital may not be useful for comparison 
f"With other companies of different sizes in the same industry. Working capital of $3,470,000 
~ may be adequate for Henderson Company, but it might signal impending bankruptcy for a 
J much larger company. 
@ ,.. ............................................................................................. . 
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Current Ratio 
T he current ratio, one of the most widely used fi nancial statement ratios, is calcubted 
JS fo ll ows: 

Current Ratio = Current Assets 
Current Liabilities 

Example 13-7 Computing the Current Ratio 

For Henderson Company, the ratio at each year-end is as follows: 

2012 

$10,720,000 = 1.48 to 1 
$7,250,000 

December 31 

2011 

$8,000,000 = 1.60 to 1 
$5,500,000 

At the end of 2012, Henderson had $1.48 of current assets for every $1 of current liabilities. Is 

this current ratio adequate, or is it a sign of impending financial difficulties? Some analysts 

use a general rule of thumb of 2 to 1 for the current ratio as a sign of short-term financial 

health . However, companies in certain industries have historically operated with current ratios M 

~ 
much less than 2 to 1 . ~ 

E 

Interpreting the current ratio also involves the composition of the current assets. Cash is usu- ~ 
ally the only acceptable means of payment for most liabilities. Therefore, it is important to con- ~ 
sider the makeup, or composition, of the current assets. Refer to Example 13-4 and ~ 
Henderson's common-size balance sheets . Not only did the current ratio decline during 2012, 

but the proportion of the total current assets made up by inventory increased, whereas the ~ 
proportion made up by accounts receivable remained the same . Recall that accounts receiv- r 
able is only one step removed from cash, whereas inventory requires both sale and collection ~ 
of the subsequent account. j 
.................................................................... __ @ 

Acid-Test Ratio 
T he acid-test or quick ratio is a stricter test of a company's ability to pay its current 
debts as they are due. Specifically, it is intended to deal with the composition problem 
because it excludes inventories and prepaid assets from the numerator of the fraction: 

where 

Acid-Test or Quick Ratio = Quick Assets 
Current Liablities 

Quick Assets = Cash + Marketable Securities + Current Receivables 

Example 13-8 Computing the Acid-Test Ratio 

Henderson's quick assets consist of only cash and accounts receivable, and its quick ratios 
are as follows: 

2012 

$320,000 + $5,500,000 = 0.80 to 1 
$7,250,000 

December 31 

2011 

$1,350,000 + $4,500,000 = 1.06 to 1 
$5,500,000 

Does the quick ratio of less than 1 to 1 at the end of 2012 mean that Henderson will be unable 

to pay creditors on time? For many companies, an acid-test ratio below 1 is not desirable 
because it may signal the need to liquidate marketable securities to pay bills, regardless 
of the current trading price of the securities. (Recall that Henderson has no marketable 
securities.) Although the quick ratio is a better indication of short-term debt-paying ability than 

(Continued) 

Current ratio 
The ratio of current assets to 
current liabilities. 

STUDY TIP 
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Some of the ratios discussed in 
this chapter, such as the cur­
rent ratio, were introduced in 
earlier chapters. Use the infor­
mation here as a review of 
those earlier introductions. 

Acid-test or quick ratio 
A stricter test of liquidity than the 
current ratio; excludes inventory and 
prepayments from the numerator. 
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Cash flow from operations to 
current liabilities ratio 
A measure of the ability to pay 
current debts from operating cash 
flows. 

Chapter 13 Financial Statement Analys is 

the current ratio, it is stil l not perfect. Henderson's own normal credit terms and the credit 
terms that it receives from its suppliers would answer this question. 

Assume that Henderson requires its customers to pay their accounts within 30 days and that 
~ its suppliers allow payment anytime within 60 days. The relatively longer credit terms 
I extended by Henderson's suppliers give the company some cushion in meeting its obliga­
~ tions. The due date of the $2,300,000 in taxes payable also could have a significant effect on 
f the company's ability to remain in business. 
@ .................................................................... ... 

~ 
g> 
~ 

~ 

j 
@ 

Cash Flow from Operations to Current Liabilities 
Two limitations exist with either the current ratio or the quick ratio as a measure of liq­
uidi ty. First, almost aU dl'.;bts require the payment of cash . Thus, a ratio that focuses on 
cash is more useful. Second, both ratios foc us on liquid assets at a point in time. Cash 
flow from operating activities, as reported on the statement of cash flows, can be used to 
indicate the flow of cash during the year to cover the debts due. T he cash flow from 
operations to current liabilities ratio is computed as follows: 

Cash Flow from Operations Net Cash Provided by Operating Activities 
to Current Liabilities Ratio = Average Current Liabilities 

Note the use of average current liabili ties in the denom inator. Because we need to calcu­
late the average current liabilities for both years, Henderson's ending balance sheet on 
December 31, 2010, is given in Exhibit 13-2. 

EXHIBIT 13-2 Henderson Company's Balance Sheet, End of 2010 

.. .,._I' 

•· ~I} 

'(If~ .. 

·'· 
•' ,, 

t 
; 

' 

~~ 

Henderson Company 
Balance Sheet 

December 31, 2010 
(all amounts in thousands of dollars) 

Total long-ferm assets 

Total ass.ets 

Accounts payable 

Taxes payable 

Notes payable 

Current portion of bonds 

Total current liabilities 

Bonds payable 

Total liabilities 

Preferred stock, $5 par 

Common stock, $1 par 

Retained earnings 

Total stockholders' equity 

Total liabi)ities and stockholders ' equity 

,, 

$ 1,000 

5,000 

2,450 

250 

$ 8,700 

$ 2,000 

1,300 

$ 3,300 

$12,000 

$ 2,700 

1,800 

1,000 

100 

$ 5,600 

900 

$ 6,500 

$ 500 

1,000 

4,000 

$ 5,500 

$12,000 

, 'I>. 

. ,~ 

' ' ' 
' .. 



Liquidity Analysis and the Management of Working Capital 

Example 13-9 Computing Cash Flow from Operations to Current Liabilities 

Henderson 's cash flow from operations to current liabilities ratio each year is as follows : 

2012 2011 

$1,070,000 = 16.8'X 
($7,250,000 + $5,500,000)/ 2 

$2,950,000 - 53.2% 
($5,500,000 + $5,600,000)/ 2 

Two factors are responsible for the large decrease in this ratio from 2011 to 201 2. First. cash 
M 

generated from operations during 2012 was less than half what it was during 2011 (the ~ 

numerator). Second, average current liabilities were smaller in 2011 than in 2012 (the denomi- ~ 
~ nator). An analysis of the company's health in terms of its liquidity wou ld concentrate on the 

reason for these decreases. j 

Accounts Receivable Analysis 
The analysis of accounts receivable is an important component in the management of 
working capital. A company must be willing to extend credit terms that are liberal 
enough to attract and maintain customers, but at the same time, management must con ­
tin ually monitor the accounts to ensure coll ection on a timely basis . One measure of the 
efficiency of the collection process is the accounts receivable turnover ratio: 

Accounts Receivable Turnover Ratio = ___ N_e_t_C_r_e_d_it_S_a_le_s __ _ 
Average Accounts Receivable 

Both the current and the quick ratios measure liquidi ty at a point in time and all 
numbers come from the balance sheet, but a tu rnover ratio is an actiJJity ratio and con ­
sists of an activity (sales in this case) divided by a base to which it is naturally related 
(accounts receivable). Because an activity such as sales is for a period of time (a year in 
this case ), the base should be stated as an average for that same period of time . 

Example 13-10 Computing Accounts Receivable Turnover and Number of 
Day's Sales in Receivable 

The accounts receivable turnover ratios for both years for Henderson follow. (We will assume 
that all sales are on account.) 

2012 2011 

$24,000,000 = 4.Stimes $20,000,000 = 4_2 times 
($5,500,000 + $4,500,000/ 2) ($4,500,000 + $5,000,000)/ 2 

Accounts turned over, on average, 4.2 times in 2011, compared with 4.8 times in 2012. What 
does this mean about the average length of time that an account was outstanding? Another 
way to measure efficiency in the collection process is to calcu late the number of days' 
sales in receivables: 

Number of Days' Sales in Receivables = Number of Days in the Period 
Accounts Receivable Turnover 

For simplicity, we assume 360 days in a year: 

2012 

360 days = 75 days 
4.8 t imes 

2011 

360 days = 86 days 
4.2 times 

The average number of days an account is outstanding, or the average collection period. is 
75 days in 201 2, down from 86 days in 2011 . Is this acceptable? The answer depends on the ~ 
company 's credit policy. If Henderson's normal credit terms require payment within 60 days, E 

~ further investigation is needed even though the number of days outstanding has decreased 
from the previous year. ~ 

I:! 

"' 

Accounts receivable 
turnover ratio 
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A measure of the number of times 
accounts receivable are collected in 
a period. 

Number of days' sales in 
receivables 
A measure of the average age of 
accounts receivable. 
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Inventory turnover ratio 
A measure of the number of times 
inventory is sold during a period. 

Number of days' sales in 
inventory 
A measure of how long it takes to 
sell inventory. 

Cash-to-cash operating cycle 
The length of time from the 
purchase of inventory to the 
collection of any receivable 
from the sa le. 

Chapter 13 Financial Statement Analysis 

Management needs to be concerned with both the collectibili ty of an account as it 
ages and the cost of funds tied up in receivables. For example, a $1 million average re­
ceivable balance that requires an additional month to collect suggests that the company 
is forgoing $1 0,000 in lost profits assuming that the money cou ld be reinvested in the 
business to earn 1 % per month , or 12% per year. 

Inventory Analysis 
A similar set of ratios can be calculated to analyze the efficiency in managing inventory. 
The inventory turnover ratio is as follows: 

Inventory Turnover Ratio = Cost of Goods Sold 
Average Inventory 

Example 13-11 Computing Inventory Turnover and Number of Days 
Sales in Inventory 

The inventory turnover ratio for each of the two years for Henderson is as follows: 

2012 2011 

$18,000,000 = 4.8 times 
($4,750,000 + $2,750,000)/ 2 

$14,000,000 = 5_4 times 
($2,750,000 + $2,450,000)/ 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 year reveal about the average length of time it takes to sell an item of inventory? The 
number of days' sales in inventory is an alternative measure of the company's effi­
ciency in managing inventory. It is the number of days between the date an item of inventory 
is purchased and the date it is sold: 

Number of Days' Sales in Inventory = Number of Days in the Period 
Inventory Turn over 

M The number of days' sales in inventory for Henderson is as follows : 
~ 

2012 

360 days = 75 days 
4.8times 

2011 

360 days = 67 days 
5.4times 

@ ----------------------------------------------------------------------

This measure can reveal a great deal about inventory management. An unusually 
low turnover (and, of course, a high number of days 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. 

Cash Operating Cycle 
T he cash-to-cash operating cycle is the length of time between the purchase of mer­
chandise for sale, assumi ng 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 cycle involves combining two measures: 

Cash-to-Cash Operating Cycle = Number of Days' Sales in Inventory 

+ Number of Days' Sales in Receivables 



Example 13-12 Computing the Cash -to-Cash Operating Cycle 

Henderson's operating cycles for 2012 and 2011 are as follows: 

2012 2011 

Solvency Analysis 

75 days + 75 days = 150 days 67 days + 86 days = 1 53 days 

The average length of t ime between the purchase of inventory and the collect ion of cash from 
sa le of the inventory was 150 days in 201 2. Note that although the length of the operating ~ 

cycle did not change significantly from 2011 to 201 2, the composition did change: the ~ 

increase in the average number of days in inventory was offset by the decrease in the average ~ 
1l, 

number of days in receivables. J 
(u) 

L04 Compute and use va rious ratios to assess liquidity. 

• Liquidity is a measure of the relative ease with which assets can be converted to cash. Several ratios may be used to 
assess different aspects of liquidity, including: 

• Current. acid-test (quick), cash from operations to current liabilities, accounts receivable turnover, and inventory 
turnover ratios. 

• The cash-to-cash operating cycle measures the average length of t ime between the purchase of inventory and 
collection of cash after a sale takes place. 

QUESTIONS Answers to these questions are on the last page of the chapter. 

1. Wh ich of the following current assets are excluded from 2. What numerators are used in the computation of the 
the numerator used to compute the acid-test or quick accounts receivable turnover ratio and the inventory 
rat io? turnover ratio, respectively? 

a. inventories a. net credit sales and cost of goods sold 
b. accounts receivable b. cost of goods sold and' net credit sales 
c. prepa id assets c. net credit sales for both 
d. Both inventories and prepaid assets are excluded. d. cost of goods sold for both 

Solvency Analysis 

OVERVIEW: Various ratios can be used to analyze a company's solvency, that is, 
the ability to remain in business over the long term . 

LOS Compute and use various 
ratios to assess solvency. 

Solvency 
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Solvency refers to a company's abili ty to remain in business over the long term. It is 
related to liquidi ty but differs in time. Although liquidity relates to the firm's ability to 
pay next year's debts as they come due, solvency concerns the ability of the firm to stay 
financia ll y healthy over the period of time that ex isting debt (short- and long- term ) is 
outstanding . 

The ability of a company to remain 
in business over the long term . 

Debt-to-Equity Ratio 
Capital structure is the focal point in solvency analysis. T his refers to the composition of 
the right side o f the balance sheet and the mix between debt and stockholders' equity. 
The compositio n of debt and equity in the capital structure is an important determinant of 
the cost of capital to a company. We will have more to say later about the effects that the 
mix of debt and equity has on profitability. For now, consider the debt-to-equity ratio: 

Debt-to-Equity Ratio = Total Liabilities 
Total Stockholders' Equity 

Debt-to-equity ratio 
The ratio of tota l liabilities to total 
stockholders' equity. 

i 
I 
I 
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STUDY TIP 

The elements in many ratios are 
intuitive and should not require 
memorization. For example, it is 
logical that the debt-to-equity 
ratio is computed by dividing 
total liabilities by total stock­
holders' equity. 

Times interest earned ratio 
An income statement measure of 
the ability of a company to meet its 
interest payments. 

Chapter 13 Financial Statement Analysis 

Example 13-13 Computing the Debt-to-Equity Ratio 

Henderson's debt-to-equity ratio at each year-end is as follows: 

2012 

$7,950,000 = 0 _89 to 1 
$8,920,000 

December 31 

2011 

$6,300,000 = 0_84 to 1 
$7,500,000 

T~e 2012 ratio indicates that for every $1 .00 of capital that stockholders provided, creditors 
provided $0.89. Variations of the debt-to-equity ratio are sometimes used to assess solvency. 

~ For example, an analyst might calculate the ratio of total liabilities to the sum of total liabilities 
r and stockholders' equity. This results in a ratio that differs from the debt-to-equity ratio, but 
~ the objective of the measure is the same-to determine the degree to which the company 
J relies on outsiders for funds. 
@ .................................................................... ..... 

What is an acceptable ratio of debt to equity? As with all ratios, the answer depends 
on the company, the industry, and many other factors. You should not assume that a 
lower debt-to-equity ratio is better. Certainly, taking on additional debt is risky. Many 
companies are able to benefit from borrowing money, however, by putting the cash 

~ raised to good use in their businesses. Later in the chapter, we discuss the concept of 
~ leverage: using borrowed money to benefit the company and its stockholders. 
~ The recent recession has focused more attention on the debt-to-equity ratio. Invest­
~ ors and creditors are increasingly wary of companies that have taken on large amounts of 
~ debt relative to the amounts of capital provided by owners . 

g> 
E 

Times Interest Earned 
The debt-to-equi ty ratio is a measure of the company's overall long-term financial 
health . Management must also be aware of its abili ty to meet current interest payments 
to creditors. The times interest earned ratio indicates the company's abi lity to meet 
the current year's interest payments out of the current year's earnings: 

T. 
1 

t t E d R t . Net Income + Interest Expense + Income Tax Expense 1mes n eres arne a 10 = -----------'-----------'---
Interest Expense 

Both interest expense and income tax expense are added back to net income in the 
numerator because interest is a deduction in arriving at the amount of income subject to 
tax. If a company had just enough income to cover the payment of interest, tax expense 
would be zero. As far :is lenders are concerned, the greater the interest coverage, the bet­
ter. Bankers often place more importance on the times interest earned rntio than on 
earnings per share . 

Example 13-14 Computing the Times Interest Earned Ratio 

The times interest earned ratio for Henderson for 2012 and 2011 can be computed as follows: 

2012 

$1 ,720,000 + $140,000 + $1,140,000 
$140,000 

= 21.4to 1 

2011 

$2,300,000 + $160,000 + $1,540,000 
$160,000 

= 25.0 to 1 

~ The ratios for both years indicate that Henderson's earnings are more than ample to cover its 
J interest. 

~ -----------------------------------------------------------------------
Debt Service Coverage 
Two problems exist with the times interest earned ratio as a measure of the abi li ty to pay 
creditors. tirst, the denominator of the fraction considers only interest. Management 
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must also be concerned with the principal amount of loans maturing in the next year. 
The s1.:co nd problem dea ls with the differe nce between the cash and accrual bases of 
acco unting. T he numerator of the times interest earned ratio is not a measure of the cash 
available to repay loans. Keep in mind the vario us noncash adjustments, such as deprecia­
tion, that enter into the determination of net income. Also, recall that the deno minator 
of the times interest earned ratio is a measure of interest expense, not interest payments. 
T he debt service coverage ratio is a measure of the amount of cash that is generated 
fro m operating activities during the year and that is available to repay interest due and 
any maturing principal amounts (i.e ., the amount available to "service" the debt): 

D bt S 
. C R t. Cash Flow from Operations Before Interest and Tax Payments e erv1ce overage a 10 = - - - - - - - '------ ---------'--- -

Interest and Principal Payments 

Some analysts use an alternative measure in the numerator of this ratio called 
EBIT DA, which stands for earnings before interest, taxes, depreciation, and amortiza­
tio n. Whether EBITDA is a good substitute for cash fl ow fro m operations before interest 
and tax payments depends on whether there were significant changes in current assets 
and current li abil ities during the period . If significant changes in these accounts occurred 
duri ng the period, cash fl ow from operations before interest and tax payments is a better 
measure of a company's ability to cover interest and debt payments. 

Example 13-15 Computing the Debt Service Coverage Ratio 

Cash flow from operations is available on the comparative statement of cash flows in Exam­
ple 13-3. As was the case w ith 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 

$1,070,000 + $140,000 + $940,000 = 4.89 times 
$140,000 + $200,000 + $100,000 

2011 

$2,950,000 + $160,000 + $1 ,440,000 = 9_89 t imes 
$160,000 + $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 payments. j 
---------------------------------------------------------------------- @ 

Cash Flow from Operations to Capital 
Expenditures Ratio 
O ne fi nal measure is usefu l in assessing the solvency of a business. T he cash flow 
from operations to capital expenditures ratio measures a company's ability to use 
operations to fi nance its acquisitions of productive assets. To the extent that a co mpany 
is able to do this, it sho uld rely less on external fi nancing or additional contributio ns 
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Debt service coverage ratio 
A statement of cash flows measure 
of the ability of a company to meet 
its interest and principal payments. 

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 . 
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by the owners to replace and add to the existing capital base. The ratio is computed as 
follows: 

Cash Flow from Operations _ Cash Flow from Operations - Total Dividends Paid 
to Capital Expenditures Ratio - Cash Paid for Acquisitions 

ote that the numerator of the ratio measures the cash flow after all dividend pay­
ments are met. 1 

Example 13-16 Computing the Cash Flow from Operations to Capital 
Expenditures Ratio 

The calcu lation of the ratios for Henderson follows: 

2012 

$1,070,000 - $300,000 = 51.3% 
$1,500,000 

2011 

$2,950,000 - $300,000 = 132.5% 
$2,000,000 

~ Although the amount of capital expenditures was less in 201 2 than in 2011, the company 
~ generated considerably less cash from operations in 201 2 to cover these acquisitions. In fact, 
.;, the ratio of less than 100% in 201 2 indicates that Henderson was not able to finance all of its 
j capital expenditures from operations and cover its dividend payments . 
@ .................................................................... __ 

LOS Compute and use various ratios to assess solvency. 

• Solvency measures a company's ability to maintain its f inancial health over the long term. Several ratios may be used to 
assess different aspects of solvency, including: 

• Debt-to-equity, times interest earn ed, debt service coverage, and cash flow from operations to capital expenditures 
ratios . 

QUESTIONS Answers to these questions are on the last page of the chapter. 

1. Which of the following measures of solvency focuses 
specifical ly on the extent to which a company relies on 
outsiders for funds? 

a. debt-to-equity ratio 
b. times interest earned ratio 
c. debt service coverage ratio 
d. cash flow from operations to capital expenditures ratio 

2. Solvency is concerned w ith the abi li ty of a company to 

a. pay next year's debts as they come due. 
@. remain in business over the long term . 
c. provide a reasonable return to stockholders. 
d. do none of the above. 

Profitability Analysis 

L06 Compute and use various 
ratios to assess profitabil ity. 

OVERVIEW: Various ratios can be used to measure a company's profitability, that 
is, how well management is using resources to earn a return on the funds provided by 
creditors and stockholders. 

Liquidity analysis and solvency analysis deal with management's abi li ty to repay short­
and long-term creditors. Creditors are concerned with a company's profitability because 

1 Dividends pa id are reported on the statement of cash flows in the Financing Activities section. The amount paid should 
be used for this ca lculation rather than the amount declared, w hich appears on the statement of retained earnings. 
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a profitable company is more likely to be able to make principal and interest payments. 
O f course, stockholders care about a company's profitabili ty because it affects the market 
price of the stock and the abili ty of the company to pay dividends. Vari ous measures of 
profitability indicate how well management is using the resources at its disposal to earn 
a return on the funds invested by various groups. Two frequently used profitability mea­
sures, the gross profit ratio and the profit margin ratio, were discussed earlier in the 
chapter. We now turn to other measures of profitability. 

Rate of Return on Assets 
Before computing the rate of return , we must answer an important question: return to 
11.!:!!!!!!.? Every return ratio is a measure of the relationsh ip between the~ 
earned by the company and the investment made in the company by various 
groups. T he broadest rate of return ratio is the return on assets ratio because it con­
siders the investment made by all providers of capital, fro m short-term creditors to 
bondholders to stockholders. Therefore , the denominator, or base, for the return on 
assets ratio is average total liabilities and stockholders' equi ty-which, of co urse, is the 
same as average total assets. 

The numerator of a return ratio will be some measure of the company's 
income for the period. T he income elected for the numerator must match the invest­
ment or base in the denominator. For example, if average total assets is the base in the 
denominator, it is necessary to use an income number that is applicable to all providers 
of capital . 

Therefore, the income nu mber used in the rate of return on asse ts is income afte1' in­
terest expense is added back. This adjustment considers creditors as one of the groups 
that has provided funds to the company. In other words, we want the amount of income 
before creditors or stockholders have been given any distributions (i. e ., interest to cred ­
itors or dividends to stockholders ). ]merest expense must be added back on a net-of-tax 
basis. Because net income is on an after-tax basis, fo r consistency purposes, interest must 
also be placed on a net, or after-tax, basis. 

The return on assets ratio is as fo llows: 

R t A t R t
. Net Income + Interest Expense, Net of Tax 

e urn on sse s a 10 = ---------~-------
AvEllfille Total Assets 

) 

Example 13-17 Computing the Return on Assets Ratio 

If we assume a 40% tax rate (which is the actual rat io of income tax expense to income 
before tax for Henderson). its return on assets ratios will be as follows: 

Net income 

Add back: 

Interest expense 

x (1 - tax rate) 

Numerator 

Assets, beginning of yea r 

Assets. end of year 

Total 

Denominator: 

Average tota l assets 
(total above divided by 2) 

Return on assets ratio 

$ 140,000 

x 0.6 

2012 2011 

$ 1,720,000 $ 2,300,000 

$ 160,000 

84,000 x 0.6 96,000 

$ 1,804,000 $ 2,396,000 

$1 3,800,000 $12,000,000 

16,870,000 13,800,000 

$30,670,000 $25,800,000 

$15,335,000 $12,900,000 

$ 1,804,000 $ 2,396,000 

$15,335,000 $12,900,000 

= 11 .76% = 18.57% 

M 

~ 
g> 
2 

~ 
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Profitability 
How we ll management is using 
company resources to earn a return 
on the funds invested by various 
groups. 

Return on assets ratio 
A measure of a company's success 
in ea rning a return for all providers 
of capital. 



696 

Return on sales ratio 
A variation of the profit margin ratio; 
measures earnings before interest 
expense. 

Asset turnover ratio 
The relationsh ip between net sales 
and average total assets. 

Chapter 13 Financial Statement Analysis 

Components of Return on Assets 
What caused Henderson's return o n assets to decrease so dramatically from the previous 
year? The answer can be found by considering the two components that make up the 
return on assets ratio. The first of these components is the return on sales ratio and is 
calculated as follows: 

R t S I R t
. Net Income + Interest Expense, Net of Tax 

e urn on a es a 10 = ---------~-------
Net Sales 

, Example 13-18 Computing the Return on Sales Ratio 

The return on sales ratios for Henderson for the two years are as follows: 

2012 

$1,720,000 I $84,000 = 7.52'/{ 

$24,000,000 

2011 

$2,300,000 + $96,000 = 11.98'/c 
$20,000 

r The ratio for 2012 indicates that for every $1.00 of sales. the company was able to earn a 
~ profit (before the payment of interest) of between $0.07 and $0.08, as compared with a return 
f of almost $0.12 on the dollar in 2011 . 

The other component of the rate of return on assets is the asset turnover ratio . 
The ratio is similar to both the inventory turnover and the accounts receivable turnover 
r:.i.tios because it is a measure of the relationship between some activity (net sales in this 
case) and some investment b:.i.se ( :.i.verage total assets ): 

Asset Turnover Ratio = ___ N_e_t_S_a_l_es __ _ 
Average Total Assets 

Example 13-19 Computing the Asset Turnover Ratio 

~ For Henderson, the ratio for each of the two years follows: 
i':l 

2012 

$24,000,000 = 1.57 times 
$15,335,000 

2011 

$20,000,000 = 1.55 times 
$12,900,000 

The explanation fo r the decrease in Henderson's return on :.i.ssets lies in the drop in 
the return on sales since the :.i.sset turnover r:.i.tio was almost the same. To summ:.i.riz<.:, 
note the relationship among the three ratios: 

Return on Assets = Return on Sales x Asset Turnover 

for 2012, Henderson's return on asse ts consists of the following: 

$1,804,000 x $24,000,000 = 7.52o/c x 1.57 = 11.8% 
$24,000,000 $15,335,000 

Finally, notice that net s:.i. les cancels out of both ratios, leaving the net mcom<.: 
adjusted for interest divided by average assets as the return on assets ratio. 

Return on Common Stockholders' Equity 
Re:.i.soning similar to that used to calculate return on assets can be used to c:.i.lculate the 
return on capital provided by the common stockholder. Because we arc interested in the 
return to the common stockholder, our base is no longer average total assets , but av<.:r­
age common stockholders ' eq ui ty. Similarly, the appropriate income figure for th<.: nu ­
merator is net income less preferred dividends becaus<.: we :.i.re interested in the return to 
the common stockholder afte r all claims have been settled. Income taxes and interest 
expense have :.i.lready been deducted in arriving :.i.t net incom<.:, but preferred dividrnds 
have not been bcc:.i.use dividends :.i.re a distribution of profits, not an expense. 
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The return on common stockholders' equity ratio is computed as follows: 

Return on Common Stockholders' Equity Ratio = Net Income - Preferred Dividends 
Average Common Stockholders' Equity 

Example 13-20 Computing the Return on Common Stockholders' Equity 

The average common stockholders' equity for Henderson is calculated using information from 
Example 13-1 and Exhibit 13-2: 

Account Balances at December 31 

2012 2011 2010 

Common stock, $1 par $1 ,000,000 $1,000,000 $1 ,000,000 

Retained earnings 7,420,000 6,000,000 4,000,000 

Total common ~ity $8,420,000 $7 ,000,000 $5,000,000 

Average common equity: 

2011: ($7,000,000 + $5,000,000)/2 = $6,000,000 

2012: ($8,420,000 + $7,000,000)/2 = $7,710,000 

Net income less preferred dividends-or "income available to common" as it is called-can 

be found by referring to net income on the income statement and to preferred dividends on 

the statement of retained earnings. The combined statement of income and retained earnings 

in Example 13-2 gives the relevant amounts for the numerator. Henderson's return on equity 
for the two years is as follows: 

2012 

$1,720,000 - $50,000 = 21.66'Y. 
$7,710,000 

2011 

$2,300,000 - $50,000 = 37.50% 
$6,000,000 M 

~ 

Even though Henderson's return on stockholders' equity ratio decreased significantly from ~ 
! one year to the next. most stockholders would be very happy to achieve these returns on their 

money. Very few investments offer more than 10% return unless substantial risk is involved. 

Return on Assets, Return on Equity, and Leverage 
T he return on assets for 2012 was 11.8%. But the return to the common stockholders 
was much higher: 2 1.7%. How do you explain this phenomenon? Why arc the stock­
holders receiving a higher return on their money than all of the providers of money com­
bined arc getting? A partial answer to those questions can be fo und by reviewing the 
cost to Henderson of the various sources of capital. 

Example 13-1 indicates that notes, bonds, and preferred stock arc the primary sour­
ces of capital other than common stock. (Accounts paya ble and taxes payable arc not 
included because they represent in terest-free loans to the company fro m suppliers and 
the government. ) T hese sources and the average amoun t of each o utstanding during 
20 12 follow: 

Account Balances at December 31 

2012 2011 Average 

Notes payable $ 600 ,0~ $ 800,000 $ 700,000 

Current portion of bonds 100,00G 100,000 100,000 

Bonds payable-Long term 700.oo\'i 800,000 750,000 

Total liabilities $1,400,000 $1,700,000 $1,550,000 

Preferred stock $ 500,000 $ 500,000 $ 500,000 

~ 
8 

Return on common 
stockholders' equity ratio 

697 

A measure of a company's success 
in earning a return for the common 
stockholders. 
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leverage 
The use of borrowed funds and 
amounts contributed by preferred 
stockholders to earn an overa ll 
return higher than the cost of these 
funds . 

Earnings per share (EPS) 
A company's bottom line stated on 
a per-share basis . 

Chapter 13 Financial Statement Analysis 

What was the cost to Henderson of each of these sources? The cost of the money 
provided by the preferred stockholders is clearly the amount of dividends of $50,000. 
The cost as a percentage is 50,000/ $500 ,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 of $1 ,550,000. The result is an 
average cost of these two sources of$140,000/ $1,550,000, or approximately 9%. 

The concept of leverage refers to the practice of using borrowed funds and 
amounts received fi-om preferred stockholders in an attempt to earn 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 for comparative 
purposes 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 money is 5.4% [9% x (100% - 40%) ] after taxes. Because dividends are not 
tax-deductible, the cost of the money provided by preferred stockholders is 10%, as 
calculated earl ier. 

Has Henderson successfu lly employed favora ble leverage? That is, has it been able 
to earn an overall rate of return on assets that is higher than the amounts that it must 
pay creditors and preferred stockholders? Henderson has been successful 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-fl-cc 
basis. As mentioned earlier, the accounts payable and taxes payable represent interest­
free loans from suppliers and the government, although the loans are typically for a short 
period of time, such as 30 days. 

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 successfu l in employing lever­
age; that is, there is favorab le leverage. Is it possible to be unsuccessfu l in this pursuit; 
that is, can there be unfavorable leverage? If the company must pay more fo r the 
amounts provided by creditors and preferred stockholders than it can earn 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 
likely have a high debt-to-equity ratio as well when there is unfavorable leverage. 

Earnings per Share 
Earnings per share (EPS) is one 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 earnings 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, earnings per share is calculated as follows: 

Earnings per Share = Net Income - Preferred Dividends 
Weighted Average Number of Common Shares Outstanding 

Example 13-21 Computing 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 

$1,720,000 - $50,000 = $1 _67 per share 
1,000,000 shares 

2011 

$2,300,000 $50,000 = $2.25 per share 
1,000,000 shares 

@ ...................................................................................................... --

A number of complications can arise in the computation of EPS, and the calcula­
tions can become exceedingly complex for a company with many different types of 
securities in its capital structure. These complications are beyond the scope of this book 
and arc discussed in more advanced accounting courses. 
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Price/Earnings Ratio 
Earnings per share is an important ratio fo r an investor because of its relationshi p to divi ­
dends and market price. Stockholders hope to earn a return by receiving periodic divi ­
dends or eventually sell ing the stock for more than they paid for it or both. Although 
earnings are related to dividends and market price, the latter two arc of primary interest 
to the stockholder. 

Mentioned earlier was the desire of investors to relate the earnings of the company 
to the market price of the stock. ow that we have stated Henderson's earnings on a 
per-share basis, we can calculate the price/earnings (PIE) ratio. What market price is 
relevant? Should we use the market price that the investor paid for a share of stock, or 
sho uld we use the current market price? Because earnings arc based on the most recent 
evaluation of the company for accounting purposes, it seems logical to use current mar­
ket price, which is based o n the stock market's current assessment of the company. 
T herefore, the ratio is computed as follows: 

Price / Earnings Ratio = Current Market Price 
Earnings per Share 

Example 13-22 Computing the Price/Earnings Ratio 

Assume that the current market price for Henderson's common stock is $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 

$ 15 per sha re = 9 to 1 
$ 1.67 per share 

2011 

$18 per share = 8 to 1 
$2.25 per share 

.................................................................... ~ @ 

What is normal for a P / E ratio? As is the case for all other ratios, it is diffic ult to gen­
era li ze as to what is good or bad. T he P /E ratio compares the stock market's assessment 
of a company's performance with the company's success as reflected on the income state­
ment . A relatively high P / E ratio may indicate that a stock is overpriced by the market; a 
P / E ratio that is relatively low could indicate that a stock is underpriced . 

The P / E ratio is often thought to indi~~ltL the "quality" of a company's earnings. 
For example, assume that two companies have identical EPS ratios of $2 per share. Why 
should investors be will ing to pay $20 per share (or 10 times earnings) for the stock of 
one company but only $ 14 per share (or 7 times earn ings) for the stock of the other 
company? First, we must realize that many factors in addition to the reported earnings of 
the company affect market prices. General economic conditions, the outlook for the par­
ticular industry, and pending lawsuits are just three factors that can affect the trading 
price of a company's stock. The difference in P / E ratios for the t\vo companies may 
reflect the market's assessment of the accounting practices of the companies, hovvcver. 
Assume that the company with a market price of $20 per share uses LI FO in valu ing in­
ven tOf)' and that the company trad ing at $ 14 per share uses FIFO. The difference in pri­
ces may indicate that investors believe that even though the companies have the same 
EPS, the LIFO company is "better off'' because it wi ll have a lower amo unt of taxes to 
pay. (Reca ll that in a period of inflation, the use of LIFO results in more cost of goods 
sold, less income, and therefore lower income taxes.) Finally, aside from the way invest­
ors view the accounting practices of different companies, they also consider the fact that, 
to a large extent, earnings refl ect the use of historical costs, as opposed to fair market val­
ues, in assigning val ues to assets. Investors must consider the extent to which a com­
pany's assets are worth more than what was paid for them . 

699 

Price/earnings (PIE) ratio 
The relationship between a 
company's performance according 
to the income statement and its 
performance in the stock market. 
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Dividend payout ratio 
The percentage of earnings paid out 
as dividends. 

Dividend yield ratio 
The relationship between dividends 
and the market price of a 
company's stock. 

M 

Chapter 13 Financial Statement Analysis 

Dividend Ratios 
Two ratios are used to evaluate a company's dividend policies: the dividend payout ratio 
and the dividend yield ratio. The dividend payout ratio is the ratio of the common 
dividends per share to the earnings per share: 

Dividend Payout Ratio = Common Dividends per Share 
Earnings per Share 

Example 13-23 Computing the Dividend Payout Ratio 

Example 13-2 indicates that Henderson paid $250.000 in common dividends each year. or 
with 1 million shares outstanding, $0.25 per share. The two payout ratios are as follows: 

2012 

$0.25 = 15.0% 
$1.67 

2011 

$0 25 = 11.l 'Y. 
$2 .25 

~ Henderson's management was faced with an important financia l policy decision in 2012. J Should the company maintain the same dividend of $0.25 per share even though EPS dropped 
~ signif icant ly? Many companies prefer to maintain a level dividend pattern, hoping that a drop 
~ in earnings is only temporary. 
@ 

T he second dividend ratio of interest to stockholders is the dividend yield ratio. It 
is the ratio of common dividends per share to the market price per share. 

Dividend Yie ld Ratio = Common Dividends per Share 
Market Price per Share 

Example 13-24 Computing the Dividend Yield Ratio 

The yield to Henderson's stockholders wou ld be calculated as follows: 

2012 

$0.25 = 1.7% 
$15 

2011 

$0.25 = 1.4% 
$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 
J reasons other than the periodic dividend return. 
@ .................................................................... ... 

T he 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 yields as high as 5%. That is considered a good investment with relatively 
low risk and some opportunity for gains in the stock price. O n the other hand , investors 
who want to put money into growing companies are will ing to forego dividends if it 
means the potential for greater price appreciation. 

Summary of Selected Financial Ratios 
We have completed our review of the various ratios used to assess a company's liquidi ty, 
solvency, and profitability. For ease ofreference, 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 
business. 



EXHIBIT 13-3 Summary of Selected Financial Ratios 

Liquidity Analysis 

Working capital 

Current ratio ~ 

Acid-test ratio (quick ratio) 

Cash flow from operations to current liabilities ratio 

Accounts receivable turnover ratio ~ 

Number of days' sales in receivables 

Inventory turnover ratio ~ 

Cash-to-cash operating cycle 

Solvency Analysis 

Debt-to-equity rati~ 

Times interest earned ratio 

Debt service coverage ratio 

Cash flow from operations to capital expenditures ratio 

Profitability Analysis 

Gross profit ratio 

Profit margin ratio 

Return on assets ratio 

Return on sales ratio 

Asset turnover ratio 

.. · 

Return on common stockholders ' equity ratio 

Earriings per share 

Price/earnings ratio 

Dividend payout ratio 

Dividend yield ratio 

,. 

•'.c•,. 

" . 

•> 

~' ., 

.. 

I I~·~ 

~ ! ,, ;.. •\ , .. ,,,, 

Profitabi lity Analysis 

Current Assets - Current Liabilities 
Current Assets 

Current Liabilities 
~l' l 

< ~ ' I 

I.''\,• 

Cash + Marketable Securities + Current Receivables 
Current Liabilities 

Net Cash Provided by Operating Activities 

Average Current Liabilities 
1' l1 

Net Credit Sales 
Average Accents Receivable 

Number of Days in the Period ,.~· 
Accents Receivable Turnover 

Cost of Goods Sold 
Average Inventory 

Number of Days in the Period 

Inventory Turnover 

Number of Days' Sales in Inventory + 
Number of Days' Sales in Receivables 

'Total Liabilities 
Total Stockholders' Equity 

,, 

Net lncorrie +Interest Expense + Income Tax Expense 
Interest Expense 
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'l 

I'" 
~ .. , 

(~~ 
:}.~·· ·~ 

\~\~ 

\·i. 
"1 

Cash Flow from Operations before Interest and Tax Payments 

Interest and Principal Payments 

Cash Flow from Operations - Total Dividends Paid 

Gross Profit 
Net Sales 

Net Income 
Net Sales 

Cash Paid for Acquisitions 

Net Income + Interest Expense, Net of Tax 
Average Total Assets 

Net Income + Interest Expense, Net of Tax 
Net Sales 

Net Sales ~ 
Average Total Assets 

Net Income ..... Preferred Dividends 
Average Commo Stockholders' Equity 

Net lncome L Preferred Dividends 
Weighted Average Number of Common Shares Outstanding 

Current Market Price 
Earnings per Share 

Common Dividends per Share 
Earnings per Share 

Common Dividends per Share 

Market Price per Share 
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LOOKING Earli er chapters have described the efforts of the FASB and IASB to usher in a new 
AHEAD era in financial statement presentation. If statements in the future take on a different 

look, what does this mean for statement analysis? O ne of the pri nciples guiding the 
efforts of the two groups is cohesiveness, that is, the fi nancial statements should 
complement each other. For example, the statement of cash flows currently classifies 
activities in three categories : operating, investing, and fi nancing. To complement it, 
the balance sheet of the fu ture wou ld classify assets and li abili ties into two major 

categories: business and fina ncing. Witl1in the business section, assets and liabilities 
J would be furtl1er divided in to operating and investing categories. Assets and li abilities 
f within each category would still be identified as eitl1er short or long term . So, the infor-
1 mation needed to determine a company's current ratio would still be avai lable, bu t it 
~ might require more effort than is currently required. 
~ Financial staten1ents of the futu re are likely to spa\¥n ne\v fonns of ana lysis. Vertical 

and hori zontal analyses will continue, but with different line items being compared on 
balance sheets and income statements . New ratios arc li kely to be devised to take advan­
tage of the improvements in statement presentation. All of these changes present oppor­
tunities for new professionals willing to " look ahead" in serving the needs of the 
investing public. 

Source: "Financial Statement Presentation," Staff Draft of Exposure Draft, July 20 I 0 , I ntcrnational Accounting 
Standards Board and Financial Accounting Standards Board. 

LO& Compute and use various ratios to assess profitability. 

• Profitabil ity concerns the abil ity of management to use a company's resources to earn a return on funds invested. 
Measures of profitabil ity include: 

• Return on assets, return on common stockholders ' equity, earnings per share, price/earnings, dividend payout, and 
dividend yield ratios . 

QUESTIONS Answers to these questions are on the last page of the chapter. 

1. The multiplication of which two ratios yields the return 2. Which of the following is an indication that a company 
on assets ratio? has successfully employed leverage? 

( a) return on sales and asset turnover 
b. profit margin and return on sa les 
c. profit margin and asset turnover 
d. return on common stockholders' equity and asset 

turnover 

a. The return on assets exceeds the return on common 
-. stockholders' equity. 

r b. The return on common stockholders' equity exceeds 
~-

the return on assets. 
c. The return on common stockholders' equity exceeds 

the price/earnings ratio . 
d. None of the above 



Extraordinary Items 

APPENDIX 

Accounting Tools: Reporting and 
Analyzing Other Income 
Statement Items 

OVERVIEW: In any one year, a company might report either or both discontinued 
operations and extraordinary items on the income statement. 

Not all companies have income statements that are as easy to understand and interpret 
as GameStop's statement. Some companies report either or both discontinued opera­
tions and extraordinary items on their income statements. Although the nature of these 
two items is ve ry distinct, the two do share some common characteristics. First, they arc 
all reported near the end of the income statement, after income from continuing opera­
tions. Second , they are reported separately on the income statement to call the reader's 
attention to their unique nature and to the fact that any additions to or deductions from 
income they give rise to may not necessarily reoccur in future periods. Finally, each of 
these items is shown net of their tax effects. T his means that any additional taxes due 
bccause of them or any tax benefits from them arc deducted from the items themselves. 
Following is a brief description of each item. 

Discontinued Operations 
When a company decides to sell or otherwise dispose of one of its operations, it must 
report separately on that division or segment of the business on its income statement. 
This includes any gain or loss from the disposal of the business as we!J as any net income 
or loss from operating the business until the disposal date. Because the discontinued seg­
ment of the business will not be part of the company's future operations, discontinued 
operations are disclosed separately on the income statement. Analysts and other users 
vvou ld normally consider only income from continuing operatio ns in making decisions. 

Extraordinary Items 
According to accounting standards, certain events that give rise to gains or losses are 
deemed to be extraordinary and are thus disclosed separately on the income statement. 
To qualify for extraordinary b-catment, the gain or loss must be due to an event that is 
both unusual in nature and infrequent in occurrence. 2 Under current accounting stand­
ards, an extraordinary item is relatively rare , for example , when a natural catasb·ophe 
such as a tornado destroys a plant in an area not known for tornadoes. As is the case for 
discontinued operatio ns, analysts and others often ignore the amount of such gains and 
losses since thcy are aware that these items are not likely to reoccur in the future. 

2 Income Sta tement Extraordinary and Unusual Items. ASC Topic 225-20 (formerly Reporting the Results of Operations. 
APB Opinion No. 30). 

L07 Explain how to report on 
and analyze other income state­
ment items. 

Discontinued operations 
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A line item on the income 
statement to reflect any gains or 
losses from the disposal of a 
segment of the business as well as 
any net income or loss from 
operating that segment. 

Extraordinary item 
A line item on the income 
statement to reflect any gains or 
losses that arise from an event that 
is both unusual in nature and 
infrequent in occurrence. 
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L07 Explain how to report on and analyze other income statement items. 

• Two components of the income statement are reported after income from operations or are reported separately because 
of their unique nature. These items include: 

• Discontinued operations and extraordinary items. 

QUESTIONS Answers to these questions are on the last page of the chapter. 

1. Which of the following items are reported on the income 2. What conditions are necessary for a gain or loss to qua/-
statement net of their tax effects? ify for extraordinary treatment on the income statement? 

a. discontinued operations 
b. extraordinary items 
c. Neither of the above are reported net of their tax 

effects. 
d. Both (a) and (b) are reported net of their tax effects . 

ICEY TERMS QIDZ 

a. It must be unusual in nature and never have 
occurred before. 

b. It must be unusual in nature and infrequent in 
occurrence. 

c. It must be nonoperating in nature and infrequent in 
occurrence. 

d. Extraordinary gains and losses are not reported on 
the income statement. 

Because of the number of terms introduced in this chapter, there are two quizzes on key terms. 
For each quiz, read each definition below and write the number of that definition in the blank 
beside the appropriate term. T he quiz solutions appear at the end of the chapter. 

Quiz 1: 

___ Horizontal analysis 
___ Vertical analysis 
___ Gross profit ratio 
___ Profit margin ratio 
___ Liquidity 
___ Working capital 

Current ratio ---
___ Acid-test or quick ratio 
___ Cash flow from operations to 

current liabilities ratio 

Accounts receivable turnover ---
ratio 

___ Number of days' sales in receivables 
___ Inventory turnover ratio 
___ Number of days' sales in inventory 
___ Cash-to-cash operating cycle 

1. A stricter test of liquidity than the curren t ratio; excl udes inventory and prepayments from 
the numerator. 

2. urrent assets minus current liabilities. 
3. The ratio of current assets to current liabilities. 
4. A measure of the average age of accounts receivable. 
5. A measure of the abili ty to pay cmrent debts from operating cash flows. 
6. A measure of the number of times accounts receivable are collected in a period. 
7. A measure of how long it takes to sell inventory. 
8. The length of time from the purchase of inventory to the collection of any receivable from 

the sale. 
9. A measure of the number of times inventory is sold during a period . 

10. Gross profit to net sales. 
11 . A comparison of various financial statement items within a single period with the u e of 

common-size statements. 
12. et income to net sa les . 
13 . The nearness to cash of the assets and liabilities. 
14 . A comparison of financial statement items over a period of time. 



Quiz 2: 

___ Solvency 
_ _ _ Debt-to-equity ratio 

Times interest earned ratio 
- --
___ Debt service coverage ratio 

- -- Cash flow from operations to 
capital expenditures ratio 

___ Profitability 
Return on assets ratio ---
Renirn on sales ratio ---
Asset turnover ratio 

Warmup Exercises 

Return on common stockholders' - - -
equity ratio 

___ Leverage 
_ _ _ Earnings per share (EPS) 
___ Price/earnings (P /E) ratio 
___ Dividend payout ratio 
___ Dividend yield ratio 

---Discontinued operations 
(Appendix) 

___ Extraordinary item (Appendix) 

1. A measure of a company's success in earning a return for the common stockholders. 
2. The relationship between a company's performance according to the income statement and 

its performance in the stock market. 
3. The abi lity of a company to remain in business over the long term. 
4. A variation of the profit margin ratio; measures earnings before payments to creditors. 
5. A company's bottom line stated on a per-share basis. 
6. The percentage of earnings paid out as dividends. 
7. The ratio of total liabilities to total stockholders' equity. 
8. A measure of the ability of a company to finance long-term asset acquisitions with cash from 

operations. 
9. A measure of a company's success in earning a return for all providers of capital. 

10. The relationship between net sales and average total assets. 
11. The relationship between dividends and the market price of a company's stock. 
12 . The use ofborrovved funds and amounts contributed by preferred stockholders to earn an 

overall return higher than the cost of these funds. 
13 . An income statement measure of the ability of a company to meet its interest payments. 
14. A statement of cash flows measure of the ability of a company to meet its interest and 

principal payments. 
15. How well management is using company resources to earn a return on the funds invested 

by various groups. 
16. A line item on the income statement to reflect any gains or losses that arise from an event 

that is both unusual in nature and infrequent in occurrence. 
17 . A line item on the income statement to reflect any gains or losses from the disposal of a seg­

ment of the business as well as any net income or loss from operating that segment. 

ALTERNATE TERMS 

acid-test ratio quick ratio 
horizontal analysis trend analysis 

WARMUP EXERCISES 

number of days'sales in receivables 
average collection period 

price/earnings ratio P / E ratio 

Warmup Exercise 13-1 Types of Ratios 
Fi ll in the blanks to indicate whether each of the following ratios is concerned with a company's 
liquidity (L), its solvency (S), or its profitabi li ty (P). 

1. Return on assets ratio 
2. Current ratio 
3. Debt-to-equity ratio 

(Continued) 
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4. Earnings per share 
5. Inventory turnover ratio 
6. Gross profit ratio 

Key to the Solution Review the summary of selected ratios in Exhibit 13-3. 

L04 Warmup Exercise 13-2 Accounts Receivable Turnover 
Company A reported sales during the year of $1,000,000 . Its average accow1ts receivable balance 
during the year was $250,000 . Company B reported sales during the same year of $400,000 and 
had an average accounts receivable balance of $40,000 . 

Required 

1. Compute the accounts receivable turnover fo r both companies. 
2 . What is the average length of time each company takes to collect its receivables? 

Key to the Solution Review the summary of selected ratios in Exhibit 13-3. 

LO& Warmup Exercise 13-3 Earnings per Share 
A company reported net income during the year of $90,000 and paid dividends of $15,000 to its 
common stockholders and $10,000 to its preferred stockholders . During the year, 20,000 shares 
of common stock were outstanding and 10,000 shares of preferred stock were outstanding. 

Required 

Compute earnings per share fo r the year. 

Key to the Solution Recall that earnings per share has relevance only to the common stockhold­
ers; therefore, it is a measure of the earnings per common share outstanding, after taking in to 
account any claims of preferred stockholders. 

Solutions to Warm up Exercises 

Warmup Exercise 13-1 
1. P 2. L 3. S 4. P 5. L 6. P 

Warmup Exercise 13-2 
1. O n average, Company A turns over its accounts receivable fo ur times during the year 

($ 1,000,000/ $250,000 ); Company B, ten times during the year ($400,000/ $40,000). 
2 . Assuming 360 days in a year, Company A takes, on average, 90 days to collect its accounts 

receivable; Company B takes, on average, 36 days. 

Warmup Exercise 13-3 
Earnings per share: ($90,000 - $10,000)/20,000 shares = $4 per share 

REVIEW PROBLEM 

O n pages 707- 709 are three comparative financial statements fo r GameStop Corp. , as shown in 
its 2010 annual report. Note that the 2010 fisca l year ends on January 29 , 2011 , and the 2009 
fiscal year ends on January 30 , 2010. 

Required 

1. Compute the fo llowing ratios for the years ended January 29 , 2011 , and January 30 , 2010, 
or as of the end of those two years, as appropriate. Beginning balan ces fo r the year ended 
January 30, 2010, are not available; that is, you do not have a balance sheet as of January 31, 
2009. T herefore, to be consistent, use year-end balances for both years where you would 
normally use average amoun ts fo r the year. To compute the return on assets ratio, you need 



Review Problem 

to find the tax rate . Use the relatio nship between income tax expense and earnings before 
income tax expense to find the rate for each year. 

a. C urrent ratio 
b. Quick ratio 
c. Cash flow from operations to current liabili ties ratio 
d. Number of days' sales in receivables 
e. Number of days' sales in inventory 
f. Debt-to-equi ty ratio 
g. Times interest ea rned ratio 
h. Return on assets ratio 
1. Return on common stockho lders' eq uity ratio 

2 . Comment on GameStop's liquidity . H as it improved or declined over the two-year period? 
3. Does Game Stop appear to be solvent to you? Explain your answer. 
4 . Comment on GameStop's profitability. Would you buy stock in the company? Why or why 

not? 

GameStop Corp. 
Consolidated Balance Sheets 

Current assets: 
Cash and cash equivalents 
Receivables, net 
Merchandise inventories, net 
Deferred income taxes- current 
Prepaid expenses 
Other current assets 

Tota l current assets 

Property and equipment: 
Land 
Buildings and leasehold improvements 
Fixtures and equipment 

Total property and equipment 

ASSETS 

Less accumulated depreciation and amortization 
Net properly and equipment 

Goodwill, net 
Other intangible assets 
Other noncurrent assets 

Total noncurrent assets 

Total assets 

January 29, 
201 1 

$ 710.8 
65.5 

1,257.5 
28.8 
75.7 
16.5 

2,154.8 

24.0 
577.2 
817.8 

1,419.0 
805.2 

613.8 
1,996.3 

254.6 
44.3 

2,909 0 

$5,063.8 

LIABILITIES AND STOCKHOLDERS' EQUITY 
Current liabilities: 

Accounts payable 
Accrued liabilities 
Taxes payable 

Total current liabi lities 

Senior notes payable. long-term portion, net 
Deferred taxes 
Other long-term liabilities 

Total long-term liabilities 

Total liabilities 

$1,028.1 
657 .0 

62 .7 

1.747.8 
249 .0 

74.9 
96 .2 

420.1 
2,167.9 

(In millions) 

January 30, 
2010 

$ 905.4 
64.0 

1,053.6 
21.2 
59.4 
23 .7 

2, 127.3 

11.5 
523.0 
711.5 

1,246.0 
661.8 

584.2 
1,946.5 

259.9 
37.4 

2,828.0 

$4,955.3 

$ 961 .7 
632.1 

61.9 
1,655.7 

447.3 
25.5 

103.8 
576.6 

2,232.3 

(Continued) 
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January 29, 
2011 

January 30, 
2010 

(In millions) 

Commitments and contingencies (Notes 10 and 11 ) 
Stockholders' equity: 

Preferred stock-authorized 5.0 shares; no shares 
issued or outstanding 

Class A common stock-$.001 par value; authorized 
300.0 shares; 146.0 and 158.7 shares 
outstanding, respectively 

Additional paid-in-capital 
Accumulated other comprehensive income 
Retained earnings 

Equity attributable to GameStop Corp. stockholders 
Equity (deficit) attributable to noncontrolling interest 

Total equity 
Total liabilities and stockholders' equity 

0.1 
928.9 
162.5 

1,805.8 

2,897.3 
(1 .4) 

2,895.9 
$5,063.8 

See accompanying notes to consolidated financial statements. 

GameStop Corp. 
Consolidated Statements of Operations 

52 Weeks Ended 
January 29, 

2011 

52 Weeks Ended 
January 30, 

2010 

0.2 
1,210.5 

114.7 
1,397.8 

2,723.2 
(0 .2) 

2,723.0 
$4,955.3 

52 Weeks Ended 
January 31 , 

2009 

(In millions, except per share data) 

Sales $9,473 .7 
Cost of sales 6,936.1 

Gross profit 2,537.6 

Selling, general and administrative 
expenses 1,700.3 

Depreciation and amortization 174.7 
Merger-related expenses 

Operating earnings 662.6 
Interest income (1.8) 

Interest expense 37 .0 

Debt extinguishment expense 6.0 

Earnings before income tax expense 621 .4 

Income tax expense 214.6 

Consolidated net income 406 .8 
Net loss attributable to noncontrolling 

interests 1.2 

Consolidated net income attributable 
to GameStop $ 408.0 

Basic net income per common share(1l $ 2.69 

Diluted net income per common share(1
l $ 2.65 

Weighted average shares of common 
stock-basic 151 .6 

Weighted average shares of common 
stock-diluted 154.0 

$9,078.0 
6,643.3 

2,434.7 

1,635.1 
162.6 

637.0 
(2.2) 

45.4 
5.3 

588.5 
212.8 

375.7 

1.6 

$ 377 .3 

$ 2.29 

$ 2.25 

164.5 

167.9 

$8,805.9 
6,535 .8 

2,270.1 

1,445.4 
145.0 

4.6 
675.1 
(11.6) 
50.4 

2.3 

634.0 
235.7 

398.3 

$ 398.3 

$ 2.44 

$ 2.38 

163.2 

167.7 

n>sasic net income per share and diluted net income per share are calculated based on consolidated net income 
attributable to GameStop. 

See accompanying notes to consolidated financial statements. 



Review Problem 

GameStop Corp. 
Consolidated Statements of Cash Flows 

Cash flows from operating activities: 

Consolidated net income 

Adjustments to reconcile net earnings to net cash flows provided by operating 
activities : 
Depreciation and amortization (including amounts in cost of sales) 

Provision for inventory reserves 
Amortization and retirement of deferred financing fees and issue discounts 

Stock-based compensation expense 

Deferred income taxes 
Excess tax (benefits) expense realized from exercise of stock-based awards 
Loss on disposal of property and equipment 

Changes in other long-term liabilities 

Changes in operating assets and liabilities, net 

Receivables, net 

Merchandise inventories 

Prepaid expenses and other current assets 

Prepaid income taxes and accrued income taxes payable 
Accounts payable and accrued liabilities 

Net cash flows provided by operating activities 

Cash flows from investing activities: 

Purchase of property and equipment 

Acquisitions, net of cash acquired 

Other 

Net cash flows used in investing activities 

Cash flows from financing activities: 

Repurchase of notes payable 
Purchase of treasury shares 

Borrowings from the revolver 

Repayment of revolver borrowings 

Borrowings for acquisition 

Repayments of acquisition borrowings 

Issuance of shares relating to stock options 

Excess tax benefits (expense) realized from exercise of stock-based awards 

Other 

Net cash flows provided by (used in) financing activities 

Exchange rate effect on cash and cash equivalents 

Net increase (decrease) in cash and cash equivalents 
Cash and cash equivalents at beginning of period 

Cash and cash equivalents at end of period 

52 Weeks 
Ended 

January 29, 
2011 

$ 406.8 

176.8 

27.5 

5.0 

29.6 

38.2 
(18.6) 

7.6 
(7.2) 

0.2 
(227.2) 

(10.5) 

22.3 

140.7 ---
591 .2 

(197.6) 

(38.1) 

(4.4) 

(240.1) 

(200.0) 
(381 .2) 

120.0 
(120.0) 

10.8 

18.6 
(3.8) 

(555.6) 

9.9 

(194.6) 

905.4 ---
$710.8 

See accompanying notes to consolidated financial statements. 

52 Weeks 
Ended 

January 30, 
2010 

(In millions) 

$ 375.7 

164.1 

48.9 

5.0 

37.8 
(1.2) 

0.4 

4.4 

7.6 

4.2 

29.6 

2.3 

54.6 
(89.2) 

644.2 

(163.8) 
(84) 

(15.0) 

(187.2) 

(100.0) 
(58.4) 

115.0 
(115.0) 

4.5 
(0.4) 
(0 .1) 

(154.4) 

24.7 
---

327 .3 
578.1 ---

$ 905.4 

709 

52 Weeks 
Ended 

January 31, 
2009 

$ 398.3 

146.4 

43 .0 

3.7 

35.4 
(24.7) 
(34.2) 

5.2 

7.4 

(29) 

(209.5) 

(16.4) 

43.9 

153.6 

549.2 

(183 2) 

(630 7) 

(7.0) 

(8209) 

(30.0) 

425.0 
(4250) 

28.9 

34.2 
(3 5) 

29.6 

(37 2) 

(279.3) 

857.4 

$ 578.1 
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Solution to Review Problem 

1. Ratios: 
Notes: 20 l 0 is the fiscal year ended January 29, 2011, and 2009 is the fiscal year ended 
January 30, 2010. Consolidated net income rather than Consolidated net income 
attributable to GameStop was used for all computations requiring net income amount. 

a. 2010: $2,154.8/ $1,747.8 = 1.23 
2009: $2,127.3/ $1,655.7 = 1.28 

b. 2010: ($710.8 + $65.5 )/$1,747.8 = 0.44 
2009: ($905 .4 + 64.0)/$1,655 .7 = 0.59 

c. 2010: $591.2/ $1,747.8 = 0.34 -
2009 : $644.2/ $1,655.7 = 0.39 

d. 2010: 360 days/($9,473.7 / $65.5) = 2.49 davs 
2009: 360 days/($9,078.0/ $64.0) = 2.54 days 

e. 2010: 360 days/($6,936.1 / $1,257.5 ) = 65.27 davs 
2009: 360 days/($6,643.3/ $1,053.6 ) = 57.09 days 

f. 2010: $2,167.9/ $2,895.9 = 0.75 
2009: $2,232.3/ $2,723.0 = 0.82 

g. 2010: ($406 .8 + $37.0 + $2 14.6)/ $37.0 = 17.79 times 
2009: ($375 .7 + $45.4 + $212.8 )/$45 .4 = 13.96 times 

h. 2010: !$406.8 + [$37.0(1 - 0.35* )]l/$5,063.8 = 8.51% 
2009: !$375.7 + [$45.4(1 - 0.36* )]l/$4,955.3 = 8.17% 

I. 2010: $406 .8/ $2,895.9 = 14.05% --
2009: $375.7 / $2,723.0 = 13.80% 

*Tax rate for each of the two years: 
2010: $214.6/$621.4 = 0.35 
2009: $212 .8/$588.5 = 0.36 

2 . Both the current ratio and the quick ratio declined slightly over the two-year period. Cash 
flow from operations to current liabilities also declined a small percentage. The number of 
days' sales in inventory at tl1e end of 2010 of 65.27 days means that tl1e company turns its 
inventory over about every two months. GameStop appears to be liquid and able to meet its 
short-term obligations. 

3. The debt-to-equity ratios indicate tl1at GameStop's reliance on debt decreased slightly over 
the two-year period, witl1 $0.75 of liabilities for every $1 of stockholders' equity at tl1e end 
of2010. The times interest earned ratio improved, from about $14 of earnings before inter­
est and taxes for every $ 1 of interest to a ratio in 2010 of about 18 to 1. GameStop appears 
to be solvent with a relatively healthy mix of debt and equity in its capital structure. 

4 . T he return on assets for 2010 is 8.51%, and the return on common stockholders' equity is 
14.05%. Both of tl1ese return ratios are slightly higher tl1an in tl1e prior year, which is com­
mendable given tl1e current economic environment. It should be noted that tl1e company 
did not pay dividends in either of the two years and tl1erefore would not be a good invest­
ment for those who want periodic dividend receipts. GameStop appears to be a very sound 
investment, but many other factors , including information on the current market price of 
the stock, should be considered before making a decision. 

QUESTIONS 

l. Two companies are in the same industry. 
Company A uses the LIFO method of in­
ventory valuation, and Company B uses 
FIFO. What difficulties does this present 
when comparing the two companies? 

2. You are told to compare tlle company's 
results for tlle year, as measured by various 
ratios, witl1 one of tl1e published surveys 

tl1at arranges information by industry 
classification . What difficulties might you 
encounter when making comparisons 
using industry standards? 

3. What types of problems does inflation 
cause when financial statements arc 
analyzed? 
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4. Distinguish between horizontal and vertical 16. Why is the debt service coverage ratio a 
analyses. Why is the analysis of common- better measure of solvency than the times 
size statements called vertical analysis? Why interest earned ratio? 
is horizontal analysis sometimes called trend 17. A friend tells you that the best way to 
analysis? assess solvency is by comparing total debt 

5. A company experiences a 15% increase in to total assets. Another friend says that sol-
sales over the previous year. However, vency is measured by comparing total debt 
gross profit actually decreased by 5% from to total stockholders' equity. Which friend 
the previous year. What are some of the is correct? 
possible causes for an increase in sales but 18. A company is in the process of negotiating 
a decline in gross profit? with a bank fo r an additional loan. Why 

6. A company's total current assets have will the bank be interested in the corn-
increased by 5% over the prior year. Man- pany's debt service coverage ratio? 
agement is concerned , however, about the 19. What is the rationale for deducting dividends 
composition of the current assets. when computing the ratio of cash flow from 
Why is the composition of current assets operations to capital expenditures? 
important? 20. T he rate of return on assets ratio is com-

7. Ratios were categorized in the chapter puted by dividing net income and interest 
according to their use in performing three expense, net of tax, by average total assets. 
different types of analysis. What are the Why is the numerator net income and in-
three types of ratios? terest expense, net of tax, rather than just 

8. Describe the operating cycle for a manu- net income? 
facturing company. How would the cycle 21. A company has a return on assets of 14% 
differ for a retailer? and a return on common stockholders' 

9. What accounts for the order in which cur- equity of 11 %. The president of the com-
rent assets are presented on a balance pany has asked you to explain the reason 
sheet? for this difference. What causes the differ-

10. A company has a current ratio of 1.25 but ence? How is the concept of financial 
an acid-test (or qu ick) ratio of only 0.65. leverage involved? 
How can this difference in the two ratios 22. What is meant by the "quality" of a com-
be explained? What concerns might you pany's earnings? Explain why the price/ 
have about this company? earnings ratio for a company may indicate 

11. Explain the basic concept underlying all the quality of earnings. 
turnover ratios . Why is it advisable in com- 23. Some ratios are more useful for manage-
puting a turnover ratio to use an average ment, whereas others are better suited to 
in the denominator (for example, average the needs of outsiders, such as stockhold -
inventory )? ers and bankers. What is an example of a 

12. Sanders Company's accounts receivable ratio that is primarily suited to manage-
turned over nine times during the year. rnent use? What ratio is more suited to use 
The credit department extends terms of by outsiders? 
2/ 10, n/ 30. Does the turnover ratio indi- 24. The needs of service-oriented companies 
cate any problems that management in analyzing financial statements differ 
should investigate? Explain. from those of product-oriented compa-

13. The turnover of inventory for Ace Com- nies. Why is this true? Give an example 
pany has slowed from 6.0 times per year to of a ratio that is meaningless to a service 
4 .5. What arc some possible explanations business. 
for this decrease? 25. What is the reason for reporting discontin-

14. How does the operating cycle for a manu - ued operations and extraordinary items in 
facturer differ from the operating cycle for a separate section of an income statement? 
a service company (e.g., an airline)? (Appendix ) 

15. What is the difference between liquidi ty 
analysis and solvency analysis? 
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BRIEF EXERCISES 

L01 Brief Exercise 13-1 Limitations in Ratio Analysis 
A supplier is thinking of extending credit to a company but decides not to because the company's 
current ratio is only 0.50. Do you agree with the supplier's decision? What other factors need to 
be considered in drawing any conclusions about a company's liquidity? 

L02 Brief Exercise 13-2 Horizontal Analysis 
EXAMPLE 13-1, 13-2, 13-3 Fill in the blanks for each of the followi ng statements. 

L03 
EXAMPLE 13-4, 13-5 

L04 
EXAMPLE 13-7, 13-8, 

13-10, 13-11 

A comparison of financial statement items within a single period is called ___ analysis. 
A comparison of fi nancial statement items over a period of time is called analysis. 

Brief Exercise 13-3 Vertical Analysis 
Assume that your boss has asked you to prepare common-size financial statements. All accounts 
on the balance sheet should be stated as a percentage of which number? Al l accounts on the 
income statement should be stated as a percentage of which number? 

Brief Exercise 13-4 Liquidity Analysis 
For each of the following ratios, fill in the missing numerator. 

Ratio 

Current: 
Current Liabilities 

Acid-Test: 
Current Liabilities 

Accounts Receivable Turnover: 
Average Accounts Receivable 

Inventory Turnover: 
Average Inventory 

LOS Brief Exercise 13-5 Solvency Analysis 
EXAMPLE 13-14, Fi ll in the blank with the name of the ratio that would be used for each of the fo llowing 

l 3-l 5, l 3- l 6 situations. 

LO& 
EXAMPLE 13-17, 13-18, 

13-20, 13-21 

Rat io Measures the ability of the company to 
Meet its interest and principal payments 
Finance long-term asset acquisitions with cash from operations 

Meet its interest payments 

Brief Exercise 13-6 Profitability Analysis 
For each of the following ratios, indicate what adjustment must be made to net income in the nu ­
merator and whether the adjustment is an addition to (A) or a deduction from (D ) net income. 

Ratio Adjustment to Net Income in Numerator (A) or (D) 

Return on assets 
Return on common stockholders' equity 
Earnings per share 
Return on sales 

L07 Brief Exercise 13-7 Other Income Statement Items (Appendix) 
Fill in the blank to indicate the line item that would appear on the income statement for each of 
the following events. 

Item on Income Statement Event 
Disposed of a segment of the business 
Incurred a loss from an event that was unusual and 
infrequently occurring 
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Exercises 

EXERCISES 

Exercise 13-1 Working Backward: Current Ratio 
Cass Corp.'s December 31, 2011, balance sheet reported current assets of $120,000 and current 
li abilities of $100,000. T he current ratio increased by 25% one year later, on December 31, 
2012. C urrent liabi lities on this date were $140,000 . Determine current assets on December 31, 
2012. 

Exercise 13-2 Accounts Receivable Analysis 
The following account balances are taken from the records of the Faraway Travel Agency: 

Accounts receivable 

Net credit sales 

2012 

$150,000 

2012 

$600,000 

December 31 

2011 

$100,000 

2011 

$540,000 

2010 

$80,000 

Faraway extends credit terms requiring full payment in 60 days, with no discount fo r early 
payment. 

Required 

1. Compute Fara way's accounts receivable turnover ratio for 2012 and 2011. 
2. Compute the number of days' sales in receivables for 2012 and 2011. Assume 360 days in a 

year . 
3. Comment on the efficiency ofFaraway's collection efforts over the two-year period . 

Exercise 13-3 Working Backward: Accounts Receivable Analysis 
Adair Corp. is concerned because the average time to collect its accounts receivable was 15 days 
longer than its normal credit terms of net 30. Adair reported the followi ng in the Current Assets 
section of its comparative balance sheets: 

12/31/12 12/31/11 

Current Assets: 
Accounts receivable $115,000 $85,000 

~ Assuming 360 days in a year, determine Adair's net credit sales for 2012. 

Exercise 13-4 Inventory Analysis 
The following account balances are taken from the records of Lewis Inc. , a wholesaler of fresh 
fruits and vegetables: 

December 31 

--- 2012 2011 2010 

Merchandise inventory $200,000 $150,000 $120,000 

2012 2011 

Cost of goods sold $7,100,000 $8,100,000 

Required 

1. Compute Lewis's inventory turnover ratio for 2012 and 2011. 
2 . Compute the number of days' sales in inventory for 2012 and 2011. Assume 360 days in a 

year. 
3. Comment on your answers in parts (1) and (2 ) relative to the company's management of in ­

ventory over t11e two years. What problems do you see in its inventory management? 

L04 
EXAMPLE 13-7 

L04 
EXAMPLE 13-10 

L04 
EXAMPLE 13-10 

L04 
EXAMPLE 13-11 
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L04 
EXAMPLE 13-10, 13-11, 
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Exercise 13-5 Accounts Receivable and Inventory Analyses for 
Coca-Cola and PepsiCo 
T he fo llowing information was obtained from the 2010 and 2009 financial statements of The 
Coca-Cola Company and Subsidiaries and PepsiCo, Inc., and Subsidiaries . (Year-ends for 
PepsiCo are December 25, 2010, and December 26, 2009. ) Assume all sales are on credit for 
both companies. 

(in millions) 

Accounts and notes receivable, neta 12/31/1 0 

12/31/09 
Inventories 12/31/10 

12/31/09 
Net revenueb 2010 

2009 
Cost of goods so/de 2010 

2009 

•Described as "trade accounts receivable, less allowances" by Coca-Cola . 
hDescribed as "net operating revenues" by Coca-Cola. 
<Described as "cost of sales" by PepsiCo. 

Required 

Coca-Cola PepsiCo 

$ 4,430 $ 6,323 

3,758 4,624 

2,650 3,372 

2,354 2,618 

35, 119 57,838 
30,990 43,232 

12,693 26,575 
11 ,088 20,099 

1. Using the information provided, compute the following for each company for 2010: 

a. Accounts receivable turnover ratio 
b. Number of days' sales in receivables 
c. Inventory turnover ratio 
d . Number of days' sales in inventory 
e. Cash-to-cash operating cycle 

2. Comment briefly on the liquidity of each of these two companies. 

L04 Exercise 13-6 Liquidity Analyses for Coca-Cola and PepsiCo 
EXAMPLE 13-7, 13-8, 13-9 T he fo llowing information was summarized fro m the balance sheets of the The Coca-Cola 

Company and Subsidiaries at December 31 , 2010, and PepsiCo, Inc., and Subsidiaries 
at December 25 , 2010: 

(in millions) Coca-Cola PepsiCo 

Cash and cash equiva lents $ 8,517 $ 5,943 

Short-term investments 2,682 426 

Marketable securities 138 

Accounts and notes receivables, net* 4,430 6,323 

Inventories 2,650 3,372 

Prepaid expenses and other current assets 3,162 1,505 

Total current assets $21,579 $17,569 

Current liabilities $18,508 $15,892 

_.... 

~ ... - ---
•Described as "trade accounts receivable. less allowances" by Coca-Cola. 

Required 

1. Using the information provided, compute the fo llowing for each company at the end of 
2010: 

a. Current ratio 
b. Quick ratio 

2. Coca-Cola reported cash fl ow fro m operations of $9 ,532 million during 2010 . PepsiCo 
reported cash flow from operations of $8,448 million. Current liabi lities reported by Coca­
Cola at December 31 , 2009, and PepsiCo at December 26 , 2009, were $13,721 million and 
$8,756 million, respectively. Compute the cash flow from operations to current li abil ities 
ratio for each company for 2010 . 



Exercises 

3. Comment briefly on the liquidity of each of these two companies. Which appears to be more 
liquid? 

4. What other ratios would help you more fully assess the liqu idity of these companies? 

Exercise 13-7 Liquidity Analyses for McDonald's and Wendy's/Arby's 
Group 
T he following information was swnmarized from the balance sheets of McDonald's Corporation 
at December 31, 2010, and Wendy's/Arby's Group, Inc. , at Janua1y 2, 2011 . 

Current Assets: 
Cash and cash equivalents 
Accounts receivable and notes receivable, net 
Inventories 
Prepaid expenses and other current assets 
Deferred income tax benefit 
Advertising funds restricted assets 

Total current assets 
Current liabilities 
Noncurrent liabilities 
Shareholders' equity 

Required 

McDonald's 
(in millions) 

$ 2,387.0 
1,179.1 

109.9 
692 .5 

0 

$ 4,368.5 
$ 2,924.7 
$14,416.3 
$14,634.2 

Wendy's/Arby's 
Group (in thousands) 

$ 512,508 
84,258 
22,694 
24,386 
34,389 
76,553 

$ 754,788 
$ 421,486 
$2,147,994 
$2,163,174 

1. Using the information provided, compute the following for each company at year-end: 

a. Working capital 
b. Current ratio 
c. Quick ratio 

2. Comment briefly on the liquidity of each of these t\vo companks. Which appears to be more 
liquid? 

Exercise 13-8 Solvency Analyses for IBM 
The following information was obtained from the comparative financial statements included in 
IBM's 2010 annual report. (All amounts are in m illions of dollars. ) 

Total liabilities 
Total equity 

Interest expense 
Interest paid on debt 
Provision for income taxes 
Income taxes paid-net of refunds received 
Net income 
Net cash provided by operating activities 
Cash dividends paid 
Payments for plant, rental machines and other 

property 
Payments to settle debt 

Required 

December 31, 2010 

$90,279 
23, 172 

December 31, 2009 

$86,267 
22,755 

For the Years Ended December 31 

2010 2009 

$ 368 $ 402 
951 1,240 

4,890 4,713 
3,238 1,567 

14,833 13,425 
19,549 20,773 
3,177 2,860 

4,185 3,447 
6,522 13.495 

1. Using the information provided, compute the fo llowing for 2010 and 2009: 

a. Debt-to-equity ratio (at each year-end) 
b. T imes interest earned ratio 

(Continued) 
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c. Debt service coverage ratio 
d. Cash flow from operations to capital expenditures ratio 

2. Comment briefly on the company's solvency. 

Exercise 13-9 Solvency Analysis 
The following information is available from the balance sheets at the ends of the two most recent 
years and the income statement for the most recent year of Impact Company: 

Accounts payable 
Accrued liabilities 
Taxes payable 
Short-term notes payable 
Bonds payable due within next year 

Tota l current liabilities 

Bonds payable 

Common stock, $10 par 
Retained earn ings 

Total stockholders' equity 

Total liabi lities and stockholders' equity 

Other Information 

Sales revenue 
Cost of goods sold 

Gross profit 
Selling and administrative expense 

Operating income 
Interest expense 

Income before tax 
Income tax expense 

Net income 

December 31 

2012 2011 

$ 65,000 $ 50,000 
25,000 35, 000 
60,000 45, 000 

0 75, 000 
200,000 200,000 

$ 350,000 $ 405,000 
$ 600,000 $ 800,000 
$1,000,000 $1,000,000 

650,000 500,000 

$1,650,000 $1,500,000 

$2,600,000 $2,705,000 

2012 

$1,600,000 
950,000 

$ 650,000 
300,000 

$ 350,000 
89,000 

$ 261,000 
11 1,000 

$ 150,000 

a. Short-term notes payable represents a 12-month loan that matured in November 2012. Inter­
est of 12% was paid at maturi ty. 

b. O ne million dollars of serial bonds had been issued ten years earl ier. T he first series of 
$200,000 matured at the end of 2012, with interest of 8% payable annually. 

c. Cash flow from operations was $185,000 in 201 2. The amounts of interest and taxes paid 
during 2012 were $89,000 and $96,000, respectively. 

Required 

1. Compute the following for Impact Company: 

a. T he debt-to-equity ratio at December 31, 2012, and December 31, 2011 
b. The times interest earned ratio for 201 2 
c. The debt service coverage ratio for 2012 

2 . Comment on Impact's solvency at the end of2012 . Do the times interest earned ratio and the 
debt service coverage ratio differ in their indication of Impact's ability to pay its debts? Explain. 

Exercise 13-10 Working Backward: Debt Service Coverage 
Madison Corp. reported the following in the Current Assets section of its comparative balance sheets: 

December 31, 2012 December 31, 2011 

Current Liabilities : 
Current portion of notes payable $400,000 $600,000 



Exercises 

Supplemental information at the bottom of Madison's 2012 statement of cash flows was as 
follows: 

Interest paid 
Income taxes paid 

2012 

$135,000 
550,000 

2011 

$155,000 
425,000 

Madison's 2012 debt service coverage ratio was 20 to 1. Determine Madison's cash flow from 
operations for 2012 . 

Exercise 13-11 Profitability Analysis for Carnival Corp. 
Carnival Corporation & pie is one of the largest crnise companies in the world with such wcll ­
known brands as Carnival Cruise Lines, Holland America Line, and Princess Cruises. For the year 
ended November 30, 2010, the company reported net income of $ 1,978 million . Total share­
holders' equity on this date was $23,031 million, and on November 30, 2009, it was $22,039 
million. No preferred stock was outstanding in either year. 

Required 

l. Compute Carnival's return on common stockholders' equity for the year ended November 
30, 2010. 

2. What other ratio would you want to compute to decide whether Carnival is successfully 
employing leverage? Explain your answer. 

Exercise 13-12 Working Backward: Profitability Analysis 
Murphy Company's total liabilities on December 31, 2012, amounted to $1,500,000. The debt­
to-equity ratio on this date was 1.5 to l. Net income for 2012 was $250,000, and the profit mar­
gin was 5%. 

Required 

1. Determine Murphy's net sales for 2012. 
2. Determine Murphy's total assets on December 31, 2012. 
3. Determine Murphy's asset turnover ratio for 2012, using year-end total assets, rather than 

average total assets. 

Exercise 13-13 Return on Stockholders' Equity 
Rogers Inc. had 500,000 shares of $2 par common stock outstanding at the end of both 2011 
and 2012. Retained earnings at the end of2011 amounted to $1,800,000. No dividends were 
paid during 2012, and net income for the year was $400,000. Determine Rogers' return on 
stockholders' equity for 2012 . 

Exercise 13-14 Return Ratios and Leverage 
The following selected data are taken from the financial statements of Evergreen Company: 

Sales revenue $ 650,000 
Cost of goods sold 400,000 

Gross profit $ 250,000 
Selling and administrative expense 100,000 

Operating income $ 150,000 
Interest expense 50,000 

Income before tax $ 100,000 
Income tax expense (40%) 40,000 

Net income $ 60,000 

(Continued) 
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Accounts payable 
Accrued 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 

( l. Compute the following ratios for Evergreen Company: 

a. Return on sales 

$ 45,000 
70,000 
10,000 
25,000 

150,000 

$ 300,000 
$ 500,000 
$ 250,000 

600,000 
350,000 

$1,200,000 

$2,000,000 

b. Asset turnover (Assume that total assets at the beginning of the year were $1,600,000.) 
c. Return on assets 
d. Return on common stockholders' equity (Assume that the only changes in stockholders' 

equity during the year were fro m the net income for the year and dividends on the pre­
ferred stock.) 

2. Comment on Evergreen's use ofleverage. Has it successfu lly employed leverage? Explain. 

Exercise 13-15 Relationships among Return on Assets, Return on 
Sales, and Asset Turnover 
A company's return on assets is a function of its ability to turn over its investment (asset turnover) 
and earn a profit on each dollar of sales (return on sales). For each of the following independent 
cases, determine the missing amounts. (Note: Assume in each case that the company has no inter­
est expense; that is, net income is used as the definition of income in all ca lculations.) 

Case 1 
Net income $ 10,000 
Net sales $ 80,000 

Average total assets $ 60,000 
Return on assets ? 

Case 2 
Net income $ 25,000 
Average total assets $ 250,000 
Return on sales 2% 

Net sales ? 

Case3 
Average total assets $ 80,000 
Asset turnover 1.5 times 
Return on sales 6% 

Return on assets ? 

Case4 
Return on assets 10% 
Net sales $ 50,000 

Asset turnover 1.25 times 

Net income ? 

Case 5 
Return on assets 15% 
Net income $ 20,000 
Return on sales 5% 
Average total assets ? 



Multi-Concept Exercises 

Exercise 13-16 EPS, P/E Ratio, and Dividend Ratios 
The Stockholders' Equi ty section of the balance sheet for Cooperstown Corp. at the end of2012 
appears as follows: 

8%, $100 par, cumulative preferred stock, 200,000 shares 
authorized, 50,000 shares issued and outstanding 

Additional paid-in capital on preferred 
Common stock, $5 par, 500,000 shares authorized, 400,000 

shares issued and outstanding 
Additional paid-in capital on common 
Retained earnings 

Total stockholders' equity 

$ 5,000,000 
2,500,000 

2,000,000 
18,000,000 
37,500,000 

$65,000,000 

Net income for the year was $1,300,000. Dividends were declared and paid on the preferred 
shares during the year, and a quarterly dividend of $0.40 per share was declared and paid each 
quarter on the common shares. The closing market price for the common shares on December 
31, 2012, was $24.75 per share. 

Required 

1. Compute the following ratios for the common stock: 

a. Earnings per share 
b. Price/ earnings ratio 
c. Dividend payout ratio 
d. Dividend yield ratio 

2. Assume that you are an investment adviser. What other information would you want to have 
before advising a client regarding the purchase of Cooperstown stock? 

MULTI-CONCEPT EXERCISES 

Exercise 13-17 Earnings per Share and Extraordinary Items (Appendix) 
T he Stockholders' Equity section of the balance sheet for Lahey Construction Company at the 
end of2012 is as follows: 

9%, $10 par, cumulative preferred stock, 500,000 shares 
authorized, 200,000 shares issued and outstanding 

Additional paid-in capital on preferred 
Common stock, $1 par, 2,500,000 shares authorized, 

1,500,000 shares issued and outstanding 
Additional paid-in capital on common 
Retained earnings 

Total stockholders' equity 

The lower portion of the 2012 income statement indicates the following: 

Net income before tax 
Income tax expense (40%) 
Income before extraordinary items 
Extraordinary loss from flood 

Less related tax effect (40%) 

Net income 

$(6,200,000) 
2,480,000 

$ 2,000,000 
7,500,000 

1,500,000 
21,000,000 
25,500,000 

$57,500,000 

$ 9,750,000 
(3,900,000) 

$ 5,850,000 

(3, 720,000) 

$ 2, 130,000 

Assume that the number of shares outstanding did not change during the year. 

Required 

1. Compute earnings per share before extraordinary items. 
2. Compute earnings per share after the extraordinary loss. 
3. Which of the t\vo EPS ratios is more useful to management? Explain your answer. Would 

your answer be different if the ratios were to be used by an outsider( e.g., by a potential 
stockholder)? Why or why not? 
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Exercise 13-18 Common-Size Balance Sheets and Horizontal Analysis 
Comparative balance sheets for Farinet Company for the past two years are as fo llows: 

December 31 

2012 2011 

Cash $ 16,000 $ 20,000 
Accounts receivable 40,000 30,000 
Inventory 30,000 50,000 
Prepaid rent 18,000 12,000 

Total current assets $ 104,000 $112,000 
Land $ 150,000 $150,000 
Plant and equipment 800,000 600,000 
Accumulated depreciation (130,000) (60,000) 

Total long-term assets $ 820,000 $690,000 
Total assets $ 924,000 $802,000 

Accounts payable $ 24,000 $ 20,000 
Income taxes payable 6,000 10,000 
Short-term notes payable 70,000 50,000 

Total current liabilities $ 100,000 $ 80,000 

Bonds payable $ 150,000 $200,000 

Common stock $ 400,000 $300,000 
Retained earnings 274,000 222,000 

Total stockholders' equity $ 674,000 $522,000 
Total liabilities and stockholders' equity $ 924,000 $802,000 

Required 

1. Using the format in Example 13-4, prepare common-size comparative balance sheets for the 
two years for Farinet Company. 

2. What observations can you make about changes in the relative composition of Farinet's 
accoun ts fro m th e common-size balance sheets? List at least five observations. 

3. Using the format in Example 13-1, prepare comparative balance sheets for Fari net Company, 
including columns for the dollars and for the percentage increase or decrease in each item on 
the statement. 

4. Identify the five items on the balance sheet that experienced the largest change from one year 
to the next. For each of these items, explain where you wou ld look to find additional infor­
mation about the change. 

L02 • 3 Exercise 13-19 Common-Size Income Statements and Horizontal 
EXAMPLE 13-2, 13-5 Analysis 

Income statements for Mariners Corp . for the past two years are as follows: 

(amounts in 
thousands of dollars) 

2012 2011 

Sales revenue $60,000 $50,000 
Cost of goods sold 42,000 30,000 

Gross profit $18,000 $20,000 

Selling and administrative expense 9,000 5,000 

Operating income $ 9,000 $15,000 
Interest expense 2,000 2,000 

Income before tax $ 7,000 $13,000 

Income tax expense 2,000 4,000 .... _ 

Net income $ 5,000 $ 9,000 



Problems 

Required 

1. Using the format in Example 13-5, prepare common-size comparative income statements for 
the two years for Mariners Corp. 

2 . What observations can you make about the common-size statements? List at least fo ur 
observations. 

3. Using the format in Example 13-2, prepare comparative income statements fo r Mariners 
Corp., including columns for the dollars and for the percentage increase or decrease in each 
item on the statement. 

4. Identify the two items on the income statement that experienced the largest change from 
one year to the next. For each of these items, explain where you would look to find addi­
tional information about die change . 

PROBLEMS 

Problem 13-1 Effect of Transactions on Working Capital, Current 
Ratio, and Quick Ratio 
( Note: Consider completing Problem 13-2 after d1is problem to ensure that you obtain a clear 
understanding ofd1e effect of various transactions on these measures ofliq ujdity. ) T he following 
account balances are taken from the records ofLiquiform Inc.: 

Required 

Cash 
Short-term investments 
Accounts receivable 
Inventory 
Prepaid insurance 
Accounts payable 
Taxes payable 
Salaries and wages payable 
Short-term loans payable 

$ 70,000 
60,000 
80,000 

100,000 
10,000 
75,000 
25,000 
40,000 
60,000 

1. Use die information provided to compute die amount of working capital and Liquiform's 
current and quick ratios (round to diree decimal points ). 

2. Determine die effect that each of the fo llowing transactions wil l have on Liquiform's work­
ing capital, current ratio, and quick ratio by recalculating each and then indicating whether 
the measure is increased, decreased, or not affected by the transaction. (For the ratios, round 
to d1ree decimal points. ) Consider each transaction independently; that is, assume d1at it is 
the only transaction that takes place. 

Transaction 

a. Purchased inventory on account, $20,000 
b. Purchased inventory for cash, $15,000 
c. Paid suppliers on account. $30,000 
d. Received cash on account, $40,000 
e. Pa id insurance for the fol lowing year. $20,000 
f. Made sales on account. $60,000 
g. Repaid short-term loans at bank, $25,000 
h. Borrowed $40,000 at bank for 90 days 
i. Declared and paid $45,000 cash dividend 
j. Purchased $20,000 of short-term investments 
k. Paid $30,000 in salaries 
I. Accrued additional $15,000 in taxes 

Effect of Transaction on 

W orking 
Capital 

Current 
Ratio 

Quick 
Rat io 
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L04 Problem 13-2 Effect of Transactions on Working Capital, Current 
Ratio, and Quick Ratio 
(Note: Consider completing this problem after Problem 13-1 to ensure that you obtain a clear 
understanding of the effect of various transactions on these measures of liquidity.) T he fo llowing 
account balances are taken from the records ofVeri form Inc.: 

Required 

Cash 
Short-term investments 
Accounts receivable 
Inventory 
Prepaid insurance 
Accounts payable 
Taxes payable 
Salaries and wages payable 
Short-term loans payable 

$ 70,000 
60,000 
80,000 

100,000 
10,000 
75,000 
25,000 
40,000 

210,000 

1. Use the information provided to compute the amount of working capital and Veriform's cur­
rent and quick ratios (round to three decimal points ). 

2. Determine the effect that each of the fo llowing transactions wi ll have on Veriform's working 
capital, current ratio, and quick ratio by recalculating each and then indicating whether the 
measure is increased, decreased, or not affected by the transaction . (For the ratios, round to 
three decimal points. ) Consider each transaction independently; that is, assume that it is tl1e 
only transaction tl1at takes place. 

Effect of Transaction on 

Transaction 

a. Purchased inventory on account, $20,000 
b. Purchased inventory for cash, $15,000 
c. Paid suppliers on account, $30,000 
d. Received cash on account, $40.000 
e. Paid insurance for the following year, $20,000 
f. Made sales on account, $60,000 
g. Repaid short-term loans at bank, $25,000 
h. Borrowed $40,000 at bank for 90 days 
i. Declared and paid $45,000 cash dividend 
j. Purchased $20,000 of short-term investments 
k. Paid $30,000 in salaries 
I. Accrued additional $15,000 in taxes 

Working 
Capital 

LOG Problem 13-3 Goals for Sales and Return on Assets 

Current 
Ratio 

Quick 
Ratio 

The president of Blue Skies Corp. and his vice presidents are reviewing the operating results of 
tl1e year just completed . Sales increased by 15% from tl1e previous year to $60,000,000. Average 
total assets for the year were $40,000,000. Net income, after adding back interest expense, net of 
tax, was $5,000,000 . 

T he president is happy witl1 the performance over tl1e past year but is never satisfied with the 
status quo. He has set two specific goals for next year: (1) a 20% growth in sales and (2) a return 
on assets of 15%. 

To achieve the second goal, the president has stated his intention to increase the total asset 
base by 12.5% over the base for the year just completed. 

Required 

1. For the year just completed, compute tl1e following ratios: 

a. Ren1rn on sales 
b. Asset n1rnover 
c. Return on assets 



Problems 

2. Compute the necessary asset turnover for next year to achieve the president's goal of a 20% 
increase in sales. 

3. Calculate the income needed next year to achieve the goal of a 15% return on total assets. 
(Note: Assume that income is defined as net income plus interest, net of tax. ) 

4. Based on your answers to parts (2) and (3), comment on the reasonableness of the presi ­
dent's goals. On what must the company focus to attain these goals? 

Problem 13-4 Goals for Sales and Income Growth 
Sunrise Corp. is a major regional retailer. The chief executive officer (CEO) is concerned with 
the slow growth both of sales and of net income and the subsequent effect on the trading price 
of the common stock. Selected financial data for the past three years follow. 

1. Sales 
2. Net income 
3. Dividends declared and paid 
December 31 balances: 
4. Owners' equity 
5. Debt 
Selected year-end financial ratios 

Net income to sales 
Asset turnover 

6. Return on owners' equity* 
7. Debt to total assets 

Sunrise Corp. 
(in millions) 

*Based on year-end balances in owners· equity. 

2012 

$200.0 
6.0 
2.5 

70.0 
30.0 

3.0% 
2 times 

8.6% 
30.0% 

2011 2010 

$192.5 $187.0 
5.8 5.6 
2.5 2.5 

66.5 63.2 
29.8 30.3 

30% 3.0% 
2 times 2 times 

8.7% 8.9% 
30.9% 32.4% 

The CEO believes that the price of the stock has been adversely affected by the downward 
trend of the return on equity, the relatively low dividend payout ratio, and the lack of dividend 
increases. To improve the price of the stock, she wants to improve the return on equity 
and dividends . 

She believes that the company should be able to meet these objectives by ( 1) increasing sales 
and net income at an annual rate of 10% a year and (2 ) establishing a new dividend policy that 
calls for a dividend payout of 50% of earnings or $3,000,000, whichever is larger. 

The 10% annual sales increase wi ll be accomplished through a new promotional program. 
The president believes that the present net income to sales ratio of 3% will be unchanged by the 
cost of this new program and any interest paid on new debt. She expects that the company can 
accomplish this sales and income growth while maintaining the current relationship of total assets 
to sales. Any capital that is needed to maintain this relationship and that is not generated inter­
nally would be acquired through long-term debt financing. The CEO hopes that debt would not 
exceed 35% of total liabilities and owners' equity. 

Required 

1. Using the CEO's program, prepare a schedule that shows the appropriate data for the years 
2013, 2014, and 2015 for the items numbered 1 through 7 on the preceding schedule. 

2. Can the CEO meet all of her requirements if a 10% per-year growth in income and sales is 
achieved? Explain your answer. 

3. What alternative actions should the CEO consider to improve the return on equity and to 
support increased dividend payments? 

4. Explain the reasons that the CEO might have for wanting to limit debt to 35% of total liabil ­
ities and owners' equity. 

( CMA adapted ) 
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MULTI-CONCEPT PROBLEMS 

L04 • 5 • 6 Problem 13-5 Basic Financial Ratios 
The accounting staff of CCB Enterprises has completed the financial statements fo r the 2012 cal­
endar year. T he statement of income for the current year and the comparative statements of fi ­
nancial position for 2012 and 2011 follow. 

CCB Enterprises 
Statement of Income 

For the Year Ended December 31, 2012 
(thousands omitted) 

Revenue: 
Net sales 
Other 

Total revenue 
Expenses: 

Cost of goods sold 
Research and development 
Selling and administrative 
Interest 

Total expenses 

Income before income taxes 
Income taxes 

Net income 

CCB Enterprises 

$800,000 
60,000 

$860,000 

$540,000 
25,000 

155,000 
20,000 

$740,000 

$120,000 
48,000 

$ 72,000 

Comparative Statements of Financial Position 
December 31 , 2012 and 2011 

(thousands omitted) 

2012 2011 

Assets 
Current assets : 

Cash and short-term investments 
Receivables, less allowance for doubtful accounts 

($1, 100 in 201 2 and $1,400 in 2011) 

Inventories, at lower of FIFO cost or market 
Prepaid items and other current assets 

Total current assets 

Other assets: 
Investments, at cost 
Deposits 

Total other assets 
Property, plant, and equipment: 

Land 
Buildings and equipment, less accumulated depreciation 

($126,000 in 2012 and $122,000 in 2011) 

Total property, plant. and equipment 
Total assets 

$ 26,000 $ 21,000 

48,000 50,000 

65,000 62,000 
5,000 3,000 

$144,000 $136,000 

$106,000 $106,000 
10,000 8,000 

$116,000 $114,000 

$ 12,000 $ 12,000 

268,000 248,000 

$280,000 $260,000 

$540,000 $510,000 



Multi-Concept Problems 

2012 

Liabilities and Owners' Equity 
Current liabilities: 

Short-term loans $ 22,000 

Accounts payable 72,000 

Salaries, wages, and other 26,000 

Total current liabilities $120,000 

Long-term debt $160,000 

Total liabilities $280,000 

Owners' equity: 

Common stock, at par $ 44,000 

Paid-in capital in excess of par 64,000 

Total paid-in capital $108,000 

Retained earnings 152,000 

Total owners ' equity $260,000 

Total liabilities and owners' equity $540,000 

Required 

1. Calculate the following financial ratios for 2012 for CCB Enterprises: 

a. Times interest earned 
b. Return on total assets 
c. Return on common stockholders' equity 
d. Debt-to-equity ratio (at December 31, 2012) 
e. C urrent ratio (at December 31, 2012) 
f. Q uick (acid-test) ratio (at December 31, 2012) 
g. Accounts receivable turnover ratio (Assume that all sales are on credit.) 
h. Number of days' sales in receivables 
J. Inventory turnover ratio (Assume that all purchases are on credit.) 
J· Number of days' sales in inventory 
k. Number of days in cash operating cycle 

2011 

$ 24,000 
71,000 
27,000 

$122,000 

$171,000 

$293,000 

$ 42,000 
61,000 

$103,000 
114,000 

$217,000 

$510,000 

2. Prepare a few brief comments on the overall financial health of CCB Enterprises. For each 
comment, indicate any information that is not provided in the problem that you would need 
to fully evaluate the company's financial health. 

(CMA adapted ) 

Problem 13-6 Projected Results to Meet Corporate Objectives 
Tabion Inc. is a wholly owned subsidiary of Marbel Co. The philosophy of Marbel's management 
is to allow the subsidiaries to operate as independent units. Corporate control is exercised 
through the establishment of minimum objectives for each subsidiary, accompanied by substan­
tial rewards for success and penalties for fai lure. The time period for performance review is long 
enough for competent managers to display their abilities. 

Each quarter, the subsidiary is required to submit financial statements. T he statements are 
accompanied by a letter from the subsidiary president explaining the results to date, a forecast for 
the remainder of the year, and the actions to be taken to achieve the objectives if the forecast 
indicates that the objectives will not be met. 

Marbel management, in conjunction with Tabion management, had set the objectives listed 
below for the year ending May 31, 2013. These objectives are similar to those set in previous 
years. 

• Sales growth of 20% 
• Return on stockholders' equity of 15% 
• A long-term debt-to-equity ratio of not more than 1.0 
• Payment of a cash dividend of 50% of net income, with a m1111mum payment of at least 

$400,000 

(Continued} 
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Tablon's controller has just completed the financial statements for the six months ended Novem­
ber 30, 2012, and the forecast for the year ending May 31, 2013. The statements follow. 

After a curso1y glance at the financial statements, Tablon's president concluded that not all 
objectives would be met. At a staff meetin g of the Tablon management, the president asked the 
controller to review the projected results and recommend possible actions that could be taken 
during the remainder of the year so that Tablon wou ld be more likely to meet the objectives. 

Sales 

Cost of goods sold 
Selling expenses 
Administrative expenses and interest 
Income taxes (40 %) 

Total expenses and taxes 

Net income 
Dividends declared and paid 

Income retained 

Tabion Inc. 
Income Statement 

(thousands omitted) 

Year Ended 
May 31, 

2012 

$25,000 

$13,000 
5,000 
4,000 
1,200 

$23,200 
$ 1,800 

600 
$ 1,200 

Tabion Inc. 

Six Months 
Ended 

November 30, 
2012 

$15,000 

$ 8,000 
3,500 
2,500 

400 
$14,400 
$ 600 

0 
$ 600 

Statement of Financial Position 
(thousands omitted) 

Assets 
Cash 
Accounts receivable (net) 
Inventory 
Plant and equipment (net) 

Total assets 

Liabilities and Equities 
Accounts payable 
Accrued taxes 
Long-term borrowing 
Common stock 
Retained earnings 

Total liabilities and equities 

Required 

May 31, 
2012 

$ 400 
4,100 
7,000 

6,500 
$18,000 

$ 3,000 
300 

6,000 
5,000 
3,700 

$18,000 

November 30, 
2012 

$ 500 
6,500 
8,500 
7,000 

$22,500 

$ 4,000 
200 

9,000 
5,000 
4,300 

$22,500 

Forecast for 
Year Ending 

May 31 , 
2013 

$30,000 

$16,000 
7,000 
5,000 

800 
$28,800 
$ 1,200 

600 
$ 600 

Forecast for 
May 31, 2013 

$ 500 
7,100 
8,600 

7,300 
$23,500 

$ 4,000 
200 

10,000 
5,000 
4,300 

$23,500 

1. Calculate the projected results for each of the four objectives established for Tabion Inc . 
State which results will not meet the objectives by year-end. 

2. From the data presented, identify the factors that seem to contribute to the failure ofTablon 
Inc. to meet all of its objectives. 

3. Explain the possible actions that the controller could recommend in response to the presi­
dent's req uest. 

( CMA adapted ) 



Multi-Concept Problems 

Problem 13-7 Comparison with Industry Averages 
Heartland Inc. is a medium-size company that has been in business for 20 years. The indus­
try has become very competitive in the last few years, and Heartland has decided that it 
must grow if it is going to survive. It has approached the bank for a sizable five -year loan, 
and the bank has requested Heartland's most recent financial statements as part of the loan 
package. 

The industry in which Heartland operates consists of approximately 20 companies relatively 
eq ual in size. T he trade association to which all of the competitors belong publishes an annual 
survey of tl1e industry, including industry averages for selected ratios for tl1e competitors. All 
companies voluntari ly submit tl1eir statements to tl1e association for tl1is purpose. 

Heartland's controller is aware that tl1e bank has access to this survey and is very concerned 
about how tl1e company fared ti-Us past year compared witl1 the rest of tl1e industry. The ratios 
included in tl1e publication and the averages for the past year are as follows: 

Ratio 

Current ratio 
Acid-test (quick) ratio 
Accounts receivable turnover 
Inventory turnover 
Debt-to-equity ratio 
Times interest earned 
Return on sales 
Asset turnover 
Return on assets 
Return on common stockholders' equity 

Industry 
Average 

1.23 
0.75 

33 times 
29 times 

0.53 
8.65 times 
6.57 % 
1.95 times 

12.81% 
17.67% 

T he fi nancial statements to be submitted to tl1e bank in connection with the loan follow. 

Heartland Inc. 
Statement of Income and Retained Earnings 

For the Year Ended December 31, 2012 
(thousands omitted) 

Sales revenue $ 542,750 
Cost of goods sold (435,650) 

Gross profit $ 107.100 
Selling, general. and administrative expenses $ (65,780) 
Loss on sales of securities (220) 

Income before interest and taxes $ 41 , 100 
Interest expense (9,275) 

Income before taxes $ 31,825 
Income tax expense (12,730) 

Net income $ 19,095 
Retained earnings, January 1. 2012 58.485 

$ 77,580 
Dividends paid on common stock (12,000) 

Retained earnings, December 31 , 2012 $ 65,580 

(Continued) 
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Heartland Inc. 
Comparative Statements of Financial Position 

(thousands omitted) 

December 31, 2012 

Assets 
Current assets: 

Cash $ 1, 135 
Marketable securities 1,250 
Accounts receivable, net of allowances 15,650 
Inventories 12,680 
Prepaid items 385 

Total current assets $ 31, 100 
Long-term investments $ 425 
Property, plant, and equipment: 

Land $ 32,000 
Buildings and equipment, net of accumulated 

depreciation 216,000 
Total property, plant, and equipment $248,000 

Total assets $279,525 

Liabilities and Stockholders' Equity 
Current liabilities: 

Short-term notes $ 8,750 
Accounts payable 20,090 
Salaries and wages payable 1,975 
Income taxes payable 3, 130 

Total current liabilities $ 33,945 

Long-term bonds payable $ 80,000 

Stockholders' equity: 
Common stock, no par $100,000 
Retained earnings 65,580 

Total stockholders' equity $165,580 
Total liabilities and stockholders' equity $279,525 

Required 

December 31, 2011 

$ 750 
2,250 

12,380 
15,870 

420 
$ 31,670 

$ 425 

$ 32,000 

206,000 

$238,000 

$270,095 

$ 12,750 
14,380 
2,430 
2,050 

$ 31,610 

$ 80,000 

$100,000 
58,485 

$158,485 

$270,095 

1. Prepare a columnar report fo r the controller of Heartland Inc. comparing tl1e industry aver­
ages for tl1e ratios published by the u-ade association with the comparable ratios for Heart­
land. For Heartland, compute tl1e ratios as of December 31, 2012, or for the year ending 
December 31, 2012, whichever is appropriate. 

2. Briefly evaluate Heartland's ratios relative to tl1e industry averages. 
3. Do you clunk mat tl1e bank will approve tl1e loan? Explain your answer. 

ALTERNATE PROBLEMS 

LOS Problem 13-1 A Effect of Transactions on Debt-to-Equity Ratio 
(Note: Consider completing Problem 13-2A after this problem to ensure tl1at you obtain a clear 
understandjng of me effect of various u-ansactions on mis measure of solvency. ) The following 
account balances are taken from the records of Monet's Garden Inc.: 

Current liabilities 
Long-term liabilities 
Stockholders' equity 

$150,000 
375,000 
400,000 



Alternate Problems 

Required 

l. Use the information provided to compute Monet's debt-to-equi ty ratio (round to three deci­
mal points). 

2. Determine the effect that each of the fo llowing transactions will have on Monet's debt-to­
equity ratio by recalculating the ratio and then indicating whether the ratio is increased , 
decreased, or not affected by the transaction . (Round to three decimal points.) Consider 
each transaction independently; tlut is, assume tlut it is the only transaction that takes place. 

Transaction 

a. Purchased inventory on account, $20,000 
b. Purchased inventory for cash, $15,000 
c. Paid suppliers on account, $30,000 
d. Received cash on account, $40,000 
e. Paid insurance for the following year, $20,000 
f. Made sales on account, $60,000 
g. Repaid short-term loans at bank, $25,000 
h. Borrowed $40,000 at bank for 90 days 
i. Declared and paid $45,000 cash dividend 
j. Purchased $20,000 of short-term investments 
k. Paid $30,000 in salaries 
I. Accrued additional $15,000 in taxes 

Effect of Transaction on 
Debt-to Equity Ratio 

Problem 13-2A Effect of Transactions on Debt-to-Equity Ratio 
(Note: Consider completing this problem after Problem 13-l A to ensure tl1at you obtain a clear 
understanding of tl1e effect of various transactions on this measure of solvency.) The fo llowing 
account balances are taken from the records of Degas Inc. : 

Required 

Current liabilities 
Long-term liabilities 
Stockholders' equity 

$ 25,000 
125,000 
400,000 

1. Use the information provided to compute Degas's debt-to-equity ratio (round to tl1ree deci­
mal points). 

2 . Determine the effect that each of the following transactions will have on Degas's debt-to­
equ ity ratio by recalcu lating the ratio and tl1en indicating whetl1er the ratio is increased, 
decreased, or not affected by the transaction. (Round to tl1ree decimal points.) Consider 
each transaction independently; that is, assume that it is tl1e only transaction tl1at takes place. 

Transaction 

a. Purchased inventory on account, $20,000 
b. Purchased inventory for cash, $15,000 
c. Paid suppliers on account, $30,000 
d. Received cash on account, $40,000 
e. Paid insurance for the following year, $20,000 
f. Made sales on account, $60,000 
g. Repaid short-term loans at bank, $25,000 
h. Borrowed $40,000 at bank for 90 days 
i. Declared and paid $45,000 cash dividend 
j. Purchased $20,000 of short-term investments 
k. Paid $30,000 in salaries 
I. Accrued additional $15,000 in taxes 

Effect of Transaction on 
Debt-to-Equity Ratio 
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LO& Problem 13-3A Goals for Sales and Return on Assets 
The president of Blue Moon Corp. and her department managers are reviewing the operating 
results of the year just completed. Sales increased by 12% from die previous year to $750,000 . 
Average total assets for die year were $400,000 . Net income, after addi ng back interest expense, 
net of tax, was $60,000 . 

The president is happy with the performance over die past year but is never satisfied with the 
status quo. She has set two specific goals for next year: (1) a 15% growth in sales and (2) a return 
on assets of 20%. 

To achieve die second goal, die president has stated her intention to increase the total asset 
base by 10% over die base for die year just completed . 

Required 

1. For the year just completed, compute die following ratios: 

a. Return on sales 
b. Asset turnover 
c. Return on assets 

2. Compute die necessary asset turnover for next year to achieve the president's goal of a 15% 
increase in sales. 

3. Calculate the income needed next year to achieve die goal of a 20% return on total assets. 
(Note: Assume diat income is defined as net income plus interest, net of tax.) 

4. Based on your answers to parts (2) and (3), comment on die reasonableness of die presi­
dent's goals. On what must die company focus to attain diese goals? 

LO& Problem 13-4A Goals for Sales and Income Growth 
Sunset Corp. is a major regional retailer. The ehiefexecutive officer (CEO) is concerned with die 
slow growth both of sales and of net income and die subsequent effect on the trading price of 
the common stock. Selected financial data for die past three years follow. 

1. Sales 
2. Net income 
3. Dividends declared and paid 
December 31 balances: 
4. Stockholders' equity 
5. Debt 
Selected year-end financial ratios 

Net income to sales 
Asset turnover 

6. Return on stockholders' equity* 
7. Debt to total assets 

Sunset Corp. 
(in millions) 

•Based on year-end balances in stockholders' equity. 

2012 

$100.0 
3.0 
1.2 

40.0 
10.0 

3.0% 
2 times 

7.5% 
20.0% 

2011 2010 

$96.7 $93.3 
2.9 2.8 
1.2 1.2 

38.2 36.5 
10.2 10.2 

3.0% 30% 
2 times 2 times 

7.6% 7.7% 
21.1 % 21.8% 

The CEO believes diat die price of die stock has been adversely affected by die downward 
trend of die return on equity, the relatively low dividend payout ratio, and die lack of dividend 
increases. To improve die price of die stock, he wants to improve the return on equity and divi ­
dends. 

He believes that the company should be able to meet diese objectives by ( 1) increasing sales 
and net income at an annual rate of 10% a year and (2) establishing a new dividend policy that 
calls for a dividend payout of 60% of earnings or $2,000,000, whichever is larger. 

T he 10% annual sales increase wi ll be accomplished through a product enhancement pro­
gram. The president believes diat the present net income to sales ratio of 3% will be unchanged 
by the cost of diis new program and any interest paid on new debt. He expects that the company 
can accomplish diis sales and income grmvth while maintaining die current relationship of total 



Alternate Multi-Concept Problem 

assets to sales. Any capital that is needed to maintain this relationship and that is not generated 
internally would be acquired through long-term debt financing. The CEO hopes that debt would 
not exceed 25% of total liabilities and stockholders' equity. 

Required 
1. Using the CEO's program, prepare a sched ule that shows the appropriate data for the years 

2013, 2014, and 2015 for the items numbered 1 through 7 on the preceding schedule. 
2. Can the CEO meet all of his requirements if a 10% per-year growth in income and sales is 

achieved? Explain your answers. 
3. What alternative actions should the CEO consider to improve the return on equity and to 

support increased dividend payments? 
( CMA adapted) 

ALTERNATE MULTI-CONCEPT PROBLEM 

Problem 13-5A Basic Financial Ratios 
The accounting staff of SST Enterprises has completed the financial statements for the 2012 cal­
endar year. The statement of income for the current year and the comparative statements of fi­
nancial position for 2012 and 2011 fo llow. 

Assets 
Current assets: 

SST Enterprises 
Statement of Income 

Year Ended December 31, 2012 
(thousands omitted) 

Revenue: 
Net sales 
Other 

Total revenue 

Expenses: 
Cost of goods sold 
Research and development 
Selling and administrative 
Interest 

Total expenses 

Income before income taxes 
Income taxes 

Net income 

SST Enterprises 

$600,000 
45,000 

$645,000 

$405,000 
18,000 

120,000 
15,000 

$558,000 

$ 87,000 
27,000 

$ 60,000 

Comparative Statements of Financial Position 
December 31, 2012 and 2011 

(thousands omitted) 

Cash and short-term investments 
Receivables, less allowance for doubtful accounts ($1, 100 in 2012 

and $1,400 in 2011) 
Inventories, at lower of FIFO cost or market 
Prepaid items and other current assets 

Total current assets 

2012 2011 

$ 27,000 $ 20,000 

36,000 37,000 
35,000 42,000 

2,000 1,000 
$100,000 $100,000 
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Property, plant. and equipment: 
Land 

Buildings and equipment, less accumulated depreciation ($74,000 
in 2012 and $62,000 in 2011) 

Total property, plant, and equipment 

Total assets 

Liabilities and Stockholders' Equity 
Current liabilities: 

Short-term loans 
Accounts payable 
Salaries, wages, and other 

Total current liabilities 
Long-term debt 

Total liabilities 

Stockholders' equity: 
Common stock, at par 
Paid-in capital in excess of par 

Total paid-in capital 
Retained earnings 

Total stockholders' equity 

Total liabilities and stockholders' equity 

Required 

1. Calculate the following financial ratios for 2012 for SST Enterprises: 

a. Times interest earned 
b. Return on total assets 
c. Return on common stockholders' equity 
d . Debt-to-equity ratio (at December 31, 2012 ) 
e. Current ratio (at December 31, 2012) 
f. Quick (acid-test) ratio (at December 31, 2012) 

2012 

$ 9,000 

191,000 
$200,000 

$300,000 

$ 20,000 
80,000 

5,000 
$105,000 

15,000 

$120,000 

$ 50,000 
25,000 

$ 75,000 
105,000 

$180,000 
$300,000 

g. Accounts receivable u1rnover ratio (Assume that all sales are on credit.) 
h. Number of days' sales in receivables 
1. Inventory u1rnover ratio (Assume that all purchases are on credit.) 
J· Number of days' sales in inventory 
k. Number of days in cash operating cycle 

2011 

$ 9,000 

186,000 
$195,000 

$295,000 

$ 15,000 
68,000 
7,000 

$ 90,000 
40,000 

$130,000 

$ 50,000 
25,000 

$ 75,000 
90,000 

$165,000 
$295,000 

2. Prepare a few brief comments on the overall financial health of SST Enterprises. For each 
comment, indicate any information that is not provided in the problem that you would need 
to folly evaluate the company's financial health . 

( CMA adapted ) 

LOS • 6 Problem 13-GA Projected Results to Meet Corporate Objectives 
Grout Inc. is a wholly owned subsidiary of Slait Co. The philosophy of Slait's management is to 
allow the subsidiaries to operate as independent units . Corporate control is exercised through the 
establishment of minimum objectives for each subsidiary, accomparued by substantial rewards for 
success and penalties for fai lure. The time period for performance review is long enough for com­
petent managers to display their abilities. 

Each quarter, the subsidiary is required to submit financial statements. The statements are 
accompanied by a letter from the subsidiary president explaining the resul ts to date, a forecast for 
the remainder of the year, and the actions to be taken to achieve the objectives if the forecast 
indicates that the objectives will not be met. 

Slait management, in conj unction with Grout management, had set the objectives listed below 
for the year ending September 30, 2013. These objectives are similar to those set in previous years. 

• Sales growth of 10% 
• Return on stockholders' equity of20% 



Alternate Multi-Concept Problem 

• A long-term debt-to-equity ratio of not more than 1.0 
• Payment of a cash dividend of 50% of net income, with a m1111mum payment of at least 

$500,000 

Grout's controller has just completed preparing the financial statements for the six months ended 
March 31, 2013, and the forecast for the year ending September 30, 2013. The statements are 
presented below. 

After a cursory glance at the financial statements, Grout's president concluded that not all 
objectives would be met. At a staff meeting of the Grout management, the president asked the 
controller to review the projected results and recommend possible actions that could be taken 
during the remainder of the year so that Grout would be more likely to meet the objectives. 

Sales 

Cost of goods sold 
Selling expenses 

Grout Inc. 
Income Statement 

(thousands omitted) 

Vear Ended 
September 30, 

Six Months 
Ended 

2012 March 31, 2013 

$10,000 $6,000 

$ 6,000 $4,000 
1,500 900 

Administrative expenses and interest 1,000 600 
Income taxes 

Total expenses and taxes 
Net income 
Dividends declared and paid 

Income retained 

Assets 
Cash 
Accounts receivable (net) 
Inventory 
Plant and equipment (net) 

Total assets 

Liabilities and Equities 
Accounts payable 
Accrued taxes 
Long-term borrowing 
Common stock 
Retained earnings 

Total liabilities and equities 

Required 

500 300 
$ 9,000 $5,800 
$ 1,000 $ 200 

500 0 
$ 500 $ 200 

Grout Inc. 
Statement of Financial Position 

(thousands omitted) 

September 30, March 31, 
2012 2013 

$ 400 $ 500 
2,100 3.400 
7,000 8,500 
2,800 2,500 

$12,300 $14,900 

$ 3,000 $ 4,000 
300 200 

4,000 5,500 
4,000 4,000 
1,000 1,200 

$12,300 $14,900 

Forecast for 
Year Ending 

September 30, 2013 

$12,000 

$ 8,000 
1,800 
1,200 

600 
$11,600 
$ 400 

400 

$ 0 

Forecast for 
September 30, 2013 

$ 500 
2,600 

8.400 
3,200 

$14.700 

$ 4,000 
200 

5,500 
4,000 
1,000 

$14.700 

1. Calculate the projected results for each of the four objectives established for Grout Inc. State 
which results will not meet the objectives by year-end. 

2. From the data presented, identify the factors that seem to contribute to the failure of Grout 
Inc. to meet all of its objectives. 

3. Explain the possible actions that the controller could recommend in response to the presi­
dent's request. 

( CMA adapted ) 
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L04 • 5 • 6 Problem 13-7A Comparison with Industry Averages 
Midwest Inc. is a medium-size company that has been in business for 20 years. The industry has 
become very competitive in the last few years, and Midwest has decided that it must grow if it is 
going to survive. It has approached the bank for a sizable five-year loan, and the bank has 
requested Midwest's most recent fi nancial statements as part of the loan package. 

T he industry in which Midwest operates consists of approximately 20 companies relatively 
equal in size. The trade association to which all of the competitors belong publishes an annual 
survey of the industry, including industry averages for selected ratios for the competitors. All 
companies voluntarily submit their statements to the association for this purpose. 

Midwest's controller is aware that the bank has access to this survey and is very concerned 
about how the company fared this past year compared with the rest of the industry. The ratios 
included in the publication and the averages for the past year are as follows: 

Ratio 

Current ratio 
Acid-test (quick) ratio 
Inventory turnover 
Debt-to-equity ratio 
Times interest earned 
Return on sales 
Asset turnover 
Return on common stockholders' equity 

Industry 
Average 

1.20 
0.50 

35 times 
0.50 

25 times 
3% 

3.5 times 
20% 

The fi nancial statements to be submitted to the bank in connection with the loan follow. 

Midwest Inc. 
Statement of Income and Retained Earnings 

For the Vear Ended December 31, 201 2 
(thousands omitted) 

Sales revenue $ 420,500 

Cost of goods sold (300,000) 

Gross profit $ 120,500 

Selling, general, and administrative expenses (85,000) 

Income before interest and taxes $ 35,500 

Interest expense (8,600) 

Income before taxes $ 26,900 

Income tax expense (12,000) 

Net income $ 14,900 

Retained earnings, January 1, 2012 12.400 
$ 27,300 

Dividends paid on common stock (11,200) 

Retained earnings, December 31, 2012 $ 16, 100 

Midwest Inc. 
Comparative Statements of Financial Posit ion 

(thousands omitted) 

December 31, 2012 December 31 , 201 1 

Assets 
Current assets : 

Cash 
Marketable securities 
Accounts receivable, net of allowances 
Inventories 

$ 1,790 
1.200 

400 
8,700 

$ 2,600 
1,700 

600 
7.400 



Decision Cases 

December 31, 2012 December 31, 2011 

Prepaid items 

Total current assets 

Long-term investments 

Property, plant, and equipment: 
Land 
Buildings and equipment. net of 

accumulated depreciation 

Total property, plant. and equipment 
Total assets 

Liabilities and Stockholders' Equity 
Current liabilities: 

Short-term notes 
Accounts payable 
Salaries and wages payable 
Income taxes payable 

Total current liabilities 

Long-term bonds payable 
Stockholders' equity: 

Common stock, no par 
Retained earnings 

Total stockholders' equity 

Total liabilities and stockholders' equity 

Required 

350 400 

$ 12.440 $ 12,700 

$ 560 $ 400 

$ 12,000 $ 12,000 

87,000 82,900 

$ 99,000 $ 94,900 

$112,000 $108,000 

$ 800 $ 600 

6,040 6,775 

1,500 1,200 
1,560 1,025 

$ 9,900 $ 9,600 

$ 36,000 $ 36, 000 

$ 50,000 $ 50,000 
16, 100 12.400 

$ 66,1 00 $ 62.400 

$112,000 $108,000 

1. Prepare a columnar report for the controller of Midwest Inc. comparing the industry aver­
ages fo r the ratios published by the trade association with the comparable ratios for Midwest. 
For Midwest, compute the ratios as of December 31, 2012, or for the year ending December 
31, 2012, whichever is appropriate. 

2. Briefly evaluate Midwest's ratios relative to the industry averages. 
3. Do you think that the bank wi ll approve the loan? Explain your answer. 

DECISION CASES 

Reading and Interpreting Financial Statements 

Decision Case 13-1 Horizontal Analysis for Kellogg's 
Refer to the financial statement information of Kellogg's reprinted at the back of the book. 

Required 

1. Prepare a work sheet with the fo llowing headings: 

Increase (Decrease) from 

2009 to 2010 2008 to 2009 

Income Statement Accounts Dollars Percent Dollars Percent 

2. Complete the work sheet using each of the acc0tmt titles on Kellogg's income statement. 
Round all percentages to the nearest one-tenth of a percent. 

3. What observations can you make from this horizontal analysis? What is your overa ll analysis 
of operations? Have tl1e company's operations improved over the tl1ree-year period? 

735 

L02 



736 Chapter 13 Financial Statement Ana lysis 

L03 Decision Case 13-2 Vertical Analysis for Kellogg's 
Refer to the financial statement information of Kellogg's reprinted at the back of the book. 

Required 

l. Using the format in Example 13-5, prepare common-size comparative income statements for 
2010 and 2009 . Use as the base " Net sales." Round all percentages to the nearest one-tenth 
of a percent . 

2 . What changes do you detect in the income statement relationships fro m 2009 to 2010? 
3. Using the format in Example 13-4, prepare common-size comparative balance sheets at the 

end of2010 and 2009 . Round all percentages to the nearest one-tenth ofa percent. 
4. What observations can you make about the relative composition of Kellogg's assets from the 

common-size statements? What observations can be made about the changes in the relative 
composition of liabilities and stockh olders' equi ty accounts? 

L03 Decision Case 13-3 Comparing Two Companies in the Same Industry: 
Kellogg's and General Mills 
T his case should be completed after responding to the requirements in Decision Case 13-2 . Refer 
to the fi nancial statement information of Kellogg's and General Mills reprinted at the back of 
the book. 

Required 

l. Using the format in Example 13-5, prepare common-size comparative income statements for 
the years ending May 30, 2010, and May 31, 2009, for General Mills. Round all percentages 
to the nearest one-tenth of a percent. 

2 . The common-size comparative income statements indicate the relative importance of items 
on the statement. Compare the common-size income statements of General Mills and Kel­
logg's. What are the most important differences between th e t\¥0 companies' income state­
ments? 

3. Using the format in Example 13-4, prepare common-size comparative balance sheets on 
May 30, 2010, and May 31 , 2009 , for General Mills. Round all percentages to the nearest 
one-tenth of a percent. 

4 . The common-size comparative balance sheets indicate the relative importance of items on 
the statement. Compare the common-size balance sheets of General Mills and Kellogg's. 
What are the most important differences between the two companies' balance sheets? 

L04 • 5 • 6 Decision Case 13-4 Ratio Analysis for General Mills 
Refer to the financial statement information of General Mills reprinted at the back of the book. 

Required 

l . Compute the fo llowing ratios and other amounts for each of the two years, ending May 30, 
2010, and May 31 , 2009 . Because only two years of data are given on the balance sheets, to 
be consistent, you should use year-end balances for each year in lieu of average balances. 
Assume 360 days to a year. State any other necessary assumptions in making the calculations. 
Round all ratios to the nearest one-tenth of a percent. 

a. Working capital 
b. Current ratio 
c. Acid-test ratio 
d . Cash fl ow fro m operations to current liabili ties 
e. Debt-to-equi ty ratio 
f. Cash flow fro m operations to capital expenditures 
g. Asset turnover 
h. Return on sa les 
1. Return on assets 
l· Return on common stockholders' equity 

2. What is your overall analysis of the financial health of General Mills? 



Decision Cases 

Making Financial Decisions 

Decision Case 13-5 Acquisition Decision 
Diversified Industries is a large conglomerate that is continually in the market for new acquisi­
tions. The company has grown rapidly over the last ten years through buyouts of medium-size 
companies. Diversified does not limi t itself to companies in any one industry, bu t looks fo r firms 
with a sound fi nancial base and the ability to stand on their own financially. 

The president of Diversified recently told a meeting of tl1e company's officers: " I want to 
impress two points on all of you. First, we are not in the business oflooking for bargains. Diversi­
fi ed has achieved success in tl1e past by acquiring companies witl1 tl1e ability to be a permanent 
member of tl1e corporate fa mily. We don' t want companies that may appear to be a bargain on 
paper but can' t survive in the long run. Second , a new member of our family must be able to 
come in and make it on its own- the parent is not organized to be a funding agency for strug­
gling subsidiaries." 

Ron Dixon is the vice president of acquisitions for Diversified, a position he has held for five 
years. He is responsible for making recommendations to tl1e board of directors on potential 
acquisitions. Because you are one of his assistants, he recently brought you a set of fi nancials for a 
manufacturer, H eavy Duty Tractors Inc. Dixon believes that H eavy Duty is a "can' t-miss" op­
portuni ty for Diversified and asks you to confirm his hunch by performing basic fin ancial state­
ment analysis on the company. The most recent comparative balance sheets and income 
statement fo r the company fo llow. 

Heavy Duty Tractors Inc. 
Comparative Statements of Financial Position 

(thousands omitted) 

December 31, 2012 

Assets 
Current assets: 

Cash $ 48,500 
Marketable securities 3,750 
Accounts receivable, net of allowances 128.420 
Inventories 135,850 
Prepaid items 7,600 

Total cu rrent assets $324, 120 

Long-term investments $ 55,890 
Property, plant. and equipment: 

Land $ 45,000 
Buildings and equipment. less accumulated 

depreciation of $385,000 in 2012 and 
$325,000 in 201 1 545,000 
Total property, plant, and equipment $590,000 

Total assets $970,010 

Liabilities and Stockholders' Equity 
Current liabilities: 

Short-term notes $ 80,000 
Accounts payable 65,350 
Salaries and wages payable 14,360 
Income taxes payable 2,590 

Total current liabilities $162,300 
Long-term bonds payable, due 2019 $275,000 
Stockholders' equity: 

Common stock, no par $350,000 
Retained earnings 182,710 

Total stockholders' equity $532,710 
Total liabilities and stockholders' equity $970,010 

December 31, 2011 

$ 24,980 
0 

84, 120 
96,780 

9,300 

$215,180 

$ 55,890 

$ 45,000 

605, 000 
$650,000 
$921,070 

$ 60,000 
48,760 
13,840 
3,650 

$126,250 
$275,000 

$350,000 
169,820 

$519,820 

$921,070 

(Continued) 
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738 Chapter 13 Financial Statement Analysis 

Required 

Heavy Duty Tractors Inc. 
Statement of Income and Retained Earnings 

For the Year Ended December 31, 2012 
(thousands omitted) 

Sales revenue 

Cost of goods sold 

Gross profit 

Selling, general, and administrative expenses 

Operating income 
Interest expense 

Net income before taxes and extraordinary items 
Income tax expense 

Income before extraordinary items 
Extraordinary gain, less taxes of $6,000 

Net income 
Retained earnings, January 1, 2012 

Dividends paid on common stock 
Retained earnings, December 31. 2012 

$875,250 
542,750 

$332,500 

264,360 

$ 68, 140 
45,000 

$ 23,140 
9,250 

$ 13,890 
9,000 

$ 22,890 
169,820 

$192,710 
10,000 

$182,710 

1. How liquid is Heavy Duty Tractors? Support your answer with any ratios that you believe 
are necessary to justify your conclusion. Also indicate any other information that you would 
want to have in making a final determination on its liquidity. 

2. In light of the president's comments, should you be concerned about the solvency of Heavy 
Duty Tractors? Support your answer with the necessary ratios. How does the maturity date 
of the outstanding debt affect your answer? 

3. Has Heavy Duty demonstrated the abi lity to be a profitable member of the Diversified fam ­
ily? Support your answer with the necessary ratios. 

4. What will you tell your boss? Should he recommend to the board of directors that Diversified 
put in a bid for Heavy Duty Tractors? 

L03 Decision Case 13-6 Pricing Decision 
BPO's management believes the company has been successful at increasing sales because it has 
not increased the selling price of its products even though its competition has increased prices 
and costs have increased . Price and cost relationships in Year 1 were established because they rep­
resented industry averages. The following income statements are available for BPO's first three 
years of operation: 

Year 3 Year 2 Year 1 

Sales $125,000 $110,000 $100,000 
Cost of goods sold 62,000 49,000 40,000 

Gross profit $ 63,000 $ 61 ,000 $ 60,000 
Operating expenses 53,000 49,000 45,000 

Net income $ 10,000 $ 12,000 $ 15,000 

Required 

1. Using the format in Example 13-5, prepare common-size comparative income statements for 
the three years. 

2. Explain why net income has decreased while sales have increased . 
3. Prepare an income statement for Year 4 . Sales volume in Lmits is expected to increase by 

10%, and costs are expected to increase by 8%. 
4. Do you think BPO should raise its prices or maintain the same sel ling prices? Explain your 

answer. 



Decision Cases 

Ethical Decision Making 

Decision Case 13-7 Provisions in a Loan Agreement 
As controller of Midwest Construction Company, you are reviewing with your assistant, Dave 
Jackson, the financial statements for the year just ended. During the review, Jackson reminds you 
of an existing loan agreement with Southern National Bank. Midwest has agreed to the following 
conditions: 

• The current ratio will be maintained at a minimum level of 1.5 to 1.0 at all times. 
• The debt-to-eq uity ratio wi ll not exceed 0.5 to 1.0 at any time. 

Jackson has drawn up the following preliminary condensed balance sheet for the year just ended: 

Current assets 
Long-term assets 

Total 

Midwest Construction Company 
Balance Sheet 
December 31 

(in millions of dollars) 

$16 
64 

$80 

Current liabilities 
Long-term debt 

Stockholders' equity 

Total 

$10 
15 
55 

$80 

Jackson wants to discuss two items with you. First, long-term debt currently includes a 
$5 million note payable to Eastern State Bank that is due in six mont11s. The plan is to go to East­
ern before tl1e note is due and ask it to extend t11e maturity date of me note for five years. Jackson 
doesn't believe mat Midwest needs to include the $5 million in current liabilities because the plan 
is to roll over tl1e note. 

Second, in December of t11is year, Midwest received a $2 million deposit from t11e state for a 
major road project. The contract calls for t11e work to be performed over tl1e next 18 months. 
Jackson recorded tl1e $2 million as revenue tl1is year because the contract is with tl1e state; there 
shouldn 't be any question about being able to collect. 

Required 

1. Based on t11e balance sheet mat Jackson prepared, is Midwest in compliance with its loan 
agreement with Southern? Support your answer witl1 any necessary computations. 

2 . What would you do witl1 tl1e two items in question? Do you see anything wrong wim tl1e 
way Jackson has handled each of t11em? Explain your answer. 

3. Prepare a revised balance sheet based on your answer to part (2). Also, compute a revised 
current ratio and debt-to-equity ratio. Based on t11e revised ratios, is Midwest in compliance 
witl1 its loan agreement? 

Decision Case 13-8 Inventory Turnover 
Garden Fresh Inc. is a wholesaler of fresh fruits and vegetables. Each year, it submits a set of 
financial ratios to a trade association. Even tl1ough t11e association doesn't publish the individual 
ratios for each company, the president of Garden Fresh tl1inks it is important for public relations 
that his company look as good as possible. Due to t11e nature of me fresh fruits and vegetables 
business, one of the major ratios tracked by the association is inventory turnover. Garden Fresh 's 
inventory stated at FIFO cost was as follows: 

Fruits 
Vegetables 

Totals 

Year Ending December 31 

2012 

$10,000 

30,000 

$40,000 

2011 

$ 9,000 
33,000 

$42,000 

Sales revenue for tl1e year ending December 31, 2012, is $3,690,000. The company's gross 
profit ratio is normally 40%. 

Based on tl1ese data, the president minks me company should report an inventory turnover 
ratio of90 times per year. 

(Continued) 
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Required 

l. Using the necessary calculations, explain how the president came up with an inventory turn­
over ratio of90 times. 

2. Do you think the company should report a turnover ratio of 90 times? If not, explain why 
you disagree and explain, with calculations, what you think the ratio should be. 

3. Assume that you are the controller for Garden Fresh. What wiJl you tell the president? 

SOLUTIONS TO KEY TERMS QUIZ 

Quiz 1: 

14 
11 
10 
12 
13 
2 
3 
l 

Q uiz 2: 

3 
7 
13 
14 
8 

15 
9 
4 
10 

Horizontal analysis 
Vertical analysis 
Gross profit ratio 
Profit margin ratio 
Liquidity 
Working capital 
Current ratio 
Acid-test or quick ratio 

Solvency 
Debt-to-equity ratio 
Times interest earned ratio 
Debt service coverage ratio 
Cash flow from operations to capital 
expenditures ratio 
Profitability 
Return on assets ratio 
Return on sales ratio 
Asset turnover ratio 

5 

6 
4 
9 
7 
8 

l 

12 
5 
2 
6 
11 
17 
16 

Cash flow from operations to current 
liabi lities ratio 
Accounts receivable turnover ratio 
Number of days' sales in receivables 
Inventory turnover ratio 
Number of days' sales in inventory 
Cash -to-cash operating cycle 

Return on common stockholders' 
equity ratio 
Leverage 
Earnings per share ( EPS) 
Price/earnings (P /E) ratio 
Dividend payout ratio 
Dividend yield ratio 
Discontinued operations (Appendix ) 
Extraordinary item (Appendix) 

INTEGRATIVE PROBLEM 

Presented here are a statement of income and retained earnings and comparative balance sheets 
for Gallagher, Inc., which operates a national chain of sporting goods stores . 

Gallagher, Inc. 
Statement of Income and Retained Earnings 

For the Year Ended December 31, 2012 
(all amounts in thousands of dollars) 

Net sales 
Cost of goods sold 

Gross profit 
Selling, general, and administrative expense 

Operating income 
Interest expense 

Income before tax 
Income tax expense 

Net income 
Preferred dividends 

Income available to common 
Common dividends 

To retained earnings 
Retained earnings, 1 /1 

Retained earnings, 12/31 

$48,000 
36,000 

$12,000 
6,000 

$ 6,000 
280 

$ 5,720 
2,280 

$ 3,440 
100 

$ 3,340 
500 

$ 2,840 
12,000 

$14,840 



Gallagher, Inc. 
Comparative Balance Sheets 
December 31, 2012 and 201 1 

(all amounts in thousands of dollars) 

Answers to Pod Review 

December 31 

Required 

Cash 
Accounts receivable 
Inventory 
Prepaid insurance 

Total current assets 

Land 
Buildings and equipment 
Accumulated depreciation 

Total long-term assets 

Total assets 

Accounts payable 
Taxes payable 
Notes payable 
Current portion of bonds 

Total current liabilities 
Bonds payable 

Total liabilities 

Preferred stock, $5 par 
Common stock, $1 par 
Retained earnings 

Total stockholders' equity 

Total liabi lities and stockholders' equity 

201 2 

$ 840 
12,500 
8,000 

100 

$21.440 

$ 4,000 
12,000 
(3,700) 

$12,300 

$33,740 

$ 7,300 
4,600 

2.400 
200 

$14,500 
1.400 

$15,900 

$ 1,000 
2,000 

14,840 

$17,840 

$33,740 

2011 

$ 2,700 
9,000 
5,500 

400 

$17,600 

$ 4, 000 
9,000 
(3,000) 

$10,000 

$27,600 

$ 5,000 
4,200 
1,600 

200 

$11,000 
1,600 

$12,600 

$ 1,000 
2,000 

12,000 

$15,000 

$27,600 

l. Prepare a statement of cash flows for Gallagher, Inc., for the year ended December 31, 
2012, using the indirect method in the Operating Activities section of the statement. 

2 . Gallagher's management is concerned with its short-term liquidity and its solvency over the 
long run. To help management evaluate these, compute the following ratios, rounding all 
answers to the nearest one-tenth of a percent: 

a. Current ratio 
b. Acid-test ratio 
c. Cash flow fro m operations to current liabil ities ratio 
d . Accounts receivable turnover ratio 
e. Number of days' sales in receivables 
f. Inventory turnover ratio 
g. Number of days' sales in inventory 
h. Debt-to-equity ratio 
1. Debt service coverage ratio 
l· Cash flow from operations to capital expenditures ratio 

3. Comment on Gallagher's liquidity and its solvency. What additional information do you 
need to fully evaluate the company? 

ANSWERS TO POD REVIEW 

L01 1. d 2.c LOS 1. a 2. b 
L02 1. a 2. b LO& 1. a 2. b 
L03 1. c 2. a L07 1. d 2. b 
L04 1. d 2. a 
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AFTER STUDYING THIS APPENDIX, YOU SHOULD BE ABLE TO: 

L01 Explain why accounting standards currently 
differ among countries around the world . 

L02 Explain the benefits from a single set of 
accounting standards. 

L03 Describe the role of the International 
Accounting Standards Board in setting 
accounting standards and be familiar with 
the time frame for the convergence of U.S. 
GAAP and IFRS standards. 

A Look at Previous Chapters Chapter 1, pages 25-
26, discusses the IASB in the context of standard-setting 
bodies. Importantly, this includes the SEC's decision to 
allow foreign registrants to file without reconciling to U.S. 
GAAP, assuming IFRS are followed. 

Chapter 2, page 61, discusses the international 
perspective on qualitative characteristics. Chapter 2, 
page 83, briefly mentions that accounting principles 
around the world are not standardized. 

Chapter 5, page 246, covers inventory valuation and the 
fact that the IASB does not allow LIFO. Page 252 dis­
cusses the lower-of-cost-or-market rule under IFRS. 

L04 Describe the most significant differences 
between U.S. GAAP and IFRS . 

LOS Understand how differences in format and 
terminology affect the appearance of 
financial statements in various countries. 

Chapter 8, page 394, discusses the differences in the 
accounting for depreciable assets. On pages 400-401 , 
the differences in the accounting for intangible assets are 
covered. 

Chapter 9, page 437, discusses the differences in the 
accounting for current liabilities. 

Chapter 10, page 509, includes a brief discussion of 
lease criteria and lease capital ization in other countries 
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You have $1,000 to invest and are trying to decide between 

the common shares of three car makers: Ford Motor 

Company in the United States, Daimler AG in Germany, 

and Hyundai Motor Company in the Republic of Korea. As 

part of your analysis, you read the notes to the financial 

statements for each company and realize that the accounting 

standards used by the three companies might not necessar­

ily be the same. Not surprisingly, Ford's statements are 

prepared in accordance with U.S. generally accepted 

accounting principles (U .S. GAAP) as determined by the 

Financial Accounting Standards Board (FASB). On the other 

hand, Daimler follows a set of international accounting stand­

ards that we w ill describe later in this appendix. Finally, 

Hyundai's financial statements reflect standards generally 

accepted in the Republic of Korea. When you compare the 

net income of the three companies, can you be assured that 

you are comparing " apples to apples"? Or could it be that dif­

ferences in accounting standards are responsible for some of 

the differences in the earnings of the three companies? 

The objective of this appendix is to give you an apprecia­

t ion for the differences in accounting standards around the 

world and an understanding of efforts to develop a unified 

set of standards that all companies would use, regardless of 

their home country. Because these efforts are in continual de­

velopment, we will use the web site that accompanies this 

textbook to keep you updated on the progress being made. 

• 

• 

• 

• 

• 

• 

Why do you need to study this appendix? 

You need to know why accounting standards differ 

across countries. (See pp. A-2-A-4.) 

You need to know whether accounting standards should 

be the same in all countries. Or put another way, you 

need to know what benefits there would be if all compa­

nies used the same standards, regardless of their home 

country. (See pp. A-4-A-6.) 

You need to know who is responsible for developing a 

single set of global standards. (See pp. A-6-A-7.) 

You need to know the major differences between IFRS 

and U.S. GAAP. (See pp. A-7- A-11.) 

You need to know when international standards will be 

adopted in the United States and when it is likely that a 

single set of standards will be used by all companies. 

(See pp. A-6-A-7.) 

You need to know if there is a standard format and set 

of terms used on financial statements around the world. 

(See pp. A-11- A-13.) 

Regardless of your career path, these issues will be impor­

tant to your future in business. With the rapid development 

of global business, your need to understand the movement 

toward a unified set of accounting standards will only 

increase in importance. 

L01 Explain why accounting 
standards currently differ among 
countri es around the world . 

Why Do Accounting Standards Differ? 
0 single explanation can be given for the divergence of accountin? standards. How­

ever, the fo llowing are among the most important reasons why they diffe r: 

1. Legal System 
T he two primary legal systems used around the world are the comma~ law SJ!stem and the 
code law system. T he common law system has its roots in the U mted Kingdom and, 



Why Do Accounting Standards Differ? 

because of historical ties, is also the system used in the United States. In common law 
countries, there are genera lly 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 contrast, 
the accounting standards in Germany are much briefer. 

2. Taxation 
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 tv,10 because the computation of accounting income is based 
on the rules of the FASB whereas taxable 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 . 

3. Financing 
Corporations in 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 countries, more of the financing may 
come from families, banks, and even the government . In these cases, there has been less 
need to develop detailed rules for disclosure. 

4. Inflation 
In some countries, notably those in Latin America and South America, inflation 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 effects of inflation . At one time, 
the FASB developed rules for companies in the United States to use to adjust for infla­
tion. As inflation has subsided in this country, U.S . companies no longer present finan ­
cial information adjusted for the effects of inflation . 

5. Relationships Between Countries 
Countries 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 fou nd in the U nited Kingdom. 

6. State of Economic Development 
At any one time, all countries around the world are at different stages in the develop­
ment of their economies. For example, the free -market systems 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 economies in some countries, such as those that 
made up the former Soviet Union, are just beginning to develop and thus so are the 
accounting standards in those countries. 

We have now seen that accounting standards differ 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 Securities and Exchange Commission has ultimate 
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authority to set accounting standards, it has delegated much of the responsibility to the 
non-governmental FASB. As a private-sector, independent body the FASB gathers in for­
mation from a variety of sources, including the multi -billion-dollar corporations that 
dominate business in this counuy. The influence of these companies in setting account­
ing standards is considerable. In some of the less-developed countries of the world, espe­
cially those in which the forces of capitalism are less prevalent, accounting standards have 
developed at a much slower pace. 

L01 Explain why accounting standards currently differ among countries around the world. 

• Accounting standards vary around the world for a variety of reasons, including: 

• Some countries follow a common law system and others rely more heavily on code law. 

• In some countries, accounting standards fo llow the tax law more closely than in other countries. 

• The source of financing can affect how accounting standards are developed. 

• Significant inflation may result in accounting rules to adjust the statements for its effects. 

• The standards in some countries are influenced by those in other countries. 

• The state of economic development can affect accounting standards. 

QUESTIONS Answers to these questions are on the last page of the appendix. 

1. Which of the following countries use a common law 2. Which of the following statements is true about 
system? accounting standards in the United States? 

a. Germany 
b. United Kingdom 
c. United States 
d. both the United Kingdom and the United States 

a. They are the same as the taxation rules. 
b. Minor differences exist between accounting 

standards and taxation rules . 
c. Significant differences exist between accounting 

standards and taxation rules. 
d. Accounting standards are set by the Internal 

Revenue Service. 

L02 Explain the benefits from 
a single set of accounting 
standards. 

Benefits from a Single Set of Standards 
Consider the case of General Mills . According to the company's web site, it se lls its 
products in more than 100 countries and has offices or manufacturing facilities in more 
than 30 countries, and its international business accounts for $2.7 billion in annual 
sales . And it operates a joint venture with Nestle, a Swiss company, called Cereal 
Partners Worldwide . Like a vast majority of publicly traded U.S. corporations, Gen ­
eral Mi lls truly is a global company. So what would be some of the advantages to Gen­
eral Mills and its stockholders if a single set of accounting standards were used around 
the world? 

1. Save on Accounting Costs 
The development of accounting systems, their maintenance, and the eventual preparation 
of financial statements are major costs to most businesses, especially those with significant 
international operations. For example, the financial statements of General Mi lls's foreign 
subsidiaries must be consolidated with those of the parent corporation . The income from 
the company's joint ventme with Nestle must be accmmted for prior to presenting tl1e 
company's net income. Both of these tasks are that much more costly to General Mills if 
accounting principles differ in tl1ose other cou ntries. A single set of worldwide accounting 
standards would save companies considerable money in accounting fees. 



Benefits from a Single Set of Standards 

2. Make It Easier to Acquire Foreign Companies 
Consider the fo llowing from the notes to Kellogg's 2010 annual report: 

In June 2008, the Company acquired a maforit:y 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 manu­
facturing facilities and a sales and distribution network.' 

Certainly, Kellogg's took a close look at the financial statements of this Chinese com­
pany prior to acquiring it. But what if those statements were prepared using different 
standards than those used in the United States? A single set of standards would make it 
much easier to decide whether to acquire a foreign company. 

3. Make It Easier to Access Foreign Capital Markets 
Assume that a U .S. company wants to borrow money from a bank in Japan. With 
the current di ffe rences in accounting standards between the two countries, the 
Japan ese bank might requi re the U .S. borrower to present fina ncial statements 
prepared in accordance wi th Japanese stand ards. Or conversely, consid er the case 
of a Japanese company that wants to list its stock on the ew York Stock 
Exchange (a subsidiary of NYSE Euronext ). I t would likely need to adjust its fi ­
nancial statements so that they were in confor mity with U.S. accountin g 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. 

4. Facilitate Comparisons 
Recall the dilemma presented at the beginning of this appendix: you are decid ing 
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 
evaluate alternative investments if those companies all used the same accounting rules, so 
would it be easier for analysts and individual investors to compare companies 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 easily make acquisition deci ­
sions and access fo reign capital markets . T hus, 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 unified standards are 
in their best interests. For example, the argument has been made that U.S . corpora­
tions may find themselves more susceptible to lawsuits in a principles-based system that 
relies on fewer detailed rules . Considerable costs will be incurred in training accoun t­
ants under a new set of standards. Ultimately, it will be the responsibility of the Secur­
ities and Exchange Commission in this coun try to decide if the advantages outweigh 
the disadvantages. 

1 Kellogg's 201 O annual report. p . 35. 
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L02 Explain the benefits from a single set of accounting standards. 

• Certain benefits would result from a uniform set of accounting standards, including: 

• Save on accounting costs. 

• Make it easier to acquire foreign companies. 

• Make it easier to access foreign capital markets. 

• Facilitate comparisons. 

QUESTIONS Answers to these questions are on the last page of the appendix. 

1. Which of the following statements is true? 2. Which of the following is a reason for a single set of 

a. A single set of accounting standards would make it accounting standards? 
easier to compare Ford, Daimler, and Hyundai since a. A company could more easily decide whether to buy 
they currently do not use the same standards. a competitor in another country. 

b. Ford, Daimler, and Hyundai operate in different parts b. A company could reduce the cost to consolidate a 
of the world, and thus there is no need for them to foreign subsidiary. 
have the same accounting standards. c. Any differences between accounting income and tax-

c. Ford, Daimler, and Hyundai all currently use the able income would be eliminated, saving on account-
same accounting standards because they are in the ing costs. 
same industry. d. Both a. and b. are true. 

d. None of these is a true statement. 

L03 Describe the role of the 
International Accounting 
Standards Board in setting 
accounting standards and be 
familiar with the time frame for 
the convergence of U.S. GAAP 
and IFRS standards. 

Who Is Responsible for Developing Global 
AccoWtting Standards? 
The IFRS Foundation includes among its principal objectives: 

to develop a single set of high quality, understandable, enforceable and globally accepted 
international financial reporting standards (IFRSs) through its standard-setting 
body, the IASB. 2 

The International Accounting Standards Committee was established in 1973 to de­
velop worldwide standards and was replaced in 2001 by the IASB. With headquarters in 
London, the IASB not only issues new accounting standards (called International Fi­
nancial R eporting Standards or IFRS), but it also works with national accounting 
groups such as the FASB towards convergence of standards. 

According to the IASB, approximately 120 coLmtries now either require or permit 
the use of IFRS. In fact use of IFRS is now mandatory in all member states of the eco­
nomic and political organization known as the European Union. Outside Europe, other 
coun tries have formally announced their convergence plans. For example, China has sub­
stantially reached convergence with IFRS. Beginning in 2011, all Canadian listed com­
panies were required to use IFRS. Companies in Mexico must begin using IFRS by 
2012 . Japan expects to make a decision in 2012 about mandatory adoption. 

Where does this leave the United States? In recent years, groups in this country 
have given signals that the United States is moving toward convergence. First, in 2007, 
the SEC dropped its longstanding rule that required foreign companies vvho fi led finan­
cial statements with it to adjust those statements to conform with U .S. GAAP. The only 
stipulation is that the statements must follow the standards of the lASB. Second, in 
2008, the SEC indicated that it would give a limited nu mber of U .S. corporations the 
option of adopting IFRS as early as 2009. 

In 2002, the IASB and the FASB formalized their commitment to the union of U.S. 
and international standards with the Norwalk agreement. Since that time, the two 

2 IFRS Foundation web site . 
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groups have continued their efforts in this regard . For example, in October 2009, the 
FASB and the IASB reaffirmed their commitment to achieving convergence. As part of 
this agreement, the two bodies set 2011 as the deadline for completion of a number of 
joint projects they are currently working on. It is possible that the United States will sim­
ply require companies to use IFRS. It is more likely that the United States will continue 
working to eliminate differences between U.S. and international standards. 

T hroughout this book, we have focused our attention on t11e fundamental concepts 
unde rlying financial reporting and the standards tliat have been developed in this coun­
try to support those concepts. Many of tl1e differences between U.S. GAAP and IFRS 
deal with complex issues beyond ilie scope of tl1is book. In the next section, we consider 
t11e major differences between tl1e two sets of rules, emphasizing those topics iliat have 
been discussed in each of the chapters. 

L03 Describe the role of the International Accounting Standards Board in setting accounting standards and be 
familiar with the time frame for the convergence of U.S. GAAP and IFRS standards. 

• The International Accounting Standards Board is the group responsible for the development of a single set of worldwide 
accounting standards. 

• The FASB and similar accounting bodies in other countries are currently working with the IASB to achieve the goal of a 
single set of standards. 

QUESTIONS Answers to these questions are on the last page of the appendix. 

1. The group with primary responsibility for development of 2. Which of the following statements accurately represents 
a single set of accounting standards around the world is the adoption by U.S. companies of IFRS? 
the a. U.S. companies currently follow IFRS. 
a. FASB. 
b. IASC. 

b. U.S. companies currently have the option of using 
either U.S. GAAP or IFRS. 

c. IASB. 
d. No single group has assumed this responsibility. 

c. No date has yet been set for the adoption of IFRS by 
all U.S. companies . 

d. None of these is a true statement. 

Major Differences Between U.S. 
GAAP and IFRS 
Chapter 1: Accounting as a Form of Communication 
By July 1, 2009, when the codification of accounting standards took effect, the FASB 
had issued 168 standards, in addition to various interpretations and otl1er documents 
that comprise what is considered to be U .S. GAAP. In contrast, during a ve1y si milar 
time period, the IASB and its predecessor body had released only about 50 standards. 
Additionally, FASB statements are generally much more detailed than those of the IASB. 
Because there arc significantly more standards in the United States and they are more 
detailed, standard setting in the United States has often been characterized as rule based, 
whereas tl1e approach used by the international body is said to be more principle based. 
Because less-detailed guidance is usually provided in international standards, it stands to 
reason that more disclosures are warranted. T hus, it is common to see significantly more 
disclosures in notes to the financial statements of companies that follow IFRS ilian for 
those companies following U.S. GAAP. These differences are summarized as follows: 

U.S. GAAP IFRS 

Type of standards Rule based Principle based 

Number of standards More Fewer 

Level of detail in standards More detailed Less detailed 

Level of disclosure required Less More 

104 Describe the most 
significant differences between 
U.S. GAAP and IFRS. 
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Chapter 2: Financial Statements and the Annual 
Report 
As another indication of the cooperation between the FASB and the IASB, in September 
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 IASB are currently working on a joint 
project to provide guidance on the presentation of the information in each of these 
statements. 

Chapter 3: Processing Accounting Information 
How accounting information is processed is largely a function of the technology avail ­
able to implement an accounting system rather than the result of any specific accounting 
standards in a particular country. The technology available in less developed countries 
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. 

Chapter 4: Income Measurement and Accrual 
Accounting 
T he accrual accounting system is used almost universally and is the basis for financial 
statements prepared using both U.S. GAAP and IFRS. 

Chapter 5: Inventories and Cost of Goods Sold 
The LIFO inventory method is popular in the United States, to some extent 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 also use 
LIFO on its books. Many countries do not allow LIFO for either tax or financial report­
ing purposes. In fact, the IASB 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 for finan ­
cial reporting purposes would be eliminated as well. 

Both U.S. GAAP and IFRS req uire use of the lower-of-cost-or-market rule to 
value inventories. However, the two sets of standards differ in two respects. First, U.S. 
GAAP defines market va lue as replacement cost, subject to a maximum and minimum 
amount. In contrast, IFRS uses net realizable value as the measure of the market value 
of inventory, and no upper or lower limits are imposed. Second, under U.S. GAAP, if 
inventory is written down to a new, lower 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 IFRS, 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. 

Chapter 6: Cash and Internal Control 
T he Sarbanes-Oxley Act of 2002 (SOX) placed strict reporting 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 
companies that report using IFRS. It will be interesting to see whet11er convergence of 
U.S . GAAP with IFRS results in any additional requirements similar to those now 
imposed in this country under SOX. 



Major Differences Between U.S. GAAP and IFRS 

Chapter 7: Receivables and Investments 
No significant differences exist in the accounting for receivables in this country and inter­
nationally. U.S. GAAP and IFRS both require that investments be carried at fair value 
rather than historical cost, although there are minor differences in the rules for applica­
tion of fair value accounting. 

Chapter 8: Operating Assets: Property, Plant, and 
Equipment, and Intangibles 
While the accounting fo r operating assets is similar under IFRS and U.S. GAAP stand­
ards, there are several important differences. 

The same depreciation methods are available for long-term assets under both sets of 
standards, but the estimates of residual values and the depreciable lives of assets may be 
assessed differently. U nder IFRS, 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
nies to assess the estimate of residual value and life 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 IFRS and 
U.S . GAAP. U.S . GAAP requires that a company must capitali ze interest on such assets, 
while IFRS permits capitalization but does 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 for goodwi ll and record a write 
down of the goodwill if the asset has been "impaired." However, the methods of evalu ­
ating impairment differ between the two sets of standards. The treatment of research 
and development (R&D) costs also differs. U .S. GAAP requires all internally generated 
research and development costs to be treated as an expense. IFRS requires research costs 
to be recognized as an expense but does allow certain development costs to be 
accounted for as an asset. 

Perhaps the most significant difference 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, IFRS allows companies to revalue the assets 
at fair value (either up or down from historical cost) if reliable measures are avai lable. 
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 to a lower 
value. 

Chapter 9: Current Liabilities, Contingencies, and the 
Time Value of Money 
You may be surprised to learn tl1at U.S. GAAP does not require companies to present a 
balance sheet with classifications for current and long-term li abilities, or any other classi­
fications. Many companies 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 . GAAP, IFRS does require companies to present current and noncurrent classifica­
tions of assets and liabilities. 

T he IFRS and U.S. GAAP standards differ significantly on what we have referred to 

as contingencies in Chapter 9. For reporting in the United States, liabilities for which 
the outcome is dependent upon a future event must be recorded if the unfavorable out­
come is probable and the amount can be reasonably estimated. If the outcome is at least 
reasonably possible, then the liability should be disclosed, usually in the notes to the fi­
nancial statements. For IFRS, the term contingent liabilities is used only for items that 
are not recorded on the financial statements. The liabi lities that are considered probable 
and are recorded arc referred to as provisions. Also, the two sets of standards differ some­
what on what should be considered as " probable." 

Finally, the standards differ on the reporting of liabilities where a range of values is 
available as a possible outcome. U.S. GAAP requires that a company report the low end 
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of the range if the outcome is probable, and clisclose 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. 

Chapter 10: Long-Term Liabilities 
The accounting for leases is an excellent example of the differences between IFRS and 
U.S. GAAP. Often, the difference is not in the rules themselves, but in the application of 
the rules and the degree of judgment or flexibility 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 arc considered more like "guidelines" for IFRS reporting, 
and companies may deviate from the criteria. For U.S. GAAP reporting, the lease criteria 
are appl ied 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 particu lar, the 
guidelines for whether deferred taxes should be treated as current or long-term amounts 
difter between IFRS and U.S. GAAP. Also, the treatment of amounts that are considered 
deferred tax assets differs between the two sets of standards. 

Chapter 11: Stockholders' Equity 
In general , the accounting for stockholders' equity is the same for IFRS and U.S. 
GMP. 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. GMP 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 between the two sets of standards. These variations are beyond 
the scope of this text book. 

Chapter 12: The Statement of Cash Flows 
Both U.S. GMP and IFRS require the inclusion of a statement of 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 (either received or paid ) is always classified as 
an operating activity under U.S. GAAP. IFRS allows flexibility; cash receipts may be 
classified as either operating or investing activities and cash payments as either operat­
ing or financing. Similarly, dividends paid are always classified as financing activities 
under U.S. GMP, but they may be classified as either operating or financing activities 
under IFRS. Recall from C hapter 12 that significant noncash activities may be pre ­
sented in either a separate sched ule on the face of the statement of cash flows or in the 
notes to the statements . Under IFRS, these noncash activities must be presented in 
the notes. 

Chapter 13: Financial Statement Analysis 
The IASB prohibits the presentation of items on the income statement as extraordinat)' . 
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 separate sec­
tion of the income statement. 

Both U.S . GAAP and IFRS require separate presentation on the income statement 
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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L04 Describe the most significant differences between U.S. GAAP and IFRS. 

• Although U.S. GAAP and IFRS are similar in many respects, significant differences still exist. 

• U.S. GAAP is much more detailed. 

• The FASB has issued many more standards than has the IASB. 

• IFRS requires more disclosures in the notes to the financial statements. 

QUESTIONS Answers to these questions are on the last page of the appendix. 
1. Which of the following is true regarding the valuation of 2. Which of the following is true regarding the valuation of 

inventory? operating assets? 

a. IFRS permits but does not require the use of LI FO. a. U.S. GAAP allows companies to use fa ir value. 
b. IFRS does not allow the use of LIFO. b. IFRS allows companies to use fair value. 
c. U.S. GAAP no longer allows the use of LIFO. c. Neither U.S. GAAP nor IFRS allows companies to 
d. None of these is a true statement. use fair value. 

d. IFRS requires companies to use fair value . 

Format and Terminology Differences 
Up to this point, the focus has been on the differing accounting standards used in the 
preparation of financial statements around the world. But what about the format for the 
statements and the terms used for the various statement items? It should come as no sur­
prise that significant differences exist in how financial statements are presented and the 
names given to various accounts. For example, consider the partial statement of financial 
position (balance sheet) for Daimler AG shown in Exhibit A-1. (We show only the first 
two columns on the statement titled "Consolidated"- the entire statement also displays 
columns for its divisions: "Industrial Business" and "Daimler Financial Services." ) 

LOS Understand how differences 
in format and terminology affect 
the appearance of finan cial 
statements in various countries. 

Note that amounts are stated in millions of euros, the common currency for mem­
bers of the European Union. Also, a vast majority of the statement items are referenced 
to notes to the financial statements. As mentioned earlier in this appendix, because IFRS 
is less rules based, it is common to see more disclosures in notes to the financial state­
ments (recall that Daimler AG uses IFRS in preparing its statements). In fact, Daimler 
AG's 2010 annual report includes 70 pages devoted to covering 38 notes to the financial 
statements . 

One of the most striking differences is the ordering of both the assets and the equity 
and liabilities on the statement. For example, long-term assets are presented first, fol ­
lowed by current assets. Also, note that three common current assets are listed in reverse 
order of liquidity: inventories first, followed by trade receivables and then cash and cash 
equivalents. Similarly, equity items are presented before liabi lities, with current liabilities 
as the last category on the statement. Essentially, the entire statement of financial position 
is inverted compared to what is commonly seen in the United States. 

Significant differences in terminology are also evident in looking at Daimler AG's 
statement. For example, consider the Equity section. Share Capital is the name the com­
pany uses for what would normally be referred to as Capital Stock by a U .S. company. 
Capital R eserves is the equivalent of Additional Paid-In Capital. Daimler AG's noneur­
rent and current liabil ities both contain an item called Provisions for Other Rish This is 
what most U.S . companies would refer to as Contingent Liabilities. Financial statement 
users need to be aware of these differences in format and terminology. However, these 
differences should not impede the ability to analyze and make effective use of foreign 
statements. 
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EXHIBIT A-1 Daimler AG's Balance Sheet 

In millions of euros 

Assets 

Intangible assets 

Property, plant and equipment 

Equipment on operating leases 

Receivables from financial services 

Marketable debt securities 

Other financial assets 

Deferred tax assets 

Other assets 

Inventories 

Trade receivables 

Receivables from financial services 

Cash and cash equivalents 

Marketable debt securi t ies 

Other financial assets 

Other assets 

Sub-total current assets 

Total current assets 

Total assets 

Equity and liabilities 

Share capital 

Capital reserves 

Retained earnings 

Other reserves 

Minority interest 

Total equity 

Provisions for income taxes 

Provisions for other risks 

Financing liabilities 

Other financial liabilities 

Deferred tax liabilities 

Deferred income 

Other liabilities 

Total non-current liabilities 

Consolidated 

At December 31, 

6,753 

15,965 

18,532 

4,295 

22,250 

1,224 

2,793 

2,233 

496 

74,541 

12,845 

5,285 

16,228 

9,800 

5,118 

2,342 

2,352 

53,970 

310 

54,280 

128,821 

3,045 

11,864 

16,163 

632 

-1 ,443 

30,261 

1,566 

31 ,827 

4,082 

2.774-

4,696 

33,258 

2,148 

509 

1,914 

75 

49.456 

(Continued) 



Questions 

EXHIBIT A-1 Daimler AG's Balance Sheet (Continued) 

Consolidated 

At December 31, 

Note 2009 

Trade payables .. ~ 7,657 5,622 

Provisions for income taxes ·1,229 509 

Provisions for other risks 23 6,992 6,311 

Financing liabilities 24 25,821 25,036 

Other financial liabilities "A?' 25 8,626 
" 

7,589 

Deferred income .. 1,269 1,397 

Other liabilities 26 1,545 1,074 

Total current liabilities 53,139 47,538 

Total equity and liabilities 135.830 128,821 

The accompanying notes are an integral part of these consolidated financial statements. 

LOS Understand how differences in format and terminology affect the appearance of financial statements in various 
countries. 

• In some countries, long-term assets are listed before current assets on the balance sheet and long-term liabilities before 
current liabilities. It is also common to see the stockholders' equity accounts displayed above the liability accounts. 

• Users must be alert to differing terms to describe the same items on f inancial statements. 

QUESTIONS Answers to these questions are on the last page of the appendix. 

1. Which of the following is a true statement about classifi- 2. Which of the following is a true statement about the 
cation on a balance sheet? terms used on the balance sheet? 

a. Current assets are listed before noncurrent assets in a. Neither IFRS nor U.S. GAAP requires a standard set 
all countries. of terms on the balance sheet. 

b. Current assets are listed after noncurrent assets in all 
countries . 

b. Terminology is consistent across all countries . 
c. !FAS requires a standard set of terms on the balance 

sheet. c. The United States is the only country in which assets 
are categorized as current or noncurrent. d. U.S. GAAP requires a standard set of terms on the 

balance sheet. d. None of the other statements is true . 

QUESTIONS 

1. What are at least fo ur reasons that 
accounting standards currently differ 
between countries? 

2. How have accounting standa rds developed 
differe ntly in countries tl1at use a common 
law system as opposed to tl1ose using code 
law? 

3. Why might yo u expect tl1e accounti ng 
standards in Australia to be simi lar to those 
in tl1e U ni ted Ki ngdom? 

4. What are at least tliree advantages in all 
companies around the world using the 
same accounting standards? 

5. How would you describe tl1e current 
role of the IASB in setting accounting 
standards? 

6 . How would you evaluate tl1e following 
statement: "All of the other major indus­
triali zed countries of tlie world have now 
adopted IFRS and the United States has 

(U) 
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set a date for adoption by all companies 
that currently follow FASB standards" ? 

7. You are considering investing in the airline 
industry and are looking specifically at 
buying shares of either Southwest 
Airlines, British Airways, or Korean 
Airlines . Would you expect the financial 
statements of these tl1ree companies to be 
prepared using the same accounting prin­
ciples? Explain your answer. 

8. How does the application of the lower-of­
cost-or-market rule differ between U .S. 
GAAP and IFRS? 

9. How would you evaluate the fo llowing 
statement: " Botl1 tlie tax laws in tl1e United 
States and IFRS allow the use of LIFO for 
tax purposes but only if tl1e method is also 

10. 
used for financial reporting purposes"> 
How are research and development costs 
accounted for differently under U.S. 
GAAP and IFRS? 

11 . Do either or botl1 U .S. GAAP and IFRS 
allow operating assets to be carried on the 
balance sheet at fair valu e> 

12. How does the meaning of the term contin­
gent liabilities differ between U .S. GAAP 
and IFRS? 

13. H ow does the application of the criteria 
for accounting for leases differ between 
U .S. GAAP and IFRS? 

14. What differences are tl1ere in classification 
of interest received and interest paid under 
U .S. GAAP and IFRS? 

15 . H ow are extraordinary items presented on 
the income statement of a company fol­
lowing U .S. GAAP> H ow does this differ 
if the company follows IFRS? 

16. Is there a standard format used in all 
countries for the statement of fi nancial 
position? Explain . 

o; 
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L04 Exercise A-1 U.S. GAAP versus IFRS 
Fill in the blanks below witl1 either " more" or " less" to indicate the differences in U .S. GAAP 
and IFRS: 

Number of standards 
Level of detail in standards 
Level of disclosure required 

U.S. GAAP IFRS 

L04 Exercise A-2 Lower-of-Cost-or-Market Rule 
T he cost of Baxter's inventory at the end of tlie year was $50,000 . Due to obsolescence, the cost 
to replace the inventory was only $40,000 . Net realizable value-what the inventory could be 
sold for- is $42,000. 

Required 
Determine the amount Baxter should report on its year-end balance sheet fo r inventory assuming 
the company follows (a) U .S. GAAP and (b) IFRS. 

L04 Exercise A-3 Valuation of Operating Assets 
Maple Corp. owns a building with an original cost of $1,000,000 and accumulated depreciation 
at tl1e balance sheet date of $200,000. Based on a recent appraisal, the fai r value of the building 
is $850,000 . 

Required 
1. At what amount will the building be reported on the year-end balance sheet if Maple fo llows 

U.S. GAAP? 
2. Does Maple have a choice in the amount to report for the bui lding if instead it fo llows IFRS? 

What are tl1ose choices? 



Answers to Pod Review 

Exercise A-4 Statement of Cash Flows 
During the most recent year, Butler paid $95,000 in interest to its lenders and $80,000 in divi ­
dends to its stockholders. 

Required 

1. In which category of tl1e statement of cash fl ows (operating, investing, or financing) should 
each of tl1ese amounts be shown if Butler fo llows U.S. GAAP? If more tl1an one category is 
acceptable, indicate what tl1e choices are . 

2 . In which category of tl1e statement of cash flows (operating, investing, or financing) should 
each of t11ese amounts be shown if Butler fo llows IFRS? If more than one category is accepta­
ble, indicate what the choices are. 

Exercise A-5 Format and Terminology Differences 
Refer to tl1e statement of financial position for Daimler AG as shown on pages A-12-A- l 3. 

Required 

1. What is tl1e currency used in preparing tl1is statement? 
2 . Identify at least tl1ree differences in tl1e format of tl1e statement compared to what would 

normally be seen on a statement of financial position for a U .S. company. 
3. Refer to tl1e Equity section of tl1e statement. What account titles would normally be used in 

t11 e U nited States for tl1e fi rst two items in this section? 

Answers to Pod Review 
L01 
L02 
L03 

1. d 
1. a 
1. c 

2 . c 
2.d 
2.c 

L04 
LOS 

1. b 
1. d 

2 . b 
2 .a 

A-15 

L04 

LOS 
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ITEM 8. FINANCIAL STATEMENTS AND SUPPLEMENTARY DATA 

Kellogg Company and Subsidiaries 

Consolidated Statement of Income 

(millions, except per share data) 2010 2009 2008 

Net sales $12,397 $12, 575 $12,822 

Cost of goods sold 7,1 08 7,184 7,455 

Selling, general and administrative expense 3,299 3,390 3,414 

Operat ing profit $ 1,990 $ 2,001 $ 1,953 

Interest expense 248 295 308 

Other income (expense), net (22) (14) 

Income before income t axes 1,742 1,684 1,631 

Income taxes 502 476 485 

Net income $ 1,240 $ 1,208 $ 1,146 

Net loss attributable to noncontrolling interests (7) (4) (2) 

Net income attribut able to Kellogg Company $ 1,247 $ 1,212 $ 1,148 

Per share amount s: 

Basic $ 3.32 $ 3.17 $ 3.01 

Diluted $ 3.30 $ 3.16 $ 2.99 

Dividends per share $ 1.560 $ 1.430 $ 1.300 

Refer to Notes to Consolidated Financial Statements. 
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Kellogg Company and Subsidiaries 

Consolidated Balance Sheet 

(millions, except share data) 

Current assets 

Cash and cash equivalents 

Accounts receivable, net 

Inventories 

Other current assets 

Total current assets 

Property, net 

Goodwill 

Other intangibles, net 

Other assets 

Total assets 

Current liabilities 

Current maturities ofl ong-term debt 

Notes payable 

Accounts payable 

Other current liabilities 

Total current liabilities 

Long-term debt 

Deferred income taxes 

Pension liability 

Other liabilities 

Commitments and contingencies 

Equity 

Common stock, $.25 par value, 1,000,000,000 shares authorized 

Issued: 419,272,027 shares in 201 O and 419,058, 168 shares in 2009 

Capital in excess of par value 

Retained earnings 

Treasury stock at cost 

53,667,635 shares in 2010 and 37,678,215 shares in 2009 

Accumulated other comprehensive income (loss) 

Total Kellogg Company equity 

Noncontrolling interests 

Total equity 

Total liabilities and equity 

Refer to Notes to Consolidated Financial Statements. 
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2010 2009 

$ 444 $ 334 

1,190 1,093 

1,056 910 

225 221 

2,915 2,558 

3,128 3,010 

3,628 3,643 

1,456 1,458 

720 531 

$11,847 $11,200 

$ 952 $ 1 

44 44 

1,149 1,077 

1,039 1,166 

3,184 2,288 

4,908 4,835 

697 425 

265 430 

639 947 

105 105 

495 472 

6,122 5,481 

(2,650) (1,820) 

(1,914) (1,966) 

2,158 2,272 

(4) 3 

2,154 2,275 

$11,847 $11,200 
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Kellogg Company and Subsidiaries 

Consolidated Statement of Equity 

Common Accumulated Total 
stock Capital in Treasury stock other Kellogg Non- Total 

excess of Retained comprehensive Company controlling Total comprehensive 
(millions) shares amount par value earnings shares amount income (loss) equity interests equity income (loss) 

Balance, December 29, 2007 419 $105 $388 $4,217 29 $(1,357) $ (827) $ 2,526 $ 2 $ 2,528 $ 1,321 

Common stock repurchases 13 (650) (650) (650) 

Business acquisitions 7 7 

Net income (loss) 1,148 1,148 (2) 1,146 $ 1,146 

Dividends (495) (495) (495) 

Other comprehensive income (1,3 14) (1,3 14) (1,314) $(1,314) 

Stock compensation 51 51 51 

Stock options exercised and 
other (1) (34) (5) 217 182 182 

Balance. January 3, 2009 419 $105 $438 $4,836 37 $(1,790) $(2,141) $ 1,448 $ 7 $ 1,455 $ (168) 

Common stock repurchases 4 (187) (187) (187) 

Net income (loss) 1,212 1,212 (4) 1,208 $ 1,208 

Dividends (546) (546) (546) 

Other comprehensive income 175 175 175 175 

Stock compensation 37 37 37 

Stock options exercised and 
other (3) (21) (3) 157 133 133 

Balance, January 2, 201 O 419 $105 $472 $5,481 38 $(1,820) $(1,966) $ 2,272 $ 3 $ 2,275 $ 1,383 

Common stock repurchases 21 (1,057) (1,057) (1,057) 

Net income (loss) 1,247 1,247 (7) 1,240 1,240 

Dividends (584) (584) (584) 

Other comprehensive income 52 52 52 52 

Stock compensation 19 19 19 

Stock options exercised and 
other 4 (22) (5) 227 209 209 

Balance, January 1, 2011 419 $105 $495 $6,122 54 $(2,650) $(1,914) $ 2,158 $(4) $ 2, 154 $ 1,292 

Refer to Notes to Consolidated Financial Statements. 
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Kellogg Company and Subsidiaries 

Consolidated Statement of Cash Flows 

(millions) 2010 2009 2008 

Operating activities 

Net income $ 1,240 $ 1,208 $1,146 

Adjustments to reconcile net income to operating cash flows: 

Depreciation and amortization 392 384 375 

Deferred income taxes 266 (40) 157 

Other 97 13 121 

Pension and other postretirement benefit contributions (643) (1 00) (451) 

Changes in operating assets and liabilities: 

Trade receivables 59 (75) 48 

Inventories (146) (13) 41 

Accounts payable 72 (59) 32 

Accrued income taxes (192) 112 (85) 

Accrued interest expense 9 (5) 3 

Accrued and prepaid advertising, promotion and trade allowances (12) 91 (10) 

Accrued salaries and wages (169) 42 (47) 

All other current assets and liabilities 35 85 (63) 

Net cash erovided b~ oeeratin9 activities $ 1,008 $ 1,643 $1,267 

Investing activities 

Additions to properties $ (474) $ (377) $ (461) 

Acquisitions of businesses, net of cash acquired (2 13) 

Other 9 7 (7) 

Net cash used in investin9 activities $ (465) $ (370) $ (681 ) 

Financing activities 

Net increase (reduction) of notes payable, with maturities less than or equal to 90 days $ (1) $(1,284) $ 23 

Issuances of notes payable, with maturities greater than 90 days 10 190 

Reductions of notes payable, with maturities greater than 90 days (70) (316) 

Issuances of! ong-term debt 987 1,241 756 

Reductions of! ong-term debt (1) (482) (468) 

Net issuances of common stock 204 131 175 

Common stock repurchases (1,052) (187) (650) 

Cash dividends (584) (546) (495) 

Other 8 5 5 

Net cash used in financin9 activities $ (439) $(1, 182) $ (780) 

Effect of exchan~e rate chan~es on cash and cash eguivalents 6 (12) (75) 

Increase (decrease) in cash and cash equivalents $ 110 $ 79 $ (269) 

Cash and cash eguivalents at be2innin2 of ~ear 334 255 524 

Cash and cash equivalents at end of year $ 444 $ 334 $ 255 

Refer to Notes to Consolidated Financial Statements. 
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Kellogg Company and Subsidiaries 

Notes to Consolidated Financial Statements 

NOTE 1 
ACCOUNTING POLICIES 

Basis of presentation 
The consolidated financial statements include the 
accounts of Ke llogg Company and its majority-owned 
subsidiaries (Kellogg or the Company). lntercompany 
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 . 

Use of estimates 
The preparation of financial statements in conformity 
with accounting principles generally accepted in the 
United States of America requi res 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 du ring the periods reported . 
Actual results could differ from those estimates. 

Cash and cash equivalents 
Highly liquid investments with rema ining stated 
maturities of three months or less when purchased are 
considered cash equiva lents and recorded at cost. 

Accounts receivable 
Accounts receivable consists principally of trade 
receivables, which are recorded at the invoiced 
amount, net of allowances for doubtful accounts and 
prompt payment discounts. Trade receivab les 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 
Inventories are valued at the lower of cost or market. 
Cost is determined on an average cost basis . 

Property 
The Company'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 fo llows (in 
years) : manufacturing machinery and equipment 5-20; 
office equ ipment 4-5; computer equipment and 
capital ized software 3-5; building components 15-30; 
building structures 50. Cost includes interest 
associated w ith 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 
insign ificant. 

Goodwill and other intangible assets 
Goodwill and indefinite-lived intangibles are not 
amorti zed, 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 li fe. 

For the goodwill impairment test, the fair value of the 
reporting units are estimated based on market 
multip les . 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 . 

Simi larly, 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. 

Revenue recognition 
The Company recognizes 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 
withhold ing taxes . Methodologies for determining 
these provisions are dependent on local customer 
pricing and promotional practices, which range from 
contractua lly 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. 

Advertising and promotion 
The Company expenses production costs of 
advertising the first time the advertising takes place. 
Advertising expense is classified in se ll ing, genera l 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. 

Research and development 
The costs of research and development (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 sa laries, wages, consulting, and 
supplies attributable to t ime spent on R&D activities. 
Other costs include depreciation and maintenance of 
research faci li ties and equipment, including assets at 
manufacturing locations that are temporarily engaged 
in pilot plant activities . 

Stock-based compensation 
The Company uses stock-based 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 principa lly in SGA expense within its 
corporate operations. Expense attributable to awards 
of equ ity instruments is recorded in capital in excess of 
par va lue in the Consol idated 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. 
Accord ingly, the Company recog nizes compensation 
cost immediately for awards granted to retirement­
elig ible individua ls or over the period from the grant 
date to the date retirement eligibi li ty is achieved, if 
less than the stated vesting period . 

The Company recognizes compensat ion cost for stock 
option awards that have a graded vesting schedule on 
a straight-line basis over the requis ite service period 
for the entire award. 

Corporate income tax benefits rea lized upon exercise 
or vesting of an award in excess of that previously 
recognized in earnings ("windfal l 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 
cumu lative windfa ll tax benefits to absorb arising 
shortfal ls, such that earnings were not affected during 
the periods presented . Correspondingly, the Company 
includes the impact of proforma 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 . 

Pension benefits, nonpension postretirement and 
postemployment benefits 
The Company sponsors a number of U.S. and foreign 
plans to provide pension, health care, and other 
welfare benefits to retired employees, as we ll as sa lary 
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 t he 
Consolidated Statement of Income. 

Pension and nonpension postretirement 
benefits . Variances between the expected and actual 
rates of return on plan assets are recognized in the 
calculated value of plan assets over a five-year period . 
Once recogn ized, 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 annual ly; 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 fal l 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 1 5 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 Ba lance Sheet. The 
change in funded status for the year is reported as a 
component of other comprehensive income (loss), net 
of tax, in equity. 

Postemployment benefits . The Company recognizes 
an obligation for postemployment 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 . 

Income taxes 
The 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. 

Derivative Instruments 
The fa ir value of derivative 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. 

Cash flow hedges. Qualifying derivatives are 
accounted for as cash 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 
real ized, 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 . 

Fair value hedges. Qualifying derivatives are 
accounted for as fair 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. 

Net investment hedges. Qualifying derivative and 
nonderivative financial instruments are accounted for 
as net investment hedges when the hedged item is a 
nonfunctional currency investment in a subsidiary. 
Ga ins and losses on these instruments are included in 
foreign currency translation adjustments in AOCI. 

Other contracts. The Company also periodically enters 
into foreign 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 . 

Foreign currency exchange risk. The Company is 
exposed to fluctuations in foreign currency cash flows 
re lated 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. 

Interest rate risk . 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. 

Price risk . 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. 

New accounting standards 
Business combinations and noncontrolling interests. In 
December 2007, the FASB (Financial Accounting 
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 

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 relation 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 financia l 
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. 

Variable interest entities . In December 2009, the FASB 
amended the 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. 

NOTE 2 
ACQUISITIONS, GOODWILL AND OTHER 
INTANGIBLE ASSETS 

Acquisitions 
During 2008, 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 f inancial 
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 
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Specialty Cereals. In September 2008, the Company 
acquired Specialty Cereals of Sydney, Australia, a 
manufacturer and distributor of natural ready-to-eat 
cereals. The Company paid $37 mil lion cash in 
connection with the transaction, including 
approximately $5 million to the seller's lenders to 
settle debt of the acqui red entity. This acqu isition is 
included in the Asia Pacific operating segment. 

lndyBake Products/Brownie Products. In August 2008, 
the Company acquired certain assets and liabil ities of 
the business of lndyBake Products and Brownie 
Products (collectively, lndyBake), located in Indiana 
and Illinois. lndyBake, a contract manufacturing 
business that produced cracker, cookie and frozen 
dough products, had been a partner to Kel logg for 
many years as a snacks contract manufacturer. 

The Company paid approximately $42 mi ll ion cash in 
connection with the transaction, including 
approximately $8 mil lion to the se ller's lenders to 
settle debt of the acquired entity. This acquisition is 
included in the North America operating segment. 

Navigable Foods. In June 2008, the Company 
acqui red a majority 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 
manufactu ri ng faci li ties and a sa les 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 ob ligations 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 
noncontroll ing 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 fa ir value on the date of 
exercise. 

United Bakers 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 leadi ng 
producer of cereal, cookie, and cracker products in 
Russia . United Bakers had approximately 
4,000 employees, si x manufacturing facil ities, and a 
broad distribution network. 

The Company paid $11 O mil lion cash (net of 
$5 million cash acquired), including approximately 
$67 mi llion to settle debt and other assumed 
obl igations 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 pu rchase agreement between the Company and 
the seller provided for payment of contingent 
consideration under a calculation based primarily on 
sa les, capital expenditures and earnings before income 
taxes, depreciation and amortization for the th ree-year 
period ended December 31, 2010. Based on the 
calculation, the Company is not required to provide 
contingent consideration to the seller. 

Goodwill and other intangible assets 
For the periods presented, the Company's intangible 
assets consisted of the following: 

Intangible assets subject to amortization 

Gross 
carrying 
amount 

(millions) 2010 2009 

Trademarks $19 $19 
Other 41 41 

Total $60 $60 

Amortization expense (a) 

Accumulated 
amortization 
2010 2009 

$16 $15 
31 30 

$47 $45 

2010 2009 

$2 $3 

(a) 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 

(mil lions) 

Trademarks 

Changes in the carrying amount of goodwill 

Total carrying 
amount 

2010 2009 

$1,443 $1,443 

Asia 
North Latin Pacific 

(millions) America Europe America (a) Consolidated 

January 3, 2009 
Currency translation 

adjustment 

$3,539 $61 $- $ 37 $3,637 

January 2, 20 10 
Impairment charge 
Currency translation 

adjustment 

January 1, 2011 

$3,539 $62 $-

$3,539 $62 $-

(a) Includes Australia, Asia and South America . 

Impairment charges 

5 6 

$ 42 $3,643 
(20) (20) 

5 5 

$ 27 $3,628 

In the fourth quarter of 20 10, 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 si nce 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 strateg ic 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 $1 0 
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 mill ion 
was recorded in COGS, and $1 million was recorded in 
SGA expense. 

NOTE 3 
EXIT OR DISPOSAL ACTIVITIES 

The Company views its continued spending on cost­
reduction in itiatives 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 beg ins to 
deliver cash savings and/or reduced depreciation. 

Cost summary 
During 2010, the 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 mill ion 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-$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 
sel li ng, general and admin istrative (SGA) expense in 
the following operating segments (in millions): North 
America-$1 O; Europe-$13; Latin America- $1; and 
Asia Pacific-$1 . 

For 2008, the Company recorded charges of 
$27 mi llion, 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 w ithin 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. 

Specific initiatives 
2010 activities 
During 2010, the Company incurred costs related to 
two ongoing programs which w ill result in COGS and 
SGA expense savings. The COGS program relates to 
Kellogg's lean, efficient, and ag ile 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, 20 1 O $15 $ 6 $- $ 3 

For the year ended, 
January 1, 20 11 3 

Total program 
costs $18 $ 6 $ 1 $ 3 

(a) Includes cash costs for equipment removal and relocation. 

(b) Pension plan curtailment losses and special termination 
benef its. 

$24 

4 

$28 

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 
add itional $3 million . 
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The following table presents a reconciliation of the 
severance reserve for this program. 

(millions) 
Beginning End of 
of perio 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 ~roject 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 sa laried positions. 
The above costs impacted operating segments for the 
year-to-date period, as follows (in millions): North 
America-$11; Europe-$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 specia l termination 
benefits . 

The above costs impacted operating segments, as 
follows (i n millions): North America-$21; Europe­
$15; Latin America- $1; and Asia Pacific-$3 . The 
cost and cash outlay for these programs in 2011 is 
estimated to be an additional $10 million. 

The following table presents a reconci liation of the 
severance reserve for this program. 

(millions) 
Beginni"J End of 
of perio Accruals Payments period 

For the year ended, 
January 2, 2010 $- $17 $ (5) $12 

For the year ended, 
January 1, 2011 12 3 (12) 3 

Total project to date $20 $(1 7) 

Prior year activities 
During 2009, in addition to the COGS and SGA 
programs above, the Company incurred costs related 

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 result in future 
cash savings through the elimination of employee 
positions and were recorded within COGS in the 
Europe operating segment. The program was 
substantial ly 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 
el imination 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 
el imination 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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NOTE4 
EQUITY 

Earnings per share 
Basic net earnings per share is determined by dividing 
net income attributable to Kel logg Company by the 
weighted-average number of common shares 
outstand ing during the period. Diluted net earnings 
per share is similarly determined, except the 
denominator is increased to include the number of 
add itional 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 t he Company. Basic net earnings per share is 
reconciled to diluted net earnings per share in the 
fo llowing table: 

Net income Net 
attributable Average earnings 

(millions, except per share data) 
to Kellogg shares her 
Company outstanding s are 

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 (001) 

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 mil lions) : 20 10-4.9; 2009- 12.2; 2008-
2.6. 

Stock transactions 
The Company 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 mi llions): 2010- 5; 2009- 3; 
2008-5 . The Company issued shares tota ling less than 
one mi ll ion 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 bi llion three-year repurchase 
program for 2010 through 2012. During 2010, the 
Company repu rchased approximately 21 mil lion shares 
of common stock for a total of $1,057 million, of 
w hich $1 ,052 was paid duri ng the year and $5 mill ion 
was payable at January 1, 2011 . During 2009, the 
Company repurchased 4 mi ll ion shares of common 

stock at a total cost of $187 mi ll ion. During 2008, the 
Company repurchased 13 million shares of common 
stock at a total cost of $650 mil lion. 

Comprehensive income 
Comprehensive 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 w ith cash f low hedges and adjustments fo r 
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 cred it (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 substantia l allocation of assets in the equity 
market. 
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Tax Accumulated oth er comprehensive income (loss) at 
Pre-tax (expense) After-tax January 1, 2011 and January 2, 2010 consisted of the (mi llions) amount benefit amount 

2010 
fo llowing : 

Net income $ 1,240 
Other comprehensive income: (millions) 2010 2009 

Foreign currency translation 
Foreign currency translation adjustments adjustments $ (1 8) $- (18) $ (789) $ (771) 

Cash flow hed3es: Cash f low hedges - unrealized net gain (loss) 25 (30) 
Unrealize gain (loss) on Postretirement and postemployment benefits: 

cash flow hedges 51 (21) 30 
Reclassification to net Net experience loss (1 ,075) (1,104) 

earnings 34 (9) 25 Prior service cost (75) (61) 
Postretirement and Total accumulated other comprehensive postemployment benefits: 

Amounts arising during the income (loss) $(1 ,914) $(1 ,966) 
period : 
Net experience gain (loss) (71) 30 (41) 
Prior service credit (cost) (8) (13) (21) NOTE 5 

Reclassification to net LEASES AND OTHER COMMITMENTS 
earnings: 
Net experience loss 102 (32) 70 
Prior service cost 11 (4) 7 The Company's leases are generally for equipment 

$ 101 $ (49) 52 and warehouse space. Rent expense on all operating 
Total comprehensive income $ 1,292 leases was (in millions): 2010-$ 154; 2009-$150; 2008-
2009 $145. During 2008, the Company entered into 
Net income $ 1,208 approximately $3 mi llion in capital lease agreements 
Other comprehensive income: to finance the purchase of equipment. The Company Foreign currency translation 

adjustments $ 65 $ 65 did not enter into any capita l lease agreements during 
Cash flow hed3es: 2009 and 2010. 

Unrealize gain (loss) on 
cash flow hedges (6) 3 (3) 

Reclassification to net At January 1, 2011, future minimum annual lease 
earnings (3) (3) 

commitments under non-cancelable operating and Postretirement and 
postemployment benefits: ca pital leases were as follows: 
Amounts arising during the 

period: 
Operating Capital Net experience gain (loss) 161 (72) 89 

Prior service credit (cost) (33) 11 (22) (mi llions) leases leases 
Reclassification to net 2011 $149 $ 1 earnings: 

Net experience loss 63 (2 1) 42 2012 126 
Prior service cost 11 (4) 7 2013 94 

$ 258 $ (83) 175 20 14 66 

Total comprehensive income $ 1,383 2015 47 

2008 20 16 and beyond 103 

Net income $ 1,146 
Total minimum payments $585 $ 5 Other comprehensive income: 

Foreign cu rrency tra nslation Amount representing interest (1) 
adjustments $ (431) $ (431) 

Obligations under capital leases 4 
Cash flow hed3es: 

Unrealize gain (loss) on Obligations due within one year (1) 

cash flow hedges (33) 12 (2 1) Long-term obligations under capital leases $ 3 
Reclassification to net 

earnings 5 (2) 3 
Postretirement and The Company has provided various standard postemployment benefits: 

Amounts arising during the indemnifications in agreements to sell and purchase 
period: business assets and lease facilities over the past several 
Net experience gain (loss) (1,402) 497 (905) 
Prior service credit (cost) 3 (1) 2 years, related primarily to pre-existing tax, 

Reclassification to net environmenta l, and employee benefit obligations. 
earnings: Certain of these indemnifications are limited by 
Net experience loss 49 (17) 32 
Prior service cost 9 (3) 6 ag reement in either amount and/or term and others 

$(1,800) $486 (1,3 14) are unl imited. The Company has also provided various 
Total comprehensive income $ (168) " hold harmless" provisions w it hin 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 liabi lity re lated to these indemnifications . 



Appendix B Excerpts from Kellogg's Form 10-K for the Fiscal Year Ended January 1, 2011 [201 OJ B-15 

NOTE6 
DEBT 

The follow ing table presents the components of notes 
payable at year end January 1, 20 11 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: 

(millions) 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 
(c) 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) (1) 

Balance at ~ear end $4,908 $4,835 

(a) 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 203 1, reflecting 
issuance discount and hedge settlement, was 7.62%. Initia lly, 
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 20 11 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 

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. 

(c) 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. 

(d) 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, 20 11 . 

(e) 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. 

(f) 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 
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transactions. The customary covenants also contai n a change of 
control provis ion. 

In February 2007, the Company and two of its 
subsidiaries (the Issuers) established a program under 
wh ich 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 wi ll 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 w hich 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 cred it 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 collatera l 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; 20 13-$752; 
2014-$8; 2015- $1; 2016 and beyond- $3,351 . 

Interest paid was (in millions): 2010-$244; 2009-
$302; 2008-$305 . Interest expense capital ized as part 
of the construction cost of fixed assets was (in 
millions): 2010-$2; 2009- $3; 2008-$6. 

NOTE 7 
STOCK COMPENSATION 

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 

locations. Additionally, the Company awards restricted 
stock to its outside directors. These awards are 
administered through severa l 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-qua lified 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 t han 5 million shares can be 
issued in satisfaction of performance units, 
performance-based restricted shares and other awards 
(exclud ing stock options and stock appreciation 
rights). There are additiona l 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 Di rector 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 on ly upon termination of service on the 
Board . Under the 2009 Director Plan, 26,000 shares 
were awarded in 2010 and 32,5 10 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 mil lion 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 th is plan for any 
employee are limited to a fair market value of $25,000 
during any ca lendar year. At January 1, 2011 , there 
were approximately 0.8 million remaining authorized, 
but unissued, shares under th is plan. Shares were 
purchased by employees under this plan as follows 
(approxi mate 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 with in 
this note. 

Additional ly, during 2002, an international subsidiary 
of the Company established a stock purchase plan for 
its employees. Subject to limitations, employee 
contributions to th is plan are matched 1: 1 by the 
Company. Under th is plan, shares were granted by t he 
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 fol lows: 

(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 
certa in stock options to eliminate the accelerated 
ownership feature (AOF) and $13 mil lion 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, tota l 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 follow ing 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 sat isfy stock-based awards are normally 
issued out of treasury stock, although management is 
authorized to issue new shares to the extent permitted 
by respect ive 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 pol icy of 
repurchasing a specified number of shares issued 
under employee benefit programs during any 
particular time period. 

Stock options 
During 2010 and 2009, non-qual ified stock options 
were granted to eligible employees under the 2009 
Plan with exercise prices equal to the fa ir 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-qual if ied stock options were 
granted to eligible employees under the 2003 Plan 
with exercise prices equal to the fa ir 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 t he Director 
Plan included similar terms, but vested immediately. 

Effective April 25, 2008, the Company eliminated t he 
AOF from all outstanding stock options. Stock options 
that contained t he AOF feature included the vested 
pre-2004 option awards and al l 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 AOF, 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 remain ing 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 mill ion representing cash compensation paid to 
holders of the stock options to replace the va lue of 
the AOF. Approximately 900 employees were holders 
of the modified stock options. 

Management estimates the fa ir 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 fol lowing 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 
va luation models; separate groups of employees that 
have simi lar historical exercise behavior are considered 
separately for valuation purposes. The expected term 
of options granted represents the period of t ime that 
options granted are expected to be outstanding; t he 
weighted-average expected term for all employee 
groups is presented in the following table. The risk­
free rate for periods w ithin 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 $ 7.90 $ 6.33 $ 7.90 

A summary of option activity for the year ended 
January 1, 2011 is presented in the follow ing table: 

Employee and 
Weighted- Weighted- Aggregate 

average average intrinsic 
director stock Shares exercise contractual value 
options (millions) price term (years) (mi llions) 

Outstanding, 
beginning of year 26 $45 

Granted 4 53 
Exercised (4) 43 

Outstanding, end of 
year 26 $47 6.3 $125 

Exercisable, end of 

l ear 20 $46 5.5 $100 

Additional ly, option activity for the comparable prior 
year periods is presented in the following table: 

(millions, except per share data) 2009 2008 

Outstanding, beginning of year 26 26 
Granted 4 5 
Exercised (3) (5) 
Forfeitures and expirations (1) 

Outstanding, end of year 26 26 

Exercisable, end of l ear 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 l ear $45 $44 

The total intrinsic value of options exercised during the 
periods presented was (in mill ions): 2010- $45; 2009-
$25; 2008- $55. 

Other stock-based awards 
Other 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 ent itles these 
employees to receive a specif ied number of shares of 
the Company's common stock on the vesting date, 
provided cumulative th ree-year targets are achieved. 
The cumulative three-year targets involved operating 
profit and internal net sa les growth for the 2010 
grant, cost savings for the 2009 grant and operating 
profit for the 2008 grant. Management est imates the 
fa ir va lue of performance share awards based on the 
market price of the underlying stock on the date of 
grant, reduced by the present value of est imated 
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, w ith a 
grant-date fair value of approximately $48, $36, and 
$47 per share. The actual number of shares issued on 
the vesting date cou ld range from zero to 200% of 
target, depending on actua l 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 equiva lent 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 
fai r 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 
fo llowing table: 

Employee restricted stock and restricted 
stock units 

Non-vested, beginning of year 
Granted 
Vested 
Forfeited 

Non-vested, end of year 

Shares 
(thousands) 

256 
12 1 
(67) 

(6) 

304 

Weighted­
average 

grant-date 
fair value 

$48 
53 
47 
49 

$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. 

NOTE 8 
PENSION BENEFITS 

The Company sponsors a number of U.S. and foreign 
pension plans to provide ret irement 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 genera lly based on salary and years of 
service, while union employee benefits are generally a 
negotiated amount for each year of service. 

Obligations and funded status 
The aggregate change in projected benefit obligation, 
plan assets, and funded status is presented in the 
following tables. 

(millions) 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 ~ear $3,930 $3,605 

Change in plan assets 
Fair value beginning of year $3,323 $2,563 

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 s 37 $ (282) 

Amounts recognized in the Consolidated 
Balance Sheet consist of 

Other assets $ 333 $ 160 
Other cu rrent liabilities (43) (12) 
Other liabilities (253) (430) 

Net amount recognized s 37 $ (282) 

Amounts recognized in accumulated other 
comprehensive income consist of 

Net experience loss $1,277 $1,287 
Prior service cost 96 102 

Net amount recognized $1,373 $1,389 

The accumu lated benefit obligation for all defined 
benefit pension plans was $3 .61 billion and 
$3 .32 bi llion at January 1, 2011 and January 2, 2010, 
respectively. Information for pension plans with 
accumu lated benefit obligations in excess of plan 
assets were : 

(millions) 2010 2009 

Projected benefit obligation $248 $2,759 
Accumulated benefit obligation 207 2,601 
Fair value of ~Ian assets 11 2,317 

Expense 
The components of pension expense are presented in 
the fol lowing 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 cont ribut ion plan expense 
includes $5 million and $12 million, respectively, 
related to curtai lment and special termination benefits 
related to multi -employer plans. The final calculation 
of these liabilities are pend ing 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 s 88 $ 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 s 99 $ 63 $ 64 

The estimated net experience loss and prior service 
cost for defined benefit pension plans that wi ll 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 subsid iaries 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-un ion 
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. 

Assumptions 
The worldwide weighted-average actuarial 
assumptions used to determine benefit obligations 
were: 

2010 2009 2008 

Discount rate 5.4% 5.7% 6.2% 
Long-term rate of compensation increase 4.2% 4.1 % 4.2% 

The worldwide weighted-average actuarial 
assumptions used to determine annual net periodic 
benefit cost were: 

2010 2009 2008 

Discount rate 5.7% 6.2% 6.2% 
Long-term rate of compensation increase 4.1% 4.2% 4.4% 
Long-term rate of return on plan assets 8.9% 8.9% 8.9% 

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-earn ings ratios of the major stock market 
indices, and long-term inflation. The U.S. model, 
which corresponds to approximately 69% of 
consolidated pension and other postretirement benefit 
plan assets, incorporates a long-term inflation 
assumpt ion 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 
t he 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. 

Plan assets 
The 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: 

Cash and cash equivalents: Value based on cost, 
which approximates fair value . 
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Corporate stock, common: Value based on t he last 
sales price on the primary exchange. 

Mutual funds: 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: 

Cash and cash equivalents: Institutional short-term 
investment veh icles va lued da ily. 

Collective trusts: Value based on the net asset va lue 
of units held at year end. 

Bonds: Value based on matrices or models from 
prici ng vendors. 

Investments stated at estimated fair value using 
significant unobservable inputs (Level 3) include: 

Real Estate: Value based on the net asset va lue of 
units held at year end . The fa ir val ue 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. 

Bonds: Va lue 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 ca lculation that may not be indicative of net 
realizable value or reflective of future fair val ues . 
Furthermore, although the Company believes its 
valuation methods are appropriate and consistent with 
other market participants, the use of different 
methodolog ies or assumptions to determine the fair 
va lue of certa in financial instruments could resu lt in a 
different fair value measurement at the reporting 
date. 

The Company's practice regarding the tim ing 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 fa ir value of Plan assets as of January 1, 20 11 
summarized by level within the fair value hierarchy are 
as follows: 

Total Total Total 
(millions) Level 1 Level 2 Level 3 Total 

Cash and cash equivalents $ 169 $ 38 $- $ 207 
Corporate stock, common: 

Domestic 645 645 
International 185 185 

Mutual funds: 
Domestic equity 44 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 350 351 
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 $- $ 171 
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 
gu idelines, 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 fu lfill their responsibilities. 



B-22 Appendix B Excerpts from Kel logg's Form 10-K for t he Fiscal Year Ended January 1, 2011 [201 OJ 

The cu rrent weighted-average target asset allocation 
reflected by th is 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 fund ing strategies 
are influenced by tax regulations and fund ing 
requirements. The Company currently expects to 
contribute approximately $180 million to its defined 
benefit pension plans during 2011. 

Level 3 gains and losses 
Changes in the fair value of the Plan's Level 3 assets 
are summari zed as follows: 

Bonds. Bonds, Real 
(millions) corporate other estate Other Total 

January 3, 2009 $1 1 $11 $27 $ 3 $ 52 
Net purchases, sales 

and other (4) (6) (4) (14) 
Realized and 

unrealized gain 
(loss) 1 1 5 (1) 6 

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 

Janua!:X 1, 2011 s 1 S- $58 s 7 $ 66 

The net change in Level 3 assets incl udes a ga in ofl ess 
than $1 mi llion attributable to the change in 
unrealized holding gains or losses related to Level 3 
assets held at January 1, 2011 . 

Benefit payments 
The followi ng benefit payments, wh ich reflect 
expected future service, as appropriate, are expected 
to be paid (i n mill ions): 2011 - $233; 2012-$202; 
2013-$2 12; 2014- $217; 2015-$226; 2016 to 2020-
$1,286. 

NOTE 9 
NONPENSION POSTRETIREMENT AND 
POSTEMPLOYMENT BENEFITS 

Postreti rement 
The Company sponsors a number of plans to provide 
health care and other welfare benefits to retired 
employees in t he United States and Canada, who have 
met certain age and service requirements . The 
majority of these plans are f unded 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 vo luntary 
employee benefit association (VEBA) trusts to fu nd 
certain U.S. retiree health and welfare benefit 
obligations. 

In the first quarter of 2010, the Patient Protection and 
Affordable Care Act (PPACA) was signed into law. 
There are various provisions which w ill impact the 
Company, however, the Company has determined 
that the Act did not have a material impact on the 
accumulated benefit ob ligation as of January 1, 2011 
for nonpension postretirement benefit plans. 

Obligations and funded status 
The aggregate change in accumulated postretirement 
benefit obligation, plan assets, and funded status is 
presented in the following tables. 

(mi ll ions) 2010 2009 

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 currency adjustments 2 7 

End of l ear $1,224 $1, 162 

Change in plan assets 
Fair va lue beginning of year s 672 $ 553 
Actual retu rn on plan assets 108 170 
Employer contributions 293 13 
Benefits paid (65) (64) 

Fair value end of l ear $1,008 $ 672 

Funded status s {216) $ (490) 

Amounts recognized in the Consolidated 
Balance Sheet consist of 

Other current liabilities s (2) $ (2) 
Other liabilities (214) (488) 

Net amount recognized $ (216) $ (490) 

Amounts recognized in accumulated other 
comprehensive income consist of 

Net experience loss $ 315 $ 340 
Prior service credit (9) (11) 

Net amount recognized $ 306 $ 329 

Expense 
Components of postretirement benefit expense were: 

(millions) 2010 2009 2008 

Service cost s 20 $ 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 $ 29 

The estimated net experience loss for defined benefit 
plans that will be amortized from accumulated other 
comprehensive income into nonpension 
postret irement benefit expense over the next fiscal 
year is expected to be approximately $20 mil lion, 
partially offset by amortization of prior service credit 
of $3 mil lion . 
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Assumptions 
The weighted-average actuarial assumptions used to 
determine benefit ob ligations were: 

2010 2009 2008 

Discount rate 5.3% 5.7% 6.1 % 

The weighted-average actua ri al assumptions used to 
determine annual net periodic benefit cost were: 

2010 2009 2008 

Discount rate 5.7% 6.1 % 6.4% 
Long-term rate of return on plan assets 8.9% 8.9% 8.9% 

The Company determines the overall discount rate 
and expected long-term rate of return on VEBA t rust 
obl igat ions 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 tren d 
rates reflect the Company's recent historical 
experience and management's expectations regarding 
future trends. A one percentage point change in 
assumed hea lth care cost trend rates wou ld have the 
fo llowing effects: 

(millions) 

Effect on total of service and 
interest cost components 

Effect on postreti rement 
benefit obl igation 

Plan assets 

One percentage One percentage 
point increase point decrease 

$ 10 $ (8) 

13 1 (109) 

The fa ir value of Plan assets as of January 1, 2011 
summarized by level within the fa ir value hierarchy 
described in Note 8, are as follows: 

Total Total Total 
(millions) Level 1 Level2 Level 3 Total 

Cash and cash equivalents s 17 s 31 S- $ 48 
Corporate stock, common: 

Domestic 184 184 
International 12 12 

Mutual funds: 
Domestic equity 76 76 
International equity 97 97 
Domestic debt 73 73 

Col lective trusts: 
Domestic equity 241 241 
International equity 137 137 

Bonds, corporate 99 99 
Bonds, government 34 34 
Bonds, ot her 7 7 
Total $459 $549 s- $1 ,008 

The fa ir value of Plan assets at January 2, 201 Oare 
summarized as fo llows: 

Total Total Total 
(millions) Level 1 Level 2 Level 3 Total 

Cash and cash equivalents $ - $ 31 $- $ 3 1 

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 $372 $ 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 al location is 
75% equity securities and 25 % debt securities. The 
Company currently expects to cont ribute 
approximately $16 million to its VEBA trusts during 
2011 . 

Level 3 gains and losses 
The change in t he fair value of the Plan 's Level 3 
assets is summarized as follows: 

(millions) 

January 3, 2009 
Net purchases, sales and other 
Gain 
Transfer out 

January 2. 2010 
Net purchases, sales and other 

January 1, 2011 

Bonds. 
other 

$ 6 
(2) 
1 

(4) 

$ 1 
(1) 

S-
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Postemployment 
Under certain conditions, 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 

Change in accumulated benefit obligation 
Beginning of year $ 74 
Service cost 6 
Interest cost 4 
Actuarial loss 8 
Benefits paid (7) 
Foreign currency adjustments 

End of l ear $ 85 

Funded status ${85) 

Amounts recognized in the Consolidated 
Balance Sheet consist of 

Other current liabilities $ (8) 
Other liabilities (77) 

Net amount recognized $(85) 

Amounts recognized in accumulated other 
comprehensive income consist of 

Net experience loss $ 43 

Net amount recognized $ 43 

Components of postemployment benefit expense 
were: 

(millions) 2010 2009 

Service cost $ 6 $ 6 
Interest cost 4 4 
Recognized net loss 4 4 

Postem~lolment benefit expense $14 $1 4 

2009 

$ 65 
6 
4 
8 

(10) 
1 

$74 

$(74) 

$ (7) 
(67) 

$(74) 

$ 39 

$ 39 

2008 

$ 5 
4 
4 

$13 

The estimated net experience loss that will be 
amortized from accumulated other comprehensive 
income into postemployment benefit expense over the 
next fi scal year is approximately $4 million . 

Benefit payments 
The following benefit payments, which reflect 
expected future service, as appropriate, are expected 
to be paid: 

(millions) Postretirement Postemployment 

2011 $ 70 $ 8 
2012 76 9 
2013 78 9 
2014 80 10 
2015 81 10 
2016-2020 423 58 

NOTE 10 
INCOME TAXES 

The components of income before income taxes and 
the provision for income taxes were as follows: 

(mill ions) 2010 2009 2008 

Income before income taxes 
United States $1,271 $1,207 $1 ,030 
Foreign 471 477 601 

1,742 1,684 1,63 1 

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 s 502 $ 476 $ 485 

The difference between the U.S. federal statutory tax 
rate and the Company's effective income tax rate was: 

2010 2009 2008 

U.S. statutory income tax rate 35.0% 35.0% 35.0% 
Foreign rates varying from 35% -4.1% -4.2 -5.0 
State income taxes, net of federal 

benefit 1.4% 1.4 1.0 
Cost (benefit) of remitted and 

unremitted fo reign earnings 0.9% - 0 .8 1.6 
Tax audit activity - 1.6% -0 .9 - 1.5 
Net change in valuation allowances 0.5% 0.4 
U.S. deduction for qualified production 

activities - 1.1% -1 .6 
Other - 2.2% -1 .1 - 1.4 

Effective income tax rate 28.8% 28.2% 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 
20 1 O 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 
item 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 mi llion 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 mil lion 
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 earn ings. 

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 mill ion 
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 mill ion 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 t he Company's abi lity to uti li ze certain future tax 
deductions, operating losses and tax credit 
carryforwards prior to expi ration . 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 mill ion , respectively, with related va luation 
al lowances 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 yea rs. 

The following 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 fore ign 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 liabi lity 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 s 7 $ 8 s 77 $ 60 
Advertising and promotion-related 24 26 3 4 
Wages and payroll taxes 25 30 
Inventory va luation 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) 

Total deferred taxes $ 479 $ 696 $1,018 $929 

Net deferred tax asset (liabilitl) $(539) $(233) 

Classified in balance sheet as: 
Other current assets $ 110 $ 128 
Other current liabilities (13) (7) 
Other assets 61 71 
Other liabi lities (697) (425) 

Net deferred tax asset (liabilitl ) $(539) $(233) 

The change in valuation allowance reducing deferred 
tax assets was : 

(millions) 2010 2009 2008 

Balance at beginning of year $28 $22 $22 
Additions charged to income tax expense 11 14 6 
Reductions credited to income tax 

expense (2) (7) (3) 
Currency t ranslation adjustments (1) (1) (3) 

Balance at end of l ear $36 $28 $22 

Cash paid for income taxes was (i n millions): 2010-
$409; 2009-$409; 2008-$397. Income tax benefits 
realized from stock option exercises and deductibil ity 
of other equity-based awards are presented in Note 7. 

Uncertain tax positions 
The Company is subject to federal income taxes in the 
U.S. as wel l as various state. local, and foreign 
jurisd ictions. The Company's annual provision for 
U.S. federal income taxes represents approximately 
70% of the Company's consol idated income tax 
provision . The Company was chosen to participate in 
the Internal Revenue Service (IRS) Compl iance 
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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 201 0. The 
Company is under examination for income and 
non-income tax fi lings in various state and fo re ign 
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 w hich an 
extension through 2011 has been req uested; 2) an 
on-going examination of 2002-2008 U.K. income tax 
filings which is expected to be f inalized in 2011; 3) 
Mexico for years 2003 and forward; and 4) Spa in for 
years 2005 to 2006. 

As of January 1, 201 1, the Company has classified 
$43 million of unrecognized tax benefits as a cu rrent 
liabil ity. Management's estimate of reasonably 
possible changes in unrecognized tax benefits during 
the next twelve months is comprised of the current 
liability ba lance 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 current ly 
unaware of any issues under review that cou ld resu lt 
in significant add itional 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 mil lion 
represents the amount that, if recognized, would 
affect the Company's effective income tax rate in 
future periods. 

(millions) 2010 2009 2008 

Balance at beginning of year $130 $132 $169 
Tax positions related to current year: 

Additions 12 17 24 
Tax positions related to prior years: 

Additions 13 4 2 
Reductions (42) (9) (56) 

Settlements (6) (8) (3) 
Lapses in statutes ofl imitation (3) (6) (4) 

Balance at end of l ear $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 mi ll ion 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 mil lion 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. 

NOTE 11 
DERIVATIVE INSTRUMENTS AND FAIR VALUE 
MEASUREMENTS 

The Company is exposed to certain market risks such 
as changes in interest rates, foreign currency exchange 
rates, and commodity prices, w hich 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, fai r va lue 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) 

Foreign currency exchange contracts 
Interest rate contracts 
Commodity contracts 

Total 

2010 

$1,075 
1,900 

379 

$3,354 

2009 

$1,588 
1,900 

213 

$3,701 

Following is a description of each category in the fair 
va lue hierarchy and the f inancial assets and liabilities 
of the Company that were included in each category 
at January 1, 2011 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 fai r va lue 
ofl eve! 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 financia l assets or liabilities as of 
January 1, 2011 or January 2, 2010. 

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: 

(millions) 

Assets: 
Foreign currency 

exchange contracts: 
Other current assets 
Interest rate contracts: 
Other current assets 
Other assets 
Commodity contracts: 
Other current assets 

Total assets 

Liabilities: 
Foreign currency 

exchange contracts: 
Other current liabilities 
Interest rate contracts: 
Other liabilities 
Commodity contracts: 
Other current liabilities 
Other liabilities 

Tota l liabilities 

Level 1 Level2 Total 

2010 2009 2010 2009 2010 2009 

$- $- s 7 $ 7 $ 7 $ 7 

5 5 
69 44 69 44 

23 4 23 4 

$23 $ 4 s 81 $ 51 $104 $ 55 

$- $- $(27) $(31) $ (27) $(31) 

(1) (1) 

{10) (6) (10) (6) 

(29) (14) (29) (14) 

$- $- $(66) $(52) $ (66) $(52) 
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The effect of derivative instruments on the Consolidated Statement of Income for the years ended January 1, 201 1 
and January 2, 2010 was as fo llows: 

Derivatives in fair value 
hedging relationships 

(millions) 

Foreign currency exchange contracts 

Interest rate contracts 

Total 

Derivatives in cash flow 
hedging relationships 

(millions) 

Gain (loss) 
recognized in 

AOCI 

2010 2009 

Location of 
gain (loss) 
reclassified 
from AOCI 

Foreign currency 
exchange contracts 

Foreign currency 
exchange contracts 

$(19) $(23) COGS 

Interest rate contracts 

Commodity contracts 

Total 

Derivatives not designated as 
hedging instruments 

(millions) 

Foreign currency exchange contracts 

Total 

67 

3 

$51 

3 SGA expense 

Interest expense 

14 COGS 

$(6) 

Gain (loss) 
reclassified from AOCI 

into income 

2010 2009 

$(25) $19 

(1) (3) 

(4) (8) 

(4) (5) 

$(34) $3 

Location of 
gain (loss) Gain (loss) 

recognized in recognized in 
income income 

2010 2009 

Other income $(51) $(46) 
(expense), net 

Interest expense 39 28 

$(12) $(18) 

Location of 
gain (loss) Gain (loss) 

recognized in recognized in 
income (a) income(a) 

2010 2009 

Other income $ (1) $ (8) 
(expense), net 
Other income 
(expense), net 

N/A 

Other income (1) (2) 
(expense), net 

$ (2) $(10) 

Location of 
gain (loss) Gain (loss) 

recognized in recognized 
income in income 

2010 2009 

Other income $ - $ 
(expense), net 

$- $ 

(a) Includes the ineffective portion and amount excluded from effectiveness testing. 

Certa in 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 rati ng fa lls 
below BB+ (S&P), or Baal (Moody's). The fa ir value of 
all derivative instruments with credit-risk-related 
contingent features in a liability position on January 1, 
2011 was $36 mi llion . If the credit- risk-related 
contingent features were triggered as of January 1, 
2011, the Company would be req ui red to post 
collateral of $36 million. In addition, certa in derivative 
instruments contain provisions that would be triggered 
in the event the Company defaults on its debt 
agreements. There were no col lateral posting 
requirements as of January 1, 2011 triggered by credit­
risk-related contingent features. 

Other fa ir value measurements 
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 
t rends and the condition of the assets. Long-lived assets 
with a ca rrying amount of $19 million were written 
down to their fair value of $1 O mil lion at January 1, 
2011, resulting in an impairment charge of $9 million, 
wh ich was included in earn ings for the period. 

Goodwill with a carrying amount of $20 mill ion was 
written off at January 1, 2011 to reflect its implied fair 
va lue, resulting in an impairment charge of $20 mil lion, 
which was included in earn ings for the period. Please 
refer to the impairment discussion in Note 2. 
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The following table presents assets that were measured at fair value on the Consolidated Balance Sheet on a 
nonrecurring basis as of January 1, 2011 and January 2, 2010: 

Fair value Level3 Total gains (losses) 

(mill ions) 2010 2009 2010 2009 2010 2009 

Description: 
Long-lived assets $10 $- $10 $- $ (9) $-
Goodwill (20) 

Total $10 $- $10 $- $(29) $-

Financial instruments 
The carrying values of the Company's short-term items, includ ing cash, cash equivalents, accounts rece ivable, 
accounts payable and notes payable approximated fa ir value. The fa ir va lue of the Company's long-term debt is 
calcu lated based on broker quotes and was as follows at January 1, 20 11: 

(mil lions) 

Current maturities ofl ong-term debt 
Long-term debt 

Total 

Credit risk concentration 
The Company is exposed to credit loss in the event of 
nonperformance by counterparties on derivative 
f inancial and commodity contracts. Management 
believes a concentration of credit risk with respect to 
derivative counterparties is limited due to the cred it 
ratings of the counterparties and the use of master 
netting and reciprocal collateralization agreements . 

Master netting agreements apply in situations w here 
the Company executes multip le contracts w ith the same 
counterparty. Certain counterparties represent a 
concentration of credit risk to the Company. If those 
counterparties fa il to perform according to t he terms of 
derivative contracts, this would result in a loss to the 
Company of $50 million as of January 1, 201 1. 

For certain derivative contracts, reciproca l 
collatera lization agreements w ith counterparties ca ll for 
the posting of collateral in the form of cash, treasury 
securities or letters of credit if a fair value loss position 
to the Company or our counterparties exceeds a certain 
amount. There were no collateral balance requirements 
at January 1, 2011 . 

Management bel ieves concentrations of credit risk with 
respect to accounts receivable is limited due to the 
genera lly high cred it quality of the Company's major 
customers, as well as the large number and geographic 
dispersion of smaller customers. However, the 
Company conducts a disproportionate amount of 
busi ness with a small number ofl arge multinational 
grocery reta ilers, with the f ive largest accounts 
encompassing approximately 30% of consolidated 
trade rece ivables at January 1, 201 1. 

NOTE 12 
PRODUCT WITHDRAWALS 

Fair Value 

$ 961 
5,361 

$6,322 

Carrying Value 

$ 952 
4,908 

$5,860 

During 2010, 2009 and 2008, the Company recorded 
charges in connection with product withdrawals. The 
Company recorded estimated customer returns and 
consumer rebates as a reduction of net sales, costs 
associated with returned product and the disposal and 
write-off of inventory as COGS, and other recall costs as 
SGA expense. 

On June 25, 2010, the Company announced a recall of 
select packages of Kellogg's cereal primarily in the U.S. 
due to an odor from waxy resins found in the package 
liner. The following table presents a summary of related 
charges for the year ended January 1, 2011 : 

(mi ll ions, except per share amount) 

Reduction of net sales 
COGS 
SGA expense 

Total 

Impact on earnings per diluted share 

2010 

$ 29 
16 

$ 46 

$(0.09) 

In addition to charges recorded in connection with the 
withdrawal, the Company also lost sa les of the 
impacted products that are not included in the table 
above. 

On January 16, 2009, the Company announced a recall 
of certain Austin and Keebler branded peanut butter 
sandwich crackers and certa in Famous Amos and 
Keeb ler branded peanut butter cookies. The recall was 
expanded in February 2009 to include certain Bear 
Naked, Kashi and Special K products. The decision to 
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recall the prod ucts was made follow ing an 
investigation by the United States Food and Drug 
Admin istration concerni ng a sa lmonella outbreak 
thought to be ca used by tainted peanut re lated 
products. The products subject to the reca ll 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 $(006) $(006) 

In addition to charges recorded in connection w ith the 
withdrawal, the Company also lost sa les of the 
impacted products that are not included in the table 
above. 

NOTE 13 
CONTINGENCIES 

The Company is subject to various legal proceedings, 
cla ims, and govern menta l inspections or investigations 
in the ordinary course of business covering matters 
such as general commercial , governmental 
reg ulations, antitrust and trade regulations, product 
liabil ity, environmental, intellectual property, workers' 
compensation, employment and other actions. These 
matters are subject to uncertainty and the outcome is 
not pred ictable w ith assurance. The Company uses a 
combination of insurance and se lf- insurance fo r a 
number of risks, including workers' compensation , 
general liability, automobile liability and product 
liabil ity. 

The Company has established accruals for certa in 
matters where losses are deemed probable and 
reasonably estimable. There are other cla ims and legal 
proceedings pending against the Company for w hich 
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. 

NOTE 14 
QUARTERLY FINANCIAL DATA (unaudited) 

Net sales Gross profit 

(millions, except per share data) 2010 2009 2010 2009 

First 
Second 
Third 
Fourth 

$ 3,318 $ 3,169 $1,425 $1,302 
3,062 3,229 1,305 1,404 
3,157 3,277 1,369 1,440 
2,860 2,900 1,190 1,245 

$12,397 $12,575 $5,289 $5,39 1 

Net income attributable 
to Kellogg Company Per share amounts 

2010 2009 2010 2009 
Basic Diluted Basic Diluted 

First $ 418 $ 321 $1.10 $1.09 $.84 $.84 
Second 302 354 .80 .79 .93 .92 
Th ird 338 361 .91 .90 .94 .94 
Fourth 189 176 .51 .51 .46 .46 

$1,247 $1,212 

The principal market for trading Kellogg shares is the 
New York Stock Exchange (NYSE) . At year-end 2010, 
t he closing pri ce (on the NYSE) was $5 1.08 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 

2010 - Quarter per share High Low 

First $ .3750 $55.45 $51.70 
Second .3750 56.00 49.75 
Third .4050 52.58 47.28 
Fourth .4050 51 .62 48.51 

$1.5600 

2009 - Quarter 

Fi rst $ .3400 $45.94 $35.64 
Second .3400 47.72 37.84 
Third .3750 49 .90 45.58 
Fourth .3750 54.10 48.15 

$1.4300 
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NOTE 15 The measurement of operating segment results is 
OPERATING SEGMENTS generally consistent with the presentation of the 

Consolidated Statement of Income and Consolidated 
Kellogg Company is the world's leading producer of Balance Sheet. lntercompany transactions between 
cereal and a leading producer of convenience foods, operating segments were insignificant in all periods 
including cookies, crackers, toaster pastries, cereal presented. 
bars, fruit snacks, frozen waffles, and vegg ie foods. 
Kellogg products are manufactured and marketed (millions) 2010 2009 2008 

globally. Principal markets for these products include Net sales 
the United States and United Kingdom. The Company North America s 8.402 $ 8,510 $ 8,457 

currently manages its operations in four geographic Europe 2,230 2,361 2,619 

operating segments, comprised of North America and Latin America 923 963 1,030 

the three International operating segments of Europe, Asia Pacific (a) 842 741 716 

Latin America, and Asia Pacific. Consolidated $12,397 $12,575 $12 ,822 

Operating profit 
North America s 1,554 $ 1,569 $ 1,447 
Europe 364 348 390 
Latin Ameri ca 153 179 209 
Asia Pacific (a) 74 86 92 
Corporate (155) (181) (185) 

Consolidated s 1,990 $ 2,001 $ 1,953 

Depreciation and amortization 
North America s 257 $ 256 $ 249 
Europe 53 60 72 
Latin America 17 28 24 
Asia Pacific (a) 53 22 23 
Corporate 12 18 7 

Consolidated s 392 $ 384 $ 375 

Interest expense 
North America s $ $ 1 
Europe 2 
Latin America 
Asia Pacific (a) 1 
Corporate 246 294 305 

Con sol idated s 248 $ 295 $ 308 

Income taxes 
North America s 482 $ 474 $ 418 
Europe 23 22 25 
Latin America 29 32 38 
Asia Pacific (a) 19 16 16 
Corporate (51) (68) (12) 

Consolidated s 502 $ 476 $ 485 

Total assets 
North America s 8,623 $ 8,465 $ 8,443 
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 
Elimination entries (2,862) (3,369) (4,270) 

Consolidated $11,847 $11,200 $10,946 

Additions to long-lived assets 
North America s 327 $ 236 $ 262 
Europe 57 50 172 
Latin America 43 58 70 
Asia Pacific (a) 45 30 66 
Corporate 2 3 6 

Consolidated s 474 $ 377 $ 576 

(a) 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 sa les 
within the United States. 

Supplemental geographic information is provided 
below for net sa les to external customers and long­
lived assets: 

(millions) 2010 2009 2008 

Net sales 
United States $ 7,786 $ 7,946 $ 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 $ 1,993 $ 1,916 $ 1,922 
United Kingdom 272 278 260 
Other foreign countries 863 816 75 1 

Consolidated $ 3,128 $ 3,010 $ 2,933 

Supplemental product information is provided below 
for net sales to external customers : 

(millions) 2010 2009 2008 

North America 
Retai l channel cereal $ 2,947 $ 3,080 $ 3,038 
Retail channel snacks 4,048 4,012 3,960 
Frozen and specialty channels 1,407 1,418 1,459 

International 
Cerea l 3,309 3,326 3,547 
Convenience foods 686 739 818 

Consolidated $12,397 $12,575 $12,822 

NOTE 16 
SUPPLEMENTAL FINANCIAL STATEMENT DATA 

Consolidated Statement of Income 
(millions) 

Research and development expense 
Advertisi ng expense 

Consolidated Balance Sheet 
(millions) 

Trade receivab les 
Allowance for doubtful accounts 
Refundable income taxes 
Other receivables 

Accounts receivable, net 

Raw materials and supplies 
Finished goods and materials in process 

Inventories 

Deferred income taxes 
Other prepaid assets 

Other cu rrent assets 

Land 
Buildings 
Machinery and equipment (a) 
Construction in progress 
Accumulated depreciation 

Property, net 

Other intangibles 
Accumulated amortization 

Other intan9ibles, net 

Pension 
Other 

Other assets 

Accrued income taxes 
Accrued salaries and wages 
Accrued advertising and promotion 
Other 

Other current liabilities 

Nonpension postreti rement benefits 
Other 

Other liabilities 

2010 

$ 187 
$1 , 130 

$ 

2009 

$ 181 
$1,091 

2010 

893 
(10) 
189 
118 

$ 1, 190 

$ 224 
832 

s 1,056 

$ 110 
115 

$ 225 

$ 107 
1,842 
5,462 

407 
(4,690) 

s 3,128 

$ 1,503 
(47) 

s 1,456 

$ 333 
387 

$ 720 

$ 60 
153 
405 
421 

$ 1,039 

s 214 
425 

$ 639 

2008 

$ 181 
$1,076 

2009 

$ 951 
(9) 

23 
128 

$ 1,093 

$ 214 
696 

$ 910 

$ 128 
93 

$ 22 1 

$ 106 
1,750 
5,383 

291 
(4,520) 

$ 3,010 

$ 1,503 
(45) 

$ 1,458 

$ 160 
37 1 

$ 531 

$ 33 
322 
409 
402 

$ 1, 166 

$ 488 
459 

$ 947 

(a) Includes an insignificant amount of capitalized internal-use 
software. 

Allowance for doubtful accounts 
(mi ll ions) 2010 2009 2008 

Balance at beginning of year s 9 $10 $ 5 
Additions charged to expense 2 3 6 
Doubtfu l accounts charged to reserve (1) (4) (1) 

Balance at end of ~ear $10 $ 9 $10 
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Management's Responsibility for 
Financial Statements 

Management is responsible for the preparation of the 
Company's consolidated financial statements and 
re lated notes. We bel ieve 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 w ith 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 f inancia l 
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's Report on Internal 
Control over Financial Reporting 

Management is responsible for design ing, maintaining 
and evaluating adequate internal control over financial 
reporting, as such term is defined in Rule 13a-1 S(f) 
under the Securities Exchange Act of 1934, as 
amended. Our internal control over financial report ing 
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 eva luation under the framework in 
Internal Control - Integrated Framework, 
management concluded that our internal contro l over 
financia l 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 

Ronald L. Dissinger 
Senior Vice President and Chief Financial Officer 
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Report of Independent Registered Public Accounting Firm 

To the Shareholders and Board of Directors of 
Kellogg Company 

In our opinion, the consolidated financia l statements 
listed in the index appearing under Item 15(a)(1) 
present fairly, in all material respects, the f inancial 
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 materia l 
respects, effective internal control over financial 
report ing 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 
control 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 interna l control 
over financia l reporting included obtaining an 
understanding of internal control over financial 
reporting, assessing the risk that a material weakness 

exists, and testing and eva luating 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 
rega rding the reliability of financial reporting and the 
preparation of financial statements for external 
purposes in accordance w ith generally accepted 
accounting principles. A company's internal control 
over financial reporting includes those policies and 
procedures that (i) perta in to the maintenance of 
records t hat, in reasonable detail, accurately and fairly 
reflect the transactions and dispositions of the assets 
of the company; (i i) provide reasonable assurance that 
transactions are recorded as necessary to permit 
preparation of financial statements in accordance with 
genera lly 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 
(iii) provide reasonable assurance regarding prevention 
or t imely 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 contro ls may become inadequate because of 
changes in conditions, or that the degree of 
compliance with the policies or procedures may 
deteriorate. 

&~.tcJ.,4.,, L~ 
Battle Creek, Michigan 
February 25, 2011 
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Aggregate market value of Common Stock held by non-affili ates 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 fi scal quarter): $22,384.1 mi llion. 

umber of shares of Common Stock outstanding as of June 18, 20 I 0 : 65 1,2 16,065 (excluding I 03,397,263 shares held in the treasury). 

DOCUME TS IN CORPORA TED BY REFERE CE 

Port ions of the registrant's Proxy Statement for its 20 I 0 Annual Meeting of Stockholders are incorporated by reference into Part Ill. 

ITEM 8 Financial Statements and Supplementary Data 

REPORT OF MANAGEME T RESPONS IBILITIES 

The management of General Mills, Inc. is responsible for the fa irness and accuracy of the consol idated fi nancial statements. The statements have been 
prepared in accordance wi th accounting princi ples that are genera ll y accepted in the United States, using management's best estimates and judgments where 
appropriate. The financial in fo rmation throughout thi s Annual Report on Form 10-K is consistent with our consolidated financial statements. 

Management has established a system of interna l contro ls that provides reasonable assurance that assets are adequately safeguarded and transactions are 
recorded accurately in all materia l respects, in accordance with management's authori zation. We maintai n a strong audi t program that independentl y evaluates 
the adequacy and effecti veness of in ternal controls. Our internal controls provide for appropriate separation of duti es and responsibilit ies, and there are 
doc umented polic ies regarding use of our assets and proper fi nancial reporting. These forma lly stated and regularly communicated policies demand highly 
ethical conduct from all employees. 

The Audit Committee of the Board of Directors meets regularl y with management, internal audi tors, and our independent registered public accounti ng firm to 
rev iew internal control , auditing, and fi nancial reporting matters. The independent registered public accounting fi rm, internal auditors, and employees have 
fu ll 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 fi nancial statements be included in the Annual Report. The Audit Committee also appointed KPMG LLP to serve as the 
Company's independent registered public accounting fi rm for fi scal 20 11 , subject to ratification by the stockholders at the annual meeting. 

Isl K. J. Powell 

K. J. Powell 
Chairman of the Board 
and Chief Executive Officer 

July 9, 2010 

Isl D. L. Mulligan 

D. L. Mulligan 
Executi ve Vice President 
and Chief Financial Office r 
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Report of Independent Registered Public Accounting Firm 

The Board of Directors and Stockholders 

Genera l Mill s, Inc.: 

We have aud ited the accompanyi ng consolidated ba lance sheets of General Mi ll s, Inc. and subsid iaries as of May 30, 2010, and May 3 1, 2009, and the re lated 
consolidated statements of ea rnings , total equity and comprehensive income, and cash nows fo r each o f the fisca l years in the three-year period ended 
May 30, 20 I 0. In connection with o ur audits of the consolidated financia l statements, we have audi ted the accompanying financial statement schedule. We 
also have audited General Mills lnc .'s internal control over financial reporting as of May 30, 20 I 0, based on criteri a estab li shed in Internal Control -
Integrated Framework issued by the Committee o f Sponsoring Organizations o f the Treadway Commission (COSO). Genera l Mi ll s, lnc.'s management is 
responsible for these cdnsol idatcd financial statements and fina ncia l statement schedu le, for maintaining effective interna l control over fi nancial report ing , 
and for its assessment o f the effectiveness o f internal control over financial reporting, inc luded in Management's Report on Internal Control over Financial 
Reporting. Our responsibility is to express an opinion on these conso lidated financial statements and financial statement schedu le and an opin ion on the 
Company's in ternal contro l over financia l reporting based on our audits. 

We conducted o ur audits in accordance with the standards o f the Public Company Accounting O versight Board (United Stales). Those standards require that 
we plan and perform the aud its lo obta in reasonable assurance about whether the financial statements are free o f materi a l misstatement and whether effective 
internal cont rol over financ ial report ing was maintained in al l materia l respects. Our aud its of the consolidated financial statements included examining, on a 
test basis. ev idence supporti ng the amounts and di sc losures in the fin ancia l statements, assessing the accounting princ iples used and significant estimates 
made by management , and eva luati ng the overall financia l statement presentation. Our aud it of internal cont ro l over fin ancial reporting inc luded obtain ing an 
understanding o f internal control over financial reporting, assessing the risk that a mate rial weakness ex ists, and testing and evaluating the des ign and 
operating effecti veness of internal contro l based on the assessed ri sk. Our audits also inc luded performing such other procedures as we cons idered necessary 
in the c ircumstances. We believe that o ur audits provide a reasonable bas is for our opinions. 

A company's interna l control over financial reporting is a process designed to provide reasonable assurance regarding the re liabi lity o f financial reporting and 
the preparation of financia l statements fo r ex ternal purposes in accordance with genera ll y accepted accounting principles. A company's internal contro l over 
financial reporting includes those policies and procedures that ( I) pertain to the maintenance of records that, in reasonable detai l, accurate ly and fai rl y rencct 
the transactions and dispositions o f the assets o f the company: (2) prov ide reasonable assurance that transactions arc recorded as necessary to permit 
preparation o f fin ancial statements in accordance with generall y accepted account ing principles, and that receipts and expenditures o f the company are being 
made only in accordance with authori zations of management and directors o f the company; and (3) prov ide reasonab le assurance regarding prevention or 
timely detection of unauthori zed acq ui sition, use, or disposition o f the company's assets that could have a materia l effect on the financial statements. 

Because o f it s inherent limitations, internal control over fin ancial reporting may not prevent or detect misstatements. Also, projections of any eva luation o f 
e ffectiveness to futu re pe ri ods arc subject lo the risk that controls rn ay become inadequate because of changes in conditions, or that the degree o f compliance 
with the polic ies or procedures may deteriorate. 

In o ur opinion. the consolidated financial statements referred to above present fa irly, in a ll material respects, the fin ancia l position o f General Mills, Inc. and 
subsidiaries as o f May 30. 20 I 0, and May 3 1, 2009. and the results of the ir operations and the ir cash n ows for each of the fi sca l years in the three-year period 
ended May 30, 20 I 0, in conformity with U.S. generall y accepted accounting principles. Also in o ur opi nion, the accompanying financ ial slalcmcnl schedule, 
when considered in re lation lo the basic consolidated fin ancia l statements taken as a whole, presents fairly, in all materi al respects, the information set fort h 
there in . Also in our op inion, General Mi ll s, Inc. maintained. in all mate ri a l respec ts, e ffective internal control over financial reporting as of May 30, 20 10, 
based on criteri a estab li shed in Internal Cont ml - /111exrared Framework issued by the Committee of Sponsoring Organizations o f the Treadway 
Commission . 

As di sclosed in Note I to the Conso lidated Financial Statements, the Company changed its method of accounting for noncontrolling interests in fi scal year 
20 10. 

/s/ KPMG LLP 

Minneapolis, Minnesota 

Ju ly 9. 20 10 
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Consolidated Statements of Earnings 

GENERAL MILLS, INC. AND SUBS IDIAR IES 

( In Mill ions, Except per Share Data) 

Fiscal Year 
2010 2009 2008 

Net sa les $ 14,796.5 $ 14,69 1.3 $ 13,652.1 

Cost of sales 8,922.9 9,457.8 8,778.3 

Sell ing, genera l, and admin istrat ive expenses 3,236. I 2:95 1.8 2,623.6 

Divestitures (gain), net (84.9) 

Restructuring, impairment , and other ex it costs 3 1.4 4 1.6 2 1.0 

Operating profi t 2,606. 1 2,325 .0 2,229.2 

Interest, net 401.6 382.8 399 .7 
... 

Earn ings before income taxes and after-tax earn ings from jo in t ventures 2,204.5 1,942.2 1,829.5 

Income taxes 77 1.2 720.4 622.2 

After-tax earnings from joint ventures 10 1.7 9 1.9 110.8 

Net earn ings, inc luding earni ngs attributable to noncontro lling interests 1,535.0 1,3 13.7 1,3 18. 1 

Net earni ngs attributab le to noncontroll ing interests 4.5 9.3 23.4 

Net earnings att r1 !,utable to General M ill s $ 1,530.5 $ I 304.4 $ I 294.7 

Earn ings per share - basic $ 2.32 $ 1.96 $ 1.93 

Earn ings per share - diluted $ 2.24 $ 1.90 $ 1.85 

Div idends per share $ 0.96 $ 0.86 $ 0.78 

See accompanying notes to consolidated fin ancial statements. 
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Consolidated Balance Sheets 

GENERAL MILLS , INC. AND SUBSIDIAR IES 

ASSETS 
Current assets: 

Cash and cash equi val en ts 
Receivab les 
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 liabilities 

Long-term debt 
Deferred income taxes 
Other liabilities 

Total liabilities 

Stockholders' equity: 

Common stock, 754.6 shares issued, $0.10 par value 
Additional paid-in capi tal 
Retained earnings 
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 li ab ilities and equity 

See accompanying notes to consolidated financia l statements. 

(In Millions, Except Par Value) 

$ 

$ 

$ 

$ 

C-5 

May 30, May 31, 
2010 2009 

673.2 $ 749.8 
1,04 1.6 ' 953.4 
1,344.0 1,346.8 

42.7 15.6 
378.5 469.3 

3,480 .0 3,534.9 

3, 127.7 3,034.9 
6,592 .8 6,663.0 
3,7 15.0 3,747.0 

• 763 .4 895.0 

17 678.9 $ 17,874.8 

849.5 $ 803.4 
107.3 508.5 

1,050.1 8 12.2 
1,762.2 1,48 1.9 

3,769.1 3,606.0 

5,268.5 5,754.8 
874.6 1, 165.3 

2, 11 8.7 1,932.2 

12,030.9 12,458.3 

75.5 75 .5 
1,307. 1 1,2 12.1 
8, 122.4 7,235.6 

(2,6 15 .2) (2,473.1 ) 
(1,486.9) (877. 8) 

5,402.9 5,172.3 

245.1 244.2 

5,648.0 5 4 16.5 

17 678.9 $ 17,874.8 
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Consolidated Statements of Total Equity and Comprehensive Income 

GENERAL MILLS, INC. AND SUBS IDIARIES 

( In Mi llions, Except per Share Data) 

$.10 Par Value Common Stock 
{One Billion Shares Authorized} 

Issued Treasury Accumulated 
Additional Other 

Par Paid-In Retained Comprehensive Noncontrolling 

Balance as of May 27, 2007 
Comprehensive income: 

Net earnings. including earn ings attributable to 
noncontrolling interests 

Other comprehensive income 
Total comprehensive income 
Cash dividends declared ($0.78 per share) 
Stock compensation plans (includes income tax benefits of 

$55.7) 
Shares purchased 
Re tirement of treasury shares 
Shares issued under forward purchase contract 
Unearned compensat ion related to restri cted stock unit awards 
Adopt ion of FIN 48 
Repurchase of Series B-1 limited membership intcrc~ts in 

General Mills Cereals. LLC (G MC) 
Repurchase of GM Capital Inc. Serie' A preferred wick 
Sale of GMC Class A limited membership interests in GMC 
Distributions 10 noncontrolling in terest ho lders 
Earned com ·nsat ion 
Balance as of May 25, 2008 
Comprehensive income: 

Net earn ings. including earning~ attrihuiahle to 
noncontrolling interests 

Other comprehensi vc loss 
Total comprchen~ivc income 
Cash d ividends declared ($0.86 per share) 
Stock comix:n~ation plans (includes income tax hcnclits of 

$94.0) 
S hares purcha~cd 
Shares issued for acqu isi tion 
Unearned compcn~ation related to restricted \tock unit awards 
Dis1ribu1ions 10 noncontrolling interest holders 
Earned com nsation 
Balance as of May 31 , 2009 
Comprehensive income: 

Net earnings. including ea rnings attribu table to 
noncontrolling interests 

Other comprehensive income ( l o~~) 

Total comprehensive income 
Cash dividends declared ($0.96 per share) 
Stock compensat ion plans (i ncludes income tax benefits of 

$1 14.0) 
Shares purchased 
Unearned compcn~mion re lated to reMrictcd stock unit awards 
Distributions to noncontrolling inter\!st holde~ 
Earned com ensat ion 
Balance as of Mav 30, 20 I 0 

Shares Amount 
1.004.6 $ 100.5 

(250.0) (25.0) 

754.6 75.5 

754.6 75.5 

754.6 $ 75.5 

See accompanying notes to consolidated financ ial statements. 

Capital 
$ 5.79 1.0 

121.0 

(5.055.8) 
168.2 

( 104.1) 
57.8 

133.2 
1.111.3 

23.0 

16.4 
(56.2) 

117.6 
1.212.1 

53.3 

(65 .6) 

107.3 
$ 1.307.1 

Shares Amount Earnings Income {Loss) Interests 
(32J.4) $ (6. 198.0) $ 5.745.3 $ ( 120. 1) $ 1.139.2 

1.294.7 23.4 
293.2 3.2 

(529.7) 

13.0 26 1.6 
(47.8) (1.384.6) 
250.0 5.080.8 

28.6 58 1.8 

8.4 

(8.0) (835.0) 
(150.0) 

92.3 
(26.5) 

(79.6) ( 1.658.4) $ 6.510.7 173.1 246.6 

1.304.4 9.3 
( 1.050.9) ( 1. 2) 

(579.5) 

19.6 443. 1 
(40.4) ( 1.296.4) 

1.8 38.6 

(10.5) 

(98.6) (2.473. 1) 7.235.6 (877.8) 244.2 

1.530.5 4.5 
(609.1) 0.2 

(643.7) 

2 1.8 549.7 
(21.3) (691.8) 

(3.8) 

(98. 1) $ (2.6 15.2) $ 8.122.4 $ ( 1.486.9) $ 245. 1 

Total 
$ 6.457.9 

1.318.1 
296.4 

1.6 14.5 
(529.7) 

382.6 
( 1.384.6) 

750.0 
(104.1) 

66.2 

(843.0) 
(150.0) 

92 .3 
(26.5) 
133.2 

6.458.8 

1.3 13.7 
(1.052.1) 

261.6 
(579.5) 

466. 1 
(1.296.4) 

55.0 
(56.2) 
(10.5) 
117.6 

5.416.5 

1.535.0 
(608.9) 
926.1 

(643.7) 

603.0 
(69 1.8) 

(65.6) 
(3.8) 

107.3 
$ 5.648.0 
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Consolidated Statements of Cash Flows 

GENERAL MILLS , INC. A D SUBSIDIARIES 

(In Mi llions) 

Fiscal Year 
2010 2009 2008 

Cash Flows - Operating Activities 
et earnings, including earnings attributable to noncontrolling interests $ 1,535.0 $ 1,3 13.7 $ 1,3 18. 1 

Adjustments to reconcile net earnings to net cash provided by operating act ivities: 
Depreciation and amort ization 457.1 453.6 459.2 
After-tax earnings from joint ventures ( 101.7) (9 1.9) (110.8) 
Stock-based compensation 107.3 11 7.7 133.2 
Deferred income taxes 22.3 2 15.8 98. 1 
Tax benefit on exercised options (1 14.0) (89. 1) (55.7) 
Distributions of earn ings 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) 5.5 
Divestitures (gain), net (84.9) 
Gain on insurance settl ement (41.3) 
Restructuring, impairment, and other ex it costs (income) 23 .4 31.3 ( 1.7) 
Changes in current assets and li abi lities 143 .4 176.9 ( 126.7) 
Other, net 75.5 5.7 (83.8) 

Net cash provided by operating acti vities 2, 18 1.2 1,828.2 1,729.9 

Cash Flows - Investing Act ivities 
Purchases of land, buildings, and equipment (649.9) (562.6) (522.0) 
Acquisitions 0.6 
Investments in affiliates, net ( 130.7) 5.9 64.6 
Proceeds from disposal of land , buildings, and equipment 7.4 4 .1 25.9 
Proceeds from di vest iture of product lines 244.7 
Proceeds from insurance sett lement 4 1.3 
Other, net 52.0 (22.3) ( 11.5) 

et cash used by investing activities (72 1.2) (288.9) (442.4) 

Cash Flows - Financing Activities 
Change in notes payable 235 .8 ( 1,390.5) 946.6 
Issuance or long-term debt 1,850.0 1,450.0 
Payment of long-term debt (906.9) (370 .3) ( 1,623.4) 
Sett lement of Lehman Brothers forward purchase contract 750.0 
Repurchase of Seri es B- 1 limited membership interests in GMC (843.0) 
Repurchase of General Mills Capital, Inc. preferred stock ( 150.0) 
Proceeds from sa le of Class A limited membership interests in GMC 92.3 
Proceeds from common stock issued on exercised options 388 .8 305 .2 191.4 
Tax benefi t on exercised options 11 4.0 89 .1 55.7 
Purchases of common stock for treasury (69 1.8) ( 1,296.4) ( 1,432.4) 
Di vidends paid (643.7) (579.5) (529.7) 
Other, net ( 12. 1) (0.5) 

Net cash used by financing acti vi ti es ( 1,503 .8) ( 1,404.5) ( 1,093.0) 

Effect of exchange rate changes on cash and cash equi valents (32.8) (46.0) 49.4 
Increase (decrease) in cash and cash equivalents (76.6) 88.8 243.9 
Cash and cash equi valents - beginning of year 749.8 661.0 417.1 

Cash and cash equ iva lents - end of year $ 673.2 $ 749.8 $ 66 1.0 

Cash Flow from Changes in Current Assets and Liabilities: 
Receivables $ ( 12 1.1 ) $ 8 1.8 $ (94. 1) 
Inventories ( 16.7) (28. 1) ( 165. 1) 
Prepaid expenses and other current assets 53.5 30.2 (65.9) 
Accounts payable 69.6 ( 11 6.4) 125. 1 
Other current li ab ilities 158. 1 209.4 73.3 

Changes in current assets and liabilities $ 143.4 $ 176.9 $ (126.7) 

See accompanying notes to consolidated financial statements. 
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Notes to Consolidated Financial Statements 

GE ERAL MILLS , INC. A D SUBSIDIARIES 

NOTE I. 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 contro lling financial interest. 
lntercompany transactions and accounts are eliminated in consolidation. 

Our fiscal year ends on the last Sunday in May. Fiscal 20 I 0 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 fin ancial statements. The guidance 
establi shes 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 wh ile the parent retains its controlling financi al interest in its subsidiary to be accounted for consistently . 

We adopted the guidance at the beginning of fiscal 20 I 0. To confo rm to the current period presentation, we made the fo llowing reclassifications to net 
earnings attributable to noncontrolling interests in our Consolidated Statements of Earnings: 

In Millions 
From interest, net 
From selling, general, and administrative (SG&A) expenses 
Total net earnin s attributable to noncontrollin interests 

$ 

$ 

Fiscal Year 
2009 

7.2 $ 
2.1 
9.3 $ 

2008 
22 .0 

1.4 
23.4 

Also, noncontrolling interests previously reported as minority interests have been rec lassified to a separate section in equity on the Consolidated Balance 
Sheets as a result of the adopt ion. In addition, certain other rec lass ifications to our previously reported financial in fo rmation have been made to conform to the 
current peri od presentation. 

In May 20 I 0, our Board of Directors approved a two-for-one stock split to be effected in the form of a I 00 percent stock dividend to stockholders of record on 
May 28, 20 I 0. 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, 20 10. This did not change the proportionate interest that a stockholder mai ntained in the Company. All 
shares and per share amounts have been adjusted for the two-for-one stock split throughout thi s report. 

Change in Reporting Period 
As part of a long-term plan to conform the fisca l 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 fi scal year end to match our fi scal calendar. Accordingly, in the year of change, our results 
include 13 months of resu lts from the affected operations compared to 12 months in previous fisca l years. Tn fisca l 20 I 0, 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 comparabi lity. Countries wi thin the International segment that 
remain on an Apri l fisca l 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 last-in, first-out (LIFO) method, or 
market. Grain inventories and all related cash contracts and derivatives are valued al market with all net changes in value recorded in earnings currently. 

Inventories ou tside of the United States arc valued at the lower of cost. using the first-in, first-out (FIFO) method. or market. 

Shipping costs associated wi th the distribution of finished product to our customers are recorded as cost o f" sa les, and arc recogni zed when the related fin ished 
product is shipped to and accepted by the customer. 

Land, Buildings, Equipment, and Depreciation 
Land is recorded at historical cost. Buildings and equ ipment , including capitali zed interest and internal engineering costs, are recorded at cost and depreciated 
over estimated useful lives, primarily using the straight-l ine method. Ordinary maintenance and repairs are charged to cost of sales. Buildings are usually 
depreciated over 40 to 50 years, and equipment, furniture, and software are usually deprec iated over 3 to I 0 years . Fully depreciated assets are re tained 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, are recognized in earn ings. As of May 30, 20 10, assets held for sale were insignificant. 
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Long-lived assets are rev iewed 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 fl ows from the operation and disposition of the 
asset group are less than the carrying amount of the asset group. Asset groups have identifi able 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 fa ir value. Fair value is measured using a 
di scounted cash fl ow model or independent appraisals. as appropriate. 

Goodwill and Other Intangible Assets 
Goodwill is not subject to amorti zation and is tested for impairment annually and whenever events or changes in c ircumstances indicate that impairment may 
have occurred. Impairment testing is performed fo r each of our reporting units. We compare the carrying value of a reporting unit , including goodwill , to the 
fa ir value of the unit. Carrying value is based on the assets and li abilities associated with the operations of that reporting unit , which often requires allocation 
of shared or corporate items among reporting units. If the carry ing amount of a reporting unit exceeds its fa ir value, we reva lue all assets and li abilities of the 
reporting unit , excluding goodwill , to determine if the fa ir 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 , impai rment has occu1Ted. Our estimates of fa ir value are determined based on a di scounted cash fl ow 
model. Growth rates for sales and profits are determined using inputs from our annual long-range pl anning process . We also make estimates of di scount rates, 
perpetuity growth assumpt ions, market comparables, and other factors. 

We eva luate the useful li ves of our other intangible assets, mainly brands, to determine if they are finite or indefinite- li ved. Reaching a determination on 
useful life requires significant judgments and assumptions regarding the future effects of obsolescence, demand, competition, other economic factors (such as 
the stabi lit y of the industry, known technological advances, legislative action that results in an uncerta in or changing regulatory environment , and expected 
changes in di stri bution channels) , the level of requi red maintenance expenditures, and the expected lives of other related groups of assets. 

Our indefinite- li ved intangible assets, mainly intangible assets primarily associated with the Pillsbury, To1i11o's, Progresso , Green Cia111 , Old El Paso , and 
Hdage11 -Da::s brands, are a lso tested for impairment annually and whenever events or changes in c ircumstances indicate that their carrying value may not be 
recoverable. We perfonned our fiscal 20 I 0 assessment of our brand intangibles as of December I, 2009. Our estimate of the fa ir value of the brands was 
based on a di scounted cash flow model using inputs which included : projected revenues from our annual long-range plan; assumed royalty rates that could 
be payabl e if we did not own the brands; and a di scount rate. As of our assessment date, there was no impairment of any of our intangibles as their re lated 
fa ir values were substantiall y in excess of the carrying va lues. 

Investments i11 Joint Ve11t11res 
Our investments in companies over which we have the ability to exercise s ignificant influence are stated at cost plus our share o f undistributed earnings or 
losses. We receive royalty income from certain joint ventures, incur various expenses (primarily research and development), and record the tax impact of 
certain joint venture operations that are structured as partnerships. In add ition, we make advances to our joint ventures in the fo rm of loans or capital 
investments. We also se ll certain raw materials. semi-fini shed goods, and fini shed goods to the joint ventures, generally at market prices. 

Variable Interest Entities 
As of May 30, 20 I 0, we had invested in three variable interest entities (V!Es). We have an interest in a contract manufac turer at our former fac ility in Geneva, 
Illino is. We are the primary beneficiary (PB) and have consolidated thi s entity . This entity had property and equipment with a carrying va lue of $ 19.4 million 
and long-term debt of $20.9 million as of May 30, 20 10. The liabilities recognized as a result of consolidati ng thi s entity do not represent additional claims on 
our general assets. We also have an interest in a contract manufact urer in Greece that is a VI E. Although we are the PB. we have not consolidated thi s entity 
because it is not practical to do so and it is not mate ri al to our resu lts of operations, financ ial condition, or liquidity as of and fo r the yea r ended May 30, 20 I 0. 
This entit y had assets of $6.7 million and liabilities of $ 1.4 million as of May 30, 20 10. We are not the PB of the remaining VIE. Our max imum exposure to 
loss from the three VI Es is limited to the $20.9 million of long-term debt of the cont ract manufacturer in Geneva. Illinois and our $2.2 million equity 
investment in the VIE of which we arc not the PB. We have not provided financia l o r other support to these V!Es during the current period nor are there 
arrangements re lated to these V!Es that could require us to provide financial support in the fut ure. 

Revenue Recognition 
We recognize sa les revenue when the shipment is accepted by our customer. Sales include shipping and handling charges billed to the customer and are 
repo11ed net of consumer coupon redemption, trade promotion and other costs, including estimated a llowances for returns, unsalable product , and prompt pay 
di scounts. Sales, use, value-added, and other excise taxes are not recognized in revenue. Coupons are recorded when di stributed, based on estimated 
redemption rates. Trade promotions are recorded based on estimated pa11ic ipation and performance levels fo r offered progra ms at the time o f sa le. We 
genera ll y do not allow a ri ght of return . However, on a limited case-by-case bas is with prior approva l, we may a llow 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 co ll ection patterns vary aro und the world and by channel. The a llowance for doubtful accounts represents our estimate of probable non-payments and 
credit losses in our ex isting receivables , as determined based on a rev iew of past due balances and other speci fi c account data. Account ba lances arc wrill en 
off against the allowance when we deem the amount is unco llectiblc. 
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Environmental 
Environmental costs relating to existing condit ions caused by past operations that do not contribute to current or fut ure reven ues are expensed. Liabi lities for 
anticipated remediation costs are recorded on an undiscounted basis when they are probable and reasonably estimable, generally no later than the completion 
of feasib ility studies or our commitment to a plan of action. 

Advertising Production Costs 
We expense the product ion costs of advertising the first time that the adverti sing takes place. 

Research and Development 
All expenditures fo r research and development (R&D) are charged against earnings in the year incurred. R&D includes expenditures for new product and 
manufacturing process innovation, and the ann ual expenditures are comprised primarily of internal salaries, wages, consul ting, and other supplies attributable 
to time spent on R&D acti vities. Other costs include depreciation and maintenance of research facilities, includ ing assets at faci lities that are engaged in pi lot 
plant act ivities . 

Foreign Currency Tra11slatio11 
For all significant fo reign operations, the functional currency is the local currency. Assets and liabi lities 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 stockho lders' equity. Gains and losses from foreign currency transactions are included in net earn ings for the 
period except fo r gains and losses on investments in subsidiaries for which settl ement is not planned for the foreseeable 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 fa ir value, and are 
recorded in either current or noncurrent assets or li abilities based on their maturity . Changes in the fa ir values of derivati ves are recorded in net earnings 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 rec lass ified Lo earnings in the period the hedged item affects 
earnings. If the underly ing hedged transaction ceases to exist, any assoc iated amounts reported in accumulated other comprehensive loss are rec lassi fi ed to 
earn ings at that time. Any ineffec ti veness is recognized in earnings in the current period. 

We use deri vati ves to manage our exposure to changes in commodity prices. We do not perfo rm the assessments required to achieve hedge accounting for 
commodity derivative pos itions. 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 fo r cash fl ow hedge accounting, we nonetheless believe that these instruments are effective in achiev ing our objective of 
providing certainty in the future price of commodities purchased for use in our supp ly chain. Accordingly, fo r purposes of measuring segment operating 
performance these ga ins and losses are reported in unallocated corporate items outside of segment operating results unti l such time that the exposure we are 
managing affects earnings. AL 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 deri vative without experiencing any resul ting mark-Lo-market vo latili ty, which remains in unallocated 
corporate items. 

Stock-based Compensation 
We generall y recognize compensat ion expense for grants of restri cted stock uni ts using the value of a share of our stock on the date of grant. We estimate the 
value of stock opt ion grants using the Black-Scholes valuation model. Stock compensation is recognized stra ight line over the vesting period. All of our stock 
compensat ion expense is recorded in SG&A in the Conso lidated Statement of Earnings and in unallocated corporate items in our segment results . 

Certain equity-based compensation plans contain provisions that accelerate vesting of awards upon retirement , disability, or death of e ligible employees and 
direc tors. We consider a stock-based award to be vested when the employee's retention of the award is no longer contingent on providi ng subsequent service. 
Accordingly, the related compensat ion cost is recognized immediately for awards granted to reti rement-eligible individuals or over the period from the grant 
date to the date retirement e ligibility 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 fl ows and 
increasing net financing cash flows. 
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Defined Benefit Pension, Other Postretirement, and Poste111ploy111e11t Benefit Plans 
We sponsor several domestic and forei gn de fined benefit plans to provide pension, health care, and other welfare benefits to retired employees. Under certain 
c ircumstances. 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 recogni ze an obligation for any of these benefit s that vest or accumulate with service. 
Postcmploymcnl benefit s that do not vest or accumulate with service (such as severance based sole ly on annual pay rather than years of service) are charged 
to expe nse when incurred. Our postcmployment benefit plans are unfunded. 

We recogni ze the underfunded or ovcrfundcd status of a defined benefit postretircmcnl plan as an asset or liabi lity 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 genera ll y accepted in the United States requires us to make 
estimates and assumptions that affect reported amounts of assets and liabilities, disc losures of contingent assets and liabilities 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- li ved assets, intangible assets, stock-based compensation, income taxes , and defined benefit pension, post-retirement and post­
employmcnt bene fit s. Actual results could differ from our estimates. 

Other New Acco1111ti11g Standards 
In fiscal 20 I 0, we adopted new accounting guidance on employer's di sclosures for post-retirement benefit plan assets. The guidance requires an employer to 
di sclose information on the investment po lic ies and strategies and the significant concentrations of risk in plan assets. An employer must al so disclose the fair 
va lue of each major category of plan assets as of each annual reporting date together with the information on the inputs and va luation tech niques used to 
develop such fair value measurements. The adoption of the guidance did not have an impact on our results of operations or financ ial condition. Sec Nole 13 . 

In fi sca l 20 I 0, we adopted new accounting guidance on accounting for equity method in vestments. The guidance addresses the impact of the issuance of the 
noncontrolling inte rests and business combination guidance on accounting for equity method investments. The adoption of the guidance did not have a 
material impact on our results of operations or financia l condition. 

In fi scal 2010, we adopted new accounting guidance issued to ass ist in determining whether instruments granted in share-based payment transactions arc 
parti c ipating securities . The guidance provides that un vested share-based payment awards that contain non-fori'e itablc right s to dividends or dividend 
equi valents (whether paid o r unpaid) are partic ipating securiti es and shall be included in the computation of EPS pu rsuant to the two-c lass method. The 
adoption of the guidance did not have a materia l impact on our basic or diluted EPS . 

In fi scal 2010, we adopted new accounting guidance on convertible debt instruments. The guidance requires issuers to account separate ly for the liability and 
equity components of convertible debt instruments that may be settl ed in cash or other assets . The adopt ion of the guidance did not have a material impact on 
our results of operations or financial condition. 

In fi scal 2009, we adopted the measurement date provisions of new accounting guidance re lated 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 
di sclosures in the notes to consolidated financi al statements. The guidance a lso requires that employers recognize on a prospecti ve 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 ari se during the period but are not recognized as components of net 
periodic benefit cost. The adoption of the measurement date provisions did not have a materi al impact on our result s of operations or financial condition. 

In fi scal 2009. we adopted new accounting guidance on fair va lue measurements. The guidance provides a s ingle de finiti on of fair value, a framework for 
measuring fair value, and ex panded di sc losures about fair value measurements. The guidance applies lo instruments accounted for under prev iously issued 
pronouncements that prescribe fair value as the relevant measure of value. We adopted the guidance at the beginning of fi scal 2009 fo r 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 fi sca l 2010 as it re lates to fair va lue measurement requirements for nonfinancial assets and liabilities that arc not remeasured al fair va lue 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 fi scal 20 I 0 for all fair value measurements of non financia l assets and li abilities that arc not remeasured at fair 
value on a recurring basis, and the adoption did not have a material impact on our financ ial statements. 

In fiscal 2009. we adopted new accounting guidance on share-based payment awards. The guidance requires that tax benefit s from dividends pa id on unvested 
restricted shares be charged directly to stockholders' equit y instead of benefiting income tax expense. The adoption of the guidance did not have a materia l 
impact on our result s of operations or financial condition. 
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NOTE 3. ACQUISITIONS AND DIVESTITURES 

There were no acq uisitions or di vestitures in fi scal 20 I 0 . 

In fisca l 2009. we sold our bread concentrates product line within our Bakeries and Foodservice segment, including a plant in Cedar Rapids, Iowa, for 
$8.3 million in cash. We recorded a pre-tax loss of $5.6 million on the transaction. We also sold a port ion of the assets of the frozen unbaked bread dough 
product line within our Bakeries and Foodservice segment , including plants in Bakersfield , Cali fo rnia ; Hazleton, Pennsylvania; Montreal , Canada; and Vinita, 
Oklahoma, for $43.9 million in cash, an $ 11.9 million note receivable, and contingent future payments based on the post-sale performance of the product line. 
Certai n 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 fi scal 20 I 0, we recorded cash proceeds of $3.2 million related to the repayment of the note. Additional 
cash proceeds will be recognized in the fu ture as the note is repaid and if the buyer is required to make any perfo rmance-based contingent payments. In fi scal 
2009, we sold our Pop-Secret microwave popcorn product line from our U.S. Retail segment fo r $ 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 lease obligation and transaction costs. In fi scal 2009, we also acqui red 
Humm Foods, Inc. (Humm Foods), the maker o f Liirabar fruit and nut energy bars. We issued 1.8 million shares of our common stock with a value of 
$55.0 million to the shareholders of Humm Foods as consideration for the acquisition. We recorded the purchase price less tangible and intangible net assets 
acquired as goodwill of $4 1.6 million. The pro forma e ffect of this acquisition was not material. 

During fi scal 2008, the 8th Continent soymilk business was sold. Our 50 percent share o f the after-tax gain on the sale was $2.2 million, of which we 
recognized $ 1.7 million in after-tax earnings from joint ventures in fi scal 2008. In fi scal 2010, we recorded an additional gain of $0.6 million when certain 
conditions related to the sa le were sati sfi ed. Also during fi scal 2008, we acquired a controlling interest in HD Distributors (Thailand) Company Limited. Prior 
to 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 inOow class ified in acquisi tions on the Consolidated Statements of Cash Flows. 

NOTE 4. RESTRUCTURING, IMPAIRM ENT, AND OTHER EXIT COSTS 

We view our restructuring acti vities 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 mult i­
year programs), the project begins to deli ver cash savings and/or reduced depreciation. These activities result in various restructuring costs, inc luding asset 
write-offs, exi t charges incl uding severance, contract termination fees, and decommissioning and other costs. Depreciation assoc iated with restructured assets 
as used in the contex t o f our di sc losures regarding restructuring acti vity refers to the increase in depreciation expense caused by shortening the useful li fe or 
updating the sal vage value of depreciable fi xed assets to coincide with the end of production under an approved restructuring plan. Any impairment of the 
asset is recogni zed immediately in the period the plan is approved. 

In fi scal 2010, we recorded restructu ring, 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 
Discontinuation of the breadcrumbs product line at Federalsburg, Maryland plant 
Sale of Contagem, Brazil bread and pasta plant 
Charges associated wi th restructuring actions previously announced 
Total 

$ 

$ 

24.1 
6.2 

(0.6) 
1.7 

3 1.4 

In fisca l 20 I 0, we decided to ex it our kids' refrigerated yogurt beverage product line at our Murfreesboro, Tennessee plant and our microwave soup product 
line at our Vineland, New Jersey plant to rationalize capacity for more profitable items. Our decisions to ex it these U.S . Retail segment products resulted in a 
$24. 1 million non-cash charge aga inst the related long-li ved assets. No employees were affected by these actions. We expect to recognize $2. 1 million of 
other ex it costs related to these actions, which we anticipate will be completed by the end of the second quarter of fi scal 2011. We also decided to ex it our 
breadcrumbs product line at our Federa lsburg, Maryland in our Bakeri es and Foodservice segment. As a result of this dec ision, we concluded that the future 
cash nows generated 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 fi scal 20 I 0, we sold our breadcrumbs 
manu facturing fac ility in Federalsburg fo r $2.9 million. In fi scal 20 I 0, we also recorded a $0.6 million net gain on the sale of our previously closed 
Contagcm, 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 fi scal 20 I 0, we paid $8 million in cash related to restructuring actions taken in fi scal 20 I 0 and previous years. 
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In fiscal 2009. we recorded restructuring. impairment, and other ex it costs pursuant to approved plans as follows: 

Expense, in Millions 
C losure of Contagem, Brazil bread and pasta plant 
Discontinuation of product line at Murfreesboro, Tennessee plant 
Charges associated with restructuring actions prev iously announced 
Total 

$ 

$ 

C-13 

16.8 
8.3 

16.5 
41.6 

In fiscal 2009. due to declining financial result s. 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 Contagcm. Brazil manufacturing facility. 
These actions affected 556 employees in our Brazilian operat ions. Our 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 
$ I 0.2 million non-cash impairment charge to write down assets to their net realizable va lue, and $ 1.3 million of other costs assoc iated with thi s restructuring 
action. This restructuring action was completed in the second quarter of fiscal 20 I 0. 

In fiscal 2009, due to declining net sales and to improve manufacturing capacity for other product lines, we decided to exi t our U.S. Retai l segment's Perfect 
Portions refri gerated biscuits product line at our manufacturing facility in Murfreesboro, Tennessee. We recorded an $8.0 million non-cash impairment charge 
aga inst long li ved assets used for thi s product line and $0.3 mi llion of other costs associated with this restructuring action. Our other product lines at 
Murfreesboro were not affected by the decision , and no employees were affected by this action. which was completed in the second quarter of fiscal 20 I 0. 

In fiscal 2009, we also incurred $ 16.5 million of incremental plant closure expenses related to previously announced restructuring activities, includ ing 
$ I 0.3 million for the remainder of our lease obligation at our previously closed facility in Trenton, Ontario. 

In fiscal 2008, we recorded restructuring, impairment. and other exi t costs pursuant to approved plans as follows: 

Expense, in Millions 
Closure of Poplar, Wisconsin plant 
Closure and sale of Allentown, Pennsylvania frozen wafne plant 
Closure of leased Trenton, Ontario frozen dough plant 
Restructuring of production scheduling and discontinuation of cake product line at Chanhassen, Minnesota plant 
Gain on sa le of previously closed Vallejo, California plant 
Charges associated with restructuring actions previously announced 
Total 

The roll forward of our restructuring and other exit cost reserves. included in other current liabilities. is as follows: 

Contract Other 

$ 2.7 
9.4 

10.9 
1.6 

(7.1) 
3.5 

$ 2 1.0 

In Millions Severance Termination Exit Costs Total 
Reserve balance as of May 27, 2007 $ 3.4 $ $ 0.9 $ .:1.3 

2008 charges. including fore ign currency translation 20.9 20.9 
Utilized in 2008 (16.7) (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 (4.7) (0.2) (4.9) 

Reserve balance as of May 31, 2009 8.4 10.3 0.1 18.8 
20 I 0 charges, including foreign currency translation 0.2 0.8 1.0 
Utilized in 20 10 (6.0) (3.0) (9.0) 

Reserve balance as of May 30, 20 I 0 $ 2.6 $ 8.1 $ 0.1 $ 10.8 

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 assets. and the write-off of spare parts) and other periodic exi t costs recognized as incurred, as 
those items arc not renccted in our restructuring and other ex it cost reserves on our Consolidated Balance Sheets. 
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OTE 5. INVESTME TS IN JOINT VENTURES 

We have a 50 percent equity interest in Cerea l Partners Worldwide (CPW), which manufactures and markets ready-to-cat cerea l products in more than 130 
countries and republics outside the United Stales and Canada. CPW also markets cereal bars in severa l European countries and manu fac tures pri vate label 
cerea ls for customers in the nitcd Kingdom. We have guara nteed a portion of C PW's debt and its pension obligation in the United Kingdom. 

We also have a 50 percent equity interest in Hliagen-Dazs Japan. Inc. (HDJ ). Thi s joint venture manu fac tures. di stributes. and markets Hiiagen-Da~s ice 
cream products and frozen novelties. 

Result s from our CPW and HDJ joint ventures arc reported for the 12 months ended March 3 1. 

During fi scal 2008. the 8th Continent soy milk business was sold , and our 50 percent share of the after-tax ga in on the sale was $2 .2 million. of which 
$ 1.7 million wa' recorded in fisca l 2008 . In llscal 2010 we recorded an additional gain of $0.6 million when certain conditions related to the sale were 
sati sfi ed. 

Joint vcmurc balance sheet acti vity fo llows : 

In Millions 
Cumulati ve investments 
Goodwill and other inta ngibles 
Aggregate advances 

Joint venture earnings and cash fl ow acti vity fo llows: 

In Millions 
Sales lo joint ventures 
Net advances (repayments) 
Di vidends rece ived 

$ 

Summary combined llnancial in fo rmation fo r the joint ventures on a 100 percent basis foll ows: 

In Millions 20!0 

$ 

2010 
10.7 

128.1 
88.0 

May 30, 
20!0 

$ 

398.1 $ 
512.6 
238.2 

Fiscal Year 
2009 

14.2 
(8.2) 
68.5 

Fiscal Year 
2009 

$ 

May 3 1. 
2009 

2008 

2008 

283.3 
593.9 
114.8 

12.8 
(75.2) 
108.7 

Net sales 
Gross margin 

$ 2,360.0 $ 2.280.0 $ 2.207.7 

Earnings before income taxes 
Earnin os after income taxes 

In Millions 
Current assets 
Noncurrcnt assets 
Current liabilities 
Noncurrcnt li abilities 

$ 

1,053.2 
251.2 
202.3 

May 30, 
2010 

731.7 
907.3 

1,322.0 
112.1 

873 .5 906.6 
234.7 23 1.7 
175.3 190.4 

May 3 1, 
2009 

$ 835.4 
895.0 

1.394.6 
66.9 

CPW rcclas, iflcd cert ain ex penses as a reduction lo net sales. To conform lo the current period presentation. C PW reduced it s previously report ed net sales by 
approx imately $ 150 million in fi scal 2009 and $200 million in 2008. There was no effect on after-lax earnings from joint ventures in our Consolidated 
Statements of Earnings. 
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NOTE 6. GOODWILL AND OTHER INTANGIBLE ASSETS 

The components of goodwill and other intangible assets are as fo llows: 

In Millions 
Goodwill 
Other intangible assets: 

Intangible assets not subject to amorti zation: 
Brands 

Intangible assets subject to amortization: 
Patent s. trademarks, and other finite- li ved intangibles 
Less accumul ated amortization 

Intangible assets subject to amorti zation 
Other intano ible assets 
Total 

The changes in the carrying amount of goodwill fo r fisca l 2008. 2009, and 20 I 0 are as fo llows: 

$ 

$ 

C-15 

May 30, May 3 1. 
2010 2009 

6 592.8 $ 6,663.0 

3,679.6 3.705.3 

54.4 56.1 
(19.0) ( 14.4) 
35.4 4 1.7 

3715.0 3.747 .0 
10 307.8 $ 10.4 10.0 

Bakeries and Joint 
In Millions U.S. Retail International Foodservice Ventures Total 
Balance as of May 27, 2007 

Finali zation of purchase accounting 
Adoption of Fl 48 
Other acti vity. primarily fo reign currency translation 

Balance as of May 25. 2008 
Acquisiti on of Humm Foods 
Di vestitures 
Deferred tax adjustment re lated lo d ivestitures 
Deferred tax adjust ment resulting fro m change in acquisition-re lated income tax li abilities 
Other acti vity , pri marily foreign currency translation 

Balance as of May 3 1. 2009 
Other acti vity, primarily fore ign currency translation 

Balance as of May 30, 2010 

$ 5.202 .9 

( 11 0.9) 
15.0 

5. 107.0 
4 1.6 

( 17.8) 
(46.5) 
14.0 

5.098.3 

$ 5,098.3 

$ 142.2 $ 
(0.3) 

( 10.6) 
15. I 

1-16.-1 

(0 .1 ) 
(-1.5) 

1.3 
( 19.8) 
123 .3 

( 1.3) 

$ 122.0 $ 

The changes in the carrying amount of other intangible assets fo r fi scal 2008, 2009, and 20 10 arc as fo llows: 

In Millions U.S. Retail International 
Balance as of May 27. 2007 $ 3, 175.2 $ 460.9 

Finali zation of purchase accounting 15.6 
Other acti vity, primarily foreign currency translation 42.3 

Balance as of May 25, 2008 3, 175.2 5 18.8 
Acqui sition of Humm Foods 19.4 
Other acti vity, primaril y fo re ign currency translation 14.3 (56.2) 

Balance as of May 3 1. 2009 3,208.9 462 .6 
Other acti vity. primarily foreign currency translation (2.3) ( 17.3) 

Balance as of Ma 30 2010 3 206.6 445.3 

98 1.8 $ 508.5 $6.835.4 
( 16.3) ( 16.6) 

(30.-1 ) ( 15 1.9) 
-1.3 84.8 11 9.2 

955.7 577.0 6.786.J 
4 1.6 

(23.7) (4 1.6) 
( 12.8) (63.8) 

3.8 19. 1 
(58.6) (78 .4) 

923.0 5 18.4 6.663.0 
(68.9) (70.2) 

923.0 $ 449.5 $6,592.8 

Joint 
Ventures Total 

$ 57.9 $ 3,694.0 
16.3 3 1.9 
9.0 5 1.3 

83 .2 3.777.2 
19.4 

(7.7) (49.6) 
75 .5 3,747.0 

( 12.4) (32.0) 
63.1 3,715.0 
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OTE 7. FI A CIAL I STR ME TS, RISK MA AGEME T ACTIVITIES, A D FAIR VALUES 

FINANCIAL I STRUME TS 

The carrying va lues o f cash and cash cquivalenls, receivables, accounts payable, ol her current Ji abili1ies, and noles payable approximate fair value. 
Markelable securiti es are carried at fair va lue. As of May 30, 20 I 0, and May 3 1. 2009. a comparison of cost and markcl val ues of our marketable debt and 
equi1y securilies is as foll ows: 

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 securili es $ I 1.8 $ 35 .1 $ I 1.9 $ 35.0 $ 0.1 $ 0.1 $ $ (0.2) 
Eguity securities 6.1 6.1 15.5 13.8 9.4 7.7 

Total $ 17.9 $ 4 1.2 $ 27.4 $ 48.8 $ 9.5 $ 7.8 $ $ (0.2} 

Earn ings include insignificanl realized ga ins from sales of avai lable-for-sa le marke1able securi1ies. Gains and losses are determined by specific idcnlification. 
Classifica1ion of marke1able securilies as currcnl or noncurrent is depcndcnl upon managemenl 's in1endcd holding period. the security's malurily date, or bolh. 
The aggregate unreali zed gains and losses on availab le-for-sale securi1ies. net of lax effects, are class ified in AOC I within stockholders' equi1y. Scheduled 
maturiti es of our marketable securilies arc as fo llows: 

In Millions 
Under I year (current) 
From I to 3 years 
From 4 to 7 years 
Over 7 yea rs 
Ee uit securiti es 
Total 

Cost 
$ 

$ 

Available for Sale 
Market 
Value 

4.8 $ 
0.8 
-I.I 
2. 1 
6.1 

17.9 $ 

Marketable sccurili cs wilh a market value of $2 .3 million as of May 30. 20 I 0. were pledged as coll atera l fo r cer1ain derivative conlracts. 

4.8 
0.8 
4. 1 
2.2 

15.5 
27.4 

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, 20 10. The 
fair va lue of long-lcnn debt was estimated using markel quotations and discounled cash nows based on our currcnl incremental borrowing ralcs for similar 
1ypcs of instruments. 

RISK MA AGEME T ACTIVITIES 

As a part of our ongoing opcra1ions. we arc exposed 10 markel ri sks such as changes in intcrcsl rates. fo reign currency exchange rates, and commod i1 y prices. 
To manage lhesc ri sks. we may en ter inlo various dcrival ive 1ransactions (e.g .. futures, options, and swaps) pursuanl 10 our eslabli shed poli cies. 

COMMODITY PRI CE RISK 

Many commodil ies we use in the produclion and distribution of our products arc exposed 10 markel price ri sks. We ulili ze derivalives to manage price ri sk for 
our principal ingredients and energy cosls, inc luding grains (oals, wheat. and corn ), o il s (principa lly soybean). non-fat dry mi lk. natural gas, and diesel fuel. 
Our primary objective when enlering into 1hcse derivati ve contracls is 10 achieve certainly wi th regard lo lhe f"ulurc price of commodities purchased fo r usc in 
our supply chain. We manage our exposures 1hrough a combination of purchase orders. long-term conlracls wi lh suppliers. exchange-traded fu tures and 
op1ions. and ovcr-the-counler oplions and swaps. We offset our exposures based on current and projeclcd markcl condi1ions and generally seek lo acquire the 
inputs at a~ close 10 our planned cosl as possible. 
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As di scussed in Note 2, we do not perfo rm the assessments required to ac hieve hedge accounting fo r commodity deri vati ve pos itions. Pursuant to this policy, 
unallocated corporate items for fi scal 20 I 0 and fi scal 2009 included: 

In Millions 
et gain (loss) on mark-to-market valuation of commodity positions 

Net loss (gain) on commodity positions rec lassified from unallocated corporate items to segment operating pro fit 
Net mark-to-market reva luation of certain grain in ventories 
Net mark-to-market va luation of certain commodity pos itions recogni zed in unallocated corporate it ems 

Fiscal Year 
2010 2009 2008 

$ (54.7) $ (249.6) $ 11 5.3 
55.7 134.8 (55.7) 
(8.1) (4.1) (2.6) 

$ (7.1) $ ( 11 8.9) $ 57.0 

As of May 30, 2010, the net notiona l value of commodity deri vatives was $464.2 million, of which $295.2 million related to agricultural inputs and 
$ 169.0 million related to energy inputs. These contracts relate to inputs that generall y will be utili zed within the next 12 months. 

INTEREST RATE RISK 

We arc exposed to interest rate volatil ity with regard to future issuances of fi xed-rate debt. and ex isting and future issuances of noating- ratc 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 fo rward-starting 
interest rate swaps to hedge our exposure to interest rate changes, lo reduce the volatility of our fin anc ing costs. and to achieve a des ired proportion of fi xed­
rate versus noating-rate debt, based on current and projected market conditions. Generally under these swaps, we agree with a counterparty to exchange the 
difference between fi xed-rate and noating-rate interest amounts based on an agreed upon notional principal amount. 

Floating Interest Rate Ex posures - Except as discussed below, floating- to- fi xed interest rate swaps are accounted fo r as cash now hedges, as are all hedges 
o f fo recasted issuances of debt. Effecti veness is assessed based on either the perfectl y effecti ve hypotheti ca l deri vat ive method or changes in the present value 
of interest payments on the underl ying debt. Effective ga ins and losses deferred to AOC I are rec lass ifi ed into ea rnings over the life of the associated debt. 
Ineffecti ve gains and losses are recorded as net interest. The amount of hedge ineffecti veness was Jess than $ I million in each of fi sca l 20 I 0. 2009 and 2008. 

Fi xed Interest Rate Exposures - Fixed-to- floating interest rate swaps are accounted for as fa ir va lue hedges with effecti veness assessed based on changes in 
the fair value of the underl ying debt and deri vati ves, usi ng incremental borrowing rates currently available on loans with similar terms and maturities. 
Ineffective gains and losses on these deri vati ves and the underl ying hedged items are recorded as net interest. The amount of hedge ineffec tiveness was Jess 
than $ 1 mil lion in each of fi sca l 2010. 2009 and 2008. 

Jn advance of a planned debt fi nancing in fi scal 20 11 , we entered into $500 million of treas ury lock deri vati ves with an average fi xed rate of 4 .3 percent. All 
of these treasury locks were cash settl ed fo r $ 17.1 million coincident with the issuance of our $500 mil lion 30-year fi xed-rate notes, which settl ed subsequent 
to our fi scal 2010 year end, on June I. 2010. As of May 30. 2010. a $ 16.8 million pre-tax Joss remained in AOC!. which will be rec lass ified to earnings over 
the term o f the underl ying debt. 

During the second quarter of fi sca l 20 10 we entered into $700 mill ion o f swaps to convert $700 million of 5.65 percent fi xed-rate notes due September I 0, 
20 12, to noating rates. In May 20 10, we repurchased $ 179.2 million of our 5.65 percent notes. and as a result. we received $2.7 million lo settl e a portion of 
these swaps that related to the repurchased debt. 

In anticipation of our acquisition of The Pillsbury Company (Pillsbury) and other fin ancing needs, we entered into pay- fi xed interest rate swap contracts 
during fi scal 200 I and 2002 totaling $7. 1 billion to lock in our interest payments on the assoc iated debt. As of May 30, 20 I 0, we still owned $ 1.6 bi llion of 
Pillsbury-related pay- fi xed swaps that were previously neutra lized with o ffsett ing pay- fl oating swaps in fi sca l 2002 . 

In advance of a planned debt fin ancing in fi sca l 2007. we entered into $700.0 million pay- fi xed, fo rward-starting interest rate swaps with an average fi xed rate 
of 5.7 percent. All of these fo rward-starting interest rate swaps were cash sett led for $22.5 mi ll ion coincident with our $ 1.0 bil lion JO-year fi xed-rate note 
offering on January 24. 2007. As of May 30, 20 10, a $ 14.9 million pre-tax loss remained in AOC!. which will be rec lass ified to earnings over the term of the 
underl ying debt. 



C-18 Appendix C Excerpts from General Mills's Form 10-K for the Fiscal Year Ended May 30, 2010 1201 OJ 

The fo llowing table summarizes the notional amounts and weighted-average interest rates of our interest rate swaps. As di scussed above. we have neut ra li zed 
all of our Pillsbury-related pay-fixed swaps with pay-noating swaps; however. we cannot present them on a net basis in the fo llowing table because the 
offsetting occurred with different counterpart ies. Average fl oating rates are based on rates as of the end of the reporting period. 

In Millions 
Pay-floating swaps - notional amount 

Average receive rate 
Average pay rate 

Pay-fixed swaps - notional amount 
Average receive rate 
Average pay rate 

The swap contracts mature at various dates from fiscal 20 11 to 2013 as fo llows: 

In Millions 
2011 
2012 
20 13 
Total 

FOREIGN EXCHA GE RISK 

Pav Floating 
$ 

$ 

$ 

$ 

May 30, 
20!0 

2,155.6 
4.8% 
0.3% 

1,600.0 
0.3% 
7.3 % 

Fiscal Year Maturity Date 

17.6 
1,603.3 

534.7 
2 155.6 

$ 

$ 

$ 

$ 

Pay Fixed 

May 3 1. 
2009 

1.859.3 
5.7% 
0.3% 

2,250.0 
0.5% 
6.4% 

850.0 
750.0 

1,600.0 

Foreign currency nuctuations affect our net investments in fore ign subsid iaries and fo reign currency cash flows related to foreign-denominated commercial 
paper. third party purchases. intcrcompany loans, and product shipments. We are also exposed to the translation of fo reign currency earni ngs to the U.S. 
dollar. Our principal exposures are to the Australian dollar, British pound sterling, Canad ian dollar, Chi nese renminbi , euro. Japanese yen, and Mexican peso. 
We mainly use foreign currency forward contracts to selecti vely hedge our fore ign currency cash flow exposures. We also genera lly swap our fore ign­
denominated commercial paper borrowings and nonfunctional currency intercompany loans back to U.S . dollars or the fu nctional currency; the gains or losses 
on these derivat ives offset the foreign currency revaluation ga ins or losses recorded in earnings on the assoc iated borrowings. We generall y do not hedge 
more than 18 months forward. 

The amount of hedge ineffectiveness was less than $I million in each of fiscal 20 I 0, 2009 and 2008. 

We also have many net investments in foreign subsidiaries that are denominated in euros. We hedged a po1tion of these net investments by issuing euro­
denominated commercial paper and foreign exchange forward contracts. As of May 30, 20 I 0, we had defe1Ted net foreign currency transaction losses of 
$95.7 million in accumulated other comprehensive loss (AOC!) associated with hedging ac ti vit y. 

FAIR VALUE MEASUREMENTS A D FI ANCIAL STATEMENT PRESENTATION 

We categori ze assets and liab ilities into one of three levels based on the assumptions (inputs) used in valuing the asset or liability. Level I provides the most 
reliable measure of fair value, while Level 3 generally requi res significant management judgment. The three levels are defined as fo llows: 

Level I: Unadjusted quoled prices in active markets for identical assets or li abilities. 

Level 2: Observable inputs other than quoted prices included in Level I. such as quoted prices for similar assets or li abilities in active markets or quoted 
prices for identical assets or liabilities in inactive markets. 

Level 3: Unobservable inputs reflect ing management's assumptions about the inputs used in pric ing the asset or li ability. 



Appendix C Excerpts from General Mills's Form 10-K for the Fisca l Year Ende d May 30, 2010 [201 OJ C-19 

The fair va lues o f our assets, liabilities, and de ri vati ve positions recorded at fair value as o f May 30, 2010, were as foll ows: 

Fair Values of Assets Fair Values of Liabilities 
In Millions 
Derivatives designated as hedg ing instruments: 

Interest rate contracts (a) (d) 
Fore ign exchange contracts (b) ( c) 

Total 

Deri vati ves not designated as hedg ing instruments: 
Int e rest rate cont racts (a) (cl ) 
Fore ign exchange contracts (b) 
Commodity contracts (b) (Q 

Total 

Other assets and liabilities reported at la ir va lue: 
Marketable investments (a) (e) 
Grain contracts (b) (I) 
Lano- li ved assets (o) 

Tota l 

Level 1 

$ 

15.5 

15.5 

Level2 Level 3 

$ 5.8 $ 
8.6 

14.4 

124.3 
9.5 
7.4 

14 1.2 

11 .9 
11 .9 
0.4 

24.2 

Total Level I Level 2 Level3 Total 

$ 5.8 $ $ ( 17. 1) $ $ ( 17. 1) 
8.6 ( 12.5) ( 12.5) 

14.4 (29 6) (29.6) 

124.3 ( 163. 1) ( 163. 1) 
9.5 ( 1.0) ( 1.0) 
7.4 (5 .6) (5.6) 

141 .2 (5 .6) ( 164. 1) ( 169.7) 

27.4 
11 .9 (130) ( 13.0) 
0.4 

39.7 ( 13.0) ( 13.0) 
Total assets, li abilities, and derivati ve pos itions recorded al fair va lue $ 15.5 $ 179.8 $ $ 195.3 $ (5.6) $ (206.7) $ $ (2 12.3) 

(a) These contracts and investments are recorded as other assets or as other li abilities , as appropriate, based on whether in a gain or loss position. Certain 
marketable investments are recorded as cash and cash equi valents. 

(b) These contracts arc recorded as prepaid expenses and other current assets or as other current liabilities. as appropriate. based on whethe r in a gain or 
loss pos ition. 

(c) Based on observab le marke t lransactions o f spo l currency ra1es and fo rward currency prices. 
(cl ) Based on LIBOR and swap rates. 
(c) Based on prices of common stock and bond matri x pric ing. 
(I) Based on pri ces o f futures exchanges and recentl y reported transactions in the marketplace. 
(g) We recorded a $6.6 million non-cash impairment charge in fi scal 201 0 lo write down certa in long- lived assets lo the ir fa ir value o r $0.4 million. Fair 

va lue was based on recentl y reported transac lions fo r simila r assets in the marketplace. These assets had a book value o f $7.0 million and were 
assoc iated with the ex it acti vities described in Note 4 . 

We d id not signifi cantl y change o ur valuation techniques from prior pe ri ods. 

ln fo rma1ion re lated to o ur cash now hedges . net investment hedges . and other deri vatives not des ignated as hedg ing instruments fo r the fi scal yea rs ended 
May 30, 20 I 0. and May 3 1, 2009. fo llows: 

Interest Rate Foreign Exchange Ec1uity Commodity 
Contracts Contracts Contracts Contracts Total 

Fiscal Year Fiscal Year Fiscal Year Fisca l Year Fiscal Year 
In Millions 20IO 2009 20IO 2009 2010 2009 2010 2009 2010 2009 
Dcri vl1tivc~ in Ca~h Flow H edging Rclat i on~h i ps: 

Amount of gain (lo,~) rccogni1cd in OCI (a) 
Amount of gain (Im') rccla<>ilicd from AOC! into earnings (a) (h) 
Amount of gain (lo~~) rccogni1.cd in carnin.2~ (c} (d) 

Derivative' in Fair Value Hedging Rclation...,hips: 
Amount of net gain rcco,1!.nilcd in earning.~ (d) 

Dcriv:11ivc' in ct lr1vc....imcn1 Hedging Rclation...,hips: 
Amount of gain rccogni1cd in OCI (a) 

Dcriv:uivc\ 01 Dt.:..,ignatcd a' Hedging ln:..trumc1w .. : 
Amount of gai n (loss) recognized in carni n11 s (c) 

(a) Effec ti ve po rtion. 

$ (11.7) $ 
(18.0) 

(11.3) 

0.2 

0.2 

(I.I)$ ( 13.3) $ 
(15.8) (26.4) 

(0.1) (0.5) 

3.3 I .3 

9.1 $ s $ $ $ (25.0) $ 8.0 
27.7 (4H) 11.9 
IU (0.8) 0.2 

0.2 

6.0 6.0 

70.2) 0.2 0.2 - .7 (249.6 41 0) (3 16.3) 

(b) Gain (loss) rec lassified from AOC! into earnings is reported in interest, net fo r interest rate swaps and in cost o r sa les and SG&A expenses fo r fo re ign 
exchange contracts. 

(c) A ll gain (loss) recognized in earnings is re lated lo the ine ffecti ve portion or the hedging re lationship. No amo unts were reported as a result o r be ing 
exc luded from the asscss menl of hedge effecti veness . 

(cl ) Net ga in recogni zed in earnings is re lated lo the ineffec ti ve portion o f the hedg ing re lationship and the re lated hedged it ems. o amounts were 
reported as a result o f be ing exc luded from the assessment o f hedge effecti veness. 

(c) Gain (loss) recognized in earnings is reported in inlcrcs l. net fo r interest rate contracts. in cost of sa les fo r commod ity cont racts. and in SG&A 
expenses fo r equ ity contracts. 
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AMOU TS RECORDED IN ACCUMULATED OTHER COMPREHENSIVE LOSS 

Unrealized losses from interest rate cash now hedges recorded in AOCI as of May 30, 20 I 0, 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 li ves of the hedged forecasted transac tions. As of May 30, 20 I 0. we had no amounts from commodity deri vatives recorded in AOCI. 
Unreali zed losses from fo reign currency cash now hedges recorded in AOCI as of May 30. 2010, were $3.8 million after-tax. The net amount of pre-tax ga ins 
and losses in AOCI as of May 30, 20 I 0, that we ex pect to be reclassilied into net earnings within the next 12 months is $17.5 million of expense. 

CREDIT-RISK-RELATED CONTINGENT FEATURES 

Certain of our deri vative instruments contain prov isions that require us to maintain an in vestment grade credit rating on our debt from each of the major credit 
rating agencies. If our debt were to fall below investment grade, the counterparties to the derivative instruments cou ld request full col lateralization on 
deri vati ve instruments in net liability positions. The aggregate fair value of all deri vati ve instruments with credit-ri sk-related contingent fea tures that were in a 
liability position on May 30, 20 I 0, was $16.3 million. We have not posted any collateral associated with these contracts. If the credit-risk-related contingent 
fea tures underl ying these agreements were triggered on May 30, 20 I 0, we would be requ ired to post an additional $16.3 million of collateral to the 
counterparties. 

CONCENTRATIONS OF CREDIT AND COUNTERPARTY CREDIT RISK 

During Ii seal 20 I 0, Wal-Mart Stores, Inc. and its afli liates (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, 20 I 0. Wal-Mart accounted fo r 
28 percent of our U.S . Retail receivables, 4 percent of our International receivables, and 7 percent of our Bakeries and Foodservice receivables. The live 
largest customers in our U. S. Retail segment accounted for 54 percent of it s liscal 20 I 0 net sales, the live largest customers in our International segment 
accounted for 23 percent of its fi scal 20 I 0 net sales, and the five largest customers in our Bakeries and Foodservice segment accounted for 45 percent of its 
fi scal 20 I 0 net sales. 

We enter into interest rate, foreign exchange, and certain commodity and equity deri vatives, primari ly 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 lo the ri sk of nonperformance by these counterparties; however, we have not incurred a material loss. 
We also enter into commodity futu res transactions through various regulated exchanges. 

The amount of loss due to the credi t risk of the counterparties, should the counterparties fa il to perfo rm according to the terms of the cont rac ts, 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 co llateral or 
other security to support linancial instruments subject to threshold levels of exposure and counterparty credit ri sk. Collateral assets are either cash or U.S. 
Treasury instruments and are held in a trust account that we may access if the counterparty defaults. 
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NOTES. DEBT 

Notes Payable 
The components o f notes payable and the ir respecti ve we ighted-average interest rates at the end o f the periods were as fo llows: 

In Millions 
U.S. commerc ia l paper 
Euro commerc ial paper 
Financial institutions 
Tota l 

$ 

$ 

Mav 30 2010 
Weighted-
Average 

Notes Interest 
Payable Rate 

973.0 

77.1 
I 050.1 

May 3 1. 2009 
Weighted-
Average 

Notes Interest 
Payable Rate 

0.3% $ 40 1.8 
275.0 

10.6 135.4 
1.1% $ 8 12.2 

C-21 

0.5% 
0.5 

12.9 
2.6% 

To ensure availab ility o f funds, we mainta in bank credit lines suffic ient to cover our o utstanding short-term borrowings . Commercial paper is a continuing 
source o f shorl-l erm financing. We issue commerc ial paper in the United States and Europe. Our commerc ia l paper borrowings are supported by $2 .9 billion 
o r fee-pa id committed credit lines, consisting of a $ 1.8 billion fac ility expiring in October 20 12 and a$ I . I b illion fac ility expiring in October 20 I 0. We also 
have $278.9 million in uncommitted credit lines that support our fo re ign operations. As o r May 30, 20 10, there were no amounts o utstanding on the fee- paid 
committed credit lines and $76.5 was drawn on the uncommilled lines. The credit fac ilities contain several covenants. inc luding a requirement to maintain a 
fi xed charge coverage ratio of at least 2.5. We were in compliance with a ll c redit fac ility covenants as o f May 30, 20 I 0. 

Lo11g-Ter111 Debt 
In May 20 10, we pa id $437.0 million to repurchase in a cash tender o ffer $400.0 million o f our prev iously issued debt. We repurchased $220.8 million o f our 
6.0 percent notes due 20 12 and $ 179.2 million o f our 5.65 percent notes due 20 12. As a result o f the repurchase . we recorded interest expense o f $40.1 million 
which represented the premium paid in the tender o ffer. the write-o ff o f the remaining di scount and unamort ized fees. and the settlement o f re lated swaps. 
We issued commerc ial paper to fund the repurchase. 

During fi sca l 20 I 0, wc repaid $88 .0 million oflong-term bank debt he ld by who ll y owned fo re ign subsidiaries. 

In January 2009, we issued $ 1.2 billion aggregate princ ipal amount of 5.65 percent notes due 20 19. In August 2008. we issued $700.0 million aggregate 
principal amo unt of 5.25 percent notes due 20 13. The proceeds of these notes were used to repay a portion o r o ur out standing commerc ial paper. Interest on 
these notes is payable semi-annuall y in arrears. These notes may be redeemed at our option at any time fo r a spec ified make-whole amo unt. These notes are 
senior unsecured, unsuborclinatecl obligations that include a change o f control repurchase provision. 

In June 20 I 0, subsequent to o ur fi sca l 20 I 0 year end , we issued $500.0 million aggregate princ ipa l amount o f 5.4 percent notes due 2040. The significant 
terms o f these notes arc s imilar to o ur prev iously issued notes. 

Certain o f o ur long-term debt and noncontrolling interests agreements conta in restricti ve covenants. As o f May 30, 20 I 0. we were in compliance with all o f 
these covenants. 

As o f May 30, 20 I 0, the $40.6 million pre-tax loss recorded in AOCI associated with o ur prev iously des ignated interest rate swaps will be rec lassified to net 
interest over the remaining li ves of the hedged transactions. The amount expected to be rec lass ified from AOC! to net interest in fi sca l 20 1 I is$ I 3.1 million 
pre-tax. 
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A summary of o ur long-te rm de bt is as fol lows: 

In Millions 
5.65% notes due February 15. 20 19 
6% notes due February 15, 20 12 
5.7% notes due February 15. 20 17 
5.2% notes due March 17, 20 15 
5.25% notes due Aug ust 15. 20 13 
5.65% notes due September I 0. 20 12 
Medium-term notes. 4 .8% to 9. 1 %. due fiscal 20 11 or later 
Debt of consolidated contract manufacturer 
Floating-rate notes due January 22. 20 I 0 
Other. including capita l leases 

Less amo unt due within o ne year 
Total lonn-term debt 

$ 

$ 

May 30, 
2010 

1,150.0 
1,019.5 
1,000.0 

750.0 
700.0 
520.8 
204.4 

20.9 

10.2 
5,375.8 
(107.3) 

5 268.5 

May 3 1, 
2009 

$ 1.150.0 
1.240.3 
1.000.0 

750.0 
700.0 
700.0 
204.4 

26.5 
500.0 

(7.9) 
6,263.3 
(508.5) 

$ 5,754.8 

Principal payments due on long-te rm debt in the nex t fi ve years based o n stated conlractual maturities, our intent to redeem. or put rights of certa in note 
ho lders arc $ 107.3 million in fisca l 20 11, $ 1.03 1.3 million in fiscal 20 12, $633.6 mil lion in fi sca l 20 13. $702.6 mi llio n in fi scal 20 14, and $750. 1 millio n in 
fiscal 20 15. 

NOTE 9. NO CONTROLLING INTERESTS 

As discussed in ote I, at the begin ning of fisca l 20 I 0, we adopted new account ing g uidance on noncontro ll ing interests in financial stateme nts. As a result of 
thi s adoptio n. noncont rolling interests. previously reported primari ly as minorit y interests. were rec lassified to a separate sec ti on in equity on the Consolidated 
Balance Sheets. 

Our princ ipal noncontroll ing in terest relates to o ur subsidiary GMC. GMC issued a managing membersh ip interest and limited preferred membership interests 
to certa in of our who ll y owned subs idiaries . We continue to ho ld the entire managing membersh ip interest. and therefore direct the operat ions o f GMC. We 
currentl y ho ld a ll interests in GMC other than C lass A Limited Membership Interests (Class A Interests) which are he ld by an unre lated third-patty investor. 
As of May 30. 20 I 0. the carrying value of all outstanding C lass A Interests was $242.3 million, c lass ified as no ncontro lling inte rests on o ur Consolidated 
Balance Sheets . 

The holder of the Class A Interests receives quarterl y preferred di stributions from availab le net income based o n the application of a float ing preferred return 
rate, currently equa l to the sum of three-month LIBOR plus 65 basis points, to the ho lder's capita l account balance establi shed in the most recent mark-to­
market va luation (current ly $248.1 mi llion). 

For financial reporti ng purposes. the assets. liab ilities. resu lt s of operations , and cash fl ows o f GMC are included in our Consolidated Financ ial Statements. 
The return to the third-party investor is reflected in net earn ings attributab le to noncontrolling inte rests in the Consolidated Statements of Earnings. 

In addi ti on. we have 7 foreign subsidiaries that have minority inte rests totaling $2 .8 milli on as of May 30. 20 I 0. 

Our noncontrolling interests conta in restrictive covenan ts . As of May 30. 20 IO. we were in compliance w ith all of these covenant s. 
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NOTE 10. STOCKHOLDERS' EQUITY 

Cumulative preference stock of 5.0 million shares, without par value, is authorized but uni ssued. 

All common stock share and per share amounts have been adjusted for the two-for-one stock split on May 28. 20 I 0. 

During fi scal 20 I 0 , we repurchased 2 1.3 million shares of common stock for an aggregate purchase price of $69 1.8 mi ll ion. During fi scal 2009, we 
repurchased 40.4 million shares of common stock for an aggregate purchase price of $ 1,296.4 million. During fiscal 2008, wc repurchased 47.8 million shares 
of common stock for an agg regate purchase price of $ 1,384.6 million. 

On December I 0, 2007. our Board of 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 cap ita l by $5,055.8 million, and reduced common stock in treasury by $5,080.8 million on our Consolidated 
Balance Sheets . 

In fi scal 2007, our Board of Directors authorized the repurchase of up to 150 million shares of our common stock. On June 28. 20 I 0 , our Board of Directors 
authori zed the repurchase of up to I 00 million shares of our common stock. The fi scal 20 11 authorizat ion terminated and replaced the fi scal 2007 
authori zation. Purchases under the authorization can be made in the open market or in privately negotiated transact ions. including the use of call options and 
other derivati ve instruments, Rule I Ob5- l trading plans, and accelerated repurchase programs. The authori zation has no specified termination date. 

In October 2004, Lehman Brothers Holdings Inc. (Lehman Brothers) issued $750.0 million o f notes, which were mandatoril y exchangeable for shares of our 
common stock. In connection wi th the issuance of those notes, an affi liate of Lehman Brothers entered into a fo rward purchase contrac t with us, under which 
we were obligated to de liver to such aflili ate between 28.0 million and 34.0 mill ion shares of our common stock, subjec t to adj ustment under certain 
c ircumstances. 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 
out standing commercial paper balances. 

The fo llowing table provides detail s of total comprehensive income: 

Fiscal 2010 
In Millions Pretax Tax Net 
Net earnings attributab le to General Mills $ 1,530.5 
Net earnings attributab le to noncontro lling interests 4.5 
Net earnings, including earnings attributab le to noncontrolling interests ~ 1,535.0 
Other comprehensive income (loss): 

Foreign currency translation $ (163.3) $ $ (163.3) 
Net actuarial loss ari s ing during period (786.3) 314.8 (471.5) 
Other fa ir va lue changes: 

Securit ies 1.9 (0.7) 1.2 
Hedge deri vat ives (25.0) 10.6 (14.4) 

Reclassification to earni ngs: 
Hedge deri vati ves 44.4 (17.0) 27.4 
Amortization of losses and 12rior service costs 19.I (7 .6) 11.5 

Other comprehensive income (loss) in accumulated other comprehensive loss (909.2) 300.l (609.1) 
Other com12rehensive income att ributab le to noncontro lling interests 0.2 0.2 
Other co11112rehensive income (loss) $ (909.0) $ 300.l $ (608.9) 
Total com12rehensive income $ 926.1 
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In Millions 
ct earnings attributable to General Mills 
ct earnings att ributable to noncont ro lling interests 
ct earnings , inc lud ing earnings attributab le to no ncontroll ing in terests 

Other comprehensive income (loss): 
Foreign currency translation 
Net actuarial loss arising during peri od 
Other fair va lue changes: 

Securities 
Hedge deri vati ves 

Rec lassification to earnings: 
Hedge derivatives 
Amortization o f losses and 12rior service costs 

Other comprehensive income (loss) in accum ul ated other comprehensive loss 
Other com12rehensivc loss attributable to noncontrolling interests 
Other com12rehensive income (loss) 
Tota l com12rchensive income 

In Millions 
Net earnings attributab le to General Mills 
Net earnings attributable to noncontrolling interests 
Net earnings , inc luding earn ings attributable to noncontrolling interests 
Other comprehensive income (loss): 

Foreign currency translation 
Minimum pension li ability 
Other fair value changes: 

Securiti es 
Hedge de rivati ves 

Rec lassification to earnings: 
Hedge de rivatives 
Amorti zation of losses and 12rior service costs 

Other comprehensive income (loss) in accumu lated other comprehensive income 
Other com12rchensive income attributable to noncontrolling interests 
Other con112rehensive income (loss) 
Total com12rehensive income 

$ 

$ 

Fiscal 2009 
Pretax Tax Net 

$ 1.304.4 
9.3 

$ 1,3 13.7 

(286.6) $ $ (286.6) 
( 1,254.0) 477.8 (776.2) 

(0.6) 0.2 (0.4) 
8.0 (3.4) 4.6 

( I 1.9) 4.6 (7.3) 
24.2 (9.2) 15.0 

( 1.520.9) 470.0 ( 1.050.9) 
( 1.2) (1 .2) 

( 1,522.1) $ 470.0 $ ( 1.052.1) 
$ 261.6 

Fiscal 2008 
Pretax Tax Net 

$ 1,294.7 
23.4 

$ 1.318.1 

$ 243.1 $ $ 243. 1 
61.4 (22.0) 39.4 

1.5 (0.6) 0.9 
59.6 (2 1.3) 38.3 

(64.5) 23.5 (4 1.0) 
20.6 (8. 1) 12.5 

32 1.7 (28.5) 293.2 
3.2 3.2 

$ 324.9 $ (28.5) $ 296.4 
$ 1,6 14.5 



Appendix C Excerpts from General Mills's Form 10-K for the Fiscal Year Ended May 30, 201 O (201 OJ C-25 

During fi sca l 2009, we incurred unrecognized losses in excess o f $ 1.1 bi ll ion on assets, primarily equity securities, in o ur defined benefit pension and other 
postretirement benefit plans. These losses were recogni zed in other comprehensive income. In fiscal 20 I 0 and future years, the losses are renected in pension 
expense using the market-re lated va lue of the plan assets over a five year period and amort ized using a dec lining balance method over the average remaining 
service period o f ac ti ve plan partic ipant s. 

In fi sca l 20 I 0. 2009. and 2008, except for rec lass ificati ons to ea rnings. changes in other comprehensi ve income (loss) were primaril y non-cash items. 

Accum ulated other comprehensive loss ba lances, net o f tax effects, were as fo llows: 

In Millions 
Foreign currency translation adjustments 
Unreali zed gain (loss) from : 

Securities 
Hedge deri vat ives 

Pension, other postretirement, and postemployment benefit s: 
Net actuarial loss 
Prior service costs 

Accumulated other com rehensive loss 

NOTE 11. STOCK PLANS 

All shares and per share amo unts have been adjusted fo r the two- for-one stock split on May 28. 20 10. 

$ 

May 30, May 3 1, 
2010 2009 

194.9 $ 358.2 

5.6 4.4 
(28.9) (4 1.9) 

(1,611.0) ( 1.168.2) 
(47.5) (30.3) 

1 486.9 $ 877.8 

We use broad-based stock plans to he lp ens ure that management's interests are aligned with those of o ur stockho lders. As o f May 30, 20 I 0. a tota l of 
24,337,402 shares were ava ilable fo r grant in the form of stock options, restricted shares, restri cted stock unit s. and shares o f common stock under the 2009 
Stock Compensation Plan (2009 Plan) and the 2006 Compensation Plan for Non-Employee Direc tors (2006 Direc tor Plan). On September 2 1, 2009, o ur 
stockho lders approved the 2009 Plan, replacing the 2007 Stock Compensation Plan (2007 Plan). Restri cted shares and restricted stock units may also be 
granted under o ur Executi ve Incentive Plan (EIP) th rough September 25 , 20 I 0. The 2009 Plan and EIP also prov ide for the issuance o f cash-settl ed 
share-based uni ts. Stock-based awards now o utstanding include some granted under the 1995, 1996, 1998 (senior management ). 1998 (employee) , 200 I . 2003, 
2005 , and 2007 stock plans, under which no furt her awards may be granted. The stock plans provide for fu ll vesting of options. restri cted shares, restricted 
stock units, and cash-settl ed share-based units upon completion o f spec ified service periods or in certai n c ircumstances. fo llowing a change of control. 

Stock Options 
The estimated fair values of stock options granted and the assumptions used fo r the Black-Scho les option-pric ing model were as fo llows: 

Estimated fa ir values of stock options granted 
Assumptions : 

Ri sk-free inte rest rate 
Expected term 
Expected vo lati lity 
Di vidend ield 

$ 
2010 

3.20 

3.7 % 
8.5 years 

18.9% 
3.4% 

Fiscal Year 
2009 

$ 4.70 

4.4% 
8.5 years 

16.1% 
2.7% 

2008 
$ 5.28 

5.1 % 
8.5 years 

15.6% 
2.7% 

The valuation of stock options is a s ignificant accounting estimate which requires us to use judgments and assumptions that arc like ly to have a materi al 
impact on o ur financial statements. Annuall y, we make predicti ve assumptions regard ing future stock price vo lati lity. employee exerc ise behav ior. di vidend 
yie ld . and the fo rfeiture rate . 
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We estimate the fa ir value of each option on the grant date using the Black-Scholes option-pricing model, which requires us to make predictive assumptions 
regarding future stock price vo lat ili ty, employee exercise behav ior, and dividend yield. We estimate our future stock price volati lity using the historica l 
volat ility over the expected term of the opt ion, excluding time periods of volatility we believe a marketplace participant would exclude in est imating our stock 
price volati lity. For fiscal 2010 and all future grants, we have exc luded historical vo lat il ity fo r fi scal 2002 and prior, primarily because volatility driven by our 
acq uisit ion of Pi ll sbury does not reflect what we believe to be expected future volatility. We also have considered, but did not use, implied vo lat ili ty in our 
estimate, because trading activi ty in opt ions on our stock, especially those with tenors of greater than 6 months, is insuffi cient to provide a reliab le measure of 
expected volatil ity. 

Our expected term represents the period of time that opt ions granted are expected to be outstanding based on historical data to estimate option exercise and 
employee termination within the valuation model. Separate groups of employees have simi lar historical exerc ise behav ior and therefore were aggregated into 
a single pool for val uation purposes. The weighted-average expected term for all employee groups is presented in the tab le above. The ri sk-free interest rate 
for periods during the expected term of the opt ions is based on the U.S. Treasury zero-cou pon 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 earnings (referred to as a windfall 
tax benefit) is presented in the Consolidated Statements of Cash Flows as a fi nanc ing cash fl ow. 

Realized windfall tax benefits are credited lo add itional paid-in capital with in the Consolidated Balance Sheets. Realized short fa ll tax benefits (amounts which 
are less than that previously recognized in earnings) are first offset against the cu mulat ive balance of wind fal l tax benefits, if any, and then charged directly lo 
income tax expense, potentially resulting in vo latility in our consolidated effecti ve income tax rate. We calculated a cumulat ive memo balance of windfall tax 
benefits from post-1995 fiscal years for the purpose of accounting for future shortfa ll tax benefit s. 

Options may be priced at I 00 percent or more of the fa ir market va lue on the date of grant , and generally vest fo ur years after the date of grant. Options 
generally expire within I 0 years and one month aft er the date of grant. 

In formation on stock option act ivity fo llows: 

Weighted- Weighted-
Average Average 

Options Exercise Options Exercise 
Exercisable Price Outstanding Price 
{Thousands} Per Share {Thousands} Per Share 

Balance as of May 27, 2007 79 ,011.8 $ 20.58 107,546.4 $ 2 1.54 
Granted 10,998.8 29.38 
Exercised ( 12,270.2) 18.75 
Forfeited or ex12ired {232.6) 25 .2 1 

Balance as of May 25, 2008 76 ,389.2 2 1.23 106,042.4 22.68 
Granted 6,495.4 3 1.74 
Exercised ( 17,548.4) 19.60 
Forfe ited or ex12ired {382.4) 27.50 

Balance as of May 3 1, 2009 67 ,6 19.2 2 1.96 94,607 .0 23 .84 
Granted 6,779.4 27 .99 
Exercised (20,0 13.6) 19.87 
Forfeited or ex12ired (268 .2) 24.82 

Balance as of Ma 30 201 47 726.6 22.89 81104.6 $ 25.17 

Stock-based compensation expense related to stock opt ion awards was $34.4 mi llion in fisca l 2010, $40.0 million in fi scal 2009, and $52.8 mil lion in fi scal 
2008. 
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ct cash proceeds fro m the exerc ise o f stock options less shares used fo r withho lding ta xes and the int rinsic va lue of optio ns exerc ised were as fo llows: 

In Millions 
Ne t cash proceeds 
Intrinsic value o f options exercised 

Restricted Stock, Restricted Stock Units, and Cash-Settled Share-Based Units 

$ 
$ 

2010 
388.5 
271.8 

Fiscal Year 
2009 

$ 305.9 
$ 226.7 

$ 
$ 

2008 
192.0 
134.4 

Stock and units settled in stock subjec t to a restricted peri od and a purchase price, if any (as cletcrminecl by the Compensation Committee o f the Board o f 
Directors), may be granted to key employees unde r the 2009 Plan. Restri cted shares and restric ted stock units. up to 50 percent o f the value o f an indi vidual's 
cash incenti ve award, may also be granted th rough the EIP. Certa in restri cted stock and restricted stock unit awards require the employee to depos it persona ll y 
owned shares (on a one-for-one basis) during the restricted peri od . Restri cted stock and restricted stock unit s generall y vest and become unrestricted fo ur 
years a ft e r the elate o f grant. Partic ipant s arc e nt itl ed to cl ividcncl s o n such awarclccl shares and unit s. but onl y rece ive those amounts if the shares or unit s 
ultimate ly vest. The sale or transfer of these shares and units is restricted during the vesting period . Partic ipant s ho lding restricted stock. but not restricted 
stock unit s. arc entitl ed to vote on matters submitt ed to holders o f common stock for a vote. 

Informatio n on restri cted stock unit and cash-settl ed share-based unit s acti vity fo llows: 

No n-vested as o f May 3 1. 2009 
G ranted 
Vested 
Forfe ited or expired 

Non-vested as of Mav 30, 2010 

Equity Classified 

Share-Settled 
Units 

(Thousands) 
8.782 .1 $ 
2.494.3 
(898 .3) 
(168.3) 

10,209.8 $ 

Weighted­
Average 

Grant-Date Fair 
Value 

28 .35 
28 .1 2 
26.02 
29. 13 
28.49 

Share-Settled 
Units 

(Thousands) 
3 17.6 $ 
14 1.0 
( 17.2) 
( 17. 1) 
424.3 $ 

Liabilitv Classified 
Weighted- Cash-Settled 
Average Share-Based 

Grant-Date Fair Units 
Value (Thousands) 

28.98 1.749.9 $ 
27.92 2. 11 0.4 
28.95 (7-U) 
28.85 (82.3) 
28.64 3,703.7 $ 

Fiscal Year 

Weighted­
Average 

Grant-Date Fair 
Value 

31.70 
27.92 
29.85 
28.86 
29.65 

2010 2009 2008 
Number o f unit s granted (thousands) 
Weighted average price per unit $ 

4,745.7 
28.03 

4.348.0 
$ 31.70 $ 

3.904.4 
29.3 1 

The total grant -date fa ir va lue o f restri cted stock unit awa rds that vested during fi sca l 20 I 0 was $26. 1 millio n. and restri cted stock unit awards with a grant ­
date fa ir value o f $79.9 millio n vested during li sca l 2009. 

As o f May 30. 20 10. un recognized compensatio n expense related to non-vested stock optio ns and restricted stock unit s was $ 187.2 million. Thi s expense w ill 
be recognized over 2 1 months, on average. 

Stock-based compensatio n expense related to restri cted stock units and cash-settl ed share-based payment awa rds was $ 13 1.0 million fo r fi scal 20 I 0. 
$ 101 .4 million fo r fi sca l 2009. and $80.4 million for fi sca l 2008 . 
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NOTE 12. EARNINGS PER SHARE 

All shares and per share amounts have been adjusted fo r the two-fo r-one stock split on May 28, 20 I 0 . 

Basic and diluted earnings per share (EPS) were calcu lated using the following: 

Fiscal Year 
In Millions, Exce(!t (!er Share Data 2010 2009 2008 
Net earnings attributable lo Genera l Mills $ 1,530.5 $ 1,304.4 $ 1,294.7 
Ca12ital a1212rec iation 12aid on Series B- 1 Interests in GMC (a} (8 .0} 
Net earninos fo r basic and diluted EPS calculations $ I 530.5 $ 1,304.4 $ 1,286.7 

Average number of common shares - bas ic EPS 659.6 663.7 665 .9 
Incremental share effect from: 

Stock opt ions (b) 17.7 17.9 21.3 
Restri cted stock. restri cted stock unit s. and other (b) 6.0 5.5 5.6 
Forward 12urchase contract (c} 1.0 

Average num ber of common shares - d ilu ted EPS 683.3 687. 1 693.8 

Earni ngs per share - bas ic $ 2.32 $ 1.96 $ 1.93 
Earnings 12e r share - diluted $ 2.24 $ 1.90 $ 1.85 

(a) On August 7. 2007. we repurchased all o f the Seri es B- 1 limited membership interests in GMC for $843 million, of which $8 mill ion re lated to capital 
apprec iation paid to the third-party holders of the interests and reduced net earn ings available to common stockholders in our bas ic and diluted EPS 
calcul ations. 

(b) Incremental shares from stock options and restri cted stock units are computed by the treasury stock method. Stock options and restricted stock unit s 
exc luded from our computation of diluted EPS because they were not d ilutive were as fo llows: 

Fiscal Year 
In Millions 2010 2009 2008 
Anti -d ilutive stock 012tions and restric ted stock units 6.3 14.2 9.4 

(c) On October 15, 2007, we settled a fo rward purchase contract with Lehman Brothers by issuing 28.6 million shares of common stock. 
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NOTE 13. RETIREMENT BENEFITS AND POSTEMPLOYMENT BENEFITS 

Defined Benefit Pension Plans 

We have defined benefit pension plans covering most domesti c, Canadian. and United Kingdom employees. Benefits for sa laried employees are based on 
length of service and final average compensation. Benefits for hourly employees include various month ly amounts for each year of credited service. Our 
fund ing policy is consistent wi th the requirements of applicable laws. We made $200.0 million of voluntary contributions to our principal domestic plans in 
fisca l 2009. We did not make any contribu tions in fi scal 20 I 0, and we do not expect to be required to make any contributions in fi scal 20 I I. Our principal 
domesti c retirement plan covering salaried employees has a provision that any excess pension assets would be allocated to active participants if the plan is 
terminated within fi ve years of a change in control. 

Other Postretirement Benefit Plans 

We also sponsor plans that provide health care benefits lo the majority of our domest ic and Canadian retirees. The salari ed health care benefi t plan is 
contributory, with retiree contributions based on years of service. We make decisions to fund related trusts for certain employees and retirees on an ann ual 
basis. We did not make voluntary con tributions to these plans in fi scal 20 I 0 or fisca l 2009. 

Health Care Cost Trend Rates 

Assumed health care costs trends arc as fo llows: 

Health care cost trend rate for nex t year 
Rate to which the cost trend rate is assumed to decline (ultimate rate) 
Year that the rate reaches the ultimate trend rate 

Fiscal Year 
2010 2009 

9.0% and 9.0% 
5.2 % 

2019 

9.0% and 9.5% 
5.2% 

20 18 

We review our health care cost trend rates annually. Our review is based on data we collect about our hea lth care c laims experience and information provided 
by our actuaries. This in formation includes recent plan experience, plan design, overall industry ex perience and projections, and ass umptions used by other 
s imilar o rganizations. Our initial health care cost trend rate is adjusted as necessary to remain consistent with thi s review. recent experiences, and short-t erm 
expectations . Our initial health care cost trend rate assumption is 9.0 percent for all retirees. Rates are graded down annually until the ultimate trend rate of 
5.2 percent is reached in 20 19 for all retirees . The trend rates are applicable for calculations onl y if the retirees' benefits increase as a result of hea lth care 
innation. The ultimate trend rate is adjusted annually, as necessary, to approximate the current economic view on the rate of long-term innation plus an 
appropriate hea lth care cost premium. Assumed trend rates for hea lth care costs have an important effect on the amounts reported for the other postrctiremcnt 
benefit plans. 

A one percentage point change in the hea lth care cost trend rate would have the fo llowing effects: 

In Millions 
Effect on the agg regate of the service and interest cost components in fi sca l 2011 
Effect on the other ostretirement accumulated benefit oblioation as of Ma 30 20 I 0 

One 
Percentage 

Point 
Increase 

$ 7.9 $ 
96.7 

One 
Percentage 

Point 
Decrease 

(6.8) 
(85.0 

The Patient Protection and Affordable Care Act , as amended by the Health Care and Education Reconciliation Act of 20 I 0 (collecti vely, the Act) was signed 
into law in March 20 I 0. The Act codifies hea lth care reforms with staggered effective dates from 20 I 0 to 20 18. Estimates of the future impacts of severa l of 
the Act's provisions are incorporated into our postretirement benefit liability including the elimi nation of lifetime maximums and the imposition of an exc ise 
tax on high cost health plans. These changes resulted in a $24.0 mil lion increase in our postrctirement benefit liabi lit y as of May 30, 20 I 0. 

Postemployment Benefit Plans 

Under certain circumstances. we also provide acc ruable benefit s to former or inacti ve employees in the Un ited States, Canada, and Mexico, and members of 
our Board of Directors, including severance and certai n other benefit s payable upon death . We recognize an obligation fo r any of these benefits that vest or 
acc umul ate with service. Postcmployment bene fit s that do not vest or accumulate with service (such as severance based sole ly on annual pay rather than years 
of service) are charged to ex pense when incurred . Our postemployment benefit plans are unfunded. 

We use our fi scal year end as the measurement date for a ll our defined benefit pension and other postretirement benefit plans. 
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Summari zed financ ial information about defin ed benefit pension. ot her postretirement. and postemployment benefits plans is presented below: 

Other 
Defined Benefit Postrctirement Postemployment 
Pension Plans Benefit Plans Benefit Plans 

Fiscal Year Fiscal Year Fiscal Year 
In Millions 2010 2009 2010 2009 2010 2009 
Change in Plan Assets: 

Fair value at beginning of year $ 3,157.8 $ 4.128.7 $ 235.6 $ 349.6 
Actual return on assets 535.9 ( 1.009.1) 41.0 (94.4) 
Employer contributions 17.1 220.2 0.1 0 .1 
Plan participant contributions 3.5 3. 1 11.3 11.0 
Benefits payments (182.6) ( 177.4) (3.7) (30.7) 
Foreign currenc:r (1.9) (7.7) 

Fair va lue at end of :rear $ 3,529.8 $ 3, 157.8 $ 284.3 $ 235.6 
Change in Projected Benefit Obligation: 

Benefit obligation at beginning of year $ 3,167.3 $ 3,224. 1 $ 852.0 $ 9 11 .3 $ 112.5 $ 104.6 
Service cost 70.9 76.5 I2.9 14.2 7.2 6.5 
Interest cost 230.3 2 15.4 61.6 61.2 5.6 4.9 
Plan amendment 25.8 0.3 7.5 ( 1.3) 2.3 
Cu11ailment/other 10.6 8.4 
Plan participant contributions 3.5 3.1 11.3 11.0 
Medicare Part D reimbursements 4.7 4.7 
Actuarial loss (gain) 716.4 ( 166.8) 168.1 (92.0) 11.8 1.6 
Benefits payments (182.6) (177.4) (57.5) (57.8) (17.6) ( 15.6) 
Foreign currenc:r (1.6) (7.9) 0.7 0.2 (0.2) 

Projected benefit obligation at end of :rear $ 4,030.0 $ 3, 167.3 $ 1,060.6 $ 852.0 $ 130.3 $ 11 2.5 
Plan assets Jess than benefit obligation as of fiscal :rear end $ (500.2) $ (9.5) $ (776.3) $ (616.4) $ (130.3) $ ( 11 2.5) 

The accumulated benefit obligati on for all defined benefi t plans was $3.620.3 mi llion as of May 30, 20 10. and $2,885 .3 million as of May 3 1, 2009. 

Amounts recognized in accumu lated other comprehensive Joss as of May 30, 20 I 0, and May 3 1, 2009, are as fo ll ows: 

In Millions 
Net actuaria l loss 
Prior service (costs) credits 
Amounts recorded in accumulated other comprehensive loss 

Defined Benefit 
Pension Plans 

Other 
Postretirement 
Benefit Plans 

Postemployment 
Benefit Plans Total 

Fiscal Year Fiscal Year Fiscal Year Fiscal Year 
2010 2009 2010 2009 2010 2009 2010 2009 

$ (1,369.9) $ ( 1,028.2) $ (225.2) $ (130.3) $ (15.9) $ (9.7) $ (1,6 11.0) $ ( 1.1 68.2) 
(4 1.3) (29.6) 1.0 6.8 (7.2) (7.5) (47.5) (30.3) 

$ (1,411.2) $ ( 1,057.8) $ (224.2) $ (123.5) $ (23.1) $ (17.2) $ (1,658.5) $ (1, 198.5) 
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Plans with accumul ated benefit obligations in excess of plan assets are as follows: 

In Millions 

Defined Benefit 
Pension Plans 

Fiscal Year 
2010 2009 

$299.6 $ 225.2 $ 

Other 
Postretirement 
Benefit Plans 
Fiscal Year 

2010 2009 
$ $ Projected benefit obligation 

Accumulated benefit obligat ion 
Plan assets at fair value 

252.5 194.4 1,060.6 852.0 
17.3 15.9 284.3 235.6 

Components of net periodic benefit (i ncome) costs arc as fo llows : 

Defined Benefit Other Postretirement 

In Millions 
Service cost 
Interest cost 
Expected return on plan assets 
Amortization of losses 
Amorti zat ion of prior service costs (c redi ts) 
Other adjustments 
Seltlement or curtailment losses 
Net (income) expense 

$ 

$ 

Pension Plans 
Fiscal Year 

2010 2009 
70.9 $ 76.5 $ 

230.3 2 15.4 
(400.1) (385.8) 

8.4 7.8 
6.9 7.4 

(83.6) $ (78.7) $ 

Benefit Plans 
Fiscal Year 

2008 2010 2009 
80.1 $ 12.9 $ 14.2 $ 

196.7 61.6 6 1.2 
(360.6) (29.2) (30.0) 

22.7 2.0 7.2 
7.5 (1.6) ( 1.4) 

0.3 
(53.3) $ 45.7 $ 51.2 $ 

We expect to recognize the fo llowing amounts in net periodic benefit (income) costs in fiscal 20 11 : 

In Millions 
Amortization of losses 
Amorti zation of prior service costs (credits) 

Assumptions 

$ 

Defined Benefit 
Pension Plans 

8 1.2 $ 
9.0 

Other 
Postretirement 
Benefit Plans 

Weighted-average assumpt ions used 10 determine fi scal year-end benefi t ob ligations are as fo llows: 

Defined Benefit 
Pension Plans 

Fiscal Year 

Other Postretirement 
Benefit Plans 
Fiscal Year 

2008 
16.4 
58.8 

(30.3) 
15 .3 
( 1.4) 

58.8 

14.4 $ 
(0.6) 

Postemployment 
Benefit Plans 
Fiscal Year 

C-31 

20IO 2009 

$ 

$ 

$ 
130.3 11 2.5 

Postemployment 
Benefit Plans 
Fiscal Year 

2010 2009 2008 
7.2 $ 6.5 $ 
5.7 4.9 

1.0 1.0 
2.4 2.2 

10.6 8.4 

26.9 $ 23 .0 $ 

Postemployment 
Benefit Plans 

Postemployment 
Benefit Plans 
Fiscal Year 

5.4 
3.7 

(0.2) 
2.2 
2.3 

13.4 

2. 1 
2.4 

2010 2009 2010 2009 2010 2009 
Discount rate 
Rate of salar increases 

5.85% 
4.93 

7.49% 
4.92 

5.80% 7.45% 5.12 % 
4.93 

7.06% 
4.93 
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Weighted-average assumptions used lo determine fi scal year net periodic benefi t (i ncome) costs are as fo llows: 

Defined Benefit Other Postretirement Postemployment 
Pension Plans Benefit Plans Benefit Plans 

Fiscal Year Fiscal Year Fiscal Year 
2010 2009 2008 2010 2009 2008 2010 2009 2008 

Discount rate 7.49 % 6.88% 6. 18% 7.45 % 6.90% 6.15% 7.06 % 6.64% 6.05% 
Rate of salary increases 4.92 4.93 4.39 4.93 4.93 4.39 
ExQected long-term rate of return on Qian assets 9.55 9.55 9.56 9.33 9.35 9.33 

Discount Rates 
Our discount rate assumptions are determined annually as of the last day of our lisca l year for all of our defined benefit pension. other postretircment . and 
postemployment benefit pl an obligations. We also use the same discount rates to determine defined benefit pension, other postretirement , and 
postemploymcnt benefit plan income and expense for the fo llowing fi scal year. We work with our actuari es to determine the tim ing and amount of ex pected 
future cash outnows to plan participants and, using the top quartile of AA-rated corporate bond yields, lo develop a fo rward 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 outnows lo determine our discount rate 
assumptions. 

Fair Value of Plan Assets 
In the fourth quarter of fi scal 20 I 0, we adopted new accoun ting guidance requiring addi tional di sclosures for plan assets of defin ed benelit pension and other 
postretirement benefit plans. This guidance req uires that we categorize plan assets within a three level fair va lue hierarchy as described in Note 7. 

The fair va lues of our pension and postretiremenl benefit plan assets at May 30, 20 I 0, by asset category are as fo llows: 

In M illions 
Fair value measurement of pension plan assets : 

Equ ity (a) 
Fixed income (b) 
Real asset investments (c) 
Other investments (d) 
Cash and accruals 

Total fa ir value measurement of Qension Qian assets 

Fair value measurement of postretirement bene fit plan assets: 
Equity (a) 
Fixed income (b) 
Real asset investments (c) 
Other investments (d) 
Cash and accruals 

Fair value measurement of QOStretirement benefit Qian assets 

$ 

$ 

$ 

$ 

Level 1 Level 2 

744.5 $ 7 16.6 
700.0 206.0 

72.4 75 .8 
39.9 

158.9 
1,675.8 $ 1,038.3 

JO. I $ 8 1.4 
I. I 46. 1 
0.1 3.7 

7 1.4 
28.4 
39.7 $ 202.6 

Total 
Level 3 Assets 

$ 51 2.8 $ 1.973.9 
3.9 909.9 

298.7 446.9 
0.3 40.2 

158.9 
$ 8 15.7 $ 3,529.8 

$ 25.7 $ 117.2 
1.7 48.9 

14.6 18.4 
71.4 
28.4 

$ 42.0 $ 284.3 

(a) Primari ly publicly traded common stock and private equity partnerships for purposes of total return and to maintain equity exposure consistent with 
policy a llocations. Investments include: i) United States and international equity securi ties, mutual funds and equity futures valued at closing prices 
from national exchanges; and ii ) commingled funds , privately held securiti es and private equity partnerships va lued at unit values or net asset values 
provided by the investment managers, which are based on the fair value of the underl ying investments. Various methods are used to determine fa ir 
values and may include the cost of the investment, most recent financing, and expected cash nows. For some of these in vestments, rea li zation of the 
estimated fair value is dependent upon transactions between willing sellers and buyers. 

(b) Primaril y government and corporate debt securities fo r purposes of total ret urn and managing fixed income exposure to policy allocations. 
Investments include: i) fixed income securities and bond futures genera lly valued at c losing prices from national exchanges. fixed income pricing 
models and/or independent financia l ana lysts; and ii ) fixed commingled funds va lued at unit values provided by the investment managers , which are 
based on the fair va lue of the underlying investments. 

(c) Publicly traded common stock and limited partnerships in the energy and rea l estate sectors for purposes of total return . In vestments include: i) 
energy and real estate securities generally valued at clos ing prices from national exchanges; and ii ) commingled funds, private securi ti es. and limited 
partnerships valued al unit values or net asset values provided by the investment managers, which are genera lly based on the fai r va lue of the 
underlying investments. 

(cl) Global balanced fund of equity. fixed income and rea l estate securities for purposes of meeting Canadi an pension plan asset a llocation policies and 
insurance and annu ity contracts for purposes of providing a stable stream of income for retirees and to fund postrctirement medical benefits . Fair 
values are deri ved from unit values provided by the investment managers, which are generally based on the fair va lue of the underlying investments 
and contract fa ir va lues from the providers. 
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The fo llowing table is a roll forward of the Level 3 investments of our pension and poslreliremenl benefit pl an assets during the year ended May 30, 2010: 

In Millions 
Pension benefi t plan assets: 

Equity 
Fixed income 
Real asset in vestments 
Other in vestments 

Fair value acti vity of pension level 3 plan assets 

Postretiremenl benefit plan assets: 
Equity 
Fixed income 
Real asset investments 

Fair value acti vity of postreliremenl benefit level 3 plan assets: 

$ 

$ 

$ 

$ 

Balance as of Transfers 
May 31, 2009 In/( Out) 

423.9 $ $ 
4.2 

275.2 
0.5 

703.8 $ $ 

23.8 $ $ 
1.5 

17.0 
42.3 $ $ 

Purchases, Sales 
Issuances, and Net Balance as of 

Settlements (Net) Gain/{ Loss) Ma y 30, 2010 

17.0 $ 7 1.9 $ 512.8 
( 1.2) 0.9 3.9 
25.0 ( 1.5) 298.7 
(0.3) 0.1 0.3 
40.5 $ 7 1.4 $ 815.7 

( 1.5) $ 3.4 $ 25.7 
0.2 1.7 

(0.6) ( 1.8) 14.6 
(2. 1) $ 1.8 $ 42.0 

The net change in Level 3 assets attri butable lo unreali zed ga ins al May 30, 20 I 0, were $72.2 mill ion for our pension plan assets, and $ 1.2 million for our 
poslreti remenl plan assets. 

Expected Rate of Return on Plan Assets 
Our expected rate of return on plan assets is determined by our asset a llocation, our historical long-term investment performance, our estimate of future long­
term returns by asset class (using input from our actuaries. in vestment services, and in vestment managers) , and long-term inflation assumptions. We review 
this assumption annually fo r each plan. however. our annual investment performance for one particular year does not, by it self, s ignificantly influence our 
eva luation. 

Weighted-average asset a llocations for the past two fi sca l years for our defined benefit pension and other poslret irement benefit plans are as fo llows : 

Asset category: 
United States equ iti es 
International equiti es 
Pri vate equ iti es 
Fixed income 
Real assets 

Total 

2010 

Defined Benefit 
Pension Plans 

Fiscal Year 

32.6% 
17.1 
14.7 
22.4 
13.2 

100.0% 

2009 

29.5% 
19. 1 
13.6 
24.4 
13.4 

100.0% 

2010 

Other Postretirement 
Benefit Plans 

37.3 % 
18.3 
9.9 

28. 1 
6.4 

100.0% 

Fiscal Year 
2009 

32.6% 
18.4 
12.0 
28.4 

8.6 
100.0% 

The in vestment objecti ve fo r our defined benefit pension and other postretirement benefit plans is to secure the benefi t obligations to parti cipants al a 
reasonable cost to us. Our goal is to optimize the long-term return on plan assets at a moderate level of ri sk. The defined benefit pension and other 
postretirement port fo lios are broadly di versified across asset classes . Within asset c lasses, the portfo lios are further di versified across in vestment styles and 
investment organizations. For the defined benefit pension and other postretirement benefi t plans, the long-term in vestment policy allocations are : 30 percent 
to equities in the United States; 20 percent to international equities; I 0 percent to pri vate equiti es; 30 percent to fixed income; and I 0 percent to real assets 
(real estate, energy, and timber). The actual allocations to these asset classes may vary tacti cally around the long-term policy allocations based on relati ve 
market valuations. 
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Contributions and Future Benefit Payments 
We do not expect to make contributions to our defined benefit , other postre tire ment , and postemployment benefits plans in fisca l 20 I I. Actual fi scal 20 I I 
contributions could exceed our cun-ent projections, as in fluenced by our decision to undertake di scretionary 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 fi sca l 20 1 1-2020 as 
fo llows: 

Defined Other 
Benefit Postrelirement Medicare Postemployment 
Pension Benefit Plans Subsidy Benefit 

In Millions Plans Gross Payments ReceiQts Plans 
20 11 $ 194.8 $ 56.5 $ 5.4 $ 18.4 
20 12 202.8 60.9 5.8 18.4 
20 13 2 11.9 64.0 6.4 17.2 
20 14 22 1.4 66. 1 6.9 15.9 
20 15 23 1.4 69.6 7.5 15.0 
20 16-2020 1,33 1.7 394.8 45.4 67.0 

Defined Contribution Plans 
The Genera l Mi ll s Savings Plan is a defined contribution plan that covers domesti c salaried, hourly, nonunion, and certain union employees. This plan is a 
401 (k) sav ings pl an that includes a number of in vestment funds, including a Company stock fu nd, and an Employee Stock Ownership Plan (ESOP). We 
sponsor another money purchase plan for certain domesti c hourly employees with net assets of $16.8 mil lion as of May 30, 2010, and $ 15.6 million as of 
May 3 1, 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 fisca l 20 I 0, $59.5 million in fi scal 2009, and $6 1.9 million in fi sca l 2008. 

We matched a percentage of employee contributions to the General Mills Sav ings Plan with a base match plus a vari able yea r-end match that depended on 
annual resu lt s. Effective April I, 2010, the company match is directed to investment options of the partici pant's choos ing. Prior to April I, 20 10, 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, 20 10, and 5.6 million as of May 3 1, 2009. 

The ESOP ori ginally purchased our common stock principa ll y with funds borrowed from th ird parties and guaranteed by us. The ESOP shares are included in 
net shares outstanding for the purposes of calculating our EPS. The ESOP's third-party debt was repaid on June 30, 2007 . The ESOP's onl y assets are our 
common stock and temporary cash balances. The ESOP's share of the total defined contribution expense was $53.7 million in fi scal 20 I 0, $50.6 mi llion in 
fi sca l 2009, and $52.3 million in fi scal 2008. The ESOP's expense was calculated by the "shares allocated" method. 

The Company stock fund and the ESOP had $6 10.3 million and $425 .3 mi lli on of General Mills common stock as of May 30, 20 I 0. and May 3 1. 2009. 
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NOTE 14. INCOME TAXES 

The components of ea rnings before income taxes and after-tax earn ings from joint ventu res and the correspond ing income taxes thereon are as fo llows: 

In Millions 
Earnings before income taxes and after-tax earnings from joint vent ures: 

Uni ted States 
Foreion 

Total earnings before income taxes and after-tax earni ngs from joint ventures 

Income taxes: 
Curren tly payable: 

Federal 
State and local 
Foreio n 

Total current 
Deferred: 

Federal 
State and local 
Foreinn 

Total deferred 
Tota l income taxes 

2010 

$ 2,060.4 
144.1 

$ 2,204.5 

$ 616.0 
87.4 
45.5 

748.9 

38.5 
(4.9) 
11.3 
22.3 

$ 771.2 

Fiscal Year 
2009 2008 

$ 1.7 17.5 $ 1,646.5 
224.7 183.0 

$ 1.942.2 $ 1.829.5 

$ 457.8 $ 447.7 
37.3 52.9 

9.5 23 .5 
504.6 524. 1 

155.7 65.9 
36.3 24.2 
23.8 8.0 

2 15.8 98. 1 
$ 720.4 $ 622.2 

The Patient Protec tion and Affordable Care Ac t. as amended by the Health Care and Education Reconci liat ion Act of 20 10 (co llec tive ly. the Ac t) was signed 
in to law in March 20 10. The federa l government currently provides a subsidy, on a tax-free bas is. to companies that provide certain retiree presc ription drug 
bene fi ts (the Medicare Part D subsidy). The Act reduces the tax deductibility of retiree health cost to the ex ten t of any Medicare Part D subs idy received 
beginning in 20 13. As a result of thi s change in tax treatment, we recorded a non-cash income tax charge and a decrease to our deferred tax assets of 
$35 .0 million in fiscal 20 I 0 as of the enactment elate of the Act. 
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The fo llowi ng tab le reconciles the United Stales statutory income lax rate wi th our effective income lax rate: 

Fiscal Year 
2010 2009 2008 

United States statutory rate 35.0 % 35.0% 35 .0% 
State and local income laxes , net of federal tax benefits 2.5 2.9 3.5 
Foreign rate differences (1.8) (2.3) ( 1.2) 
Enactment date effect of health care reform 1.3 
Federal court decisions. including interest 2.7 ( 1.7) 
Domestic manufacturing deduction (1.8) ( I. I ) ( 1.0) 
Other, net (0.2) (0. 1) (0.6) 
Effective income tax rate 35.0 % 37. 1% 34.0% 

The tax effects of temporary differences that give rise to deferred lax assets and liabilities arc as fo llows: 

May 30, May 3 1. 
In Millions 20!0 2009 
Accrued liabilities $ 190.4 $ 160.0 
Restructuring, impai rment, and other exi t charges 0.4 
Compensation and employee benefit s 680.6 559.9 
Pension liab ility 76.5 
Unreali zed hedge losses 15.6 18.4 
Unreali zed losses 248.6 22 1.7 
Capital losses 93.l 165.7 
Net operating losses 119.8 94.6 
Other 134.5 95.4 
Gross deferred lax assets 1,559.1 1.3 16. 1 
Valuation allowance 392.0 440.4 
Net deferred tax assets 1 167.1 875.7 
Brands 1,279.5 1.286.6 
Depreciation 307.6 308. 1 
Prepaid pension asset 81.3 
Intangible assets I07.4 102.2 
Tax lease transactions 68.7 72.6 
Other 235.8 174.6 
Gross deferred lax li abilities 1999.0 2,025.4 
Net deferred tax li abilit $ 831.9 $ 1, 149.7 

We have estab li shed a va luation allowance against certain of the categories of deferred tax assets described above as current evidence does not suggest we 
will realize sufficient taxable income of the appropriate character (e .g .. o rdinary income versus capital ga in income) within the carry fo rward period 10 allow 
us to realize these deferred tax benefits. 

Of the total va luation allowance of $392 .0 million, $ 168.8 million relates lo a deferred lax asset fo r losses recorded as part of the Pillsbury acq uisition. Of the 
remaining va luation a llowance, $93. I million relates to capital loss carryforwards and $ I 19.8 million relates to state and fo reign operating loss carryforwards. 
As of May 30, 20 I 0, we believe it is more likely than not that the remainder of our deferred tax asset is reali zab le. 

The carryforward periods on our fo reign loss carryforwards are as fo llows: $8 1.2 mil lion do not expire: $9.8 million expire between fi scal 20 11 and fi scal 
20 12; and $ 19.7 million expire between ll sca l 2013 and ll scal 20 19. 
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We have not recognized a deferred tax liability for unremitted earnings of $2.1 billion from our foreign operations because our subsid iaries have invested or 
will invest the undistributed earnings indefinitely, or the earnings will be remitted in a tax-free transaction. It is imprac tical for us to determine the amount of 
unrecognized deferred tax liabi lities on these indefinitely reinvested earnings. Deferred taxes are recorded for earnings of our fore ign operat ions when we 
determine that such earni ngs are no longer indefi nitely reinvested. 

An nually we file more than 350 income tax returns in approxi mately 100 global taxing juri sdictions. A number of years may elapse before an uncertain lax 
posi tion is audi ted and finally resolved. While it is often difficult to predict the final outcome or the timing of resolution of any particular uncertain tax 
pos ition, we believe that our liabilities for income taxes reflect the most likely outcome. We adj ust these liabi lities, as well as the related interest, in light of 
changing facts and circumstances . Selllement of any particular position would usually require the use of cash. 

The number of years with open tax audits varies depending on the tax jurisdiction. Our major taxing jurisdictions include the Un ited States (federal and state) 
and Canada. We are no longer subject to United States federal exam inat ions by the IRS for fisca l years before 2002. 

The IRS has conc luded its field examination of our 2006 and prior federal tax years, which resulted in payments of $17.6 million in fi scal 2009 and 
$56.5 million in fi scal 2008 to cover the additional U.S . income tax liability plus in terest related to adj ustments during these audit cyc les. The IRS also 
proposed additional adj ustments for the fiscal 2002 to 2006 audit cycles related to the amount of capital loss and depreciat ion and amortization we reported as 
a result of our sale of noncontroll ing interest in our GMC subsidiary. The IRS has proposed adjustments that effectively eliminate most of the tax benefits 
associated with this transaction . We believe our positions are supported by substantial technical authority and are vigorously defending our positions. We arc 
cu rrently in negotiations with the IRS Appeals Division fo r fiscal 2002 to 2006. We have determined that a portion of this mailer shou ld be included as a tax 
liabi lity and have accordingly included it in our total liabilities for uncertain tax positions. The IRS initi ated its audit of our fiscal 2007 and 2008 tax years 
during fi scal 2009. 

In the third quarter of fisca l 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 
mailer. In the third quarter of fi scal 2009, the U.S . Court of Appeals for the Eighth Circuit issued an opini on reversing the district court dec ision. As a result , 
we recorded $52.6 million (i ncluding interest) of income tax expense related to the reversal of cumulative income tax benefits from thi s uncertain tax mailer 
recognized in fi scal years 1992 th rough 2008. We expect to make cash tax and interest payments of approxi mately $3 1.7 mill ion in connecti on with thi s 
matter. 

Various tax examinations by Un ited States state tax ing au thori ties could be conducted for any open tax year, which vary by jurisdiction, but are generally 
from 3 to 5 years. Currently, several state examinations are in progress. The Canada Revenue Agency is conducting an audit of our income tax returns in 
Canada fo r fiscal years 2003 (which is our earl iest 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 fin ancial position or resu lts of operations. 

We apply a more-li ke ly-than-not threshold to the recognition and derecognition of uncertain tax positions. Accordingly we recogn ize the amount of tax 
benefit that has a greater than 50 percent likelihood of being ultimately realized upon setl lement. Future changes in judgment related to the expected ultimate 
resolut ion of uncertain tax positions will affec t earni ngs in the quarter of such change. 
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The fo llowing table sets forth changes in our total gross unrecognized tax benefit liabi lities, exc luding accrued interest, for fi scal 20 I 0. Approximately 
$206.4 million of thi s total represents the amount that, if recognized, would affect our effec ti ve income tax rate in future periods. This amount differs from the 
gross unrecognized tax benefit s presented in the table because certa in of the li abi lit ies below would impact deferred taxes if recogni zed or are the result of 
stock compensation items impacting additional paid-in capital. We also would record a decrease in U.S . federa l income taxes upon recognition of the state tax 
benefit s included therein. 

In Millions 
Balance. begi nning of year 
Tax pos ition re lated to current year: 

Additions 
Tax pos itions related to prior years: 

Addi tions 
Reductions 
Settl ements 

Lapses in statutes of limitations 
Balance end of car 

2010 
$ 

$ 

Fiscal Year 
2009 

570.1 $ 534.6 

19.7 66.8 

7.1 48.9 
(37.6) (63.7) 

(1.9) ( 13.0) 
(4.5) (3.5) 

552.9 $ 570. I 

As of May 30. 201 0, we have class ified $299.0 million of the unrecognized tax benefi ts as a current li ability as we expect to pay these amounts within the 
next 12 months, inc luding a portion of our potential liability for the matter reso lved by the U.S . Court of Appeals. as discussed above. While fi sca l years 2007 
and 2008 are currently under examination by the Internal Revenue Service (IRS). we arc not able to reasonab ly estimate the timing of futu re cash nows 
beyond 12 months due to uncertainties in the timing of thi s and other tax audit outcomes. The remaining amount of our un recog nized tax li ability was 
classified in other liabilities. 

We report accrued interest and penalties related to unrecognized tax benefits in income tax expense. For fisca l 20 I 0, we recognized a net $16.2 million of tax­
related net interest and penalties , and had $ 174.8 million of acc rued interest and penalties as of May 30, 20 10. 
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OTE 15. LEASES AND OTHER COMMITME TS 

An analys is of rent expense by type of property fo r operating leases follows : 

Fiscal Year 
In Millions 2010 2009 2008 
Warehouse space $ 55.7 $ 51.4 $ 49.9 
Equipment 30.6 39.1 28.6 
Other 51.6 49.5 43.2 
Total rent expense $ 137.9 $ 1-10.0 $ 121.7 

Some operating leases requ ire payment of propert y taxes. insurance, and maintenance costs in add ition to the rent payments. Contingent and escalation rent in 
excess of minimum rent payments and sublease income netted in rent expense were insignificant. 

Noncancclable futu re lease com111itmcnts arc: 

In Millions 
20 11 
20 12 
20 13 
2014 
20 15 
After 20 15 
Total noncancclable future lease commit111ents 

Less: interest 
Present va lue of obli gations under capital leases 

Operating 
Leases 

$ 

$ 

Capital 
Leases 

87 .4 $ 
63 .9 
46.8 
31.5 
22.4 
63.3 

315.3 $ 

$ 

These future lease co111111it111ents will be partially offset by esti111ated future sublease receipts of $16 111illion. Depreciation on capital leases is recorded as 
depreciation expense in our results of operations. 

1.7 
1.3 
I. I 
0.3 
0.2 

4.6 

0.5 
4. 1 

As of May 30. 20 I 0, we have issued guarantees and co 111 fo rt letters of $537.5 mill ion fo r the debt and other obligations of consolidated subsidiaries, and 
guarantees and comfort letters of $30 1.6 million for the debt and other obligations of non-consolidated affiliates, 111ain ly CPW. In add ition, off-balance sheet 
arrangements are generally li 111itcd to the future payments under non-cancelablc operating leases, which totaled $3 I 5.3 million as of May 30, 20 I 0. 

We arc involved in various claims, including environmental matters, ari sing in the ordi nary course of business. In the opin ion of management , the ultimate 
disposition of these matters. either individually or in aggregate. will not have a materi al adverse effect on our fina ncial position or results of operations. 
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NOTE 16. BUS I ESS SEGMENT A D GEOG RAPHIC INFORMATION 

We operate in the consumer foods industry. We have three operat ing segments by type of customer and geographic reg ion as follows: U.S. Retail, 
69.8 percent of our fi sca l 20 I 0 consolidated net sales: International , 18.2 percent of our fi sca l 20 I 0 consolidated net sa les; and Bakeri es and Foodservice. 
12.0 percent of our fiscal 20 I 0 consolidated net sales. 

Our U.S. Retail segment re ncc ts business wi th a wide variety of grocery stores, mass merchandisers, membership stores. natura l food chains, and drug, dollar 
and discount chains operating throughout the United States. Our major product categories in thi ~ busi ness segment are ready- to-cat cereals, refri gerated 
yog urt, ready-to-serve soup, dry dinners, shelf stable and frozen vegetables, re fri gerated and frozen dough products, dessert and baking mixes, frozen pizza 
and pizza snacks. grain , fru it and savory snacks, and a wide variety of organic products includi ng soup, g ranola bars, and cerea l. 

In Canada, our major product categories are ready-to-cat cerea ls. shelf stable and frozen vegetables . dry dinners, re fri gerated and frozen dough products. 
dessert and baking mi xes, frozen pizza snacks, and gra in , fruit and savory snacks . In markets outs ide orth America, our product categories include super­
premium ice cream, grain snacks , shelf stable and frozen vegetables. dough products, and dry din ners. Our Inte rnational segment a lso includes products 
manufactured in the United States for export, mainly to Caribbean and Latin American markets, as well as products we manufac ture for sale to our 
international joint ventures. Revenues from export acti vities are reported in the region or country where the end customer is located. These inte rnational 
businesses are managed through 34 sales and marketing offi ces. 

In our Bakeries and Foodservice segment our major product categories are cereals, snacks, yog urt , unbaked and fu ll y baked frozen dough products. baking 
mixes, and nour. Many products we sell are branded to the consumer and nearly a ll are branded to our customers. We sell to distributors and operators in 
many customer channels including foodscrvice , convenience stores. vending, and supermarket bakeries. Followi ng our fisca l 2009 divestitu res, substantially 
all of thi s segment's operations are located in the United States. 

Operating profit for these segments excl udes una llocated corporate items, restructuring, impairment , and other ex it costs, and divestiture gains and losses. 
Unallocated corporate items include variances to planned corporate overhead expenses, va ri ances to planned domesti c employee benefit s and incenti ves , all 
stock-based compensation costs, annual contributions to the General Mills Fou ndation, and other items that are not part of our measurement of segment 
operating performance. These include ga ins and losses arising from the reva luat ion o f certain gra in inventori es and ga ins and losses from mark-to-market 
valuation of certain commod ity posi tions until passed back to our operating segments in accordance with our po licy as discussed in Note 2. These items 
affecting operating profit are centrall y managed at the corporate level and arc exc luded from the measure of segment profitabili ty rev iewed by executi ve 
management. Under our suppl y chain organ ization, our manufacturing, warehouse, and di stribut ion activities arc substantia ll y integrated ac ross our operations 
in order to maximize effic iency and productivi ty. As a result , fixed assets and depreciation and amo11ization expenses are neither maintained nor ava ilable by 
operating segment. 

As di scussed in Note I, we adopted new accounting guidance on noncontrolling interests at the beginning of fi sca l 20 I 0. To conform to the current year's 
presentation, earnings attributab le to noncontro lling interests in fo re ign subsidiaries of $2. 1 mi ll ion in fiscal 2009, and $ 1.4 million in fi scal 2008. which were 
prev iously deducted from the Internat ional segment's operating profit, have been rec lass ified to net earnings attributable to noncontrolling interests. 
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Our operating segment resu lt s were as fol lows: 

In Millions 
Net sa les: 

U.S. Retail 
International 
Bakeri es and Foodservice 

Total 
Operating proli t: 

U.S. Retail 
Inte rnational 
Bakeri es and Foodservice 

Total segment operating prolit 
Unallocated corporate items 
Divestitures (gain ), net 
Restruc turing. impairment , and o ther exi t costs 
Operating prolit 

The fo llowing table provides linancial in formation by geographic area: 

In Millions 
Net sales: 

United States 
Non-United States 

Total 

In Millions 
Land. bui ldings. and equipment: 

United States 
Non-United Stales 

Total 

$ 

$ 

$ 

$ 

2010 

$ 10,323.5 
2,702.5 
1 770.5 

$ 14,796.5 

$ 2,392.0 
219.2 
250.1 

2,861.3 
223.8 

31.4 
$ 2,606.1 

2010 

12,077.6 $ 
2 71 8.9 

14 796.5 $ 

May 30, 
2010 

2,619.7 $ 
508.0 

3 127.7 $ 

C-41 

Fiscal Year 
2009 2008 

$ 10,052. 1 $ 9,072.0 
2,591.4 2,558.8 
2,047.8 2.021.3 

$ 14,69 1.3 $ 13,652.1 

$ 2,208.5 $ 1,97 1.2 
263.5 270.3 
171.0 165.4 

2,643.0 2,406.9 
361.3 156.7 
(84.9) 
41.6 2 1.0 

$ 2,325.0 $ 2,229.2 

Fiscal Year 
2009 2008 

12,057.4 $ 11,036.7 
2,633.9 2.6 15.4 

14,69 1.3 $ 13 652.1 

May 3 1, 
2009 

2.555.6 
479.3 

3.034.9 
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NOTE 17. SUPPLEME TALI FORMATIO 

The components of certain Consolidated Balance Sheet accounts are as follows: 

In Millions 
May 30, May 31. 

2010 2009 
Receivables: 

From customers $ 1,057.4 $ 971.2 
Less allowance fo r doubtful accounts (15.8) ( 17.8) 

Total $ l 041.6 $ 953.4 

In Millions 
Inventori es: 

Raw materials and packaging 
Finished goods 
Grain 
Excess of FIFO or weighted-average cost over LIFO cost (a) 

Total 

(a) Inven tories of $958.3 million as of May 30, 20 I 0, and $908.3 million as of May 31, 2009. were valued at LIFO. 

In Millions 
Prepaid expenses and other current assets: 

Prepaid expenses 
Accrued interest receivable, including interest rate swaps 
Derivative receivab les. primari ly commod ity- related 
Other receivables 
Current marketable securiti es 
Mi scellaneous 

Total 

$ 

$ 

$ 

$ 

May 30, 
2010 

247.5 
1,131.4 

107.4 
(142.3) 

l 344.0 

May 30, 
2010 

$ 

$ 

127,5 $ 
64.9 
48.8 

101.4 
4.8 

31.l 
378.5 $ 

May 31, 
2009 

273. 1 
1,096.1 

126.9 
( 149.3) 

1.346.8 

May 31, 
2009 

197.5 
73 .4 
32.0 
87 .6 
23.4 
55.4 

469.3 
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In Millions 
Land. buildings. and equipment : 

Land 
Buildings 
Buildings under capital lease 
Equipment 
Equipment under capital lease 
Capita li zed software 

onstruction in progres> 
Total land. bui ldings. and equipment 

Less accumul ated depreciation 
Total 

In Millions 
Other assets: 

Pension assets 
Investments in and advances to joint ventures 
Li re insurance 

on-current deri vati ve rece iva bles 
M isce ll aneous 

Total 

In Millions 
Other current li abilities: 

Accrued payro l 1 
Accrued interest 
Accrued trade and consumer promotions 
Acc rued taxes 
Deri vati ve payable 
Accrued customer ad vances 
Miscell aneous 

Total 

In Millions 
Other noncurrenl li abilities: 

Interest rate swaps 

$ 

$ 

$ 

$ 

May 30, 
2010 

$ 

$ 

58.0 $ 
1,653.8 

19.6 
4,405.6 

25.0 
318.7 
469.0 

6,949.7 
(3,822.0) 
3,127.7 $ 

May 30. 
2010 

2.2 
398.1 

88.2 
130.1 
144.8 
763.4 

May 30, 
2010 

331.4 $ 
136.5 
555.2 
440.2 

18.1 
25.5 

255.3 
1,762.2 $ 

Accrued compensat ion and benefi ts. inc luding obligati ons for underfunded other postretiremenl and postemploy mcnl benefit pl ans 
Acc rued income laxes 
Miscell aneous 

Total 

C-43 

May 31. 
2009 

$ 

$ 

55.2 
1,57 1.8 

25.0 
4.324.0 

27.7 
268.0 
349.2 

6,620.9 
(3,586.0) 
3.03-1 .9 

May 31. 
2009 

195. I 
283.3 

89.8 
189.8 
137.0 
895.0 

May 31. 
2009 

338.2 
182. 1 
-l73.5 
168.0 
25.8 
19.3 

275.0 
1.48 1.9 

May 30, May 31. 
2010 2009 

$ 180.2 $ 258.7 
1,588.1 1.051.0 

276.3 5-11 .5 
74.1 81.0 

$2,118.7 $ 1.932.2 
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Certain Consolidated Statements of Earnings amounts are as fo llows: 

In Millions 
Depreciation and amorti zation 
Research and development expense 
Advertising and media expense (including production and communication costs) 

The components of interest, net are as fo llows: 

Expense (Income), in Millions 
Interest expense 
Capita li zed interest 
Interest income 
Loss on debt repurchase 
Interest, net 

Cert ain Consolidated Statements of Cash Flows amounts are as fo llows: 

In Millions 
Cash interest payments 
Cash paid fo r income taxes 

$ 

$ 

$ 

2010 
374.5 $ 

(6.2) 
(6.8) 
40.1 

401.6 $ 

2010 
384.1 $ 
672.5 

Fiscal Year 
2010 2009 

$ 457.1 $ 453.6 $ 
218.3 208.2 
908.5 732 .I 

Fiscal Year 
2009 2008 

409.5 $ 
(5 .1 ) 

(2 1.6) 

382.8 $ 

Fiscal Year 
2009 2008 

292.8 $ 
395.3 

In fi scal 2009, we acquired Humm Foods by issuing 1.8 million shares of our common stock to its shareholders, 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. 

2008 
459.2 
204.7 
587.2 

432.0 
(5 .0) 

(27 .3) 

399.7 

436.6 
444.4 
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NOTE 18. QUARTERLY DATA (UNAUDITED) 

In May 20 1 O. our Board of Directors approved a two-for-one stock split to be effected in the form of a I 00 percent stock dividend to stockholders of record on 
May 28, 20 I 0. The Company's stockholders received one additional share of common stock for each share of common stock in their possess ion on that date. 
The additional shares were distributed on June 8, 20 10. Thi s 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. 

Summarized quarterly data for li scal 2010 and liscal 2009 follows: 

First Quarter Second Quarter Third Quarter Fourth Q ua r ter 
In Millions, Except Per Fiscal Year Fiscal Year Fiscal Year Fiscal Year 

Share Amounts 2010 2009 2010 2009 2010 2009 2010 2009 
Net sales $ 3,518.8 $ 3,497.3 $ 4,078.2 $ 4,010.8 $ 3,629.1 $ 3,537.4 $ 3,570.4 $ 3,6-i5 .7 
Gross margin 1,458.7 1.191 .7 1,746.1 1.2 19.6 1,377.S 1,277.5 1,291.3 1,544.6 
Net earnings attributable to General Mills (a) 420.6 278.5 565.5 378.2 332.S 288.9 211.9 358.8 
EPS: 

Basic $ 0.64 $ 0.41 $ 0.86 $ 0 .57 $ 0.50 $ 0 .44 $ 0.32 $ 0.54 
Diluted $ 0.62 $ 0.40 $ 0.83 $ 0.54 $ 0.48 $ 0.42 $ 0.31 $ 0.53 

Di vidends per share $ 0.24 $ 0.22 $ 0.23 $ 0.21 $ 0.25 $ 0.2 1 $ 0.24 $ 0.22 
Market price of common stock : 

High $ 30.20 $ 33 .85 $ 34.56 $ 35 .08 $ 36.18 $ 32.39 $ 36.96 $ 27.75 
Low $ 25.59 $ 29.94 $ 28.99 $ 29.06 $ 34.00 $ 27.52 $ 34.74 $ 23.6 1 

(a) Net earnings in the fourth quarter of fiscal 20 10 included interest expense of $40. 1 mil lion 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 (sec ote 14). 

Glossary 

AOCI. Accumulated other comprehensive income (loss) . 

Average total capital. Used for ca lculat ing return on average total capital. Notes payab le, long- term debt inc luding current portion. noncontrolling interests , 
and stockholders' equity, excluding accumulated other comprehensive income (loss) and certain after-tax earnings adjustments. The average is ca lculated 
using the average of the beginning of fiscal year and end of fi sca l year Consolidated Balance Sheet amounts fo r these line items. 

Core working capital. Accounts receivable plus inventories less accounts payable, al l as of the last day of our fiscal year. 

Depreciation associated with restructured assets. The increase in depreciation expense caused by updating the sa lvage value and ' hortening the useful life 
of depreciable fixed assets to coi ncide with the end of production under an approved rest ructuring plan, but onl y if impairment is not present. 

Derivatives. Financial inst ruments such as futures , swaps, opt ions, 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 earnings before income taxes and fixed charges (before tax). di vided by the sum of the fixed charges (before tax) 
and interest. 

Generally Accepted Accounting Principles (GAAP). Guidelines. procedures, and pract ices that we are req uired to use in recording and reporting accounting 
information in our financial statements. 

Goodwill. The difference between the purchase price of acquired companies and the related fair va lues of net assets acqu ired. 

Hedge accounting. Accou nting for qualifying hedges that allows changes in a hedging instrument's fair va lue 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 
effecti ve, and onl y prospectively from the elate a hedging relationship is formally documented. 

Interest bearing instruments. Notes payable, long-term debt. including current portion , cash and cash equivalents. and certain interest bearing investments 
class ilied within prepaid expenses and other current assets and other assets. 

LIBOR. London Interbank Offered Rate. 

Mark-to-market. The act of determining a value fo r financial instruments, commodity contracts, and related assets or liabilities based on the current market 
price fo r that item. 
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Net mark-to-market valuation of certain commodity positions. Realized and unreali zed gains and losses on derivative contracts that will be a llocated to 
segment operating profit when the exposure we arc hedging affec ts earnings. 

Net price realization. The impact of li st and promoted price changes, net of trade and other price promotion costs. 

oncontr olling interests. Interests of subsidiaries held by third parti es. 

otional principal amount. The principal amount on which fi xed-rate or fl oating-rate interest payments are calculated. 

OCI. Other comprehensive income (loss). 

Operating cash flow to debt ratio. et cash provided by operating acti vities. divided by the sum of notes payable and long-term debt , including current 
portion. 

Reporting unit. An operating segment or a business one level below an operating segment. 

Return on average total capita l. Net earnings attributable to General Mills, excluding after-tax net interest. and adjusted for certain items affecting year­
over-year comparability. di vided by average total capital. 

Segment operating profit margin. Segment operating profit di vided by net sales fo r the segment. 

Supply chain input costs. Costs incurred to produce and deliver product. including ingredien t and conversion costs, inventory management . logistics, 
warehousing. and others. 

Total debt. Notes payable and long-term debt. including current portion. 

Transact ion gains and losses. The impac t on our Consolidated Financial Statements of foreign exchange rate changes ari sing from specific transactions. 

Translation adjustments. The impact of the conversion of our foreign affili ates' financial statements to U.S. dollars for the purpose of consolidating our 
finan cial statements. 

Variable interest entities (VIEs). A legal structure that is used for business purposes that either ( I) does not have equity investors that have voting rights and 
share in a ll the entity's profits and losses or (2) has equity investors that do not provide sufficient financial resources to support the entit y's acti vities. 

Working capital. Current assets and current liabilities, all as o f the last day of our fi sca l year. 

ITEM9 C hanges in and Disagreements With Accountants on Accounting and Financial Disclosure 

None. 

ITEM 9A Controls and Procedures 

We. under the superv ision and with the parti cipation of our management , including our Chief Execut ive Officer and Chief Financial Officer, have evaluated 
the e ffecti veness of the des ign and operation of our disc losure controls and procedures (as defin ed in Rule I 3a- 15(e) under the 1934 Act). Based on that 
evaluation, our Chie f Executi ve Officer and Chie f Financial Officer have concluded that. as of May 30, 2010. our di sc losure cont rols and procedures were 
effecti ve to ensure that information required to be disclosed by us in reports that we file or submit under the 1934 Act is ( I) recorded, processed. summarized, 
and rcpo11cd within the time periods specified in applicable rules and forms, and (2) accumulated and communicated to our management. including our Chief 
Executi ve Officer and Chief Financial Officer. in a manner that allows timely decisions regarding required di sc losure. 

There were no changes in our internal control over financial reporting (as defined in Ruic I 3a- I 5( f) under the 1934 Act) during our fiscal quarter ended 
May 30. 20 I 0. that have materi ally affected. or are reasonably likely to materially affect. our internal control over financial repo11ing. 
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MANAGEMENT'S REPORT ON INTERNAL CONTROL OVER FINANCIAL REPORTING 

The management of General Mill s, Inc. is responsible fo r establishing and maintain ing adequate internal cont rol over financial reporting, as such term is 
defined in Ruic I 3a- 15(f) under the 1934 Act. The Company's interna l contro l system was designed to provide reasonable assurance to our management and 
the Board of Directors regarding the preparation and f"air presentation of published fin ancial statements. Under the supervision and with the participation of 
management. including our Chief Executi ve Ofli cer and Chief Financial Officer, we conducted an assessment of the effecti veness of our internal control over 
financial reporting as of May 30, 2010. In making thi s 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 criteri a set fo rth by COSO in Internal Cont rol - Integrated Framework, management concluded that our internal control 
over financial reporting was effecti ve as of May 30, 20 I 0. 

KPMG LLP, our independent registered public accounting firm, has issued a report on the effecti veness of the Company's internal cont ro l over fin ancial 
reporting. 

Isl K. J. Powell 

K. J. Powell 
Chairman of the Board and Chief 
Executi ve Oflicer 

July 9, 2010 

Isl D. L. Mulligan 

D. L. Mu lligan 
Executive Vice President and Chief 
Financial Officer 

Our registered public accounting firm's attestation report on our internal cont ro l over fin ancial reporting is included in the "Report of Independent Registered 
Public Accounting Firm" in Item 8 of this report. 



Glossary 

A 
Accelerated depreciation A higher amount of depreciation is 
recorded in the early years and a lower amount in the later years. 
(p. 384) 

Account A record used to accumulate amounts for each in dividual 
asset, liabili ty, revenue, expense, and component of stockholders' 
eq uity. (p. 11 3) 

Account receivable A receivable arising fro m the sale of goods or 
se rvices with a verbal promise to pay. (p. 332 ) 

Accow1ting The process of identifying, measuring, and communi ­
cating economic in formation to va rious users . (p. 11 ) 

Accounting controls Proced ures concerned with safeguarding the 
asse ts or the rel iability of the fin ancial statements. (p. 306) 

Accounting cycle A SCJics of steps performed each period and culmi ­
nating with the preparation of a set of fi nancial statements. (p. 184) 

Accow1ting system Methods and records used to accurately 
report an entity's transactions and to maintain accountability fo r 
its assets and liabili ties. (p. 305) 

Accounts payable Amounts owed fo r inventory, goods, or se rvices 
acquired in the normal course of business . (p. 43 1) 

Accounts receivable turnover ratio A measure of the number of 
ti mes accoun ts receivable arc collected in a period . (p. 689 ) 

Accrual Cash has not yet been paid or received but expense has 
been incurred or revenue earned . (p. I 78 ) 

Accrual basis A system of accounting in which revenues arc recog­
nized when earned and expenses arc recognized when incurred. 
(p. 162 ) 

Accrued asset An asset resulting fro m the recogni tion of a revenue 
before the receipt of cash. (p. 178 ) 

Accrued liability A liabi lity resul ting from the recognition of an 
expense before the payment of cash. (pp. 178, 437) 

Acid-test or Quick ratio A stricter test of liquidi ty than the 
current ratio; excludes inventory and prepayments from the 
nu merator. (p. 687) 

Acquisition cost T he amount that includes all of the cost nor­
mally necessary to acqui re an asset and prepare it fo r its intended 
USC. (p. 380 ) 

Additional paid-in capital T he amount received for the issuance 
of stock in excess of the par value of the stock. (p. 543 ) 

Adjusting entries Journal ent ries made at the end of a period by a 
company using the accrual basis of accounting. (p. 168) 

Adm inistrative controls Procedures concerned with efficient opera­
tion of the business and adherence to manage1ial policies. (p. 306) 

Aging schedule A fo rm used to categori ze the various individual 
accounts receivable according to the length of time each has been 
outstanding. (p. 339 ) 

Allowance for doubtful accounts A contra-asset account used to 
reduce accounts receivable to its net reali zable value. (p. 336) 

Allowance method A method of estimating bad debts on the ba­
sis of either the net credit sales of the period or the accounts re­
ceivable at the end of the period . (p. 336) 

American Institute of Certified Public Accountants (AICPA) 
The professional organization of certified pu blic accountants. (p. 25) 

Annuity A series of payments of equal amounts. (p. 45 0) 

Asset A fu ture economic benefit. (p. 9 ) 

Asset turnover ratio The relationship between net sales and aver­
age total assets. (p. 696) 

Audit committee A board of directors subset that acts as a direct con­
tact bct:wccn the stockholders and the independent accounting firm . 
(p. 305) 

Auditing T he process of exami ning the fi nancial statements and 
the underlying records of a company to render an opinion as to 

whether the statements arc fa irly presented . (p. 26) 

Auditors' i·eport The opinion rendered by a public accoun ting 
fi rm concerning the fairness of the presentation of the fi nancial 
statements. (p. 81) 

Authorized shares T he max imum number of shares a corporation 
may issue as indicated in the corporate charter. (p. 543 ) 

B 
Balance sheet The fin ancial statement that summari zes the assets, 
liabil ities, and owners' eq uity at a specific point in time. (p. 15) 

Bank reconciliation A form used by the accountant to reconcile 
or resolve any differences between the balance shown on the bank 
statement for a particular accou nt with the balance shown in the 
accounting records. (p. 299) 

Bank statement A detailed list, provided by the bank, of all activ­
ity for a particular account during the month. (p . 298 ) 

Blind receiving repo1·t A form used by the receiving department 
to account for the quan tity and condition of merchandise received 
from a supplier. (p. 314) 

Board of directors A group composed of key officers of a corpo­
ration and outside members responsible for ge neral oversight of 
the affairs of the entity. (p. 305) 

Bond A certificate that represents a corporation's promise to repay 
a certain amount of money and interest in the futu re. (p. 7 ) 

Bond issue p1·ice T he present value of the annuity of interest pay­
ments plus the present value of the principal. (p . 49 3) 

Book value T he o riginal cost of an asset min us the amount of 
accu mu lated depreciation. (p. 383 ) 

Book value per share Total stockholders' equity divided by the 
number of shares of common stock outstand ing. (p. 560 ) 

G-1 



G-2 Glossary 

Business All of the activities necessary to provide the members of 
an economic system with goods and services. (p. 4) 

Business entity An organization operated to earn a profit. (p. 6) 

c 
Callable bonds Bonds that may be redeemed or retired before 
their specified due date . (p. 492 ) 

Callable feature Allows the firm to eliminate a class of stock by 
paying the stockholders a specified 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. 9) 

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 premium or minus the amount of unamortized 
discount. (p. 498 ) 

Cash basis A system of accounting in which revenues arc recog­
nized when cash is received and expenses arc recognized when 
cash is paid. (p. 162 ) 

Cash equivalent An investment that is readily convertible to a 
known amou nt 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 meas­
ure of the abili ty to pay 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 fo r an indi ­
vidual who has passed a uni form exam administered by the 
AICPA and has met 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 accow1ts A numerical list of all accounts used by a 
company. (p. 11 4 ) 

Closing entries Journal entries made 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. (p. 185 ) 

Comparability For accounting information, the qua li ty that 
allows a user to analyze two or more companies and look for simi ­
larities and dificrenccs. (p. 59 ) 

Compow1d interest Interest calculated on the principal plus pre­
vious amounts of interest. (p . 446) 

Comprehensive income Total change in net assets from all sources 
except invesunents by or distributions to the owners. (p. 558 ) 

Conservatism The practice of using the least optimistic estimate 
when two estimates of amounts arc about equally likely. (p. 60) 

Consistency For accounti ng information, the quality that allows 
a user to compare two or more accounting periods for a single 
company. (p . 60 ) 

Contingent asset An existing condi tion 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 subsidia1y ledger. (p. 334) 

Convertible feature Allows prctl: rrcd stock to be exchanged for 
common stock. (p. 545 ) 

Corporation A form of ent ity organized under the laws of a par­
ticular state ; ownership evidenced by shares of stock. (p. 7) 

Cost of goods available for sale Beginning invcnto1y plus cost of 
goods purchased. (p. 226) 

Cost of goods sold Cost of goods available for sale minus ending 
inventory . (p. 226) 

Cost principle Assets arc recorded at the cost to acquire them. 
(p. 23 ) 

Credit An entry on the right side of an account. (p. 11 8) 

Credit card draft A mu ltiple-copy document used by a company 
that accepts a credit card for a sale . (p. 347 ) 

Credit memoranda Add itions on a bank statement for such items 
as interest paid on the account and notes collected by the bank fo r 
the customer. (p. 299) 

Creditor Someone to whom a company or person has a debt. 
(p. 9) 

Cwnulative feature The right to dividends in arrears before the 
current-year dividend is distributed. (p. 545 ) 

Current asset An asset that is expected to be rea li zed in cash or 
sold or consumed durin g the operating cycle or within one year if 
the cycle is shorter than one year. (p. 63 ) 

Current liability An obligation that will be satisfied withi n the 
next ope rating cycle or within one year if the cycle is shorter than 
one year. (pp . 65, 43 1) 

Current maturities of long-term debt T he portion of a long­
term liabili ty that will be paid within one year. (p. 435 ) 

Current ratio Current assets divided by current liabi lities. (p. 67) 

Current value The amount of cash or its equivalent that could be 
received by sell ing :m asset currently. (p. 160) 

D 
Debenture bonds Bonds that arc not backed by specific collateral. 
(p.492 ) 

Debit An en tty on tl1e left side of an account. (p. 118) 

Debit memoranda Deductions on a bank statement fo r items 
such as NSF checks and various service charges . (p . 299) 



Debt securities Securities issued by corporations and governmen­
tal bodies as a form 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 
payments . (p. 693 ) 

Debt-to-equity ratio The ratio of total liabi li ties to total stock­
holders' equity. (p. 69 1) 

Deferral Cash has been paid or received but expense or revenue 
has not yet been recognized. (p. 177) 

Deferred expense An asset resulting from the payment of cash 
before the incurrence of expense. (p. 177) 

Deferred revenue A liability resulting from the receipt of cash 
before the recognition of revenue . (p. 177 ) 

Deferred tax The account used to reconci le the difference 
between the amount recorded as income tax expense and the 
amount that is payable as income tax. (p. 514) 

Deposit in transit A deposit recorded on the books but not yet 
reflected on the bank statement. (p. 299 ) 

Depreciation The process of allocating the cost of a long-term 
tangible asse}.-Qver its useful 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 payments arc reported. (p. 615 ) 

Direct write-off method The recognition of bad debts expense at 
the point an account is written off as uncollectiblc. (p. 335) 

Discontinued operations A line item on the income statement to 
reflect 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 ) 

Discotmt The excess of the face value of bonds over the issue price. 
(p.495 ) 

Discount on notes payable A conu-a 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 T he annual dividend amount divided by 
the annual net income; or the percentage of earnings 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 
owne rs. (p. 17) 

Double-declining-balance method Depreciation is recorded at 
twice the straight-line rate , but the babncc is reduced each period. 
(p. 384 ) 

Double-entry system A system of accounting in which every 
transaction is recorded with equal debits and credits and the 
accounting equation is kept in balance. (p. 120) 

E 
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
tcrring a portion of the premium or discount to interest expense; 
this method results in a constant effective interest rate . (p. 498 ) 

Equity securities Securities issued by corporations as a form of 
ownership in the business. (p. 349 ) 

Estimated liability A contingent liabil ity 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 assets or incurrenccs of liabilities resulting 
from delivering goods, rendering services, or carrving out other 
activities . (pp . 9, 168) 

External event An event involving interaction between an entity 
and its environment. (p. I 07) 

Extraordinary item A line 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) 

F 
Face rate of interest The rate of interest on the bond certificate . 
(p. 493 ) 

Face value The principal amount of the bond as stared on the 
bond certificate . (p . 491 ) 

Faithful representation The quality of information that makes it 
complete, neutral , and free from error. (p. 59 ) 

FIFO method An inventory costing method that assigns the most 
recent costs to end ing inventory. (p. 240 ) 

Financial accounting The branch of accounting concerned with 
the preparation of financial statements for outsider use. (p. 11 ) 

Financial Accounting Standards Board (FASB) The group in 
the private sector with authority to set accounting standards. (p. 25) 

Financing activities Activities concerned with the raising and 
repaying offunds in the form 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 buyer. (p. 23 1) 

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 pavmcnt or investment. (p. 447) 

Future value of an annuity The amount accumulated in the 
foturc when a series of payments is invested and accrues interest. 
(p. 450 ) 

G 
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 difterence between the carrying 
value and the redemption price at the time bonds arc redeemed . 
(p. 502 ) 

General journal The journal used in place of a specialized journal. 
(p. 124) 



G-4 Glossary 

General ledger A book, a file, a hard drive, or another device con­
taining all of the accounts. (p. 11 5) 

Generally accepted accounting principles (GAAP) T he various 
methods, rules, practices, and other procedures that have evolved 
over time in response to the need to regu late the preparation of fi ­
nancial statements. (p. 24) 

Going concern The assumption that an enti ty is not in the process 
ofliquidation and that it wi ll continue indefinite ly. (p. 23) 

Goodwill The excess of the purchase price to acq uire a business 
over the value of the individual net assets acq uired . (p. 395) 

Gross profit Sales less cost of goods sold . (pp. 70, 223 ) 

Gross profit ratio Gross profit divided by net sales. (p. 233 ) 

H 
Historical cost The amount paid for an asset and used as a basis 
for recognizing it on the balance sheet and carrying it on later bal ­
ance sheets. (p. 160) 

Horizontal analysis A comparison of financial statement items 
over a period ofome. (p. 678 ) 

I 
Income statement A statement that summari zes revenues and 
expenses. (p. 15 ) 

Indirect method For preparing the Operating Activities section of 
the statement of cash flows, the approach in which net income is 
reconciled to net cash flow from operations. (p. 6 15) 

Intangible assets Assets with no physical properties . (p. 395 ) 

Interim statements Financial statements prepared monthly, quar­
terly, or at other intervals less than a year in duration. (p. 185 ) 

Internal audit staff The department responsible for monitorin g 
and evaluating the internal control system. (p. 307) 

Internal control report A report required by Section 404 of the 
Sarbanes-Oxlcy Act to be included in a company's an nual report in 
which management assesses the effectiveness of the internal con­
trol structure. (p. 303 ) 

Internal control system Policies and procedures necessary to 
ensure the safeguarding of an entity's assets, the rel iabili ty of its 
accounting records, and the accomplishment of overall company 
objectives. (p. 302 ) 

Internal event An event occurring entirely within an enti ty. 
(p. 107) 

International Accounting Standards Board (IASB) T he 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 measure of the number of times in­
ventory is sold d uring the period. (p. 253 ) 

Investing activities Activities concerned with the acq uisition and 
disposal of long-term assets. ( p. 611 ) 

Invoice A form sent by the seller to the buyer as evidence of a sale. 
(p. 3 13) 

Invoice approval form A form the accounting department uses 
before 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 ) 

J 
Journal A chronological record of transactions. (p. 123 ) 

Journalizing The act of recording journal entries. (p. 123) 

K 
Key terms for promissory notes These terms, with their defini­
tions in the text, are important for your understanding. (p. 344) 

L 
Land improvements Costs that arc related to land but that have a 
limited li fe. (p. 382 ) 

Leverage The use of borrowed funds and amounts contributed by 
preferred stockholders to earn an overall return higher than the 
cost of these funds. (p. 698 ) 

Liability An obligation of a busi ness. (p . 8 ) 

LIFO conformity rule The IRS requirement that when LIFO is 
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 arc 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 excess of the value of a company's inventory 
stated at FIFO over the value stated at LIFO . (p. 244) 

Liquidity T he abili ty of a company to pay its debts as they come 
due . (p. 67) 

Long-term liability An obligation that wi ll not be satisfied within 
one year or the current operating cycle . (p. 488 ) 

Loss on sale of asset The amount by which sell ing 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 decl ines in the 
value of inventory before its actual sale. (p. 250) 

M 
Maker The party that agrees to repay the money for a promissory 
note at some future date. (p. 344) 

Management accounting The branch of accounting concerned 
with providing management with in formation to facilitate planning 
and control. (p. 11 ) 

Market rate of interest The rate that investors could obtain by 
investing in other bonds that arc similar to the issuing fi rm's 
bonds. (p. 493 ) 

Market value per share The sell ing price of the stock as indicated 
by the most recent transactions. (p. 562 ) 



Matching principle T he association of revenue of a period with 
all of the costs necessary to generate that reven ue. (p. 167) 

Materiality T he magnitude of an accounting information omis­
sion or misstatement that wi ll affect the judgment of someone re ly­
ing on the information. (p . 60) 

Merchandise Inventory The account wholesalers and retailers use 
to report inventory held for resale. (p. 221 ) 

Monetary unit T he yardstick used to measure amounts in fi nan­
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 classificat ions of reven ues and expenses as well as important 
subtotals . (p. 70) 

N 
Net income T he excess of reven ues over expenses. (p. 16) 

Net sales Sales revenue less sales returns and allowances and sales 
discounts. (p. 224) 

Nominal accounts T he name given to revenue, expense, and divi­
dend accounts because they are temporary and are closed at the 
end of the period. (p. 185 ) 

Nonbusiness entity An organization operated for some purpose 
other than to earn a profit. (p . 7) 

Note payable A liabili ty resu lting from the signing of a promisso1y 
note. (pp. 344, 432 ) 

Note receivable An asset resulting from the acceptance of a prom­
issory note from another company. (p . 344) 

Number of days' sales in inventory A measure of how long it 
takes to sell inventory . (pp. 254, 690) 

Number of days' sales in receivables A measure of the average 
age of accounts receivable. (p. 689) 

0 
Operating activities Activities concerned with the acquisition and 
sale of products and services . (p. 610 ) 

Operating cycle T he 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 docs not meet any of the four 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 T he number of shares issued less the number 
of shares held as treasury stock. (p. 543 ) 

Owners' equity The owners' claims on the assets ofan entity. (p. 14) 

p 

Par value An arbitrary amount that represents the legal capital of 
the fi rm. (p. 543 ) 
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Participating feature Allows preferred stockholders to share on 
a percentage basis in the distri bution 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 fi rms. 
(p.6) 

Partnership agreement Specifics how much the owners wi ll 
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 fu ture date . (p. 344) 

Periodic system A system in which the Inventory account is 
updated only at the end of the period . (p. 227) 

Permanent difference A ditfrrcncc that affects the tax 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 each purchase and decreased at the ti me of 
each sale. (p. 227) 

Petty cash fund Money kept on hand for making minor dis­
bursements in coin and currency rather than by writing checks . 
(p. 301 ) 

Posting The process of transfrrring amounts from a journal to the 
ledger accounts. (p. 123 ) 

Premium The excess of the issue price over the fucc value of the 
bonds. (p. 495) 

Present value of a single amount The amo unt at a present time 
that is equi valent to a payment or an investment at a future ti me. 
(p.449 ) 

Present value of an annuity The amount at a present time that is 
equivalent to a series of payments and interest in the future. 
(p. 45 1) 

Price/earnings (P /E) ratio The relationship between a com­
pany's performance according to the income statement and its per­
formance 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 earn a return on the ti.tnds invested by various groups. 
(p. 695 ) 

Promissory note A written promise to repay a definite sum of 
money on demand or at a fi xed or determinable date in the future. 
(p. 344 ) 

Public Company Accow1ting Oversight Board (PCAOB) The 
five -mem ber body created by the Sarbanes-Oxley Act that was 
given the authority to set auditing standards in the United States. 
(p. 305 ) 

Purchase D iscow1ts A contra-purchases account used to record 
red uctions in purchase price for early payment to a supplier. 
(p. 23 1) 

Purchase order A form sent by the purchasing department to the 
supplier. (p. 312) 

Purchase requisition form A form a department uses to initiate a 
request to order merchandise. (p . 310) 



G-6 Glossary 

Purchase Returns and Allowances A contra-purchases accoLJnt used 
in a periodic inventrny system when a rcfi.md is received from a supplier 
or a reduction is given in the balance owed to a supplier. (p. 230) 

Purchases An account used in a periodic invento1y system to re­
cord acquisitions of merchandise . (p. 229 ) 

R 
Raw materials The inventory of a manufactu rer before the addi­
tion of any direct labor or manufacturing overhead. (p. 222 ) 

Real accounts The name given to balance sheet accounts because 
they arc permanent and arc 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 liabi li ty, 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 difference in a 
decision. (p. 58 ) 

Replacement cost The cu rrent cost ofa unit of invento1y. (p. 245 ) 

Research and development costs Costs incurred in the discovc1y 
of new knowledge. (p . 396) 

Retained earnings The part of owners' equity that represents the 
income earned less dividends paid over the life of an entity. (p. 15 ) 

Retirement of stock When the stock is repurchased with no 
intention of reissu ing at a later date. (p. 550) 

Return on assets ratio A measure of a company's success in earn ­
ing a return for all providers of capita l. (p. 695 ) 

Return on common stockholders' equity ratio A measure of a 
company's success in earning a return for the common stockholders. 
(p. 697) 

Return on sales ratio A variation of the profit margin ratio; 
measures earnings before interest expense . (p. 696) 

Revenue expenditure A cost that keeps an asset in its normal 
operating condition and is treated as an expense. (p. 389 ) 

Revenue recognition principle Revenues arc recognized in the 
income statement when they arc realized , or realizable, and earned . 
(p. 165 ) 

Revenue(s) Inflows of assets or settlements of liabilities from 
delivering or producing goods, rendering services, or conducting 
other activities. (pp. 9 , 165 ) 

s 
Sales Discow1ts A contra-revenue account used to record discounts 
given to customers for early payment of their accounts. (p. 225 ) 

Sales Returns and Allowances Contra-revenue account used to re­
cord refi.1nds 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 ultimate authority to determine the rules fo r 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 due each time period . (p. 492 ) 

Share of stock A certificate tl1at acts as evidence of ownership in a 
corporation. (p. 7) 

Simple interest Interest is calcu lated on the principal amount only. 
(p. 445 ) 

Single-step income statement An income statement in which all 
expenses are added together and subtracted from all revenues. (p. 69 ) 

Sole proprietorship A form of organization with a si ngle owner. 
(p. 6) 

Solvency The abili ty of a company to remain in business over the 
long term . (p. 69 l ) 

Source document A piece of paper that is used as evidence to re­
cord a transaction. (p. l 08 ) 

Specific identification method An inventory costing method that 
relies on matching uni t costs with the actual units sold. (p. 238 ) 

Statement of cash flows The financial statement that summarizes 
an enti ty's cash receipts and cash payments during the period from 
operating, investing, and fin ancing activities. (pp . 17, 605 ) 

Statement of retained earnings The statement that summarizes the 
income earned and dividends paid over tl1e lite of a business. (p. 17) 

Statement of stockholders' equity Reflects the diffrre nces 
between beginning and ending balances for all accounts in the 
Stockholders' Equity category of the balance sheet. (p. 557) 

Stock dividend The issuance of add itional shares of stock to exist­
ing stockholders . (p. 553 ) 

Stock split The creation of additional shares of stock with a reduc­
tion of the par value of the stock. (p. 556) 

Stockholder One of the owners of a corporation. (p. 9 ) 

Stockholders' equity The owners' equity in a corporation. (p. 14 ) 

Straight-line method The assignment of an eq ual amount of 
depreciation to each 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) 

T 
Temporary difference A diffrre nce that affects both book and tax 
records bu t not in the same time period. (p . 515) 

Time period An artificial segment on the calendar used as the 
basis for preparing financ ial statements. (p. 24) 

Time value of money An immediate amount should be prckrred 
over an amount in the future . (p. 444) 

Tin1es interest earned ratio An income statement measure of tl1e 
ability ofa company to meet its interest payments. (p. 692 ) 

Transaction Any event that is recogni zed in a set of fi nancial 
statements. (p . 107) 

Transportation-In An adj unct account used to record fre ight 
costs paid by the buyer. (p. 229 ) 

Treasury stock Stock issued by the firm and then repurchased bur 
not retired . (p. 548 ) 

Trial balance A list of each account and its balance; used to prove 
equality of debits and credits. (p. 126 ) 



u 
Understandability T he quali ty of accounting informat ion that 
makes it comprehensible to those willing to spend the necessary 
ti me. (p. 58 ) 

Units-of-production method Depreciation is determined as a 
fi.mction of the number of units the asset produces . (p. 383 ) 

v 
Vertical analysis A comparison of various financial statement 
items within a single period with the use of common-size 
statements. (p. 678 ) 
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w 
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 of unfinished prod ucts in a manu factur­
ing company. (p. 222 ) 

Work sheet A device used at the end of the period to gather the 
information needed to prepare financia l statements without 
actua lly recording and posting adjusting entries . (p. 185 ) 

Working capital Current assets minus current liabi lities. (p . 67) 



Real company names and key terms appear 
in bold faced type, and any page numbers of 
where defini tions appear arc also in bold . 

A 
Abercrombie & Fitch, 3 
Accelerated depreciation, 384, 384-385 
Account, 113, 11 3- 115 
Accoun t balances, normal, 120 

determining, illus., 120 
Accountants communication and , 14-21 

ethical judgments and , 29 
ethics and , 26- 31 
report of independent, 81 

illus ., 82 
Accounting, 11 

as a form of communication, A-7 
as a social science, 24 
accrual, 162-165, 168-183, 605- 608 
cash compared to accrual bases, 162- 163 

ill us., 162 , 163 
conceptual fra mework for, 22 
defined, 11- 13 
ethical dilemmas in, 27 
ethics in , 26-31 
financial , 11 
for a note receivable , 344-346 
fo r an investment in a certificate of 

deposit, 350- 351 
fo r an investment in bonds, 352- 353 
fo r an investment in stock, 354-355 
fo r bad debts, 335-341 
for cred it card sales, 347- 348 
for investments, 349- 355, A-9 
for receivables, A-9 
fund, 7 
knowledge of, helping busi ness owner, 

432 
management, l I 
setting standards, 25- 26 

Accounting controls, 306 
Accounting costs, savings, A-4 
Accounting cycle, 184, 184-186 

steps of, illus., 184 
Accounting equation, 14- 15 

and balance sheet, relationship 
between, illus., 16 

and the statement of cash flows, 
618-6 19 

eftccts of transacti ons on, 108- 113 
illus., 109- 111 

Accou nting information processing, A-8 
qual itative characteristics of, 58- 61 

Index 

users of: 11 , 12- 13 
illus., 12 

Accounting principles alternative, 676- 677 
Accmmting profession, changing face of, 30- 31 
Accounting reports, in formation needed for, 

11 - 13 
Accou nting standards, 

benefits from a single set of, A-4- A-5 
developing global, A-6-A-7 
finan cing, A-3 
global differe nces, format and 

terminology, A-l l - A-13 
inflation, A-3 
legal system, A-2-A-3 
relationships between countries, A-3 
setting of, 25- 26, A-2 
state of economic development, A-3- A-4 
taxation , A-3 

Accounting system, 305, 305 
Accounts 

allowance fo r doubtful, 336 
allowance for uncollectible, 336 
chart of, I 14 

illus., 11 4 
control, 334 
nominal, 185 
real , 185 
rules for increasing and decreasing, 119 
set of: 115 
T, 118 

illus., 118 
temporary, 185 

Accounts payable, 8 , 431, 622-623, 631 
Accounts receivable, 9 , l 09, 15 7, 332, 

332- 341, 62 1-622,630 
aging o( 339- 340 
analysis, 689- 690 
percentage of approach , 338- 339 
rate of collection , analyzing, 342- 343 
valuation of, 334- 335 

Accounts receivable turnover ratio, 
341-343, 689, 701 

computing, illus., 341 
Accrual, 177- 178, 178 

deferrals and, illus., 178 
Accrual accounting 

adjusting entries and , 168- 183 
and income measurement, A-8 
cash fl ows and , 605- 608 
compared to cash accounting, 162- 163 

illus., 162, 163 
income measurement, ethics, and , 159 
time periods and , 164- 165 

Accrual basis, 162- 165, 162, 183 
ethical considerations for a company, 

183 
Accrued asset, 17 6- 177, 178 

recording of, ill us., 176- 177 
Accrued expenses, 157 
Accrued liability, 173-176, 178, 437, 437 

recording of, illus., 437 
record ing ot: for interest, ill us ., 

174- 176 
record ing of: for wages, ill us., 173- 174 

Acid-test ratio, 687, 687- 688, 701 
Acquisition cost, 379- 380, 380 

of in tangible assets, 395- 397 
Acq uisition of foreign companies, A-5 
Additional paid-in capital, 543 , 543- 544 
Adjusting entries, 168 

accrual accounting and , 168- 183 
summary of, 178 
types of: 168-1 77 
using list of accounts to prepare, 

179- 182 
Adj ustments, comprehensive example of, 

179- 182 
Adjustments to the records, bank 

reconci liation, 30 1 
Administrative controls, 306 

Agi ng of accounts receivable, 339- 340 
Aging schedule, 339, 339- 340 

illus., 340 
AIC PA. Sec American Institute of Certifi ed 

Public Accountants 
Albertson's, 5 
Allocating, process of, 59 
Allowance for doubtful accounts, 336 

Allowance for uncollecti blc accounts, 336 
Allowance method, 336, 336- 337 

two approaches to, for accounting for 
bad debts, 337- 339 

write-oft$ of un collecti ble accounts 
using, 336-337 

Al ternative accou nting principles, 676- 677 
American Cruise Lines, Inc., 22 
American Eagle Outfitters, 68, 234- 235, 

254 
American Express, 29, 346, 365 
American Institute of Certified Public 

Accountants (AICPA), 25 

Amorti zation, 64, 397, 498, 507 
bond ,497-5 01 
effective interest method of, 498- 50 I 
lease, 508 
of discount, recording, illus., 499-500 
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of intangibles, 397-400 
of premium, recording, illus., 50 1 
purpose of, 497-498 

Amount of an annuity, 450 
AMR, 605-606 
Analysis 

accounts receivable, 689- 690 
horizontal, 678-683 
invcnto1y, 690 
liquidity, and the management of 

Index 

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 
solvency, 691-694, 701 
trend, 681 
vertical, 678, 683- 685 

Analyzing and reporting other income 
statement items, 703-704 

Analyzing average life and asset turnover, 
403-406 

Analyzing the accounts receivable rate of 
collection, 342- 343 

Analyzing the effects of transactions on the 
accounting equation, 108- 113 

ill us., 109- 11 1 
Analyzing the gross profit ratio, ill us. , 

234- 235 
Annual report 

financia l statements and, A-8 
other clements of, 8 1- 83 

Annuity, 450 
amount of, 450 
ti.tture value ot~ 450-451 

using Excel for, 460 
present value of, 451-452 

using Excel for, 462 
using Excel for semiannual 

compounding, illus., 46 1 
Annuity of $ 1 

future value ot~ 456 
present value of, 457 

Apple Computer, Inc., 278, 331 - 332, 334, 
339,343,347- 348,356- 357, 
374, 605- 606,683 

analyzing the accounts receivable rate 
ofcollection,342-343 

Keeping Investors Informed, 343 
partial consolidated balance sheets, 332 

Appraisal and review, independent, 307 
Articulated statements, 542 
Asset turnover, analyzing, 403-406 
Asset turnover ratio, 696, 70 l 
Asset(s), 9 

accrued, 176-177 
contingent, 443 

versus contingent liabilities, 443 
costs, and expenses, relationships, illus., 

167 
current, 63 
fi:xt"d or plant, 378 

gain on sale of, 392- 393 
identif)1ing, 9 
inflow of, 224 
intangible, 64, 378-379, 394-401 
item treated as, 389 
lite, 383 
liquid , 356- 357 
long-term, 64, 40 1-403, 403-406 
loss on s;ile ot~ 393- 394 
noncurrent, 64 
oper;iting, 378- 382, 394-401, A-9 

environmenrnl ;ispects of, 39 1 
importance of, for lenders, 399 

outflow of, 226 
prepaid, 177 
productive , 64 
purchase price in excess of the market 

v;i lue ot~ 395 
rate of return on, 695 
recording of, illus., 176-177 
residual value, 383 
return on, 697- 698, 70 l 
safegu;irding ot~ 307 
tangible, 64, 378 
valuation, 235-236 

AT&T, 68 
Athleta , 2 19 
Attribute to be measured, 160 
Audit committee, 305 
Audit staff, internal, 307 
Auditing, 26 
Auditor's report, 81 , 304 
Auditors, ethical responsibi lity of, 81 
Authorizations, proper, 306 
Authorized shares, 543 
Authorized stock, 543 
Average accumulated expenditures, 382 
Aver;ige life, ;imlyzing, 403-406 

B 
Bad debts 

account for, two methods, 335-336 
aging schedule to estimate, illus. , 

339- 340 
;illowance method of accounting for, 

336-339 
illus. , 336 

direct write -off method of accounting 
for, illus., 335 

two approaches to the allowance 
method of ;iccounting for, 
337- 339 

Balance sheet, 15, 18- 20, 56, 76 
and accounting equation, relationship 

between, illus., 16 
classified, 62-67 
connected to income statement by 

retained earn ings, 542 
effects of inventory error on, 248 
for Boulder Company, 616 
for Daimler AG, illus., A-12-A- l 3 

for Dufl)1 Transit, 183 
for General Mills, 76 

comparative, illus. , 77 
for Glcngarry Health Club, 111- 113 

illus., 112 
for Jul ian Corp., comparative, illus ., 

62 1 
for Kellogg, 18- 20 

illus., 20 
identifying components of the stock 

holders' equity section of, 
542- 544 

p;irts ot~ 62-67 
stockholders' equity on the, 541 - 542, 

562 
using a classified, 67- 69 

lfalancc sheet presentation, 378-379 
intangible assets, 395 
of long-term liabi li ties, 488-489 

Balances, norm;il account, 120 
ill us., 120 

Banana Republic, 219 
Bank reconciliation, 299, 299-30 l 

preparing a, illus., 300-30 l 
Bank statement, 298 

ill us ., 298 
read ing a, 297-299 

Bankers, 12 
Beginning inventrny 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 flows and net income, 606 
consolid;ited statements of c;ish flows, 

604 
Returning Cash to the Stockholders, 

612 
Blind receiving report, 314 
Board of directors, 305 
Boeing Inc., 534 
Bond amortization, 497-50 l 
Bond certificate, illus. , 491 
Bond issue price, 493 
Bond price, factors ;iftccting, 493-495 
Bond yield, 493 
Bondholders, 12 
Bond(s), 7, 349 

callable, 492 
convertible, 492 
debenture, 492 
discount on, 495-497 
due date, 492 
investments in, 351-353 

accounting for, illus., 352- 353 
issuance of, 492-495 

calculating at a discount, illus. , 
493-494 

calculating at a premium, illus. , 
496 

listing of on the bond markets, illus., 
494 



payable, characteristics of, 490-492 
premiu m on, 495-497 
redeemable , 492 
redemption of, 502- 504 

calcu lating a gain on, illus., 
502- 503 

calcu lating a loss on , illus. , 503 
secured, 492 
serial , 492 
tax -exempt, 515 
term, 492 

Bonds payable, 8, 627-628 
characteristics, 490-492 

Book of 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 fl ows using indirect 

method , 61 7 
Brinker International, 474 
British Airways, A-14 
Brunswick Corporation, 48 
Burger King Corporation, 442, 473-474 

note disclosure of contingencies for, 
illus. , 442 

Business, 4 
and invcnto1y costs, relationships 

between, illus., 223 
defincd , 4- 5 
language of: 8 
types of, illus., 5 
unincorporated, 565- 571 

Business activities 
model ot: illus ., 10 
nature of, 8- 10 

Business documents 
computerized, and internal control, 

309- 316 
controll ing cash disbursements, role of 

in, 310- 3 16 
design and use of, 307- 308 
multiple copies, 308 

Business entity, 6, 6- 7 
Business ethics, 27- 29 

c 
Callable bonds, 492 
Callable feature, 545 
Canceled checks, 298 
Capital 

contributed, 65- 66 
earned , 65- 66 
legal, 543 
working, 67, 686, 701 

Capital expenditure, 389, 611 
Capital expenditures ratio, cash fl ow from 

operations to, 693, 701 
Capital lease, 505, 505- 509 
Capital markets, accessing fore ign, A-5 
Capital stock, 8, 9, 65- 66, 628 
Capital vs . revenue expenditures, 389- 391 
Capitalization of interest, 38 1- 382, 382 
Capitalizing costs of a major repair, illus ., 

390- 391 
Caribou Coffee, 429, 43 1, 48 1 

current and quick ratios, 43 1 
Carnival Cruise Corporation & PLC, 38 , 64 , 

89, 105- 106, 126, 129, 135 , 
137, 151 , 646, 7 17 

consolidated statements of income, 
illus. , 106 

conserving cash to invest in the fi.tture , 
126 

Carrying value, 498, 498-499 
Carte Blanche, 346 
Cash, 608- 610 

accelerating the inflow ot~ fro m sales, 
346- 349 

control over, 297-302 
conserving, to invest in the future, 126 
definition ot: 608- 610 
determining the amou nt ot: and cash 

eq uivalents, illus., 296 
discrepancies, 310 
dividends, 55 1- 553 
forms of: 294- 296 
from sales, 346- 349 
internal control and , A-8 
investing id le, 349- 350 
keeping it flowing, 297 
management, 297 
petty, establishing a fond , 301 
received in the mail , 309-3 10 
received ove r the counter, 309 
Returning to Stockholders, 6 12 
stock issued for, 546 

recording of, 546 
Cash accou nting, compared to accrual 

accounting, 162- 163 
illus., 162, 163 

Cash basis, 162 
conversion of income statement items 

to, 625 
Cash disbursements, controlling, usi ng 

computerized business 
documents, 310- 3 16 

Cash dividends for preferred and common 
stock, 552- 553 

Cash equivalents, 294, 608, 608- 6 10 
and statement of cash flows, 294- 296 
determining the amount of cash and, 

296 
what is, determining, illus., 608 

Cash fl ow, 62 
adequacy 

analyzing, 634-635 

Index 

Best Buy, 634-635 
cred itors and , 633- 635 

ratio, 634- 635 
Cash fl ow from operating activities 

determining, 62 1- 625 
methods of reporting, 6 15- 618 

Cash flow from operations to capital 
expenditures ratio, 693, 701 

Cash flow from operations to current 
liabilities ratio, 688, 70 I 

Cash flow information , use of~ 633- 636 
Cash flow per share, stockholders and , 

636 
Cash flows 

accrual accounting and, 605- 608 
and net income for four companies, 

illus., 606 
classification ot: 610- 6 15 
costing methods and , 242- 243 
from financing activities, 627 

illus. , 628 
from investing activities, 626 

ill us ., 626 
from operating activities, illus., 622 
Sec also Statement of cash flows 

Cash operating cycle , 690- 691 
Cash receipts, control over, 309- 310 
Cash-to-cash operating cycle, 690, 701 
Caterpillar Inc., 222 
C D. Sec certi fi cate of deposit 
Cereal Partners Worldwide, A-4 
Certificate of deposit, accounting for 

investment in , 349- 35 1 
illus. , 350- 35 1 

Certified Public Accountant (CPA), 25 
Change in estimate, 388 
Chart of accounts, 114 

illus. , 114 
Check 

canceled, 298 
NSF, 299 
outstanding, 298 
with remittance advice, 315- 3 16 

Chief executive oflicer (CEO ), 305 
Chief financial otlicer (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 
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Coca-Cola Company and Subsidiaries, 3, 44, 
95,282,368- 369, 398, 
487-488 , 494, 51 1,512,513, 
714- 7 15 

consolidated balance sheets, 488 
consolidated statements of cash fl ows, 

513 
versus PepsiCo, 489 

Collateral, 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 

Index 

for General Mills, balance sheet, illus., 
77,79 

Compound interest, 446 

calcu lating, illus. , 446 
Compounding of interest, 444--447 

annual, using Excel, illus. , 459 
quarte rly, using Excel, illus. , 459 
semiann ually, ill us ., 447 

Comprehensive income, 558, 558-559 
Computerized business documents 

controlling cash disbursements, role of 
in , 310-316 

internal control and, 309-316 
Confirming val ue, 59 
Conformity rule, LIFO, 244 
Conglomerates, 677 
Conservatism, 60, 60-61 

basis for lower-of-cost-or-market rule, 
25 1 

lower-ot: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 Cru ise Corporation & 
PLC, illus., l 06 

Contingent assets, 443 

vs. contingent liabilities, 443 
Contingent gain, 443 
Contingent liability, 440, 440--443, 

A-9-A-10 
disclosed, 442 
IFRS and, 443 
recorded , 440--44 1 

illus., 441 
vs. contingent assets, 443 

Contingent loss, 440 
Contra account, 170 

Contra-equity, 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 
limitations on, 308 
procedures, 306-308 

Control, investing for, 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, 22 1, A-8 

calculating, illus., 227 
model, 226-227 

illus ., 227 
section, of income statement, illus., 

226 
Cost principle, 23, 11 1, 2 31 
Costco Wholesale Corporation, 59 3- 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 expenses, relationships, 

illus., 167-168 
freight, 236 
historical, 23, 160, 245, 379- 380 
insurance, 236 
inventory, types o( 22 1-223 

and businesses, relationships 
between, illus., 223 

manufacturing, 222 
original, 380 
replacement, 250-25 1, A-8 
research and development, 396-397 
storing inventory, 236 
taxes paid, 236 
transportation, 23 1- 232 

Coun terbalancing error, 248 
Coupon rate, 493 
Coupons, 441 

or premiums, other contingent 
liabilities that are recorded, 441 

CPA. Sec Certified Publ ic Accountant 
Credit, 118 

importance of understanding, 333 
Credit card draft, 347 
Credit card sales, 346- 349 

accou nting for, illus., 347-348 
basic relationships among parties with, 

illus., 347 
Credit memoranda, 299 
Credit terms, 224 
Creditor, 9, 12, 66 

and cash flow adeq uacy, 633-634 
Cred its and debits, 118- 123 

applied to transactions, 120-121 
illus., 121- 122 

connotation of, 120 
defined,118 
for dividends, 119 
for expenses, 119 
for revenues, 119 

Cumulative feature, 545 

Cumulative preferred stock, 553 
Current and quick ratios of selected 

companies for 2008, illus., 431 
Current asset, 63, 63 
Current liability, 65, 65, 431 , 430--437, 

A-9- A-10 
cash flow from operations to, 688, 70 I 
IFRS and, 437 
reading the statement of cash flows for 

changes in, 438--439 
illus., 438 

Current maturities of long-term debt, 435, 
435--436 

Current portion, 435 
Current ratio, 67, 67-68, 687, 70 I 

analyzi ng, 78-79 
computing, illus. , 68 

Current value, 160 

Customer note and interest, 299 

D 
Daimler AG, A-2, A- l l -A-13, A-15 
Daisy's Running Depot, 

calculating cost of goods sold, 
226- 227 

condensed income statement for 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 system, 228 
recording purchase discounts in a 

periodic system, 230-231 
recording purchase returns in a periodic 

system, 230 
recording purchases in a periodic 

system, 229 
recording transportation in a periodic 

system, 231-232 
shipping terms and transfer of title to 

inventory, 232 
Darden Restaurants, 478 
Date 

maturity, 344 
of declaration, 551 
of record, 551 

Debenture bonds, 492 
Debit, 118 
Debit memoranda, 299 



Debits and cred its, 118- 123 
applied to transactions, 120 

illus., 12 1 
con notation of, 120 
for dividends, 11 9 
for expenses, 11 9 
for revenues, 119 

Debt 
analyzing to assess a firm's ability to 

pay its liabilities, 509- 512 
current matu rities oflong-tcrm, 

435--436 
long-term, 435 

Debt financing vs. stock, advantages and 
disadvantages, 541 

Debt securities, 349 
Debt service coverage, 692-693 
Debt service coverage ratio, 693, 70 l 
Debt-to-equity ratio, 691, 701 

analyzing, 510-5 11 
Decision-making model of ethics and, 

accounting, illus., 28 
Declaration of dividend, recording, 552 
Deferral, 177, 177- 178 

accruals, and , illus., 178 
Deferred expense, 169-1 71, 177 

account, adjusting of, illus., 169 
Deferredrevenue, 4, 157, 171 - 173, 177 

account, adjusting of, illus., 171- 172 
adj usting a gift card account, illus., 

172- 173 
Deferred tax, 514, 514-517 

calcu lating and reporti ng, 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 
computi ng 

usi ng 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., 170-17 1 

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 fl ows 
usi ng, 621-621 

statement of cash flows using, 6 16 
Direct write-off method, 335 
Directors, board of, 305 
Disbursements, controlling cash, 310-3 16 
Disclosure, 60 

full , 82 
Discontinued operations, 703 
Discount, 495 

amortization, effective interest method, 
498- 501 

determining when to take, illus., 225 
or premium on bonds, 495--497 
purchase, 230- 23 1 
sales, 224-225 

Discount on notes payable, 434 
Discounting, 348 

notes payable, 433 
notes receivable, 348- 349 

Discover Card, 346 
Discrepancies, cash, 310 
Disposal of property, plant, and equipment, 

392-394 
Distribution of income 

partnership, 569-5 72 
shareholders, 55 1-557 

Distributor, 5 
Dividend payout ratio, 551, 700, 70 I 
Dividend yield ratio, 700, 70 l 
Dividends, 17 

affect retained earnings, 542 
and retained earnings, the amount not 

paid as, 544 
cash, 55 1- 552 

for preferred and common stock, 
552- 553 

computi ng payments for cumulative 
preferred stock, illus., 553 

computing payments for 
noncumulative preferred stock, 
illus., 552 

debits and credits for, 119 
d istribution of income to shareholders, 

55 1-553 
paying of, in challenging economic 

times, 80 
recording the declaration ot~ illus., 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 

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 fl ows, 74-75 
statement of retained earnings, 73 

Document( s) 
computerized business, and internal 

control, 309-316 
design and use of business, 307- 308 
flow for the purchasing function , 311 
source, l 08, 307 

Double-declining-balance method, 

383- 384, 384 
Double-entry system, 117, 120 
Doubtfi.11 accounts, allowance for, 336 
Due date of bonds, 49 1--492 
Duft)• Transit Company 

closing process, 185-186 
financial statements, 182 
income statement and balance sheet 

for, 183 
Duties, segregation of, 307 

E 
Earned capital, 65- 66 
Earnings, 16, 69 
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retained, 15, 65- 66, 542-544, 544, 628 
Earnings per share (EPS), 698 
Earnings per share ratio, 70 I 
EB ITDA (earnings before interest, taxes, 

depreciation, and 
amortization ), 693 

Economic entity concept, 6, 22- 23 
Economic events, l 06- 107 
Effective interest method of amortization, 

498,498- 501 
discount amorti zation using, illus., 499 
lease amortization, using, 508 
premium amortization using, illus., 

500- 501 
Effective interest rate, 498 
Effective rate, 493 
Ending inventories in a period system, 226, 

228- 229 
Enron, 30, 302 
Entity principle, 566 
Environmental aspects of operating assets, 

39 1 
EPS. Sec earnings per share. 
Equ ipment, property and, 626- 627 
Equity 

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, 608-6 10 
Error free, 59 
Errors 

invento1y, 247-249 
transposition , 300 

Estimated liability, 440 
Estimated salvage value, 170 

Index 

Ethical behavior, moral and social context 
of, 28- 29 

Ethical considerations for a company on the 
accrual basis, 18 3 

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 
Expend itures, capital vs. revenue, 389- 39 1 
Expe nse recognition and matching 

principle, 166- 168 
Expense(s), 9, 69, 167- 168, 168 

accrued , 15 7 
costs, and assets, relationships, illus., 

167 
debits and credits for, 119 
deferred , 169- 17 1, 177 
depreciation, 623, 631 
cfti:ctive interest method, impact on , 

498 
general and ad ministrative, 70 
income tax, 624 
insurance , 624 
interest, 624 
item treated as, 389 
other, 7 1 
pn:paid, 63, 157, 177 
salaries and wages, 623 
selling, 70 

External event, 107 
External users, 11 
Extraordinary items, 703 

F 
Face rate of interest, 493 
Face value, 491 
Fair market value, 380 
Faithful representation , 58, 59 
FASB . See Financial Accou nting 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, illus., 258 

reconciling differe nce between gross 
profi t 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- 35 1 
Fi nancial position , statement of, 15 
Financial ratios, summary of~ 701 

illus. , 701 
Financial reporting objectives, 56- 58 

primary objective of~ 57 
seconda1y objective of, 5 7 
using to make investment decisions, 57 

Financial statement analysis, A-10 
alternative accounting principles, 

676- 677 
comparisons, 677 
effects of inflation and , 677 
precautions in, 676-678 

Financial statements, 11 , 14- 2 1, 57, 69-77 
and the ann ual report, A-8 
audit of~ 26 
conceptual framework for, 22- 24 
consolidated, 76 
for Duffy Transit Company, 182 
for General Mills, 76- 83 
for Kellogg, 18, 20- 2 1 
general -purpose, 57 
inte rim, 186 
measurement in , 158- 161 

illus., 161 
notes to consolidated, 82- 83 
Portfolio Manager Makes Good Use 

ot~ 564 
presentation of gain or loss, 503- 504 
recognition in , 158- 161 

illus., 161 
relationships among, 18 

illus., 19 
valuation and reporting for investments 

on,355 
Financing activities, 8- 9, 74, 612 

determine the cash flows from, 627 
noncash, 6 13- 614 

determining, 6 13- 6 14 
schedule cash flows from, 628 
summary of three types of~ 612- 613 

Financing equi ty as a source of, 540-541 
Finished goods, 222 
Firm's abi li ty to pay its liabilities, analyzing 

debt to assess, 509-5 12 
First-in , first -out method. See 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. Sec Federal Trade Commission 
Fun Fitness statement of stockholders' 

equity, 2012 , 558 
illus., 558 

Fund accounting, 7 
Future amount, 447 
Future value 

G 

calculating interest using Excel, illus., 
458-462 

calcu lati ng with formula, illus., 448 
calcu lating with quarterly 

compounding, illus., 448-449 
of a single amount, 447, 447-449 
of an annuity, 450-45 1, 450 

calculating, illus ., 448-449 
of $ 1, illus. , 454 
of annuity of $ 1, illus., 456 

GAAP. Sec Genera lly accepted accounting 
principles 

Gai n, 69 
contingent, 443 
or loss, fina ncial statement 

presentation, 503- 504 
retired early 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., 675-676, 680, 685, 

706- 7 10 
financial highlights, illus., 676 
fin ancial 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 
analyzing the management of 

inventory, 253- 255 
consolidated statements of income, 220 
Looking Outside the United States fo r 

Opportunities, 225 
note disclosure of leases, illus., 506 
partial consolidated balance sheets, 220 

General and administrative expenses, 70 
General journal, 124 
General ledger, 115, 115 
General Mills, Inc., 29, 49, 55-57, 62, 76-

83, 101 , 150- 151 , 211, 287, 
326,364,374,423-424,481, 
534,596-597,667,736,A-4 

analyzing the current ratio, 78 
analyzing the profit margin , 79- 80 
comparative balance sheet, 76 

illus., 77 



comparative income statements, 76 
illus., 79 

paying dividends in challengi ng 
economic times, 80 

report of independent accoun tants, 81 
illus., 82 

General-purpose fi nancial statements, 57 
Generally accepted accounting principles 

(GAAP), 24, A-7- A-10 
Glenga rry Health Club analyzing and 

recording transactions using 
debits and credits, illus. , 
123- 124 

analyzing the effects of transactions on 
the accounti ng equation, 
108- 11 1 

balance sheet and income statement, 
111-1 13 

ill us., 112 
comparing the income statement and 

the statement of cash flows, 
164 

posting from the journal to the ledger, 
ill us., 125 

tria l balance, preparing, illus., 127 
Global accounting standards, A-6 

Going concern, 23, 23 
Goodwill, 395 

and impairments, 399-400 
Google, 3 
Government agencies, 12 
Green Mountain Coffee, 429 

cu rre nt and quick ratios, 43 1 
Gross margin, 223 
Gross profit, 70, 223 

percentage before and after price 
change, illus., 25 1 

Gross profit ratio, 233, 233- 235, 685, 686, 
701 

Group purchase, 380- 38 1 
determini ng cost for, ill us ., 380- 381 

Guarantees, product, 440-441 

H 
Henderson Company balance sheet, illus., 

688 
common-size comparative balance 

sheets, vertical analysis, 
683-684 

common-size comparative income 
statements, vertical analysis, 
684- 685 

comparative bal:rnce sheers, horizontal 
analysis, illus., 678- 679 

comparative statements of cash flow, 
horizontal analysis, 682 

comparative statements of income and 
retained earnings, horizontal 
analysis, illus., 679- 680 

computing accounts receivable 
turnover and number of days' 
sales in receivables, illus., 689 

computing cash flow from operations 
to current liabi lities, illus., 689 

computi ng earni ngs per share, illus. , 
698 

computing inventory turnover and 
num ber of days' sales in 
in ventory, 690 

computing the acid test ratio, ill us., 
687- 688 

computing the asset turnover ratio, 
illus., 696 

computing the cash flow from 
operations to capital 
expenditures ratio, ill us., 694 

computing the cash -to-cash operating 
cycle, ill us., 691 

computing the current ratio, ill us., 
687 

computi ng the debt service coverage 
ratio, illus., 693 

computing the debt-to-equ ity ratio, 
illus., 692 

computing the dividend payout ratio, 
ill us., 700 

computi ng the dividend yield ratio, 
illus., 700 

computing the price/ earnings ratio, 
illus., 699 

computing the return on assets ratio, 
illus., 695 

computing the return on common 
stockholders' eq uity, 697 

computing the return on sales ratio, 
illus ., 696 

computing the times interest earned 
ratio, ill us., 692 

computing working capital, illus., 686 
Hershey Company, The, 371-372 
Hewlett-Packard Company, 278, 343, 

482-483 
Historical cost, 23, 160, 245 , 379- 380 
Horizontal analysis, 678, 678- 683 
Hyatt Hotels Corporation and Subsidiaries, 

99- 100 
Hyundai Motor Company, A-2 

IASB. Sec International Accou nting 
Standards Board 

IBM, 64, 221 - 222, 326- 327, 362, 494, 
683,7 15 

Identification in recording transactions, 
108 

Identification method, specific, 238- 239 
ldcntif)1 & analyze, transactions, 115- 116 

transaction format, introducting, ill us., 
117 

Idle cash, investing, 349- 350 
IFRS (International Financial Reporting 

Standards ) 
and developing global accounting 

standards, A-6- A-7 

Index 

and leasing, 509 
and stockholders' eq ui ty, 544 
contingencies and, 443 
current liabili ties and, 437 
diflerenccs between U.S. GAAP and, 

A-7-A- IO 
intangible assets and , 400-401 
property, plant, and eq uipment and, 

394 
Impairments, goodwill and , 399-400 
Improvements, land, 382 
In arrears, 545 
Income 

aflccts retained earnings, 542 
before income taxes, 40 
comprehensive, 558-559 
estimating LIFO reserve effects, 

244-245 
from operations, 70 
measurement of, 235- 236 

and accrual accounti ng, A-8 
net, 69 , 630 
partnership distribution of, 569-571 
retained, 544 

1-7 

to shareholders, distribution of, 55 1-553 
Income Measurement, Accrual Accounting, 

and Ethics, 159 
Income statement, 15, 15-16, 56, 62, 

69- 7 1,244 
compared to the statement of cash 

flows , 164 
condensed, for a merchandiser, illus., 

224 
connected to balance sheet by retained 

earnings, 542 
contents, 69 
cost of goods sold section, illus., 226 
for Boulder Company, 615 
for Dutfy Transit, 183 
for General Mills, 76 
for Glengarry Health Club, 111- 11 3 

illus., 112 
for Ke llogg, 20 

ill us., 21 
format ot~ 69-7 1 
information from, I 64 
measurement of, 235-236 
multiple -step, 70- 7 1 
net sales section, ill us., 224 
re lationship between statement of 

comprehensive income and , 
559 

single-step, 69- 70 
using, 72 

Income statement items reporting and 
analyzing othe r, 703- 704 

conversion of to cash basis, ill us ., 625 
Income tax expense , 7 I , 624 
Income taxes 

depreciation and, 386 
income before, 7 1 
payable, 624, 63 1 
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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, 6 15-618 

and direct methods, comparison of, 
632 

Index 

determ ining cash flows from operating 
activities using, 617-6 18 

statement of cash flows using, 617, 
630- 632 

summary of adjustments to net income 
under, 631 

Inflation, 161 
financial statement analysis and possible 

effrcts o t: 677 
Inflow of cash from sales, accelerating the, 

346- 349 
Information needed for accounting reports, 

11 - 13 
qualitative characteristics, 58- 61 
relevant and reliable, 27- 28 
use o f cash flow, 633- 636 
usefu l characteristics, illus., 61 

Insurance expense, 624 
prepaid , 624, 631 

Intangible assets, 64, 378- 379 , 394-401 , 
395 

acquisition cost of, 395- 397 
and IFRS, 400-401 
balance sheet presentation, 395 
most common, illus., 396 
operating assets, 394-40 1 

Intangibles, 64, A-9 
amortization of, 397-400 
calcu lating, illus., 398 
with finite life, 397- 398 
with indefinite lik, 398- 399 

Item treated as an expense of the period , 
389 

I tcm treated as asset , 389 
Interest, 344 

capitalization of, 381 - 382 
compound, 446 
compoundi ng of, 444-447 
customer note and , 299 
effective, method of amortization, 

498- 501 
expense, 624 
face rate of, 49 3 
market rate ot: 493 
method, 498 
reven ue , 622 
simple, 445-446 
solving for, illus., 452-453 

Interest calcu lations 
illus. , 351, 453 

Interest earned, 299 
Interest on interest, 446 
Interim statements, 185, 185 
Internal audit staff, 307 

Internal event, 107 
Internal control 

audi tor's report on, illus., 304 
computerized business documents and, 

309-316 
introduction to, 302-306 
limitations on, 308 
management report on, fo r Sears 

Holdings, illus., 303 
proced ures, 306- 308 

Internal control report, 303 
Internal control system, 302 
Internal Reven ue Service (IRS), 6 
Internal use rs, 11 
International Accounting Standards Board 

(IASB), 25, 633 
International Financial Reporting Standards. 

Sec IFRS. 
International perspective on qualitative 

characte ristics, 61 
Interstate Commerce Commission (ICC), 

12 
Inventories and Cost of Goods Sold, 22 1 
Inve ntory, 622- 623, 63 1 

affects cash flow statement, 255- 256 
analyzing the management ot: 

253- 255 
and cost of goods sold , A-8 
forms ot: 22 1- 223 
in a periodic system, beginning :1 nd 

ending, 228-229 
merchandise , 22 1 
nature of~ 220- 223 
number of days' sales in , 254, 690, 70 I 
sh ipping terms and transfer 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 fo r, illus., 243 
periodic system, 237-242 
perpetual inventrny system, 25 7-260 
se lecti ng an, 242- 246 

Inventory costs, 226- 227 
and types of businesses, relationships 

between, illus., 223 
types of, 22 1- 223 
what sho uld be included, 236 

Inventory errors, 247- 249 
analyzing tl1e effect of, on the balance 

sheet, illus., 248 
analyzing the efJ-cct of, on net income, 

illus., 247 
analyzing the efJ-cct o t: on reta ined 

earnings, ill us., 248 
summary of the effects of, illus., 249 

Inventory profit, 245 
costi ng methods and , 245- 246 

Inventory systems, 227- 228 
Inventory turnover ratio, 253, 690, 70 1 
Inventory valuation, 235- 236 

at lower of cost or market, 250- 252 
in other countries, 246 

Inverse relationship , 496-497 
Investec, 352 
Investing activities, 9, 74, 611 

determine cash fl ows from, 626 
noncash , 6 13- 614 
schedule of cash flows from, illus., 626 

Investing idle cash , 349-350 
Investments, 64 

long-term, 626 
partnership, 569 

recording investments in , illus., 
569 

sho rt-term, 63 
sole proprietorship, reco rding, 

566- 567 
valuation and reporting for, on fi nancial 

statements, 355 
Investments, accounting for , 349- 355 

in hi ghly liq uid financial instruments, 
349- 35 1 

idle cash, 349- 350 
in a certificate of deposit (CD), 

350- 35 1 
in stocks and bonds, 35 1- 355 
for control, 352 
in bonds, illus ., 352- 353 
in stock, illus., 354---355 
no significant influence, 35 1- 352 
significant influence, 352 

Investor, 35 1 
Invoice, 313, 313, 347 

illus., 313, 347- 348 
purchase, 31 3 
sales, 313 

Invoice approval form, 314, 314- 315 
illus., 315 

Issuance of 
bonds, 492-495 
capital stock, illus., I 09 
stock, 546-548 

for cash , 546- 547 
record ing, illus. , 546 
for noncash consideration, 547 

Issued shares, 543 
I rems treated as an expense of the period , 

389 
asset, 389 

J 
Journal, 123 

chronological record of transactions, 
123- 126 

ill us ., 123- 124 
general, 124 
posting from, to the ledger, illus., 125 

Journalizing, 123 



Julian Corp 

K 

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 , 

55,78,80101 , 150, 2 11 , 251 , 
256, 28 7,326, 374, 423-424, 
48 1, 534, 560- 56 1, 596- 597, 
6 17, 667, 684,735-736, A-5 

analyzing book value per share, 
560- 561 

balance sheet, 18- 20 
financia l statements for, 18- 21 
income statement, 20-21 
one of the world's most ethical 

companies, 29 
partial consolidated statement of cash 

flows, 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. , 37 1- 372 , 373- 374 

L 
Land , 626 
Land improvements, 382 
Last-in , first -o ut method. See LIFO method 
Lawsuits and legal claims, contingent 

liabilities, 441 
LCM. See Lowcr-of~cost-or- markct rule 
Lease amortization , cftcctivc interest 

method, illus. , 508 
Lcasc(s), 504- 509 

calcu lating the amount to capitalize for 
a, illus., 506 

capital , 505- 509 
criteria for, 505 
liabi li ty fo r, 504- 509 
note disclosure ot~ 506 
operating, 505- 506 

Leasi ng IFRS and , 509 
Ledger 

general, 11 5 
posting from journal to, illus., 125 
subsidiary, 334 
use of, 333- 334 

Legal capital, 543 
Lender, 9 

importance of operating asse ts for , 399 

Lessee, 504 
Lessor, 504 
Leverage, 698 
Liability, 8 

accrued, 173-1 76, 178,437 
other, 437 
record ing of~ for interest, illus. , 

174-176 
recording of, fo r wages, illus. , 

173- 174 
analyzing debt to assess a firm's ability 

to pay, 509- 512 
contingent, 440-443 

recorded, 440-441 
that are disclosed, 442 
versus contingent assets, 443 

CLllTCnt, 65, 430, 688--689, 701 , A-9- A-l 0 
lFRS and , 437, 443 
reading the statement of cash flows 

fo r changes in , 438-439 
estimated, 440-441 
for leases, 504-509 
for prod ucts, Starbucks, 443 
long-term, 65, 488 , A-10 

balance sheet presentation of~ 
488-490 

eftcct on statement of cash flows, 
5 12- 514 

other, 514- 51 7 
recording for warranties, illus., 441 
short-term , 431 
un li mited , 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 
FIFO, illus., 243 

determining end ing inventory and cost 
of goods sold, illus., 24 1 

determining ending inventory using a 
perpetual system, illus. , 259 

LIFO reserve, 244 
estimating effect on income and on 

taxes paid , 244- 245 
illus., 244- 245 

Liquid assets, statement of cash flows and , 
356- 357 

Liquidation , LIFO, 243- 244 
Liquidity, 67, 43 1, 686, 70 I 

analysis and management of worki ng 
capital , 686- 691 

Long-term assets, 64 
aftcct the statement of cash flows, 

401-403 
illus., 401 

analyzing for average life and asset 
turnover, 403-406 

Long-term debt, 435 
current maturities of, 435-436 

recording, illus., 435 
current portion , 435-436 

Index 

Long-term investments, 626 
Long-term liability, 65, 488, A-10 

affect the statement of cash flows , 
512- 514 

1-9 

balance sheet presentation of, 488-490 
Loss on retirement of bonds, 624- 625 , 63 1 
Loss on sale of asset, 394, 393- 394 

illus., 393 
Loss or gain financia l statement 

presentation, 503- 504 
on redemption, 502 

Losses, 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 

M 
MAC RS. Sec Mod ified Accelerated Cost 

Recovery System 
Maker, 344 
Management 

choice of depreciation method , 387 
discussion and analysis, 8 1 
ethical responsibility of~ 8 1 
of cash , 297 
of inventory, analyzi ng, 253- 255 
of working capital and liquidity 

analysis, 686- 691 
Management accounting, 11 
Manufacturer, 5, 222 
Manufacturing costs, types ot~ 222 
Manufacturing overhead , 222 
Margin, gross, 223 

profit, 72, 223 
Market rate of interest, 493 
Market, replacement cost used as a measure 

ot~ 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, 7 15 
Measure, unit of, 160- 161 
Measurement, 160- 161 

in financi al statements, 158-161 
ill us., 161 
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of events, I 07 
of income, 235- 236 
of market, replacement cost used as, 

250- 251 
Merchandise inventory, 221 
Merchandise, net sales ot~ 223- 225 
Merchandiser, 222 
Mickey's Marathon Sports 

bank reconcil iation , 300-30 I 
check with remittance advice, 316 
computer-generated purchase order, 

312 

Index 

computer-generated receiving report, 
314 

condensed income statement for, illus., 
224 

document flow for the purchasing 
fi.111ction, 3 11 

invoice approval form, 315 
invoice for, 313 
purchase requisition, 312 

Microsoft, 64 
Modified Accelerated Cost Recovery System 

(MACRS), 386, 515 
Monetary unit, 23 
Money, ti me 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- 7 1 

preparing, illus. , 7 1 

N 
NASCAR, 487 
NBA,487 
Nestle, A-4 
Net cash flows from operating activities, 

compare net income with, 625- 628 
reconci ling net income to, 630- 63 1 

Net credit sales approach, percentage of, 
337- 338 

Net income, 16, 69, 7 1, 630 
and cash fl ows for four companies, 606 
compare with net cash flows from 

operating activities, 625- 628 
effects of invcnto1y error on, 247 
reconciling, to net cash flows from 

operating activities, 630- 63 1 
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 

1 eutrality, 27, 59 
New York Times Company, 287 
Nike, Inc., 229- 230, 232, 250, 377- 378, 

383,395,399--400,402, 
403--406,562 

analyzing average lite and asset 
turnover, 403--406 

consolidated assets section and 
intangibles notes, illus. , 397 

consol idated partial balance sheets, 
illus., 378, 405 

consolidated partial statement of cash 
flows , 402, 405 

consolidated partial statements of 
income, 405 

Intangible> Yes. Valuable? Absolutcly1, 395 
Nominal accounts, 185 
Nominal rate, 493 
Nonbusiness entity, 7, 7 
Noncash consideration 

investing and financing activities, 6 13--614 
determin ing, illus., 6 13- 6 14 

stock issued for , 547 
recording of, illus. , 547 

Noncum ulative pretcrred stock, 552 
Noncurrent assets, 64, 64 
Nordstrom, Inc., 157- 158, 169- 174, 177, 

2 11 - 212, 224, 272 
keeping a watchful eye on sales, 172 
partial consolidated balance sheets, 

ill us., 158 
Normal account balances, 120 

illus., 120 
Note disclosure of contingencies for Burger 

King Corporation, ill us., 442 
Note, promissory, 344 
Note(s) payable, 8, 344, 432, 432--435, 627 

discount on, 433--434 
ill us., 433--434 

recording interest on, illus., 433 
Note(s) receivable, 344, 344- 346 

accounting for, ill us., 344- 346 
discounting, 348-349 

Notes, 56 
to consolidated financial statements, 

82- 83 
NSF check, 299 
Number of days' sales in inventory, 254, 690 

ratio, 70 1 
Number of days' sales in receivables, 689 

ratio, 701 
N umber of shares, 543 
Number of years, solving for, ill us. , 453 
1 umbering system, sequential, 308 

0 
O bligation, 177 
Oil-balance -sheet financing, 505 
Old Navy, 219 
Operating activities, 9- 10, 74, 610 

compare net income with net cash fl ow 
from, 625-628 

determin ing cash fl ows from , 621 - 625 
methods of reporting cash flow from, 

6 15- 618 
reconciling net income to net cash 

flows from, 630-631 
sched ule of cash flows fro m, 622 

Operating assets, 378- 382 , A-9 
environmental aspects of, 391 
i mportancc ot: for lenders, 399 
intangible assets, 394--40 I 

Operating cycle, 62 
cash-to-cash, 690- 69 1, 70 l 
determini ng the, illus., 62 
understanding the, 62- 63 

Operating lease, 505, 505- 506 
recording, ill us., 505- 506 

Operations 
cash flow from , to capital expenditures 

ratio, 693- 694, 701 
cash flow from, to current liabilities, 

688- 689,70 1 
discontinued, 703 
income from, 70 

Organization, forms of, 6- 8, 
illus., 6 

Organizations and social responsibil ity, 7-8 
Original cost, 23, 380 
Outstanding check, 298 
Outstanding shares, 543 
Owners' equity, 14, 16 

p 
Paid-in capital in excess of par value, 66, 

543- 544 
Par value, 66, 491, 543, 543, 555 
Parent, 352 
Participating feature, 545 
Partnership, 6, 568, 568- 571 
Partnership agreement, 568 
Patagonia, 29 
Payee, 344 
Payment date, 551 
PCAOB . Sec Public Company Accounting 

Oversight Board 
PepsiCo, Inc., 29, 95, 282, 369, 488--489, 

510- 5 11 , 514,535 
analyzing the debt-to-equity and times 

interest earned ratios, 510- 511 
partial consolidated balance sheet, 489 
versus Coca-Cola, 489 

PepsiCo Inc. and Subsidiaries, 282, 
7 14- 7 15 

partial consolidated balance sheet, 511 
partial consolidated statement of 

income, 51 1 
Percentage of accounts receivable approach, 

338- 339 
illus., 338- 339 

Percentage of 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 

beginn ing 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 fi xed assets, 378 
Polaroid, 399 
Porsche, 25 
Posting, 123 

from journal to ledger, illus., 125 
Posting rctcrence, 124 
Potential stockholders, 1 1 
Predictive value, 58- 59 
Prctcrrcd stock, 66 

calculating book value, 561 - 562 
cash dividends for, 552- 553 
cumu lative, 569 
dcfincd,545 
nonrnmulativc , 552 

Prctcrred stockholders, 66 
Prclist, 309 
Premium, 44 1, 495 

calcu lating bond issuance at a, 496 
or coupons, other contingent liabili ties 

that arc recorded, 44 1 
or discount on bonds, 495-497 
recording amortiz:ition of a, illus., 501 

Prepaid asset, 177 
Prepaid expenses, 63, 15 7, 177 
Prepaid insurance, 624, 63 1 
Present val ue, 447-450 

$ 1, illus., 455 
using Excel for, ill us., 460, 462 

Present value of a single amount, 449, 
449-450 

calculati ng, ill us ., 449 
Present value of an annuity, 451 , 451-452 

calcu lating, ill us., 452 
of $ 1, illus., 457 

Price 
bond issue, 493 
factors afkcting bond, 493-495 
redemption or reacqu isition, 492 

Price/earnings (PIEi ratio, 699, 699, 701 
Principal, 174, 344 
Principle 

cost, 23, 11 1 
entity, 566 
matching, 167 
revenue recognition, 165- 166 

Process of allocating, 59 
Producer, 5 
Product, 9 

warranties and guarantees, 440-44 1 

Productive assets, 64 
Profit, 16, 69 

gross, 70, 223 
inventory, 245 

Profit margin, 72 
analyzing, 79-80 
computi ng, illus., 72 

Profit margin ratio, 685, 686, 70 1 
Profitability, 72, 695 

an alysis, 694- 702 
Promissory note, 344 

te rms connected with, 344 
Proper authorizations, 306 
Property and equipment, 626-627 
Property, plant, and equipment, 64, 

378- 382, A-9 
acquisition of, 379-380 
disposal ot~ 392-394 
IFRS and, 394 
use and depreciation ot~ 382-39 1 

Proprietorship, sole, 6, 566-568 
Provisions, A-9 
Public Company Accounting Oversight 

Board (PCAOB), 25, 30, 305 
Pu rchase 

group, 380 
invoice, 313 
price in excess of the market value of 

the assets, 39 5 
requisition, 310 

Purchase discounts, 230-231, 231 
recording, in a periodic system, illus., 

230- 231 
Purchase order, 312 

computer-generated, illus., 312 
Purchase requisition form, 310 

ill us., 3 12 
Purchase returns and allowances, 230, 230 

recording returns, in a periodic system, 
ill us., 230 

Purchases, 229 
determining the effect of shipping 

terms on, illus ., 232 
recording in a periodic system, ill us., 229 

Purchasing tirnction, document flow, illus., 
311 

Purchasing power, 16 1 

0 
Q ualitative characteristics, 58 

international perspective on, 6 1 
of accounting information, 58-61 

Quantitative considerations, 58 
Quick ratio, 687, 70 I 

R 
Radio Shack Corporation, 635 
Rate of interest 

contract, 493 
coupon,493 
effective, 493 

Index 

face, 493 
market, 493 
nom inal, 493 
stated, 493 

Rate of return on assets, 695 
Ratio 

1-11 

accounts recei,·able turnover, 341-343, 
689,70 1 

acid-test, 687-688, 701 
asset turnover, 696, 701 
cash flow from operations to capital 

expenditures, 693-694, 70 1 
cash flow from operations to current 

liabili ties, 688-689, 701 
cash-to-cash operating cycle, 701 
current, 67- 68, 78- 79, 687, 701 
debt service coverage, 692-693, 701 
debt-to-eq ui ty, 510- 5 11 , 69 1- 692, 

70 1 
dividend payout, 55 1, 700 
divide nd yield, 700 
earnings per share, 698, 701 
financia l, 701 
gross profit, 233-235, 685-686, 70 l 
introd uction to, using a classified 

balance sheet, 67-69 
inventory tu rnover, 253-255, 690, 70 l 
number of days' sales in invento1y, 70 l 
number of days' sales in receivables, 

70 1 
price/ earnings (P/ E), 699, 701 
profit margin, 685- 686, 701 
quick, 687, 701 
return on assets, 695, 701 
return on common stockholders' 

eq ui ty, 696-696, 701 
return on sales, 696, 70 I 
stated, 570 
times interest earned, 510- 51 1, 692, 

701 
working capital, 701 

Raw materials, 222 
Reacq uisition price, 492 
Real accounts, 185 
Receiving report, 313-314 

bli nd, 314 
computer-generated, illus., 314 

Recognition, 158, 158- 159 
in financial statements, 158- 16 1 

ill us., 16 1 
Reconcil iation, bank, 299-301 
Recording transactions, I 06-108 

basis for, economic events, 106-107 
source docu ments and, 108 

Records 
bank reconcil iation adjustments to, 301 
safeguarding of, 307 

Redeemable, 545 
Redeemable bonds, 492 
Redeemable feature, 545 
Redemption at maturi ty, 502 

gain o r loss on, 504 
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of bonds, 502- 504 
price, 492 

Relevance, 58, 160 
Relevant in formation, 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 of independent accountants 

(Auditors' Report ), 81 
General Mills, illus., 82 

Index 

Reporting and analyzing other income 
statement items, 703- 704 

Reporting, and valuation for invesrn1ents 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, illus., 542 
effects of inventory error on, 248 
income, 544 
income and dividends affect, 542 
Sec also Statement of retained earnings 

Retired early at a gain, 502-503 
Retirement of bonds, loss on, 624-625, 63 1 
Retirement of stock, 550 
Return on assets 

components of, 696 
return on equity, and leverage, 

697-698 
Return on assets ratio, 695, 70 l 
Return on common stockholders' equity, 

696-697 
Return on common stockholders' equity 

ratio, 697, 701 
Return on sales, 72 
Return on sales ratio, 696, 70 I 
Revenue expenditure, 389 
Revenue recognition principle, 165, 

165- 166 
Revenue vs . capital expenditures, 389-39 1 
Revenue(s), 9, 69, 109, 165 

debits and credits for, 119 
deferred, 157, 17 1- 173, 177 

account, adjusting of, illus., 
171 - 172 

adjusti ng a gift card account, illus., 
172- 173 

other, 7 1 
sales, 224 
unearned, 177 

Review and appraisal, independent, 307 
Rules for increasing and decreasing 

accounts, 119 
Ru les of the game, who determines, 25- 26 
Running balance fo rm, illus., 125 

s 
Safeguarding asse ts and records, 307 
Safeway, 5 
Salaries and wages expense, 623 
Salaries and wages payable, 623, 631 
Sale of assets 

gain on, 392-393 
loss on, 393- 394 

Sales, 224 
accelerating the inflow of cash from, 

346-349 
credit card, 346-348 
determin ing the effects of shipping 

terms on, illus., 232 
net, 223-225 

Sales discounts, 224-225, 225 
Sales invoice, 313 
Sales returns and allowances, 224 
Sales revenue, 224, 62 1-622 
Salvage value, 383 
Sarbanes-Oxley Act of 2002 (SOX), 30, 302, 

302-305, A-8 
Sears Holdings Corporation, 44, 2 12, 293, 

294,297,302-305 ,308,309 
audi tor's report on internal control, 

304 
consolidated statements of cash flows, 

295-296 
keeping the cash fl owing, 297 
management report on internal 

control, 303 
partial consol idated balance sheets, 294 

Sears, Roebuck and Co., 293-294 
SEC. Sec Securities and Exchange 

Commission 
Secured bond , 492 
Securi ties 

debt, 349 
equity, 349 
marketable, 63 

Securities and Exchange Commission (SEC), 
12, 25 

Segregation of duties, 307 
Selling expenses, 70, 232 
Selling price , 70 
Sequential numbering system, 308 
Serial bonds, 492 
Service charge, 299 
Service companies, 5 
Services, 9 
Set of accounts, ll 5 
Share of stock, 7 
Shareholder, 9 

distribution of income to (dividends), 
55 1- 552 

Shareholders' eq ui ty, 14 
Shares authorized, 543 

issued , 543 
number of, 543 
outstanding, 543 

Shipping terms and transfer of title to 
inventory, 232 

Shipping terms and transportation costs, 
23 1-232 

Short-te rm investment, 63 
Short-term liabili ty, 431 
Simple interest, 445, 445-446 
Single amou nt future value of a, 447-449 

present value of a, 449-450 
Single-step income statement, 69, 69- 70 

preparing, ill us., 70 
Social science, accounting as a, 24 
Sole proprietorship, 6, 566, 566-568 

recording investments in, 566-568 
Solvency, 691 

analysis, 69 1- 694, 70 I 
Source document, 108, 307 

recording transactions and, l 08 
Southwest Airlines, 539- 540, 542, 

543- 544,548,564-565,A-14 
consolidated balance sheet, 540 
creation of stockholders' value, 551 

SOX. Sec Sarbancs-Oxley Act of2002 
Specific identification method, 238, 

238-239 
determining ending inventory and cost 

of goods sold , illus., 239- 240 
Starbucks Corporation, 429-431, 

435-439 
current and quick ratios, 431 
liabili ty for prod ucts, 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 val ue, 543 
Statement of cash flows, 17, 17-18, 56, 62, 

74-75, 605, 605- 608,A- 10 
accounting eq uation and, 618- 6 19 
cash equivalents and, 294-296 
changes in stockholders' equity affrct 

the, 563-565 
classification of items on, illus., 613 
compared to the income statement, 

164 
compiling, 618-629 
current liabilities on, illus., 438 
for Best Buy, illus., 604 
for Julian Corp., completed, 629 
for Kellogg's, partial consolidated, 

illus., 256 
for 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. , 6 11 
information from, 164 
investments and receivables afiect, 

illus., 357 



inventories afkct, 255- 256 
inventories and, illus., 256 
liqu id assets and, 356-357 
long-term assets affect, 40 1-403 
long-term liabilities aftcct, 512-514 

illus., 512 
preparation of: illus ., 75 
purpose of, 605- 606 
reading for changes in current 

liabili ties, 438-439 
reporting req uirements for, 606-608 
preparing, ill us., 606-608 
using the direct method, 620-621 

illus ., 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 financial position, 15 
Statement of income, 15 
Statement of retained earnings, 17, 17, 62, 

73 
preparation ot: illus., 73 

Statement of stockholders' equity, 73, 557, 
557- 559 

Stock, 349 
capital , 9, 65- 66, 628 
common, 66 
common and prcforrcd cash dividends, 

552- 553 
cumulative prctcrrcd, 553 
for Fun Fitness, 20 l 0, 558 
investment in, 35 1- 355 

accounting for, illus. , 354- 355 
issuance ot~ 546- 548 

for cash, recording, illus., 546 
for noncash consideration, record-

ing, illus., 547 
noncum ulative preferred, 552 
prctcrrcd, 66, 545, 552-553 
retirement ot: 550 
share of, 7 
treasury, 548- 550 

Stock dividend, 553, 553- 556 
recording ot: illus., 554-556 

Stock issued for cash, 546 
recording ot~ illus., 546 

Stock issued for noncash consideration, 
547 

recording of, illus., 547 
Stock split, 556, 556- 557 

reporting, ill us., 556- 557 
Stock vs. debt financing, advantages and 

disadvantages, ill us., 541 
Stockholder(s), 9, 11 

cash flow 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, 
identifying components ot: 
542- 544 

changes that affect the statement of 
cash flows, 563- 565 

ill us., 563 
firm's value and, 560- 563 
IFR.S and, 544 
on the balance sheet, 541-542, 561, 

562 
overview of, 540-544 
return on common, 696-697, 701 
Sec also Statement of stockholders' 

equity 
Straight-line method, 170, 383 
Subsidiaries, 76, 352 
Subsidiary ledger, 334 

use of, 333- 334 
Substance over form, 545 

T 
T account, 118 

using, illus., 11 8 
Tangible assets, 64, 378 
Target Corporation, 277, 283- 284, 683 
Tax deferra l, 243 
Tax shield , 386, 4 16, 420 
Taxes deferred, 5 14-517 
Taxes payable, 8, 436 

illus., 436 
income, 624 

Tax-exempt bonds, 515 
Tcmpora1y 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, 444-447, 

A-9- A-10 
importance of, illus., 445 

Time Warner Inc., 4, 44 
Times interest earned, 692 
Times interest earned ratio, 692, 70 I 

analyzing, 5 10- 511 
Timing difference, 515 
Title to inventory, shipping terms and 

transfer of, 232 
Top of the World balance sheet, 15 

income statement, 16 
relationships among the fi nancial 

statement, 18 
statement of cash flows, 17-18 
statement of retained earnings, 17 

Transactions, 107 
analyzing and recording of, using 

debits and credits, illus., 
121- 122 

Index 1-13 

debits and credits applied to, 120-12 1 
eftects on the accounting equation, 

108-11 3 
illus., 109- 11 1 

for Glengarry Health Club, illus ., 112, 
121-122 

illus ., 12 1- 122 
identify and analyze, 11 5-116 
journal as a record of, 123-126 
recording, 106-107 

in journal entry form, illus., 
123- 124 

role of source documents in, 108 
sole proprietorship, 566- 568 

illus ., 566-567 
Transit, deposit in, 299 
Transportation costs, and shipping terms, 

231 
Transportation-in, 229 
Transportation -out, 232 
Transposition error, 300 
Treasury stock, 548, 548- 550 

recording the purchase of, illus., 549 
Trend analysis, 681 
Trial balance, 126, 126- 127 

preparing, illus ., 127 
Turnover ratio 

u 

accounts receivable, 341- 343, 689, 
701 

asset, 696, 701 
inventory, 690, 701 

Unamortized , 500 
Uncollcctiblc accounts allowance for, 336 

write-offs with allowance method, 336 
Understandability, 58 
Unearned 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, 

452-453 
Unl imited liabi lity, 566 
U.S. Steel, 605-606 

v 
Valuation and reporting for investments on 

the fi nancial statements, 355 
Valuation of accounts receivable, 334- 335 
Val ue 

book,383,498 
carrying, 498-499 
current, 160 
face, 49 1 
fa ir market, 380- 381 
market, 554 
maturity, 344 
par, 66, 49 1, 543, 555 



1-14 

residua], 383 
salvage, 383 
stated, 543 

Value ofa single amount 
future, 447-449 
present, 449-450 

Val ue of an ann uity 
future, 450-45 1 
present, 45 1-452 

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 

w 
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 
Warranties, product, 440-441 

record ing a liabili ty for, illus., 441 
Weighted average cost method, 239, 

239-240 
dete rmining ending invento1y 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 of cash flows , 636- 638 
use of, 185 

Working capital, 67, 67, 686 
computing, illus., 686 
liq uidity analysis and management ot~ 

686-691 
Working capital ratio, 70 1 
Workout Wonders' stockholders' equity 

section, illus., 562 
WorldCom, 30, 302 
Write-off method, direct, 335 
Write-offS of uncollectible accounts with 

allowance method, 336 
illus., 337 

x 
Xerox, 399 



The Accounting Equation 
The accounting equation is the foundation for the entire accounting system: 

Assets = Liabil ities + Owners' Equity 
or 

Assets = Liab ilities + Stockholders' Equity 

Accounting Equation and the Balance Sheet 
Assets = Liabilities + Owners' Equity 

Economic .-.urcea Creditors' claims Owners' claims 
Examples: to the assets to the assets 
•Cash Examples: Examples: 
• Accounts receivable • Accounts payable • Capital stock 
•Land • Notes payable • Retained earnings 

The Financial Statements 
Balance Sheet shows ,\sscts, li.lhilitics, .rnd stockholders' cquit\ at a certain date. 

Income Statement shows rn cnucs .rnd c\pcnscs for the period. 

during the period . Statement of Retained Earnings shows 

Statement of Cash Flows shows Llsh !lo\\ cfti:cts of opn.Hing., im cstmg., .rnd tin.rncing. .1cti\ Hies for a period . 

Relationships among the Financial Statements 

Revenues 
Less: Expenses 

Net Income 

Top of the World 
Income Statement 

For theYear Ended June 30, 2012 

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 

$8.000 
..M!1Q 
$2.000 

s 0 
2.000 
~) 

~ 

JUNE 30, 201 2 JULY 1, 2011 

Assets: 

Cash -s 200.. $0 
Accounts receivable 600 0 
Land 4.000 0 
lodge . lifts , and equipment 2,500 ..Q 
Total assets $7.300 $0 

Liabilities n $4,100 $0 
Capital stock 2.000 0 
Retained eamings ~- _JJ 
Total hab1hlies and stockholders' equity $7.300 ~ 

Top of the World 
Statement of Cash Flows 

For the Year Ended June 30, 2012 

Net cash provided by operating activities 
Net cash used by investing activities 
Net cash provided by financing activities 
Net increase 1n cash 
Cash at beginning of year 
Ceah at end of year 

Transaction 
Number Cash 

$ 2,600 
(6,600) 
4.200 

$ 200 
__Q 

....___ $ 200 

Accounts 
Receivable 

Income Statement 

Revenues 

0 Expenses 

Statement of 
Retained Earnings 

Retained Earnings 
Beginning Balance 

l~~!lmlDJih~IQ~·~Hii,IC§l-----f-i+ +Net Income 

- Dividends 
-0 

Transaction Analysis* 
Assets = Liabilities 

Accounts Notes 
Equipment Build ing Land Payable Payable 

*The accounts shown here are one possible set of accounts; other accounts are introduced in later chapters. 

Balance Sheet 

Assets 

Total Assets 
Liabilities 

Stockholders' Equity 

Retained Earnings 

Total Liabi lities 
and Stockholders' 
Equity 

+ Stockholders' Equity 

Capital 
Stock 

Retained 
Earnings 



Example: Transaction 4, p.109 : Sale of monthly memberships on account : 

ac tion Analysis Format (used in Ch. 3) 

• Shows.how transactions are analyzed in account names (Cash, Accounts Receivable, etc., 
~below) and accounting equation categories (Assets, Liabi lities, Stockholders' Equity). 

{Amomrts are eventually reflected in the financial statements.) 

Assets Liabilities + Stockholders' Equity 

Accounts 
Cash Receivable Equipment Building Land 

Accounts 
Payable 

Notes 
Payable 

Capital 
Stock 

Retained 
Earnings 

4 $15.000 $1 5,000 

• Answers the three questions for each transaction: 
o What type of Activity does the transaction reflect? 
o What Accounts are affected? 
o Which Financial Statement(s) are affected? 

Shows how the balance sheet and the income stater:ient are affected by the 
transaction, listing account names and amounts recorded under each accounting 
equation categt>ry. 

STOCKHOLDERS' ---------------- NET 
LIABILITIES + EQUITY REVENUES EXPENSES INCOME -------

15,000 
15,000 

Membership 
Revenue 15,000 

' 

15,000 

l 
lhis line will show the transactions discussed in each chapter 
bf.a:counttitle. amount, and whether the amount is an 
increase or a decrease to account. Decreases will appear 
as negative numbers. 

Revenues and expenses appear on the 
Income Statement, and net income 
increases retained earnings, which is 
part of stockholders' equity. 

Cost of Goods Sold 

Beginning inventory 

+ Cost of goods purdiased 
Cost of goods available for sale 

Ending inventory 

Cost of goods sold 

What is on hand to start the period 
What was acquired for resale during the period 
The "pool " of costs to be distributed 

What was not sold during the period and 
therefore is on hand to start the next period 
What was sold during the period 

Components of Stockholders' Equity 
Assets = Liabi lities + Stockholders' Equity 

Total Stockholders' Equity = Contributed Capital 
+ 

Retained Earnings 

.. ' · 
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