
LEARNING OBJECTIVES

1. Define accounting and identify its objectives.
2. Distinguish among the three major types of accounting.
3. List the three primary financial statements and briefly summarize the information

contained in each.
4. Identify financial statement users and the decisions they make.
5. Define generally accepted accounting principles and explain how they are

determined.
6. Describe the role of auditing.
7. List the economic consequences of accounting principle choice.
8. Assess the importance of ethics in accounting.

INTRODUCTION

Jane Johnson is considering selling T-shirts in the parking lot during her university’s
football games. Jane, of course, will do this only if she expects to make a profit. To es-
timate her profits, Jane needs certain pieces of information, such as the cost of a shirt,
the university’s charge for the right to conduct business on its property, the expected
selling price, and the expected sales volume. Suppose Jane has developed the follow-
ing estimates:

Sales price per shirt $  12
Cost per shirt $    7
Number of shirts sold per game day 50
University fee per game day $100

Although developing estimates is tricky, let’s take these estimates as given. Based
on the estimates, Jane would earn a profit of $150 per game day.

Sales ($12 � 50) $600
Less expenses:
Cost of merchandise ($7 � 50) $350
University fee 100
Total expenses 450

Net income $150

c h a p t e r
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Since this looks like a reasonable profit, Jane puts her plan into action. After her
first game day, Jane needs to assess her success (or failure). Based on her actual results,
Jane prepares the following information:

Sales ($12 � 40) $480
Less expenses:
Cost of merchandise ($7 � 40) $280
University fee 100
Total expenses 380

Net income $100

Jane’s business was profitable, but not as profitable as she planned. This is because
Jane sold fewer shirts than she hoped, but Jane is confident that she can sell any re-
maining shirts on the next game day.

The preceding illustration shows two ways in which accounting can be used.
First, Jane used accounting to help plan her business. That is, she used accounting to
project her expected profit. Second, after Jane operated her business for a day, she
used accounting to determine if, in fact, she had made a profit. In general, accounting
is used during all phases of planning and operating a business.

ACCOUNTING

Accounting is the systematic process of measuring the economic activity of a busi-
ness to provide useful information to those who make economic decisions. Account-
ing information is used in many different situations. The illustration in the introduc-
tory section shows how a business owner (Jane) can use accounting information.
Bankers use accounting information when deciding whether or not to make a loan.
Stockbrokers and other financial advisers base investment recommendations on ac-
counting information, while government regulators use accounting information to de-
termine if firms are complying with various laws and regulations.

TYPES OF ACCOUNTING

The examples mentioned in the last section explained how accounting information
can be helpful in a number of situations. In fact, the field of accounting consists of sev-
eral specialty areas that are based on the nature of the decision. The following sections
describe the three major types of accounting, which are summarized in Exhibit 1-1.

Financial Accounting
Financial accounting provides information to decision makers who are external
to the business. To understand the role of financial accounting, consider a large cor-
poration such as IBM. The owners of corporations are called shareholders, and IBM
has more than 600,000 shareholders. Obviously, each shareholder cannot partici-
pate directly in the running of IBM, and because IBM needs to maintain various trade
secrets, its many thousands of shareholders are not permitted access to much of the
firm’s information. Because of this, shareholders delegate most of their decision-
making power to the corporation’s board of directors and officers. Exhibit 1-2 con-
tains an organizational chart for a typical corporation. Shareholders, however, need
information to evaluate (1) the performance of the business and (2) the advisability
of retaining their investment in the business. Financial accounting provides some of
the information for this purpose; such information is also used by potential share-
holders who are considering an investment in the business.
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Creditors and potential creditors are also served by financial accounting. Firms of-
ten seek loans from banks, insurance companies, and other lenders. Although credi-
tors are not internal parties of those firms, they need information about them so that
funds are loaned only to credit-worthy organizations. Financial accounting will usually
provide at least some of the information needed by these decision makers.

Managerial Accounting
Managers make numerous decisions. These include (1) whether to build a new plant,
(2) how much to spend for advertising, research, and development, (3) whether to
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Accounting Specialty Decision Maker Examples of Decisions

Financial accounting Shareholders Buy shares
Hold shares
Sell shares

Creditors Lend money
Determine interest rates

Managerial accounting Managers Set product prices
Buy or lease equipment

Tax Managers Comply with tax laws
Minimize tax payments
Assess the tax effects of
future transactions

EXHIBIT 1-1       The Three Major Types of Accounting

EXHIBIT 1-2       Organizational Chart of a Typical Corporation
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lease or buy equipment and facilities, (4) whether to manufacture or buy component
parts for inventory production, or (5) whether to sell a certain product. Managerial ac-
counting provides information for these decisions. This information is usually more de-
tailed and more tailor-made to decision making than financial accounting information.
It is also proprietary; that is, the information is not disclosed to parties outside the firm.

Sterling Collision Centers, Inc. provides a good illustration of managerial ac-
counting at work. Although Sterling only has 18 shops, it hopes to put a major dent in
the automotive body shop business through aggressive expansion and the introduc-
tion of innovative management techniques. One of its strategies is to use computers
to better track repair times, which will provide both standards for different types of
repair jobs as well as measures of how individual workers perform relative to the stan-
dards. By tying pay to performance, Sterling hopes to improve worker productivity.
Knowledge of repair times will also help Sterling to determine estimated bids for its
repair jobs. Managerial accountants play a major role in all these activities.

Although distinguishing between financial and managerial accounting is convenient,
the distinction is somewhat blurred. For example, financial accounting provides informa-
tion about the performance of a firm to outsiders. Because this information is essentially
a performance report on management, managers are appropriately interested in and in-
fluenced by financial accounting information. Accordingly, the distinction between finan-
cial and managerial accounting depends on who is the primary user of the information.

Tax Accounting
Tax accounting encompasses two related functions: tax compliance and tax plan-
ning. Tax compliance refers to the calculation of a firm’s tax liability. This process en-
tails the completion of sometimes lengthy and complex tax forms. Tax compliance
takes place after a year’s transactions have been completed.

In contrast, tax planning takes place before the fact. A business transaction can be
structured in a variety of ways; a car can be purchased by securing a loan, for exam-
ple, or it can be leased from the dealer. The structure of a transaction determines its
tax consequences. A major responsibility of tax accountants is to provide advice about
the tax effects of a transaction’s various forms. Although this activity may seem to be
an element of managerial accounting, it is separately classified due to the necessary
specialized tax knowledge.

Other Types of Accounting
A few additional types of accounting exist. Accounting information systems are the
processes and procedures required to generate accounting information. These include

1. identifying the information desired by the ultimate user,
2. developing the documents (such as sales invoices) to record the necessary data,
3. assigning responsibilities to specific positions in the firm, and
4. applying computer technology to summarize the recorded data.

Another type of accounting deals with nonbusiness organizations. These or-
ganizations do not attempt to earn a profit and have no owners. They exist to fulfill the
needs of certain groups of individuals. Nonbusiness organizations include

1. hospitals,
2. colleges and universities,
3. churches,
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4. the federal, state, and local governments,
5. many other organizations such as museums, volunteer fire departments, and dis-

aster relief agencies.

Nonbusiness organizations have a need for all the types of accounting we have
just reviewed. For example, a volunteer fire department might need to borrow money
to purchase a new fire truck. Its banker would then require financial accounting in-
formation to make the lending decision.

Nonbusiness organizations are fundamentally different from profit-oriented firms:
They have no owners and they do not attempt to earn a profit. Because of this, the
analysis of the financial performance of business and nonbusiness organizations is
considerably different. This text addresses only business organizations. Most colleges
and universities offer an entire course devoted to the accounting requirements of non-
business organizations.

A CLOSER LOOK AT FINANCIAL ACCOUNTING

This text is primarily concerned with financial accounting, which summarizes the past
performance and current condition of a firm. An overview of financial accounting is pre-
sented in Exhibit 1-3. Each element of the exhibit is discussed in the following sections.

Past Transactions and Other Economic Events
Past transactions and events are the raw materials for the financial accounting process.
Transactions typically involve an exchange of resources between the firm and other
parties. For example, purchasing equipment with  cash is a transaction that would be
incorporated in the firm’s financial accounting records. Purchasing equipment on
credit is also a transaction; equipment is obtained in exchange for a promise to pay for
it in the future.

Financial accounting also incorporates significant economic events that do not in-
volve exchanges with other parties. For example, assume that a firm owns an unin-
sured automobile that is completely destroyed in an accident. Financial accounting
would reflect the effect of this event.

Keep in mind that financial accounting deals with past transactions and events. It
provides information about the past performance and current financial standing of a
firm. Financial accounting itself does not usually make predictions about the future. Al-
though financial statement users need to assess a firm’s future prospects, financial ac-
counting does not make these predictions, but it does provide information about the
past and present that is useful in making predictions about the future.
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EXHIBIT 1-3       Overview of Financial Accounting
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The Financial Accounting Process
The financial accounting process consists of

1. categorizing past transactions and events,
2. measuring selected attributes of those transactions and events, and
3. recording and summarizing those measurements.

The first step places transactions and events into categories that reflect their type
or nature. Some of the categories used in financial accounting include (1) purchases
of inventory (merchandise acquired for resale), (2) sales of inventory, and (3) wage
payments to workers.

The next step assigns values to the transactions and events. The attribute mea-
sured is the fair value of the transaction on the exchange date. This is usually indicated
by the amount of cash that changes hands. If equipment is purchased for a $1,000
cash payment, for example, the equipment is valued at $1,000. The initial valuation is
not subsequently changed. (Some exceptions are discussed in later chapters.) This
original measurement is called historical cost.

The final step in the process is to record and meaningfully summarize these mea-
surements. Summarizing is necessary because, otherwise, decision makers would be
overwhelmed with an extremely large array of information. Imagine, for example, that
an analyst is interested in Ford Motor Company’s sales for 1998. Providing a list of every
sales transaction and its amount would yield unduly detailed information. Instead, the
financial accounting process summarizes the dollar value of all sales during a given time
period and this single sales revenue number is included in the financial statements.

Financial Statements
Financial statements are the end result of the financial accounting process. Firms pre-
pare three major financial statements: the balance sheet, the income statement, and
the statement of cash flows. The following sections briefly describe these statements.

The Balance Sheet The balance sheet shows a firm’s assets, liabilities, and own-
ers’ equity. Assets are valuable resources that a firm owns or controls. The simplified
balance sheet shown in Exhibit 1-4 includes four assets. Cash obviously has value. Ac-
counts receivable are amounts owed to Newton Company by its customers; these
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The Newton Company
Balance Sheet

December 31, 2000

Assets Liabilities and Owners’ Equity

Cash $ 5,000 Liabilities
Accounts receivable 7,000 Accounts payable $ 8,000
Inventory 10,000 Notes payable 2,000
Equipment 7,000 Total liabilities 10,000

Owners’ equity 19,000
Total assets $29,000 Total liabilities

and owners’ equity $29,000

EXHIBIT 1-4       A Balance Sheet
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have value because they represent future cash inflows. Inventory is merchandise ac-
quired that is to be sold to customers. Newton expects its inventory to be converted
into accounts receivable and ultimately into cash. Finally, equipment (perhaps deliv-
ery vehicles or showroom furniture) enables Newton to operate its business.

Liabilities are obligations of the business to convey something of value in the fu-
ture. Newton’s balance sheet shows two liabilities. Accounts payable are unwritten
promises that arise in the ordinary course of business. An example of this would be
Newton purchasing inventory on credit, promising to make payment within a short
period of time. Notes payable are more formal, written obligations. Notes payable of-
ten arise from borrowing money.

The final item on the balance sheet is owners’ equity, which refers to the own-
ers’ interest in the business. It is a residual amount that equals assets minus liabilities.
The owners have a positive financial interest in the business only if the firm’s assets
exceed its obligations.

The Income Statement Just as each of us is concerned about our income, in-
vestors and creditors are interested in the ability of an organization to produce income
(sometimes called earnings or profits). The income statement summarizes the earn-
ings generated by a firm during a specified period of time. Exhibit 1-5 contains New-
ton Company’s income statement for 2000.

Income statements contain at least two major sections: revenues and expenses.
Revenues are inflows of assets from providing goods and services to customers. New-
ton’s income statement contains one type of revenue: sales to customers. This in-
cludes sales made for cash and sales made on credit.

Expenses are the costs incurred to generate revenues. Newton’s income state-
ment includes three types of expenses. Cost of goods sold is the cost to Newton of the
merchandise that was sold to its customers. General and administrative expenses in-
clude salaries, rent, and other items. Tax expense reflects the payments that Newton
must make to the Internal Revenue Service and other taxing authorities. The differ-
ence between revenues and expenses is net income (or net loss if expenses are
greater than revenues).

The Statement of Cash Flows From a financial accounting perspective, income
is not the same as cash. For example, suppose that a sale is made on credit. Will this
sale be recorded on the income statement? Yes. It meets the definition of a revenue
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The Newton Company
Income Statement

For the Year Ended December 31, 2000

Revenues
Sales $63,000

Expenses
Cost of goods sold $35,000
General and administrative 20,000
Tax 3,000
Total expenses 58,000

Net Income $ 5,000

EXHIBIT 1-5       An Income Statement
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transaction: an inflow of assets (the right to receive cash in the future) in exchange for
goods or services. Moreover, including this transaction in the income statement pro-
vides financial statement readers with useful information about the firm’s accom-
plishments. However, no cash has been received. Thus, the income statement does
not provide information about cash flows.

Financial statement users, though, are also interested in a firm’s ability to gener-
ate cash. After all, cash is necessary to buy inventory, pay workers, purchase equip-
ment, and so on. The statement of cash flows summarizes a firm’s inflows and out-
flows of cash. Exhibit 1-6 illustrates Newton Company’s statement of cash flows,
which has three sections. One section deals with cash flows from operating activi-
ties, such as the buying and selling of inventory. The second section contains infor-
mation about investing activities, such as the acquisition and disposal of equipment.
The final section reflects cash flows from financing activities. These activities in-
clude obtaining and repaying loans, as well as obtaining financing from owners.

Notes to Financial Statements A full set of financial statements includes a num-
ber of notes that clarify and expand the material presented in the body of the finan-
cial statements. The notes indicate the accounting principles (rules) that were used to
prepare the statements, provide detailed information about some of the items in the
financial statements, and, in some cases, provide alternative measures of the firm’s as-
sets and liabilities.

Notes to financial statements are not illustrated in this chapter because they are
highly technical and apply to specific accounting topics covered in subsequent chap-
ters. Notes are, however, emphasized throughout much of this book.

Annual Reports All large firms, and many smaller ones, issue their financial state-
ments as part of a larger document referred to as an annual report. In addition to the
financial statements and their accompanying notes, the annual report includes de-
scriptions of significant events that occurred during the year, commentary on future
plans and strategies, and a discussion and analysis by management of the year’s results.
Appendixes C and D of this text contain substantial portions of two annual reports.
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The Newton Company
Statement of Cash Flows

For the Year Ended December 31, 2000

Cash flows from operating activities:
Cash received from customers $61,000
Cash paid to suppliers (37,000)
Cash paid for general and administrative functions (19,900)
Taxes paid (3,000)
Net cash provided by operating activities 1,100

Cash flows from investing activities:
Purchase of equipment (2,000)

Cash flows from financing activities:
Net borrowings 1,000

Net increase in cash 100
Cash at beginning of year 4,900
Cash at end of year $ 5,000

EXHIBIT 1-6       A Statement of Cash Flows
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Decision Makers
Recall that the primary goal of financial accounting is to provide decision makers with
useful information. This section identifies the major users of financial statements and
describes the decisions they make.

Owners Present and potential owners (investors) are prime users of financial
statements. They continually assess and compare the prospects of alternative invest-
ments. The assessment of each investment is often based on two variables: expected
return and risk.

Expected return refers to the increase in the investor’s wealth that is expected
over the investment’s time horizon. This wealth increase is comprised of two parts: (1)
increases in the market value of the investment and (2) dividends (periodic cash dis-
tributions from the firm to its owners). Both of these sources of wealth depend on the
firm’s ability to generate cash. Accordingly, financial statements can improve decision
making by providing information that helps current and potential investors estimate
a firm’s future cash flows.

Risk refers to the uncertainty surrounding estimates of expected return. The term
expected implies that the return is not guaranteed. For most investments, numerous
alternative future returns are possible. For example, an investor may project that a
firm’s most likely return for the upcoming year is $100,000. However, the investor rec-
ognizes that this is not the only possibility. There is some chance that the firm might
generate returns of $90,000 or $110,000. Still other possibilities might be $80,000 and
$120,000. The greater the difference among these estimates, the greater the risk. Fi-
nancial statements help investors assess risk by providing information about the his-
torical pattern of past income and cash flows.

Investment selection involves a trade-off between expected return and risk. In-
vestments with high expected returns generally have a high risk. Each investor must
assess whether investments with greater risk offer sufficiently higher expected re-
turns.

To illustrate the trade-off between risk and expected return, assume that an in-
vestor has two choices: Investment A and Investment B. Each investment costs $100.
The return provided by the investments during the next year depends on whether the
economy experiences an expansion or recession. The following chart summarizes the
possibilities:

Expected Return
Investment A Investment B

Expansion $10 $4
Recession $ 0 $2

Assuming that expansion and recession are equally as likely, the expected return
of the two investments can be calculated as follows:

Investment A ($10 � .5) � ($0 � .5) � $5
Investment B  ($4 � .5) � ($2 � .5) � $3

Although Investment A has the higher expected return, it also has the higher risk.
Its return next year can vary by $10, while Investment B’s return can vary by only $2.
Investors must decide for themselves whether Investment A’s higher expected return
is worthwhile, given its greater risk.
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Creditors The lending decision involves two issues: whether or not credit should
be extended, and the specification of a loan’s terms. For example, consider a bank
loan officer evaluating a loan application. The officer must make decisions about the
amount of the loan (if any), interest rate, payment schedule, and collateral. Because
repayment of the loan and interest will rest on the applicant’s ability to generate cash,
lenders need to estimate a firm’s future cash flows and the uncertainty surrounding
those flows. Although investors generally take a long-term view of a firm’s cash gen-
erating ability, creditors are concerned about this ability only during the loan period.

Lenders are not the only creditors who find financial statements useful. Suppliers
often sell on credit, and they must decide which customers will or will not honor
their obligations.

Other Users A variety of other decision makers find financial statements helpful.
Some of these decision makers and their decisions include the following:

1. Financial analysts and advisors. Many investors and creditors seek expert ad-
vice when making their investment and lending decisions. These experts use fi-
nancial statements as a basis for their recommendations.

2. Customers. The customers of a business are interested in a stable source of sup-
ply. They can use financial statements to identify suppliers that are financially
sound.

3. Employees and labor unions. These groups have an interest in the viability and
profitability of firms that employ them or their members. As described in Reality
Check 1-1, unions in the airline industry have recently made several important de-
cisions based, in part, on financial statements.

4. Regulatory authorities. Federal and state governments regulate a large array of
business activities. The Securities and Exchange Commission (SEC) is a prominent
example. Its responsibility is to ensure that capital markets, such as the New York
Stock Exchange, operate smoothly. To help achieve this, corporations are required
to make full and fair financial disclosures. The SEC regularly reviews firms’ finan-
cial statements to evaluate the adequacy of their disclosures. Reality Check 1-2 de-
scribes another regulatory use of accounting information.

The accounting profession views financial statements as being general purpose.
They are intended to meet the common information needs of a wide variety of users,
such as those in the preceding list.
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United Airlines: Employees of United Airlines gained controlling ownership of United’s parent, UAL Corporation, by
agreeing to billions of dollars in wage and benefit concessions. The employees needed to estimate the value of UAL so
that they could determine the extent of the wages and benefits to sacrifice. Financial statements are frequently used in
valuing businesses.

Northwest Airlines: In 1993, Northwest asked its pilots to forgo $886 million in wages and benefits over three years.
Northwest’s reported 1993 loss of $115 million played a role in securing the pilots’ agreement. However, in 1997,
Northwest reported a profit of $597 million. As you might imagine, the pilots became much more assertive in their bar-
gaining, asking for wage increases, profit sharing, and bonuses.
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GENERALLY ACCEPTED ACCOUNTING PRINCIPLES

Decision makers often wish to compare the financial statements of several firms. To
permit valid comparisons, the firms’ statements need to be based on the same set of
accounting principles, which are the rules and procedures used to produce the fi-
nancial statements.

To illustrate how one event might be accounted for in more than one way, con-
sider a movie production company that has just produced a new film costing
$25,000,000. Assume that a balance sheet is to be prepared before the film is mar-
keted. Does the firm have a $25,000,000 asset? The real value of the film rests on its
capability to generate future revenues. A successful film will generate revenue that is
many times greater than its cost; an unsuccessful film may not even cover its cost. At
the balance sheet date, the future revenue is unknown.

As a potential investor or creditor, how would you prefer that this film be re-
flected on the balance sheet? Two obvious alternatives are $25,000,000 and $0. The
latter is clearly more conservative; it results in a lower asset value. Some financial state-
ment readers would prefer this conservative approach. Others would maintain that
management expects to reap at least $25,000,000 in revenue; otherwise, they would
not have undertaken the project. Thus, they feel that $25,000,000 is the most reason-
able figure. There is no obvious answer to this issue. However, to permit valid com-
parisons of various firms’ balance sheets, the same accounting principle should be
used. Current accounting practice, in general, is to record assets at historical cost; in
this case, the movie would be recorded at $25,000,000.

The Financial Accounting Standards Board
The most widely used set of accounting principles is referred to as generally accepted
accounting principles (GAAP). GAAP is currently set by the Financial Accounting Stan-
dards Board (FASB). The FASB is a private organization located in Norwalk, Connecti-
cut. The board is comprised of seven voting members who are supported by a large
staff. As of June 1, 1998, the FASB issued 132 Statements of Financial Accounting Stan-
dards (SFASs). These standards are the primary source of GAAP.

The FASB’s predecessor was the Accounting Principles Board (APB). The APB
issued 31 Opinions, which are still part of GAAP, unless they have been superseded
by an SFAS.

The FASB faces a difficult task in setting GAAP. Financial accounting is not a natural
science; no fundamental accounting laws have been proven to be correct. Accounting
exists to provide information useful for decision making. The FASB’s responsibility is to
specify the accounting principles that will result in highly useful information. How-
ever, given that financial statement users are rather diverse, this is not a simple task.

The FASB employs an elaborate due process procedure prior to the issuance of an
SFAS. Exhibit 1-7 summarizes the FASB’s procedures. This process is designed to en-
sure that all those who wish to participate in the setting of accounting standards have
an opportunity to do so.

FINANCIAL ACCOUNTING AND ITS ENVIRONMENT 11

California has perhaps the country’s toughest standards for vehicle emissions. One aspect of its program requires the ma-
jor automakers to generate 10% of their California sales from electric vehicles by 2003. Compliance with this regulation
will be assessed from financial accounting information.
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The FASB publishes several preliminary documents during its deliberations on each
SFAS. The documents include an Invitation to Comment or a Discussion Memoran-
dum that identify the fundamental accounting issues to be addressed. An Exposure
Draft is the FASB’s initial attempt at resolving such issues. These documents are widely
disseminated, and interested parties are invited to communicate with the board, both
in writing and by making presentations at public hearings. An affirmative vote of five
of the seven FASB members is needed to issue a new SFAS.

An interesting aspect of GAAP is that more than one accounting method (or prin-
ciple) is acceptable for some transactions. For example, there are several acceptable
inventory accounting methods. This provides managers with considerable discretion
in preparing their financial statements.

Several accountants, judges, and legislators have criticized this situation. They believe
that only a single method should be allowed for a given transaction. In general, the FASB
is attempting to narrow the availability of multiple acceptable accounting procedures.

The Securities and Exchange Commission
The Securities and Exchange Commission (SEC) was created by the Securities Ex-
change Act of 1934. The act empowered the SEC to set accounting principles and fi-
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EXHIBIT 1-7       FASB’s Due Process Procedures
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nancial disclosure requirements for the corporations that it regulates. These corpora-
tions are quite large and have ownership interests that are widely dispersed among
the public. Such corporations are referred to as publicly held. Thus, for at least pub-
licly held corporations, the SEC has legislative authority to set GAAP. This raises a ques-
tion about the relationship between the SEC and the FASB.

The FASB is a private (nongovernment) organization whose authority to set GAAP
derives from two sources. First, the business community and the accounting profes-
sion, by accepting FASB rulings, provide one source of support. In the United States,
accounting principles have traditionally been set in the private sector, and the FASB’s
standards have received a reasonable amount of support. At the same time, not every-
one is entirely happy with the FASB’s pronouncements. Some people criticize the
FASB for issuing standards that are too complex and too costly to implement. Part of
the FASB’s responsibility is to balance financial statement users’demands for better in-
formation with the costs incurred by those who provide that information.

The second source of the FASB’s standard-setting authority is the SEC. Although
the SEC has legislative authority to set GAAP for publicly held corporations, it prefers
to rely on the accounting profession’s private rule-making bodies to do this. In fact,
the SEC has formally indicated that it will recognize GAAP as prescribed by the FASB.
The SEC does, however, retain the right to overrule FASB pronouncements, and it oc-
casionally exercises this right. Exhibit 1-8 shows the relationships among the different
organizations involved in setting accounting standards.

THE ROLE OF AUDITING

A firm’s management is primarily responsible for preparing its financial statements. Yet
the financial statements can be viewed as a report on the performance of manage-
ment. The conflict of interest in this situation is apparent. As a result, the financial
statements of all corporations reporting to the SEC must be audited. Audits are re-
quired because they enhance the credibility of the financial statements. The financial
statements of many privately held businesses are also subject to an audit. Banks, for
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EXHIBIT 1-8       Groups Involved in Setting Accounting Standards
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example, require many loan applicants to submit audited financial statements so that
lending decisions can be based on credible financial information.

One of the most important auditing relationships, which are depicted in Exhibit
1-9, is the role of the independent certified public accountant (CPA) who conducts the
audit. CPAs are licensed by the individual states by meeting specified educational and
experience requirements and passing the uniform CPA exam, which takes two days to
complete. CPAs are also required to attend continuing professional education classes
and participate in a peer review process, whereby one CPA firm reviews and critiques
the work of another firm.1

Exhibit 1-10 contains an auditor’s report. The wording has been carefully chosen
by the accounting profession to communicate precisely what an audit does and does
not do. The first paragraph identifies the company, the specific financial statements
that were audited, and the years of the audit. Management’s responsibility for the fi-
nancial statements is also acknowledged.

The second paragraph states that the audit has been conducted in accordance
with generally accepted auditing standards (GAAS). These standards have been
developed by the accounting profession to provide guidance in the performance of an
audit, which consists of an examination of evidence supporting the financial state-
ments. Because audits are costly, auditors cannot retrace the accounting for every
transaction. Accordingly, only a sample of a corporation’s many transactions are re-
viewed. Based on the results of these tests, the auditor draws an inference about the
fairness of the financial statements.

The second paragraph also notes that audits provide reasonable (not absolute) as-
surance that financial statements are free of material error. The lesser standard of rea-
sonable assurance is employed for two reasons. First, auditors do not examine every
transaction and thus they are unable to state conclusions in too strong a fashion. Sec-
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1More detailed descriptions of the accounting profession are provided in Appendix B.
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ond, even if auditors were to examine every transaction, collusion between two par-
ties could make the detection of an error virtually impossible.

The third paragraph contains the auditor’s opinion. The opinion reflects the au-
ditor’s professional judgment regarding whether the financial statements are fairly pre-
sented in accordance with GAAP. Some readers mistakenly assume that auditors “cer-
tify”the financial statements. Auditors do not provide financial statement readers with
that level of assurance. Auditors do not guarantee the correctness of the financial state-
ments. Auditors merely express an educated professional judgment based on audit
tests conducted according to acceptable professional standards.

An analogy can be drawn to a medical doctor diagnosing a patient. Based on a se-
ries of appropriate tests, the doctor develops a diagnosis. In many cases, the doctor
cannot be absolutely certain of the diagnosis. This is why, for example, exploratory
surgery is sometimes necessary. Doctors do not issue guarantees, and neither do
auditors.

The report that appears in Exhibit 1-10 is an unqualified opinion, indicating that
Arthur Andersen has no reservations about the reasonableness of Merck’s financial
statements. However, a variety of concerns may arise that would cause the auditor to
qualify the opinion or to include additional explanatory material. We know, for ex-
ample, that there are several acceptable methods of accounting for inventory. If a
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To the Stockholders and
Board of Directors of Merck & Co., Inc.:

We have audited the accompanying consolidated balance sheet of Merck & Co., Inc. (a
New Jersey corporation) and subsidiaries as of December 31, 1997 and 1996, and the
related consolidated statements of income, retained earnings, and cashflows for each of
the three years in the period ended December 31, 1997. These financial statements are the
responsibility of the company’s management. Our responsibility is to express an opinion
on these financial statements based on our audits.

We conducted our audits in accordance with generally accepted auditing standards.
Those standards require that we plan and perform the audit to obtain reasonable assur-
ance about whether the financial statements are free of material misstatement. An audit in-
cludes examining, on a test basis, evidence supporting the amounts and disclosures in the
financial statements. An audit also includes assessing the accounting principles used and
significant estimates made by management, as well as evaluating the overall financial
statement presentation. We believe that our audits provide a reasonable basis for our
opinion.

In our opinion, the financial statements referred to above present fairly, in all material
respects, the financial position of Merck & Co., Inc. and subsidiaries as of December 31,
1997 and 1996, and the results of their operations and cash flows for each of the three
years in the period ended December 31, 1997, in conformity with generally accepted ac-
counting principles.

New York, New York ARTHUR ANDERSEN LLP
January 27, 1998

EXHIBIT 1-10       An Auditor’s Report
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company were to change its inventory method from one year to the next, the com-
parability of the financial statements for those years would be impaired, and financial
statement readers would certainly want to be aware of such a situation. Because of
this, changes in accounting methods are noted in the auditor’s report.

ECONOMIC CONSEQUENCES AND MANAGERIAL PREFERENCES
FOR ACCOUNTING PRINCIPLES

The selection of accounting principles occurs at two levels. First, the FASB determines
which principles constitute GAAP. In a number of instances, however, the FASB allows
the use of more than one method. Thus, corporate managers also make accounting
policy decisions. Which criteria are used by the FASB and corporate managers to select
accounting principles?

The FASB’s primary objective is to select accounting principles that provide use-
ful information to financial statement readers. However, businesses incur costs to gen-
erate the information required by the FASB. Thus, the FASB attempts to balance the
costs and benefits of its rulings.

Some members of the financial community suggest that corporate managers act
in the same way. For example, in choosing an inventory method, managers balance
the costs of implementing each method with the quality of the information that each
method yields. A more sophisticated view recognizes that accounting principles have
economic consequences to managers and their firms, and that these consequences
are considered by managers when choosing accounting principles. Beyond imple-
mentation costs, accounting principles can affect the wealth of managers and firms
via (1) compensation plans, (2) debt contracts, and (3) political costs.

Compensation Plans
Many corporations pay their top managers a fixed salary plus an annual bonus, which
is often a percentage of reported net income. A number of bonus agreements include
a floor and a ceiling on the bonus. The floor requires that net income must exceed a
predetermined amount before the bonus is activated. The ceiling places a limit on the
size of the bonus; once the annual bonus reaches the ceiling, additional increases in
net income no longer increase the bonus.

Bonus plans are intended to align the interests of managers and shareholders.
Managers frequently face alternative courses of action, where one course is in their
best interest, and another course is in the shareholders’ best interest. For example, a
manager’s career might be aided by expanding the business (empire building), even
when such expansion is not particularly profitable and is not in the shareholders’best
interest. Expansion may result in more prestige and visibility for the firm and its man-
agers, thus enhancing a manager’s employment opportunities. Because (1) bonus
plans motivate managers to make decisions that increase net income and (2) in-
creased net income is usually in the shareholders’best interest, the goals of these two
groups come more in line when a manager’s compensation depends on reported net
income.

Given that managers’compensation is tied to reported accounting earnings, how
would we expect managers to select accounting principles? Most managers probably
consider the effect that different accounting principles have on net income, and con-
sequently on their compensation. In particular, bonuses often motivate managers to
select accounting methods that increase reported net income.
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Debt Contracts
Lenders are concerned about limiting their risk and maximizing the probability that
principal and interest will be paid. Debt contracts between borrowers and lenders
can help accomplish this. Many of these contracts impose constraints on the behav-
ior of borrowers. For example, some contracts limit the total amount of debt a bor-
rower can incur. In such cases, measurement of the borrower’s debt is based on the
liabilities reported in the balance sheet. As another example, some contracts limit the
cash dividends a borrower can distribute. This limitation is defined in terms of re-
tained earnings, a component of owners’ equity that appears on the balance sheet.
Penalties exist for violating debt contracts. These include

1. an interest rate increase,
2. an increase in collateral (assets pledged to secure the debt),
3. a one-time renegotiation fee, and
4. an acceleration in the maturity date.

Because these contracts are defined in terms of financial statement numbers, the
use of accounting principles that increase reported net income can reduce the
chances of contract violation. Accordingly, the likelihood of violating debt contracts 
is another influence on managers’ accounting policy choices.

Political Costs
Federal and state governments have the power to regulate many operations of a busi-
ness. Pollutant emissions and employment practices are just two illustrations. Gov-
ernments also have the power to tax corporations. Because regulation and taxation
are costly to firms, managers can be expected to take actions that minimize these
costs. Because these costs are imposed via the political process, they are referred to
as political costs.

Some accountants suggest that highly profitable firms are more exposed to polit-
ical costs than less profitable ones. Relatively profitable firms are more likely to be the
target of antitrust investigations or special tax assessments. For example, in the mid-
1970s, firms in the oil industry earned unusually high profits due to a steep rise in oil
prices. As a result, Congress enacted the Windfall Profits Tax, which subjected these
companies to an additional tax on their earnings. More recently, Microsoft, Inc. has
been the target of intense scrutiny by federal regulators because of its dominance in
the computer operating system market and its resultant profitability.

Some accountants also argue that larger firms are more susceptible to regulation
and taxation because their size attracts more attention. Accordingly, the managers of
larger firms are particularly motivated to undertake actions that minimize political
costs. One of these actions is the selection of accounting principles that reduce re-
ported net income. Note that compensation plans and debt contracts motivate man-
agers to select accounting principles that increase reported income, whereas political
costs have the opposite effect.

The Two Roles of Financial Accounting
At the beginning of this chapter, the informational role of financial accounting was
emphasized. From this perspective, both the FASB and corporate managers select ac-
counting principles that yield the most useful information. However, as shown above,
accounting principles also have economic consequences. These consequences arise
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in several ways. First, accounting serves as a basis for contracting. That is, some con-
tracts (compensation plans and debt contracts) are based on accounting numbers. Be-
cause different accounting principles result in different accounting numbers, the
choice of accounting principles can modify the terms of these contracts. Second, ac-
counting principles may affect a firm’s exposure to political costs, such as taxes and
regulation. Finally, the costs to implement different accounting principles vary. Some
accounting principles are quite complex and costly, whereas others are rather simple.

For all these reasons, accounting principles can affect the wealth of a firm and its
managers. The managers have an obvious incentive to select the principles that in-
crease their wealth. Such an incentive may conflict with the notion that managers se-
lect accounting principles to provide useful information. This implies that financial
statement readers must carefully evaluate the accounting principles used by a firm.
The selection may not result in the most useful financial statement information. In
subsequent chapters, managers’ selections of accounting principles will be examined
from both informational and economic incentive perspectives.

The Political Nature of Accounting Standard Setting
Economic incentives associated with accounting principles might motivate an addi-
tional element of managerial behavior. As mentioned in an earlier section, the FASB
conducts an elaborate due process procedure prior to issuing an accounting standard.
This process provides corporate managers an opportunity to lobby the FASB. What
underlies their comments to the board? Again, two possibilities exist. The comments
may reflect managers’ assessments of which principles generate the most useful fi-
nancial statement information. Alternatively, their comments may also reflect, perhaps
in a disguised way, how the various accounting principles will affect their wealth.

Some observers believe that the FASB has been overly responsive to the latter
arguments. Of course, others believe that the FASB is not sufficiently sensitive to the
effects its pronouncements have on individual managers or firms. Thus, accounting
standards setting is now widely recognized as a political process in which various par-
ties argue for the selection of the accounting principles that further their own self-
interest. Some accountants believe that self-interest arguments have had a negative
effect on the usefulness of the information required by some FASB rulings.

ETHICS AND ACCOUNTING

Accountants have a significant responsibility to the public. This responsibility exists
because outside shareholders, creditors, employees, and others rely on financial state-
ments in making various business decisions. Business organizations employ internal
accountants to prepare financial statements. These statements are then audited by a
firm of independent CPAs. Both the internal accountants and the external auditors
have a responsibility to perform their tasks with integrity and due care.

Various accounting organizations promote high standards of ethical behavior. One
example is the American Institute of Certified Public Accountants (AICPA), which is a
professional organization that serves CPAs who work for public accounting firms or
other organizations (such as corporations). Its Code of Professional Conduct empha-
sizes the obligation of CPAs to serve the public interest, and their responsibility to act
with integrity, objectivity, independence, and due professional care.

In a given situation, formalized codes of ethics can often help in deciding the
proper course of action. However, some situations are sufficiently complex that the

18 CHAPTER 1

   18  Financial Accounting and Its Environment 



codes do not provide clear guid-
ance. Fortunately, ethicists have
developed frameworks for exam-
ining ambiguous ethical situa-
tions. Two of these frameworks,
utilitarianism and deontology,
are briefly described next.

Utilitarianism judges the
moral correctness of an act based solely on its consequences. According to this per-
spective, the act that should be taken is the one that maximizes overall favorable con-
sequences (net of unfavorable ones). Consequences not only to the actor but to all
parties should be considered.

The proponents of deontology assert that the consequences of an act do not ex-
clusively dictate moral correctness. They believe that the underlying nature of the act
itself influences its correctness. However, within deontology are two different per-
spectives. Some deontologists feel that the nature of an act is the only thing to be con-
sidered in assessing its moral correctness. For example, they believe that killing and
lying are morally wrong under any circumstances. Other deontologists assert that the
nature of the act and its consequences in a particular situation should both be con-
sidered.

To illustrate these approaches, imagine you are in the process of filling out an ex-
pense report after having just completed a business trip. Your employer does not re-
imburse child-care costs while away from home, yet most of your colleagues (includ-
ing your immediate supervisor) feel that child care is a legitimate expense. They
recoup this expenditure by overstating the cost of meals (most restaurants provide
you with a blank receipt). Is it ethically correct for you to overstate your meal cost?

Many deontologists would assert that the act of lying is ethically wrong, and that
falsifying an expense report is the equivalent of lying. Utilitarians, on the other hand,
would examine the consequences of the action, and it is not clear that their analysis
would reach the same conclusion. An assessment would need to be made of how you
versus the shareholders would be affected by the falsification.

To develop a strong personal code of ethics, each of us must understand how we
think about ethical situations. We suggest that you consider how utilitarianism and de-
ontology can be used to analyze ethical situations, and that you assess which of those
approaches, if either, is consistent with your own moral framework.
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Lifetime Products, Inc., sold part of its business to its chief executive and to the
wife of its board of directors’ chairman. Some of Lifetime’s shareholders sub-
sequently filed a lawsuit seeking to rescind the sale.

Why might Lifetime’s shareholders be upset? Would you have authorized
the sale?

W H AT  W O U L D  Y O U  D O ?
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SUMMARY OF LEARNING OBJECTIVES

1. Define accounting and identify its objectives.
Accounting is the systematic process of measuring the economic activity of an en-
tity. The primary objective of accounting is to provide useful information to those
who make business and economic decisions. Users of accounting information in-
clude present and potential investors and creditors, investment advisers, corpo-
rate managers, employees, unions, and government regulators. A secondary ob-
jective of accounting is to help develop and enforce contracts. That is, in certain
instances, people and organizations find the use of accounting numbers in con-
tracts to be quite helpful.

2. Distinguish among the three major types of accounting.
The three major types of accounting are based on the identity of the user of the
information. Financial accounting provides information to outsiders who do not
have access to the firm’s confidential records. This includes shareholders, credi-
tors, employees, unions, and government regulators. Managerial accounting pro-
vides information to corporate managers to help them with their decisions. Tax
accounting has two elements: (1) Tax compliance involves the periodic prepara-
tion of tax forms as required by various taxing authorities. The purpose of this is
to calculate a firm’s tax liability. It takes place after transactions have been com-
pleted. (2) Tax planning takes place before transactions have been undertaken. Its
purpose is to structure transactions so as to minimize their tax effect.

3. List the three primary financial statements and briefly summarize the in-
formation contained in each.
The balance sheet, income statement, and statement of cash flows are the three pri-
mary financial statements. The balance sheet shows a firm’s assets, liabilities, and
owners’equity at a point in time. The income statement summarizes a firm’s revenues
and expenses for a period of time. The difference between revenues and expenses is
net income (or loss). The statement of cash flows shows a firm’s inflows and out-
flows of cash for a period of time. The three categories of this statement are cash
flows from (1) operating activities, (2) investing activities, and (3) financing activities.

4. Identify financial statement users and the decisions they make.
The main users of financial statements are shareholders, creditors, management,
and government regulators. Shareholders decide whether to buy, hold, or sell
shares in the firm. Creditors must determine whether to extend credit and on
what terms. Because financial statements are a performance report on corporate
management, managers are concerned about the effect of their decisions on the
financial statements. Government regulators use financial statements to deter-
mine if firms are complying with various laws and regulations.

5. Define generally accepted accounting principles and explain how they
are determined.
Generally accepted accounting principles (GAAP) are the most widely used set of
accounting rules. Currently, the FASB sets GAAP. The FASB’s authority rests on (1)
the acceptance of its rulings by the financial community and (2) the delegation by
the SEC of its legislative authority to determine GAAP for large, publicly held cor-
porations. Prior to issuing a new ruling, the FASB conducts an elaborate process
that permits participation by all interested parties.

6. Describe the role of auditing.
A firm’s management is responsible for preparing financial statements. Yet
those same statements are a performance report on management. Because of
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this conflict of interest, the financial statements of many organizations are au-
dited by a firm of independent CPAs. Auditors examine a sample of an organi-
zation’s transactions to provide a reasonable basis for expressing an opinion on
the fairness of the financial statements. CPAs do not certify financial statements;
they merely express a professional opinion regarding their fairness in confor-
mity with GAAP.

7. List the economic consequences of accounting principles.
Accounting principles not only affect the quality of the information contained in
financial statements, but they also affect the wealth of various parties. Accounting
principles have economic consequences because of implementation costs, com-
pensation plans, debt contracts, and political costs. Managers therefore have cer-
tain preferences for accounting principles that are not necessarily related to the
inherent quality of the resulting information. Accordingly, care must be taken in
interpreting both financial statements and managers’ recommendations about ac-
counting standards.

8. Assess the importance of ethics in accounting.
Accountants have an important responsibility to the public that arises because fi-
nancial statements are used by large numbers of people for a variety of purposes.
It is essential that accountants adhere to the highest levels of ethical conduct.

QUESTIONS

1-1 The chapter discussed two general functions of financial accounting. Briefly de-
scribe them.

1-2 List the three types (specialty areas) of accounting. Who are the users of each
type of accounting? How do the needs of these users differ?

1-3 Compare the cash flows of a business to its profits. How do cash flows differ
from income or profits?

1-4 Describe the financial accounting process. Discuss its relationship to decision
makers.

1-5 List the three major financial statements. What information do they contain?
How are they different?

1-6 Write a short essay describing four different users of accounting reports and in-
dicate their particular interests.

1-7 What decisions do present and future owners of a business need to make? How
are financial statements helpful?

1-8 What information do present and potential creditors need to make decisions?
How are financial statements helpful?

1-9 The selection of accounting principles can affect a firm’s manager’s wealth. De-
scribe these effects.

1-10 An old joke goes as follows:

• Questioner: What is 2 + 2?

• Accountant: Whatever you want it to be.
What do you think this joke is designed to communicate?

1-11 Accounting principle selection has economic effects. How might this affect
managers’ behavior?

1-12 Is accounting standard setting an art or a science? Why?
1-13 What considerations are used by the FASB in setting GAAP?
1-14 What is the relationship between the FASB and the SEC? What role does Congress

play in setting accounting standards?
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1-15 Why do many businesses that are not regulated by the SEC elect to have their fi-
nancial statements audited?

1-16 A number of situations exists where more than one accounting principle is ac-
ceptable. Why is this advisable?

EXERCISES

Conceptual Distinctions: Maps Versus Financial Statements
1-17 Some accountants draw an analogy between developing financial statements

and cartography (map making). They maintain that just as maps reflect the geo-
graphical reality of the area under study, so should financial statements reflect
the economic reality of the organization. Critique this position by discussing the
differences between a map and a financial statement.

Essay: Measurement Criteria
1-18 Write a short essay identifying three measurement criteria that should be fol-

lowed by accountants. Indicate why each criterion is important.

Identification of Accounting Transactions
1-19 Which of the following transactions or events should be recorded in the firm’s

accounting records? Explain your answer.
a. Cash is received from a sale previously made on credit.
b. A year after obtaining a bank loan, a business owes the bank interest charges.

These charges remain unpaid at the end of the year.
c. A professional baseball player, hitting .425, expects a bonus under his in-

centive contract for leading the league in hitting for the season. The bonus
was “pegged”at $1,000 for every point that he exceeded the batting target of
.375. How much should the baseball player record in his checkbook at the
end of the season?

d. An employer and a labor union sign a new collective bargaining agreement.
e. An item of factory equipment is removed from service. The item has a book

value of $10,000. It is determined that the equipment is worthless.

PROBLEMS

Conceptual Discussion: Audits and Loan Applications
1-20 Refer to the T-shirt business described at the beginning of this chapter. The

owner has decided to expand her business by trying to secure a bank loan. Af-
ter meeting with the bank loan officer, she asked for your help in answering sev-
eral questions before proceeding with the loan application.
a. Required: What is an audit, and why would a bank require an audit before

granting a loan?
b. Are audits expensive? Are they time-consuming? Will an audit delay her ap-

plication? Why?
c. Identify several alternative types of loans that the owner might consider.
d. The owner is considering whether to purchase and install a computer-based

accounting system to replace the checkbook that she has been using. What
information should the owner gather?
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Review of Auditor’s Opinion
1-21 Following is the auditor’s opinion expressed on the financial statements of

Kleen-ware, Inc.:

AN AUDITOR’S REPORT
The Board of Directors
Kleen-ware, Incorporated and Subsidiaries (the Company)

We have audited the accompanying consolidated balance sheets of Kleen-ware,
Inc. and subsidiaries (the company) as of December 31, 1997 and 1998, and the
related consolidated statements of income, changes in shareholders’equity, and
cash flows for years then ended. These financial statements are the responsibil-
ity of the company’s management. Our responsibility is to express an opinion on
these financial statements based on our audits.

We conducted our audits in accordance with generally accepted auditing stan-
dards. Those standards require that we plan and perform the audit to obtain rea-
sonable assurance about whether the financial statements are free of material
misstatement. An audit includes examining, on a test basis, evidence supporting
the amounts and disclosures in the financial statements. An audit also includes
assessing the accounting principles used and significant estimates made by man-
agement, as well as evaluating the overall financial statement presentation. We
believe that our audits provide a reasonable basis for our opinion.

In our opinion, the 1997 and 1998 financial statements referred to above present
fairly, in all material respects, the consolidated financial position of the Company
at December 31, 1997 and 1998, and the consolidated results of its operations
and its cash flows for the years then ended in conformity with generally ac-
cepted accounting principles.

Max Ernst & Company
Milwaukee, Wisconsin
February 14, 1999

Required
Review the following auditor’s opinion. Identify the specific sentence indicating
the auditor’s opinion. What other useful information is shown in this opinion?
Why is it useful?

Company Perquisites and Cash Transactions
1-22 Assume that you are employed by a law firm as a staff accountant. The firm has

purchased four season tickets for the Colorado Rockies (a baseball franchise).
Your boss, one of the partners in the firm, has offered individual tickets to you,
but also asked you to pay $10 for each ticket. Since they are $14 tickets, you are
happy to get a bargain. You are even happier to get a chance to go to the game
because tickets are in short supply.

Next month, while reviewing the financial statements for your department,
you are unable to find the $40 of cash receipts for these tickets. Since you know
that the firm has purchased these tickets, you wonder what happened to your $40
payment. After discussing this matter with several other junior staff members who
had also paid the partner for tickets to Rockies’games, you guess that the partner
has pocketed the money and not reported the revenue to the other partners.
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Required

a. What should or would you do? Why?
b. Would it make any difference if the firm were a single proprietorship and not

a partnership? Why?
c. Would it make any difference if all the partners followed the same procedure

and pocketed the ticket money? Why?
d. Is this an issue that should be reported to any other parties such as the In-

ternal Revenue Service, the State Auditor, or the Attorney General? Why?

Conceptual Discussion: Choosing Accounting Principles
1-23 The Homestead Furniture Store has just begun selling a new line of inventory.

Management must now decide on an inventory method to use. Method A results
in higher net income and higher assets than Method B. Method A is more costly
to implement. What advice would you give to the chief executive officer?

Essay: Users of Accounting Information
1-24 Write a short essay describing how information requirements might differ be-

tween internal and external users of accounting.

Conceptual Discussion: Historical Information Versus Forecasts
1-25 Some members of the financial community believe that annual reports should

not only contain historical financial statements but should also contain forecasts
by management of future results. Evaluate this proposal.

Reporting Errors in Wages
1-26 At the end of every year, all employers send W-2 forms to their employees. These

forms report the employees’ wages and the amount of tax withheld by the em-
ployer. These forms are the government’s only record of earned wages. Assume
that an employee receives a W-2 form that understates the wages but correctly
states the withholding amount. Ethically, how should the employee handle this
situation?

Essay (or Discussion): Identifying Useful Information
1-27 The auditor’s report, shown in Exhibit 1-10, contains much useful information.

Write a short essay, or form small groups in your class, discussing the kinds of in-
formation you think auditors should provide. You may identify specific kinds of
information that you think would be helpful to an investor or creditor. Indicate
why you think such information would be helpful.

Personal Experience: Uses of Accounting Information
1-28 Describe two ways that you have already used accounting information in your

personal decisions.

Essay: Expectations and Uses of Accounting Information
1-29 Write a short essay indicating how you might use accounting in a professional

or business capacity.
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Essay: Changes in Accounting Disclosure Requirements
1-30 The accounting profession considered increasing its required disclosures and

the type of information that is required from public companies. The following
paragraphs appeared in The Wall Street Journal (August 26, 1993, p. A4):

A key accounting group calls for a sharp increase in the amount of informa-
tion companies must disclose in their annual reports. The prospect alarms cor-
porate financial officers.

If adopted, the recommendations could force companies to change the way
they figure profits. It could make them disclose more data about the competitive
pressures they face. They could transform the auditor’s report from the current
boilerplate message to a longer and much more revealing statement about the
company’s health. Information about changes in the firm’s product prices in re-
sponse to competitive price shifts would be required.

The new requirements would favor more segmenting of data so that sales and
profits for each company unit would be shown. More meaningful breakdowns
of company data would be required. Much more data would be required from
larger companies than from small companies.

Required
Write a short memo to the key accounting group noted in the article from the
perspective of a company president, responding to the proposed changes in ac-
counting disclosures.

Essay: Changing How Profits Are Measured
1-31 An accounting group has adopted new definitions of earnings or profits. These

changes include the following:

• Reporting comprehensive earnings, along with net income, for the company.
This could result in several new profit numbers for most companies.

• Comprehensive earnings include external market effects of changes in the
value of foreign currency and changes in the prices of investments (shares) in
other companies.

Required
Write a short essay supporting or criticizing these changes in the definitions of
income or profit.

Internet Search: CPA Firms
1-32 Bowling Green State University maintains the following two Web sites contain-

ing a “Directory of CPA Firms”:
www.cpafirms.com
(www.eyi.com)

Access one of these sites and locate the Web page for Ernst & Young, a large
(“Big Five”) accounting firm.

Required
a. List six countries (other than the United States, Canada, and the United King-

dom) where Ernst and Young (E&Y) has a presence.
b. On a worldwide basis, list the services that E&Y member firms can provide

to their clients and list the industries on which E&Y focuses.
c. In the United States, list the services that E&Y member firms can provide to

their clients and list the industries on which E&Y focuses.
continued
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d. Within the United States, identify the career paths available at E&Y.
e. The E&Y office nearest to your university is located in which city?

Internet Search: SEC
1-33 Go to the home page of the United States Securities and Exchange Commission

(SEC) located at:

www.sec.gov/

Required
a. Briefly describe the role of the SEC. Which laws does it enforce?
b. How many commissioners sit on the board of the SEC? Who is the current

chairperson of the SEC? Who has the authority to appoint the chairperson?
c. List three cities where regional or district offices of the SEC are located.

(Hint: Washington, D.C., is not a regional or district office.)
d. Identify the principal divisions of the SEC.

Internet Search: Accounting Careers
1-34 Find out more about a career in accounting by going to Ohio State University’s

home page containing information on “Careers in Finance, Accounting, and Con-
sulting,” located at:

www.cob.ohio-state.edu/dept/acctmis/students/careers.html

Required
a. List the key job functions in accounting.
b. List the key job skills required for a career in accounting.
c. List the key job contexts in accounting.

Internet Search: CPA, CIA, CMA
1-35 Certifications in accounting include the Certificate of Public Accounting (CPA),

Certificate of Internal Auditing (CIA), and Certificate of Management Accounting
(CMA). Certification examinations must be passed before gaining these profes-
sional qualifications. Go to the following Web sites and identify the subject areas
covered in each exam.

Exam Site
CPA www.ais-cpa.com
CIA www.theiia.org
CMA www.rutgers.edu/Accounting/raw/ima/ima.htm
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LEARNING OBJECTIVES

1. Define the terms assets, liabilities, and owners’ equity.
2. Explain why the balance sheet must balance.
3. Describe revenues and expenses.
4. Use the basic accounting equation to analyze transactions.
5. Prepare simple balance sheets and income statements.
6. Describe the relationship between the balance sheet and the income statement.
7. Distinguish between the accrual basis and the cash basis of accounting.
8. Explain the differences between the balance sheets of sole proprietorships and

those of corporations.

INTRODUCTION

This chapter describes the financial accounting process. It shows how information
about transactions and events is accumulated to produce the balance sheet and the in-
come statement. This early presentation is quite basic; subsequent chapters will pre-
sent more complex issues. Also, although the cash flow effects of various transactions
are addressed in this chapter, the statement of cash flows is actually covered in detail
in Chapter 5, “Statement of Cash Flows.”

THE BASIC ACCOUNTING EQUATION

A balance sheet, illustrated in Exhibit 2-1, contains three sections: assets, liabilities,
and owners’ equity. The total of the left side (assets) equals the total of the right side
(liabilities and owners’ equity).

Financial accounting is based on one simple, three-element equation, referred to
as the basic accounting equation:

c h a p t e r

2Basic Concepts of 
Financial Accounting

ASSETS �  LIABILITIES �  OWNERS� EQUITY

The basic accounting equation is simply an algebraic form of the balance sheet.
The following sections elaborate on the definitions of the equation’s elements.

2



Assets
Assets are valuable resources that are owned or controlled by a firm. They represent
probable future economic benefits and arise as the result of past transactions or
events. Examples of assets include cash, accounts receivable (the right to receive cash
in the future), inventory (merchandise manufactured or acquired for resale to cus-
tomers), equipment, land, and investments.

Two aspects of the definition deserve emphasis. First, the term probable suggests
that in some situations accountants are not certain that future economic benefits exist.
Many business owners, for example, feel that a loyal customer base and a highly skilled
workforce enhance a firm’s competitive advantage. Although few would argue with
this, the link in any particular situation between customer loyalty or workforce skill and
future benefits is sufficiently uncertain that these factors are not recognized as assets.

Second, assets must be owned or controlled by the firm. This component of the
definition is designed to exclude public goods from balance sheets. Although many
firms benefit from roadways, sewers, national defense, and the public education sys-
tem, for example, these items are not owned by individual firms. Because of this, they
do not appear on balance sheets of individual firms.

Liabilities
Liabilities are present obligations of the firm. They are probable future sacrifices of eco-
nomic benefits (usually cash) that arise as the result of past transactions or events. Com-
mon examples of liabilities are notes payable (written obligations), accounts payable
(obligations to suppliers arising in the normal course of business), and taxes payable.

Two aspects of the definition of liabilities need elaboration. First, as with assets, the
term probable is used. This is an important part of the definition. Although in some in-
stances, the existence of a liability is virtually certain (as when one arises from obtaining
a bank loan), other situations are less clear. For example, consider a firm that has been
sued. At the inception of the suit, the outcome may be highly uncertain, but as the liti-
gation proceeds, it may seem more likely (but not certain) that the firm will be forced to
pay some amount. Accountants need to exercise judgment in determining the existence
of a liability. They do so by assessing whether a potential future sacrifice is probable.

Second, the definition requires that liabilities arise from past transactions or
events. Consider a definition that did not include this criterion. Most firms expect to
be in existence for a considerable period of time. They anticipate employing workers,
buying inventory, and so on. These planned activities may well result in probable fu-
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Newton Company
Balance Sheet

December 31, 2000

Assets Liabilities and Owners’ Equity

Cash $ 5,000 Liabilities
Accounts receivable 7,000 Accounts payable $ 8,000
Inventory 10,000 Notes payable 2,000
Equipment 7,000 Total liabilities 10,000

Owners’ equity 19,000
Total assets $29,000 Total liabilities

and owners’ equity $29,000

EXHIBIT 2-1       A Balance Sheet
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ture sacrifices of economic benefits, yet the organization is not obliged to make those
payments until a transaction has occurred.

Because of the “past transaction” criterion, financial accounting does not reflect
executory contracts, which are contracts that initially involve merely an exchange
of promises. For example, David Letterman’s three-year contract to host a late night
show for CBS stipulated that Letterman’s compensation for each year was to be $14
million. At the time of contract signing, a substantive exchange had not taken place.
Neither side had actually done anything. Letterman had not yet hosted the shows, and
CBS had not provided payment. This type of contract is not incorporated in the fi-
nancial accounting process. Subsequently, when one or both parties have performed,
a substantive exchange has occurred, and then it is appropriate to reflect the transac-
tion in the financial statements.

Owners’ Equity
Owners’ equity represents the owners’ interest in the assets of the business. Owners
can obtain an interest in their business either by making direct investments or by op-
erating the business at a profit and retaining the profits in the firm.

Owners’equity is also referred to as the residual interest, a term that implies the
owners’ interest is what remains after creditors’ claims have been honored. This can
most easily be seen by rearranging the basic accounting equation:
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OWNERS� EQUITY �  ASSETS �  LIABILITIES

This version of the equation shows that at a given point in time, if assets exceed
liabilities, the excess (residual) amount is attributed to the owners. Other terms used
to refer to assets minus liabilities are net assets and net worth.

The balance sheet and the original form of the basic accounting equation can be
interpreted as providing two views of the business. The left side details the composi-
tion of the firm’s assets: cash, inventory, and the like. It shows “what the firm has.” The
right side indicates the amount of financing supplied by the creditors and the amount
supplied by the owners. It shows how assets were acquired. It also shows the extent
to which the creditors and the owners have a claim against the assets. This will be-
come clearer after you study the next section on transaction analysis.

TRANSACTION ANALYSIS

Transaction analysis is the central component of the financial accounting process.
During this phase, the accountant identifies transactions (exchanges with other orga-
nizations), assigns monetary values (usually an exchange amount), and records the ef-
fects of the transactions on the three elements of the basic accounting equation. The
remainder of this section analyzes a number of transactions.

Owners’ Original Investment
Harry Jacobs has decided to open a golf and tennis store. The business is organized as
a sole proprietorship. Sole proprietorships are businesses owned and operated by one
individual. Keep in mind that we are concerned about the records of Harry’s business;
we are not interested in Harry’s personal affairs. The entity assumption indicates that
accounting records are kept for business units (entities) distinct from their owners.
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Harry opens a bank account in the name of the business, Jacobs Golf and Tennis
(JG&T), and deposits $50,000 of his own money. From the firm’s perspective, the
$50,000 deposit is a transaction (an exchange between the business and its owner),
and it would be analyzed by increasing cash and owners’ equity by $50,000 each. In-
creasing owners’equity indicates that the owner has invested $50,000 and that he has
an interest in or claim against the assets to the extent of $50,000. The word capital is
conventional terminology in sole proprietorships. It simply denotes the owners’ in-
terest in (or claim on) the assets of the business.
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ASSETS � LIABILITIES � OWNERS’ EQUITY

Cash Notes payable
(2) �$20,000 �$20,000

ASSETS � LIABILITIES � OWNERS’ EQUITY

Cash H. Jacobs, capital
(1) �$50,000 �$50,000

Notice that the equation balances for this transaction, as it does for all transactions.
Exhibit 2-2, shown later, contains a summary of all the transactions to be reviewed

in this section. For simplicity, assume that all transactions occur on January 1, 2000.

Bank Loan
Harry realizes that his new business needs more cash than the $50,000 he invested.
The firm applies for and is granted a $20,000 bank loan. The loan carries an interest
rate of 8%, and both principal and interest are due on January 1, 2001.

This transaction increases cash and liabilities by $20,000. Liabilities increase be-
cause JG&T is obligated to repay the loan in the future; this constitutes a virtually cer-
tain sacrifice of future economic benefits. Additionally, the obligation has arisen as the
result of a past transaction (having obtained the cash on January 1, 2000). The liabil-
ity item that increases is notes payable. Banks usually require borrowers to sign writ-
ten promises to repay loans, and the word notes indicates that JG&T has a written
obligation to repay the loan.

The equation balances for this transaction, too. Because the equality holds for all
transactions, it holds for the sum of all transactions. After the first two transactions,
JG&T has cash of $70,000, which equals liabilities of $20,000 plus owners’ equity of
$50,000.

You might be wondering about the interest on the loan. Interest is a charge for
borrowing money during a specified period of time. Because this time period has just
begun, no interest is immediately recorded. As you will see, interest is recorded peri-
odically throughout the life of the loan.
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Rent
JG&T enters into an agreement to lease retail space from another company. The lease
is for one year, and the entire $12,000 rent is paid on January 1, 2000, the date the
lease is signed. Cash obviously declines by $12,000. However, what other equation
item is affected? JG&T has acquired another asset: the right to occupy the retail space
for a year. This enables JG&T to carry on its normal business operations. The asset is
referred to as prepaid rent and is assigned a value equal to its historical cost (ex-
change price on the date of acquisition). Assets are usually recorded at their his-
torical cost.
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ASSETS � LIABILITIES � OWNERS’ EQUITY

Cash Prepaid rent
(3) �$12,000 �$12,000

ASSETS � LIABILITIES � OWNERS’ EQUITY

Inventory Accounts payable
(4) �$30,000 �$30,000

ASSETS � LIABILITIES � OWNERS’ EQUITY

Cash Equipment
(5) �$25,000 �$25,000

Inventory
Inventory is merchandise acquired for resale to customers. It is an asset because
firms expect to receive cash from selling it to customers.

JG&T is in the business of buying and selling sporting goods. Assume JG&T pur-
chases goods for $30,000, on account (on credit). This transaction increases inven-
tory, and because payment is not made immediately, liabilities increase. Because notes
are not used for ongoing purchases from suppliers, another liability item, accounts
payable, is increased. Accounts payable are unwritten obligations that arise in the
normal course of business.

Equipment
Because the retail space that JG&T leased contains no equipment (cash registers, dis-
play cases, and so on), equipment must be purchased. JG&T makes a purchase for
$25,000. Cash decreases, equipment increases, and total assets are unchanged.
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Preparation of the Balance Sheet
The last two lines in Exhibit 2-2 reflect the cumulative effect of JG&T’s transactions.
This summary is equivalent to the balance sheet. To prepare a balance sheet, simply
summarize the various equation elements into the appropriate balance sheet format.
The balance sheet for JG&T as of January 1, 2000, is shown in Exhibit 2-3 and is based
directly on the last two lines of Exhibit 2-2.

Evaluation of Historical Cost
An asset’s historical cost is a very good indication of its economic value to the firm at
the time of acquisition. As times goes on, however, the historical cost becomes out-
dated. That is, it no longer reflects the asset’s economic value.

Instead of valuing assets at historical cost, accountants could use other measures.
For example, current replacement cost could be used. Current replacement cost is the
cost of replacing the asset on the balance sheet date. Many analysts feel that this
amount better reflects the value of an asset to the firm. They feel that current re-
placement cost is more relevant to financial statement readers.

32 CHAPTER 2

ASSETS LIABILITIES OWNERS’ EQUITY

Cash Prepaid Inventory Equipment Accounts Notes H. Jacobs,
Rent Payable Payable Capital

(1) �50,000 �50,000
(2) �20,000 �20,000
(3) �12,000 �12,000
(4) �30,000 �30,000
(5) �25,000 �25,000

Totals 33,000 12,000 30,000 25,000 30,000 20,000 50,000

100,000 100,000

EXHIBIT 2-2       Transaction Analysis

Jacobs Golf and Tennis
Balance Sheet

January 1, 2000

Assets Liabilities and Owners’ Equity

Cash $ 33,000 Liabilities
Prepaid rent 12,000 Accounts payable $  30,000
Inventory 30,000 Notes payable 20,000
Equipment 25,000 Total liabilities 50,000
Total assets $100,000 H. Jacobs, capital 50,000

Total liabilities and 
owners’ equity $100,000

EXHIBIT 2-3       JG&T Balance Sheet

� �
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Why then does financial accounting use historical cost? Primarily because it is re-
liable. Historical cost is the result of an actual bargained transaction between two in-
dependent parties. Moreover, supporting documents, such as canceled checks, con-
tracts, or invoices, exist to verify the amount. In contrast, current replacement cost is
based on appraisals and estimates, which accountants view as “soft”numbers. In gen-
eral, the accounting profession believes that the use of historical cost provides the
best trade-off between relevance and reliability.

REVENUES AND EXPENSES

The transactions examined thus far are related to start-up activities. Businesses are or-
ganized to earn a profit, and this section discusses revenue and expense transactions.
All transactions reviewed in this section are summarized in Exhibit 2-4.

Revenues
Revenues are inflows of assets (or reductions in liabilities) in exchange for providing
goods and services to customers. Suppose that during January JG&T provides services
(golf lessons) to customers and charges them $600. The customers pay $200 immedi-
ately and agree to pay the remaining $400 in February. This transaction meets both as-
pects of the preceding definition. First, JG&T has received assets of $600. The receipt
of the $200 is obviously an asset inflow. The $400 to be received next month is also
an asset and is called an account receivable. Second, the services were provided by
the end of January. That is, they have been earned; JG&T has done everything it has
promised to do. Accordingly, revenue of $600 is recorded in January.

This transaction increases cash by $200, accounts receivable by $400, and own-
ers’equity by $600. Why has owners’equity increased by $600? The assets of the busi-
ness have expanded, and it must be decided who has a claim against (or an interest in)
those assets. Because this transaction has not increased the creditors’claims, the own-
ers’ interests must have increased. This conclusion makes sense. Owners are the pri-
mary risk-takers, and they do so with the hope of expanding their wealth. If the firm
enters into a profitable transaction, the owners’wealth (their interest in the business)
should expand.
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ASSETS � LIABILITIES � OWNERS’ EQUITY

Cash Accounts receivable H. Jacobs, capital
(6) �$200 �$400 �$600 (service revenue)

Of course, we cannot be absolutely certain that the customers will eventually pay
the additional $400. This concern will be addressed in a subsequent chapter. For now,
assume we are quite confident about this future receipt.

This transaction holds an important lesson. Although revenue equals $600, only
$200 of cash has been received. Thus, from an accounting perspective, revenue does
not necessarily equal cash inflow. Although revenue is recorded when assets are re-
ceived in exchange for goods and services, the asset received need not be cash. This
underscores the need for both an income statement to summarize earnings and a
statement of cash flows to identify the sources and uses of cash.
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As another illustration, assume that on January 10 a customer pays $100, in ad-
vance, for golf lessons. The lessons are to be rendered during the last week in January
and the first week in February. Has a revenue transaction occurred on January 10? No.
A requirement for revenue recognition is that the services must be rendered. As of Jan-
uary 10, this has not yet occurred. The transaction increases cash, but the owners’
claim on assets has not increased. Instead, the customer now has a claim on the assets.
If JG&T does not provide the lessons, the customer has the right to expect a refund;
JG&T has a liability. It is obligated to either provide the lessons, which have a $100
value, or return the $100 payment. In either case, a $100 liability exists on January 10.
Unearned revenue is the liability that has increased. Another appropriate name is
advances from customers.

Reality Check 2-1 illustrates a revenue situation in the franchising industry.
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Franchisors are firms that sell the right to market their products. McDonald’s Corporation, for example, sells the right to
operate its restaurants to other businesses and individuals. These franchisees usually pay a fee at the time of signing the
contract, plus ongoing fees based on the amount of their sales.

In exchange for the initial fee at the time of contract signing, a franchisor is required to help the franchisee select an
appropriate site, supervise construction, train employees, and install the franchisee’s accounting system.

Required

When should the franchisor recognize the revenue associated with the initial fee?

Solution

Many franchisors prefer to recognize the revenue when the cash is received at the time of contract signing. This en-
ables them to show improved performance. However, are the revenue recognition rules met at that point in time? In par-
ticular, has the franchisor performed the promised services? No, it has not. Because of this, the FASB has ruled that rev-
enue from the initial franchise fee cannot be recognized as revenue until all the initial services have been performed. In
general, this occurs when the franchisee opens for business.

R E A L I T Y  C H E C K  2 - 1

ASSETS � LIABILITIES � OWNERS’ EQUITY

Cash Unearned revenue
(7) �$100 �$100

Expenses
Expenses occur when resources are consumed in order to generate revenue. For ex-
ample, during January, JG&T employed salespersons and golf instructors. Assume
these employees earned total wages of $700, which were paid in cash by JG&T. Be-
cause JG&T used the employees’ services during January, this is an expense transac-
tion for that month.

The transaction decreases cash and owners’equity by $700. The decrease in cash
is obvious. Why does owners’ equity decrease? An analogy can be drawn to revenue.
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When assets increase because of profitable operations, the owners’ interest in the
firm’s assets expands. With expenses, when assets decrease in order to generate rev-
enue, the owners’ interest in the firm’s assets declines.
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EXHIBIT 2-5       Expense Transation Analysis

Before

ASSETS
$100,700

OWNERS' EQUITY
$50,600

LIABILITIES
$50,100

After

ASSETS
$100,000

OWNERS' EQUITY
$49,900

LIABILITIES
$50,100

ASSETS � LIABILITIES � OWNERS’ EQUITY

Cash H. Jacobs, capital
(8) �$700 �$700 (salary expense)

ASSETS � LIABILITIES � OWNERS’ EQUITY

Utilities payable H. Jacobs, capital
(9) �$120 �$120 (utility expense)

Exhibit 2-5 graphically depicts this analysis. The first rectangle reflects JG&T’s as-
sets, liabilities, and owners’ equity before the salary expense transaction. The second
rectangle reflects the situation after the expense transaction. Assets and the owners’
claim have both decreased.

Consider another example. Assume that JG&T receives its utility bill on January 31
for electricity used during January. The bill is for $120. JG&T elects not to pay imme-
diately. Even though cash has not been paid, an expense transaction has occurred in
January. JG&T has consumed resources (electricity) in order to generate revenue.

Because JG&T is now obligated to the utility company, liabilities increase by $120,
and owners’ equity decreases by $120. Owners’ equity decreases because assets have
not changed, yet the creditors’ claims have increased by $120. There is no alternative
but to recognize that owners’ equity has decreased by $120.
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Sales of Inventory
Sales of inventory contain both revenue and expense components. Assume that JG&T
makes sales on account (credit) during the month totaling $4,000. The cost of the in-
ventory to JG&T was $2,200.

A revenue transaction exists because an asset (accounts receivable) has been ob-
tained, and the goods have been provided to customers. An expense transaction exists
because the asset inventory has been consumed to generate the revenue. That is, JG&T
has fewer assets because the inventory has been transferred to its customers. This ex-
pense is called cost of goods sold (CGS). The net increase in assets and owners’ eq-
uity is $1,800.
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EXHIBIT 2-6       Expense Transaction Analysis

Before

ASSETS
$100,000

OWNERS' EQUITY
$49,900

LIABILITIES
$50,100

After

ASSETS
$100,000

OWNERS' EQUITY
$49,780

LIABILITIES
$50,220

ASSETS � LIABILITIES � OWNERS’ EQUITY

Accounts Inventory H. Jacobs, capital
receivable

(10)  �$4,000 �$4,000 (sales revenue)
�$2,200 �$2,200 (cost of goods sold)

ADJUSTMENTS

At the end of January, Harry Jacobs wishes to prepare a balance sheet and an income
statement. Before doing so, several adjustments must be made to the accounting
records. These adjustments are necessary because certain events do not have normally
occurring source documents, such as sales tickets or checks, to trigger their account-

Exhibit 2-6 displays the analysis graphically. It shows the assets remaining fixed
while (1) the creditors’claims increase and (2) the owners’claims decrease. Also note
that expenses do not necessarily equal cash outflows. Goods and services can be con-
sumed to generate revenue without a cash outflow.
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ing recognition. At the end of each period (usually each month or year), the accoun-
tant undertakes a deliberate search to identify and record these items. All adjustments
reviewed in this section are summarized in Exhibit 2-7.

Interest
As previously mentioned, on January 1, 2000, JG&T borrowed $20,000 at 8% interest
(on an annual basis). Although the interest payment is not required until January 1,
2001, JG&T has incurred interest expense during January 2000. During that month,
JG&T has consumed a resource: the use of the money. The utilization of that resource
has enabled JG&T to operate and to generate revenues. Accordingly, an expense has
been incurred, and it must be reflected in the accounting records before the financial
statements are prepared. The interest charge for January is calculated as

The principal is the amount borrowed, in this case, $20,000. The annual interest rate
is 8%. Stated in decimal form, it is .08. Because the interest rate is stated on an annual
basis, the time period must be expressed similarly. Given that one month has elapsed,
the time period is 1/12 of a year.

The general form of the analysis is similar to the earlier utility bill situation. Be-
cause the bank’s services (use of the bank’s money) have been consumed, JG&T has
an additional obligation (interest payable) in the amount of $133. Further, because as-
sets have remained constant and liabilities have increased, owners’ equity must de-
crease.

   �  $133 (rounded)
   �  $20,000 � .08 � 1�12

Interest expense �  Principal �  Rate �  Time
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ASSETS � LIABILITIES � OWNERS’ EQUITY

Interest payable H. Jacobs, capital
(11) �$133 �$133 (interest expense)

ASSETS � LIABILITIES � OWNERS’ EQUITY

Prepaid rent H. Jacobs, capital
(12) �$1,000 �$1,000 (rent expense)

Rent
On January 1, JG&T paid a year’s rent in advance. The amount was $12,000, and an as-
set (prepaid rent) was appropriately recorded. By January 31, one month of the pay-
ment had been consumed; thus, an expense should be reflected in the accounting
records. The analysis is
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Depreciation
On January 1, JG&T purchased equipment for $25,000. As you recall, this transaction
increased the asset equipment. Assume that the estimated life of the equipment is 10
years, at which time it will be worthless. Because the service potential of the equip-
ment will be consumed over the course of its 10-year life, the cost of the equipment
should be charged as an expense over that period. This expense is referred to as de-
preciation. Monthly depreciation expense is calculated as:

Because the service potential of the equipment has declined, the asset’s
recorded value is decreased, and because an expense has been incurred, owners’eq-
uity declines.

  � $208 (rounded)

     �    
$25,000

120

Depreciation expense �  
Historical cost (less anticipated salvage value)

Number of months in the useful life

40 CHAPTER 2

ASSETS � LIABILITIES � OWNERS’ EQUITY

Equipment H. Jacobs, capital
(13) �$208 �$208 (depreciation expense)

Unearned Revenue
On January 10, JG&T received a $100 advance payment from a customer for golf
lessons to be delivered during the last week of January and the first week in February.
At that time, cash increased, as did a liability, unearned revenue. Assume that half of
the lessons were given in January. An adjustment to the accounting records is now re-
quired because (1) JG&T’s obligation to its customer has declined by $50, and (2) $50
of revenue has been earned. Revenue is now recognized because assets have already
increased and the services have now been provided. Because $50 of revenue has been
earned, owners’ equity increases.

ASSETS � LIABILITIES � OWNERS’ EQUITY

Unearned revenue H. Jacobs, capital
(14) �$50 �$50 (service revenue)

WITHDRAWAL BY OWNER

Assume that Harry withdraws $100 from JG&T’s bank account on January 31 so that he
can pay some personal living expenses. Because Harry worked in the shop during the
month, the withdrawal could be viewed as an expense to the business (Harry’s salary).
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Because the owner of a sole pro-
prietorship cannot really estab-
lish an independent relationship
with the business, however, the
“salary” amount does not have a
great deal of reliability. For exam-
ple, Harry could simply with-
draw amounts based on his per-
sonal needs, rather than on the
value of the services he con-
tributed to the business. Because
of this, owner withdrawals are
not viewed as salary expenses.
Instead, they are considered to
be capital transactions, which in-
volve investments or disinvest-
ments by the owner. Thus, the
analysis is exactly the opposite of
a contribution by the owner.
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In the 1990s, Woolworth Corporation experienced some accounting irregu-
larities. Although its yearly results were accurate, Woolworth initially reported
quarterly figures that subsequently needed to be restated. An investigation
into this matter determined that senior management created an environment
that prompted the inaccurate reporting. Senior management placed great
emphasis on never reporting a quarterly loss.

One way in which reporting a quarterly loss might be avoided is by de-
laying expense recognition. At the end of any quarter, a corporation will have
consumed resources (say, utilities or interest) for which it has not made pay-
ment. By overlooking these expenses during the adjustment process, reported
quarterly net income can be increased. Of course, when these payments are
made, the next quarter’s net income will be decreased.

Imagine that you work for a large corporation whose senior managers
are quite intent on never reporting a quarterly loss. Assume that you super-
vise the quarterly adjustment process. What would you do if the chief execu-
tive officer and the chief financial officer instructed you to delay recognizing
some expenses for the most recent quarter?

W H AT  W O U L D  Y O U  D O ?

ASSETS � LIABILITIES � OWNERS’ EQUITY

Cash H. Jacobs, capital
(15) �$100 �$100 (withdrawal)

TRANSACTIONS THAT AFFECT OWNERS’ EQUITY

Note that four types of transactions affect owners’ equity:

1. owner contributions,
2. owner withdrawals,
3. revenues, and
4. expenses.

FINANCIAL STATEMENTS

All transactions and events for JG&T have now been properly recorded. The account-
ing records are correct and up to date, so they can be used to prepare the financial
statements.

The Balance Sheet
The cumulative effect of all transactions and events on the various equation items is
shown in the last two lines of Exhibit 2-7. The balance sheet is prepared by simply
rearranging the numbers so that they appear in the proper format. The balance sheet
as of January 31 appears in Exhibit 2-8. Each item on the balance sheet is often re-
ferred to as an account.

Note the date on the balance sheet: January 31, 2000. All balance sheets summa-
rize a firm’s assets, liabilities, and owners’ equity at a discrete point in time.
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The Income Statement
The income statement summarizes a firm’s revenues and expenses for a period of
time. Net income is computed by subtracting expenses from revenues. JG&T’s income
statement for the month of January appears in Exhibit 2-9.

The income statement is prepared by compiling information from the owners’eq-
uity account. Recall that all revenue transactions increase owners’ equity and that all
expense transactions reduce owners’ equity. This makes owners’ equity a convenient
place to look for information about revenues and expenses. To help you see that
JG&T’s income statement summarizes its revenue and expense transactions for the
month of January, Exhibit 2-10 summarizes all of JG&T’s transactions for that month.
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Jacobs Golf and Tennis
Income Statement

For the Month Ended January 31, 2000

Revenue
Sales $4,000
Service 66650

Total revenue $4,650
Expenses

Cost of goods sold 2,200
Rent 1,000
Salary 700
Depreciation 208
Interest 133
Utilities 66611120

Total expenses 44,361
Net income $   289

EXHIBIT 2-9       JG&T Income Statement

Jacobs Golf and Tennis
Balance Sheet

January 31, 2000

Assets Liabilities and Owners’ Equity
Cash $  32,500 Liabilities
Accounts receivable 4,400 Accounts payable $ 30,000
Prepaid rent 11,000 Unearned revenue 50
Inventory 27,800 Utilities payable 120
Equipment 24,792 Interest payable 133
Total assets $100,492 Notes payable 20,000

Total liabilities 50,303
H. Jacobs, capital 50,189
Total liabilities

and owners’ equity $100,492

EXHIBIT 2-8       JG&T Balance Sheet
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An alternative method that can be used to prepare the income statement is to ex-
amine asset and liability accounts. However, such an approach would be much more
cumbersome. For example, some revenue transactions affect cash, other revenue
transactions affect accounts receivable, and still others affect unearned revenue. Thus,
the information about revenue transactions appears in a variety of asset and liability
accounts. Moreover, many nonrevenue transactions affect assets and liabilities, com-
plicating the identification of revenue transactions. An easier approach is simply to ex-
amine owners’ equity. A similar argument can be made for expenses.

Care must be taken, however, not to include in the income statement all transac-
tions that affect owners’ equity. Direct contributions by owners increase owners’ eq-
uity, but they do not constitute revenue. Similarly, withdrawals by owners reduce
owners’ equity, but they are not viewed as expenses.

The income statement provides financial statement readers with information
about the profitability of the organization for a past period of time. It indicates how
successful the organization was in generating revenues and controlling costs. During
January, JG&T earned a net income of $289. Although this amount might not seem
very impressive in light of total revenues of $4,650 and an investment of $50,000 by
Harry, January was JG&T’s first month of operation. Simply operating above break-
even (a zero profit or loss) is an accomplishment.

Within the context of a large corporation, an income statement can also be
thought of as a report on management’s performance. One of management’s major re-
sponsibilities is to enhance shareholder wealth. Managers serve as agents of the share-
holders, and they must be held accountable for their performance. Because profitable
operations are essential to adding value to the firm, the income statement can be used
to assess how well managers have performed.

Reported net income is an extremely useful figure to investors and plays a major
role in their decisions. To illustrate, when Nordstrom Inc. reported healthy second-
quarter earnings, the value of the company’s stock surged $4.34 per share (14%). On
the other hand, Adobe Systems’ stock fell $3.44 per share (11%) on the day it warned
of a possible small loss for its third quarter.

Note that income statements are prepared for periods of time, usually a month,
quarter, or year. Income must be related to a specific period of time to be inter-
pretable. For example, assume that you apply for a job and are told the job pays
$5,000. An evaluation of the job’s desirability would be impossible without knowing
if you would earn $5,000 per week, month, year, or some other time period. For this
reason, the income statement in Exhibit 2-9 contains the caption “For the Month
Ended January 31, 2000.”

Many firms prepare income statements for calendar years, that is, for the period
January 1 through December 31. Other firms use 12-month periods that do not end on
December 31. These firms usually select an ending date that corresponds to a low
point in their activity. For example, many clothing stores, such as the Gap, have fis-
cal years that run from February 1 through January 31. January 31 is selected as the
end of the fiscal year because it shortly follows the busy holiday period and provides
time for refunds and exchanges to take place.

Statement of Owners’ Equity
In addition to the balance sheet and the income statement, firms also prepare a state-
ment of owners’ equity. This statement summarizes the changes that took place in
owners’equity during the period under review. Because investments and withdrawals
by the owners affect owners’ equity, they appear on this statement. Revenue and ex-
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pense transactions also affect owners’ equity. Instead of listing each revenue and ex-
pense transaction separately, their difference (net income) is included in the state-
ment of owners’ equity.

Exhibit 2-11 contains JG&T’s statement of owners’ equity for the month of Janu-
ary. Now refer back to Exhibit 2-10. As you can see, the statement of owners’ equity
reflects all of JG&T’s transactions that affected owners’ equity.

Relationship Between the Balance Sheet and the 
Income Statement
As you know, the balance sheet reports assets, liabilities, and owners’ equity at a mo-
ment in time. The income statement summarizes revenue and expense transactions
that occur during a period of time. Since revenue and expense transactions affect
owners’equity, net income explains most of the change that takes place in owners’eq-
uity during a period. Contributions and withdrawals by owners also affect owners’eq-
uity. Thus, the change in owners’ equity is explained by net income, owner contribu-
tions, and owner withdrawals. Because owners’ equity must equal assets minus
liabilities (net assets), the changes in one side of the equation must equal the changes
in the other side. Therefore, changes in net income, owner contributions, and owner
withdrawals also explain changes in net assets.

THE ACCRUAL BASIS OF ACCOUNTING

An important aspect of a financial accounting system is the decision about when to
record revenue and expense transactions. Recording a transaction in the accounting
records is referred to as recognition. Consider JG&T’s first revenue transaction in Jan-
uary. Customers were given golf lessons and charged $600. The customers paid $200
in January and promised to pay the remainder in February. (Keep in mind our as-
sumption that the customers will honor this pledge.) There is little argument that at
least $200 of revenue should be recorded in January. But when should the other $400
be recorded? In January when the services were provided, or in February when the
cash is ultimately collected?

The accrual basis of accounting records revenues when goods or services have
been delivered or provided, regardless of when cash is received. At the time of ren-
dering the service, JG&T has earned the revenue; the entire $600 is recognized as rev-
enue at that time under the accrual basis. All of JG&T’s previous transactions have used
the accrual basis.

BASIC CONCEPTS OF FINANCIAL ACCOUNTING 45

Jacobs Golf and Tennis
Statement of Owners’ Equity

For the Month Ended January 31, 2000

Balance, January 1 $         0
Investment by owner 50,000
Net income 289
Withdrawal by owner (100)
Balance, January 31 $50,189

EXHIBIT 2-11       Statement of Owners’ Equity
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The cash basis of accounting records revenue when cash is received. Under
that approach, JG&T recognizes $200 of revenue in January and $400 of revenue in
February.

Let’s evaluate these two approaches. Which provides the most useful information
to financial statement readers? If the income statement is viewed as providing infor-
mation about increases in a firm’s wealth, the accrual basis seems to be the preferable
approach. In January, JG&T received not only $200 in cash, but also the right to re-
ceive $400 in the future. Recording $600 of revenue in January is appropriate.

Income statements can also be viewed as reports on a firm’s performance. Which
number, $600 or $200, is a better indicator of JG&T’s accomplishments in January? Be-
cause $600 of golf lessons were provided in January, $600 seems a better measure of
accomplishment (or performance).

Now consider one of JG&T’s expense transactions. During January, $120 of utility
services were consumed. This amount will be paid in February. Should a $120 expense
be recorded in January or February? The accrual basis records expenses when re-
sources are consumed (regardless of when payment is made), while the cash basis
records expenses when the cash is actually paid. The utility’s services were used in
January, and the accrual basis would record the $120 as an expense in that month. The
cash basis would defer recognition until JG&T pays the utility company in the follow-
ing month.

Again, let’s evaluate the usefulness of the information produced by the two ap-
proaches. Consumption of the utility services took place in January. At that time, the
firm’s liabilities increased, and its net worth decreased. This reduction in the firm’s
value should be reflected in January’s income statement;  the accrual basis would do
this. Moreover, in measuring a firm’s performance, all resources consumed in generat-
ing revenue should be shown on the same income statement as that revenue. Ac-
countants refer to this as the matching principle.The utility services were consumed
in January to help generate the revenue reported on January’s income statement. Ac-
cordingly, the accrual basis provides a better portrayal of a firm’s performance.

GAAP requires the use of the accrual basis, yet as previously discussed, cash flow
information is also important to financial statement readers. Accordingly, GAAP also re-
quires the statement of cash flows, which is discussed in Chapter 5, “Statement of
Cash Flows.”Also note that some small businesses, which do not need audited finan-
cial statements, use the cash basis.

FORMS OF BUSINESS ORGANIZATION

Financial accounting is used by a wide variety of organizations, including businesses
organized to earn a profit, nonprofit organizations, and governmental entities. This
book focuses on profit-oriented enterprises, which can be organized in one of the four
ways described next.

Sole Proprietorships
Sole proprietorships are businesses that are owned by one individual and usually
operated by that individual. They are not separate legal entities apart from the owner,
and no special legal steps are required to launch or operate this form of business.
Jane’s T-shirt business, discussed in Chapter 1, “Financial Accounting and Its Environ-
ment,” would probably be organized as a sole proprietorship. As another example, if
you decided to earn money by mowing lawns during the summer, your business
would probably be organized as a sole proprietorship.
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Because no legal procedures are needed to begin operating sole proprietorships,
their primary advantage is ease of formation. The major disadvantage is unlimited le-
gal liability. Because owners are not legally distinct from their businesses, any claims
against sole proprietorships are also claims against the owners’ personal assets.

Although sole proprietorships are not separate legal entities, they are separate ac-
counting (or economic) entities. The entity assumption indicates that the actions of
the owner, serving as an agent of the business, can be (and should be) separated from
the personal affairs of the owner. Based on this distinction, information about the
transactions of the business can be accumulated via the financial accounting process.
This enables the owner to assess the status and performance of the business on a
stand-alone basis.

Partnerships
Partnerships are very similar to sole proprietorships, except that partnerships have
more than one owner. Partnerships are not separate legal entities apart from their
owners, but they are separate accounting entities. They are almost as easy to form as
sole proprietorships, yet because of multiple owners, care must be taken to specify
the rights and responsibilities of each owner. This is usually done in a partnership
agreement, which is a legal contract among the partners.

Corporations
Corporations differ substantially from sole proprietorships and partnerships because
they are separate legal entities. They are granted their right to exist by the individual
states. A corporation must develop bylaws governing its operation, issue stock to its
owners (shareholders) to represent their ownership interests, elect a board of direc-
tors who are responsible for the management of the corporation, pay taxes, and ad-
here to a variety of laws and regulations. Most large and many smaller businesses are
organized as corporations.

As might be expected, forming a corporation is a relatively cumbersome and ex-
pensive process. Costs include filing fees paid to the state of incorporation, legal fees,
and amounts paid for corporate records, such as stock certificates, bylaws, and so on.
Corporations, unlike sole proprietorships and partnerships, must pay income taxes.
Moreover, shareholders are also taxed on any dividends paid to them. Thus, corpora-
tions are subject to double taxation. Because sole proprietorships and partnerships
are not separate legal entities, they do not pay income taxes; sole proprietors and part-
ners include the income of their businesses on their individual income tax returns.

The corporate form of organization has certain advantages that can outweigh
the costs. Perhaps the primary benefit is the limited liability offered to shareholders.
Because the corporation is a legal entity, the corporation itself is responsible for its
actions. Although shareholders risk losing their investment, their personal assets are
protected from claims against the corporation. Such is not the case for sole propri-
etorships and partnerships.

Hybrid Forms of Organization
Many states are now offering forms of organization that combine certain characteris-
tics of partnerships and corporations. These forms include professional corporations,
limited liability companies, and limited liability partnerships. Although an evaluation
of the advantages and disadvantages of these forms of organization is beyond our
scope, keep in mind that careful consideration must be given to this issue when start-
ing a new business.
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Accounting Implications
The accounting differences among these three organizational forms lie mainly in the
owners’ equity section of the balance sheet. The accounting for partnerships is very
similar to that for sole proprietorships. Because each partner is an owner, each part-
ner has a capital account where his or her interest in the firm is shown. The account-
ing for corporations is slightly more complex and is described in the following section.

ACCOUNTING FOR CORPORATIONS

Two differences exist in the accounting for owners’ equity in corporations. First, be-
cause shareholders are the owners of the corporation, this section is called share-
holders’ equity. Second, the shareholders’ equity section is divided into two subcate-
gories. One category is invested capital. It reflects the shareholders’ interest in the
firm that arises from direct contributions by the shareholders. If Harry Jacobs had
formed a corporation when he started his golf and tennis shop, for example, his ini-
tial investment would be recorded by increasing both cash and the invested capital
part of shareholders’ equity.

48 CHAPTER 2

The other category of shareholders’ equity is retained earnings. This section
contains the effect of revenue and expense transactions on shareholders’ equity. That
is, it reflects the increase (or decrease) in the shareholders’ interest in the firm that
arose from operations since the firm’s inception.

Consider again transaction (10) from earlier in this chapter. Inventory that was
previously purchased for $2,200 was sold, on account, for $4,000. The only change in
the analysis for a corporation is that the retained earnings component of shareholders’
equity reflects the effect of this transaction on the shareholders’ interest in the firm.

ASSETS � LIABILITIES � OWNERS’ EQUITY

Cash Invested capital
�$50,000 �$50,000

ASSETS � LIABILITIES � SHAREHOLDER’S EQUITY

Accounts Inventory Retained earnings
receivable
�$4,000 �$4,000 (revenue)

�$2,200 �$2,200 (cost of goods sold)
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SUMMARY OF LEARNING OBJECTIVES

1. Define the terms assets, liabilities, and owners’ equity.
Assets are valuable resources owned by a firm. They represent probable future
economic benefits. Liabilities are present obligations of a firm. They represent
probable future sacrifices of economic benefits. Owners’equity reflects the own-
ers’ interest in the firm.

2. Explain why the balance sheet must balance.
The balance sheet shows two views of the same thing: the resources of the firm.
The left side of the balance sheet shows the composition of a firm’s resources
(cash, inventory, and so on). The right side shows the amount of resources sup-
plied by creditors and the amount supplied by owners. Because resources must
be supplied by either creditors or owners, the total of the left side of the balance
sheet must equal the total of the right side.

3. Describe revenues and expenses.
Revenues are inflows of assets (or reductions in liabilities) in exchange for pro-
viding goods and services to customers. Expenses occur when resources are con-
sumed in order to generate revenue.

4. Use the basic accounting equation to analyze transactions.
The basic accounting equation is
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ASSETS �  LIABILITIES �  OWNER�S EQUITY

The financial accounting process consists of analyzing a transaction’s effect on the
elements of this equation. The equation balances for each transaction and for the
summation of all transactions.

5. Prepare simple balance sheets and income statements.
Balance sheets are prepared by cumulating the effect of all transactions on the el-
ements of the basic accounting equation. Income statements summarize all rev-
enue and expense transactions that took place during a period of time. The dif-
ference between revenues and expenses is net income.

6. Describe the relationship between the balance sheet and the income
statement.
Revenue and expense transactions affect owners’ equity. Therefore, the income
statement summarizes the impact these transactions have on the balance sheet
item owners’ equity.

7. Distinguish between the accrual basis and the cash basis of accounting.
The accrual basis recognizes revenues when they are earned, that is, when the
goods are delivered or the service is rendered. The cash basis recognizes revenues
when cash is received from the customer. The accrual basis recognizes expenses
when resources are consumed. The cash basis recognizes expenses when cash is
paid. The accrual basis provides a better measure of performance. GAAP requires
use of the accrual basis.

8. Explain the differences between the balance sheets of sole proprietor-
ships and those of corporations.
The primary difference involves owners’equity. In sole proprietorships, only one
component of owners’equity is used; it is referred to as capital, and it reflects the
owners’ interests that arise from both direct contributions and profitable opera-
tions. Corporations use two components: invested capital, which reflects owners’
direct contributions, and retained earnings, which show the owners’ interest that
arose from profits.
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QUESTIONS

2-1 Describe each part of the basic accounting equation. Identify one example of
each item or term in this equation and describe why it fits in that particular cat-
egory.

2-2 Using the definition of assets in this chapter, describe why each of the following
items should not be listed as an asset on the firm’s balance sheet:
a. Favorable location
b. Skilled employees
c. Reputation for honesty and fairness
d. Brand recognition in the market
e. Steady customers
f. Customers’ names, addresses, and product preferences

2-3 Executory contracts.
a. Discuss the concept of an executory contract. Why might a firm sign such a

contract?
b. How should such a contract be recorded in the firm’s financial statements?

2-4 Identify two forms of business organizations and list a major advantage and dis-
advantage of each.

2-5 Indicate whether each of the following statements concerning possible organi-
zation structures is true or false. If a statement is false, indicate why.
a. A sole proprietorship and its owner are legally the same entity.
b. The partners in a partnership are not liable for the debts of the partnership.
c. All partners in a partnership must agree on all decisions.
d. A sole proprietorship and its owner are the same entity for financial reporting.
e. A partnership is less risky (for the partners) than a sole proprietorship.
f. Two people can form a sole proprietorship.
g. Twenty people cannot form a partnership.
h. It is more expensive to form a partnership than a sole proprietorship.
i. Any group of people (less than five) canform a partnership by oral agree-

ment.
2-6 Indicate whether each of the following statements concerning possible organi-

zation structures is true or false. If a statement is false, indicate why it is false.
a. A corporation and its investors are legally the same entity.
b. The shareholders of a corporation are not liable for the debts of the corpo-

ration.
c. A publicly held corporation usually sends its financial statements to all of its

owners (investors).
d. A corporation is less risky (for its owners) than a partnership or sole propri-

etorship.
e. It is more expensive to form a corporation than a sole proprietorship.
f. Shareholders are taxed on the corporation’s net income.

2-7 Define accrual accounting. Contrast accrual accounting with cash basis ac-
counting.

2-8 Define an asset. Define a liability. How can one firm’s asset be another firm’s li-
ability?

2-9 Define owners’ equity. How does this differ from retained earnings? How can
one firm’s asset be another firm’s equity?
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EXERCISES

2-10 Indicate the effects [(1) increase, (2) decrease, (0) no effect] on the accounting
equation from the following transactions:
a. Owner invested cash in the business.
b. Performed services for cash.
c. Purchased equipment by signing a note payable.
d. Customers paid in advance for services to be performed.
e. Purchased a two-year insurance policy.
f. Paid employees for the period’s work.
g. Purchased supplies on account.
h. Performed services referred to in part d.
i. Paid note from part c in full, plus interest.
j. Recorded depreciation adjustment.

Identifying Transactions: Cash Versus Accrual Method
2-11 Identify which of the following events should be reported on financial state-

ments under
1. the cash basis of accounting,
2. the accrual basis of accounting,
3. both methods, or
4. neither method.
Explain each choice.
a. Agreed (verbally) to purchase a used car from Slee-Z-Auto.
b. Paid $300 for a warranty on the used car.
c. Took the car on a test drive, found it faulty, and asked the salesperson for a

different car.
d. The sales manager helped choose another car.
e. The sales manager kindly transferred the warranty to the second vehicle.
f. Paid $6,500 for the vehicle.
g. Paid license and taxes of $275.
h. Bought new tires for $450 on account.
i. On a cold winter morning, the car failed to start.
j. Purchased a new battery for $65 on account.
k. Filed a warranty claim for the new battery.
l. Received $45 payment under the warranty.

Analyzing Transactions: Cash and Accrual Bases
2-12 Use pluses and minuses (or NA for not applicable) to show how the following

events should be analyzed using the accounting equation under
1. the cash basis of accounting and
2. the accrual basis of accounting.

a. Signed a contract for the purchase of land.
b. Paid a deposit on the land purchase.
c. Received money in advance from a customer.
d. Listed land for sale with a local realtor.
e. Used equipment, such as a computer, in the business.
f. Had a computer repaired; the repair person just leaves a bill, but cannot

accept payment for the repair.
g. Paid the repair bill.
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h. Provided services to customers who will not pay until next month.
i. Received compliments from customers about excellent customer ser-

vices.
j. Hired a well-trained accountant to prepare financial statements and pro-

vide financial advice. (Assume no payments have been made.)
k. Collected money from customers who have already been billed.
l. Employees worked this month, but the payroll (payment) was delayed

until the following month.
m. Failed to pay suppliers for three months because there is not enough

money in the bank.
n. Received supplies from a vendor, along with a bill.
o. Sold land under a contract for 10 future payments.
p. Collected one of the contract payments from the land sale.

Valuing Contract Terms
2-13 A professional baseball player signs a contract for next season to play for the Col-

orado Rockies. The contract includes payment terms of $7,000,000 over the
next two years. The player receives an extra “signing bonus”of $1,000,000. How
should each of these two amounts be recorded by the Rockies? Note that the
$7,000,000 is contingent on the player “making” the team.

Identifying Accounting Transactions
2-14 R & RTravel entered into the following transactions. Which of these transactions

or events should be recorded in R & R’s accounting process? Explain your an-
swer.
a. Obtained a bank loan.
b. Repaid a bank loan.
c. Signed a one-year agreement to rent office space. The first month’s rent is

paid at this time.
d. Signed a one-year agreement to rent office space. No cash is transferred at

this time.
e. Purchased office equipment on credit.
f. Agreed with the local newspaper to place advertising in next month’s special

travel section. No cash yet paid.

Transaction Analysis
2-15 The Western Fittings Corporation began business on July 1, 1999. The following

transactions occurred during its first six months:
1. Three individuals each invested $30,000 in exchange for capital stock.
2. One year’s rent was paid for $12,000 on July 1.
3. On August 1, several pieces of property, plant, and equipment were pur-

chased for $75,000 on account.
4. During the six months, clothing, boots, and accessories were purchased for

$60,000 cash.
5. The corporation had sales revenue of $85,000, of which $35,000 has not yet

been collected in cash.
6. The cost of the clothing, boots, and accessories sold in item 5 was $55,250.
7. Employees were paid $24,000 in wages.
8. The corporation paid utilities and telephone expenses of $5,000.
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Required
a. Analyze and record these transactions using the basic accounting equation.
b. Record the following adjustments for the six months ended December 31,

1999: rent expense and depreciation expense. Assume a 10-year life and zero
residual value.

c. What is the net income (loss) for the six months ended December 31, 1999?

Transaction Analysis
2-16 John Hasty opened his bakery on March 1, 1999, as a sole proprietor. The fol-

lowing transactions took place at the beginning of March:
1. Deposited $10,000 into a checking account in the name of the Hasty Bakery.
2. Rented a small kitchen and paid the first month’s rent of $500.
3. Purchased kitchen equipment for $3,000 cash.
4. Purchased baking ingredients for $6,000 on account.
5. Obtained a $2,000, 9%, one-year loan.
6. Obtained a one-year insurance policy on the kitchen equipment. Paid the en-

tire premium of $500.

Required
a. Analyze the above transactions for March, using the basic accounting equa-

tion.
b. Record necessary adjustments: interest expense, insurance expense, and de-

preciation expense. (Assume a 60-month life and zero residual value.)
c. What additional information is needed to fully analyze Hasty Bakery results

for March?

Fill in the Blanks
2-17 Find the missing elements in the following (independent) cases:
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ASSETS � LIABILITIES � SHAREHOLDERS’ EQUITY
a. $100,000 $ 30,000 ?
b.   ? $450,000 $200,000
c. $350,000 $450,000 ?
d. $675,000 ? $310,000

Fill in the Blanks
2-18 Ascertain the missing items (A, B, and C) in the following situation:

Assets, January 1 $10,000
Assets, December 31 $14,000
Liabilities, January 1 A
Liabilities, December 31 $ 7,000
Owners’ equity, January 1 $ 8,000
Owners’ equity, December 31 B
Owners’ contributions 0
Owners’ withdrawals C
Net income $ 2,000
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Transaction Analysis
2-19 Record the following business transactions in the basic accounting equation.

Use column headings for Cash, Accounts Receivable, Land, Accounts Payable,
Unearned revenue, Notes Payable, Invested Capital, and Retained Earnings.
a. Three individuals each invested $70,000 in a newly formed corporation in ex-

change for capital stock.
b. Paid $12,500 for land.
c. Performed services for customers, all on account; billed the customers

$24,300.
d. Received a utility bill for $850 and immediately paid it.
e. Received $11,200 for services not yet performed.
f. Received a telephone bill for $650, but did not pay it yet.
g. Borrowed $34,000 cash from a bank and signed the loan documents.
h. Received $10,000 from customers on account.
i. Performed the services described in part e.

PROBLEMS

Transaction Analysis: Income Statement and 
Balance Sheet Effects
2-20 Identify the effects of the following events on the first year’s income statement

and balance sheet:
a. A company paid a $2,000 bill for a fire insurance policy that covers the cur-

rent year and the next year.
b. A company purchased a trash compactor for $200 that has an expected life

of five years. What are the balance sheet effects of treating the $200 as an ex-
pense this year versus the effects of depreciating the trash compactor over
five years? What are the effects on net income?

c. Two attorneys, working together under a corporate structure, decide that a
ski chalet at Vail is necessary to entertain current and prospective clients. At
the same time, they are considering the addition of a third attorney as an-
other owner of their company. This third attorney has a ski chalet that she
purchased five years ago for $120,000. Its current market value is $200,000.
How should the ski chalet be reflected on the corporation’s financial state-
ments, assuming that the new attorney is hired and the ski chalet is trans-
ferred to the corporation?

Transaction Analysis
2-21 Jane Goodrum established a sole proprietorship to sell and service personal

computers. Use the balance sheet equation to analyze the effects of the follow-
ing transactions:
a. Invested $50,000 in the business.
b. Purchased a four-wheel drive pickup truck for $22,000 (on account) that will

be used in the business.
c. The truck’s fuel and repair annual costs were $1,750 (paid in cash).
d. Shortly after buying the truck, it proved to be a “lemon” and Jane pushed it

over a cliff! Explain to Jane how the loss of this truck affects her balance
sheet. If Jane had not ever paid for the truck, who is responsible for the loss
of the truck?
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Transaction Analysis: Accrual Adjustments
2-22 The accounting firm Seaver & Co. prepares its own financial statements at the

end of each year. Based on the following information, prepare any adjustments
that are needed for the accounting records as of December 31, 1999 in terms of
the basic accounting equation.
a. As of December 31, Seaver & Co. has rendered $20,500 worth of services to

clients for which they have not yet billed the client and for which they have
not made any accounting entry.

b. Seaver & Co. owns equipment (computers and so on) having an original cost
of $12,000. The equipment has an expected life of six years.

c. On January 1, 1999, Seaver borrowed $15,000. Both principal and interest
are due on December 31, 2000. The interest rate is 11%.

d. On January 1, 1999, Seaver rented storage space for three years. The entire
three-year charge of $15,000 was paid at this time. Seaver (correctly) created
a prepaid rent account in the amount of $15,000.

e. As of December 31, workers have earned $10,200 in wages that are unpaid
and unrecorded.

Transaction Analysis: Preparing Financial Statements
2-23 The following account balances are shown on November 30, 1999, for the

Clever Bookstore:
Cash $ 8,000 Accounts payable $ 4,000
Accounts receivable 9,000 Salaries payable 2,000
Inventory 60,000 Notes payable 35,000
Supplies 3,000 J. Clever, capital 39,000
Total $80,000 Total $80,000

The following transactions occurred during December.
1. Paid workers the $2,000 owed them on November 30.
2. Made sales totaling $40,000. Half of the sales were for cash. The other half

were on account. The cost of goods sold was $25,000.
3. Purchased inventory on account, $15,000.
4. Collected in cash $22,000 of receivables.
5. Used supplies totaling $800.
6. Paid accounts payable of $12,000.
7. Paid all December’s interest on the note payable in the amount of $300.

Required
a. Analyze all transactions using the basic accounting equation. Begin your anal-

ysis by entering the November 30 account balances into a worksheet. Then
enter each of the transactions above into your worksheet.

b. Prepare a balance sheet as of December 31, 1999.
c. Prepare an income statement for the month ended December 31, 1999.

Transaction Analysis: Preparing Financial Statements
2-24 Susan’s Sweets, a candy shop, opened on January 1, 1999, with the following

transactions:
1.Susan deposited $100,000 in cash on January 1, 1999, and began business as

a sole proprietorship.
2.Susan transferred a rental agreement for commercial premises to the candy

shop. She personally had paid $20,000 rent for the next six months on De-
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cember 31 of the prior year, and now transferred all rights under the six-
month agreement. This agreement is renewable for another six months on
July 1. (Note: Increase owners’ equity capital account.)

3.Susan purchased candy and other “sweetments”at a cost of $40,000 in cash.
4.Susan purchased store fixtures at a cost of $15,000, paying $5,000 in cash

and the balance on account. These store fixtures have a useful life of five
years, with no expected salvage value.

5.The six-month rental agreement expired. She renewed it for another six
months and paid $20,000.

6.During the first year of operations, Susan’s sales totaled $132,000 on ac-
count.

7.Collections from customers totaled $130,500.
8.During the first year, her other operating expenses were $37,300 on account.

In addition, she received “salaries” of $10,000, which were really a with-
drawal or drawing.

9.At the end of the first year, Susan’s Sweets had $2,000 of inventory.
10.Record depreciation for the first year.
11.Record the adjustment to prepaid rent.

Required
a. Use the basic accounting equation to show the effects of the transactions and

any necessary accruals during Susan’s first year of business.
b. Based on that analysis, prepare a balance sheet and an income statement for

the first year.

Transaction Analysis: Preparing Financial Statements
2-25 Susan’s Shoe Shop opened on January 1. The following transactions took place

during the first month:
1.Deposited $30,000 in the firm’s checking account.
2.Purchased shoes, boots, socks, and other inventory for $45,000 on account.
3.Purchased display shelving, chairs, and other fixtures for $10,000 cash and

$40,000 on account. Assume a useful life of five years.
4.Obtained $20,000 and signed a three-year, $20,000 bank loan at 8% annual in-

terest.
5.Had sales revenue during January of $75,000. Of this amount, $25,000 was

received in cash and the balance was on account.
6.The cost of the merchandise sold in item 5 was $32,000.
7.Paid $10,000 to each of two different creditors.
8.Signed an application for a one-year insurance policy and paid the year’s pre-

mium of $2,400.
9.Paid three employees a monthly salary of $2,000 each.

10.Collected $35,000 from (accounts receivable) customers.

Required
a. Analyze these transactions, including any appropriate adjustments, using the

basic accounting equation.
b. Prepare a simple income statement for the firm.
c. Identify any significant missing elements in your income statement.
d. Prepare a simple balance sheet for Susan’s Shoe Shop.
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Fill in the Blanks
2-26 Ascertain the missing items (A-L) in the following independent situations. (Note:

You do not have to find the answers in any particular sequence.)

1 2 3
Assets, January 1 $ 5,000 E I
Assets, December 31 $ 8,000 F $ 9,000
Liabilities, January 1 A $ 2,000 $ 3,000
Liabilities, December 31 $ 3,000 $ 2,200 J
Owners’ equity, January 1 $ 3,000 $ 4,000 K
Owners’ equity, December 31 B $ 4,800 $ 7,000
Revenues $20,000 $15,000 L
Expenses $18,500 G $20,000
Contributions by owners $ 1,000 H $ 1,000
Withdrawals by owners C 1,200 $ 3,000
Net income D 2,000 $ 5,000

Note: The solutions for Situation 1 are shown below:

January 1: Assets � Liabilities � Owners’ equity
$5,000 � (A) � $3,000
$5,000 �  $2,000 � $3,000

December 31: Assets � Liabilities � Owners’ equity
$8,000 � $3,000 � (B)
$8000 �  $3,000 � $5,000

Revenues � Expenses � Net Income
$20,000 � $18,500 � Net income
$20,000 � $18,500 � $1,500

Beginning owners’ equity � Contributions by owners � Withdrawals by owners �
Net Income � Ending owners’ equity

$3,000 � $1,000 � (C) �$1,500 � $5,000 
$3,000 � $1,000 � $500 � $1,500 � $5,000

Fill in the Blanks
2-27 Ascertain the missing items (A-L) in the following independent situations. (Note:

You do not have to find the answers in any particular sequence. See the previ-
ous assignment for an explanation of how to find these missing items.)

1 2 3
Assets, January 1 $12,000 E I
Assets, December 31 $ 9,000 F $ 9,500
Liabilities, January 1 A $ 5,000 $ 3,200
Liabilities, December 31 $ 7,500 $ 5,200 J
Owners’ equity, January 1 $ 7,500 $ 3,200 K
Owners’ equity, December 31 B $ 5,300 $ 8,000
Revenues $25,000 $12,000 L
Expenses $16,200 G $22,000
Contributions by owners $ 2,000 H $ 2,000
Withdrawals by owners C $ 1,200 $ 3,500
Net income D $ 3,000 $ 4,000

Analyzing Investment Alternatives
2-28 Assume that you inherit $10,000, which according to the terms of the bequest

must be invested in a single company. After much research, you find two attrac-
tive alternatives: The Salt Company and The Pepper Company.
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Required
a. On the basis of the following limited information, which of the following

would you prefer  (M = millions of dollars)?

Salt Co. Pepper Co.
Total assets $40M $25M
Net income $4M $4M

b. If you then find the following additional information about each company’s
liabilities, which company would you prefer? Why?

Salt Co. Pepper Co.
Total liabilities $20M $23M

c. If you then read a newspaper article predicting each firm’s future income
prospects, which firm is now preferable?  Why?

Salt Co. Pepper Co.
Next year’s predicted net income $1M $10M

d. Write a short memo describing any additional information that you might
find helpful in making an investment in either of the two companies.

Recording Transactions Using Cash and Accrual Methods
2-29 Use a balance sheet equation to show how each of the following events would

be treated under
1. the cash basis of accounting and
2. the accrual basis of accounting.

a. Ordered airline tickets, hotel accommodations, and tour guidance from
Hugo’s U-Go Travel at a cost of $5,000.

b. Changed the airline reservation.
c. Paid a $35 fee to a travel advisor.
d. Paid $2,000 for the airline tickets, room, and tour.
e. Arrived at the hotel and checked in.
f. Found the room to be next to the hotel laundry and facing the noisy load-

ing zone. Furthermore, the room only had two cheap radios and no tele-
vision! Asked the hotel manager for a more suitable room.

g. Tipped the bellhop $5 after luggage was moved to an upgraded room.
h. Charged $257 for meals and telephone calls during the week.
i. Upon checking out of the hotel at the end of the week, found a $40 per

day (for five days) upgrade charge on the hotel bill.
j. Paid for the meals and phone charges on the hotel bill, but denied re-

sponsibility for the upgrade charges.
k. The hotel manager insisted that the upgrade charges were not covered by

the prepaid vouchers from Hugo’s, and they would be charged to the Visa
credit card account number on file with the hotel.

l. Took vacation film to a photo shop for developing. Charges for develop-
ing and printing this film were expected to be $45, not yet paid.

m. Paid the $45 two weeks later.

Transaction Analysis
2-30 Use the accounting equation to analyze the effects of the following events. As-

sume that the beginning balances are zero. Prepare an income statement and
balance sheet after recording each transaction.
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a. Sugar Loaf Enterprises bought inventory for resale at a cost of $350,000 on
account.

b. Half the inventory was sold to customers for $525,000, all on account.
c. Customers paid $200,000 on account.
d. A particularly interested customer paid $10,000 in advance to reserve an es-

pecially desirable item.
e. The item was shipped at an invoiced charge of $2,500 more than the deposit.

The inventory cost was $6,000.
f. The customer paid the $2,500 invoice, after reducing the invoice by the $55

freight cost, which, in the customer’s opinion, should have been waived be-
cause of the $10,000 advance payment.

Transaction Analysis: Simple Interest
2-31 Identify the effects of the following events on the income statement and the bal-

ance sheet for each year:
a. Sunshine House borrowed $20,000 at 5% interest per annum.
b. Interest for the first year was accrued, but not paid.
c. Two months into the next year, the interest was paid for the first year.
d. At the end of the second year, the loan was repaid, plus the second year’s in-

terest.

Transaction Analysis: Simple Interest
2-32 Heidi’s Golf and Swim Club borrowed $500,000 at 12% per annum.

Required
a. Calculate Heidi’s expected monthly and annual interest expense.
b. Show the effect of the $500,000 loan on Heidi’s accounting equation.
c. Show the effects of the first and second months’ interest accruals.
d. Show the effects of Heidi’s payment of two months’ interest.
e. Show the effects of the interest accruals for the remainder of the first year.

Transaction Analysis: Liabilities and Interest Accruals
2-33 John’s Anti-Mediation League (JAML), a sole proprietorship, engaged in the fol-

lowing transactions in 1999:
1. On January 1, JAML borrowed $100,000 at 6% per year with interest due

quarterly.
2. JAML paid a $1,000 kickback to a good friend who helped obtain the loan.
3. JAML had not yet paid any interest after the loan had been in effect for three

months.
4. On June 30, JAML paid the interest due.
5. On July 1, JAML renegotiated the terms of the loan, which increased the in-

terest rate to 9% per year.
6. At the end of September, John paid the interest on the loan from his personal

account.
7. At the end of December, JAML accrued the interest due.
8. On January 1, 2000, JAML paid the interest due to the lender and to John’s

personal account.

Required
Record these transactions, using the accounting equation.
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Transaction Analysis: Liabilities and Interest Accruals
2-34 Sharon’s Affairs and Parties (SAAP), a sole proprietorship, engaged in the fol-

lowing transactions in 1999:
1. SAAP borrowed $150,000 at 10% per year to begin operations.
2. SAAP accrued the first month’s interest on the loan.
3. SAAP accrued the second month’s interest.
4. SAAP paid the interest due.
5. Sharon loaned SAAP $10,000 at 24% interest per year.
6. SAAP accrued interest for the next month on both loans.
7. SAAP paid the accrued interest.
8. SAAP repaid Sharon’s loan, along with a loan “cancellation” fee of $2,500.
9. SAAP accrued interest for the next month.

10. SAAP repaid the original loan, along with the accrued interest.

Required
Record these transactions, using the accounting equation.

Transaction Analysis: Describing Underlying Events
2-35 Shown below are several transactions recorded by Beth’s coffee shop, The Bitter

Bean (TBB):
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ASSETS � LIABILITIES � OWNER’S EQUITY
a. Cash, �$30,000 Capital, �$30,00
b. Inventory, �$12,000 Accounts payable,

�$12,000
c. Cash, �$3,000 Loans, �$3,000
d. Loans, �$27,000 Capital, �$27,000
e. Accounts receivable, Revenue, �$10,000

�$10,000
f. Inventory, �$3,000 Cost of goods sold,

�$3,000
g. Cash, �$8,000

Accounts receivable,
�$8,000

h. Accounts payable, Operating expenses,
�$30,000 �$30,000

Required
For each transaction, describe the event or activity that occurred. For example:

Answer: The firm borrowed $20,000.

Transaction Analysis: Describing Underlying Events
2-36 Following are several transactions recorded by Bruce’s tea shop, The Better Leaf

(TBL):
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Required
For each transaction, describe the event or activity that occurred. For example:

Answer: The firm borrowed $20,000.

Analyzing Effects of Cash and Accrual Accounting
2-37 Assume that you are auditing a small bank that uses the cash basis of accounting

to record interest on its customers’ accounts and uses the accrual basis of ac-
counting for interest earned on its investments.
a. If most of the bank’s investments were earning daily interest, while most of

the bank’s customers had their money invested in five-year certificates of de-
posit, do you think that the income reported by the bank represents a fair or
useful measure of accomplishment? Why?

b. Reconsider your prior answer. What if you find out that most of the five-year
certificates of deposit had just been issued? What if you find out that the
bank issued and redeemed the same number of five-year certificates every
month? How do the issues of timing or renewal cycles affect your view of
this situation?

Analyzing Transactions: Effects of Missing Information
2-38 Answer each of the following independent questions:

a. Dennis Company has assets of $125,000 and owners’equity of $40,000. What
are its liabilities? If these liabilities include an outstanding mortgage of $60,000,
identify some of the other liabilities that Dennis Company might have.

b. Bruce Company has assets of $300,000 and liabilities of $110,000. Suppose
that the original owners invested $200,000 in this business. What might ac-
count for the difference between the original investment and the current bal-
ance in owners’ equity?

c. Pieter Company has liabilities of $400,000 and owners’ equity of $155,000.
What are its assets? Suppose that Pieter has conducted an appraisal and has
found that its assets are valued at $1,000,000. How can such a difference
occur?

d. Elizabeth Company has assets of $500,000 and liabilities of $600,000. What
conclusions can you draw about this firm?
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ASSETS � LIABILITIES � OWNER’S EQUITY

a. Cash, �$50,000 Capital, �$50,000
b. Inventory, �$22,000 Accounts payable,

�$22,000
c. Cash, �$3,000 Loans, �$3,000
d. Loans, �$23,000 Capital, �$23,000
e. Accounts receivable, Revenue, �$32,000

�$32,000
f. Inventory, �$13,000 Cost of goods sold, 

�$13,000
g. Cash, �$28,000,

Accounts receivable,
�$28,000

h. Inventory, �$30,000 Loans, �$30,000
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Identifying Accounting Transactions
2-39 Refer to the T-shirt business first described in Chapter 1, “Financial Accounting

and Its Environment.”The firm now has a small store near the football stadium to
display and sell various sporting goods. During the first week that the shop is
open, the following events occur. Should they be recorded in the financial state-
ments of the firm? Why or why not?
a. A famous football player gives a signed football to the store owner’s

daughter.
b. The firm received a bill from the Public Service Co. for gas and electricity

used by the prior tenants in the store.
c. The owner bought three lottery tickets for $6.
d. One of the three lottery tickets won $150. (In this case, assume that you did

not originally record the purchase of the tickets and that the owner did not
want to record the winnings.)

e. The owner learned that the Super Bowl will be held at the nearby stadium in
three years.

Cash Versus Accrual Accounting
2-40 Suppose that Tina’s Frame Shop is anticipating applying for a bank loan in the near

future. Although Tina’s has been using accrual accounting, the bookkeeper sug-
gests that the firm switch to a cash basis in order to improve its financial picture.

Required
a. Assuming that the bank requires financial statements on a cash basis, what

actions could the bookkeeper and the firm take to report more favorable re-
sults under the cash basis?

b. How might the bank react when it compares any of Tina’s earlier statements
under the accrual method with statements that are much more favorable un-
der the cash basis?

c. Is Tina’s auditor obligated to provide both sets of statements to the bank and
explain any differences? Why?

d. Now assume that the bank permits either cash or accrual accounting. Is it
ethical for Tina’s to try to “fool” the bank with statements prepared using the
most favorable accounting procedures? Why?

e. If you were Tina’s bookkeeper, would you expect to be fired if you gave the
bank both sets of financial statements? How would this possibility change
your views?

Conceptual Discussion: Objectivity
2-41 Financial statements, and the underlying accounting processes, rely on many

subjective estimates. Review the sample transactions described in this chapter
and indicate which of them are objective. Which are subjective? Which could be
more objective if additional information was available? Why?

Essay: Measuring Liabilities
2-42 Write a one- to two-paragraph essay assessing the following statement:

Liabilities must be precisely measured because the firm needs to know how
much is owed to its creditors. If such amounts are not precisely known, the firm
risks bankruptcy or other liquidity crises whenever the actual liabilities may
have been underestimated.
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Essay: Asset Valuation 
2-43 Write a one- to two-paragraph essay defending the following statement:

Assets need not be objectively measured and valued because they can be sold at
any time. If the firm feels that asset values are going to decline, it can avoid any
potential losses merely by selling the assets before they decline.

Conceptual Discussion: Effects of Overstating Expenses
2-44 Consider a situation in which you learn that your employer’s accounting staff

has consistently overestimated the firm’s expenses (such as depreciation or bad
debts). As a manager in the firm, what action could you take in response to this
knowledge? Why?

Conceptual Discussion: Contracts
2-45 Often, when a highly-regarded athlete joins a new team, his/her contract is

recorded at a value well beyond the payments due in the first year.
a. Since a person cannot be owned, how can an athlete’s contract be recorded

in the team’s financial statements?
b. What measurement rules might apply to the valuation of such athletic con-

tracts? When should this contract be recorded by the team? When has either
party actually performed (executed) its part of the contract?

c. How do you think accountants might handle the uncertainties associated
with the length of a player’s career, possible injuries, trades, and so on?

d. How would the existence of guarantees in the contract affect your view of
these uncertainties?

Identifying Unusual Transactions and Events
2-46 As the staff accountant for Gil’s Plumbing, you notice that a $1,000 check is

drawn (payable to “Cash”) on the third Monday of each month and is charged to
miscellaneous expenses. You also notice that a sleazy character with a canvas
bag comes into the office on the third Tuesday of each month for a 30-second
meeting with Gil. After inquiring about what the $1,000 check is for and to
which account it might more properly be charged, Gil suggests that you should
“mind your own business”and just record the expenses where you are told.

Required
a. What would you guess is really happening in this situation?
b. Is the $1,000 properly recorded in Gil’s accounts? Why?
c. Is this a personal transaction or a business transaction?
d. Since Gil is the sole owner of the plumbing business, can he do whatever he

wants with his money? How would  this situation differ if Gil were merely
the manager who was making these payments without the owner’s knowl-
edge? What should you do in this case? Why?

Overstating Expenses
2-47 In 1999, Woolies, Inc. reported some accounting irregularities. Although its

yearly results were accurate, Woolies initially reported interim results that were
incorrect. An investigation into this matter determined that senior management
created an environment that prompted the inaccurate reporting. Senior man-
agement placed great emphasis on never reporting a quarterly loss. The ac-
counting staff was encouraged to be creative in meeting this goal!
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One way in which reporting a quarterly loss might be avoided is by recog-
nizing revenues prior to shipment. At the end of any quarter, a corporation will
have a variety of unfilled orders. By “booking” these orders during the adjust-
ment process, reported quarterly net income could be increased. Of course,
when these shipments are actually made, the next quarter’s net income will re-
quire some form of adjustment.

Imagine that you work for a large corporation whose senior managers are
quite intent on never reporting a quarterly loss. Assume that you supervise the
quarterly adjustment process. What would you do if the chief executive officer
and the chief financial officer instructed you to recognize some unfilled orders
as sales revenues for the current quarter?

Creating Accounting Equations
2-48 Select two of the following companies (your instructor might specify which

two) and locate the most recent set of financial statements. You may use either
the 10-K available at EDGAR (www.sec.gov/edgarhp.htm) or the annual re-
port available at the company page on the Web. The annual report is usually lo-
cated in the Investor Information section.
Corporation WWW Page Location
Xerox www.xerox.com
Ben & Jerry’s www.benjerry.com
Lewis Galoob Toys www.galoob.com
Microsoft www.microsoft.com (go to index)
Compaq www.compaq.com (go to overview)
Eli Lilly www.lilly.com

Required
a. Obtain the following information for each corporation: Total Assets, Total Li-

abilities, Total Shareholders’ Equity, Net Income.
b. Verify the accounting equation for each corporation.

Finding Balance Sheet Information
2-49 A major asset for most companies is facilities. Use the SEC’s EDGAR corporate

database (www.sec.gov/edaux/searches.htm.) to locate the 10-K for Rock-
well International dated September 30, 1995, and filed on December 21, 1995.

Required
a. Locate and read Item 2, properties (pp. 7-8). For the United States, Europe,

South America, and Canada, identify the types of operations for which facili-
ties are maintained.

b. Scroll down to the Balance Sheet. Net Property, Plant, and Equipment repre-
sents what percentage of total assets on September 30, 1995?

Identifying Core Activities
2-50 This assignment is based on a report by the Jenkins Committee. The Jenkins

Committee was formed to analyze users’needs in financial reporting and to sug-
gest improvements in financial reporting, keeping in mind these needs.

64 CHAPTER 2

Internet

Internet

Internet

   64  Basic Concepts of Financial Accounting 



Required
a. Locate Chapter Six of the Jenkins Committee report (located at www.

rutgers.edu/Accounting/raw/aicpa/business/chap6.htm), and scroll
down to Recommendation 4. How does the Committee define the core activ-
ities of a firm?

b. List the core activities for the following corporations:
Corporation WWW Page Location
Kodak www.kodak.com
Ryder www.ryder.inter.net
Rockwell International www.rockwell.com
Rohm and Haas Company www.rohmhaas.com
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LEARNING OBJECTIVES

1. Explain when to recognize revenues.
2. Explain when to recognize expenses.
3. Interpret the components of the income statement.
4. Analyze income statement information using various ratios.
5. Describe the effects that reported earnings have on managers’ wealth and,

consequently, on their accounting policy decisions.

INTRODUCTION

The income statement summarizes the results of a firm’s operations for a period of
time. Four major types of items appear on income statements: revenues, expenses,
gains, and losses.

Revenues are inflows of assets (or reductions in liabilities) that result from pro-
viding goods and services to customers; they arise from a firm’s ongoing operations.
Sales of inventory to customers, for example, generate assets (cash or accounts re-
ceivable) and constitute revenues. Expenses arise from consuming resources in order
to generate revenues. The cost of inventory sold to customers illustrates an expense.

Gains, as with revenues, increase assets or decrease liabilities, yet they arise from
activities that are not central to a firm’s major operations. For example, a gain would
result from selling land for more than its carrying (book) value. Losses are similar to
expenses in that they decrease assets or increase liabilities, but they are not central to
a firm’s major activities. The sale of land at an amount less than its carrying value
would result in a loss.

AN ILLUSTRATED INCOME STATEMENT

Exhibit 4-1 contains the 1997 income statement for Altron Incorporated, a manufac-
turer of component parts used in advanced electronics equipment. The income state-
ment is for the year ended January 3, 1998. Although most firms use a calendar year-
end of December 31, Altron uses a 52-week year and prepares its financial statements
as of the Saturday closest to December 31. A 52-week year enhances comparisons
across quarterly reports because each quarter will have 13 weeks. Some firms use a
natural year-end instead of a calendar year-end. That is, the financial statements are
prepared shortly after the firm’s busy season. Wal-Mart, for example, prepares its

c h a p t e r
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annual financial statements on January 31, which is a good fiscal year-end for them be-
cause December is their busiest time of year. By the end of January, Wal-Mart has com-
pleted its busy season; it has made any exchanges or refunds, and its inventory levels
are probably rather low. This is a good time to tally results.

Altron’s income statement, similar to the income statements of many corpora-
tions, is highly condensed. It contains two revenue items, four expense items, and no
gains or losses. However, Altron almost certainly did experience gains and losses, but
their relative sizes were probably so small that they were combined with other items
on the income statement. This is an application of the materiality principle, which
states that separate disclosure is not required if an item is so small that knowledge of
it would not affect the decision of a reasonable financial statement reader. This prin-
ciple can actually improve the usefulness of financial statements by eliminating the
disclosure of inconsequential items, which helps analysts concentrate on items of im-
portance.

The major revenue line on Altron’s income statement is labeled Net sales. Note
that the terms sales and revenue are used interchangeably by many firms, while the
term net implies that certain items have been deducted from the gross (or full) sales
price. For example, most firms allow their customers to return merchandise within a
specified period, and customers are usually offered a full refund upon returning the
merchandise. The original sales amount is included in gross sales. The refund amount
is termed a sales return, and it is subtracted from gross sales in calculating net sales.
Even if the term net is omitted, reported sales on the income statement are usually net
sales.

Cost of sales is often referred to as cost of goods sold. It reflects the cost to Al-
tron of the goods sold to its customers. The difference between sales and cost of goods
sold is called gross profit or gross margin.

Altron has elected to combine selling, general, and administrative expenses, al-
though some companies report separate figures. Selling expenses include advertis-
ing costs, commissions to salespersons, depreciation of equipment used in the selling
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Altron Incorporated
Income Statement

For the Year Ended January 3, 1998
(Dollars in thousands)

Net sales $172,428
Cost of sales 134,373
Gross profit 38,055

Selling, general and administrative expenses 14,844
Income from operations 23,211

Other income 1,503
Interest expense 31
Income before provision for income taxes 24,683

Provision for income taxes 10,016
Net income $  14,667

EXHIBIT 4-1       Multiple Step Income Statement
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function, and a number of other items. General and administrative expenses con-
sist of senior managers’ salaries, accounting and auditing costs, insurance, deprecia-
tion of administrative offices, and so on.

Operating income equals sales minus all costs and expenses incurred by normal
operations. Operating income is a primary indicator of how well a firm has managed
its operations and, as you will see, serves as a basis for comparing firms within the
same industry.

Altron’s income statement contains several other items. Other income can arise
from a variety of sources, such as interest on investments. Interest expense reflects
the firm’s cost of borrowing money from creditors. Income taxes are imposed by the
federal government, state and local governments, and foreign jurisdictions. Neither in-
terest nor income taxes directly relate to a firm’s operations. For example, interest ex-
pense is largely a function of how much the firm has borrowed to finance its opera-
tions. Differences in interest expense between firms are determined primarily by
choices the firms have made in financing their businesses. Some firms elect to borrow
heavily, which results in large interest charges. Other firms rely on investments by
owners; Interest charges are not paid on these funds and, because of this, interest ex-
pense is deducted after operating income is calculated.

The bottom line of the income statement is called net income, earnings, or
profit. Although interest and income tax expenses do not affect operating income,
they are appropriate deductions in the calculation of overall profitability. Because net
income reflects the increase in net assets from all profit-oriented activities, it is the fo-
cus of much scrutiny by analysts, investors, and other financial statement readers.

Keep in mind the difference between revenue and profit. Revenue refers to the
total inflow of assets (or reduction in liabilities) from customers. Profit is the net in-
crease in a firm’s recorded wealth after deducting expenses from revenue.

Altron’s income statement presented in Exhibit 4-1 is in the multiple-step for-
mat. Multiple-step income statements calculate certain subtotals for the reader. Al-
tron’s statement contains subtotals for gross profit and operating income. In contrast,
income statements using the single-step format summarize all revenues in one sec-
tion and all expenses in another. Exhibit 4-2 illustrates a single-step income statement.
Whereas the single-step approach is simpler, the multiple-step approach provides
more information.

USES OF THE INCOME STATEMENT

A major purpose of the income statement is to show a firm’s profitability, yet it also
provides a number of additional performance measures. Revenue, for example, is a
key measure of growth that reflects a firm’s success in expanding its market. Addi-
tionally, comparisons of expense numbers from year to year indicate a firm’s success
in controlling costs. As previously mentioned, operating income measures managers’
performance in conducting a firm’s operations.

Income statement information provides the basis for a variety of decisions. Be-
cause earnings underlie a firm’s ability to generate cash flows for dividends and
growth, equity investors are interested in the income statement. Lenders are also in-
terested in the income statement because a firm’s ability to pay principal and interest
in a timely manner ultimately depends on its profitability.

A firm’s management can use income statement information to make a variety of
decisions. For example, managers must constantly evaluate the prices they set for the
firm’s products and services. Pricing affects both profitability and growth. The income
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statement tells managers and investors how well the firm’s pricing strategy has ac-
complished stated objectives.

Corporations always strive to reduce the costs of their operations, and the income
statement can also measure the success of cost-cutting initiatives. However, cost-
cutting, such as employee layoffs, do not ensure increased profitability. Apple Com-
puter Inc. cut thousands of jobs in 1996 and 1997, yet continued to post losses. Con-
tinued competition from industry rivals and the loss of human talent are issues that
must also be addressed.

As a final illustration, managers often use the income statement when setting div-
idends. Net income is a primary measure of a firm’s ability to pay dividends. In fact,
some firms set a dividend target equal to a certain percentage of net income.

REVENUE RECOGNITION

A firm’s earnings process often takes place over an extended period of time. A manu-
facturer’s typical earnings process, which is depicted in Exhibit 4-3, entails purchas-
ing raw materials, manufacturing, storing and selling the finished product, and col-
lecting cash from the customer. The manufacturer creates value through all these
steps, but for accounting purposes, firms usually select a discrete point in time to rec-
ognize (record) revenue.

General Rule
The revenue recognition principle states that revenue should be recognized in the
accounting records when

1. the earnings process is substantially complete, and
2. the amount to be collected is reasonably determinable.
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Altron Incorporated
Income Statement

For the Year Ended January 3, 1998
(Dollars in thousands)

Revenues

Net sales $172,428
Other income 1,503

$173,931

Expenses

Cost of sales 134,373
Selling, general and administrative expenses 14,844
Interest expense 31
Provision for income taxes 10,016

159,264
Net income $ 14,667

EXHIBIT 4-2       Single-Step Income Statement
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The first criterion prevents the recognition of revenue before a firm has fulfilled its
obligation to the customer. The second criterion indicates that the sales price has been
set and that the customer will probably pay the amount due. Both criteria ensure that
revenue is not recognized prematurely. If revenue is recognized too soon, the income
statement will indicate that the firm has accomplished activities that it has not, which
would mislead financial statement users.

In most situations, these criteria are met at the point of sale, that is, when a prod-
uct is delivered or a service is rendered to a customer. Even if payment is not imme-
diately received, a claim to cash (an account receivable) has been obtained, and rev-
enue recognition is proper.

Two additional comments need to be made about revenue recognition at the
point of sale. First, many sellers guarantee their products’performance for a period of
time. If a product malfunctions, the seller is obligated to incur the cost of correcting
the problem. Does the existence of such a warranty indicate that the earnings process
is not substantially complete at the time of sale? No, it does not. For most sellers, the
warranty cost is relatively minor. Thus, the earnings process is substantially complete
at the time of sale. Chapter 8, “Accounts Payable, Commitments, Contingencies, and
Risks,”discusses warranty costs in more depth.

Second, when accounts receivable are obtained at the point of sale, can we be
certain that cash will ultimately be collected? In most cases, absolute assurance can-
not be obtained, but if the seller has done a good job of checking customers’credit his-
tories, a reasonable estimate of worthless accounts receivable can be made. This esti-
mate is used to adjust both the income statement and the balance sheet. Chapter 6,
“Current Assets,”discusses this issue in more detail.

Exceptions
A number of exceptions exist to the general rule of thumb that revenue is recognized
at the point of sale. One exception deals with the collectibility of receivables. If the
seller is highly uncertain about the collectibility of a receivable, revenue recognition
should be delayed beyond the point of sale to the point when cash is actually col-
lected. This approach is sometimes used in the real estate industry.

Another exception deals with long-term construction contracts (for bridges, high-
ways, and so on). These projects can take several years to complete. If revenue recog-
nition is delayed until the earnings process is substantially complete, no revenue is
recognized in any contract year except the final one, at which point all the revenue is
recognized. Such an uneven pattern of revenue recognition would contrast with the
actual earnings process, which takes place throughout the life of the contract. Ac-
cordingly, if (1) a binding contract exists between the buyer and the seller and (2) the
seller can reasonably estimate the costs to complete the project, then revenue, the re-
lated costs, and the resultant profit should be estimated and recognized each year by
the percentage of completion method. This method recognizes a portion of the
revenue, cost, and profit each year according to the percentage of the job completed.
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EXHIBIT 4-3       Time Line of a Manufacturer’s Earnings Process
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A similar situation exists with some service contracts. For example, consider a
health club that sells one-year memberships for an immediate payment of $600. Rev-
enue recognition at the point of sale is inappropriate because the earnings process has
barely begun. However, delaying revenue recognition until the twelfth month, when
the earnings process is substantially complete, is also inadvisable. GAAP permits pro-
portional revenue recognition each month over the contract’s life.

Most firms describe their revenue recognition policies in a note to the financial
statements. Reality Check 4-1 contains an excerpt from the financial statements of
Reader’s Digest, which frequently receives payments for subscriptions at the inception
of a contract. Because the earnings process has just begun at that point, the magazine
records a liability instead of revenue. Recording a liability recognizes that Reader’s Di-
gest has an obligation to provide its customers something of value: either the magazine
or a refund. Revenue is recognized as the magazines are mailed to the customers.

EXPENSE RECOGNITION

The matching principle governs expense recognition. It states that all costs that
were incurred to generate the revenue appearing on a given period’s income state-
ment should appear as an expense on the same income statement. In other words, we
should match expenses against revenues. Revenues are first recognized and expenses
are then matched with those revenues. By doing this, the income statement contains
measures of both accomplishment (revenue) and effort (expenses), thereby enabling
an assessment of firm performance. The matching principle is implemented in one of
three ways, explained below.
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Reader’s Digest records sales of magazine subscriptions as unearned revenue at the gross subscription price at the time
the orders are received. Proportionate shares of the gross subscription price are recognized as revenue when the sub-
scriptions are fulfilled.

Required

a. Assume that Reader’s Digest receives $48 from a customer for a two-year subscription. Analyze this transaction in
terms of the basic accounting equation.

b. Assume that the subscription is for 24 monthly issues. In terms of the basic accounting equation, what analysis would
Reader’s Digest undertake when each issue is mailed?

Solution

a.

b.

R E A L I T Y  C H E C K  4 - 1

ASSETS � LIABILITIES � SHAREHOLDERS’ EQUITY

Unearned Revenue Retained earnings
�$2 �$2 (subscription revenue)

ASSETS � LIABILITIES � SHAREHOLDERS’ EQUITY

Cash Unearned revenue
�$48 �$48
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Associating Cause and Effect
One method of implementing the matching principle is known as associating cause
and effect. This implies that a clear and direct relationship exists between the ex-
pense and the associated revenue. Cost of goods sold is a good example. A retail store
certainly cannot generate sales revenue without consuming inventory. Salespersons’
commissions are another example. Because commissions are usually paid as a per-
centage of sales revenue, commission expense is tied directly to revenue.

Systematic and Rational Allocation
Another method used to implement the matching principle is systematic and ra-
tional allocation. Many costs cannot be directly linked to specific revenue transac-
tions. They can, however, be tied to a span of years and allocated as an expense to
each of those years. Sales equipment, as an example, is essential to generate revenue.
However, linking the cost of each display case, piece of furniture, and the like to spe-
cific sales transactions is difficult. Instead, the equipment’s cost is systematically allo-
cated as depreciation expense to the years during which the equipment helps gener-
ate revenue.

Immediate Recognition
The final method of applying the matching principle is immediate recognition.
Some expenditures have no discernible future benefit. In these cases, the expenditure
is expensed immediately. Officers’ salaries, utilities, and interest are treated in this
manner.

Reality Check 4-2 addresses revenue and expense issues for Cendant Corporation.
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Cendant Corporation markets memberships in discount purchasing clubs. Typical subscriptions last one year. The first
month is a trial membership; members pay no fee. After the first month, members are billed monthly. However, at any
time during the year-long subscription period, a member can terminate the agreement and receive a refund for all
amounts paid. Cendant also incurs marketing costs in attracting new members (such as mailings and phone solicitations).

Required

a. Describe two methods that Cendant could use to recognize revenue. Which method is the most conservative?
b. For each of the two revenue recognition methods described above, suggest a method of expense recognition that ad-

heres to the matching principle.
c. Because Cendant has experienced significant accounting regularities, the SEC has forced Cendant to use certain rev-

enue and expense methods. Which methods do you suspect these are?

Solution

a. Cendant could recognize revenue ratably over the 11-month period following the trial membership. This method is
supported by the fact that Cendant provides the services over this period. However, Cendant would also need to es-
tablish an allowance for its estimate of the number of memberships that will be canceled. Alternatively, Cendant could
recognize revenue at the end of the twelfth month, when cancellation is no longer possible. This method defers rev-
enue recognition as long as possible, requires no estimates, and is the most conservative.

b. The first method of revenue recognition would be accompanied by deferring the marketing costs and expensing them
over months two through 12. The second method would be accompanied by deferring the marketing costs and ex-
pensing them at the end of the twelfth month. In both cases, a portion of the marketing costs should be expensed more
quickly to reflect the canceled subscriptions.

c. The SEC has required Cendant to use the most conservative methods possible. Accordingly, revenue is recognized at
the end of the twelfth month. Expenses are recognized when incurred because they cannot be recovered in the event
of cancellation.

R E A L I T Y  C H E C K  4 - 2
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A CLOSER LOOK AT
THE INCOME
STATEMENT

As indicated earlier, income
statements summarize past
transactions and events. Many
users of income statements are
interested in the past only to the
extent that it can help predict
the future. Financial statement
users are concerned about earn-
ings sustainability, which re-
fers to the likelihood that earn-
ings will persist in the future.

Historical income state-
ments will be less useful for pre-

dicting the future if the results of ongoing operations are combined with the effects
of events that are unusual or are not expected to recur in the future. Consequently,
GAAP requires that income statements separately report certain items. This section de-
scribes these items and shows how they are displayed on the income statement.

Discontinued Operations
If a firm ceases to operate (or plans to cease operating) a major segment of its busi-
ness, separate income statement disclosure is required of its (1) continuing opera-
tions and (2) discontinued operations. Exhibit 4-4 contains the income statement
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Software Programs International (SPI) designs and markets several software
packages. SPI’s word processing program has not generated as many sales as
management had forecast. Because of this, SPI is evaluating two alternative
strategies. One strategy is to discontinue the product. The other strategy in-
volves a renewed effort to improve the product and make it more attractive to
potential customers. SPI’s consideration of these strategies began in October
of 2000. A final decision will be made around July 2001.

SPI is a calendar year-end firm. SPI realizes that its financial statement
readers would find information about these plans useful. On the other hand,
disclosing that the word processing product might be discontinued would
probably make customers hesitant to purchase the product. They would also
be reluctant to buy and learn a system that will never be upgraded or im-
proved. The decline in sales would, of course, negatively affect SPI’s share-
holders.

Should SPI disclose its strategy evaluation in its 2000 financial state-
ments?

W H AT  W O U L D  Y O U  D O ?

Hahn Automotive Warehouse, Inc.
Statement of Operations

For the Year Ended September 30, 1997
(Dollars in thousands)

Net sales $142,242
Cost of products sold 86,967

Gross profit 55,275
Selling, general and administrative expense 46,717
Depreciation and amortization 2,005

Income from operations 6,553
Interest expense (4,670)
Other income 719

Income before provision for income taxes 2,602
Provision for income taxes 1,011

Income from continuing operations 1,591
Loss from discontinued operations:

Write-down of investment, net of tax benefit (18,789)
Loss from discontinued operations, net of tax benefit (3,937)

Total loss from discontinued operations (22,726)
Net loss ($  21,135)

EXHIBIT 4-4       Income Statement with Discontinued Operations
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of Hahn Automotive Warehouse, Inc., which sells replacement auto parts. Hahn tra-
ditionally had sold to both commercial concerns, such as automotive repair shops,
and to retail customers (do-it-yourselfers) via its AUTOWORKS retail division, which
Hahn decided to dispose of in 1997 because of poor profitability.

The first 11 lines of Hahn’s income statement reflect the results of continuing op-
erations. The discontinued operations section contains two line items; the first line
reports the loss from the AUTOWORKS division, and the second line indicates the re-
sults of operating the segment. In making predictions about future earnings, most an-
alysts would ignore the effects of these items by focusing on income from continuing
operations. To qualify for separate reporting, the discontinued operation must repre-
sent an entire major line of business. Many divestitures do not qualify as an entire line
of business and do not necessitate separate reporting.

For example, a Wall Street Journal article stated: “HCA-Hospital Corporation of
America, bowing to weakness in the psychiatric hospital industry, said it will sell 22
hospitals and take an after-tax charge of as much as $300 million in the third quarter.”
The charge reflects operating losses and anticipated losses on the sale. Because HCA
retained ownership of 26 psychiatric hospitals and 73 general hospitals, it did not dis-
pose of an entire line of business. Treatment as a discontinued operation would be in-
appropriate. The $300 million charge would be included in continuing operations.
Thus, financial statement readers must be aware that continuing operations might
contain revenues, expenses, gains, and losses that will not persist in the future. Some
analysts would prefer to remove the $300 million charge from the current quarter’s
earnings when making projections about the future. On the other hand, some analysts
might view HCA’s sale of hospitals as a normally recurring modification of the firm’s
strategy. Because these modifications are expected to occur periodically, these ana-
lysts would not remove the $300 million from reported earnings.

Reality Check 4-3 describes a disposal by Ford Motor Company.
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Ford Motor Company reported a first quarter profit of $904 million. However, that profit included a $440 million loss
from the sale of First Nationwide, a financial institution. Because Ford did not dispose of its entire financial services unit,
this disposal does not qualify as a discontinued operation, but some analysts might prefer to exclude the disposal loss
from Ford’s earnings when making projections about future earnings.

Required

Eliminate the First Nationwide loss from Ford’s reported net income.

Solution

Reported net income $   904,000,000
Plus loss on disposal 440,000,000
Adjusted income $1,344,000,000

R E A L I T Y  C H E C K  4 - 3
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Note also that AE recognized a gain. A gain arose because the proceeds from the
insurance settlement exceeded the carrying value of the building. Recall that buildings
are carried in the accounting records at depreciated historical cost, which does not re-
flect current market values.

When making predictions about AE’s future income levels, most analysts would
remove the extraordinary gain from AE’s reported net income:

Reported net income $11,233,000
Less extraordinary gain 1,387,000
Adjusted net income $  9,846,000

Income Taxes
Given that many income statements have several major sections (continuing opera-
tions, discontinued operations, and extraordinary items), a decision must be made
about where to report income tax expense. GAAP takes the reasonable position that
taxes should be allocated to each major section. Consider again Exhibit 4-4; one
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American Enterprises, Inc.
Partial Income Statement

For the Year Ended October 31, 2001
(Dollars in thousands)

Income before extraordinary gain $  9,846
Extraordinary gain (net of income taxes of $1,047) 1,387
Net income $11,233

Note:
The Company’s former headquarters building in San Francisco was severely damaged by an
earthquake. After the settlement with the insurers, the Company retired the building and rec-
ognized an extraordinary gain of $1,387,000, net of income taxes of $1,047,000.

EXHIBIT 4-5       Partial Income Statement

Extraordinary Items
Extraordinary items are events and transactions that are unusual in nature and in-
frequent in occurrence. Unusual in nature implies that the event or transaction is, at
most, incidentally related to a firm’s typical operations. Infrequent in occurrence sug-
gests that the item is not expected to recur in the foreseeable future. Extraordinary
items usually include natural disasters and actions by foreign governments, such as ex-
propriation of assets. Separate disclosure of extraordinary items enables analysts to
make better projections of a firm’s future operations.

Exhibit 4-5 shows a partial income statement for a California-based company,
American Enterprises, Inc. (AE) and an accompanying note. It shows that AE lost a
building in an earthquake, which meets the criterion of being unusual in nature. A
question arises as to whether they are expected to recur in the foreseeable future. In
California, earthquakes continue to occur with some regularity. This is another ac-
counting situation that requires judgment. Evidently, AE and its auditors feel that earth-
quakes in their area occur with sufficient irregularity that they are not expected to re-
cur in the foreseeable future. Based on the footnote disclosures, analysts can exercise
their own judgment about reported extraordinary items.
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item listed is provision for income taxes. This is not Hahn’s total income tax ex-
pense, however. It is the income tax associated with continuing operations. The tax
effects associated with discontinued operations are included in the calculation of
those reported losses. This format shows discontinued operations net of tax.

Note that discontinued operations generated a loss and that the tax effect is la-
beled a tax benefit. Losses yield tax benefits because they lower the taxes a firm must
pay.

Consider a simple example. In 2001, Crimp Corporation earned, before taxes, a
profit of $10,000 on continuing operations. It also incurred a $2,000 loss on discon-
tinued operations. Assume a tax rate of 30%. Had the $2,000 loss not been incurred,
Crimp’s total tax expense would have been $3,000:

However, given that Crimp did incur the $2,000 loss, its total tax expense is $2,400:

Thus, the loss from discontinued operations reduced income tax expense by $600.
The tax expense allocated to continuing operations is $3,000, and the tax benefit al-
located to discontinued operations is $600. A partial income statement would appear
as follows:

Crimp Corporation
Partial Income Statement

For the Year Ended December 31, 2001
Earnings before taxes $10,000
Income tax expense 3,000
Net earnings from continuing operations 7,000
Loss from discontinued operations (less income tax benefit of $600) 1,400
Net income $ 5,600

Earnings per Share
Many financial numbers are stated on a per-share basis. Price per share and dividends
per share are widely quoted in the financial press. Because a share of stock is the ba-
sic ownership unit in corporations, this mode of expression is quite useful. Conse-
quently, GAAP requires that publicly held companies state net income on a per-share
basis. In general terms, this requires dividing net income by the average number of
shares of stock outstanding. The result is earnings per share (EPS):

Per-share amounts make it easier to relate the dividends, prices, and earnings of a
given firm.

ANALYZING THE INCOME STATEMENT

As you’ve seen by now, the income statement contains a great deal of useful informa-
tion about a firm. This section shows how to extract and interpret that information.

EPS �
Net income

Shares outstanding

Total tax expense �  ($10,000 �  $2,000) �  .3 �  $2,400

Total tax expense �  $10,000 �  .3 �  $3,000
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The income statements of OshKosh B’Gosh, Inc. (OB) for the years 1997 and 1996,
which are summarized in Exhibit 4-6, serve as the basis for this section.

One item on OB’s income statement deserves special mention. In 1996, OB in-
curred a $32,900,000 special charge. The charge includes costs to close facilities,
write down assets, and lay off employees (see the Note in Exhibit 4-6). Because OB did
not discontinue an entire line of business, these changes do not qualify as a discon-
tinued operation, yet this charge might not recur in the near future. Consequently,
some analysts would delete this $32,900,000 loss in calculating ratios and evaluating
trends. Such adjustments are demonstrated later in the chapter.

Vertical Analysis
Vertical analysis examines relationships within a given year. To do this with the in-
come statement, divide each line by the first item, net sales. Net sales are a summary
measure of a firm’s total activities, so evaluating each income statement item relative
to net sales makes sense. The result yields common-size income statements in per-
centage terms. OB’s common-size statements appear in Exhibit 4-7.

The first line of a common-size income statement is always 100% because the net
sales figure is divided by itself. The second line of the common-size income statement,
cost of products sold divided by net sales, is referred to as the cost of goods sold
percentage. For a firm that is a merchandiser, one that simply buys and resells
goods without changing their shape or form, this percentage reflects the relationship
between the price the firm pays for the goods and the price it charges customers. For
a manufacturer, a firm that buys raw materials and component parts and reshapes
them into a finished product, the cost of goods sold percentage can also indicate the
efficiency of the manufacturing process.
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OshKosh B’Gosh, Inc.
Income Statements

(Dollars in thousands)
Year Ended December 31,

1997 1996
Net sales $395,196 $444,766
Cost of products sold 250,815 300,495
Gross profit 144,381 144,271
Selling, general, and administrative expenses 115,439 122,055
Special charges and plant closings — 32,900
Royalty income, net (7,945) (6,100)
Operating income (loss) 36,887 (4,584)
Interest expense (305) (1,088)
Other income 1,605 1,575
Income (loss) before taxes 38,187 (4,097)
Income taxes (benefit) 15,629 (5,216)
Net income $  22,558 $    1,119

Note:
During 1996, the Company recorded special charges of $32,900,000 to close facilities,
discontinue the Company’s Genuine Kids retail store chain, and wind down the Company’s
European subsidiaries. Special charges (net of income tax benefit) reduced net income by
$15,200,000 ($1.23 per share) in 1996.

EXHIBIT 4-6       Income Statements for 1997 and 1996
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In assessing a firm’s ability to generate cash flows, low costs and consequently
low cost of goods sold percentages are desirable. This provides a larger profit per item
sold. For every dollar of revenue in 1997, OB paid about $0.64 to manufacture the as-
sociated clothing.

The third line, gross profit (or gross margin) percentage, is calculated either
by dividing gross profit by net sales or by subtracting the cost of goods sold percent-
age from 100%. It reflects the percentage of the sales price that exceeds the cost of
goods sold. It measures the percentage of revenue that is available to cover expenses
other than cost of goods sold and to contribute toward profits. In 1997, about $0.36
of every OB sales dollar was available for these purposes. Given that a lower cost of
goods sold percentage is desirable, a higher gross profit percentage is preferable.

Two basic strategies exist to increase the gross profit percentage (or, in other
words, to decrease the cost of goods sold percentage). First, unit selling prices could
be increased. This option is limited because of competition from other companies in
the firm’s industry. Second, efforts can be made to reduce the cost of goods sold. This
can be done, for example, through more astute purchasing (such as buying in bulk to
obtain a discount) or a more efficient manufacturing process.

The fourth line of OB’s common-size income statement reflects the relationship
between selling, general, and administrative expenses and net sales. Managers have
substantial control over these costs, and percentages that increase over time are usu-
ally viewed with disfavor.

Of the remaining items in Exhibit 4-7, the two most important are the operating
income percentage and the net income percentage. The operating income per-
centage is an indicator of management’s success in operating the firm. The numerator,
operating income (or loss), excludes both interest expense and taxes. Because these
expenses are not directly affected by operating (buying and selling) decisions, the op-
erating income percentage is a better reflection of how management handles the day-
to-day affairs of the firm. The net income percentage reflects the firm’s overall prof-
itability, after interest and taxes, relative to its level of activity (net sales). Both ratios
are indicators of a firm’s financial success.

Exhibit 4-8 graphically depicts the information contained in Exhibit 4-7.
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OshKosh B’Gosh
Common-Size Income Statements

Year Ended December 31,
1997 1996

Net sales 100.0% 100.0%
Cost of products sold 63.5 67.6
Gross profit 36.5 32.4
Selling, general, and administrative expenses 29.2 27.4
Special charges and plant closings — 7.4
Royalty income, net (2.0) (1.4)
Operating income (loss) 9.3 (1.0)
Interest expense (.1) (.2)
Other income .5 .3
Income (loss) before taxes 9.7 (.9)
Income taxes (benefit) 4.0 (1.2)
Net income 5.7% .3%

EXHIBIT 4-7       Common-Size Income Statements
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Trend Analysis
Trend analysis involves comparing financial statement numbers over time. One way
to implement this is to compare the common-size income statement items over time.
The trends in OB’s cost of goods sold percentage and its gross profit percentage are fa-
vorable. For example, the cost of goods sold percentage decreased from 67.6% in 1996
to 63.5% in 1997. This decrease could reflect decreases in the prices of raw materials,
increased demand for its products (allowing an increase in selling prices) or efficien-
cies in the manufacturing process.

The trend in selling, general, and administrative expenses as a percentage of net
sales is not favorable. They have increased from 27.4% of sales to 29.2% of sales. How-
ever, as Exhibit 4-6 shows, the total dollar amount of these costs has declined.

Both operating income and net income show very desirable trends. However, if
OB’s special charge is not expected to recur, the operating income percentage and net
income percentage should be adjusted for purposes of assessing performance and
forecasting future results. To adjust the 1996 operating income percentage, the special
charge should be added to operating income because it has already been subtracted
in arriving at that number.

Because net income is an after-tax figure, the adjusted net income percentage
must be modified on an after-tax basis. Exhibit 4-6 indicates that the after-tax effect of

 �
� $4,584 �  $32,900

$444,766
 �  6.4%

Adjusted operating income percentage �  
Operating income �  Special charge

Net sales
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EXHIBIT 4-8       OshKosh B’Gosh Graphic Depiction of Common-Size 
Income Statements

5.7%Net Income

1.6%All Other

29.2%
Selling and

Administrative

63.5%

1997

Cost of
Products

Sold

.3%Net Income
4.7%All Other

27.4%
Selling and

Administrative

67.6%

1996

Cost of
Products

Sold

   80  The Income Statement 



the special charge was $15,200,000. The after-tax cost is smaller than the pre-tax cost
of $32,900,000 because it reflects the benefit of a reduction in taxes due to the loss.
The adjustment is accomplished by adding the $15,200,000 after-tax loss to net in-
come.

Using these adjusted percentages for 1996 as a benchmark, OB’s performance in
1997 has still improved, but not to the degree as the unadjusted percentages indi-
cated.

Horizontal Analysis
Horizontal analysis is another form of trend analysis. It uses the figures from a prior
year’s income statement as the basis for calculating percentage increases and de-
creases over time. Exhibit 4-9 contains a horizontal analysis of OB’s income state-
ments. The figures in the exhibit are obtained by dividing the items in the 1997 in-
come statement by their corresponding amounts in the 1996 income statement.

The exhibit shows that net sales decreased 11.1% (100% � 88.9%) between 1996
and 1997. A decrease in sales is often a cause of major concern. A sales decline could
reflect a decrease in sales activity (number of units sold) or a decrease in unit selling
prices. Either of these causes could have adverse effects on profitability. Additional re-
search regarding OB indicates that the sales decline was due primarily to two other
factors. First, OB intentionally adopted the strategy of reducing its reliance on whole-
salers, who are intermediaries that purchase the company’s products and resell them
to retail vendors, such as department stores. OB concluded that its relationship with
certain wholesalers was not sufficiently profitable to warrant continuation.

The other major reason for the decline in sales was that OB discontinued its own
European operations, which had a negative effect on sales. To replace these opera-
tions, however, OB granted a license to another organization that is more familiar with
the European market. The license permits this organization to sell OB products in ex-
change for royalty payments. Exhibit 4-9 shows that royalty income increased by 30%.
Thus, OB’s strategy was to trade the profit generated by its own European operations
for the royalty income generated by its licensee.

The strategies of OB, described above, that affected sales should also have im-
pacted expenses. Cost of products sold is the largest single expense item. Exhibit 4-9
shows that this item declined 16.5% (100% � 83.5%) from 1996 to 1997. The decrease
in cost of products sold is larger than the decrease in sales (11.1%). This suggests that
the actions taken by OB will have a positive effect on profitability. The decline in cost
of products sold is also attributable to two other reasons; OB was able to find less ex-
pensive sources of raw materials, and OB improved the efficiency of its manufacturing
operations. The latter was accomplished, in part, by plant closings, the costs of which
were contained in the 1996 income statement. Also note that the decline in cost of
products sold relative to sales is consistent with the results of the common-size in-
come statements (refer to Exhibit 4-7) that showed that the cost of products sold had
decreased as a percentage of sales.

 �  
$1,119 �  $15,200

$444,766
 �  3.7%

Adjusted net income percentage �  
Net income �  After�tax special charge

Net sales
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Exhibit 4-9 indicates that the percentage change in operating income for 1997 is
not available. This is due to the fact that an operating loss was generated in 1996 and
operating income was generated in 1997. Although the 1997 figure can be calculated
(36,887 / �4,584 � �805%), care must be exercised when dealing with negative
numbers. The negative denominator yields a negative percentage, yet the income in
1997 is much more positive than the 1996 loss. Even if absolute values are used, know-
ing that the 1997 operating income is eight times as large as the 1996 operating loss
is not particularly insightful. Regardless of the difficulties with this calculation, the
trend in operating income is extremely favorable.

The trend in net income is also quite favorable. Net income in 1997 is 20 times
greater than 1996 net income. This result underscores another pitfall in calculating ra-
tios: the small denominator problem. The large percentage increase is not primarily
due to 1997 being so superlative. Rather, the small net income generated in 1996 has
the effect of inflating the calculated value. Although net income improved substan-
tially in 1997, a percentage increase of 2,015.9% probably overstates the improvement.

Other Ratios
Several ratios link the income statement and the balance sheet. Return on share-
holders’ equity (ROE) is of utmost importance to shareholders. To calculate ROE, di-
vide net income by average shareholders’ equity:

ROE relates the earnings generated by a firm to the assets invested by its shareholders.
It is obviously in the shareholders’ best interest to have larger earnings generated on
their investments. A potential investor, faced with competing investment choices, will
use ROE to help identify the preferred investment.

ROE �  
Net income

Average shareholders� equity
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OshKosh B’Gosh
Income Statements—Horizontal Analysis

Year Ended December 31,
1997 1996

Net sales 88.9% 100%
Cost of products sold 83.5 100
Gross profit 100.1 100
Selling, general, and administrative expenses 94.6 100
Special charges and plant closings — 100
Royalty income, net 130.2 100
Operating income NA 100
Interest expense 28.0 100
Other income 101.9 100
Income before taxes NA 100
Income taxes NA 100
Net income 2,015.9% 100%

NA = Not available

EXHIBIT 4-9       Horizontal Analysis of Income Statements
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The denominator of ROE is average shareholders’ equity. Because net income is
earned over the course of a year, it makes sense to use the firm’s average sharehold-
ers’equity during the year. As a practical matter, average shareholders’equity is usually
calculated by averaging beginning and end-of-year shareholders’ equity amounts,
which are found on the balance sheet. Exhibit 4-10 summarizes certain items from
OB’s balance sheet.

OB’s 1997 ROE is:

A ROE of 18% is very close to OB’s industry average. The 1997 ROE compares ex-
tremely favorably to the 1996 ROE of .8%.

Another important ratio is return on assets (ROA). This ratio relates a firm’s
earnings to all the assets the firm has available to generate those earnings. ROA differs
from ROE in that ROE utilizes only the assets that the shareholders supplied. ROE mea-
sures management’s success in using the assets invested by shareholders, whereas ROA
measures how successfully management utilized all the assets entrusted to it. To cal-
culate ROA, divide net income, adjusted for interest expense, by average total assets:

Why is interest expense added to net income in the numerator? Recall that a firm can
acquire assets from two sources: owners and creditors. Interest expense is a cost in-
curred to acquire assets from creditors (e.g., interest expense on bank borrowings).
It arises from a financing decision (obtaining funds from creditors rather than own-
ers), not an operating decision (utilizing assets). Because ROA is designed to measure
managers’success in utilizing assets, interest expense is irrelevant. Its effect on net in-
come should be eliminated when calculating ROA.

Interest expense has direct and indirect effects on net income, and both effects
should be eliminated. Regarding the direct effect, because interest expense has al-
ready been subtracted in calculating net income, it is now added back. The indirect ef-
fect relates to taxes. Because interest expense is a deduction for tax purposes, tax ex-
pense is lower and net income is higher by an amount equal to interest expense
multiplied by the tax rate. Therefore, to adjust fully for the elimination of interest ex-
pense, net income must be increased by interest expense and decreased by interest
expense multiplied by the tax rate. The difference between these two amounts is in-
terest expense multiplied by 1 minus the tax rate):

ROA �  
Net income �  Interest expense (1 �  tax rate)

Average total assets

ROE �  
$22,558

($138,077 �  $113,157)�2
 �  18.0%
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OshKosh B’Gosh
Selected Balance Sheet Information

(Dollars in thousands)

1997 1996
Total shareholders’ equity $113,157 $138,077
Total assets $217,211 $229,131

EXHIBIT 4-10       Summary of Selected Information
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� Interest expense
� Interest expense � tax rate          

Interest expense � (1 � tax rate)

Eliminating the effects of interest expense facilitates the comparison of asset utiliza-
tion across firms that have different amounts of debt.

Financial statements disclose, in the notes, firms’ tax rates. OB’s effective rate in
1997 was 40.9% and its ROA for 1997 was

OB’s 1997 ROA greatly exceeds its performance in 1996. The dramatic improve-
ments in OB’s ROE and ROA reflect the success of its operational changes mentioned
above.

The final ratio discussed in this section is times interest earned. Because prof-
its ultimately are a source of cash, and because cash is necessary for the payment of
interest charges, creditors are concerned about the relationship between profits and
interest expense. The times interest earned ratio shows how many times interest ex-
pense is covered by resources generated from operations, and creditors prefer higher
times interest earned ratios. It is calculated by dividing earnings before interest and
taxes by interest expense:

Earnings before interest and taxes, not net income, is used in the numerator. Be-
cause interest expense is already deducted in calculating net income, net income un-
derstates the resources available to cover interest expense. Tax expense should not re-
duce the numerator because, in a worst case scenario, as income declines, taxes
would be eliminated.

OB’s income statement, presented in Exhibit 4-6, does not contain a line item for
income before interest and taxes. The easiest way to calculate this figure, given OB’s
income statement format, is to add interest expense to income before taxes. In 1997,
OB’s income before interest and taxes would be determined as follows:

Income before taxes $38,187,000
Interest expense 305,000
Income before interest and taxes $38,492,000

OB’s 1997 times interest earned ratio is 126.2:

This ratio indicates that interest expense is covered 126.2 times at present income
levels. This is an outstanding ratio and reflects that OB has little outstanding debt.
Given that potential creditors would look very favorably on a ratio this large, OB
would likely have little problem securing additional financing, if it so desires.

Times interest earned �  
$38,492

$305
 �  126.2

Times interest earned �  
Earnings before interest and taxes

Interest expense

ROA �  
$22,558 �  $305 (1 �  .409)

($196,033 �  $174,788)�2
 �  12.3%
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LIMITATIONS OF ACCOUNTING INCOME

Although financial statement readers find reported accounting income very useful, it
does have several limitations. Conceptually, we often think of income as an increase
in wealth. If our bank account grows by $100 because of interest, we feel as though
our income is $100. For many assets, however, accounting does not recognize an in-
crease in value when it occurs. Instead, the value increase and the associated income
are recognized at the time of the asset’s disposal.

Sometimes the difference between historical cost and current value can be
quite large. Consider Hiroshi Fujishige, who owns a 58-acre farm across the street
from Disneyland. The farm was purchased in 1953 for $2,500. Southern California
real estate experts estimate its value to be $55,000,000. In spite of this estimate, the
Fujishige Farm balance sheet reflects the land at $2,500, and the increase in value
has not appeared on any of Fujishige’s income statements. In general, to recognize
a value increase, accounting rules require the occurrence of a transaction for verifi-
cation purposes.

Financial statements do not reflect still other accomplishments of a firm. For ex-
ample, the Wall Street Journal reported that the Food and Drug Administration
planned to approve an anticlotting drug developed by CORTherapeutics, Inc. This was
extremely good news for COR; in fact, its stock soared 79% on the news. However, this
event was not included in its accounting records when the announcement was made.
At that time, COR had not engaged in any transaction; no sales had been made. The fi-
nancial statement effects of the drug sales will be recognized in the accounting
records as they occur.

Accounting’s conservatism principle can also limit the extent to which ac-
counting income reflects changes in wealth. This principle states that when doubt ex-
ists about the accounting treatment for a given transaction, a conservative alternative
should be selected. In other words, select the alternative that reports lower asset val-
ues and lower net income. For example, expenditures for research and development
are immediately expensed, even when they result in valuable products or patents.
Spending on employee training is expensed immediately, even though its objective is
to create a more highly skilled workforce. These examples suggest that the balance
sheets of some companies may have undervalued or unrecorded assets; this, of
course, implies that the net income figure on the income statement does not neces-
sarily reflect changes in wealth. On the other hand, most accountants support the
conservatism principle because it helps avoid overly optimistic financial statements.

In summary, to ensure that reliable and verifiable financial statements emerge
from the accounting process, GAAP precludes the recognition of certain potential
value changes. Because of this, accounting income does not strictly measure changes
in wealth. However, it is a very useful performance measure on which the business
community relies heavily.

ACCOUNTING INCOME AND ECONOMIC CONSEQUENCES

Recall from Chapter 2, “The Basic Concepts of Financial Accounting,” that the man-
agers of many publicly-held corporations receive bonuses that are based on reported
accounting net income. These bonus plans typically include a floor and a ceiling. The
floor requires that net income must reach a certain level before the bonus is activated,
while the ceiling places a limit on the size of the bonus. That is, the bonus is not in-
creased as net income increases above the ceiling. Thus, managers prefer that net in-
come falls at the high end of the range between the floor and the ceiling.
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Bonuses can motivate managers to undertake actions that will improve the oper-
ations of the firm, thereby increasing profits. Unfortunately, bonuses can also motivate
managers to make accounting-related decisions that do not affect the underlying prof-
itability of the firm, but that do affect reported accounting income.

For example, firms occasionally engage in big baths. These are accounting de-
cisions that result in large losses in a single year. If reported earnings would other-
wise have been below a bonus plan’s floor, such losses have no effect on the current
year’s bonus. Moreover, by taking the losses all at one time, subsequent periods are
relieved of those charges, and the chances of higher reported profits and bonuses in
the future are maximized. Reality Check 4-4 describes a big bath taken by Waste Man-
agement, Inc.

The actions taken by Waste Management are within the bounds of allowable
managerial discretion. Other corporations, however, have been accused of much
more questionable actions. For example, Miniscribe, a bankrupt disk-drive manufac-
turer, is alleged to have recognized revenue prematurely on shipments that cus-
tomers had not ordered, improperly estimated uncollectible accounts receivable, and
falsified inventory.

The application of GAAP requires the exercise of judgment. At the same time,
manager’s self-interest is affected by reported accounting income. Accordingly, finan-
cial statement users should not be surprised that managers’ self-interests influence
their accounting policy judgments. As a result, financial statements may not be unbi-
ased reflections about the underlying economic activities of firms.
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Waste Management, Inc. recently took several large charges totaling $1.6 billion. These charges included asset write-
downs, the cost of severance packages, costs to discontinue serving several large customers because of lost contracts, and
other items. These charges contributed to Waste Management’s 1997 loss of $1.2 billion. Perhaps more than coinci-
dentally, Waste Management had recently selected a new chairman. Some analysts suggest that new corporate admin-
istrations are inclined to take big baths.

Required

List two reasons why recently installed corporate managers might want to take a big bath.

Solution

First, these charges can easily be blamed on the former management. Second, they help the company report favorable
earnings in the future, which reflects well on the new management team. Moreover, the higher reported net income might
increase the bonuses paid to the new managers.

R E A L I T Y  C H E C K  4 - 4
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SUMMARY OF LEARNING OBJECTIVES

1. Explain when to recognize revenues.
Revenue should be recognized when the earnings process is substantially com-
plete and the amount to be collected is reasonably determinable. These criteria
ensure that revenue is not recognized before the firm has honored its obligation
to the customer and is reasonably assured of collecting cash from the customer.
Revenue is usually recognized at the point of sale.

2. Explain when to recognize expenses.
The matching principle states that expenses should be recognized when re-
sources have been consumed to help generate revenue. Showing revenues and
the related expenses on the same income statement results in a net income figure
that best reflects a firm’s performance for the period. The matching principle is
implemented in one of three ways: associating cause and effect, systematic allo-
cation, and immediate recognition.

3. Interpret the components of the income statement.
Income statements may contain several major sections: income from continuing
operations, income from discontinued operations, and extraordinary items. This
format helps financial statement users assess the past performance of a firm and
predict the results of future operations. When making forecasts based on histori-
cal information, the effect of transactions and events that are not expected to
recur in the future should be eliminated from net income. Because of the way
accounting definitions have been developed, even income from continuing op-
erations may include nonrecurring items.

4. Analyze income statement information using various ratios.
The income statement contains a number of measures related to a firm’s ability to
generate earnings. This helps analysts assess a firm’s expected return. Vertical
analysis examines relationships within the income statement of one period; each
line of the income statement is expressed as a percentage of sales. Horizontal
analysis shows the trend over time in income statement numbers. Return on
shareholders’ equity and return on assets are good summary measures of a firm’s
performance. Finally, the times interest earned ratio provides creditors with an in-
dication of the firm’s ability to pay interest charges.

5. Describe the effects that reported earnings have on managers’ wealth
and, consequently, on their accounting policy decisions.
Many corporations tie the compensation of their top officers to reported ac-
counting earnings. These bonus plans often contain a floor and a ceiling. The floor
is the level of net income that must be exceeded before the bonus is activated,
while the ceiling limits the amount of the bonus, regardless of how large net in-
come is. This situation motivates managers to report a net income figure that is at
the high end of the floor-ceiling range. Managers are also motivated to undertake
“big baths.” Taking large charges in one year relieves future years’ income of those
expenses and paves the way for higher reported earnings and higher bonuses for
management.

QUESTIONS

4-1 Describe the differences between revenues and gains. Also distinguish between
expenses and losses. Explain why these items are usually disclosed separately on
income statements.
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4-2 Explain why a firm might elect to report its annual income using a fiscal year-end
that doesn’t end on December 31.

4-3 In deciding which items to disclose on the income statement, managers are
guided by the materiality principle. Explain how this principle would affect a de-
cision about whether to disclose a firm’s research expenses separately.

4-4 Often the first item on a firm’s income statement is labeled “Net sales” or “Sales
revenue.” Discuss the measuring of these terms. Why do you think this is dis-
played so prominently on the income statement? Why are managers concerned
with determining when the earnings process is substantially complete?

4-5 Why do most companies disclose the cost of goods sold as a separate item on
the income statement? How might this item differ for merchandising firms ver-
sus manufacturing firms? Why might some firms not want to disclose this item?

4-6 Explain why interest expense is not considered to be an operating expense by
most firms. Identify several types of businesses where interest expense might be
reported as an operating expense?

4-7 Distinguish between a single-step and a multiple-step income statement. Why is
a multiple-step format usually more informative to the reader?

4-8 Identify and discuss several decisions that managers make based on information
from the income statement. Include a discussion of the basic purpose and ob-
jectives of an income statement.

4-9 Identify and discuss the kinds of information that investors in a firm’s debt and
equity securities may seek when reading the income statement. What decisions
will usually be of interest to such investors?

4-10 Explain the two criteria that must be met for a firm to recognize revenue in 
its income statement. Discuss how these criteria might be applied to revenue
recognition by (a) a fast-food restaurant and (b) a home appliance merchandiser.

4-11 Discuss the purpose of the matching principle, and explain the three ways in
which this principle is implemented.

4-12 Determine how the matching principle would affect recognition of the follow-
ing items: (a) cost of inventory sold, (b) depreciation expense of production
equipment, and (c) expenditures for new product development.

4-13 Income statements are often used in order to provide a historical measure of a
firm’s performance, and are also used as a basis for predicting future profitabil-
ity. How are income statements useful for both purposes? Discuss.

4-14 Why are extraordinary items reported separately in the income statement? Iden-
tify an event that would be classified by one firm as an ordinary item and by an-
other firm as an extraordinary item? Discuss.

4-15 Discuss the differences between revenues and profits. Where do each appear on
the income statement? Why is it important to keep these two separate?

4-16 Discuss the differences between profits and profitability. In what context might
they be used interchangeably? When must they be kept separate?

4-17 Define the accounting principle of conservatism. Why would a manager or
owner prefer conservative profits? When would a manager or owner prefer that
income or profit not be measured conservatively?

4-18 Explain why GAAP requires that income taxes be allocated to each major section
of the income statement.

4-19 Under what circumstances might an income statement report a tax benefit?
4-20 Discuss the meaning of a “restructuring charge” and explain why you believe

that such charges should (or should not) be reported as extraordinary items in
the income statement. How does the concept of sustainability affect how ex-
traordinary items are reported on the income statement?
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4-21 Describe the construction of a common-size income statement. Why is the se-
lection of the base (the number selected as the 100% figure) so important? Dis-
cuss how common-size statements are used in a vertical analysis of the income
statement.

4-22 Identify three reasons why a firm’s gross profit (gross margin) percentage might
change over time.

4-23 Discuss several reasons why a firm’s net income percentage might change over
time. Discuss how financial statements help explain the reasons for changes in
the net income percentage over time?

4-24 Distinguish between vertical analysis and trend analysis of the income state-
ment. Describe two ways of implementing a trend analysis.

4-25 Provide two examples of ratios that link the income statement and the balance
sheet. In each case, explain why it is useful to relate the items that appear in the
numerator and the denominator of the ratio.

4-26 The ratios discussed in this chapter include return on assets, return on share-
holders’equity, and times interest earned. In each case, a different measure of in-
come is used. Identify and discuss those differences. Explain why income is
measured differently in each of these ratio calculations.

4-27 The chapter states that “accounting income does not strictly measure changes in
wealth.”Provide two examples of changes in wealth that would not be reported
currently in the income statement. In each case, evaluate whether reporting
these changes would improve the usefulness of the income measure.

4-28 Describe the nature of a big bath reported in the income statement. How would
a big bath affect reported income in later years? What is the likely effect of a big
bath on a firm’s stock price in the year that the losses are reported?

EXERCISES

Vertical Analysis, Single Year’s Data
4-29 Conduct a vertical analysis of the income statement for Hahn Automotive Ware-

house in Exhibit 4-4. Discuss Hahn’s profitability (or lack thereof).

Matching Income Statement Items
4-30 For each numbered item, indicate (by letter) where in the income statement it

belongs.
a. Revenues e. Other Income and Expenses
b. Cost of Goods Sold f. Separate Line Item, Net of  Tax
c. Selling Expenses After Income from Continuing
d. General and Administrative Operations

Expenses g. Not on the Income Statement
_____ 1. Commissions expense
_____ 2. Gain on sale of land
_____ 3. Dividends declared and paid
_____ 4. Prepaid rent
_____ 5. Depreciation expense for office equipment
_____ 6. Interest expense
_____ 7. Tornado loss (business located in Kansas)
_____ 8. Merchandise inventory
_____ 9. Income tax payable
_____ 10. Loss on discontinued operations
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Preparing an Income Statement
4-31 Woodway Company’s annual report contained the following data (dollars in mil-

lions) on its income statement

Interest expense $ 2,489
Investment income 11,218
Other income 9,033
Depreciation 1,257
Revenues 591,762
Other expenses 8,482
Cost of sales 482,355
Operating expenses 98,576
Income taxes 522

Required
a. Prepare an income statement using a multiple-step format similar to Exhibit

4-1.
b. Revise your income statement (from part a above) to include the following

two additional items from Woodway’s annual report (dollars in millions):

Loss on discontinued operations, net of tax $1,025
Extraordinary loss, net of tax 314

Interpreting Financial Statements
4-32 The Woodway Company included the following note in its 2000 annual report:

In June 2000, Woodway Company and its principle subsidiaries filed for protec-
tion under Chapter 11 of the United States Bankruptcy Code. Woodway
recorded a provision for possible impairment of $24 million at December 31,
1999, and recorded an additional provision of $19 million in the second quarter
of 2000.

Required
a. Do you think that this $19 million loss should be reported on Woodway’s

2000 income statement? Why or why not?
b. Based on the data in Exercises 4-31 and 4-32, what estimate would you make

regarding Woodway’s adjusted income (sustainable operating profit or sus-
tainable earnings)?

Calculating Adjusted Income (Sustainable Earnings)
4-33 James Hardie Industries Ltd. is an Australian company specializing in building

materials. It also has several plants in the USA specializing in producing fibre-
cement roofing materials. It reported the following financial results on its 1998
income statement:

1998 1997
Total revenues (($bn) 1.29 1.62
Net profit ($m) 41.6 83.0
Abnormals ($m) (41.7) 31.7
EBIT ($m) 132.0 87.4
EPS .206 . 131
(Results shown for the 12 months ended March 31, 1998; net profit is after tax and
after abnormals.)
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Required
a. Calculate adjusted income by eliminating the abnormal items from James

Hardie’s reported net profits.
b. Discuss how this adjusted income figure is more useful and more represen-

tative than the reported net profits.
c. Discuss the concept of adjusted income as it relates to sustainable earnings

or sustainable operating profit for each year.
d. Given the decreasing level of total revenues, explain why you think it is still

likely that James Hardie will show an increase in its 1999 net profit.

Sorting Accounting Information: Income Statement 
Versus Balance Sheet
4-34 Sort the following account titles according to whether they would appear on the

income statement or the balance sheet:

Supplies expense Salaries payable
Accounts payable Cost of goods sold
Land Trucks
Capital stock Sales revenue
Interest earned Interest expense
Accrued taxes payable Tax expense
Interest payable Retained earnings
Rent expense Rent revenue
Cash sales Cash
Depreciation expense Wages expense

Financial Ratios
4-35 Answer each of the following independent questions:

a. The return on equity for the Hammond Corporation for the year ended
December 31, 1999, is 9%. The owners’ equity balances on December 31,
1998 and 1999 were $180,000 and $200,000, respectively. What is the net in-
come for 1999?

b. The Beachfront Resort Company had the following income statement infor-
mation:

Sales revenue $500,000
Gross profit percentage 30%
Net income percentage 5%

What is the cost of goods sold? What is the total operating and other ex-
penses?

c. The return on assets for the Wicker Chair Company is 12%. The average total
assets is $230,000 and net income is $20,100. What is interest expense, net
of tax? What is gross interest expense if the income tax rate is 25%?

Income Statement
4-36 The following data were provided by Bluebird Company for calendar year 1999:

Sales $350,000
Gross margin percentage 45%
Net income percentage 8%
Income tax percentage 25%
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Required
a. Based on the previous data, determine the following:

1. Cost of goods sold
2. Net income
3. Income taxes
4. Operating expenses (assume no “other expenses and revenues”)

b. Prepare a multiple-step income statement for the year ended December 31,
1999.

Recording Transactions and Preparing an Income Statement
4-37 Spinner Sewing Corporation was incorporated on January 1, 2000. Three in-

vestors each invested $150,000 in exchange for $150,000 of common stock of
the corporation. The following transactions took place during 2000:
1. Purchased merchandise inventory on account, $200,000.
2. Rent paid on January 2 for a two-year period, $48,000.
3. Borrowed $100,000 on March 31 at a 10% annual interest rate for one year.
4. Sold goods at retail, $300,000; half for cash, half on account. The cost of

goods sold was $135,000.
5. Paid $120,000 on outstanding bills owed to inventory suppliers.
6. Received $80,000 from receivables customers.
7. Incurred operating expenses of $36,000, of which $14,000 was paid in cash

and the balance on account.

Required
a. Record the above transactions, including the initial investment, in the ac-

counting equation. Set up separate account columns for assets, liabilities, and
shareholders’ equity.

b. Record the following year-end accruals (adjust the figures from part a):
1. Expired portion of prepaid rent
2. Accrued interest expense
3. Accrued income tax. Assume 20% tax rate.

c. Prepare a multiple-step income statement for the year ended December 31,
2000.

d. Calculate:
1. Gross profit percentage
2. Operating income percentage
3. Net income percentage

e. Calculate:
1. Return on assets
2. Return on equity

f. Evaluate the performance of the corporation. What other transactions would
you typically expect to see?

g. What if the corporation discontinued part of its operations during the year
and incurred a loss of $45,000 on the disposal? What impact would this have
on the income statement?
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Recording and Analyzing Transactions
4-38 Boomingdales, Inc., reported the following transactions:

1. Purchased $150 of equipment on account. The corporation has over $1 mil-
lion in assets.

2. Sold merchandise at retail of $150,000 during the year on account. Cus-
tomers returned $10,000 of merchandise at retail for credit on their ac-
counts. (Ignore cost of goods sold.)

3. Received $40,000 in advance from customers.
4. Recorded annual depreciation of $280,000.

Required
a. Record the above transactions in the accounting equation. Set up separate ac-

count columns as needed.
b. Discuss the generally accepted accounting principles that guide accountants

in recording each of these transactions properly.

Interpreting Income Statements: Ratio Analysis
4-39 Use the following comparative income statements to evaluate Clarkson Brew-

ery’s performance for the year ended December 31, 1999 and 1998.

1999 1998
Net sales $405,000 $378,000
Operating expenses:
Cost of goods sold 163,250 154,400
Selling expense 81,000 48,360
General and administrative expense 121,500 102,650
Total operating expenses 365,750 305,410
Operating income 39,250 72,590
Other income:
Gain on sale of property 34,000 —
Income before tax 73,250 72,590
Income tax expense 21,975 21,777
Income before extraordinary item 51,275 50,813
Extraordinary loss net of tax — (25,000)

$  51,275 $  25,813

Required
a. Calculate a horizontal and vertical analysis, using the data from Clarkson

Brewery.
b. In which year was the company more successful?
c. What underlying business reasons might have resulted in differences in the

company’s gains and losses each year?

Income Tax Expense and Income Statement Classifications
4-40 Amherst Trucking Co. had the following pre-tax amounts of revenues, expenses,

gains, and losses during 2000. All items are subject to an income tax rate of 40%.

Revenues $1,500,000
Operating expenses $   900,000
Extraordinary loss $   400,000
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Required
a. Determine the firm’s total income tax expense during 2000.
b. What amount would be reported as operating income after tax?
c. What is the amount of tax benefit (tax reduction) associated with the extra-

ordinary loss?
d. What is the net of tax amount of the extraordinary loss?
e. What amount would the firm report as net income for 2000?

Trend Analysis: Net Income and EPS
4-41 Equity Cushion Co. reports the following items in its financial statements:

1998 1999
Net income $16,000,000 $24,000,000
Common shares outstanding 1,000,000 shares 1,200,000 shares

Required
a. Determine the firm’s earnings per share (EPS) in both 1998 and 1999.
b. Determine the percentage change in net income and EPS from 1998 to 1999.
c. Based on your answers to part b, what would you expect Equity Cushion’s

net income and EPS to be in 2000? Clearly state any assumptions made in de-
veloping your answers.

Vertical Analysis of the Income Statement
4-42 P-Town O’Malley’s 2000 income statement reported net income of $6 million. A

vertical analysis of the income statement shows the following:

Net sales percentage ?%
Cost of products sold percentage ?
Gross profit percentage 48
Selling and administrative expense percentage ?
Operating income percentage ?
Income tax* percentage ?
Net income percentage 6
*Income tax rate: 40% of operating income.

Required
Determine the missing percentages and the dollar amounts that are reported in
P-Town’s income statement for each of the above items.

Horizontal and Vertical Analysis of the Income Statement
4-43 The Miami Rockies, a recently transplanted baseball franchise, reported the fol-

lowing income statement and horizontal percentages:

1999 Amount Percentage Changes
(Hundreds of $) During 2000

Revenues $ 6,500 +10%
Operating expenses (4,800) + 8%
Operating income $ 1,700 ?
Income tax (40%) (680) ?
Net income $ 1,020 ?

Required
a. Complete the “Percentage Changes during 2000”column and determine the

dollar amounts reported in the Rockies’ 2000 income statement.
b. Prepare a vertical analysis of the income statements for both 1999 and 2000.
c. Comment on any apparently favorable or unfavorable changes between 1999

and 2000, revealed by your analyses in parts a and b.
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Gross Margin Changes: Two-Product Firm
4-44 Ben-Shien’s Wonton Works produces two grades of dumpling wrappers, standard

and deluxe. Sales and cost of sales for both products for 1999 and 2000 were:

1999 2000
(Dollars in thousands)

Standard Deluxe Standard Deluxe
Sales $600 $900 $900 $600
Cost of sales $500 $600 $750 $400

Required
a. Determine Ben-Shien’s total sales, gross profit, and gross profit percentage in

each year.
b. Conduct a horizontal (percentage change) analysis of the sales, cost of sales,

and gross margin amounts.
c. Explain why Ben-Shien’s overall gross profit declined during 2000.

Revenue Recognition
4-45 The following transactions are given:

1. Rent for two months of $1,200 was paid in advance.
2. A customer’s order was received for a bridal veil that will be billed at deliv-

ery for $120.
3. Supplies, purchased three months ago at a cost of $300, were used in the cur-

rent month.
4. An etching by Picasso was purchased in 1960 for $400. A similar etching just

sold at Sotheby’s for $45,000.
5. Equipment purchased 10 years ago had monthly depreciation recorded of

$900. The equipment had an original useful life of five years and is still in use.
6. An architect was paid a $2,000 retainer for preparing designs and plans for a

new office.
7. Wages of $120, earned by employees on New Year’s Eve, will be paid on

January 5.
8. A mortgage loan was issued last year, but the creditors are now three months

delinquent in their monthly payments.

Required:
Discuss how the matching and revenue recognition principles would be used to
determine the revenue or expense in each of the transactions:

Revenue Recognition
4-46 Consider the following transactions for the publishers of Mobile Home Im-

provement. This magazine is produced monthly and sold on newsstands and to
annual subscribers.
1. Mobile Home Improvement received cash for 100 two-year subscriptions

($48 each) and 3,000 one-year subscriptions ($36 each).
2. Mobile Home Improvement sold 30,000 copies of the January issue to news-

stand vendors at $1.50 each and received payment.
3. In February, the same vendors ordered and received 30,000 copies, but pay-

ment was not received until March.
4. In March, the same vendors ordered and received 30,000 copies, but pay-

ment was not received until April.
5. In addition, in March, a new vendor placed a standing order for 40,000

copies for each month for the rest of year. The vendor paid in advance for one
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month’s supply, which is to be kept on deposit to reflect the purchase com-
mitment. In return, the publishers of Mobile Home Improvement reduced
the purchase price by 10 cents per copy. The publishers shipped March’s
40,000 copies to the vendor on account.

Required:
Determine the amount of revenue that should be recorded on an accrual basis
in each circumstance.

Determining Revenues and Expenses
4-47 McGucken’s Software sold $1,354,000 of merchandise for cash and had credit

sales totaling $2,658,000. It collected cash from customers in the amount of
$3,396,000. McGucken’s received merchandise from suppliers invoiced at
$1,100,000 and paid suppliers $900,000.

Required
a. Determine the amount of revenue that should be recognized this year.
b. Determine the cost of goods sold (amount) that should be matched with this

year’s revenue, assuming no change in inventory (that is, beginning inven-
tory equals ending inventory).

PROBLEMS

Vertical and Horizontal Analysis of the Income Statement
4-48 Denny’s CPA School provided the following vertical analysis of its income state-

ments for 1999 and 2000:

Percentage of Revenues
1999 2000

Revenues 100% 100%
Salaries expense 40 45
Rentals expense 20 25
Books and supplies 10 10
Advertising 10 15
Operating income 20 5
Income tax 8 2
Net income 12 3

In addition, Denny’s tuition revenues were $500,000 in 1999 and $400,000 in
2000.

Required
a. Based on the above information, prepare the firm’s income statements for

1999 and 2000.
b. Provide a horizontal analysis of the changes in each item in the income state-

ment.
c. Based on your analysis, comment about the expected future performance of

Denny’s CPA School.
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Transaction Analysis: Preparing an Income Statement, 
Cash Versus Accrual
4-49 Jill Zimmer wants to evaluate the success of her restaurant, Planet Broadway. She

has assembled the following 2000 data:
1. Wages were $270,000, paid in cash.
2. Collections from customers were $675,000. (Assume that half the cus-

tomers paid their bills by year-end).
3. A $5,000 deposit for a future wedding reception is included in these col-

lections.
4. Insurance expense was $3,500, paid in cash.
5. Rental expense was $120,000, paid half in cash and half in promissory notes

due in 2001.
6. Food costs were $85,000, paid in cash.
7. Advertising bills of $13,000 were paid; however, Jill had only agreed to pay

$1,000 each month under her contract with the advertising firm. The extra
$1,000 payment pertained to 1999.

8. Interest revenues were $350, collected in cash.
9. Cab fares (for inebriated customers) were $875.

10. Jill’s salary was $10,000 per month, but due to concerns about cash flow,
she was only paid $5,000 each month.

11. The income tax rate is 28% of income before taxes.

Required
a. Prepare a single-step income statement, using the accrual basis of accounting.
b. Prepare a similar income statement, using the cash basis of accounting.
c. Discuss the differences between these two statements.
d. What managerial concerns might Jill have upon seeing your income statement?
e. What additional items usually appear in such an income statement for a small

business?
f. Which costs do you feel are high, relative to Jill’s volume of business?
g. On which costs should she concentrate most in order to improve her prof-

itability?
h. What else could she do to improve her net income?

Revenue Recognition: Cash Versus Accrual
4-50 Consider the following transactions:

1. A firm sold merchandise for $1,000, but no cash was received.
2. A firm collected the $1,000 from transaction 1.
3. A medical clinic provided treatment for a patient and billed the patient’s in-

surance company for $65. The patient is responsible for any deficiency not
paid by insurance.

4. An insurance company paid the medical clinic only $49.
5. The physician billed the patient for the balance due.
6. The patient paid the physician $11.
7. Safeway Market sold three bags of groceries for $110, but the customer paid

for the groceries with a credit card.
8. Shannon Engineers signed a contract with the State of Arkansas for

$10,000,000 to design and build a bridge over the Arkansas River. It will take
Shannon two years to complete this project, and no work will be started un-
til next year.
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9. The state of Arkansas paid Shannon a deposit of $1,000,000 after the con-
tract was signed but before any other work commenced.

10. The state of Arkansas paid $4,000,000 to Shannon during the first year of
work, even though two-thirds of the bridge was completed-way ahead of
schedule.

11. The state of Arkansas paid the remaining $5,000,000 at the end of the sec-
ond year, long after the bridge was completed.

Required
a. For each transaction, determine the amount of revenue that would be rec-

ognized under accrual accounting.
b. For each transaction, determine the amount of revenue that would be rec-

ognized under cash basis accounting.
c. Discuss the differences between the revenue amounts recognized on each

basis.

Revenue Recognition
4-51 Consider the following transactions, which are independent, except as noted:

1. Sarah Jones, R.N., provided home nursing services to her clients and billed
them for 20 hours of service at $65 per hour.

2. Ms. Jones collected $60 per hour from her state’s Medicaid program for the
services in transaction 1. Patients are not required to make up any shortfall
for the 20 hours of service. Therefore, Sarah wrote off (canceled) the balance
in the receivable account.

3. Quick-Shop Grocery sold food and other merchandise for $3,500, on ac-
count. (Ignore the cost of goods sold.)

4. Quick-Shop Grocery contracted with Bob’s Bakery to provide flour, sugar,
and other ingredients at a standard fee of $100 per day.

5. Andy’s Aerobic Aerie sold annual memberships to exercise fanatics at $30 per
month. This entitles members to unlimited access to aerobics classes, work-
outs, and so on. On January 1, Andy signed 100 members, who pay the first
month’s fee.

6. Andy signed an agreement with Sarah Jones to provide discounted member-
ships to 10 of her impoverished clients at $20 per month. Half paid at the
end of the first month.

7. Andy decided to prepare and distribute a monthly aerobics magazine, which
is available to members at $5 per issue. Only half of Andy’s 110 members
took advantage of this offer and paid the annual subscription.

8. Andy put 30 copies of the aerobics magazine on display in Quick-Shop. These
copies were “consigned” to Quick-Shop, and payment is not due until the is-
sues are sold.

9. All 30 copies of the guide sold. Andy collected $4 per issue from Quick-Shop
($5 minus 20% consignment fee).

Required
a. Determine the revenue associated with each item that would be recognized

during the first month under the accrual method.
b. Determine the revenue that would be recognized for each item under the

cash basis of accounting.
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Transaction Analysis: Preparing an Income Statement, 
Accrual Basis
4-52 The Lick Skillet Bakery provides deli meals, bakery goods, and espresso to

restaurant customers. It also sells take-out specialty foods, including bakery
goods, hot and cold entrees, and so on. The owners of Lick Skillet want to know
how successful the bakery was in 2000, based on the following information:
1. Lick Skillet sold food items and collected $400,500 (cash) from restaurant

customers. (Ignore the cost of goods sold until transaction 8.)
2. Lick Skillet contracted with local firms to provide it with catering services

totaling $560,000 during 2000.
3. Lick Skillet provided the contract catering services and collected $456,000

from its catering clients.
4. Lick Skillet purchased (with cash) restaurant equipment, expected to last

three years, at a cost of $30,000.
5. Lick Skillet paid employees $475,000 during 2000.
6. Lick Skillet owed employees $55,000 for work performed near the end of

December 2000.
7. Lick Skillet owed employment taxes of $67,500 for the entire year of 2000,

but had not obtained the appropriate forms from the state and federal gov-
ernments.

8. Lick Skillet purchased food and other consumable supplies costing
$236,700 and paid cash. Although it had no inventory at the beginning of
2000, its inventory on December 31, 2000, was estimated at $6,500.

9. Items returned by disgruntled customers resulted in refunds totaling
$3,550.

10. Lick Skillet purchased an insurance policy on January 1, 2000, costing
$4,400 and provided insurance for both 2000 and 2001.

Required
a. Record these business transactions in the basic accounting equation, includ-

ing any necessary adjustments, using the accrual basis of accounting. Set up
headings as follows: Cash, Accounts Receivable, Inventory, Prepaid Insur-
ance, Equipment, Accumulated Depreciation, Accrued Liabilities, and Own-
ers’ Equity.

b. Prepare a multistep income statement.
c. Evaluate Lick Skillet’s success in 2000.
d. What important items might Lick Skillet be ignoring in its income statement?
e. If you now find that Mr. and Mrs. Lick have worked the entire year at no

salary, how would that change the analysis?
f. If you then find that the bakery is located in the Lick personal residence, how

does that affect your analysis? Assume that the Licks pay rent of $3,000 per
month, and that the bakery covers about two-thirds of the unit’s total floor
space.
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Transaction Analysis
4-53 The Bichette Company had the following transactions during the year ended

December 31, 2000:
1. Sales on account were $155,000. Cash sales were $38,000.
2. Cost of goods sold during the year was $42,000.
3. Wages earned by employees were $32,000. Three-quarters of the amount

was paid during the year as the wages were incurred. The remainder was ac-
crued at year end.

4. A two-year insurance policy was purchased on January 1, 2000, for $4,800.
5. Equipment with a five-year life was acquired on June 30, 2000, for $10,000,

with a note bearing interest at an annual rate of 9%. The interest and princi-
pal are not due until June 30, 2001.

6. Rent and other operating expenses paid in cash were $14,500.
7. The company sold a short-term investment and recorded a gain of $800.
8. Dividends declared and paid were $24,015.
9. The income tax rate was 30%.

Required
a. Prepare a multi-step income statement similar to Exhibit 4-1 for the year

ended December 31, 2000. Note: Make the necessary adjustments before
preparing the income statement.

b. Assume that stockholders’ equity at the beginning of the year was $740,000.
The only changes recorded in stockholders’ equity during 2000 were net in-
come and dividends. Calculate return on equity and evaluate your results.

c. Calculate earnings per share. Assume that 140,000 shares were outstanding.
d. Calculate times interest earned.

Income Statement Preparation, Calculate EPS
4-54 Revenue, expenses, and related accounts of Stackwell Enterprises Inc. for the

year ended December 31, 1999, were

Cost of goods sold $135,000 Utilities expense $4,800
Depreciation expense 12,000 Income tax rate 30%
Dividends declared and paid 4,000 Earthquake loss (gross
Advertising expense 1,600 amount; assume not in
Office wages expense 28,000 an earthquake area) $15,000
Insurance expense 2,400 Interest expense 10,000
Gain on sale of short-term Repairs and maintenance

investments 3,500 expense 1,700
Commission expense 15,000 Interest income 2,000

Sales revenue 230,000

Required
a. Prepare a multi-step income statement similar to Exhibit 4-1 for the year

ended December 31, 1999. Selling expenses include advertising and com-
mission expense.

b. Calculate earnings per share. Assume that 100,000 shares were outstanding.
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Analyzing Financial Statements
4-55 Consider the following income statement (dollars in thousands):

2000 1999
Net revenues

Software sales $ 77,350 $ 66,450
Customer support and service 48,500 39,040

Total net revenues 125,850 105,490
Operating expenses

Cost of goods sold 4,700 4,580
Sales and marketing 60,650 40,235
Research, development, and support 31,990 25,102
General and administrative 19,036 19,438

Total operating expenses 116,376 89,355
Income from operations $ 9,474 $ 16,135

Required
a. Conduct horizontal and vertical analyses of the firm’s income statement.
b. Describe several possible reasons for the firm’s decline in income from op-

erations?
c. In what areas was the firm successful in 2000?
d. Based on the approximate trends shown here, is it likely that the firm’s in-

come from operations will increase or decrease in 2001? Why?

Analyzing Financial Statements
4-56 Consider the following income statement (dollars in thousands):

1999 1998
Net revenues:
Computer sales $ 75,250 $ 62,250
Software sales 45,400 38,600
Net revenues 120,650 100,850

Operating expenses:
Cost of sales 4,205 4,500
Marketing 63,520 45,542
Research and development 30,100 21,587
General and administrative 20,026 19,000
Total operating expenses 117,851 90,629
Income from operations $ 2,799 $ 10,221

Required
a. Conduct horizontal and vertical analyses of the firm’s income statement.
b. Evaluate the firm’s profitability in 1999 versus 1998?
c. In what areas was the firm successful in either year?
d. Based on the approximate trends shown here, is it likely that the firm’s in-

come from operations will increase or decrease in 2000? Why?
e. Identify the underlying business reasons as to why revenues are increasing

but the cost of sales is decreasing. Why might some of the other expenses be
dramatically increasing while others are almost constant?
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Preparing Financial Statements: Performance Evaluation
4-57 Susan’s Drawing Studio has been very successful, with annual sales and profits

at a record high. Susan wants to evaluate and better understand the studio’s prof-
itability and performance based on the following year-end account balances:

Sales $400,000 Supplies used $ 25,600
Property tax expense 2,550 Cash 32,300
Supplies inventory 12,400 Building and equipment 110,000
Accounts payable 2,450 Wages payable 1,200
Wages expense 13,240 Shareholders’ equity ?
Receivables 2,200 Advertising expense 2,400
Taxes payable 2,670 Miscellaneous expenses 120,000

Required
a. Prepare a balance sheet and a multiple-step income statement.
b. Evaluate Susan’s net income relative to her sales volume.
c. What is Susan’s net income as a percentage of sales? Why do you think most

firms do not have net income ratios this high?
d. Would your conclusions about Susan’s net income change if you learned that

she had been withdrawing $10,000 every month and charging these pay-
ments to Miscellaneous Expenses? Why?

e. How would your conclusions change if you learned that Susan, who is a
gifted artist, could be earning $40,000 a month by working for her former
employer, the Degas Drawing Corporation?

f. Given that Susan has a Building and Equipment account, what basic type of
expense is missing from her income statement? Would calculation of that
item change your conclusions about her relative profitability? How large
would this item have to be to change your views about Susan’s profitability?
Why? What other information would you need before drawing firm conclu-
sions about this issue?

g. Why do you think shareholders’ equity has a lower balance than the net in-
come (part a)?

h. Are there any other major elements of information missing? If so, what are
they, and why would you like more information about these items?

Determining Expected Revenues and Expenses and 
Preparing an Income Statement
4-58 Beth’s Espresso Cart Inc. sells coffee, pastries, and mineral water at the Boulder

Mall. Last year, Beth leased a coffee cart and opened her business. She initially
felt that cash flows were a useful measure of her performance. The cart’s owner
is now running a competitive coffee cart on the next block. Beth has heard
about accrual accounting and is hoping to develop a better measure of her per-
formance this year.
1. Beth paid $5,200 for a coffee cart, which she expects to use for the next four

years.
2. She purchased coffee pots, cups, and other supplies at a cost of $2,000 and

paid cash. Half of these supplies will be replaced each year.
3. Electricity and propane costs averaged $40 per month.
4. Beth started and ended the year with negligible amounts of coffee beans and

mineral water.
5. Each month, Beth was paid a salary of $500 to cover personal living ex-

penses.
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6. Last year, Beth purchased a three-year insurance policy for liability and re-
lated incidents costing $1,200.

7. Beth expects to have six really good months of sales revenue during the sum-
mer and six slower months. Based on last year, her purchases of coffee, pas-
tries, and mineral water during the peak months averaged about $2,000 each
month. During the slower months, these items cost about $1,400 each
month.

8. During peak months, Beth generally collected $4,500 each month, and dur-
ing slower months she collected $3,000.

Required
a. Identify the amount of annual revenues and expenses that would be ex-

pected for each of the items above. Construct a single-step income statement
for Beth’s Espresso Cart for the next year.

b. What should Beth consider as she makes plans for next year? What other
items should be considered for inclusion in her income statement? Why?

c. Why is an income statement useful to Beth? Discuss how the income state-
ment may be more useful than a checkbook listing each cash inflow and out-
flow?

Interpreting Financial Statements
4-59 Consider the following income statement:

Commission revenue $120,000
Rental revenue 9,900
Interest income 4,100

Total revenue $134,000
Salaries expense 54,000
Depreciation expense 23,000
Interest expense 2,550
Miscellaneous expense 10,400 (89,950)

Operating income 44,050
Income taxes (16,825)
Extraordinary items, net of tax 12,000

Net income $39,225

Required
a. Review and analyze this income statement, using vertical analysis.
b. What other items might usually be found in such an income statement (what

is missing)?

Revenue Recognition
4-60 Consider the following cases:

1. Banana Republic sells clothes for cash or on credit card vouchers, which are
collected from banks within a few days after the sale.

2. Micropoint Computer Systems sells hardware and software on installment or
time-payment plans. Micropoint runs a credit check on every customer and
only extends credit to customers with high credit ratings.

3. Backdoor Appliances sells used and new household appliances on install-
ment or time-payment plans. They sell on credit to anyone who signs a pur-
chase agreement, even though many of their customers have dubious credit
histories. Accordingly, Backdoor experiences many customer defaults, incurs
substantial collection costs, and is rarely able to recover its merchandise.
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4. Ball Aerospace manufactures satellites and satellite parts under contract to
NASA. NASA requires Ball to maintain certain inventories of spare parts as
well as the expertise to provide consultants and technical assistance as
needed. Their contract obligates NASA to buy all parts, such as satellites, pro-
duced by Ball. Under the contract, Ball produced spare parts at a cost of $2
million and billed NASA for $3 million.

5. Assume that the correct accounting was conducted for part 4. Now assume
that the sales manager at Ball is trying to boost her performance for 1998 and
sells a complete weather satellite to Russia for $5 million, in violation of the
NASA contract. What revenue should be recognized and what should the
firm’s controller do when informed of this situation?

Required:
Identify when, and how much, revenue should be recognized in each of the
previous cases.

Income Statement Analysis
4-61 Review the Income Statement from Wendy’s International Inc. in Appendix D.

Required
a. Conduct a horizontal and vertical analysis of the income statement for each

year from 1995 to1997.
b. Calculate the other profitability ratios described in Chapter 4, “The Income

Statement.”
c. Evaluate Wendy’s profitability in each year. In which year was Wendy’s most

successful? Why?

Income Statement Analysis
4-62 Review the Income Statement from Reebok International Ltd. in Appendix D.

Required
a. Conduct a horizontal and vertical analysis of the income statement for each

year from 1995 to1997.
b. Calculate the other profitability ratios described in Chapter 4.
c. Evaluate Reebok’s profitability in each year. In which year was Reebok most

successful? Why?

Identifying Transactions from Worksheet Entries
4-63 The following worksheet has been retrieved from a company’s files that were de-

stroyed by fire. Identify the underlying transactions that occurred during the
month. Write a brief (one to two sentence) description of each transaction.

Accts. Sh.
Cash Equipment Buildings Prepaids Pay. Equity Revs. Exps.

a. 10,000 10,000
b. �2,000 2,000
c. �5,000 5,000
d. 90,000 90,000
e. 50,000 50,000
f. 3,500 3,500
g. �1,200 �1,200
h. �   400 �   400
i. �500 �   500
j. 8,000 8,000
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Interpreting Financial Statements
4-64 SILLA, Inc., is a producer and supplier of natural gas and petroleum-based prod-

ucts. Its condensed statements of operations for the first quarters of 1998 and
1999 are shown below (dollars in thousands):

1999 1998
Revenues:

Natural gas, oil, and other liquids $63,405 $59,088
Other 1,065 176

64,470 59,264
Costs and expenses:

Operating, exploration, and taxes 19,099 18,844
General and administrative 5,780 5,819
Depreciation, etc. 29,450 25,650

54,329 50,313
Operating income $10,141 $ 8,951

Required
a. Based on this (partial) income statement, evaluate SILLA’s first quarter per-

formance for 1999. To accomplish this objective, conduct horizontal and ver-
tical analyses.

b. What other information would help you evaluate SILLA’s profitability?
c. Now consider the remainder of SILLA’s income statement as follows:

1999 1998
Operating income $  10,141 $    8,951
Interest expense, net of interest income (32,259) (32,575)
Securities gains 5,509 3,280
Other (370) (1,851)
Net loss $ (16,979) $ (22,195)

Average total assets $542,500 $553,000
Average total stockholders’ equity 105,345 106,950
Interest expense, net of tax 42,400 43,200

Complete Silla’s income statement (see part a) and evaluate SILLA’s first-
quarter performance for 1999.

d. To better understand Silla’s performance, calculate the return on assets and
return on equity for both periods.

e. How has this new information changed the evaluation of SILLA’s perfor-
mance? What issues will most concern SILLA’s board of directors? Why? What
suggestions could be made to SILLA’s Board?

Interpreting Financial Statements
4-65 Microbyte Corporation’s consolidated statement of operations (dollars in thou-

sands) follows. Note that Microbyte is a computer company, specializing in data
storage devices.
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2000 1999
Sales $184,355 $92,642
Cost of goods sold 102,453 53,344
Gross profit 81,902 39,298
Operating expenses:

Selling, general, and administrative 20,188 12,272
Research and development 15,669 6,785

Total operating expenses 35,857 19,057
Income from operations 46,045 20,241
Other income 1,831 1,744
Income before income taxes and

extraordinary item 47,876 21,985
Income taxes (17,040) (8,056)
Income before extraordinary item 30,836 13,929
Extraordinary item — 1,049
Net income $30,836 $14,978

Required
a. Identify any unusual trends or categories of information. Identify any poten-

tial problems or questions based on this analysis. What other information
would be helpful? Why?

b. Conduct horizontal and vertical analyses for each year. Identify any potential
problems or issues based on this analysis.

c. Would you consider Microbyte as a very profitable company? Why or why
not?

d. Assume that Microbyte’s annual report contained the following footnote:

Because research is so important to the future of Microbyte, the corporation
has budgeted $23,000,000 for research and development for 2001. These
funds are presently committed to a new facility under construction and to 42
engineers and computer analysts who have been hired to begin work Janu-
ary 1, 2001.

On the basis of this footnote, estimate what would have happened to 2000
earnings if these charges had been incurred in 2000. Construct a simple bal-
ance sheet equation including these charges, as though they happened in
2000.

e. Assume that the annual report also contained the following footnote:

Because interest rates are expected to be low during 2001, Microbyte Cor-
poration has signed commitments and pledges to effectively refinance all its
short term and long-term liabilities. Accordingly, Microbyte expects to recog-
nize a $12 million gain (on debt refinancing) in 2001.

On the basis of this footnote, estimate what would have happened to 2000
earnings, assuming that this gain had been recognized in 2000. Construct a
simple balance sheet equation, as though the gain had been recognized in
2000.

Interpreting Financial Statements
4-66 Pioneer Resource Inc.’s 1999 income statement (dollars in millions) is summa-

rized on the next page. Pioneer Resource is involved in telecommunications.
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1999 1998
Revenues $13,932.3 $13,231.1

Costs and expenses
Network operations 3,787.1 3,642.3
Selling, general, and administrative 4,219.7 4,007.5
Taxes, other than income taxes 661.0 570.2
Interest expense 481.9 410.6
Depreciation expense 1,951.7 1,818.9
Other income, net (87.4) (55.4)
Subtotal 11,014.0 10,394.1

Income before income taxes 2,918.3 2,837.0
Income taxes 897.3 855.6
Net income $ 2,021.0 $ 1,981.4

Required
a. Conduct horizontal and vertical analyses of Pioneer Resource’s income state-

ment.
b. Were Pioneer Resource’s operating activities stable or unstable across these

two years? Why?
c. What types of costs were probably included in “Network operations”? In

“Selling, general, and administrative”? Why were the latter costs so much
larger than the former?

d. Why is “Other income, net” shown in parentheses? Are these items signifi-
cant? Would it change your opinion about Pioneer Resource’s operations if
these amounts had been included in “Revenues”? Why?

e. Your vertical analysis should have indicated that depreciation expenses are
more than 15% of revenues. In this case, depreciation is the third largest ex-
pense category. Would you consider that unusual for many companies? Why?
Why do you suppose that Pioneer Resource has such high depreciation ex-
penses?

f. Suppose that you were Pioneer Resource’s controller and suppose that the
board members had forecast and widely publicized their goal of increasing
net income by 5% in 1999. Your horizontal analysis should have indicated
that net income only increased by 2%, whereas revenues increased by almost
5% (actually 5.3%).What explanations might you offer as to why the 5% net
income goal was not achieved?

g. Suppose that Pioneer Resource’s chairman of the board and the CEO met
with you, the controller, prior to publishing this income statement. In this
meeting, they strongly encouraged you to make some accounting adjust-
ments in order to achieve the 5% goal. They suggested that interest expense
be recalculated at a lower rate of interest, which would cut the “Interest ex-
pense” by 50%. Interest rates in the external market were declining rapidly.
The chairman and CEO’s rationale was that Pioneer Resource was refinancing
its debts and would soon enjoy the lower interest rates. They also suggested
that some revenues from January 2000, which had already been realized,
should be transferred to the 1999 income statement. Their rationale was that
Pioneer Resource did the work to get the sales in 1999; therefore, the rev-
enues should be properly matched with other revenues and expenses in 1999
and should be shown on the 1999 income statement. Write a short paragraph
to the chairman and the CEO indicating your response to their suggestions.
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Research Project: Comparing Two Computer Companies
4-67 IBM is a well-known U.S. company specializing in computer hardware. Several

U.S. companies are comparable to IBM.

Required
a. Using library resources (or the Internet), obtain income statements for IBM

and one other comparable company (Digital or Compaq) for similar fiscal pe-
riods.

b. Conduct horizontal and vertical analyses of IBM and your identified company.
Use the results of your analysis to identify any unusual trends or patterns in
the firms’operating costs. Note that even if the report dates are not identical,
the relative cost comparisons may be instructive.

c. Write a short report examining the relative profitability of these two compa-
nies. Identify the major similarities and differences in the cost structures of
these two companies. For example, are the depreciation expenses relatively
high in each company? Are the operating costs in the same proportion to rev-
enues across the two companies? Is the growth rate in revenues and net in-
come the same? Why might such similarities or differences exist?

Interpreting Financial Statements
4-68 Sigma Designs is a high-tech software development company specializing in

imaging and multimedia computer applications. Sigma’s balance sheets are re-
produced below (dollars in thousands):

Assets 1993 1992
Cash and equivalents $  5,086 $  9,283
Marketable securities 14,326 19,537
Accounts receivable, net of allowances 6,471 2,987
Inventories 12,275 10,066
Prepaid expenses 435 753
Income taxes receivable 1,582 2,428

Total current assets 40,175 45,054
Equipment, net 1,626 1,607
Other assets 2,466 2,388

Total assets $44,267 $49,049

Liabilities and Shareholders’ Equity
Current liabilities
Accounts payable $ 4,933 $ 1,826
Accrued salary and benefits 809 594
Other accrued liabilities 737 1,119

Total current liabilities 6,479 3,539
Other long-term liabilities — 755

Total liabilities 6,479 4,294
Shareholders’ Equity
Common stock 19,287 19,088
Retained earnings 18,501 25,667

Total shareholders’ equity 37,788 44,755
Total liabilities and shareholders’ equity $44,267 $49,049
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Sigma’s 1991-1993 statements of operations are summarized below (dollars in
thousands):

1993 1992 1991
Net sales $27,058 $27,567 $35,968
Costs and expenses:

Cost of sales 23,045 20,255 23,438
Sales and marketing 7,476 7,261 6,840
Research and development 5,043 5,105 3,323
General and administrative 1,951 1,788 1,722

Total cost and expenses 37,515 34,409 35,323
Income (loss) from operations (10,457) (6,842) 645
Interest income, net 1,207 1,742 1,964
Other, net (67) (6) 59
Income (loss) before income taxes (9,317) (5,106) 2,688
Provision for income taxes 2,151 1,663 (880)
Net income (loss) $ (7,166) $ (3,443) $ 1,788

Required
a. Before making any calculations, state in your own words what each item in

the income statement means. In particular, identify which items are positive
or negative and why.

b. Using information from both statements, evaluate Sigma’s profitability and
operating performance. To accomplish this objective, conduct the following
analyses:
1. Conduct horizontal and vertical analyses.
2. Calculate operating income ratios and net income ratios for each year.
3. Calculate Sigma’s return on assets ratio for 1992 and 1993. Assume that

the average total assets for 1992 was $51,000 and assume that the inter-
est expense included in the line item “Interest income, net” for 1993 and
1992 was $35 and $105. All numbers are in the thousands.

4. Calculate Sigma’s return on equity ratio for 1992 and 1993. Assume that
the average total equity for 1992 was $46,000. All numbers are in the
thousands.

c. Identify any unusual items and information that are typically found in an in-
come statement, but not included in Sigma’s. How would access to this in-
formation affect your analysis of Sigma’s performance?

d. How does the information shown in the categories of “Interest income, net”
and “Other, net” affect your conclusions about Sigma’s performance? What
other information might be helpful?

Interpreting Expense Reclassifications
4-69 Borden, Inc., in response to pressure from the Securities and Exchange Com-

mission, restated its 1993 and 1992 earnings. It restated the effects of a $642 mil-
lion restructuring charge taken in 1992, which contributed significantly to Bor-
den’s reported 1992 loss of $439.6 million. It reclassified $145.5 million of the
restructuring charge as operating expenses in 1992, and it reversed $119.3 mil-
lion, for a total restatement of $264.8 million. Therefore, the entire restatement
was more than 40% of the original restructuring charge, which is a very large
change. The original restructuring charge must have included some very ag-
gressive accounting procedures, which have now been largely restated.
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The after-tax effects of these restatements on Borden’s net income are:

1992 1993
Net loss, as originally reported $(439.6) $(593.6)
1994 restatements, reported net of tax 75.2 (37.1)
Net loss, as adjusted $(364.4) $(630.7)

According to the Wall Street Journal (March 22, 1994, p. B8), Borden reported
that these restatements would have no further effect on 1994 earnings. Borden
further reported that the expenses included in the original 1992 charge of $642
million were “truly incremental and related to one-time advertising and promo-
tion programs not occurring in the normal course of business.”

Required
a. Write a short memo to a manager at Borden, Inc., justifying these restate-

ments.
b. Write a short memo to an investor, explaining why these restatements would

affect the investor’s decision to purchase (or sell) shares of Borden’s com-
mon stock.

c. Explain in your own words why you think Borden was so aggressive in tak-
ing the original $642 million restructuring charge. What will it accomplish by
restating its 1992 and 1993 net losses?

Conceptual Analysis: Revenue Recognition and Forecasting
4-70 The following scenario illustrates several issues concerning revenue recognition,

particularly impacting sustainable earnings or operating profits. You should also
consider the managerial implications associated with these issues.

A computer firm designs, builds, and sells a microcomputer, called a PEAR, for
$1,800. The design costs of the computer are well in excess of $30,000,000 and
only 10,000,000 computers are expected to be sold before they are obsolete. A
Korean company is currently selling identical computers for $1,500. A Japanese
company has just invested a new cursor device to replace the mouse (they call
it a RAT). This new RAT will only work with computers sold by the Japanese
company. The Japanese computers perform very similar functions to each of the
computers described earlier. It sells for $1,200. Discounters have been selling
the PEAR for $1,100 via telephone and catalog sales. The PEAR and the Korean
clone are essentially obsolete, but will still reach their original volume projec-
tions. The primary developer of the PEAR has just resigned and formed a new
company that is expected to design a competitive computer that will be supe-
rior to any of these other three models (PEAR, Korean clone, Japanese com-
puter).

Required
Indicate how the PEAR managers might view each of these issues in forecasting
their operating income for the next year.
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Interpreting Financial Statements: Effects of Asset Write-Downs
4-71 Byte City, Inc., is a leading independent provider of systems and network man-

agement software. Its income statements are abbreviated as follows:

2000 1999
Net revenues
Software products $64,282,171 $ 52,392,108
Product support and enhancements 32,545,876 27,419,766

Total net revenues 96,828,047 79,811,874

Operating expenses
Cost of goods sold 3,614,919 3,215,778
Sales and marketing 45,782,349 38,372,418
Research, development, and support 23,582,478 27,652,020
General and administrative 14,622,594 14,887,923
Write-down of marketing rights and 

restructuring expenses 0 17,236,845
Total operating expenses 87,602,340 101,364,984
Income (loss) from operations $ 9,225,707 ($21,553,110)

Required
a. Conduct a horizontal and vertical analysis of Byte City’s income statement.
b. Identify any major unusual items in either year. How might these items affect

the future? How might they have been reflected in prior years? How might
they have been caused by events in prior years?

c. Discuss why Byte City’s cost of goods sold is so low relative to other ex-
penses, and also with respect to revenues.

d. Restate 1999’s income (loss) from operations by excluding the $17,236,845
write-down. What does this restated amount indicate about possible trends in
Byte City’s total operating expenses? How does this affect the trend in in-
come from operations?

e. Based only on the information provided, would you predict that Byte City
would have a positive income from operations in 2001? Why? By extending
the trends in net revenues and in operating expenses to 2001, what amount
of income from operations would you predict?

Interpreting Financial Statements: Horizontal Analysis
4-72 Consider the following horizontal analysis of a firm’s income statement (assume

that 1998 is the base year used for comparison, when all items equal 100%):

2000 1999
Net revenues

Product sales 116.4% 118.2%
Product support and enhancement 124.2 177.9

Total net revenue 119.3 134.9
Operating expenses

Cost of goods sold 102.8 40.2
Sales and marketing 120.7 172.1
Research, development and support 91.1 181.8
General and administrative 97.9 161.3

Total operating expenses 103.5 132.2
Income (loss) from operations 114.3 101.5
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Required
a. Evaluate the firm’s performance.
b. In which year was it more successful? Why?
c. In which year did it control costs most effectively? Why?
d. In which year did the market respond best to the firm’s products and ser-

vices? Why?
e. In which area of expenses should management concentrate the most atten-

tion? Why?
f. Did this firm have a positive or a negative income from operations in 1999?

Why? In 2000? Why?

Revenue Recognition
4-73 Contact local firms with which you are familiar, or review several annual reports

from firms in the same industry, and examine their revenue recognition princi-
ples and procedures. Review the notes to their financial statements to see how
they describe their principles. Write a short description and critique their rev-
enue recognition policies.

Timing and Revenue Recognition
4-74 You are the chief accountant for the Seal Company, which produces candy bars.

You like your job very much, and one reason is that your best friend, Stacy Mon-
roe, is a salesperson for Seal.

Seal primarily markets its candy bars to grocery chains, which buy in large
quantities. As December 31 (Seal’s year-end) approaches, your friend Stacy wor-
ries that she will not achieve her sales quota. If the quota is not met, Stacy will
not receive the rather large bonus she had been counting on.

With just one week to go before year-end, Stacy receives a big order; in fact,
the order will enable her to meet her quota and receive her bonus. There’s just
one problem. Seal’s sales terms are that the customer takes title to the candy
when Seal transfers the candy to an independent trucker. At that point, Seal
records the revenue and Stacy gets credit for the sale. You assure Stacy that one
week is plenty of time to process the order. Stacy is so elated that she celebrates
by buying a $20,000 car.

On December 31, Stacy’s order is ready to be shipped and is awaiting the
trucker. Although this particular trucker is usually reliable, he phones to say that
a blizzard will prevent him from arriving until January 2.

Stacy is understandably upset. She purchased a new car based on your assur-
ance that she would receive her bonus, and it now appears that her bonus will
not materialize.

Required
Describe how the sale on December 31 should be recorded, thus enabling Stacy
to receive (or not receive) the bonus.

Ratio Calculations
4-75 Locate the most recent set of financial statements for the regional telecommu-

nications companies listed below. You may use either the 10-K available at
EDGAR (www.sec.gov/edaux/searches.htm) or the annual report available at
the company page on the Web. The annual report is usually located in the In-
vestor Information section.
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Corporation Home Page Location
Ameritech www.ameritech.com
U S West www.uswest.com
Bell Atlantic www.bell-atl.com
Pacific Bell www.pacbell.com

Required
Calculate the following for each corporation (for each year shown in their fi-
nancial statements):
a. cost of goods sold percentage
b. gross profit percentage
c. operating income percentage
d. net income percentage
e. return on equity
f. return on assets
g. times interest earned

Ratio Calculations and Interpretation
4-76 Locate the most recent 10-K filing by Wal-Mart and Kmart in the EDGAR archives

(www.sec.gov/edaux/searches.htm). Scroll down to the Summary of Finan-
cial Information (in the financial report section).

Required
a. Calculate the following ratios or amounts for each of the most recent three

years:
1. percentage change in net sales for each year
2. percentage change in net income for each year
3. net income percentage
4. return on equity (use the beginning of the year balance for the denomi-

nator)
5. return on assets (use the beginning of the year balance for the denomi-

nator)
6. times interest earned

b. Based on the above calculations, which company in your opinion has been
more successful during the last five years?

Ratio Calculations and Strategic Marketing Data
4-77 Locate the most recent 10-K filing by Toys ‘R’ Us and Gillette in the EDGAR

archives (www.sec.gov/edaux/searches.htm).

Required
a. What is each company’s major product line? (This information should be

near the beginning of the 10-K.) For each company, do you expect sales to be
fairly constant throughout the year or to exhibit seasonal cycles? Why?

b. Find (by scrolling through) the “annual calculations data” that both compa-
nies included at the end of their Notes to Financial Statements. Based on
these data, calculate:
1. percentage change in net sales, cost of goods sold, gross profit, and net

income for each quarter
2. the gross profit percentage for each quarter
3. the net income percentage for each quarter

c. Does your response in part a match the sales pattern you observed in part b?
If not, why not?
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c h a p t e r

3
LEARNING OBJECTIVES

1. Identify the basic elements of the balance sheet.
2. Recognize the types of assets, liabilities, and owners’ equity that are found on the

balance sheets of most business firms.
3. Comprehend the ordering and classification of items on the balance sheet.
4. Appreciate why balance sheets differ for firms in different industries.
5. Use balance sheet relationships to obtain information useful to investors and

lenders.
6. Be alert to the limitations as well as the usefulness of balance sheet information.

INTRODUCTION

This chapter focuses solely on the balance sheet, which is often called the statement
of financial position. Beginning with formal definitions of the basic elements of the
balance sheet, the discussion describes the types of assets, liabilities, and owners’ eq-
uity that are found on the balance sheets of most business firms. A variety of balance
sheet ratios are presented to show how managers and investors use balance sheet in-
formation in making decisions.

ELEMENTS OF THE BALANCE SHEET

The previous two chapters introduced you to the three basic financial statements.
They showed how transactions and other events affecting business firms cause
changes in the elements reported in the financial statements. This chapter focuses
solely on the balance sheet, which is often called the statement of financial posi-
tion. At any given date, the balance sheet shows the sources from which the firm has
obtained its resources and the ways in which those resources are currently employed.
Recall the basic accounting equation:

The Balance Sheet

ASSETS � LIABILITIES � OWNERS’ EQUITY

4



Another way to state this relationship is

Uses of resources � Sources of resources

In other words, liabilities and owners’equity are the sources from which the firm has
obtained its funds, and the listing of assets shows the way in which the firm’s man-
agers have put those funds to work. This relationship is illustrated as follows, based on
the balance sheet for Sample Company at the end of 2000, which is presented in
Exhibit 3-1.
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Uses of resources � Sources of resources
Assets � Liabilities � Owners’ Equity
$2,057,000 � $1,199,000 � $858,000
$2,057,000 � $2,057,000

Viewed in this manner, there is no mystery to the fact that both sides of the bal-
ance sheet have the same total; they are merely two sides of a single coin, or two ways
of describing the total wealth of the firm. The firm’s wealth can be viewed in terms of
sources of financing (from creditors and owners) and in terms of uses of resources
(owning or controlling assets).

Another useful way to view the balance sheet is as the cumulative result of the
firm’s past activities. Liabilities represent the total amount the firm has borrowed dur-
ing its existence, minus the amounts that have been repaid to date. The owners’equity

Sample Company Balance Sheet
at December 31, 2000

Assets Liabilities and Owners’ Equity
Current assets Current liabilities
Cash $110,000 Accounts payable $260,000
Accounts receivable 466,000 Notes payable 225,000
Inventories 812,000 Warranty obligations 112,000
Prepaid expenses 32,000 Accrued expenses 75,000
Total current assets $1,420,000 Taxes payable 27,000
Noncurrent assets Total current liabilities $ 699,000
Land $ 85,000 Noncurrent liabilities
Buildings and equipment Bonds payable $350,000

(net of accumulated Mortgage payable 150,000
depreciation of Total noncurrent
$313,000) 552,000 liabilities 500,000

Total liabilities $1,199,000
Total noncurrent assets 637,000 Shareholders’ equity

Paid-in capital $600,000
Retained earnings 258,000
Total shareholders’ equity 858,000

Total assets $2,057,000 Total liabilities and
shareholders’ equity $2,057,000

EXHIBIT 3-1       A Balance Sheet

   116  The Balance Sheet 



items show the total amount invested by owners, plus the total profits earned by the
firm during previous periods, minus any amounts that have been distributed to own-
ers. Similarly, the assets of the firm represent the total resources obtained by the firm
from lenders and owners, minus those that have been consumed in the firm’s opera-
tions, repaid to lenders, or distributed to owners.

Definitions of Assets, Liabilities, and Owners’ Equity
The Financial Accounting Standards Board (FASB) has identified the essential charac-
teristics of assets, liabilities, and owners’ equity. The FASB definitions, which were in-
troduced in Chapter 2, “The Basic Concepts of Financial Accounting,”and are summa-
rized in Exhibit 3-2, provide a frame of reference that helps accountants identify the
items to be included in the balance sheet. They will be referred to frequently during
the remaining discussions in this chapter. For now, note that according to the FASB’s
definitions, assets represent future benefits, liabilities represent future sacrifices, and
owners’ equity is the residual amount, or difference, between assets and liabilities.

The following pages introduce you to the types of individual assets, liabilities, and
owners’ equity to be found on the balance sheets of most business firms. In studying
these individual balance sheet items, keep in mind the FASB’s definitions shown in
Exhibit 3-2.

Assets
As noted in Exhibit 3-2, assets represent “probable future economic benefits obtained
or controlled by a particular entity as a result of past transactions or events.” Future
economic benefits come in many forms. For example, cash is an asset because it rep-
resents purchasing power; the firm can use cash to acquire goods and services, to re-
pay debts, or to make distributions to owners. Inventories are assets because they are
merchandise intended for sale to customers for cash and other assets. The firm’s build-
ings and equipment are assets because they enable the firm to perform its operations
and to earn profits in the future.

Assets typically represent tangible economic resources, such as cash, buildings,
and trucks. On the other hand, some economic resources are intangible, such as
patent rights and copyrights to a text or musical score. Assets may also be represented
by promises of future payments from customers who bought goods or services on
credit. Assets can be created by contract or acquisition of property rights, and yet they
may not be visible to the human eye. All assets, however, have a common character-
istic in that they represent probable future economic benefits to the firm.
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Assets are probable future economic benefits obtained or controlled by a particular entity
as a result of past transactions or events.

Liabilities are probable future sacrifices of economic benefits arising from present oblig-
ations of a particular entity to transfer assets or provide services to other entities in the fu-
ture as a result of past transactions or events.

Equity is the residual interest in the assets of an entity that remains after deducting lia-
bilities. In a business enterprise, the equity is the ownership interest.
SOURCE: Statement of Financial Accounting Concepts No. 6, “Elements of Financial Statements” (Stam-
ford, CT: FASB, 1980).

EXHIBIT 3-2       FASB Definitions of Assets, Liabilities, and Owners’ Equity
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Asset Classifications Assets are classified into two overall categories: current as-
sets and noncurrent assets. This distinction is based on the length of time before the
asset is expected to be consumed or converted to cash. Current assets include cash
and other assets that will typically become cash or be consumed in one year or one
operating cycle, whichever is longer. Current assets are used quickly and repeatedly
during a firm’s normal operations. This notion of using assets on a cyclical basis cor-
responds to a concept called turnover. Current assets turn over quickly, anywhere
from daily to annually, and are usually generated in the normal course of business op-
erations. The notion of turnover is used to differentiate current assets from other as-
set categories that are used (turn over) much more slowly over a number of years.

To illustrate, Sample Company’s balance sheet in Exhibit 3-1 shows that the firm’s
total assets of $2,057,000 are comprised of $1,420,000 in current assets and $637,000
in noncurrent assets. The balance sheet equation is easily expanded to show this ad-
ditional detail:
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This classification of assets is useful to the analyst concerned with the liquidity of
the firm. Liquidity reflects the ability of the firm to generate sufficient cash to meet
its operating cash needs and to pay its obligations as they become due. This focus on
liquidity will become clear as we discuss the ordering and valuation of individual cur-
rent assets in the next section.

Current Assets Current assets are listed in the order in which they are expected
to be consumed or converted to cash. For example, Sample Company’s current assets
are listed (in Exhibit 3-1) in the following typical order of maturity or collectibility:

• cash and cash equivalents,

• accounts receivable,

• inventories, and

• prepaid expenses.

Cash and cash equivalents include currency, bank deposits, and various mar-
ketable securities that can be turned into cash on short notice merely by contacting a
bank or broker. These amounts are presently available to meet the firm’s cash payment
requirements. Note that only securities that are purchased within 90 days of their ma-
turity dates, or are scheduled to be converted to cash within the next 90 days, may be
classified as cash equivalents.

Accounts receivable represent credit sales that have not been collected yet.
They are converted into cash as soon as the customers or clients pay their bills (their
accounts). Accounts receivable should turn over, or be collected, within the firm’s
normal collection period, which is usually 30 or 60 days. A slower accounts receivable
turnover embodies more risk to the organization because the probability of nonpay-
ment usually increases as turnover decreases. Overdue accounts may imply that the

ASSETS � LIABILITIES � OWNERS’ EQUITY

Current Noncurrent
$1,420,000 � $637,000 � $1,199,000 � $858,000

$2,057,000 � $2,057,000
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customer is either unable to pay or is unwilling to pay because of disagreement over
the amounts billed. Both cases imply that the amount of cash that will ultimately be
collected is less than the amount originally billed to the customer.

Managers are interested less in the total amount of accounts receivable than in the
estimated cash to be generated from collections of the accounts. For this reason, ac-
counts receivable are listed on the balance sheet at the amounts estimated to be ac-
tually collectible. This amount is termed the net realizable value of the receivables.
For example, if management estimates that some portion of the amounts billed to cus-
tomers will ultimately be uncollectible, then the estimated uncollectible portion will
be deducted in valuing the accounts receivable on the balance sheet. The uncol-
lectible portion of the receivables is termed an allowance account and is discussed in
Chapter 6, “Current Assets.”

Inventory represents items that have been purchased or manufactured for sale to
customers. That is, inventory can either be created through the manufacturing and as-
sembly efforts of the organization or be acquired from others and held for resale. In-
ventory is the “stuff of commerce” dating back to merchants on camels and pirates
raiding the high seas looking for bounty. Inventory can be as prosaic as black tea or
salt, or it can be as glamorous as gold bullion or silver coins. Today, inventory is often
“high tech,”such as silicon wafers, memory chips, or disk drives. Should the company
discover that some of its inventory is unsalable, or marketable only at a greatly re-
duced price, the reported value of the inventory should be reduced accordingly.

Prepaid expenses, the final category of current assets shown in Exhibit 3-1, rep-
resents unexpired assets such as insurance premiums.Insurance policies, for example,
are frequently paid ahead on an annual basis. The unexpired portion, the portion of
the policy paid for but not yet used, is shown as part of prepaid expenses, which are
interpreted as current assets. Prepaids are usually minor elements of the balance
sheet, and, in the usual course of events, prepaids will not be converted or turned into
cash. Instead, the rights to future benefits will be used up in future periods.

The Operating Cycle and Liquidity Manufacturing and merchandising firms’
operating cycles include turning inventory into cash. Using three of the current as-
sets discussed earlier, the operating cycle evolves from the purchase of inventory, to
the exchange of inventory for a promised payment by a customer (an account re-
ceivable), and finally to the conversion of the receivable into cash. Operating cycles
may vary in length from just a few days (in the case of food retailers) to months (con-
sumer appliance sellers) or even years (defense contractors). Exhibit 3-3 illustrates the
operating cycle.

The more quickly this cycle is completed, the more quickly the inventory is
turned into cash, and liquidity is higher. When the operating cycle becomes longer,
the firm’s liquidity usually is lower. Should the operating cycle become too long, the
firm will be forced to incur debt in order to pay its suppliers of inventory. To some ex-
tent, the length of the operating cycle is outside management’s control. The length of
time permitted customers to pay their accounts, for example, may be governed by in-
dustry practice. To attract and retain customers, the firm may need to offer credit
terms as liberal as those offered by its competitors. Likewise, the amount of inventory
that the firm keeps on hand may be related to the length of its “production pipeline.”
Some products require a lengthy production process that entails a substantial invest-
ment in inventory at various stages of completion.

On the other hand, the turnover of accounts receivable and inventory may be in-
fluenced by management. For instance, managers may have considerable leeway in of-
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fering credit terms to customers or in deciding how much inventory to keep on hand.
The analyst, in attempting to assess the firm’s liquidity, needs to understand these un-
derlying factors that cause differences in the amounts of accounts receivable and in-
ventories across firms and industries. Reality Check 3-1 illustrates how the composi-
tion of current assets differs for two firms engaged in different industries.

Noncurrent Assets Noncurrent assets are long-term assets that are used in the
conduct of the business. Whereas current assets are liquid and turn over in relatively
short time periods, noncurrent assets usually turn over very slowly, on the order of
once in several years. In other words, while the operating cycle for current assets is
usually less than a year, the replacement cycle for noncurrent assets is longer than a
year. In a high-tech organization, however, some noncurrent assets may be replaced
more frequently.

All noncurrent assets are recorded on the balance sheet at their historical acqui-
sition costs. The disadvantage of this is that as time passes the historical costs of many
noncurrent assets become out of date relative to their current market values. Conse-
quently, they indicate little about the market value of the organization and about the
future resources necessary to replace the assets. However, the historical costs listed
on the balance sheet do represent the costs of these assets that will eventually be con-
sumed by future operations.

Property, Plant, and Equipment. For most firms, noncurrent assets consist mainly
of property, plant, and equipment.These assets are widely referred to as fixed as-
sets. Property usually represents the land on which the firm’s offices, factories, and
other facilities are located. In most cases, property is a relatively minor portion of the
total noncurrent assets, yet in some cases, such as firms engaged in mining, logging,
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EXHIBIT 3-3      The Operating Cycle
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or oil and gas exploration, property constitutes a major operating asset. Property is
also valued on the balance sheet at its historical acquisition cost, and because prop-
erty is usually one of the oldest assets held by an organization, its recorded historical
cost is often the most out of date in terms of current market values.

Buildings and equipment represent the largest category of noncurrent assets, as
shown in Exhibit 3-1. Buildings or plant may be office, retail, or factory buildings;
warehouses or supply depots; or hospitals or health clinics. Equipment includes of-
fice desks and chairs, tools, drill presses, robots, computers, x-ray and other scanners,
podiums, and so on. In other words, buildings and equipment are the primary pro-
ductive assets of many organizations. Whether widgets or rings are produced, whether
knowledge or health is improved, buildings and equipment are necessary to produce
most goods and services.
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The following schedule summarizes the current assets from the end of 1996 balance sheets for Kmart, a national re-
tailer of consumer products, and HBO, a producer and distributor of cable television programming:

Kmart HBO
(Dollars in millions)
Current assets

Cash and equivalents $ 406 $160
Investment securities — 23
Accounts receivable, net of allowance — 291
Prepaids and other 973 39
Inventories 6,354 7

Total current assets 7,733 520
Noncurrent, total 6,553 328

Total assets $14,286 $848

Required

a. Identify the major differences between these two firms in the composition of current assets. Try to explain these dif-
ferences in terms of the types of goods and services that each company produces.

b. Based solely on the information provided here, which company appears to be more liquid?

Solution

a. The major differences in the composition of current assets are the amounts invested in inventories and accounts re-
ceivable.

• Inventories: Kmart is a retailer of consumer products and maintains inventories of merchandise in regional ware-
houses and retail stores. HBO is a service firm and, hence, does not require inventories.

• Accounts receivable: HBO invests about 34.3% of its total assets in customer accounts receivable ($291/$848 �
34.3%), and Kmart has no significant accounts receivable. Providers of subscription cable services such as HBO
sell primarily on credit and have relatively large accounts receivable balances, while retailing firms such as Kmart
derive much of their revenues from cash and credit card sales and require smaller (if any) accounts receivable bal-
ances.

b. Kmart’s current assets include a substantial proportion in inventories, while HBO’s current assets consist primarily of
cash and accounts receivable. As a result, most analysts would consider HBO to be more liquid, based solely on the
information provided.

R E A L I T Y  C H E C K  3 - 1
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Because buildings and equipment are long-lived assets, it would not make sense to
treat their entire cost as expenses in the year they are acquired. On the other hand, be-
cause buildings and equipment gradually lose their economic value over time, it does
not make sense to wait until the end of their service lives to recognize their declining
usefulness to the firm. As a consequence, accountants gradually and systematically re-
duce the reported values of buildings and equipment on successive balance sheets in or-
der to allocate expenses to individual years of asset use. The reduction in the reported
value of buildings and equipment during a period is called depreciation expense.

On the balance sheet, the total amount of depreciation expense recognized to
that date is called accumulated depreciation. It is subtracted from the initial cost of
the asset. The resulting carrying value is referred to as the net book value of the as-
set. In Exhibit 3-1, the net book value of $552,000 for buildings and equipment is cal-
culated by subtracting the $313,000 of accumulated depreciation from the original
cost of $865,000:
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Buildings and equipment $865,000
Less: Accumulated depreciation �313,000
Net book value $552,000

In other words, of the original cost of $865,000, a total of $313,000 has been ex-
pensed, or written off, in previous periods. The net book value of these assets is un-
likely to reflect their current resale value because of changes in technology, price in-
flation, and many other factors. Accumulated depreciation is not an attempt to adjust
carrying values to current resale values. It also does not represent any cash or other
investments that the company has set aside for replacing the buildings and equipment.
Rather, depreciating an asset is an attempt to apportion or allocate its original cost as
an expense to the periods that benefit from the asset’s use.

The net book value of buildings and equipment can be used to estimate the re-
maining productive capacity of the organization. For example, Sample Company’s
buildings and equipment are about 36% depreciated ($313,000 accumulated depreci-
ation divided by $865,000 initial cost). If Sample Company does not purchase addi-
tional buildings and equipment, then each successive balance sheet will show a lower
net book value for these assets. Such a declining net book value will signal to analysts
that Sample Company is not replenishing its productive capacity on a regular basis.

As a practical matter, most firms regularly invest in new plant and equipment and,
as a result, the net book value of these assets usually increases over time. The per-
centage relationships between the initial cost and the accumulated depreciation of
these assets may give analysts a rough gauge of the overall age of the firm’s productive
capacity. However, the analyst must usually refer to other disclosures in the financial
statements to evaluate the firm’s productive capacity.

Other Noncurrent Assets. In addition to property, plant, and equipment, many
firms possess other noncurrent assets such as intangibles. Intangibles are noncurrent
assets that lack physical substance and yet are important resources in the regular op-
erations of a business. Intangibles often consist of legal rights, such as patents or copy-
rights. Such legal rights are vital to the operations of many firms and, in some cases,
may be the most valuable resources owned by the organization.
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Consider, for example, the importance of copyrights to computer software de-
velopers or book publishers. The value of such firms depends almost entirely on the
value of the copyrights that protect their legal rights to the products they have de-
veloped. Accounting for intangible assets is similar to that of buildings and equipment
because the initial costs are systematically recognized as expenses over the years that
benefit from the use of the assets. Intangible assets are valued on the balance sheet at
their historical costs, minus any amounts subsequently recognized as expenses. The
term amortization is used in place of depreciation when referring to the consump-
tion of intangible assets.

Another important type of intangible asset is goodwill. Goodwill is a general
label used by accountants to denote the economic value of an acquired firm in ex-
cess of the value of its identifiable net assets (assets minus liabilities). Goodwill re-
flects the adage that “the value of the whole differs from the sum of its parts.”This
economic value is largely due to factors such as customer loyalty, employee com-
petence and morale, management expertise, and so on. In other words, the value of
a successful business firm is usually much greater than the total values of its indi-
vidual assets.

The balance sheet recognition of goodwill depends on whether the firm’s good-
will is internally generated or externally acquired. Internally generated goodwill
evolves gradually as the firm develops a good reputation and customer base. It also
evolves as the firm cultivates successful relationships with its suppliers, trains and re-
tains a skilled labor force, and conducts other value-enhancing activities. The costs in-
curred in generating this goodwill are generally not recorded as assets by the firm and
instead are recognized as expenses when incurred. The argument used to support the
immediate expensing of these costs is the uncertainty and subjectivity involved in
identifying future benefits. Externally acquired goodwill, on the other hand, usu-
ally arises when one business firm acquires another. In this case, the amount that the
purchaser is paying for the goodwill of the seller can be more objectively determined
by appraisers. Externally acquired goodwill is discussed more extensively in Chapter
13, “Reporting Issues for Affiliated and International Companies,”which deals with var-
ious business combinations.

The composition of noncurrent assets, and the relative amounts of current to non-
current assets, varies across industries. Reality Check 3-2 shows how noncurrent as-
sets differ between two firms in different industries.

Assets: Summary and Evaluation Before leaving the asset side of the balance
sheet, it is helpful to summarize the conventions used by accountants to define and
value the firm’s assets. We also identify here some of the limitations faced by analysts
who must use asset values shown in the balance sheet to evaluate the firm’s liquidity
and productive capacity.

As we have seen, accountants classify assets into two broad groups: current and
noncurrent. In reporting current assets, the focus is on liquidity. For this reason, cur-
rent assets are generally valued at the lower of their acquisition costs or present resale
values. An exception to this rule is made for investments in the securities of other
firms, as we discuss in Chapter 6. These practices are useful to the analyst concerned
with the ability of the firm to meet its short-term cash needs.

Noncurrent assets, on the other hand, are generally valued at their acquisition
costs minus amounts that have been recognized as expenses in previous periods.
These previously recognized expenses will have been shown as depreciation of
buildings and equipment or as amortization of intangibles such as patents or good-
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will. In reporting noncurrent assets, the focus is on the operating capacity of the
firm; that is, the firm must focus on the structure of its long-lived assets, both tan-
gible and intangible, which are necessary in order for the firm to produce goods or
services. The carrying values of these noncurrent assets represent the portion of
their original acquisition costs that will be recognized as expenses in future periods.
The carrying values of noncurrent assets rarely reflect their market values because
inflation has usually caused asset replacement costs to increase beyond their re-
ported values.

The experienced financial statement analyst is alert to two central issues in ex-
amining a firm’s asset structure as reported on the balance sheet:

1. Different valuation methods are used for various types of assets (cost, market val-
ues, lower of cost or market value).
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The following schedule summarizes the noncurrent assets reported in the end-of-1997 balance sheets of Hewlett-
Packard, a company that designs, manufactures, and services electronic data and communications systems, and Bethle-
hem Steel, a major steel fabricator.

Hewlett- Bethlehem 
Packard Steel

(Dollars in millions)
Current assets (total) $20,947 $1,464
Noncurrent assets

Property, plant, and equipment (at cost) 11,776 6,454
Less: Accumulated depreciation (5,464) (4,096)
Net 6,312 2,358

Long-term receivables and other 4,490 981
Total noncurrent assets 10,802 3,339

Total assets $31,749 $4,803

Required

a. Identify the major differences between these two firms in the composition of noncurrent assets. Try to explain these dif-
ferences based on the types of products that each company produces.

b. Based solely on the information provided here, which company appears to have the older assets?

Solution

a. Bethlehem Steel invests 69.5% of its resources in noncurrent assets ($3,339/$4,803 � 69.5%), and the correspond-
ing amount for Hewlett-Packard is just 34.0% ($10,802/$31,749 � 34.0%). Bethlehem Steel is a highly capital-in-
tensive firm because the technology of steel production requires large investments in plant and equipment. Steel firms
also usually invest in properties containing natural resources (such as coal or iron ore) used in steel fabrication. In
comparison, Hewlett-Packard is moderately capital intensive because of the property, plant, and equipment required
by its product development and manufacturing activities.

b. Bethlehem Steel appears to have the older assets, which are about 63.5% depreciated ($4,096/$6,454 � 63.5%),
while Hewlett-Packard’s are about 46.4% depreciated ($5,464/$11,776 � 46.4%). These percentages are only ap-
proximations, however, because these amounts include property (land) that is not being depreciated.

R E A L I T Y  C H E C K  3 - 2
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2. Many assets that are critical to the firm’s successful operations are not shown on
the balance sheet.

With respect to these “missing”assets, chief executive officers (CEOs) are fond of
proclaiming:

• “Our employees are our most important resource.”

• “Research today provides profits tomorrow.”

• “Our reputation for quality ensures our success.”

Regardless of these lofty statements, resources such as employee morale, productivity,
research and development expertise, and a loyal and satisfied network of customers
and suppliers are absent from the balance sheet. Accountants justify these omissions
either because these valuable resources do not meet the conditions stated in the
FASB’s definition of assets (refer to Exhibit 3-2) or because there is no reliable method
for measuring or valuing such resources.

Liabilities
As noted in Exhibit 3-2, liabilities represent “probable future sacrifices of economic
benefits”that are the result of past transactions or events. Many times they entail cash
payments to other entities, such as repayment to lenders of amounts that have been
previously borrowed. The concept of a liability is somewhat broader than this. Liabil-
ities include any probable obligation that the firm has incurred as a consequence of its
past activities. For example, many firms warranty their products and consequently are
obliged to perform repairs or pay refunds when defects are later uncovered, so, as you
can see, not all liabilities require that the firm repay specific dollar amounts on speci-
fied dates. Moreover, some liabilities require estimation and judgment in order to de-
termine their amounts. All liabilities, however, have a common characteristic: They
represent probable future economic sacrifices by the firm.

Liability Classifications Just as with assets, liabilities are classified into two over-
all categories: current liabilities and noncurrent liabilities. The distinction is based on
the length of time before the liability is expected to be repaid or otherwise satisfied
by the firm and on whether payment will require the use of assets that are classified
as current. Current liabilities are short-term obligations that are expected to utilize
cash or other current assets within a year or an operating cycle, whichever is longer.
Noncurrent liabilities represent obligations that generally require payment over pe-
riods longer than a year.

To illustrate, Sample Company’s balance sheet in Exhibit 3-1 shows that the firm’s
total liabilities of $1,199,000 are comprised of $699,000 in current liabilities and
$500,000 in noncurrent liabilities. The following balance sheet equation shows this
additional detail:
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ASSETS � LIABILITIES � OWNERS’ EQUITY

Current Noncurrent Current Noncurrent
$1,420,000 � $637,000 � $699,000 � $500,000 � $858,000

$2,057,000 � $2,057,000
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Current Liabilities The current liabilities of Sample Company, shown in Exhibit
3-1, consist of accounts payable, notes payable, warranty obligations, accrued ex-
penses, and taxes payable. These liabilities represent various claims against the firm’s
economic resources.

Accounts payable usually represents debts that the firm incurs in purchasing in-
ventories and supplies for manufacturing or resale purposes. Accounts payable also in-
cludes amounts that the firm owes for other services used in its operations, such as
rentals, insurance, utilities, and so on. Accounts payable are often called trade debt be-
cause they represent debt that occurs in the normal course of any trade or business.

Notes payable, the next current liability shown in Exhibit 3-1, are more formal
current liabilities than the accounts payable. A note may be signed on the borrowing
of cash from a local bank. The note represents a legal document that a court can force
the firm to satisfy.

Warranty obligations represent the firm’s estimated future costs to fulfill its
obligations for repair or refund guarantees. These obligations refer to any products
sold or services provided prior to the balance sheet date. Unlike accounts and notes
payable, the exact amount of the firm’s obligations for warranties cannot be deter-
mined by referring to purchase documents, formal contracts, or similar evidence. In-
stead, the amount reported for the warranty obligation is based on management’s
judgment about future claims for repairs and refunds that may arise from past sales.
The amount reported is an estimate, based in part on the past experience of the firm
and its competitors. Recall that the FASB defines liabilities in terms of “probable future
economic sacrifices” (refer to Exhibit 3-2). If Sample Company’s products have re-
quired warranty repairs in the past, then it is probable that items sold recently will
also require warranty repairs in the future. Because the sales have already occurred,
the obligation exists at the balance sheet date, and these estimated amounts must be
reported as liabilities.

The next item listed among Sample Company’s current liabilities is accrued ex-
penses, which represent liabilities for services already consumed but not yet paid for
or included elsewhere in liabilities. These accrued liabilities usually constitute only a
minor part of current liabilities.

Taxes payable comprise the final account listed among the current liabilities of
Sample Company. Taxes payable represents unpaid taxes that are owed to the gov-
ernment and will be paid within a year. Taxes payable may include employee with-
holding taxes, unemployment taxes, employer income taxes, or any number of other
taxes that are incurred in the normal course of operations. Taxes payable are typically
a relatively minor portion of current liabilities because governmental units require that
taxes be paid on a timely basis.

The current liabilities of Sample Company are a representative sample of many
short-term liabilities. Businesses engage in many credit-based transactions; most sales
to businesses involve accounts receivable, and most purchases by businesses corre-
spondingly involve accounts payable. As a result, the largest of the current liabilities
usually consists of trade accounts payable. The other liability items, although less sig-
nificant in dollar amount, also represent common business transactions and circum-
stances.

Noncurrent Liabilities Noncurrent liabilities generally have longer maturities
than the current liabilities discussed in the preceding section. Their maturity date is
more than one year. Most noncurrent liabilities represent contracts to repay debts at
specified future dates. In addition, these borrowing agreements often place some
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restrictions on the activities of the firm until the debt is fully repaid. In Chapter 9,
“Noncurrent Liabilities,”we discuss a variety of different borrowing arrangements that
are widely used.

Exhibit 3-1 shows that Sample Company has two types of noncurrent liabilities:
bonds payable and mortgage payable. These liabilities are similar because they require
Sample Company to make future payments of interest and principal. Yet they differ in
terms of the collateral that Sample Company used to obtain the loan.

Bonds payable are a major source of funds for larger business firms. They rep-
resent liabilities that the firm incurs by selling a contract called a bond. A bond con-
tains the firm’s promise to pay interest periodically (usually every six months) and to
repay the money originally borrowed (principal) when the bond matures. The
amount of money that the firm receives from investors for its bonds depends on in-
vestors’ views about the riskiness of the firm and the prevailing rate of interest. In-
vestors rely on the ability of the firm to generate sufficient cash flows from its opera-
tions to meet the payments as they become due.

Mortgage payable is similar to bonds payable because firms must also make
principal and interest payments as they are due. Unlike most bonds, a mortgage rep-
resents a pledge of certain assets that will revert to the lender if the debt is not paid.
The simplest example of a mortgage is that of a bank holding title to your house until
your loan is fully paid. If the loan is not paid, the bank can sell the house and use the
proceeds to pay off the debt. Mortgages on factories and hospitals are very similar. The
problem in such cases is that there are often very few buyers of specialized assets such
as factory buildings and equipment. In such cases, possible mortgage default repre-
sents more risk and higher costs to lenders. It also indicates that most lenders will co-
operate with borrowers to find alternative solutions to avoid defaults. From an ana-
lytical perspective, the analyst or manager must make sure that mortgage terms are
being satisfied and that payments have been promptly remitted. For both bonds and
mortgages, analysts will try to discern whether cash flows from operations are suffi-
cient to pay the interest and principal.

Liabilities: Summary and Evaluation Before leaving the liabilities or “borrowed
resources”part of the balance sheet, it is useful to summarize various liabilities and to
point out some limitations faced by analysts in assessing the firm’s liabilities.

Liabilities are classified as either current or noncurrent, based on their maturity
dates. The current liabilities of the firm are closely related to its operations. As exam-
ples, trade accounts payable arise as a direct consequence of purchasing inventory; ac-
crued expenses and taxes payable result from the firm’s operating and tax expenses;
and product warranty obligations occur because the firm has sold products covered
by warranties. For this reason, analysts often refer to these types of obligations as
spontaneous or operating liabilities.

In contrast, noncurrent liabilities consist mainly of long-term borrowing con-
tracts that managers have negotiated with investors, banks, and other parties. This
type of borrowing reflects a deliberate decision by managers to obtain funds from
lenders, rather than to obtain additional investments from owners. The decision
about how much of the firm’s resources should be provided by long-term borrow-
ing and how much should be invested by owners is a fundamental issue faced by
all firms.

Financial statement users are concerned with the firm’s ability to pay both its
short-term and long-term obligations as they mature. Later in this chapter, we discuss
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some ratios that are useful for making these assessments. The analyst is aware of two
important features of liability reporting. First, not all liabilities result from promises by
the firm to repay specific amounts at determinable future dates. Instead, many liabili-
ties require estimates of future events, such as the warranty obligations reported in
Sample Company’s balance sheet. Many other obligations reported by business firms
entail similar liability estimates, as we discuss later in Chapter 8, “Accounts Payable,
Commitments, Contingencies, and Risks,” and Chapter 9.

Second, the analyst is aware that some potential obligations of business firms ei-
ther are not reported on the balance sheet or are reported at amounts that do not ad-
equately reflect their potential future claims against the assets of the firm. Consider,
for example, lawsuits against the firm. At present, tobacco firms are disputing a
lengthy list of ailments allegedly associated with cigarette smoking. Similarly, large
chemical and nuclear industry firms are being sued over toxic wastes. In these cases,
the potential damages awarded to plaintiffs could result in awards of billions of dol-
lars. Although these potentially ruinous lawsuits are based on business activities prior
to the current balance sheet date, none of these firms reports significant contingent
liabilities because the loss cannot be reliably estimated at this time. Contingent liabil-
ities are discussed further in Chapter 8.

Owners’ Equity
This final element of the balance sheet represents the equity of the firm’s owners. As
shown in Exhibit 3-2, the FASB defines owners’ equity simply as the “residual inter-
est in the assets of an entity that remains after deducting liabilities.”This definition
makes it clear that the balance sheet’s valuation of owners’equity is determined by its
valuations of assets and liabilities. This view of owners’ equity as a residual amount
is apparent when we rearrange the balance sheet equation in the following way:
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OWNERS’ EQUITY � ASSETS � LIABILITIES

Sample Company’s balance sheet in Exhibit 3-1 shows a firm that has been organized
as a corporation, which is an entity that is owned by a group of shareholders. Al-
though a corporation’s owners’ equity may be called shareholders’ equity, in Sample
Company, it comprises both paid-in capital, which represents direct investments by
the owners of the firm, and retained earnings, which represents the earnings of the
firm that have been reinvested in the business. Sample Company’s balance sheet in Ex-
hibit 3-1 shows that owners have paid $600,000 for shares of stock of the company.
Sample Company has received this invested capital (probably in cash from investors)
in exchange for its shares of stock. In addition, the firm has been profitable in the past,
and Sample Company has reinvested $258,000 of those profits in the business. This
$258,000 represents Sample’s retained earnings.

If in the next year, Sample Company reports profits of $200,000 and pays divi-
dends to shareholders of $75,000, then retained earnings will increase by $125,000
($200,000 � $75,000). Bear in mind, however, that retained earnings do not rep-
resent cash available for the payment of dividends. Rather, retained earnings reflect
the amount of resources that a firm has obtained as a result of operations. The firm
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has retained this increase for use in its operations, rather than returning it imme-
diately to the investors as dividends. Those resources are presently invested as
shown on the asset side of the balance sheet. For this reason, it is possible that a
firm may have a large retained earnings balance, but have insufficient cash available
for dividends.

Reality Check 3-3 illustrates the reporting of shareholders’ equity for two firms,
one of which reports a negative (deficit) balance in retained earnings.

This discussion of owners’ equity completes our tour of Sample Company’s bal-
ance sheet, and, at this point, you are aware of the typical components of the bal-
ance sheets of most business firms. In future chapters, we will generally use the
term shareholders’equity, rather than the more generic term owners’equity. The fol-
lowing section illustrates a variety of balance sheet relationships that are of interest
to analysts.
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The following schedule summarizes the components of shareholders’ equity reported in the end-of-1997 balance
sheets of Bethlehem Steel and Lear Corporation:

Bethlehem Lear
Steel Corporation

(Dollars in millions)
Shareholders’ equity:

Paid-in capital $1,923 $   852
Retained earnings (deficit) (708) 401

Other — (46)
Total shareholders’ equity $1,215 $1,207

Required

a. Which firm has obtained the larger amount of capital through sale of stock to investors?
b. Which firm has obtained the larger amount of capital through reinvestment of earnings?
c. Explain why Bethlehem reports a negative (deficit) balance in retained earnings at the end of 1997.
d. Suppose that Lear earns $150 and pays dividends of $90 during 1998. What would be the firm’s ending balance in

retained earnings? (All dollars are in millions.)

Solution

a. Paid-in capital represents the amount that each firm has received through the sale of stock to investors. Bethlehem Steel
has obtained $1,923 million, and Lear obtained $852 million from this source.

b. Lear has obtained $401 million of its investment in net assets through retention of earnings. Bethlehem Steel, on the
other hand, has a negative balance in its retained earnings. For this reason, Bethlehem has not obtained any of its
capital through reinvestment of earnings.

c. Retained earnings are increased when a firm is profitable and decreased when a firm pays dividends to sharehold-
ers or incurs losses. The negative (deficit) balance in Bethlehem’s retained earnings indicates that since the firm began
operations, its total dividends and losses have exceeded its total income.

d. Lear would report a balance in retained earnings at the end of 1998 of $461 (in millions), computed as follows:

Retained earnings, end of 1997 $401
Add: Net income for 1998 150
Less: Dividends in 1998 (90)
Retained earnings, end of 1998 $461
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Balance Sheet Analysis
Various ratios are used to help interpret and understand financial statements. These ra-
tios are guides to understanding changes in financial performance for one company
from year to year and differences in financial performance between two or more com-
panies. Ratios are most useful when comparisons are made, either between time pe-
riods or among different companies. Ratios are useful shortcuts that permit the ana-
lyst to collapse the myriad details in financial statements into a few simple numbers.
But remember that the ratio calculations are not the answers; they just show rela-
tionships. The analyst or manager must understand those relationships and make de-
cisions on the basis of a host of information.

Ratios are just one input to those decisions. In other words, ratios are one indi-
cator of financial health and viability, but they do not tell the whole story. Users of fi-
nancial statements must be careful not to become too enamored of the ratios them-
selves and should not forget to look for other indicators that will permit better
decision making. Also, ratios are historical. Judgment is needed to use them for deci-
sion making because future conditions may change. Bear in mind that ratios are only
as good as the data that comprise them. The discussions in later chapters will help you
be aware of differences in accounting policies that can cause differences in ratios.

Balance sheet ratios aid the analyst in assessing a firm’s liquidity, asset manage-
ment, and debt management policies, each of which is discussed in this section.

Vertical Analysis Analysts usually begin with a review of the firm’s assets, as well
as its liabilities and owners’ equity. This review begins with the preparation of a com-
mon-size balance sheet, which shows the percentage component of each major sec-
tion to the grand totals on each side of the balance sheet. This analysis is called verti-
cal analysis, or vertical percentage analysis, because it is based on the percentage
relationship of each line in the balance sheet to the total. Exhibit 3-1 has been revised
as Exhibit 3-4, showing the vertical percentages for each account on the balance sheet.
These percentages are calculated by dividing each line by the total assets ($2,057,000).
Note that either total assets or total liabilities plus owners’ equity can be used as the
denominator for this calculation because the number is the same ($2,057,000).

Liquidity Ratios Liquidity represents the ability of a company to convert its assets
to cash, and liquidity ratios are often calculated from balance sheet data. Although
there are many types of liquidity ratios, we focus here on a few of the more basic ones.

Current Ratio. The most popular liquidity ratio is the current ratio. The current
ratio is calculated by dividing all current assets by all current liabilities:

For the data in Exhibit 3-1,

Current ratios that represent good liquidity and financial health vary widely across
firms and industries. Currently, many companies have a current ratio between 1.3 and

Current ratio �  
$1,420,000
$699,000

� 2.03

Current ratio �  
Current assets

Current liabilities
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1.5. Many companies have short-term lines of credit and other borrowing capacities
that permit them to operate with a nearly balanced amount of current assets and cur-
rent liabilities. In any event, the analyst would be worried to find current liabilities
substantially in excess of current assets (in other words, when the current ratio is con-
siderably less than 1). Declining trends in the current ratio would also cause concern,
especially in conjunction with declining trends in other ratios.

Quick Ratio. Another major liquidity ratio is the quick ratio, which is often called
the acid test. In this context, “quick”means close to cash. To calculate this ratio, cash
and receivables are added and then divided by all current liabilities. In computing the
quick ratio, the net realizable value of the accounts receivable should be used.

The purpose of the quick ratio is to indicate the resources that may be available
quickly, in the short term, for repaying the current liabilities. For this reason, inven-
tory and prepaid expenses are left out. In other words, the quick ratio is a type of “dis-
aster” ratio that is used to indicate a worst case scenario that might apply if no other
resources are available to pay the current liabilities that are due within the next year.
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Sample Company Balance Sheet: Vertical Analysis
at December 31, 2000

Assets Liabilities and Owners’ Equity
Current assets Current liabilities

Cash 5.3% Accounts payable 12.6%
Accounts receivable 22.6 Notes payable 10.9
Inventories 39.5 Warranty obligations 5.4
Prepaid expenses 1.6 Accrued expenses 3.6

Total current assets 69.0% Taxes payable 1.3
Noncurrent Assets Total current liabilities 33.8%

Land 4.1% Noncurrent liabilities
Buildings and equipment Bonds payable 17.1%

(net of accumulated Mortgage payable 7.3
depreciation of $313,000) 26.9 Total noncurrent liabilities 24.4

Total liabilities 58.2%
Total noncurrent assets 31.0 Shareholders’ equity

Paid-in capital 29.3%
Retained earnings 12.5
Total shareholders’ equity 41.8

Total assets 100.0% Total liabilities and 
shareholders’ equity 100.0%

EXHIBIT 3-4       Vertical Analysis

Quick ratio �  
(Cash �  Receivables)

Current liabilities

For the data in Exhibit 3-1,

 �  .82

Quick ratio �  
($110,000 �  $466,000)

$699,000
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Values for the quick ratio are often less than 1.0, and a rule of thumb used by
some analysts is that the quick ratio should not be less than .30. Again, declining
trends should cause the most concern. When comparing two companies, a lower
quick ratio and a lower current ratio do not, in and of themselves, indicate that the
company with the lower values is in worse financial condition. Lower liquidity may
be offset by a variety of other financial indicators, such that the company with lower
liquidity ratios could still rank higher on its overall financial stability and financial
health.

Information useful for calculating the current and quick ratios for a firm at two
successive dates is shown in Reality Check 3-4.

Asset Management Ratios Asset management ratios focus on the composition
of the firm’s assets and on changes in the composition of assets over time (changes be-
tween successive balance sheets). A vertical analysis of the left side of the balance
sheet allows the analyst to examine the percentages of the total assets devoted to each
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The following schedule summarizes the composition of current assets and current liabilities reported in Apple Com-
puter’s end-of-1996 and 1995 balance sheets:

1996 1995
(Dollars in millions)

Total current assets $4,515 $5,224
Inventories included in

current assets 662 1,775
Prepayment and supplies

included in current assets 612 566
Total current liabilities 2,003 2,325

Required

a. Based on the information given here, determine the firm’s current ratio and quick ratio at the end of 1996 and 1995.
b. In which year do you consider the firm to be in better financial condition? Explain.

Solution

a. Calculation of current ratio and quick ratio:
1996 1995

� 2.25 � 2.25

� 1.62 � 1.24

b. Apple Computer has about the same current ratio in each year. Apple’s quick ratio, however, has increased from 1.24
to 1.62. Although Apple appears to be more liquid in 1996, the analyst would seek additional information from the
financial statements and elsewhere before making a final judgment.

*Quick assets are estimated as current assets, minus the amounts in inventories, prepayments, and supplies.

$2,883
$2,325

$3,240
$2,003

Quick ratio �  
Quick assets*

Current liabilities

$5,224
$2,325

$4,515
$2,003

Current ratio �  
Current assets

Current liabilities
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category. This examination gives some indication of the resources used for current as-
sets relative to those used to provide operating capacity.

In reviewing the percentage composition of a firm’s assets, the analyst keeps
several factors in mind. First, to a large extent, the composition of assets depends on
the industry in which the firm operates. In some cases, comparisons between indus-
tries may be meaningless. “Smokestack” industries, for example, such as metal fabri-
cation, require large investments in factory buildings and heavy equipment, such that
a major portion of these firms’ assets are noncurrent. On the other hand, merchan-
dising industries, such as department stores, require large amounts of accounts re-
ceivable and also substantial investments in inventories available for resale, but rela-
tively minor investment in buildings and equipment. Financial firms such as banks and
insurance companies have relatively little in the way of inventories, factory buildings,
and equipment. Instead, the assets of financial firms consist mainly of loans receivable
and investments in securities (stocks and bonds) of other firms. A first step for the an-
alyst in assessing a firm’s asset composition is to be aware of any peculiar industry
norms or special circumstances.

In addition to industry characteristics, the analyst knows that managers may have
sound business reasons for structuring a firm’s assets differently than those of its com-
petitors. For example, some managers may extend liberal credit terms to customers as
a way of improving sales and, as a result, may have a large accounts receivable balance.
Other managers may carry large inventories for customer convenience or may stock-
pile inventories in anticipation of rising price or supply bottlenecks. On the other
hand, large amounts of accounts receivable may indicate that a firm has difficulty col-
lecting its accounts. Similarly, large inventories may reflect obsolete items or declining
product sales. In short, increases or decreases in specific components of a firm’s total
assets may be either good news or bad news. Any ratio computations are only the first
step for the analyst. The creative art in ratio analysis is understanding the reasons for
ratio differences among firms and over time.

Debt Management Ratios The most inclusive and most useful debt manage-
ment ratios are the composition ratios drawn from a vertical analysis of the right side
of the balance sheet. Note the liability and equity composition ratios in the right-hand
column of Exhibit 3-4. These percentage composition ratios indicate the relative pro-
portions of various forms of debt and owners’equity used to finance the organization.

The vertical analysis of Sample Company’s sources of funds shows that 33.8% of
all financing came from current liabilities. A smaller amount (24.4%) came from long-
term liabilities, and the largest portion (41.8%) came from owners. Of the 41.8% por-
tion that came from owners, 29.3% was in the form of direct investment, and 12.5%
was in the form of profits reinvested in the business.

The ratio of total debt to total assets, also called the debt-to-assets ratio, is often
used as a primary indicator of the firm’s debt management. Exhibit 3-4 shows that
Sample Company’s total liabilities are equal to 58.2% of total assets. As this key ratio
increases or decreases, it indicates the firm’s changing reliance on borrowed re-
sources. The lower the ratio, the lower the firm’s risk because the organization will
usually be better able to meet its obligations for interest and debt payments. A lower
debt-to-assets ratio also suggests a lower risk of default. Default on a firm’s liabilities is
a costly event from both a lender’s and a borrower’s perspective and should be
avoided if at all possible.

The fact that Sample Company’s owners’ equity provides 41.8% of the firm’s re-
sources suggests that the owners’ equity of this firm offers substantial protection to
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lenders. Suppose, for example, Sample Company was unable to continue its opera-
tions and had to liquidate its assets, or, in other words, convert its assets to cash. In
such a situation, Sample Company could incur losses of 41.8% of the assets’ carrying
value, and the cash received would still be sufficient to pay off all the firm’s debts. Of
course, nothing would then be left for the owners.

Limitations of Balance Sheet Analysis Although the ratios reviewed in this sec-
tion provide a useful starting point for assessing a firm’s financial management poli-
cies, several limitations must be considered. First, ratio calculations are only the initial
step in analyzing a firm’s condition. They merely provide the analyst with a point of de-
parture for asking further questions. Second, individual financial statements such as
the balance sheet are seldom analyzed separately from other statements described in
the next two chapters. In fact, many of the most useful ratios used by analysts measure
relationships among financial statements, rather than relationships within a single fi-
nancial statement. For this reason, we will expand and enrich our study of ratio analy-
sis after first describing the other primary financial statements. Third, information use-
ful for analyzing and clarifying financial statements is contained in other parts of a
company’s financial reports.

An important limitation in comparing financial ratios across firms is the fact that
their accounting methods may differ. Later chapters discuss the varieties of different
methods that firms may use in measuring assets, liabilities, shareholders’ equity, rev-
enues, and expenses. For now, be aware that financial ratios may be significantly af-
fected by alternative accounting methods. The analyst attempts to adjust for differ-
ences caused by accounting methods in order to make valid ratio comparisons among
different firms. The notes to the financial statements alert the analyst to the principal
methods being used.
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SUMMARY OF LEARNING OBJECTIVES

1. Identify the basic elements of the balance sheet.
The basic elements of the balance sheet are assets, liabilities, and owners’ equity.
Liabilities and owners’ equity are the sources from which a firm has obtained its
funds, and assets show the way that the firm’s managers have invested those
funds.

2. Recognize the types of assets, liabilities, and owners’ equity that are found
on the balance sheets of most business firms.
Assets are resources that are expected to benefit the firm in future periods, in-
cluding cash, accounts receivable, inventories held for production and sale, pre-
payments of expenses, and property, plant, and equipment. Liabilities are obliga-
tions to provide future services or to make future payments, and include trade
accounts payable, short- and long-term borrowings, and other debts. Owners’eq-
uity is the difference between assets and liabilities. For a corporation, owners’eq-
uity consists of invested capital, which has been paid by investors to obtain own-
ership shares, and retained earnings, which represent earnings that have been
reinvested in the business.

3. Comprehend the ordering and classification of items on the balance sheet.
Both assets and liabilities are listed in order of liquidity or maturity on the balance
sheet. They are further classified into current and noncurrent portions. Current
assets will become cash or be consumed in a year or an operating cycle,
whichever is longer; current liabilities require payment from current assets.

4. Appreciate why balance sheets differ for firms in different industries.
“Smokestack” industries require large investments in factory buildings and heavy
equipment, and a major portion of their assets are noncurrent. Merchandising in-
dustries, however, require large investments in accounts receivable and invento-
ries and relatively minor investments in buildings and equipment. Financial firms
such as banks have relatively little investment in inventories, factory buildings,
and equipment. Instead, their assets consist mainly of loans receivable and in-
vestments in securities (stocks and bonds) of other firms.

5. Use balance sheet relationships to obtain information useful to investors
and lenders.
Various ratios help assess a firm’s liquidity, asset management, and debt manage-
ment policies. Liquidity ratios aid in assessing how the firm may pay its debts and
meet its other short-term cash requirements. Asset management ratios show how
the funds invested in the firm are being used. Debt management ratios show the
firm’s reliance on borrowed capital and the buffer or “safety zone” provided by
owners’ equity.

6. Be aware of the limitations as well as the usefulness of balance sheet in-
formation.
Balance sheet relationships do not provide direct answers to the analyst in as-
sessing the firm’s potential risks and returns; they merely provide a base for fur-
ther questions. The balance sheet is also rarely analyzed separately from the other
financial statements, which will be discussed in subsequent chapters. Moreover,
an important limitation in comparing financial relationships across firms is the
fact that their accounting methods may differ.
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QUESTIONS

3-1 Rearrange the balance sheet equation into several variations. Why are these dif-
ferences helpful? How might each version be used? Should an analyst always use
the simplest version possible? Why or why not?

3-2 Discuss the role and purpose of the balance sheet. How is it different from an in-
come statement?

3-3 Explain why both sides of the balance sheet must have the same total dollar
amount. Does this equality imply that the balance sheet is “correct”as a measure
of financial position? Discuss.

3-4 The balance sheet may be viewed as the cumulative result of the firm’s past
activities. Explain how the assets, liabilities, and equity amounts may be inter-
preted in this way.

3-5 All assets represent probable future economic benefits to the firm. Identify the
probable future benefit associated with each of the following: (a) inventories,
(b) accounts receivable, and (c) building and equipment.

3-6 Compare and contrast current assets and current liabilities. How and why are
they different? In what ways are they similar?

3-7 Compare and contrast prepaid expenses and accrued expenses. How and why are
they different? Could they be easily confused? How are they being kept separate?

3-8 Differentiate between current and noncurrent assets, and explain why this dis-
tinction may be useful to readers of financial reports.

3-9 Compare and contrast noncurrent assets and long-term liabilities. How and why
are they different? In what ways are they similar?

3-10 Describe the concept of an operating cycle. Identify reasons why operating cy-
cles may differ for firms in different industries, and also for firms in the same in-
dustry.

3-11 What is meant by the term net book value of a firm’s building and equipment?
Explain why net book value differs from the initial cost of these assets and is also
likely to differ from current market (resale) values.

3-12 Differentiate between tangible and intangible assets. Do you believe that both
types of assets are equally important in measuring a firm’s financial position? Dis-
cuss.

3-13 Define the term net realizable value as it refers to accounts receivable. Why
would a financial analyst or manager be interested in the net realizable value of
receivables, as compared to the gross amount of such receivables?

3-14 Distinguish between unreported assets and unreported liabilities. Why are items
that are unreported on a balance sheet important to financial analysts or man-
agers? Would a banker or other creditor be interested in such items? Why?

3-15 Distinguish between internally generated and externally acquired goodwill.
Which of these is reported on the balance sheet? State and defend your agree-
ment or disagreement with this accounting convention.

3-16 Analysts often attempt to estimate the values of assets that are “missing”from the
balance sheet. Identify at least two kinds of missing assets and discuss reasons
for this omission from the balance sheet.

3-17 Identify several examples of liabilities that do not require payments of specific
dollar amounts to lenders.

3-18 Discuss the differences between bonds payable and mortgages payable. As a po-
tential lender, which type of debt is preferable?
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3-19 Discuss the concept of owners’ equity on the balance sheet. In what ways does
owners’ equity represent a residual interest? Why is owners’ equity called a
residual amount?

3-20 Is it possible for a firm to report a substantial amount of retained earnings on its
balance sheet and still be unable to pay its shareholders a cash dividend? Ex-
plain.

3-21 Compare and contrast the current ratio and the quick ratio.
a. When might these two ratios be similar in amount?
b. When will they be different in amount?
c. If the current ratio is at an acceptable level but the quick ratio is weak, what

factors might cause this?
d. Why might some firms prefer to have low current and quick ratios?

3-22 How much flexibility should the analyst or manager accept in constructing ratio
definitions for use within the same company or organization? For example, why
might the analyst be more flexible in defining the quick ratio but not the current
ratio? On the other hand, would the same flexibility be associated with a verti-
cal analysis? Why not?

3-23 Discuss the process of calculating balance sheet vertical (composition) ratios.
How are such ratios used? Why are these ratios important?

Reclassifying Liabilities
3-24 Suppose that a supervisor asks you to reclassify a short-term note payable as a

long-term liability.
a. What effect will this have on the current ratio?
b. Could such an effect be viewed beneficially by a current or prospective lender?
c. How would your answer change if the lender agreed to extend the due date

on the loan by 18 months?
d. How would your answer in part b change if a prospective lender also held

other long-term liabilities? Why?
e. Consider the ethical implications of reclassifying the note, assuming that you

know the note’s maturity is at the end of the current fiscal year. You may as-
sume that the size of the note is significant (or material). As an accountant
within the firm, what should/would you do? As the firm’s auditor, how would
you view this reclassification?

EXERCISES

Classifying Accounts
3-25 Classify each account listed below into one of the following categories:

1. current assets,
2. noncurrent assets,
3. current liabilities,
4. noncurrent liabilities, and
5. owners’ equity.

a. cash
b. retained earnings
c. land
d. invested capital
e. accounts payable
f. accounts receivable
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g. mortgage payable
h. marketable securities
i. prepaid expenses
j. wages payable
k. unemployment taxes payable
l. accumulated depreciation
m. inventory
n. prepaid insurance
o. patents (or copyrights)
p. externally acquired goodwill

Arranging Accounts in Balance Sheet Order
3-26 Rearrange the following accounts in the order in which you would expect to

find them in a typical balance sheet and explain why you put them in that order:
a. Mortgage payable
b. Accounts payable
c. Taxes payable
d. Owner’s Equity
e. Inventory
f. Cash
g. Land
h. Building
i. Accrued expenses
j. Long-term notes payable

Sorting Balance Sheet Information
3-27 The account balances given below are shown on the balance sheet of a corpo-

ration.

Marketable securities $ 20,000
Invested capital 200,000
Buildings and equipment 400,000
Accounts receivable 80,000
Prepaid rent 17,000
Bonds payable 230,000
Inventories 85,000
Taxes payable 30,000
Accounts payable 16,000
Advance payments from customers 3,000
Interest payable 9,000
Land 19,000
Retained earnings 133,000

Required
Arrange three columns corresponding to the balance sheet equation:
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Finding Missing Balance Sheet Information
3-28 The following balances appear in the records of May Co. at the end of its first

month of operations:

Cash $12,000 Land $100,000
Equipment 6,500 Accounts payable 3,400
Supplies 2,700 Accounts receivable 7,500
Taxes payable 2,110 Truck 22,500
Mortgage 80,000 Owners’ equity ?

Required
a. Determine the missing item by preparing a balance sheet.
b. Identify two other typical accounts that might appear on May’s balance sheet

but are not shown here.

PROBLEMS

Preparing a Balance Sheet with Missing or 
Inconsistent Information
3-29 The following information is provided for Tom’s Track Shoe Store at the end of

2000:

Accounts receivable $    6,500
Accounts payable 106,500
Bonds payable 180,000
Invested capital 300,000
Cash 14,500
Equipment 88,000
Income taxes payable 11,500
Inventory 497,500
Other long-term assets 110,000
Notes payable 50,000
Prepaid rent 54,000
Retained earnings, 12-31-99 94,500
Retained earnings, 12-31-00 ?

Required
a. Prepare a balance sheet, and make it balance. Discuss the steps necessary to

balance it along with any necessary assumptions.
b. What conclusions can be drawn regarding this business? Why?

Preparing and Evaluating Balance Sheet Information
3-30 The following data are available:

Cash $100,000
Accounts payable 55,000
Retained earnings ?
Invested capital 150,000
Buildings and equipment 600,000
Mortgage payable 400,000

Required
a. Prepare a balance sheet.
b. Would most businesses, in reality, have such a limited balance sheet? Why not?
c. What other accounts might usually be found in a balance sheet for a service

company? Discuss the differences between balance sheets for companies
providing services versus those manufacturing products. Why are these dif-
ferences essential? How are they useful to the financial analyst?

90 CHAPTER 3

Critical Thinking

Integration 
of Concepts

    The Balance Sheet 139



Effects of Transactions on Balance Sheet
3-31 The following transactions are given:

a. A corporation issued common stock for cash.
b. The firm bought land with part of the cash.
c. The firm issued common stock in exchange for a building and equipment.
d. The firm purchased inventory on account.
e. The firm collected cash from a customer for merchandise sold several

months previously.
f. A corporation issued some of its common stock in exchange for a parcel of

land.
g. The firm paid cash to its creditors.
h. The firm sells obsolete equipment at its net book value.

Required:
Indicate the effects of the transactions on the balance sheet equation:
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Transaction Analysis
3-32 The following transactions are given:

a. A corporation issued capital stock in exchange for land valued at $300,000.
b. A corporation issued capital stock for $200,000.
c. The corporation hired a chief executive officer (CEO) at $180,000 per year.
d. The firm agreed to rent office space at $2,000 per month.
e. The firm paid the first month’s rent.
f. The firm paid the last month’s rent as a security deposit.
g. The firm bought supplies for $2,500.
h. The firm ordered office equipment costing $15,000 (assume no obligation

has occurred yet).
i. The CEO finished her first month’s work.
j. The firm paid the CEO her first month’s salary.
k. The firm received the office equipment and the bill. The equipment is ex-

pected to last five years.
l. The firm recorded depreciation for the first month, using straight-line de-

preciation.

Required:
Analyze the transactions, using the balance sheet equation, and prepare a simple
balance sheet:

Integration 
of Concepts

Transaction Analysis
3-33 The following transactions are given:

a. A law firm was formed by 10 lawyers, each investing $200,000.
b. The firm charged its clients $1,200,000 for services rendered in May.
c. The law firm collected $900,000 from its clients.Integration 

of Concepts
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d. One disgruntled client sued the law firm for malfeasance in the amount of
$5,000,000. The firm believes the lawsuit is frivolous.

e. The law firm paid its lawyers $333,000 for work performed in May.
f. The law firm ordered and received supplies costing $33,000 on account.

However, 10% of the order was damaged, so the firm returned the damaged
supplies for credit.

g. The law firm paid $155,000 for rent and other administrative costs.
h. The law firm settled the suit by paying the disgruntled client $10,000.

Required:
Analyze the transactions, using the balance sheet equation, and prepare a simple
balance sheet:

92 CHAPTER 3

ASSETS � LIABILITIES � OWNERS’ EQUITY

Calculating Liquidity Ratios
3-34 The following schedule summarizes the composition of current assets and cur-

rent liabilities reported in the year-end balance sheets from Triangle Air Lines and
Nazareth Steel:

Triangle Air Nazareth
Lines Steel

(Dollars in millions)
Total current assets $2,821,920 $1,591,100
Inventories included in

current assets 0 852,500
Prepayment and supplies

included in current assets 586,751 6,500
Total current liabilities 2,972,831 914,200

Required
a. Based on the information given here, determine each firm’s current ratio and

quick ratio at the end of the year.
b. Which firm do you consider to be in better financial condition? Explain.

Liquidity Analysis: Current Ratio and Quick Ratio
3-35 Wesfarmers Limited is a major diversified Australian public company with inter-

ests in fertilizer and chemicals manufacturing, gas processing and distribution,
coal mining and production, building materials, hardware and forest products,
rural and country services, transport, country supermarkets, and insurance. The
following schedule summarizes the composition of current assets and current li-
abilities reported on its June 30, 1996 and June 30, 1997 balance sheets:

Wesfarmers Limited
1997 1996
(Dollars in millions)

Total current assets $761 $688
Inventories included in

current assets 368 1
Receivables

included in current assets 362 685
Total current liabilities 822 155

Critical Thinking
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Required
a. Based on the information given here, determine the firm’s current ratio and

quick ratio at the end of 1997 and 1996.
b. In which year do you consider the firm to be in better financial condition?

Explain.

Transaction Analysis: Expanded Accounting Equation
3-36 The following transactions are given:

1. Owners invested $500,000 in this business for capital stock.
2. Buildings and equipment are purchased for $200,000 cash and a mortgage of

$600,000.
3. Inventory purchased on account for $100,000.
4. Insurance for two years paid in advance, $8,000.
5. Interest of $60,000 paid on the mortgage.
6. Defective merchandise costing $5,000 returned to a supplier for credit.
7. Customers paid $10,000 in advance as a deposit against an order to be de-

livered later.
8. Recorded depreciation of $80,000.
9. One year of insurance expired.

Required
a. Arrange columns corresponding to the following expanded balance sheet

equation (assume zero beginning balances):
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CASH � PREPAID INSURANCE � INVENTORY � BUILDING AND
EQUIPMENT � ACCUMULATED DEPRECIATION � ACCOUNTS PAYABLE �
UNEARNED REVENUE � MORTGAGE PAYABLE � INVESTED CAPITAL �

RETAINED EARNINGS

Enter transactions 1 through 9 into the columns of the equation. Total each
column and verify that the balance sheet equation does balance. Prepare a
classified balance sheet from the totals of your spreadsheet.

b. What conclusions can be drawn about the liquidity of this firm?
c. What conclusions can be drawn about its financial position?

Using Ratios to Evaluate Performance
3-37 The following balance sheet data are given:

2000 1999
Cash $  45,000 $  35,000
Fixed assets 330,000 270,000
Current liabilities 95,000 45,000
Long-term liabilities 300,000 320,000
Accounts receivable 115,000 95,000
Invested capital 100,000 100,000
Inventories 100,000 80,000
Retained earnings 95,000 15,000
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Required
a. Prepare a balance sheet for each year.
b. Compute the liquidity ratios described in this chapter, along with the asset

management and debt management ratios. Evaluate the company’s liquidity.
Evaluate its asset management and debt management.

c. What strategies does the company seem to be following in managing its fi-
nances?

Preparing a Balance Sheet and Ratio Analysis
3-38 Given the following data:

2001 2000
Cash $  30,000 $  40,000
Retained earnings 175,000 225,000
Current liabilities 17,000 16,000
Invested capital 600,000 600,000
Accounts receivable 27,500 38,000
Inventories 45,000 47,000
Fixed assets, net ? ?

Required
a. Rearrange these data into classified balance sheets.
b. Find the missing Fixed Assets amounts necessary to balance each balance

sheet.
c. Evaluate the firm’s liquidity, using the ratios described in this chapter.
d. Calculate the firm’s asset management and debt management ratios. Evaluate

the results.

Preparing a Balance Sheet and Ratio Analysis
3-39 Given the following data:

2001 2000
Cash $300,000 $340,000
Retained earnings ? ?
Accounts payable 20,000 11,000
Wages payable 7,000 5,000
Interest payable 10,000 30,000
Bonds payable 40,000 100,000
Mortgage payable 60,000 300,000
Invested capital 500,000 600,000
Accounts receivable 37,500 118,000
Inventories 55,000 87,000
Fixed assets, net 165,000 320,000

Required
a. Rearrange these data into classified balance sheets.
b. Find the missing Retained Earnings amounts necessary to balance each bal-

ance sheet.
c. Evaluate the firm’s liquidity, using the ratios described in this chapter.
d. Calculate the firm’s asset management and debt management ratios. Evaluate

the results.
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Transaction Analysis: Expanded Accounting Equation
3-40 Consider these transactions:

1. Investors purchased $900,000 of common stock from the firm.
2. The firm purchased land, buildings, and equipment valued at $1,300,000;

paid $300,000 in cash; and signed a mortgage for the balance due.
3. Paid rent of $10,000 for five automobiles.
4. The auto rental covers two months, one of which is the current month.
5. Purchased supplies on account for $55,000.
6. Provided services on account to customers at a retail value of $3,200,000.
7. Collected $3,000,000 from customers on account.
8. Paid its supplies.
9. Recorded monthly depreciation of $22,000.

10. Accrued one month’s (mortgage) interest at 12% per annum.

Required
a. Arrange columns in a spreadsheet, corresponding to the balance sheet equa-

tion using these balance sheet accounts: Cash, Accounts Receivable, Prepaid
Rent, Supplies, Property Plant and Equipment, Accumulated Depreciation,
Accounts Payable, Interest Payable, Mortgage Payable, Common Stock, Re-
tained Earnings. Enter transactions 1 through 10 into the columns. Total each
column and verify that the balance sheet equation does indeed balance.

b. Prepare a classified balance sheet, using the column totals from your spread-
sheet.

c. Analyze the firm’s liquidity, using the ratios from this chapter.
d. Evaluate the firm’s asset management and debt management. Provide an over-

all performance assessment.
e. What important information is missing that would further assist in evaluating

these results? Even though the firm’s performance seems spectacularly good,
could the missing information change your opinion? Why?

Transaction Analysis: Expanded Accounting Equation
3-41 Given these transactions:

1. An engineering firm was formed when three engineers each invested
$50,000 (cash).

2. Each founder also invested an assortment of utility trucks, inclinometers,
and other specialty equipment, valued at $10,000 (each).

3. Borrowed $50,000 to provide additional operating funds.
4. Rented office space at $1,000 per month.
5. Paid the first month’s rent.
6. Paid a security deposit of $2,000.
7. A wealthy individual also wanted to invest in the firm, but not as an owner,

so the firm borrowed $500,000 from this individual at 18% per year.
8. Two additional staff members were hired at $6,000 per month.
9. The staff earned their first month’s salary of $6,000 but were not yet paid.

10. Supplies costing $45,000 were purchased.
11. Recorded depreciation for the first month. Assume that the equipment (in

transaction 2) has useful lives of five years.
12. Accrued interest on the loan for one month.
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Required
a. Arrange five columns in a worksheet or spreadsheet, corresponding to the

following expanded balance sheet equation (assume zero beginning bal-
ances):
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CURRENT ASSETS � FIXED ASSETS � CURRENT LIABILITIES �
LONG-TERM LIABILITIES � OWNERS’ EQUITY

Enter transactions 1 through 12 in the five columns. Total each column and
verify that the balance sheet does indeed balance. Prepare a classified bal-
ance sheet, using the column totals from your spreadsheet.

b. Evaluate the firm’s liquidity, using the ratios described in this chapter.
c. Evaluate the firm’s asset management and debt management.
d. On an overall basis, evaluate the firm’s performance. What important infor-

mation is missing? Even though the firm’s performance seems somewhat
questionable, could the missing information change your opinion? Why?

Interpreting Financial Statements: Ratio Analysis
3-42 Comparative balance sheets for Creative Cabinetry, Inc. are shown below:

Assets 12-31-01 12-31-00
Cash $ 95,000 $ 33,000
Accounts receivable 23,160 22,500
Inventory 30,000 123,650
Prepaid rent 3,840 5,850

Total current assets 152,000 185,000
Land 83,000 72,000
Equipment 800,000 600,000

Accumulated depreciation (140,000) (90,000)
Total long-term assets 743,000 582,000

Total assets $895,000 $767,000

Liabilities and Shareholders’ Equity
Current Liabilities
Accounts payable $ 83,300 $ 48,100
Accrued liabilities 23,500 24,200
Short-term notes payable 62,000 51,000

Total current liabilities 168,800 123,300
Mortgage payable 547,200 383,500
Shareholders’ Equity
Common stock 150,000 150,000
Retained earnings 29,000 110,200

Total shareholders’ equity 179,000 260,200
Total liabilities and shareholders’

equity $895,000 $767,000

Required
a. Conduct a vertical analysis (common-size) of Creative Cabinetry’s balance

sheets for each year.
b. Calculate the liquidity ratios for each year.
c. Calculate asset management and debt management ratios for each year.
d. What conclusions can be drawn about Creative Cabinetry’s financial manage-

ment?
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Transaction Analysis: Expanded Equation Including 
Fund Balances (non-profit hospital)
3-43 Given these transactions:

1. Community donations of $150,000 are received.
2. A mortgage of $1.5M is secured and a hospital is constructed.
3. Donated land worth $1M is received.
4. Short-term lines of credit are used to acquire supplies of $50,000.
5. Obstetrics clients pay $20,000 in advance as a deposit.
6. Operating lease payments of $30,000 on x-ray equipment are made.
7. Donations of $1,000 by the hospital to the American Cancer Society are

recorded.
8. Half of the land is sold for $2M.
9. Depreciation expense of $6,250 on the hospital building is recorded.

Required
a. Arrange five columns corresponding to the following expanded balance

sheet equation for a nonprofit hospital (assume zero beginning balances),
where FUND BALANCES is used instead of OWNERS’ EQUITY:
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LONG-TERM LIABILITIES � FUND BALANCES

Enter transactions 1 through 9 into the five columns. Total each column and
verify that the balance sheet does balance. Note that FUND BALANCES can be
used in the same manner as OWNERS’EQUITY for a commercial firm. Prepare
a simple balance sheet from the totals of your spreadsheet.

b. Calculate appropriate liquidity ratios. Evaluate the results.
c. Evaluate the hospital’s asset management and debt management.
d. What conclusions can be drawn about the overall financial condition of this

hospital ?

Composition of Current Assets
3-44 The following schedule summarizes the current assets reported in the 1997 bal-

ance sheets of Wendy’s and Reebok:

Wendy’s Reebok
(Dollars in millions)

Current Assets
Cash and equivalents $   234 $ 210
Notes receivable 14 —
Accounts receivable, net of allowance 67 562
Prepaids and other — 54
Inventories 36 564
Deferred income taxes 31 75

Total current assets 382 1,465
Noncurrent, total 1,560 291

Total assets $1,942 $1,756
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Required
a. Identify the major differences between these two firms in their composition

of current assets. Try to explain these differences in terms of the types of
goods and services that each company produces.

b. On the basis of the liquidity ratios, which company appears to be more liq-
uid?

c. Conduct a vertical analysis for each company. Do these results support your
earlier conclusions in part b? Why?

Composition of Current Assets
3-45 The following schedule summarizes the current assets reported in the year-end

balance sheets of Costello Laboratories, a company that develops, manufactures,
and markets health care products, and Triangle Air Lines, a major provider of pas-
senger, freight, and mail air transportation:

Costello Triangle
Laboratories Air Lines

(Dollars in thousands)
Current Assets

Cash and equivalents $   300,676 $  1,180,364
Investment securities 78,149 —
Accounts receivable,

net of allowance 1,336,222 1,024,869
Supplies — 90,593
Inventories 940,533 —
Prepaids and other 929,955 526,094

Total current assets 3,585,535 2,821,920
Noncurrent, total 4,103,034 9,049,103

Total assets $7,688,569 $11,871,023

Required
a. Identify the major differences between these two firms in the composition of

current assets. Try to explain these differences in terms of the types of goods
and services that each company produces.

b. Based solely on the information provided here, which company appears to
be more liquid?

Composition of Noncurrent Assets
3-46 The following schedule summarizes the noncurrent assets reported in the year-

end balance sheets of Packard Computers, a company that designs and manu-
factures electronic data and communications systems, and Nazareth Steel, a ma-
jor steel fabricator:

Packard Nazareth
Computers Steel

(Dollars in millions)
Current assets (total) $10,236 $1,591
Noncurrent assets

Property, plant, and equipment (at cost) 7,527 6,741
Less: Accumulated depreciation (3,347) (4,107)
Net 4,180 2,634

Other long-term receivables and other 2,320 1,652
Total noncurrent assets 6,500 4,286

Total assets $16,736 $5,877
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Required
a. Identify the major differences between these two firms in the composition of

noncurrent assets. Try to explain these differences based on the types of
products that each company produces.

b. Based solely on the information provided here, which company appears to
have the older assets? Calculate the asset management ratios. Evaluate the re-
sults.

Composition of Noncurrent Assets
3-47 The following schedule summarizes the noncurrent assets reported in the 1997

balance sheets of Wendy’s and Reebok:
Wendy’s Reebok

(Dollars in millions)
Current assets (total) $ 382 $1,465
Noncurrent assets

Property, plant, and equipment (at cost) 1,803 354
Less: Accumulated depreciation (538) (197)
Net 1,265 157

Other long-term receivables 179 —
Goodwill, net 51 68
Other noncurrent assets 65 66
Total noncurrent assets 1,560 291

Total assets $1,942 $1,756

Required
a. Identify the major differences between these two firms in their composition

of noncurrent assets. Try to explain these differences based on the types of
products that each company produces.

b. Based solely on the information provided here, which company appears to
have the older assets? Calculate the asset management ratios. Evaluate the re-
sults.

Composition of Shareholders’ Equity
3-48 The following schedule summarizes the components of shareholders’ equity re-

ported in the 1997 balance sheets of Wendy’s and Reebok:

Wendy’s Reebok
(Dollars in millions)

Shareholders’ equity:
Invested capital $1 $365
Retained earnings 1,145 839
Other (639) (20)

Total shareholders’ equity $ 507 $1,184

Required
a. Which firm has obtained the larger amount of capital through sale of stock to

investors?
b. Which firm has obtained the larger amount of capital through reinvestment

of earnings?
c. Explain why Wendy’s reports a much higher balance in retained earnings at

the end of 1997.
d. Suppose that Reebok earns $250 and pays dividends of $95 during 1998.

What would be the firm’s ending balance in retained earnings? (All dollars are
in millions.)
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Evaluating the Composition of Shareholders’ Equity
3-49 The following schedule summarizes the components of shareholders’ equity re-

ported in the year-end balance sheets of Nuclear Holdings and Hellmorgen:

Nuclear Holdings Hellmorgen
(Dollars in millions)

Shareholders’ equity:
Paid-in capital $13,905 $50,322
Retained earnings (deficit) 29,132 (30,166)
Other — (12,571)

Total shareholders’ equity $43,037 $ 7,585

Required
a. Which firm has obtained the larger amount of capital through sale of stock to

investors?
b. Which firm has obtained the larger amount of capital through reinvestment

of earnings?
c. Explain why Hellmorgen reports a negative (deficit) balance in retained earn-

ings at the end of the year.
d. Suppose Nuclear Holdings earns $15,000 and pays dividends of $9,000 dur-

ing the next year. What would be the firm’s ending balance in retained earn-
ings? (All dollars are in thousands.)

Using Vertical Analysis Data to Reconstruct a Balance Sheet
3-50 A vertical analysis was previously conducted, using the Edgar Elgar, Inc. balance

sheet. The results are shown below.

Assets Liabilities and Owners’ Equity
Current assets Current liabilities

Cash 5.3% Accounts payable 22.6%
Accounts receivable 12.6 Notes payable 16.3
Inventories 39.5 Accrued expenses 3.6
Prepaid expenses 1.6% Taxes payable 1.3%

Total current assets 59.0% Total current liabilities 43.8%
Property, plant, and equipment Noncurrent liabilities

Land 14.1% Bonds payable 17.1
Mortgage payable 7.3%

Buildings and equipment 42.0 Total noncurrent liabilities 24.4%
Less: Accumulated Total liabilities 68.2%

depreciation �15.1% Shareholders’ equity
Net book value 26.9% Invested capital 29.3%
Total property, plant, and Retained earnings 2.5%

equipment assets 41.0% Total shareholders’ equity 31.8%
Total assets 100.0% Total liabilities and

shareholders’ equity 100.0%
NOTE: Assume that this balance sheet was in balance before the vertical analysis was conducted.

Required
Using these results, reconstruct Edgar Elgar’s balance sheet, assuming that the
total assets are known to be $4M.
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Reconstructing a Balance Sheet
3-51 Van Gogh’s fragmentary balance sheet is shown below.

Assets Liabilities and Owners’ Equity
Current assets Current liabilities

Cash $ 210,000 Accounts payable $ 250,000
Accounts receivable 466,000 Notes payable ?
Inventories 812,000 Accrued expenses 275,000
Prepaid expenses ? Total current liabilities ?

Total current assets 1,520,000 Noncurrent liabilities
Property, plant, and Bonds payable 350,000

equipment Mortgage payable 250,000
Land ? Total noncurrent
Buildings and liabilities ?

equipment 865,000 Total liabilities 1,600,000
Less: Accumulated

depreciation �313,0000 Shareholders’ equity
Net book value 552,000 Invested capital 500,000

Total property, plant, Retained earnings ?
and equipment 938,000 Total shareholders’

Total assets ? equity 858,000
Total liabilities and

shareholders’
equity ?

Required
Determine the missing figures and reconstruct the balance sheet in its proper
format.

Balance Sheet Analysis
3-52 The balance sheet for Wendy’s International Inc. is shown in Appendix C.

Required
a. Conduct a vertical analysis of the balance sheet for each year, 1996 and 1997.
b. Calculate the liquidity, asset management, and debt management ratios.
c. Evaluate Wendy’s’ liquidity in each year.
d. Evaluate Wendy’s’ asset management and debt management strategies.
e. In which year was Wendy’s most successful? Why?

Balance Sheet Analysis
3-53 The balance sheet for Reebok International LTD is shown in Appendix D.

Required
a. Conduct a vertical analysis of the balance sheet for each year, 1996 and 1997.
b. Calculate the liquidity, asset management, and debt management ratios.
c. Evaluate Reebok’s liquidity in each year.
d. Evaluate Reebok’s asset management and debt management strategies.
e. In which year was Reebok most successful? Why?
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Identifying Transactions from Worksheet Entries
3-54 The following worksheet entries have been retrieved from a corrupt data file.

Cash Inventory Buildings Trucks Accts. Pay Mortgage Inv. Cap.
a. 1,000 1,000
b. �2,000 2,000
c. �8,000 8,000
d. 4,000 4,000
e.�22,000 22,000
f. �4,000 �4,000
g. 8,000 6,000 2,000
h. 18,000 18,000
i. �6,000 �6,000
h. 12,000 12,000

Required:
Identify the transactions that correspond to each entry in the worksheet. Dis-
cuss the underlying business reasons associated with each transaction.

Interpreting Financial Statements
3-55 XYZ Corporation’s 2000 and 1999 balance sheets are summarized below (dollars

in millions):

Current Assets 12-31-00 12-31-99
Cash and temporary investments $ 535 $ 499
Receivables, less allowances 706 668
Materials and supplies 211 199
Prepaid and other 213 215

Total current assets 1,665 1,581

Property, plant, and equipment
Net property, plant and equipment 11,044 10,778
Investment in affiliates and other companies 302 268
Other assets and deferred charges 713 793

Total assets $13,724 $13,420

Current Liabilities
Debt maturing within one year 312 146
Accounts payable and other current

liabilities 1,992 1,965
Short-term debt 201 164

Total current liabilities 2,505 2,275
Long-term debt 2,618 3,133
Deferred income taxes 2,570 2,341
Long-term liabilities and deferred gains 2,300 2,491

Shareowners’ equity
Common stock and retained earnings 3,731 3,180

Total liabilities and shareowners’ equity $13,724 $13,420

Required
a. With regard to XYZ’s balance sheet, identify any unusual or unfamiliar terms.

Describe your understanding of each new or unfamiliar term.
b. Calculate the current and quick ratios for each year and analyze XYZ’s liquidity.
c. What recommendations would you suggest to XYZ about its liquidity?
d. Calculate and evaluate XYZ’s debt-to-asset ratios for each year. Calculate any

other appropriate asset management or debt management ratios.
e. How has XYZ changed its financial management strategies? Do these changes

seem to be appropriate? Why?
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Interpreting Financial Statements: Ratio Analysis
3-56 Consider Sigma Designs’ balance sheets for 1993 and 1992 (dollars in thou-

sands). Sigma Designs is a high-tech software development company specializ-
ing in imaging and multimedia computer applications.

Assets 1993 1992
Current Assets

Cash and equivalents $ 5,086 $ 9,283
Marketable securities 14,326 19,537
Accounts receivable, net of allowances 6,471 2,987
Inventories 12,275 10,066
Prepaid expenses and other 435 753
Income taxes receivable 1,582 2,428

Total current assets 40,175 45,054
Equipment, net 1,626 1,607
Other assets 2,466 2,388

Total assets $44,267 $49,049

Liabilities and Shareholders’ Equity
Current liabilities

Accounts payable $ 4,933 $  1,826
Accrued salary and benefits 809 594
Other accrued liabilities 737 1,119

Total current liabilities 6,479 3,539
Other long-term liabilities — 755
Total liabilities 6,479 4,294
Shareholders’ Equity

Common stock 19,287 19,088
Retained earnings 18,501 25,667

Shareholders’ equity 37,788 44,755
Total liabilities and shareholders’ equity $44,267 $49,049

Required
a. Conduct a vertical analysis of Sigma Designs’ balance sheets. What conclu-

sions can be drawn from these ratios?
b. Calculate the current and quick ratios for each year.
c. Does it seem that Sigma Designs has any liquidity problems? What major

changes in current assets and current liabilities may contribute to these liq-
uidity comparisons?

d. Calculate and evaluate the debt-to-assets ratio for Sigma Designs.
e. Concentrate on the equity section of the balance sheet. What may have

caused the changes shown, as in the decrease in Retained Earnings and in
Shareholders’ Equity?

f. Examine the Income Taxes Receivable section. How can a company have in-
come taxes that are receivable and not payable? How are such receivables
usually satisfied? Will the government just issue a refund check to Sigma De-
signs?

Vertical Analysis
3-57 Locate the most recent set of financial statements for the companies listed be-

low. You may use either the 10-K available at EDGAR (www.sec.gov/edaux/
searches.htm) or the annual report available at the company page on the Web.
The annual report is usually located in the Investor Information section.
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Corporation WWW Page Location
Xerox (office products) www.xerox.com
Ben & Jerry’s (food) www.benjerry.com
Lewis Galoob Toys (toys) www.galoob.com
Eli Lilly (pharmaceutical) www.lilly.com

Required
a. For each company, perform a vertical analysis for the four major categories of as-

sets (Current Assets; Investments; Property, Plant, and Equipment; and Other).
b. Discuss the impact that different types of business have on the composition

of total assets.

Ratio Calculations
3-58 Locate the most recent set of financial statements for the corporations listed be-

low. You may use either the 10-K available at EDGAR (www.sec.gov/edaux/
searches.htm) or the annual report available at the company page on the Web.
The annual report is usually located in the Investor Information section.

Corporation WWW Page Location
Ameritech www.ameritech.com
U S West www.uswest.com
Bell Atlantic www.bell-atl.com
Pacific Bell www.pacbell.com

Required
For each company compute the:
a. current ratio
b. quick ratio
c. property, plant, and equipment as a percent of total assets
d. debt-to-assets ratio

Balance Sheet Comparisons
3-59 Locate the balance sheet for IBM and Bank One. You can use either the 10-K

available at EDGAR (www.sec.gov/edaux/searches.htm) or the annual report
available at the company page on the Web. The annual report is usually located
in the Investor Information section.

Corporation WWW Page Location
IBM www.ibm.com
Bank One www.bankone.com

Required
a. Discuss the similarities and differences between the two balance sheets.
b. Property, plant, and equipment is used directly by companies such as IBM to

generate earnings. However, property, plant, and equipment is classified by
banks as Other Assets. Why?
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c h a p t e r

5
LEARNING OBJECTIVES

1. Describe the objectives of the statement of cash flows.
2. Explain the complementary nature of accrual earnings and cash flows.
3. Identify the three types of activities that generate and use cash.
4. Explain the difference between the direct and the indirect methods of presenting

a statement of cash flows.
5. Draw inferences about the financial performance of a firm from the statement of

cash flows.
Appendix: Calculate cash flow from operating activities by using relationships

among income statement and balance sheet items.

INTRODUCTION

Thus far, our focus has been on the two long-standing, conventional financial state-
ments: the balance sheet and the income statement.We now turn our attention to the
statement of cash flows. This chapter describes the statement of cash flows, indi-
cates how cash flow information can be used in analyzing the financial performance
of a business, and explains the relationships among this statement, the balance sheet,
and the income statement.

OVERVIEW

The statement of cash flows is designed to provide information about a firm’s inflows
and outflows of cash during a period of time. It also explains the change in cash from
the beginning of a period to the end of the period.Exhibit 5-1 contains an illustration
of a statement of cash flows.

Objectives
According to SFAS No. 95, the statement of cash flows is intended to help financial
statement readers assess

1. a firm’s ability to generate positive future net cash flows;
2. a firm’s ability to meet its obligations, its ability to pay dividends, and its need for

external financing;

Statement of Cash Flows
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3. the reasons for differences between net income and associated cash receipts and
payments; and

4. the effects on a firm’s financial position of both its cash and its noncash investing
and financing transactions.

Ultimately, a firm’s cash-generating ability affects its solvency, its capacity to pay
dividends and interest, and the price of its securities.Accordingly, a firm’s ability to
generate cash is important to financial statement users.

Accrual Earnings Versus Cash Flow as a Performance Measure
Keep in mind that accrual earnings (net income from the income statement) do not
necessarily reflect cash flows. Many revenue and expense transactions have no im-
mediate cash flow effect.Nevertheless,net income is a very useful performance mea-
sure. It reflects accomplishments by the firm (such as credit sales that will subse-
quently result in cash inflows) as well as resources consumed by the firm in generating
revenue (for example, employee salaries that remain unpaid at the end of a period).

If net income is a useful performance measure, why is cash flow information
needed? An analogy to baseball can be drawn. Many aspects of a baseball player’s per-
formance are measured. For example, home runs measure power hitting, while on-
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The Peak Company
Statement of Cash Flows

(Direct Approach)
For the Year Ended December 31, 2000

Cash flows from operating activities:
Cash received from customers $68,200
Interest received 1,300
Payments to employees (17,100)
Payments to suppliers (40,500)
Interest paid (800)
Taxes paid (2,000)

Net cash provided from operating activities $  9,100

Cash flows from investing activities:
Purchase of equipment (3,500)
Purchase of IBM stock (12,000)

Net cash used in investing activities (15,500)

Cash flows from financing activities:
Proceeds from issuing long-term debt 25,000
Proceeds from issuing common stock 5,000
Payment of short-term debt (12,000)

Net cash provided by financing activities 18,000

Net increase in cash 11,600

Cash at beginning of year 22,000
Cash at end of year $33,600

EXHIBIT 5-1       Statement of Cash Flows—Direct Approach
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base percentage reflects the ability to reach base safely. Similarly, earnings and cash
flows are different performance measures of a business organization.They should be
viewed as complements, rather than substitutes. Each measure contains information
not necessarily reflected in the other. In particular, the statement of cash flows pro-
vides information about a firm’s liquidity and financial flexibility (the ability to re-
spond to unexpected events by altering the amounts and timing of its cash flows).

Cash and Cash Equivalents
Firms can elect to focus their statement of cash flows on either (1) cash or (2) cash
and cash equivalents.The term cash includes cash on hand and cash in bank accounts
that can be withdrawn on demand.Cash equivalents are short-term, highly liquid fi-
nancial instruments with maturities of less than three months; they are quickly con-
vertible into cash. Examples include money market funds, treasury bills, and certifi-
cates of deposit (CDs). Because cash equivalents are so similar to cash, many firms
prefer to combine them with cash, rather than with other investments.

Firms must consistently apply a policy of using either cash or cash and cash equiv-
alents.Additionally, the beginning and ending balances that appear on the statement of
cash flows must correspond to similarly titled items on the balance sheet.

CLASSIFICATION OF ACTIVITIES

As illustrated in Exhibit 5-1, a firm’s cash flows are placed in one of three categories:
operating, investing, or financing.This section describes each of these categories. Ex-
amples of each activity are given in Exhibit 5-2.
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Operating Activities

Cash Inflows Cash Outflows
From customers To employees
From interest To suppliers
From dividends For interest
All other cash inflows For taxes

not defined as an All other cash outflows not defined 
investing or financing activity as an investing or financing activity

Investing Activities

Cash Inflows Cash Outflows
Sale of property, plant, and Purchase of property, plant, and 

equipment equipment
Collections of loans Making of loans
Sale of investments Acquisition of investments

Financing Activities

Cash Inflows Cash Outflows
Issuing common stock Reacquiring common stock
Obtaining loans Repaying loans

Paying dividends

EXHIBIT 5-2       Summary of Activities Generating Cash Flows
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Operating Activities
Operating activities typically involve transactions related to providing goods and ser-
vices to customers. They reflect the cash flow effects of the typical and recurring
transactions that appear on the income statement.Examples of operating cash inflows
are receipts from customers and the receipt of interest and dividends from invest-
ments. Operating cash outflows include payments to employees and suppliers and
payments for interest and taxes.

Investing Activities
Investing activities usually involve cash flows from the acquisition and disposal of
noncurrent assets.Cash outflows arise from purchasing (investing in) property,plant,
and equipment, making loans, and acquiring investments in other corporations. Cash
inflows result from disposing of property, plant, and equipment; collecting loans
(other than the interest); and selling investments.

Financing Activities
Financing activities include cash flows from obtaining and repaying financing.Cash
inflows result from contributions by owners (issuing stock to shareholders in ex-
change for cash) and from loans. Cash outflows arise from payments to shareholders
(as dividends or payments to repurchase their shares) and the repayment of loans (but
not the associated interest).

Exhibit 5-1 shows that the net cash provided (or used) in each of the three clas-
sifications is summarized in the far right column of the statement.The sum of these
amounts equals the change in the cash balance that occurred during the period.This
change is added to the cash balance at the beginning of the year to compute the end-
ing cash balance.These beginning and ending cash amounts must, of course, corre-
spond to the cash figures appearing on the balance sheet.

The remainder of this section addresses two additional format issues: (1) the di-
rect versus the indirect approach to preparing the operating activities section and (2)
noncash investing and financing activities.

Direct Versus Indirect Approach
The operating activities section of Peak’s statement of cash flows in Exhibit 5-1 is pre-
pared based on the direct approach. Under the direct approach,a separate line item
is provided for each type of operating cash inflow and outflow.These items usually
correspond to categories on the income statement. For example, cash received from
customers corresponds to sales revenue on the income statement.Keep in mind,how-
ever, that the income statement and the statement of cash flows provide different in-
formation. For example, the income statement discloses sales made to customers dur-
ing the year, regardless of whether cash has been collected during the year. The
statement of cash flows indicates the amount of cash collected during the year from
customers for the current year’s sales,past years’sales,and even future sales if the firm
has collected cash prior to the point of sale.

An acceptable alternative in preparing the operating activities section is the in-
direct approach. This method begins with net income and makes adjustments to it
in order to arrive at cash generated by operating activities.The indirect approach is il-
lustrated in Exhibit 5-3.

Although both the direct and indirect approaches produce the same figure for
cash provided from operating activities, the internal compositions of the statements
differ substantially.A major advantage of the direct method is that the primary sources
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and uses of cash are listed.As will be seen in a later section, this is highly useful infor-
mation.A major advantage of the indirect method is that the reasons for the difference
between net income and cash generated by operations is detailed.This can help re-
duce uncertainties or answer questions raised by financial statement readers.

As Exhibit 5-3 shows,under the indirect approach,depreciation expense is added
to net income. Because of this, some financial statement readers erroneously believe
that depreciation expense is a source of cash. It is not.Depreciation expense is added
to net income in arriving at cash provided from operating activities because (1) it has
already been subtracted in the computation of net income and (2) it does not involve
any cash outflow.Adding depreciation expense to net income therefore eliminates the
effect of this noncash expense.

The FASB has expressed a preference for the direct approach. In spite of that, the
indirect approach is used more frequently.This is partly due to historical convention;
the indirect approach is similar to the statement that was required prior to SFAS No.
95.Additionally, a firm using the direct approach must provide a schedule that rec-
onciles net income with cash provided by operating activities.This reconciliation es-
sentially consists of the information contained in the indirect approach.Thus, a firm
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The Peak Company
Statement of Cash Flows

(Indirect Approach)
For the Year Ended December 31, 2000

Cash flows from operating activities:
Net income $ 5,300
Adjustments to net income

Depreciation expense 2,000
Increase in accounts receivable (500)
Decrease in interest receivable 200
Increase in inventory (1,000)
Increase in accounts payable 3,000
Decrease in salaries payable (100)
Increase in interest payable 200

Net cash provided from operating activities $ 9,100

Cash flows from investing activities:
Purchase of equipment (3,500)
Purchase of IBM stock (12,000)

Net cash used in investing activities (15,500)

Cash flows from financing activities:
Proceeds from issuing long-term debt 25,000
Proceeds from issuing common stock 5,000
Payment of short-term debt (12,000)

Net cash provided by financing activities 18,000

Net increase in cash 11,600

Cash at beginning of year 22,000
Cash at end of year $33,600

EXHIBIT 5-3       Statement of Cash Flows—Indirect Approach
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that opts for the direct approach must really provide both methods. Some firms are
reluctant to do this, either because additional costs are involved or because they feel
that the statement will become too cluttered and, therefore, less informative. (For
brevity, the reconciliation has been omitted from Peak’s statement of cash flows ap-
pearing in Exhibit 5-1.)

Noncash Investing and Financing Activities
A firm may engage in investing and financing activities that do not involve cash.For ex-
ample,a firm might acquire property by issuing common stock.Although no cash is in-
volved,this transaction is both an investing activity (the acquisition of a noncurrent as-
set) and a financing activity (the issuance of stock).Because these transactions do not
involve cash, they do not appear in the major sections of the statement of cash flows.
However, noncash investing and financing activities are summarized in a sched-
ule that appears at the end of the statement.This provides readers of the cash flow
statement with a complete picture of a firm’s investing and financing activities.

USING CASH FLOW INFORMATION: OPERATING ACTIVITIES

Many financial statement users find the operating activities section to be quite infor-
mative. Creditors, for example, recognize that loans can only be repaid with cash and
that a firm’s operations are a likely source of cash for debt repayment.

Because the ability to generate cash determines dividends and share price, share-
holders and their advisors are interested in cash provided by operating activities.
Moreover, some analysts believe that because reported net income can be manipu-
lated by accounting ploys, cash flow from operating activities is a more reliable per-
formance measure than net income.We will subsequently discuss how managers can
also manipulate cash flow figures.

Keep in mind, however, that not all healthy firms have a large positive cash flow
from operations.Firms that experience growth in sales invariably need to expand their
accounts receivable and inventory.These asset acquisitions must be financed,and cash
generated by operations is a frequently used source.

For example, Digital Power Corp., which designs, develops, and manufactures
component parts for computers and other electronic equipment, increased its sales
from $13,835,008 in 1996 to $18,884,259 in 1997. Digital’s 36% increase in sales was
accompanied by a $1,673,340 increase in accounts receivable and inventory. So even
though net income increased 21% to $1,400,790, the increased investment in receiv-
ables and inventory resulted in a net cash outflow from operating activities of $80,252
in 1997. In Digital’s case, the cash outflow does not indicate poor operating perfor-
mance. Instead, it reflects growth. In general, however, a negative cash flow from op-
erating activities should prompt further investigation.

To illustrate the insights that can be drawn from cash flow numbers, consider Ex-
hibit 5-4,which contains Altron Incorporated’s statement of cash flows.Recall that Al-
tron’s income statement appears in Exhibit 4-1. Additional information that will be
helpful in interpreting the cash flow statement is in Exhibit 5-5.

First, note that Altron chose the indirect format for the operating section of the
cash flow statement. Because of this, the specific sources and uses of cash are not de-
tailed.We will soon show how to estimate some of these numbers.The bottom of the
operating section shows that a positive cash flow of $14,428,000 was generated by
operating activities. Keep in mind, however, that this figure does not reflect the cash
spent to replace worn-out equipment.
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Altron Incorporated
Statement of Cash Flows

For the Year Ended January 3, 1998
(Dollars in thousands)

Cash flows from operating activities:
Net income $14,667
Adjustments to reconcile net income to net cash

Depreciation and amortization 6,637
Deferred taxes 2,345

Changes in current assets and liabilities:
Accounts receivable (941)
Increase in inventory (10,072)
Other current assets (529)
Accounts payable 3,490
Accrued payroll and other employee benefits (543)
Other accrued expenses (626)

Net cash provided by operating activities $14,428

Cash flows from investing activities:
Purchases of investments (14,920)
Proceeds from sale of investments 21,577
Capital expenditures (25,944)

Net cash used in investing activities (19,287)

Cash flows from financing activities:
Proceeds from issuance of common stock 1,086
Income tax benefit of stock options 750

Net cash provided by financing activities 1,836

Net change in cash and cash equivalents (3,023)

Cash and cash equivalents at beginning of year 14,949
Cash and cash equivalents at end of year $11,926

Supplemental disclosures:
Cash paid during the year for:

Interest $     533
Taxes 7,256

EXHIBIT 5-4       Statement of Cash Flows

Altron Incorporated
Selected Financial Statement Information

(Dollars in Thousands)

1997 1996
Total assets $155,603 $134,561
Accounts receivable 25,781 24,840
Inventory 28,626 18,554
Investments 17,438 24,095
Property, plant, and equipment 65,311 45,727

EXHIBIT 5-5       Selected Financial Information Used to Illustrate
Cash Flow Ratios
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Ratios
This section describes several ratios that can be computed from the statement of cash
flows.Because the statement of cash flows is a relatively recent addition to GAAP, the
development of cash flow ratios is at an early stage,and there is no general consensus
about which ratios are the most informative.Also note that some of these ratios re-
quire information disclosed only by the direct approach for preparing the operating
activities section.We will illustrate ways to estimate this information from statements
of cash flows using the indirect approach.

Cash Return on Assets The cash return on assets ratio is calculated by adding
interest payments to cash flow from operating activities (CFOA) and then dividing by
average total assets:

Cash return on assets measures management’s success,given the assets entrusted
to it, in generating cash from operating activities.Because CFOA is available to pay div-
idends and to finance investments, a high ratio is desirable.

Interest payments are added to CFOA in the numerator for the same reason that
interest expense was added to net income in the return on assets calculation dis-
cussed in Chapter 4.That is, cash return on assets is designed to measure manage-
ment’s success in making operating decisions. Because interest payments are deter-
mined by financing decisions, and because they have already been subtracted in
calculating CFOA, they are added back.

Altron’s 19971 cash return on assets is:

Altron’s cash return on assets appears reasonable,but it does not compare very fa-
vorably to the prior year when operating activities generated $22,686,000 and the
cash return on assets was 18.7%.What caused the decline in cash flow? Statements of
cash flows prepared under the indirect approach show the adjustments needed to
convert net income to cash generated by operations. Altron’s largest adjustment is
$10,072,000 for inventory.That is, inventory increased by approximately $10 million
and that inventory expansion was essentially funded from operations.The advisability
of increasing inventory holdings is usually assessed by comparing the percentage in-
crease in sales to the percentage increase in inventory. Sales increased only 4.3%
[($172,428/$165,248) � 1],while inventory increased 54.3% ($28,626/$18,554 � 1).
Thus, the decline in Altron’s cash return on assets raises concerns about its inventory
management or the salability of its inventory.

  �  10.3%

  �  
$14,428 �  $533

($155,603 �  $134,561)�2

Cash return on assets �  
CFOA �  Interest paid

Average total assets

Cash return on assets �  
CFOA �  Interest paid

Average total assets
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of cash flows, since the majority of days included in it are from 1997.
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Some analysts question the use of CFOA in cash return on assets and other ratios.
Their reservation is that CFOA makes no provision for replacing worn-out equipment.
These expenditures are necessary to maintain productive capacity and current oper-
ating levels. Because CFOA is not reduced for these expenditures, it overstates the
amount of discretionary cash flow generated from operations.

Instead of using CFOA in ratio calculations, some analysts use free cash flow.
One way to calculate free cash flow is to subtract from CFOA the cash payment nec-
essary to replace worn-out equipment. Unfortunately, firms rarely disclose this fig-
ure.Although the investing activities section of the statement of cash flows shows
total payments for the acquisition of productive assets, the amounts spent to (1) re-
place assets and (2) expand productive capacity are not detailed.Because of this,de-
preciation expense is sometimes used as an imperfect estimate of the cash expen-
diture needed to maintain productive capacity. Because depreciation expense is
based on historical cost, it probably understates the cash necessary to replace pro-
ductive assets.

Quality of Sales The quality of sales ratio is computed by dividing cash re-
ceived from customers by sales (revenue):

All other things being equal, a firm is in a more advantageous position if a large
portion of its sales is collected in cash. Not only is final realization of the transaction
assured, but the investment in accounts receivable is minimized.

This ratio is particularly useful for analyzing firms that use liberal revenue
recognition policies or firms that, of necessity, employ revenue recognition policies
that require the use of judgment. In both of these situations, a deterioration of this
ratio over time might indicate that a firm is inflating earnings by the use of ques-
tionable accounting judgments. For example, some of Altron’s sales arise from firm
contracts with other businesses for the design and manufacture of custom-made
products.Although Altron records revenue at the time goods are shipped, it could
argue for using the more liberal percentage-of-completion method. Utilizing this
procedure too aggressively would likely result in recognizing significant amounts of
revenue before cash is collected and would be reflected in a low quality of sales ra-
tio.

The quality of sales ratio can also reflect a firm’s performance in making collec-
tions from customers.Suppose that a firm increases sales by the questionable strategy
of reducing the credit standards that customers must meet.These customers are likely
to be relatively tardy in making payments.This situation will be revealed to financial
statement readers by a declining quality of sales ratio.

Altron’s quality of sales ratio cannot be computed from the information shown in
Exhibit 5-4.Why not? The numerator, cash received from customers, is available only
from the cash flow statement under the direct approach. However, this figure can be
approximated by the following relationship:

Cash received
�

Beginning balance in
� Sales �

Ending balance in
from customers Accounts Receivable Accounts Receivable

Quality of sales �  
Cash received from customers

Sales
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To understand this relationship, recognize that both the beginning balance in ac-
counts receivable and sales for the year might potentially be collected in cash during
the current year. In fact, the sum of these two amounts is collected in cash,except for
the balance that remains in accounts receivable at the end of the year.

Altron’s estimated cash collections from customers is $171,487 (in thousands).

Cash received
�

Beginning balance
� Sales �

Ending balance in
from customers in Accounts Receivable Accounts Receivable

$171,487 � $24,840 � $172,428 � $25,781

Altron’s quality of sales ratio for 1997 is 99.5%.

This is a very high quality of sales ratio and reflects good accounts receivable man-
agement and conservative revenue recognition policies.

Reality Check 5-1 describes how the quality of sales ratio provides useful insights
into the software industry.

Quality of Income The quality of income ratio is computed by dividing CFOA
by net income:

This ratio indicates the proportion of income that has been realized in cash.As with
quality of sales, high levels for this ratio are desirable.The quality of income ratio has
a tendency to exceed 100% because (1) depreciation expense has reduced the de-
nominator and (2) cash spent to replace productive assets has not been subtracted in
calculating the numerator.Altron’s 1997 quality of income ratio is 98.4%.

Altron’s 1997 ratio is less than 100% and does not compare favorably to its 1996 ratio
of 128%.The decline in this ratio is largely due to the growth in inventories that was
mentioned previously.

In the discussion of quality of sales,we indicated that revenue recognition may be
judgmental.The same is true with expense recognition.A variety of alternatives for ex-
pense allocations are available to firms, and firms have considerable discretion in the
selection of these alternatives.The quality of income ratio can provide an overall in-

Quality of income �  
$14,428
$14,667

 �  98.4%

Quality of income �  
CFOA

Net income

 � 99.5%

 �  
$171,487
$172,428

Quality of sales �  
Cash received from customers

Sales

   164  Statement of Cash Flows 



dication of how liberal a firm’s accounting judgments have been. Reality Check 5-2
provides information about quality of income ratios in the software industry.

You should realize that cash flows can be manipulated by management. For ex-
ample, customers can be induced to remit payments early if they are provided with a
sufficiently large cash discount.Although the short-term consequences of this action
may be to increase net cash flow, large discounts might not be in the shareholders’
best long-term interest.

Cash Interest Coverage The cash interest coverage ratio is used by creditors
to assess a firm’s ability to pay interest. It is calculated by summing CFOA, interest pay-
ments,and tax payments and then dividing by interest payments. Interest and tax pay-

162 CHAPTER 5

Several firms in the software industry have been criticized for their revenue recognition policies. The allegations suggest
that these firms have recognized revenue prematurely. Such a practice would not only overstate sales, but net income as
well.

Revenue overstatements can be achieved in various ways. Some companies were said to double-bill customers.
Other companies booked revenue when they shipped goods to their own warehouses in foreign countries. Ultimately,
such practices catch up with companies. For example, Oracle Corporation recently paid $24,000,000 to settle share-
holder lawsuits, and Cambridge Biotech Corporation was forced to file for bankruptcy.

The quality of sales ratio can help investors detect and avoid such situations. Consider the following information for
two software companies.

Cambridge Kendall 
Biotech Square Research

(Dollars in thousands)
Accounts receivable

Beginning of year $  5,951 $     804
End of year 10,520 2,785

Sales for year 28,981 10,066

Required

a. Estimate the cash collected from customers for each firm.
b. Compute the quality of sales ratio for each firm.
c. What do you conclude from these ratios?

Solution

a. Cambridge Kendall Square
Biotech Research

Sales $28,981 $10,066
Plus: Beginning accounts receivable 5,951 804
Less: Ending accounts receivable (10,520) (2,785)
Cash collected from customers $24,412 $  8,085

b. Quality of sales = $24,412 $  8,085
$28,981 $10,066

= 84% 80%

c. These ratios are considerably below 100%. This should certainly prompt financial statement readers to undertake fur-
ther investigation.

R E A L I T Y  C H E C K  5 - 1
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ments are added to CFOA because they have been subtracted in the calculation of
CFOA and because those payments are available to cover interest. In particular, tax pay-
ments are added because in the unfortunate case of zero profitability, those payments
would not be made and would provide another measure of relief for the creditors. In-
terest and taxes paid are usually summarized at the bottom of the statement of cash
flows.

The cash interest coverage ratio reflects how many times greater cash provided by
operations is than the interest payment itself.Creditors prefer high levels of this ratio.

Altron’s 1997 cash interest coverage ratio is 4,168% or 41.68 to 1:

This ratio is quite high and should provide creditors with considerable assurance that
Altron is currently generating more than enough cash to meet its interest payments.

Cash interest coverage �  
$14,428 �  $533 �  $7,256

$533
 �  4,168%

Cash interest coverage �  
CFOA �  Interest paid �  Taxes paid

Interest paid
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As with the quality of sales ratio, the quality of income ratio can help detect situations involving questionable accounting
judgments. Reality Check 5-1 showed that the quality of sales ratios for Cambridge Biotech and Kendall Square Research
were both below 85%. Consider the following information:

Cambridge Kendall 
Biotech Square Research

(Dollars in thousands)
Cash provided by operating activities ($5,696) ($27,194)
Net income (loss) $ 348 ($21,619)

Required

a. Compute the quality of income ratio for each firm.
b. What inferences can you draw from these ratios?

Solution

a. Cambridge Kendall Square
Biotech Research

Quality of sales = ($5,696) ($27,194)
$ 348 ($21,619)

= �1,637% 126%

b. Cambridge’s negative quality of income ratio results from a negative numerator and a positive denominator. This in-
dicates that although Cambridge generated a positive net income, its operations resulted in a net cash outflow. The
ratio is quite large (in absolute terms), which should be rather alarming to financial statement readers.

Regarding Kendall Square, interpreting ratios generated from negative numbers is often difficult. A ratio of 126%
usually indicates that a firm generated more cash than income. However, when a 126% ratio is computed from two
negative numbers, it indicates that the firm’s cash outflow exceeded its reported loss. Both the loss and the cash out-
flow from operations should concern financial statement readers.
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USING CASH FLOW
INFORMATION:
INVESTING AND
FINANCING ACTIVITIES

The investing activities section
of the statement of cash flows
summarizes the cash inflows
from disposing of investments,
and the cash outflows from pur-
chasing investments. Altron’s in-
vestments (both short-term and
long-term) consist primarily of
government and municipal
bonds. The short-term invest-
ments, in particular, are highly
liquid and readily available to sat-
isfy pending cash needs. In 1997,
Altron purchased investments
for $14,920,000 and liquidated

investments of $21,577,000, resulting in a net decline in investments of $6,657,000.
The investing activities section also shows that Altron spent $25,944,000 on cap-

ital expenditures. Most of this amount was for a new 100,000 square foot manufac-
turing plant.The 1996 year-end balance sheet shows a property,plant, and equipment
(PPE) figure of $45,727,000.Thus,Altron made a considerable investment in PPE dur-
ing 1997.Altron is in an industry that requires firms to stay up-to-date in terms of tech-
nology.However,Altron should not increase its investment in high technology facilities
to such an extent that its profitability and/or cash flows are ultimately compromised.
Cause for concern is further heightened by the 1996 cash flow statement, which
shows capital expenditures of $21,175,000. Summing over 1996 and 1997,Altron has
spent about $47 million on capital improvements.This amount is approximately equal
to 70% of the PPE figure on the 1997 balance sheet! Questions certainly arise regard-
ing the necessity for Altron to continue such expenditures, as well as its ability to do
so.

So far, we have learned the following about Altron’s 1997 cash flows:

Cash provided by operating activities $14,428,000
Net cash generated by liquidating investments 6,657,000
Cash paid for capital improvements (25,944,000)
Net cash outflow (excluding financing activities) $ (4,859,000)

The financing activities section shows two items.Altron issued common stock in ex-
change for approximately $1,086,000.Altron also received an income tax benefit re-
lated to its stock option plans.These two financing activities were not sufficient to
fund the $4,859,000 outflow. Consequently, the cash balance declined:

Net cash outflow (excluding financing activities) $(4,859,000)
Net cash provided by financing activities 1,836,000
Net change in cash and cash equivalents $(3,023,000)
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As a successful college student, you feel that you can make money by shar-
ing your secrets of success with others. Specifically, you decide to begin a
Scholastic Aptitude Test (SAT) review course. The course will be taught by
yourself and several of your friends. Classroom space can be rented at a lo-
cal community college.

Because of the costs you will incur, a minimum of 20 students is neces-
sary to generate a positive cash flow from operations. If fewer than 20 stu-
dents enroll, you intend to cancel the course.

Marketing is, of course, a key to the success of any new business. At-
tracting new students is essential. This presents you with a dilemma. On the
one hand, you cannot afford to run the course with less than 20 students. On
the other hand, potential students always ask if you are certain that the course
will be offered. Understandably, they prefer to enroll in a course that will not
be canceled. You have many competitors; students can choose from several
review courses.

How would you respond to the students’ questions about course cancel-
lation? Keep in mind that being perfectly honest may result in the failure of
your business.

W H AT  W O U L D  Y O U  D O ?
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A $3 million decline in cash and cash equivalents is not an extremely large drop.
Moreover,Altron has a considerable investment in government securities that can be
liquidated. Also, Altron does not have much debt outstanding, and therefore would
likely have little trouble in securing additional borrowings. Nevertheless, manage-
ment’s plans for funding future capital expenditures should be examined.

SUMMARY OF LEARNING OBJECTIVES

1. Describe the objectives of the statement of cash flows.
The statement of cash flows explains the change in cash from the beginning to
the end of a period. It provides financial statement users with information to as-
sess a firm’s ability to generate positive future net cash flows, to meet its obliga-
tions, to pay dividends, and to generate financing internally.

2. Explain the complementary nature of accrual earnings and cash flows.
Accrual earnings reflect a firm’s success in providing goods and services to cus-
tomers.Cash flow figures show a firm’s solvency and its capacity to pay dividends
and interest.

3. Identify the three types of activities that generate and use cash.
Operating activities include providing goods and services to customers (for ex-
ample,collecting cash from customers and paying cash to suppliers). Investing ac-
tivities involve acquiring or disposing of noncurrent assets (such as property,
plant, and equipment and investments in other corporations).Financing activities
include the obtaining of funds from shareholders and returning funds to share-
holders; financing activities also include obtaining and repaying loans.

4. Explain the difference between the direct and indirect methods of pre-
senting a statement of cash flows.
This distinction lies in the operating section. Under the direct method, a separate
line item is provided for each major operating inflow and outflow of cash. In con-
trast, the indirect approach starts with net income and makes various adjustments
to arrive at cash generated by operating activities.Although the direct method pro-
vides the most useful information, most firms use the indirect method.

5. Draw inferences about the financial performance of a firm from the
statement of cash flows.
Much of the information included in the statement of cash flows can be extracted
by the use of ratios.These ratios provide insights into a firm’s ability to generate
cash in light of the assets it has, the quality of the firm’s sales and net income,and
the ability of the firm to generate cash to meet its interest payments.

QUESTIONS

5-1 The income statement and the cash flow statement focus on various aspects of
profitability and liquidity. Distinguish between these concepts and discuss their
importance to users of financial statements.

5-2 Describe how a firm’s financial statements help meet these objectives:
a. To evaluate a firm’s ability to generate future cash flows available to pay div-

idends to shareholders.
b. To evaluate a firm’s ability to meet its short-term obligations and its needs for

external financing.
5-3 Contrast cash and cash equivalents? Why would managers want to include both

when preparing a statement of cash flows?
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5-4 Why are managers and creditors often more concerned about cash and cash
flows, as compared to nonmonetary assets?

5-5 Discuss three major business activities that usually produce cash inflows or out-
flows.

5-6 What information is provided in a statement of cash flows that is not disclosed
in a balance sheet or an income statement?

5-7 Identify three types of operating, financing, and investing activities. Contrast
these with several noncash investing or financing activities.

5-8 How could a firm report positive amounts of net income and negative cash
flows from operating activities? Identify specific instances where this might
occur.

5-9 Define the following cash flow concepts in your own words as you would de-
scribe them to the owner of a small business:
a. Cash flow from operating activities
b. Cash used to purchase investments
c. Cash obtained from bank loans
d. Cash collected from clients
e. Cash paid to vendors
f. Taxes paid to federal, state, and local governments
g. Loan repayments to bank (including principal and interest)

5-10 Compare and contrast the two methods of preparing cash flow statements: the
direct vs. the indirect method.What are the essential differences between these
two methods? The similarities?

5-11 Identify each of the following activities as either operating, investing, or financ-
ing activities:
a. Cash received from customers
b. Cash paid to acquire operating equipment
c. Cash paid as dividends to shareholders
d. Cash received from issuing common stock
e. Cash paid for income taxes

5-12 Under the indirect method of preparing the statement of cash flows,each of the
following items would be added to net income in measuring cash flows from
operating activities (CFOA).Which (if any) of these items may be considered to
be a source of cash?
a. Depreciation expense
b. Loss on sale of plant and equipment
c. Reductions in customer accounts receivable
d. Increases in supplier accounts payable

5-13 Describe two investing and financing activities that do not involve cash receipts
or payments.Why might a financial analyst want to know about such noncash
transactions?

5-14 Evaluate the following conventions in preparing a statement of cash flows:
a. Dividend payments to shareholders are reported as a financing activity, and

interest payments on debt are reported as an operating activity.
b. Purchases of inventory are operating activities, but purchases of plant and

equipment are investing activities.
c. Accounts payable transactions are operating activities, but most other liabil-

ity transactions are treated as financing activities.
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5-15 In each of the following cases, indicate whether the amount of cash inflow (or
outflow) is greater or less than the related revenue (or expense):
a. A firm’s accounts receivable balance has increased during the period.
b. A firm’s salaries payable balance has increased during the period.
c. A firm’s accumulated depreciation balance has increased during the period.
d. A firm’s inventory balance has increased during the period, and the supplier

accounts payable balance has also increased by a greater amount.
5-16 Discuss how cash return on assets (CROA) can be used as a measure of manage-

rial performance. Distinguish between CROA and “free cash flow.”
5-17 A government agency once reported to one of the authors that it could not ex-

tend a job offer because it was “financially embarrassed.”What do you suppose
this term meant? Could a commercial company also be financially embarrassed?
What mechanisms might a firm have that a government agency would not have
to avoid financial embarrassment?

5-18 Consider the differences between owning and managing an apartment building
or a retail store.Would the owner of one prefer a cash-based measure of perfor-
mance? Would one prefer an accrual-based performance measure? Would either
have an advantage if only the income statement, or only the statement of cash
flows, were used to evaluate annual operations? Why?

EXERCISES

Effects of Transactions: Cash Versus Accrual
5-19 Consider the following transactions or events:

1. Sold merchandise on account.
2. Sold a used computer for cash.
3. Paid a supplier’s overdue account.
4. Recorded depreciation expense on a building.
5. Signed a mortgage and received cash.
6. Purchased inventory on account.
7. Gave a refund after hearing a customer’s complaint.
8. Received payment from a customer.
9. Sold shares of IBM stock for cash and recorded a gain.

10. Recorded a loss after discarding obsolete inventory.
11. Received a personal cash gift from a friend.
12. Made an “even”swap of a used truck for another truck.
13. Paid quarterly unemployment taxes.
14. Received a tax refund after sending duplicate checks to the IRS.

Required
a. Show the effects on cash of each transaction or event,using the format below:

Effects on Cash                                                                             
Increase Decrease No Change

b. Show the effects of each transaction or event on net income, using a similar
format:

Effects on Net Income                                                                  
Increase Decrease No Change
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Effects of Transactions: Cash Versus Accrual 
5-20 Consider the following events or transactions:

1. Delivered groceries and received a personal check.
2. Took a taxi and paid the fare.
3. Gave a refund for defective merchandise.
4. Recorded depreciation.
5. Sold a building,received a note receivable in exchange,and recorded a gain.
6. Made a donation to the Youth Services Community Foundation.
7. Received proceeds of a bank loan.
8. Received title to a classic Corvette in settlement of a customer’s account.
9. Returned merchandise to a supplier for credit.

10. Traded in a used truck and acquired a new truck with the balance owed on
account.

11. Found securities in the bottom of an old trunk in the attic that are now
worth $100,000.

12. Filed an insurance claim for water damage to inventory.
13. Recorded a loss due to water damage.
14. Received a refund from a supplier who had been overpaid.

Required
a. Show the effects on cash of each transaction or event,using the format below:

Effects on Cash                                                                             
Increase Decrease No Change

b. Show the effects of each transaction or event on revenues or expenses,using
a similar format:

Effects on Shareholders’ Equity                                                  

Revenues (Increase) Expenses (Decrease) No Change

Effects of Transactions on Cash Flows
5-21 The following transactions were reported by Colorado Company in its statement

of cash flows. Indicate whether each transaction is an operating (O), a financing
(F), an investing (I),or a transaction that has no effect on cash flows (X) activity.
1. Office supplies were purchased and paid for.
2. Land was sold for cash.
3. Employees’ salaries and wages were paid.
4. The firm made a short-term loan to its president.
5. A short-term bank loan was obtained.
6. Interest on this loan was paid.
7. The maturity date on this loan was extended.
8. Depreciation for the year was recorded.
9. The firm’s tax return was filed with a request for a refund.

10. The firm paid its unemployment taxes to the state.

Transaction Analysis
5-22 Indicate where each of the following transactions would be reported on the

statement of cash flows (operating section, investing section, financing section,
or not a cash flow item):
1. Purchased inventory on account.
2. Issued common stock for cash.
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3. Paid loan principle.
4. Paid interest on the loan.
5. Lent money to a customer.
6. Received cash from sales.
7. Paid inventory suppliers.
8. Sold a building for cash.
9. Recorded a gain on the sale of the building in transaction 

10. Received a dividend from short-term investments.
11. Recorded depreciation for the period.

Interpreting Cash Flow Concepts
5-23 Discuss the differences in the following terms:

a. Cash received from customers versus sales revenue
b. Cash paid to suppliers versus cost of goods sold
c. Cash proceeds from the sale of equipment versus gain on the sale of equip-

ment
d. Cash paid to employees versus wages expense
e. Cash paid for equipment versus depreciation expense

Performance Evaluation, Alternative Scenarios
5-24 Evaluate the following two scenarios and identify the possible sources of infor-

mation that would be used by a union in asserting its demands to two different
bargaining units (employers).
1. Firm 1 reported record high earnings, but also told its union representatives

that it could not afford even a small increase in wages.
2. Firm 2 reported huge decreases in its earnings and,at the same time,was con-

sidering accepting its union’s proposed 15% average increase in wages.

PROBLEMS

Transaction Analysis: Expanded Accounting Equation
5-25 The following transactions were recorded by May G&M Retail Stores:

1. Merchandise inventory was sold on account for $120,000.
2. The cost of merchandise sold in transaction 1 was $62,500.
3. Collections from customers were $125,000.
4. A $900,000 long-term note payable was paid by check.
5. A $10,000 loan to the company’s president was due, but not yet paid.
6. One hundred thousand dollars was invested in short-term certificates of

deposit.
7. Merchandise inventory was purchased on account for $65,000.
8. Payments of $62,500 were made to suppliers.
9. Interest of $9,000 is due on a long-term note payable.

10. Paid half the interest (transaction 9).
11. A $45,000 refund from a supplier was received unexpectedly.
12. Land was purchased for $95,000 cash and a $300,000 note.
13. Salaries and wages due at the end of the fiscal period were accrued at

$7,800.
14. Recorded depreciation of $4,650 on equipment.
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Required
Classify each transaction into the following balance sheet equation and, if an
item affects cash,note next to the cash item where it would appear in the state-
ment of cash flows (using the direct method).

170 CHAPTER 5

CASH � OTHER ASSETS � LIABILITIES � SHAREHOLDER� EQUITY

Recording Transactions and Preparing a Simple Income
Statement and Partial Cash Flow Statement
5-26 The following transactions were made by Manning, Inc.:

1. Merchandise was purchased for $180,000 cash.
2. Sales during the year (half received in cash) were $250,000.
3. Cost of goods sold in transaction 2 was $130,000.
4. Wages earned by employees was $42,000,of which $20,000 was still unpaid

at year-end.
5. Prepaid rent at the beginning of the year was $36,000.This represented rent

for 18 months.
6. Utilities incurred during the year totaled $8,500.Three-fourths of this was

paid by year-end.

Required
a. Record these transactions using the accounting equation. Set up separate

columns for assets, liabilities, and shareholders’ equity.
b. Prepare an income statement.
c. Prepare the operating activities section of the statement of cash flows (using

the direct method).
d. Comment on any differences in net income and cash flow from operating ac-

tivities.

Transaction Analysis
5-27 The following transactions were recorded by Macintosh Corporation:

1. Purchased a building and took on a mortgage for $150,000.
2. Purchased merchandise for $12,000 cash.
3. Collected an account receivable of $4,000.
4. Recorded depreciation of $20,000.
5. Paid dividends of $8,000 to shareholders.
6. Received $15,000 cash from the sale of a short-term investment, and re-

corded a loss of $2,000 on the sale.
7. Issued additional common stock and received $5,000.
8. Paid interest of $11,000 on the mortgage.

Integration 
of Concepts

Integration 
of Concepts
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Required
Classify these transactions in terms of the balance sheet equation given below
and indicate which transactions would be reported on the statement of cash
flows by labeling the transaction as an operating, investing,or financing activity.

STATEMENT OF CASH FLOWS 171

CASH � OTHER ASSETS � LIABILITIES � SHAREHOLDER� EQUITY

Converting from Cash Flows to Revenues and Expenses
5-28 Determine the amounts of revenue or expense associated with each of the fol-

lowing cash flows:
1. Cash received from customers was $8.5 million; accounts receivable in-

creased by $1.6 million.
2. Paid salaries of $3 million; salaries payable decreased by $.6 million.
3. Paid cash of $4.5 million to suppliers;supplier accounts payable increased by

$.5 million. Inventories decreased by $1 million.

Converting from Revenues and Expenses to Cash Flows
5-29 Determine the amounts of cash flows associated with each of the following:

1. Sales revenue was $20 million; accounts receivable decreased by $2 million.
2. Salary expense was $7.5 million; salaries payable decreased by $1 million.
3. Cost of goods sold was $9 million; inventories decreased by $1.2 million.Sup-

plier accounts payable increased by $1.6 million.

Effects of Asset Disposals on Cash Flows
5-30 The Shifting Sands Company reported an increase in its property (land) account

of $4 million during 1999.During 1999, the firm sold land with an initial cost of
$12 million for cash proceeds of $9 million and purchased additional land for
$16 million. Determine the effects of these transactions on the following ele-
ments of the firm’s 1999 financial statements:
a. Net income (ignore income tax effects)
b. Adjustments to net income to compute cash flows from operations (as in the

indirect method)
c. Cash flows from investing activities

Preparing a Cash Flow Statement from a Listing of Transactions
5-31 Haywire Systems had the following cash receipts and payments during 2000

(dollars in millions):
1. Cash received from customers $130
2. Cash paid to inventory suppliers 42
3. Cash paid to employees as wages 38
4. Paid income taxes 31
5. Cash paid for other operating expenses 17
6. Cash dividends paid to shareholders 10
7. Cash paid to acquire equipment and vehicles 75
8. Cash paid to retire bank loans 25
9. Cash received from sale of land 8

10. Cash received by a company issuing common stock 85

Critical Thinking

Critical Thinking

Critical Thinking
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Required
Based on the above information, using the direct method:
a. Determine cash flow from operations.
b. Determine cash flow from investments.
c. Determine cash flow from financing.
d. Calculate Haywire’s net income for 2000. If this is not possible, identify addi-

tional information that would be needed to determine net income.

Computing Quality of Sales Ratios
5-32 Consider the following information for two hi-tech companies:

Oxford, LTD Kendall, LTD
(Dollars in thousands)

Accounts receivable
Beginning of year $ 9,915 $ 408
End of year 11,250 7,258

Sales for year 21,891 11,606

Required
a. Calculate the cash collected from customers for each firm.
b. Compute the quality of sales ratio for each firm.
c. What do these ratios indicate?

Computing Quality of Income Ratios
5-33 Consider the following information for two high-tech companies:

Oxford, LTD Kendall, LTD
(Dollars in thousands)

Cash provided by operating activities $5,600 $  7,419
Net income $   684 $12,916

Required
a. Compute the quality of income ratio for each firm.
b. What inferences can be drawn from these ratios?

Computing Cash-Based Ratios
5-34 Consider the following information:

Windbag International, Inc.
Selected Financial Statement Information

(Dollars in Millions)

2000 1999
Total assets $1,086 $ 996
Total owners’ equity 681 660
Debt 145 201
Sales 1,256 1,199
Accounts receivable 28 27
Depreciation expense 74 69
Interest paid 19 22
Taxes paid 53 42
Purchases of property, plant, and equipment 142 117
Net cash outflow from investing activities 95 107
Cash flow from operating activities 166 147
Net income 97 79
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Required
a. Calculate the following ratios, for each year:

1. Cash return on assets (2000 only)
2. Quality of sales
3. Quality of income
4. Cash interest coverage

b. Based on your ratios, evaluate Windbag’s performance. In what areas do the
cash flow ratios indicate positive or negative performances?

Interpreting Cash Flow Statement
5-35 The following cash flow statement was prepared by the Brainard Music Com-

pany for the year ended December 31, 2000:

Cash flow from operating activities $(346,000)
Cash flow from investing activities:

Purchase of Musicbox, Ltd. $(280,000)
Purchase of property and equipment (120,000)

Total from investing activities (400,000)
Cash flow from financing activities:

Proceeds from issuance of stock 130,000
Proceeds from short-term bank loans 540,000
Payment of dividends (110,000)

Total from financing activities 560,000

Net decrease in cash $(186,000)

Required
a. Give three reasons why Brainard engaged in these investing and financing ac-

tivities.
b. Assume that Brainard received dividends from Musicbox,Ltd.Why aren’t they

reported as part of investing activities?
c. Discuss the concept of depreciation as it affects cash flows and as it affects

Brainard Music Co.
d. Do you think the future outlook for this company is optimistic? Why or why

not?

Interpreting Financial Statements: Cash Flow Effects
5-36 The following statement of cash flows has been provided by Davo’s Surf Shop of

Malibu, California:

Davo’s Surf Shop
Statement of Cash Flows

For the Year Ended December 31, 2000

Cash flows from operating activities $   225,000
Cash flows from investing activities:

Investment in Susie’s Swim-Wear, Ltd. $  (215,000)
Purchase of marketable securities (550,000)
Proceeds from sale of building 1,000,000 235,000

Cash flows from financing activities:
Proceeds from debt issuance $   600,000
Gift from friends and family 400,000
Payment of dividends (200,000) 800,000

Net increase in cash $1,260,000
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Required
a. Explain and discuss each item that resulted in a change in cash for Davo’s

Surf Shop.
b. Based on this limited information for only one year, evaluate Davo’s future

prospects.
c. What other information would be helpful in evaluating Davo’s prospects?

Interpreting Financial Statements: Cash Flow Effects
5-37 Byte City, Inc., provided the following cash flow information in the form of

subtotals on its cash flow statements:

2000 1999
Net cash provided by operating activities $ 2,956,020 $     587,249
Net cash used in investing activities (8,123,648) (33,942,808)
Net cash provided by financing activities 3,880,973 31,672,955
Net decrease in cash and cash equivalents $(1,286,655) $ (1,682,604)

Required
a. Did Byte City’s cash and cash equivalents increase or decrease in 1999? In

2000? Why?
b. How would you assess Byte City’s cash flows from operating activities?
c. What financing and investing strategies was Byte City apparently following in

1999? How did this strategy change in 2000?
d. If Byte City purchased other companies in 1999 for more than $47 million,

and borrowed almost $37 million, what does this new information indicate
about its financing and investing strategies.

e. If Byte City made zero payments on long-term debt in 1999,but its payments
in 2000 totaled more than $26 million, reevaluate its financing strategies?

f. What other information would be helpful in answering these types of ques-
tions?

Calculate Cash Flow Ratios
5-38 Given the following information extracted from Byte City’s financial statements,

calculate and evaluate its cash flow ratios:

2000 1999
Interest paid $    4,186,532 $    3,695,431
Interest received 718,574 1,218,940
Income taxes paid 150,000 1,997,600
Total assets 107,219,075 103,542,717
Long-term debt 58,742,916 62,671,335
Shareholders’ equity 42,827,531 35,912,651

Net income (loss) 7,459,828 (32,818,050)
Net revenues 129,485,952 109,948,716
Net cash provided by operations 2,956,020 587,249
Cash received from customers 118,158,941 101,879,383

Required
a. Discuss the differences between net cash provided by operations and cash

received from customers.
b. Discuss the differences between net revenues and cash received from cus-

tomers.
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c. Using the previous data, estimate Byte City’s overall cash flows or cash bal-
ances at the end of each year. Justify your conclusions.

d. Refer to the data in the previous problem (5-37). Revise your conclusions
about Byte City’s overall cash flows or cash balances at the end of each year.
Again, justify your revised answer.

e. Calculate the following ratios for each year:
1. Cash return on assets (2000 only)
2. Quality of sales
3. Quality of income
4. Cash interest coverage

f. Based on these ratios,evaluate Byte City’s performance each year. In what ar-
eas do the cash flow ratios indicate positive or negative performances?

g. What additional information would be useful in evaluating Byte City’s per-
formance?

Interpreting Financial Statements: Cash Flow Effects
5-39 The following summary information has been extracted from the financial state-

ments of Hi-Tech Vaporware (dollars in thousands):

2000 1999
Total net revenues $126,000 $106,000
Operating expenses (105,100) (93,500)
Interest income 700 950
Interest expense (3,560) (3,815)
Provision for income taxes (355) (215)
Net income $17,685 $    9,420

Total assets $131,900 $101,500
Total long-term debt 30,150 36,450
Total shareholders’ equity 99,759 62,420

Cash received from customers 116,580 98,987
Cash paid to suppliers (114,371) (94,641)
Income taxes paid 4,965 (702)
Interest paid (1,474) (1,886)
Net cash provided by operating activities 5,700 1,758
Sale of marketable securities 716 3,873
Capital expenditures (9,608) (48,017)
Net cash used in investing activities (8,892) (44,144)

Proceeds from bank loans 11,467 40,593
Payments on bank loans (16,380) —
Proceeds from issuing common stock 13,794 1,875
Net cash provided by financing activities 8,881 42,468

Net increase in cash and cash equivalents $    5,689 $         82

Required
a. Discuss the differences between net cash provided by operating activities

and cash received from customers.
b. Discuss the differences between net revenues and cash received from cus-

tomers.
c. From the data above, evaluate Hi-Tech’s overall cash flows during the year.

Similarly evaluate its cash balances at the end of each year.
(Continued)
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d. What part of the balance sheet or cash flow statement would improve your
evaluations of Hi-Tech’s overall cash flows or cash balances at the end of ei-
ther year? Why?

e. Calculate the following ratios for each year:
1. Cash return on assets (2000 only)
2. Quality of sales
3. Quality of income
4. Cash interest coverage

f. Based on these ratios, evaluate Hi-Tech’s performance. In what areas do the
cash flow ratios represent positive or negative performances?

g. What additional information would be useful in evaluating Hi-Tech’s perfor-
mance?

Interpreting Financial Statements: Cash Flow Effects
5-40 United States Surgical Corporation (USSC) provided the following consolidated

statement of cash flows, as abbreviated:

Year Ended December 31,
1993 1992

Cash flows from operating activities:
Cash received from customers $1,103,300 $1,087,700
Cash paid to suppliers and employees (941,200) (905,900)
Interest paid (18,300) (15,600)
Income taxes paid (12,800) (18,400)

Net cash provided by operating activities 131,000 147,800

Cash flows from investing activities:
Property, plant, and equipment purchases (216,400) (270,700)
Other asset purchases (31,100) (31,100)

Net cash used in investing activities (247,500) (301,800)

Cash flows from financing activities:
Long-term debt borrowings 2,614,400 1,840,800
Long-term debt repayments (2,495,900) (1,696,000)
Common stock issued 8,100 35,200
Dividends paid (13,700) (16,400)
Repurchases of common stock — (16,100)

Net cash provided by financing activities 112,900 147,500

Net decrease in cash $      (3,600) $      (6,500)

Required
a. Identify and discuss any unfamiliar terms or unusual treatments in USSC’s

cash flow statement.
b. Discuss the differences between net cash provided by operating activities

and cash received from customers.
c. From the data above, evaluate USSC’s overall cash flows or cash balances at

the end of each year.
d. What part of the balance sheet or cash flow statement would help you bet-

ter evaluate USSC’s overall cash flows or cash balances at the end of either
year? Why?

e. Given the following additional balance sheet and income statement data:
(Continued)
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1993 1992
Net sales $1,037,200 $1,197,200
Net income (loss) (138,700) 138,900
Interest expense 18,500 14,700
Income taxes 1,300 54,000

Total assets 1,170,500 1,168,000
Long-term debt 137,500 110,700
Stockholders’ equity 443,900 590,000

Calculate the following ratios, for each year:
1. cash return on assets (1993 only)
2. quality of sales
3. quality of income
4. cash interest coverage

f. Based on these ratios,evaluate USSC’s performance.In what areas do the cash
flow ratios represent positive or negative performances?

g. What additional information would be useful in evaluating USSC’s perfor-
mance?

Interpreting Financial Statements: Cash Flow Effects
5-41 StorageTek’s consolidated statement of cash flows contained the following in-

formation, as abbreviated (dollars in thousands):

Year Ended
December December
31, 1993 25, 1992

Operating Activities
Cash received from customers $1,532,183 $1,572,892
Cash paid to suppliers and employees (1,446,321) (1,456,835)
Interest received 54,251 67,136
Interest paid (40,519) (47,751)
Income taxes paid (12,048) (28,327)
Net cash from operating activities 87,546 107,115

Investing Activities
Short-term investments, net (15,377) 40,227
Purchase of property, plant, and equipment (67,720) (106,119)
Business acquisitions, net of cash — (51,761)
Other assets, net (6,945) (4,136)
Net cash used in investing activities (90,042) (121,789)

Financing Activities
Proceeds from preferred stock offering 166,479 —
Proceeds from nonrecourse borrowings 87,508 114,935
Repayments of nonrecourse borrowings (147,647) (169,005)
Proceeds from other debt 79,740 21,320
Repayments of other debt (44,144) (27,538)
Other financing activities 2,009 61,050
Net cash from financing activities 143,945 762

Effect of exchange rate changes (4,341) (4,884)

Increase (decrease) in cash $   137,108 $    (18,796)
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Required
a. Identify and discuss any unfamiliar terms or unusual treatments in Storage-

Tek’s cash flow statement.
b. Discuss the differences between net cash provided by operating activities

and cash received from customers.
c. From the data above, evaluate StorageTek’s overall cash flows or cash bal-

ances at the end of each year.
d. What part of the balance sheet or cash flow statement would help you bet-

ter evaluate StorageTek’s overall cash flows or cash balances at the end of ei-
ther year? Why?

e. Given the following additional balance sheet and income statement data (dol-
lars in thousands):

1993 1992
Net sales $   902,482 $1,079,130
Net income (loss) (77,796) 9,334
Interest expense 43,670 48,706
Income taxes 5,000 17,700

Total assets 1,793,009 1,739,043
Long-term debt 361,718 369,988
Stockholders’ equity 1,017,303 927,913

Calculate the following ratios for each year:
1. Cash return on assets (1993 only)
2. Quality of sales
3. Quality of income
4. Cash interest coverage

f. Based on these ratios, evaluate StorageTek’s performance. In what areas do
the cash flow ratios indicate positive or negative performances?

g. What additional information would be useful in evaluating StorageTek’s per-
formance?

h. StorageTek’s 1991 fiscal year ended on December 27.Would the difference in
the number of days or number of weeks in each fiscal year affect any of the
above analyses? Why?

Interpreting Financial Statements: Cash Flow Effects
5-42 The following (summary) statement of cash flows has been provided by Sigma

Designs, which specializes in diversified graphic systems, document imaging,
and multimedia markets.
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Sigma Designs, Inc.
Statement of Cash Flows (abbreviated)

For the Years Ended January 31, 1993 and 1992
(Dollars in Thousands)

1993 1992
Cash flows from operating activities:
Net loss $(7,166) $(3,443)
Summary of adjustments to net loss activities (659) 4,731
Net cash provided by (used for) operating activities (7,825) 1,288
Cash flows from investing activities:
Purchases of marketable securities (25,367) (28,598)
Sales of marketable securities 30,518 23,189
Equipment additions (801) (702)
Software development costs (capitalized) (551) (1,070)
Other asset transactions (339) 87
Net cash provided by (used for) 

investing activities 3,460 (7,094)

Cash flows from financing activities:
Common stock sold 312 329
Repayment of long-term debt (39) (35)
Other financing transactions (105) 24
Net cash provided by (used for) 

financing activities 168 318
Decrease in cash and equivalents $(4,197) $(5,488)

Required
a. Explain and discuss each item that resulted in a change in cash for Sigma De-

signs.
b. Based on this information, evaluate Sigma’s future prospects.
c. Indicate whether Sigma used the direct or indirect method to calculate its

cash flows from operations. How can you tell?

Interpreting Financial Statements: Cash Flow Effects, 
Trends in Cash Flow, and Net Income
5-43 The following (summary) statement of cash flows has been provided by Sigma

Designs, which specializes in diversified graphic systems, document imaging,
and multimedia markets.
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Sigma Designs, Inc.
Statement of Cash Flows (abbreviated)

For the Years Ended January 31, 1995 and 1994
(Dollars in Thousands)

1995 1994
Cash flows from operating activities:

Net loss $(1,000) $(2,145)
Summary of adjustments to net loss 

activities 2,997 2,731
Net cash provided by (used for) 

operating activities 1,997 586

Cash flows from investing activities:
Purchases of marketable securities (20,547) (23,288)
Sales of marketable securities 35,245 32,155
Equipment additions (625) (502)
Software development costs (capitalized) (300) (1,200)
Other asset transactions (273) 215
Net cash provided by (used for) 

investing activities 13,500 7,380

Cash flows from financing activities:
Common stock sold 594 450
Repayment of long-term debt (47) (40)
Other financing transactions (252) (75)
Net cash provided by (used for) 

financing activities 295 335
Decrease in Cash and Equivalents $15,792 $ 8,301

Required
a. Explain and discuss each item that resulted in a change in cash for Sigma De-

signs.
b. Based on this information, evaluate Sigma’s future prospects.
c. Did Sigma use the direct or indirect method? What evidence indicates which

method Sigma used?
d. With reference to the data in this assignment, and in the preceding assign-

ment (5-42),prepare a graph showing the trends in Sigma Designs’cash flow
from operations.On the same graph,show Sigma’s net income (loss).Discuss
these trends, along with your estimate of Sigma’s future prospects.

e. Write a short memo to Sigma Designs’ controller regarding the effects of net
losses on operating cash flows during the period 1992 through 1995. Evalu-
ate the dramatic turnaround in Sigma’s cash balances.What factors caused
this reversal (1992-95)?

Interpreting Financial Statements: Cash Flow Effects
5-44 A condensed version of Microbyte Corporation’s consolidated statements of

cash flows for 1999 and 2000 are shown below (dollars in thousands):
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2000 1999
Cash flows from operating activities:

Cash received from customers $164,177 $82,152
Cash paid to suppliers and employees (142,336) (69,507)
Interest received 2,622 722
Interest paid (87) (224)
Income taxes paid (16,121) (5,187)
Net cash provided by operating activities 8,255 7,956

Cash flows from investing activities:
Sale (purchase) of short-term investments 600 (16,200)
Capital expenditures (9,740) (1,932)
Net cash used for investing activities (9,140) (18,132)

Cash flows from financing activities:
Proceeds from issuing common stock 496 22,114
Payments under capital leases (472) (347)
Other (9) 31
Net cash provided by financing activities 15 21,798

Net increase (decrease) in cash (870) 11,622
Cash balances at beginning of year 14,808 3,186

Cash balances at end of year $  13,938 $14,808

Required
a. Is Microbyte’s statement of cash flows based on the direct or indirect

method? What evidence supports this view?
b. By how much did Microbyte’s cash flow from operations increase?
c. During these two years, how much did Microbyte spend to purchase mar-

ketable securities and other short-term investments? Did Microbyte buy or
sell securities each year? Show any relevant calculations.

d. How much did Microbyte spend on capital expenditures during the two
years? Did Microbyte purchase or sell capital assets each year? How do you
know?

e. During these two years, how much money did Microbyte receive by issuing
common stock? Given these proceeds, what do you suppose Microbyte did
with it? Why would Microbyte take these actions?

f. By how much did Microbyte’s collections from customers increase between
1999 and 2000? Does this increase represent modest or significant growth?
Is the increase in cash paid to suppliers and employees consistent with this
growth? Why?

g. By how much did Microbyte’s cash balances increase between the beginning
of 1999 and the end of 2000? Is this increase significant? Does it represent a
significant increase in Microbyte’s liquidity? Why?

h. Why do you think the amounts shown for interest payments are so low? Why
is interest received so much larger than interest payments? Under what cir-
cumstances is this a favorable relationship?

i. During 1999,Microbyte’s cash increased by $11,622,000.On the other hand,
during 2000 its cash decreased by  $870,000. Is this trend alarming? Does it
indicate any problems for Microbyte?

j. How would an analyst evaluate the relationship between Microbyte’s cash
provided by operations of $8,255,000 and its cash used for investing activi-
ties of $9,140,000? How is this relationship affected by Microbyte’s financing
activities? Has Microbyte been a prudent manager of its cash during 2000?
Why? continued
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k. Compute the following ratios or amounts for Microbyte Corporation for
2000. Discuss each ratio in the context of Microbyte’s statement of cash
flows.
1. Cash flow from operating activities
2. Cash return on assets, assuming average total assets are $81,613,000
3. Cash return on stockholders’ equity, assuming average stockholders’ eq-

uity is $60,386,000
4. Quality of sales, assuming sales revenues are $170,290,000
5. Quality of income, assuming net income is $40,513,000
6. Cash interest coverage

l. Compute the following ratios or amounts for Microbyte Corporation for 1999
and discuss each ratio in the context of Microbyte’s statement of cash flows.
1. Cash flow from operating activities
2. Quality of sales, assuming sales revenues are $88,655,000
3. Quality of income, assuming net income is $17,848,000
4. Cash interest coverage

m. Evaluate the trends in these ratios over the two years.
n. Evaluate Microbyte’s future prospects.

Interpreting Financial Statements: Cash Flow Effects
5-45 Consider the following (summary) consolidated statements of cash flows from

Pioneer Resource, Inc., for 1999 and 2000:

Consolidated Statements of Cash Flows
Pioneer Resource, Inc.

For the years ending December 31, 2000 and 1999
(Dollars in Millions)

2000 1999
Cash flows from operating activities:

Net cash from operating activities $ 2,989.5 $3,125.7
Cash flows from investing activities:

Acquisitions of property, plant, 
and equipment $(2,454.0) (2,111.9)

Acquisitions of new companies (796.3) (65.4)
Other investing activities, net 125.8 (185.6)

Net cash from investing activities (3,124.5) (2,362.9)

Cash flows from financing activities:
Net change in short-term debt 818.4 17.5
Issuance of long-term debt 97.5 32.9
Retirements of long-term debt (102.3) (89.2)
Dividend payments (825.4) (776.4)
Repurchase of common stock (588.1) (807.2)
Other financing activities, net 205.3 895.7

Net cash from financing activities (394.6) (726.7)

Net increase (decrease) in cash and 
temporary investments $   (529.6) $     36.1

Required
a. Identify and discuss each item that caused a change in Pioneer Resource’s net

cash flows for each year.
b. Using only the cash flow statement, evaluate Pioneer Resource’s cash flow

prospects for 2001. continued
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c. Describe and evaluate Pioneer Resource’s apparent strategy for financing its
acquisitions. How do its dividend payments and its repurchases of common
stock affect its financing strategies?

d. If Pioneer Resource’s net income figures for 2000 and 1999 were, respec-
tively, $1,253.8 and $1,238.2 (dollars in millions), write a short essay ex-
plaining the relationship between net income and net cash flow provided by
operating activities. Draw a simple graph to show how these amounts relate
to each other.What conclusions can be drawn from the graph?

e. Compare Pioneer Resource’s net income and cash provided by operating ac-
tivities with the net income and cash flow trends for another company. Un-
less your instructor designates another company,use the data from Sigma De-
signs’ net income (loss) and cash provided (or used) by operating activities
(see problem 5-43).Although these are two distinctly different companies,
how do your conclusions about cash flows differ? Why do you think there are
such vast differences?

Interpreting Financial Statements: Cash Flow Effects
5-46 Mitronics Corporation reported the following items (which are only partial ex-

cerpts) in its 1997 statement of cash flows (dollars in thousands).

1997 1996
Net earnings $788 $845
Increases (decreases) in current liabilities (512) 532
Cash provided by operating activities 276 1,377

In the financial review section of Mitronics’annual report,management reported
the following:

Cash provided by operations was $276,000 in 1997 compared with
$1,377,000 in 1996.The reduction was primarily due to lower earnings from
operations and a reduction in current liabilities.

Required
a. Explain in your own words what Mitronics is communicating in this note.

Why might Mitronics’ managers manage its cash in this manner?
b. What else would a financial analyst like to know about Mitronics’ cash flow

from operating activities?

Interpreting Financial Statements: Cash Flow Effects
5-47 SILLA, Inc., reported the following items (which are partial excerpts) in its 1999

statement of cash flows (dollars in thousands):

2000 1999
Net loss $(81,542) $(202,144)
Interest payments, net (114,000) (132,000)
Debt repayments (214,000) (7,100)
Cash provided by operating activities 36,548 15,432

Included in management’s discussion of SILLA’s annual results was the following:
During 1999, cash flows from operating activities included $31 million relat-
ing to net reductions in operating receivables and payables relating primarily
to property sales of $35 million.Accordingly,operations provided enough cash
flow for net interest costs but did not provide substantial additional cash for
debt principal repayment or capital expenditures.
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Required
a. Has SILLA improved its cash flow in 2000 (versus the prior year)? What ac-

tions has it taken that resulted in significant changes in cash flow?
b. On what grounds would you agree, or disagree, with management’s asser-

tions about its cash flow from operating activities?

Interpreting Financial Statements: Cash Flow Effects
5-48 Woodway Company reported the following data in its 2000 statement of cash

flows (dollars in thousands):

2000 1999
Net earnings $ 1,654 $6,215
Cash provided by operating activities 26,118 1,984

Required
a. What are some likely explanations for the trend in cash provided by operat-

ing activities relative to the trend in net earnings?
b. Would you expect Woodway’s cash balance at the end of 2000 to be higher

or lower than that at the end of 1999? Why? What other information would
you need before drawing definitive conclusions in this regard?

Interpreting Financial Statements: Cash Flow Effects
5-49 The following cash flow statement from Low-Down Industries is causing con-

cern to its president,Ms.High-Flyer.She can’t understand why Low-Down is hav-
ing trouble meeting its debt obligations on a timely basis. She is further con-
cerned about the long-term prospects of the company, especially because last
year’s net income was only $100,000.

Low-Down Industries
Statement of Cash Flows (abbreviated)

For the year ended November 30, 1999

Net cash used by operating activities $(23,000)

Proceeds from sale of building 125,000
Purchase of equipment (47,000)
Net cash provided by investing activities 78,000

Dividends paid (31,000)
Payment on long-term note payable (90,000)
Net cash used by financing activities (121,000)

Decrease in cash $(66,000)

Required
a. Write a memo to Ms. High-Flyer addressing her concerns and your recom-

mendations.
b. Assume that Low-Down Industries has no more land or buildings or other

tangible assets to sell. Suppose also that Low-Down’s operations will not sub-
stantially change.
1. Prepare an approximate forecast of next year’s cash flows, assuming no

other major changes.
2. Identify several viable strategies for Ms. High-Flyer to consider for future

years in order to alleviate these potential cash shortages.
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Effects of Discounts on Net Income
5-50 Assume that you are the controller of a publicly held company called Spring

Corporation.The CEO and the CFO are quite concerned about financial analysts’
assessments of Spring’s prospects.Analysts have publicized their doubts about
Spring’s ability to generate cash from operating activities.

As is common, Spring pays for all of its inventory purchases almost immedi-
ately upon receipt of the appropriate bills. Because finance charges in this in-
dustry are exorbitant, you, as controller, are careful to make all payments within
the allowable interest-free period.At year end, the CFO orders you to suspend
temporarily all payments to suppliers.The obvious reason for this suspension is
to enhance, that is to “window dress,” Spring’s CFOA in its statement of cash
flows. It is also obvious that this action will cost Spring substantial future inter-
est charges.

Required
Write a short response to the CFO’s request.

Preparing an Income Statement and a Statement of Cash Flows
5-51 Beth’s Espresso Cart, first introduced in Chapter 4,“The Income Statement,” fin-

ished its second year of operations.
1. Cash collections from clients $35,505
2. Payments to suppliers (beans, etc.) 17,347
3. Replacement of cups, pots, etc. 1,000
4. Depreciation of coffee cart 1,300
5. Withdrawals for personal use 6,000
6. Purchases of propane, electricity, etc. 510
7. Amortization of insurance (final year) 400
8. Repaid start-up loan (to her father) 4,000
9. Paid interest on loan, two years at 10% simple interest (for last year and this

year)

Required
a. Prepare an income statement and a statement of cash flows on the basis of

the data (assuming that all sales and purchases are for cash).Assume there
have been no significant inventory changes (supplies, fuel,coffee beans,etc.)
during the past year.

b. Write a short memo evaluating the year’s operating performance of Beth’s
Espresso Cart. Provide suggestions for next year.

Effects on Net Income and Cash Flows
5-52 Jane Stallings is the vice-president of operations for the Floppy Disk Computer

Company,which produces a wide variety of hardware and software for personal
computers.This equipment is sold to other manufacturers and is also sold to busi-
ness and personal (retail) customers through specialty computer suppliers in
shopping malls and business centers throughout the United States and Europe.

Floppy Disk has been in business for about 15 years and its overall operating
results have been generally satisfactory.However,because the product life cycle
for floppy disks is reaching its end, the manufacturing of floppy disks is almost
completely conducted in the Far East due to lower labor costs, and the Floppy
Disk Division has had zero profits for the past three years, Jane Stallings has pro-
posed eliminating the Floppy Disk Division.
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Max Marcker, son of Floppy Disk’s founder and holder of 45% of the com-
pany’s shares, objected to this proposal at the last meeting of the board of di-
rectors.Max believes that a resurgence of interest in floppy disk technology will
soon occur and that such products will soon be produced at a cost of two cents
each. He suggested to the board that this division is still integral to the com-
pany’s future, that it contributes to its cash flows, and that better planning and
budgeting will improve the company’s future cash flows.

Required
a. Write a short memo to Max from Jane, explaining the difference between

cash flows and profits.
b. Each of Floppy Disk’s divisions has, in the past, been evaluated on the basis

of net income and return on shareholders’equity. Jane Stallings has suggested
that cash flows should now be viewed as just as important a performance
measure as net income.Write a short response to Jane. Suggest some cash-
based ratios that would be more helpful and useful for annual performance
evaluation of the divisions.

c. Jane has also suggested that each division be required to use the direct
method in its cash flow statements.Again,write a short response to Jane.Ex-
plain why the direct method may be more helpful to managers in each divi-
sion, as well as for anyone who might be evaluating the divisions.

Effects on Net Income and Cash Flows
5-53 Write a short essay describing the advantages and disadvantages of using the in-

come statement and the cash flow statement as a basis for evaluating the per-
formance of a firm. Specifically comment on the distinction between operating
performance, based on cash provided by operations and on income from con-
tinuing operating activities and “bottom line”results on either the income state-
ment or the cash flow statement.

Interpreting Financial Statements: Cash Flow Effects 
Versus Effects on Net Income
5-54 Four Square Computer Company has provided the following (partial) income

statement for the year ended December 31, 2001:

Revenues
Cash sales $1,600,000
Sales on account 3,335,000

Subtotal 4,935,000
Expenses

Salary expense 2,259,900
Supplies expense 300,550
Advertising expense 969,430
Rent 1,200,000
Miscellaneous 31,260

Subtotal $4,761,140

Required
a. Calculate income before taxes, tax expense (at 28%), and net income after

taxes.
b. About half of the sales on account have still not been collected and are ex-

pected to be collected in January of the next fiscal year. On what basis are
they included in this year’s income statement?

(Continued)
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c. Given that about half of this year’s sales have not yet been collected and rep-
resent all the accounts receivable that are still outstanding, evaluate Four
Square’s profitability. On the basis of this limited information, what would
you conclude about its operating cash flows?

d. Assuming that all the nonsalary expenses have been paid as incurred,and as-
suming that salaries for December have not been paid or accrued, evaluate
Four Square’s profitability and its operating cash outflows. Assume that
salaries were earned by employees evenly throughout the year.

e. Now, assume that half of the advertising expense was incurred in December
for a promotional campaign that was designed to boost sales in the post-
holiday period.Should these expenses have been omitted from this year’s in-
come statement and deferred until the following year? Why? If GAAP required
that such advertising costs be expensed (that is, shown in this year’s income
statement), how might Four Square’s managers now view the results of
2001’s operations? Why?

f. On December 31, Four Square purchased 1,000 shares of Microcell (a com-
puter software company) at $121 per share.Why isn’t this purchase reflected
in the income statement?

g. In November,Four Square purchased 100,000 disk drive units at $12 per unit.
These are very advanced disk drives that have not yet been sold.Why isn’t
this purchase shown on the income statement?

h. When the outstanding accounts receivable are collected in the next year,
should those collections be shown on next year’s income statement? Why?

i. When the disk drives are used to manufacture computers, should their cost
be shown on the income statement for the month and year in which they are
assembled into the finished product? Or should they be shown on the in-
come statement in the month and year when the computers (and their asso-
ciated disk drives) are sold? Why?

Effects of Timing on Revenue Recognition
5-55 Key,Inc.,manufactures key rings and “dummy”keys for football fans to shake and

rattle at opportune times during football games.These items are sold to sports
specialty shops and sidewalk vendors during the football season.The company’s
fiscal year ends December 31 each year. In 1999, just before the “bowl” season,
the company received orders and payment for $23,000 worth of keys and key
rings.The goods will be manufactured and shipped on January 1, 2000, just in
time for the major bowl games later that day.The effects these orders have in De-
cember 1999 on key’s balance sheet equation is as follows:
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Key’s summarized income statement for 1999 is as follows:

Revenues $115,000
Expenses 109,000
Net income $ 6,000

Required
a. Show how the $23,000 in December 1999 orders should have been recorded.
b. Reconstruct the income statement, showing how it might have appeared

without the inclusion of the $23,000 in December orders. For this purpose,
assume that the expenses associated with the orders were $11,000.

c. Show how the balance sheet would have changed if the $23,000 in orders
had been recorded correctly.Why might Key management be unhappy with
these results?

d. Discuss the ethical problems inherent in this situation for the company,for its
financial managers, and for its auditors.

Effects of Returns on Net Income
5-56 VaporWare II, Inc.(VWIII),had spectacularly good financial results in 1999.How-

ever, in 2000, the millenium bug, other defects, and general customer dissatis-
faction resulted in returns of $3 million.These products had originally been ex-
pensed for $1 million. It cost $5 million to satisfy VWIII’s irate customers. VWIII
chose not to report any returns in 2000, while showing the $5 million as sales
revenue in 2000.

Required
a. Show how the $3 million of returns should have been recorded.
b. If the defects had been properly anticipated, what impact would this have

had on VWIII’s 1999 income statement?
c. Show how the 1999 balance sheet would have changed if the returns had

been recorded correctly.Why might VWIII’s management be unhappy with
these results?

d. Discuss how the 2000 financial statements will be affected by VWIII’s treat-
ment of these returns.

e. Discuss the ethical problems inherent in this situation, for the company, for
its financial managers, and for its auditors.

Interpreting Financial Statements: Cash Flow Effects
5-57 From Appendix D,“Wendy’s International, Inc.,” review Wendy’s cash flow state-

ment and income statement.

Required
a. Evaluate Wendy’s cash flow from operations. Calculate the relevant, cash-

based ratios from this chapter.
continued
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ASSETS � LIABILITIES � SHAREHOLDERS’ EQUITY

$275,000 $266,000 $9,000
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b. Compare Wendy’s cash flow from operations to “income before taxes”(alter-
natively,you could calculate its operating income from the data shown on the
income statement). Prepare a graph to help show trends in each.

c. Describe Wendy’s cash management strategies as revealed in the operating,
financing, and investing activities sections of its cash flow statement.

d. Write a short memo to a potential investor in which you critique Wendy’s
cash management strategies. Contrast predicted cash flow from operations
with predicted income before taxes.What evidence supports the view that
Wendy’s will increase its operating cash flows and its income before taxes?

Interpreting Financial Statements: Cash Flow Effects
5-58 From Appendix E,“Reebok International Ltd.,” review Reebok’s cash flow state-

ment and income statement.

Required
a. Evaluate Reebok’s cash flow from operations. Calculate the relevant cash-

based ratios from this chapter.
b. Compare Reebok’s cash flow from operations to its “income before income

taxes and minority interest.”Prepare a graph to help show trends in each.
c. Describe Reebok’s cash management strategies as revealed in the operating,

financing, and investing activities sections of its cash flow statement.
d. Write a short memo to a potential investor in which you critique Reebok’s

cash management strategies. Contrast predicted cash flow from operations
with predicted income before income taxes and minority interest.What evi-
dence supports the view that Reebok will increase its operating cash flows
and its income before income taxes and minority interest?

Analyzing Financial Statements of Several Companies
5-59 Obtain recent financial statements for two or three companies. If possible, these

companies should be in the same industry and they should use the same method
in reporting their cash flows from operating activities. Ideally, they will all use
the direct method,though it will be hard to identify three such companies in the
same industry who are otherwise comparable.

Required
a. Summarize each company’s cash flow from operations in tabular and graph-

ical formats. Calculate the relevant cash-based ratios from this chapter.
b. Summarize each company’s net operating income in tabular and graphical

formats.
c. Identify the cash flow strategies of each company by examining the operat-

ing, financing, and investing activities sections of each cash flow statement.
d. Write a short memo to a potential investor in which you critique the cash

flow strategies of each company. Identify which company might offer the
most favorable prospects for increasing its operating cash flows.

Cash Flow Issues
5-60 Scan recent business publications or use a business index in your library to lo-

cate an article discussing a company’s cash flow issues. Read the article and
write a short summary discussing the managerial implications of the company’s
cash flow issues.

STATEMENT OF CASH FLOWS 189

Critical Thinking

Writing

   192  Statement of Cash Flows 



Cash Flow Issues
5-61 Obtain the cash flow statements for a company that has been described in a re-

cent business article as having cash flow problems. Conduct your own analysis
of the company’s cash flows, using the ratios described in this chapter.Write a
short essay, clearly showing why you agree or disagree with the article’s author
regarding the company’s cash flow problems.

Using CFO and/or NI for Performance Evaluation
5-62 Write a short memo discussing the advantages of using operating cash flows as

an indicator of success. Contrast the use of operating cash flows as a perfor-
mance measure, with accrual-based net income measures. Indicate the circum-
stances under which managers might prefer to use both measures simultane-
ously.

Identify Underlying Reasons for Changes in CFOA
5-63 The following financial statements from SOS Staffing Services, Inc. were down-

loaded from the SEC’s EDGAR database:

190 CHAPTER 5

Writing

SOS STAFFING SERVICES, INC.
CONSOLIDATED STATEMENTS OF CASH FLOWS

For the Fiscal Years Ended December 28, 1997, December 29, 1996 and December 31, 1995
Increase (Decrease) in Cash and Cash Equivalents

Fiscal Year (52 Weeks) Ended
-------------------------------------
1997            1996            1995
-------------------------------------

CASH FLOWS FROM OPERATING ACTIVITIES:
Net income                                   $7,526,227    $4,029,160   $2,939,942

Adjustments to reconcile net income to net
cash used in operating activities:

Depreciation and amortization                    2,156,882       854,902      374,114
Deferred income taxes                        (596,604)     (825,941)     274,352
Loss on disposition of assets                  26,927        63,030        3,554

Changes in operating assets and liabilities:
Accounts receivable, net                    (12,448,572)   (8,785,524) (10,740,788)
Workers’ compensation deposit                  134,924        (6,021)   1,277,178
Prepaid expenses and other                     (288,556)     (127,943)    (128,033)
Amounts due from related parties                (17,521)       54,521     (445,881)
Deposits and other assets                      (312,348)      (84,969)       7,667
Accounts payable                                371,271       391,177       29,742
Accrued payroll costs                         1,456,305       529,247      685,683
Workers’ compensation reserve                 1,196,488       957,338      (35,989)
Accrued liabilities                            (624,956)      219,439       57,650
Income taxes payable                            479,885       301,961       74,576

-------------------------------------
Net cash used in operating activities           (939,648)   (2,429,623)  (5,626,233)

-------------------------------------

Writing
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Net cash used in operating activities           (939,648)   (2,429,623)  (5,626,233)
(from page 190)                              -------------------------------------

CASH FLOWS FROM INVESTING ACTIVITIES:

Cash paid for acquisition of businesses        (38,574,952)  (10,162,026)  (1,340,707)
Principal payment of note related to acquisition       --    (1,450,000)          --
Purchases of property and equipment            (1,829,547)     (683,889)    (684,092)
Payments on acquisition earnouts               (3,955,275)     (239,139)     (29,800)
Deposits related to acquisition of certain assets      --            --      236,078
Proceeds from sale of property and equipment         2,743           --           --

-------------------------------------
Net cash used in investing activities        (44,357,031)  (12,535,054)  (1,818,521)

-------------------------------------

CASH FLOWS FROM FINANCING ACTIVITIES:
Proceeds from issuance of common stock, net  $ 59,831,875   $ 18,098,350 $ 12,629,345
Proceeds from exercise of employee stock options  142,800         39,130           --
Repayments on line of credit, net                      --             --  (2,530,251)
Proceeds from long-term debt                   13,000,000     11,000,000          --

Principal payments on long-term debt           (13,000,000)   (11,105,541)   (550,000)
Capital contribution from shareholders                  --             --     750,000
Distributions to shareholders                          --             --    (750,000)

-------------------------------------
Net cash provided by financing activities       59,974,675     18,031,939   9,549,094

-------------------------------------

NET INCREASE IN CASH AND CASH EQUIVALENTS       14,677,996      3,067,262   2,104,340

CASH AND CASH EQUIVALENTS AT BEGINNING OF YEAR   5,784,651      2,717,389     613,049
-------------------------------------

CASH AND CASH EQUIVALENTS AT END OF YEAR      $ 20,462,647    $ 5,784,651 $ 2,717,389
========================================

SUPPLEMENTAL CASH FLOW INFORMATION:
Cash paid during the year for:
Income taxes                                   $ 5,168,820    $ 2,902,393 $ 1,117,214
Interest                                           225,776        280,018     134,917

SUPPLEMENTAL DISCLOSURES OF NONCASH INVESTING AND FINANCING ACTIVITIES:

The following information relates to the Company’s acquisitions:

Fair value of assets acquired               $ 39,553,495   $ 14,980,167 $ 3,433,773

During fiscal year 1995 the Company distributed approximately $8 million of
its accounts receivable to its SOS Corporation shareholders.
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SOS STAFFING SERVICES, INC.
CONSOLIDATED BALANCE SHEETS

As of December 28, 1997 and December 29, 1996

ASSETS
1997               1996

----------------------------------------

CURRENT ASSETS:
Cash and cash equivalents                                $20,462,647      $5,784,651
Accounts receivable, less allowances of

$678,000 and $459,000, respectively                    32,982,075      19,114,117
Current portion of workers’ compensation deposit             475,549         610,473
Prepaid expenses and other                                   729,697         305,151
Deferred tax asset                                         1,238,955         661,645
Amounts due from related parties                                  --         406,376

----------------------------------------
Total current assets                                  55,888,923      26,882,413

----------------------------------------

PROPERTY AND EQUIPMENT, at cost:
Computer equipment                                         2,852,320       1,399,408
Office equipment                                           2,241,392       1,461,945
Leasehold improvements and other                           1,286,134         969,208

----------------------------------------
6,379,846       3,830,561

Less accumulated depreciation and amortization            (2,353,511)     (1,698,080)
----------------------------------------

Total property and equipment, net                      4,026,335       2,132,481
----------------------------------------

OTHER ASSETS:
Workers’ compensation deposit, less current portion          106,369         106,369
Intangible assets, less accumulated amortization

of $1,941,000 and $457,000, respectively                57,456,417      17,798,588
Deposits and other assets                                    811,527         372,973

----------------------------------------
Total other assets                                    58,374,313      18,277,930

----------------------------------------

Total assets                                        $118,289,571     $47,292,824
========================================
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LIABILITIES AND SHAREHOLDERS’ EQUITY

1997               1996
----------------------------------------

CURRENT LIABILITIES:
Accounts payable                                           $971,775         $600,504
Accrued payroll costs                                     3,566,859        2,110,554
Current portion of workers’ compensation reserve          2,537,995        1,501,669
Accrued liabilities                                         663,042          408,027
Income taxes payable                                        946,611          466,726
Accrued acquisition earnouts                              4,412,658        4,782,689

----------------------------------------
Total current liabilities                             13,098,940        9,870,169

----------------------------------------

LONG-TERM LIABILITIES:
Workers’ compensation reserve, less current portion         535,580          375,418
Deferred income tax liability                               193,762          213,056
Deferred compensation liability                             126,206               --

----------------------------------------
Total long-term liabilities                              855,548          588,474

----------------------------------------

COMMITMENTS AND CONTINGENCIES (Notes 2, 3, and 5)

SHAREHOLDERS’ EQUITY:
Common stock $0.01 par value 20,000,000 shares authorized;

12,653,002 and 8,706,020 shares issued
and outstanding, respectively                            126,530           87,060

Additional paid-in capital                                91,152,122       31,216,917
Retained earnings                                         13,056,431        5,530,204

----------------------------------------
Total shareholders’ equity                           104,335,083       36,834,181

----------------------------------------

Total liabilities and shareholders’ equity          $118,289,571     $ 47,292,824
========================================

Required
a. Contrast SOS’s positive net income with its negative CFOA.
b. Draw a simple graph showing the trends in net income and CFOA. Evaluate these trends.
c. From the data above, what is the primary reason for SOS’s negative CFOA?
d. Use balance sheet data to verify or confirm your answer from part (c).Explain why these data are con-

firmatory.
e. Calculate the following ratios, for each year:

1. cash return on assets (1997 and 1996 only)
2. quality of income
3. cash interest coverage

f. Based on these ratios, evaluate SOS’s performance each year. In what areas, do the cash flow ratios in-
dicate positive or negative performances?

g. What additional information would be useful in evaluating SOS’s performance?
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Compare and Contrast CFOA for Two Companies
5-64 The following financial statements from Eli Lilly and Company and Pfizer INC.

were downloaded from the SEC’s EDGAR database:
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Consolidated Statements of Cash Flows
ELI LILLY AND COMPANY AND SUBSIDIARIES
(Dollars in millions)

Year Ended December 31                              1997            1996         1995
--------------------------------------------------------------------------------------
Cash Flows From Operating Activities

Net income (loss)...........................    $(385.1)        $1,523.5     $2,290.9

Adjustments To Reconcile Net Income (Loss) to
Cash Flows From Operating Activities
Depreciation and amortization.............       509.8            543.5        553.7
Change in deferred taxes..................      (293.0)           207.3        144.0
Gain on sale of DowElanco, net of tax.....      (303.5)              --           --
Asset impairment, net of tax..............     2,429.6               --           --
Net gain on disposition of discontinued

operations............................            --               --       (921.5)
Other noncash income--net.................       (37.8)           (97.8)        (9.8)

-------           ------      -------
1,920.0          2,176.5      2,057.3

Changes in operating assets and liabilities:
Receivables--(increase) decrease.......         (4.7)           104.4       (189.3)
Inventories--(increase)...............         (65.8)           (42.2)       (22.1)
Other assets--(increase)..............         (22.2)           (51.7)      (114.5)
Accounts payable and other
liabilities--increase (decrease)....          573.1           (195.6)        93.2

-------           ------      -------
480.4           (185.1)      (232.7)
-------           ------      -------

Net Cash From Operating Activities..........    2,400.4          1,991.4      1,824.6

Cash Flows From Investing Activities
Acquisitions...............................          --            (97.1)       (36.8)
Additions to property and equipment........      (366.3)          (443.9)      (551.3)
Disposals of property and equipment........        11.5             11.2         21.5
Additions to other assets..................       (34.2)           (40.8)       (54.1)
Reductions of investments..................       365.7            396.9        430.8
Additions to investments...................      (388.5)          (294.3)      (372.9)
Proceeds from sale of DowElanco................ 1,221.5               --           --

-------           ------      -------
Net Cash From (Used for) Investing

Activities..............................        809.7           (468.0)      (562.8)
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Net Cash From (Used for) Investing
Activities (from page 194)..............       809.7            (468.0)      (562.8)

Cash Flows From Financing Activities
Dividends paid.............................     (818.0)           (753.2)      (747.2)
Purchases of common stock and other

capital transactions....................      (351.3)           (314.5)      (156.0)
Issuances under stock plans................      205.4             218.4         54.7
Proceeds from issuance of subsidiary stock.      160.0                --           --
Decrease in short-term borrowings..........   (1,146.0)           (801.4)      (967.7)
Additions to long-term debt................        2.8                --      1,019.5
Reductions of long-term debt...............       (7.5)            (10.4)       (17.0)

-------            ------      -------
Net Cash Used for Financing Activities.....   (1,954.6)         (1,661.1)      (813.7)

Effect of exchange rate changes on cash....     (121.7)            (48.1)        14.5
-------            ------      -------

Net increase (decrease) in cash and
cash equivalents........................     1,133.8            (185.8)       462.6

Cash and cash equivalents at beginning
of year.................................       813.7             999.5        536.9

-------            ------      -------
Cash and cash equivalents at end of year....  $1,947.5           $ 813.7      $ 999.5
======================================================================================
Cash payments of interest...................     243.9             292.9        271.7
Cash payments of taxes......................     542.0             289.0        449.0
======================================================================================

PFIZER INC AND SUBSIDIARY COMPANIES
CONSOLIDATED STATEMENT OF CASH FLOWS

Year ended December 31
---------------------------------

(millions of dollars)
1997          1996         1995

--------------------------------------------------------------------------------------
Operating Activities
Net income                                          $2,213        $1,929      $1,573
Adjustments to reconcile net income to net cash provided by operating

activities:
Depreciation and amortization of intangibles          502           430         374
Deferred taxes and other                               24            89          64
Changes in assets and liabilities, net of effect of businesses acquired and
divested:
Accounts receivable                                 (503)         (255)       (290)
Inventories                                         (375)         (149)        (25)
Prepaid and other assets                            (138)         (208)       (171)
Accounts payable and accrued liabilities             (26)           66         320
Income taxes payable                                (127)           23          88
Other deferred items                                  59           142        (112)

--------------------------------------------------------------------------------------
Net cash provided by operating activities             1,629         2,067       1,821
--------------------------------------------------------------------------------------
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Net cash provided by operating activities
(from page 195)                                     1,629         2,067       1,821

--------------------------------------------------------------------------------------
Investing Activities
Purchases of property, plant, and equipment           (943)         (774)       (696)
Purchases of short-term investments                   (221)       (2,851)     (2,611)
Proceeds from redemptions of short-term investments     29         3,490       2,185
Purchases of long-term investments                     (76)         (820)       (151)
Purchases and redemptions of short-term investments 

by financial subsidiaries                            45           (11)        (30)
(Increase)/decrease in loans and long-term investments

by financial subsidiaries                           (20)           52         330
Acquisitions, net of cash acquired                      --          (451)     (1,521)
Proceeds from the sale of businesses                    21           353          --
Other investing activities                             143            75         151

--------------------------------------------------------------------------------------
Net cash used in investing activities                (1,022)         (937)     (2,343)
--------------------------------------------------------------------------------------
Financing Activities
Proceeds from issuances of long-term debt               57           636         502
Repayments of long-term debt                          (269)         (804)        (52)
Increase/(decrease) in short-term debt                 370           259        (444)
Purchases of common stock                             (586)          (27)       (108)
Cash dividends paid                                   (881)         (771)       (659)
Stock option transactions                              411           280         205
Other financing activities                              50            45          37

--------------------------------------------------------------------------------------
Net cash used in financing activities                  (848)         (382)       (519)
--------------------------------------------------------------------------------------
Effect of exchange rate changes on cash and cash 

equivalents                                           (32)           (1)        (14)
--------------------------------------------------------------------------------------
Net increase/(decrease) in cash and cash equivalents   (273)          747      (1,055)
Cash and cash equivalents at beginning of year        1,150           403       1,458
--------------------------------------------------------------------------------------
Cash and cash equivalents at end of year             $  877       $ 1,150      $  403
======================================================================================
Supplemental Cash Flow Information
Cash paid during the period for:
Income taxes                                        $  856        $  709      $  646
Interest                                               151           139         175

======================================================================================

196 CHAPTER 5

Required
a. Contrast Lilly’s CFOA with Pfizer’s CFOA.
b. Draw a simple graph showing these trends in CFOA. Evaluate these trends.

Which company exhibits more variability in its CFOA trends? Discuss these
trends.

c. How are these two company’s cash flow management strategies different?
Similar?

d. What other data would be helpful in evaluating cash flows for these two
companies?

e. Calculate the following ratios for each year:
1. Quality of income
2. Cash interest coverage

f. Evaluate each company’s performance,using only the information in the cash
flow statement.In what areas do the cash flow ratios indicate positive or neg-
ative performances?

g. What additional information would be useful in evaluating each company’s
performance?
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Identifying Cash Flows
5-65 Locate the most recent financial statements for the computer manufacturing com-

panies listed below.You may use either the 10-K available at EDGAR (www.sec.
gov/edgarhp.htm) or the annual report available at the company page on the
Web.The annual report is usually located in the Investor Information section.

Corporation Home Page Location
Digital www.digital.com
IBM www.ibm.com
Apple www.apple.com
Compaq www.compaq.com

Required:
a. Identify the amount of cash flow from operating activities.
b. Identify the amount of cash flow from investing activities.
c. Identify the amount of cash flow from financing activities.
d. Identify the amount of net cash flow.
e. Identify the amount of interest paid.
f. Identify the amount of taxes paid.
g. Compute cash return on assets.
h. Compute quality of sales.
i. Compute quality of income.
j. Compute cash interest coverage.

Comparing Net Income with Cash Flow
5-66 The 10-K for Oncogene Science, a biotechnology company,contains a thorough

description of its main products. Locate the most recent 10-K from the EDGAR
archives (www.sec.gov/edgarhp.htm).

Required
a. What are the main products of Oncogene Science?
b. Scroll down to the most recent set of financial statements.Using the income

statement and the statement of cash flows, answer the following questions:
1. What is the reported amount of net income?
2. How much are net cash flows from operating activities?
3. How much are net cash flows from investing activities? What is the pri-

mary component of this item?
4. How much are net cash flows from financing activities?
5. How does Oncogene Science cover its shortfall in cash flows from oper-

ating activities?

Identify Strategic Information
5-67 Locate the three 10-Q filings and the 10-K for the most recently completed fis-

cal year for Cedar Fair, L.P., and H&R Block.These statements can be retrieved
from the EDGAR archives (www.sec.gov/edgarhp.htm).

Required
a. What is the main business of these two companies? What is the peak season

for each of these two companies? Which quarter do you think will reflect this
peak level of activity?

b. From the financial statements in the 10-K, identify the starting and ending
dates for the most recently completed fiscal year.
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INTRODUCTION

Conceptually, the statement of cash flows could be prepared by analyzing the cash
flow effects of each transaction and accumulating that information. Most accounting
systems, however, are not designed to implement such an approach. Instead, cash
flows are inferred from items on the balance sheet and income statement.

Operating Activities
This section examines the income statement and balance sheet relationships that are
relevant to determining cash flows from operating activities under the direct ap-
proach.The income statement and comparative balance sheets for the Peak Company
that appear in Exhibits 5A-1 and 5A-2, respectively, are used to illustrate these rela-
tionships and to generate the statement of cash flows that appears in Exhibit 5-1.

Collections from Customers Peak began 2000 with an accounts receivable bal-
ance of $4,000. Let us assume that Peak collected these receivables in 2000. (This is a
reasonable assumption, but our result would not be affected by changing it.) The
$4,000 is a cash inflow in 2000. Peak then made sales of $68,700 in 2000.What por-
tion of these sales was collected in cash in 2000? Because we assumed that the be-
ginning balance in accounts receivable has already been collected,the ending balance
must have been part of 2000 sales.Therefore, all of 2000 sales have been collected in
cash,except for the ending balance in accounts receivable.Accordingly,cash collected
from customers can be computed as the beginning balance in accounts receivable
plus the portion of 2000 sales that has been collected in 2000.

Cash received
�

Beginning balance in
� Sales �

Ending balance in
from customers Accounts Receivable Accounts Receivable

$68,200 � $4,000 � $68,700 � $4,500

Interest Received A similar relationship can be used for cash collected in the
form of interest on the firm’s investments.

Interest received
�

Beginning balance in
�

Interest
�

Ending balance in
from customers Interest Receivable Revenue Interest Receivable

$1,300 � $300 � $1,100 � $100

a p p e n d i x
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The Peak Company
Income Statement

For the Year Ended December 31, 2000

Revenues:
Sales $68,700
Interest revenue 1,100

$69,800

Expenses:

Cost of goods sold 42,500
Salary expense 17,000
Depreciation expense 2,000
Interest expense 1,000
Tax expense 2,000

64,500
Net Income $ 5,300

EXHIBIT 5A-1       Income Statement

The Peak Company
Balance Sheet

December 31
2000 1999

Cash $33,600 $22,000
Accounts receivable 4,500 4,000
Interest receivable 100 300
Inventory 11,000 10,000
Property, plant, and equipment (net) 31,500 30,000
Investments 12,000 0

Total assets $92,700 $66,300

Accounts payable $ 6,000 $ 3,000
Salaries payable 300 400
Interest payable 200 0
Short-term debt 0 12,000
Long-term debt 30,000 5,000
Common stock 35,000 30,000
Retained earnings 21,200 15,900

Total liabilities and shareholders’ equity $92,700 $66,300

EXHIBIT 5A-2       Balance Sheet
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Payments to Employees During 2000, Peak incurred a salary expense of
$17,000. But how much cash did it actually pay to its employees in 2000? At the be-
ginning of 2000, Peak had a liability to its employees of $400. Let us make the reason-
able assumption that this amount was paid to employees in the early part of 2000,and
thus constitutes a cash outflow in that year.This implies that the ending balance in
salaries payable must have arisen from 2000’s expense and reflects that part of the ex-
pense that has not been paid at the end of 2000.Accordingly, cash payments to em-
ployees can be computed as the beginning balance in salaries payable plus the amount
paid in 2000 for 2000’s salary expense (salary expense minus the ending balance in
salaries payable).

Payments to
�

Beginning balance
�

Salary
�

Ending balance in
employees in Salaries Payable Expense Salaries Payable

$17,100 � $400 � $17,000 � $300

Payments to Suppliers Calculating cash paid to suppliers (for merchandise) is a
bit more complex than the preceding illustrations. First, note that cost of goods sold
is the income statement item related to cash paid to suppliers.However, the purchases
for a period are more closely related to cash outflows than is cost of goods sold. How
can purchases be computed based on the information contained in the financial state-
ments? The following equation can help:

Cost of goods sold � Beginning Inventory � Purchases � Ending Inventory

The sum of beginning inventory plus purchases reflects the cost of goods available for
sale.That is, this sum equals the cost of goods on hand during the year that could have
been sold.All of these goods will have been sold by year-end,except for those that re-
main on hand at the end of the year (ending inventory).Thus, subtracting ending in-
ventory from the sum of beginning inventory plus purchases yields the cost of goods
that have been sold during the year.

The equation can be rearranged to solve for purchases:

Purchases �
Cost of

�
Ending

�
Beginning

Goods Sold Inventory Inventory

$43,500 � $42,500 � $11,000 � $10,000

Because purchases can be made on credit, they do not necessarily reflect cash
outflows.Assume that accounts payable relate solely to the acquisition of merchandise
and that the beginning balance is paid in early 2000.This represents a cash outflow in
2000. Moreover, the ending balance in accounts payable must have arisen from 2000
purchases.Thus,all the purchases made in 2000 have been paid for in that year,except
for the ending balance in accounts payable.Therefore, cash paid to suppliers equals
the beginning balance in accounts payable plus the portion of 2000’s purchases that
was paid in 2000 (purchases minus the ending balance in accounts payable).
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Payments to
�

Beginning balance
� �

Ending balance in
suppliers in Accounts Payable

Purchases
Accounts Payable

$40,500 � $3,000 � $43,500 � $6,000

Payments for Interest The previous discussions can be used to justify the fol-
lowing relationship regarding cash paid for interest:

Interest
�

Beginning balance
�

Interest
�

Ending balance in
paid in Interest Payable Expense Interest Payable

$800 � $0 � $1,000 � $200

Depreciation Although Peak’s income statement contains a $2,000 depreciation
charge, depreciation expense does not appear on the statement of cash flows pre-
pared under the direct approach.This is because depreciation expense does not in-
volve a cash outflow. Recall the analysis of depreciation:
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Because cash is not affected, depreciation expense has no place in the direct ap-
proach to the statement of cash flows.

Taxes Peak’s 2000 tax expense of $2,000 happens to equal the amount of taxes
paid on the statement of cash flows. Because no tax liability appears on either the be-
ginning or the ending balance sheet, this makes sense.More generally, if the related bal-
ance sheet item has the same balance at the beginning and the end of the year,the cash
flow statement amount will equal the expense reported on the income statement.

Other Items Peak’s income statement and balance sheets contain only a sampling
of the accounts that could possibly appear. For example, the income statement could
include selling expenses and the balance sheet could include prepaid expenses and
accrued liabilities. Accordingly, Peak’s situation is only an illustration of the steps
needed to adjust income statement numbers to cash flow figures.

As a general guide to preparing the operating activities section of the statement
of cash flows under the direct approach, the following steps should be taken:

ASSETS � LIABILITIES � SHAREHOLDERS’ EQUITY

Equipment Retained earnings
�$2,000 �$2,000 (depreciation expense)
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1. Ignore income statement items that are unrelated to cash flows (such as depreci-
ation expense).

2. Ignore gains and losses associated with nonoperating activities (such as extraor-
dinary gains and losses or gains and losses on disposals of noncurrent assets).

3. Adjust all the remaining income statement items by the changes in related balance
sheet accounts. Be sure to include in the adjustments all balance sheet accounts
related to operating activities.

Indirect Approach As you know,the operating activities section can also be pre-
pared under the indirect approach.This approach starts with net income and makes
adjustments to convert net income to cash flow from operating activities. Exhibit 5-3
contains Peak’s cash flow statement using the indirect approach.The first adjustment
is depreciation expense, which has been subtracted in calculating net income.Yet it
does not result in a cash outflow.Accordingly, net income understates the cash flow
generated from operating activities.Therefore, to modify net income so that it reflects
cash flow, depreciation expense must be added back.

The next adjustment relates to accounts receivable. Recall how Peak’s sales were
converted to a cash flow figure under the direct method:

Cash received
�

Beginning balance
� �

Ending balance in
from customers in Accounts Payable

Sales
Accounts Payable

$68,200 � $4,000 � $68,700 � $4,500

Rearranging the equation slightly yields:

Cash received Beginning balance in
�

Ending balance in 
from customers

� Sales �
Accounts Receivable Accounts Receivable

� $68,700 � $4,000 � $4,500

$68,200 � $68,700 �$500

If the ending balance in accounts receivable is greater than the beginning balance,com-
bining these components results in a negative number.Thus, to convert sales to a cash
flow figure,sales must be reduced by the increase in accounts receivable.Because sales
are included in net income, net income must be reduced by the increase in accounts
receivable to compute a cash flow figure. More intuitively, an increase in accounts re-
ceivable suggests that not all the current year’s sales have been collected in cash.There-
fore, sales (or net income) must be reduced by an increase in accounts receivable.

The other adjustments in Exhibit 5-3 are handled in a similar fashion.

INVESTING AND FINANCING ACTIVITIES

Although the information for preparing the operating activities section can often be
obtained from the income statement and balance sheets, this is not usually the case for
investing activities and financing activities.A detailed analysis of the relevant accounts
is needed to identify the inflows and outflows of cash.This information is usually read-
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ily available to a firm’s accountants, because relatively few transactions are involved
and documentation (such as bank notes) is easily accessible.Also note that the invest-
ing and financing activities sections are the same under both the direct and indirect
approaches.

SUMMARY OF LEARNING OBJECTIVES

Calculate cash flow from operating activities by using relationships among
income statement and balance sheet items.

Under the direct approach, individual income statement line items are adjusted by
their related balance sheet accounts. For example, sales are adjusted by the change in
accounts receivable. Under the indirect approach, net income is adjusted for the
change in these same balance sheet accounts. Additionally, nonoperating items and
items with no cash flow consequence must also be eliminated from net income.

Using Direct Method to Calculate Cash Flow 
from Operating Activities
5A-1 The following financial statements for Lucy Enterprises are provided:

Income Statement for Year Ending December 31, 1999

Sales revenues $550,000
Cost of goods sold 210,000
Gross margin $340,000

Salary expenses (115,000)
Interest expense (15,000)
Interest revenue 20,000 110,000
Net income before taxes 230,000
Tax expense 92,000
Net income $138,000

Balance Sheet at Year-End
1999 1998 1999 1998

Cash $225,000 $100,000 Accounts payable $  30,000 $  20,000
Accounts receivable 124,000 135,000 Salaries payable 5,000 4,000
Inventory 35,000 21,000 Interest payable 3,000 12,000

Taxes payable 2,500 3,500
384,000 256,000 40,500 39,500

Property, plant, Shareholders’ 
and equipment 101,000 134,000 equity 444,500 350,500

Totals $485,000 $390,000 $485,000 $390,000

Required
Prepare the cash flow from operating activities section of the statement of cash
flows, using the direct method and the indirect method.The following amounts
must first be calculated when using the direct method:

• Cash collections from customers

• Cash payments to suppliers

• Cash payments to employees

• Taxes paid

• Interest paid

• Interest collected

• Purchases
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Using Direct Method to Calculate Cash Flow 
from Operating Activities
5A-2 The following condensed information (dollars in thousands) is available from

Mary’s Muffins.Assume that all sales are credit sales (accounts receivable) and all
purchases are also on credit (accounts payable).

December 31
Year 1 Year 2

Balance Sheet Data:
Accounts receivable $55 $ 53
Prepaid expenses 13 15
Salaries payable 22 25
Taxes payable 17 13
Inventory 32 26
Accounts payable 27 21

Income Statement Data:
Sales revenues $550
Cost of goods sold 210
Salaries expense 112
Tax expense 57
Depreciation expense 29
Other expense $ 21

Required
Prepare the operating activities section of Year 2’s statement of cash flows,using
the direct method.

Preparing a Statement of Cash Flows
5A-3 The following are comparative balance sheets for the Paulino Corporation for

2000 and 1999 and the income statement for the year ended December 31,
2000:

Paulino Corporation
Comparative Balance Sheets

December 31
2000 1999

Assets
Cash $  89,000 $  60,000
Accounts receivable 65,000 50,000
Inventory 200,000 90,000

Land 100,000 225,000
Equipment, net 371,000 380,000

$825,000 $805,000

Liabilities and Shareholders’ Equity
Accounts payable 54,000 32,000
Dividends payable 15,000 0
Interest payable 6,000 8,000
Mortgage payable 130,000 305,000
Invested capital 280,000 280,000
Retained earnings 340,000 180,000

$825,000 $805,000
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Paulino Corporation
Income Statement

For the Year Ended December 31, 2000

Sales $1,200,000
Cost of goods sold (720,000)

Gross profit 480,000
Operating and other expenses

Depreciation (9,000)
Other operating expenses (275,000)
Gain on sale of land 15,000
Interest expense (10,000) (279,000)

Net income $   201,000

Additional Information:
1. Dividends declared during the year were $41,000.
2. Land at a cost of $125,000 was sold for $140,000.
3. The only change in equipment was the depreciation expense.
4. All other balance sheet account changes are from normal transactions.

Required
Use the direct method to prepare a statement of cash flows for Paulino Corpo-
ration.

Preparing a Statement of Cash Flows
5A-4 The following financial statements for Swale, LTD are provided:

Swale Limited
Income Statement

For the Year Ended December 31, 2000

Revenues:

Sales $97,800
Interest revenue 1,300

$99,100

Expenses:

Cost of goods sold 56,500
Salary expense 19,000
Depreciation expense 3,000
Interest expense 1,500
Tax expense 2,500 82,500

Net Income $ 16,600
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Swale Limited
Balance Sheet

December 31
2000 1999

Cash $35,600 $24,000
Accounts receivable 5,500 3,000
Inventory 21,000 11,000
Property, plant, and equipment (net) 21,500 20,000
Investments 12,000 0

Total assets $95,600 $58,000

Accounts payable $5,000 $2,000
Salaries payable 600 500
Short-term debt 0 12,000
Long-term debt 25,000 6,000
Common stock 36,000 25,100
Retained earnings 29,000 12,400

Total liabilities and shareholders’ equity $95,600 $58,000

Required
Prepare a statement of cash flows.

Working from Operating Cash Flows to Net Income
5-A5 The Blunt Instrument Company reports cash flow from operations of $65 mil-

lion for 2001.You are provided the following additional information for the year:
1. Customer accounts receivable increased by $6 million.
2. Dividends paid to common shareholders were $20 million.
3. Depreciation expense was $24 million.
4. Noncurrent debt was increased by $35 million.
5. Supplier accounts payable decreased by $8 million.
6. Inventory balances increased by $18 million.
7. Income tax payable increased by $9 million.

Required
Based on the above information, determine the amount of net income reported
by Blunt for 2001.

Preparing a Cash Flow Statement Using Comparative 
Balance Sheets
5-A6 The Limpid Pool Company reports net income of $25 million for 2000. Balance

sheets at the beginning and end of the year are shown below.

December 31
1999 2000
(Dollars in millions)

Cash $  50 $  70
Other current assets 80 145
Property, plant, and equipment (net) 170 135

Total assets $300 $350

Current liabilities $20 $15
Noncurrent liabilities 180 195
Common stock 80 110
Retained earnings 20 30

Total liabilities and shareholders’ equity $300 $350
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The firm did not acquire any noncurrent assets during 2000.

Required
Determine the following amounts for 2000:
a. Dividends paid
b. Cash flow from operating activities
c. Cash flow from investing activities
d. Cash flow from financing activities
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LEARNING OBJECTIVES

1. Identify the items included in cash.
2. Understand the need for cash planning and how firms exercise control over cash.
3. Comprehend the basic accounting for marketable securities and the limitations of

generally accepted accounting principles in this area.
4. Determine if a firm is properly managing its accounts receivable.
5. Assess if a firm’s allowance for uncollectible accounts is adequate.
6. Understand the various inventory cost flow assumptions and the effect that the

firm’s choice of inventory method has on its taxes, the quality of information in its
financial statements,its management compensation, its loan covenants, and its
stock price.

7. Analyze a firm’s inventory management practices.
8. Understand the nature of prepaid expenses.
Appendix: Prepare a bank reconciliation.

INTRODUCTION

This chapter examines five prominent current assets:

1. cash and cash equivalents,
2. marketable securities,
3. accounts receivable,
4. inventories, and
5. prepaid expenses.

For each asset,we examine the accounting issues and the information contained in the
financial statements.

CASH AND CASH EQUIVALENTS

Cash is the most liquid asset a business can own. Most firms devote considerable ef-
fort to the management and control of cash.Because a firm’s creditors expect payment
in cash, a sufficient amount of cash must always be available to meet obligations as
they become due.This necessitates careful scheduling of cash inflows and outflows.

c h a p t e r

6 Current Assets

6



Although an adequate cash balance is essential,excessive holdings of cash should
be avoided. Cash deposited in checking accounts (or even savings accounts) usually
does not earn very much, if any, interest. Cash amounts over and above those needed
to meet obligations due in the near future should be invested in assets earning higher
returns.

The liquidity of cash also makes it easily pilfered.Firms must institute internal con-
trol procedures so that cash is properly accounted for and safeguarded. Failure to do
so may tempt employees to misappropriate the firm’s cash and may also result in var-
ious accounting errors.

Composition of Cash
Cash is composed of funds that are readily available.This includes cash on hand and
cash on deposit in bank accounts that do not restrict the withdrawal of cash.Deposits
in checking accounts would qualify because those balances can be withdrawn on de-
mand. Because banks rarely enforce restrictions on withdrawals from savings ac-
counts, they are usually classified as cash. Also classified as cash are money market
funds permitting withdrawal by check, checks from customers awaiting deposit, and
foreign currency (converted to dollars). Items not classified as cash include certificates
of deposit, stamps, and postdated checks.

Large corporations may have hundreds of checking accounts.Multiple accounts are
needed because firms have numerous physical locations and each location makes ex-
penditures.Firms also find it convenient to use separate accounts for specific purposes.
Many firms use one or more checking accounts solely for payroll purposes,for example.
All checking accounts are condensed into the one cash item on the balance sheet.

Many firms keep petty cash funds on hand to pay for small, incidental expendi-
tures,such as cab fare or delivery charges.These funds are included in the cash amount
on the balance sheet. Many retailers also keep change funds. These funds enable
cashiers to make change for their customers. Change funds are also included in the
cash item on the balance sheet.

As a part of borrowing agreements with banks, firms sometimes agree to maintain
compensating balances. These are minimum amounts the firm agrees to keep on
deposit at the lending bank in accounts that pay little or no interest.As a result, the
bank is able to use these funds interest free.This provides the bank with additional
compensation for lending funds to the firm. Compensating balances are usually in-
cluded in the balance sheet cash amount and are disclosed in the notes to the finan-
cial statements.

Instead of showing a cash item on their balance sheets, some firms use the term
cash and cash equivalents.Recall from previous chapters that cash equivalents are
short-term, highly liquid investments that will mature within three months. Examples
include certificates of deposit, treasury bills, and commercial paper (short-term oblig-
ations of corporations).Because cash equivalents can readily be converted into known
amounts of cash,reporting a combined cash and cash equivalents figure is probably as
informative as reporting each figure separately.

OshKosh B’Gosh (OB) follows the practice of reporting a combined figure for
cash and cash equivalents.Exhibit 6-1 contains an excerpt from its financial statement
note describing this policy.

Control of Cash
As previously mentioned, because cash is so liquid and so easily transported, special
care must be exercised to ensure that it is properly recorded and safeguarded. Most
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corporations follow several sound management practices that enhance their control
over cash. Employees who are permitted access to cash, for example, should not also
have access to the accounting records for cash.Access to both cash and the account-
ing records might enable an employee to misappropriate cash and to conceal the theft
by altering the records.

As an illustration, retail clerks (who have ready access to cash) should not “read”
the cash register.That is, they should not have the responsibility of ascertaining the
daily sales total from the register’s internal record and recording this amount in the
accounting records.As shown in Exhibit 6-2, clerks with such dual access could take
some cash and hide the theft by reducing the firm’s recorded cash collections.

Checking accounts with banks provide firms with several cash control advan-
tages.First,cash receipts can be deposited daily.Limiting the amount of time that cash
is on the firm’s premises reduces the possibility that it will be misappropriated.

Second, checks provide a written record of a firm’s disbursements. Such a record
would not necessarily exist if disbursements were made in currency. Moreover, most
firms require that checks be supported by underlying documentation such as pur-
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OshKosh B’Gosh, Inc.
1997 Annual Report

Note 1 (Partial)

Cash equivalents consist of highly liquid debt instruments such as money market accounts
and commercial paper with original maturities of three months or less. The Company’s pol-
icy is to invest cash in conservative instruments as part of its cash management program
and to evaluate the credit exposure of any investment. Cash and cash equivalents are
stated at cost, which approximates market value.

EXHIBIT 6-1       Disclosure of Cash Reporting Policy

EXHIBIT 6-2       Poor Control Over Cash

Cashier Boss

When you're
done with that customer,

can you work on the
accounting stuff?

SALE

    Current Assets 213



chase orders, invoices, and receiving reports.This helps ensure that only valid expen-
ditures are made and provides the basis for an analysis of costs and expenses.

Third,by limiting the number of people authorized to sign checks, firms restrict ac-
cess to cash and reduce the possibility that cash will be used for unintended purposes.

Finally,bank statements provide a monthly listing of deposits and withdrawals. So
not only does the firm keep track of its cash flows, but so does the bank.Thus, the
bank statement can be used to verify the firm’s cash records.

This verification process is accomplished via a bank reconciliation, which is a
detailed comparison of the firm’s records and the bank statement. Because the bank
reconciliation may uncover errors related to cash, it should be prepared by an em-
ployee who has no other cash-related responsibilities.The preparation of a bank rec-
onciliation is illustrated in the appendix to this chapter.

Analysis of Cash
The most informative analysis of cash pertains to cash flows.Chapter 5,“Statement of
Cash Flows,” examined the statement of cash flows, which summarized the inflows
and outflows of cash.A firm’s ability to generate cash enables it to pay obligations as
they become due, replace and expand productive assets, and provide a return to in-
vestors. Chapter 5 described analyses that provide insights into this ability.

The balance sheet does not contain information about a firm’s cash flows. It sim-
ply indicates the amount of cash a firm holds on a given date.Nevertheless, some use-
ful information about cash can be obtained from the balance sheet.The amount of
cash on hand and the trend in the cash balance over time can be ascertained.Also,be-
cause most current liabilities are paid in cash,many analysts relate the cash balance to
current liabilities.This is done via the cash to current liabilities ratio:

Cash to Current
� 

liabilities ratio

Exhibit 6-3 contains cash-related information for OB.OB’s cash position decreased
substantially from 1996 to 1997. The cash balance declined from $31,201,000 to
$13,779,000. The cash to current liabilities ratio also decreased significantly, from
70.4% in 1996 to 28.5% in 1997.

1997 1996

Cash to Current = = 28.5% = 70.4%
liabilities ratio

$31,201
$44,293

$13,779
$48,286

Cash
Current liabilities
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OshKosh B’Gosh
Selected Cash-Related Information

(Dollars in thousands)

1997 1996
Cash and cash equivalents $  13,779 $  31,201
Current assets $131,048 $148,934
Current liabilities $  48,286 $  44,293

EXHIBIT 6-3       Financial Statement Information
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The decline in the cash balance and the cash to current liabilities ratio is poten-
tially worrisome.What caused this decline? OB has attempted to operate more effi-
ciently by utilizing a smaller cash balance.Recall that although firms need to maintain
a cash balance sufficient to meet their obligations, excessive cash balances are unde-
sirable because idle cash earns,at best,a modest return.Given that OB has virtually no
debt,has unused lines of credit available,and has strong cash flow from operations, the
decline in the cash balance should not cause alarm.

Note that the cash to current liabilities ratio is a severe test of liquidity.To see this,
compare OB’s 1997 cash to current liabilities ratio of 28.5% to its current ratio,which
was discussed in Chapter 3,“The Balance Sheet.”

Both ratios contain current liabilities in the denominator. However, because the cash
to current liabilities ratio has a much smaller numerator, a lower ratio results.

Implications for Managers
Financial statements provide managers and others with historical information about
cash.Managers must ensure that sufficient cash is available on an ongoing basis to en-
able the firm to meet its commitments.As in many cases,managers must be proactive,
not reactive, and the historical information can help with decision making.

The management of cash begins with projecting the amount and timing of future
cash flows.This enables firms to forecast their cash balances over the course of a spec-
ified time period. If positive net cash flows are expected,managers must identify prof-
itable uses of that cash.Alternatively, if negative net cash flows are projected,managers
must identify additional sources of cash. Possibilities include short-term debt, long-
term debt, additional investments by owners, and the liquidation of assets. Other
strategies might include attempting to speed up cash collections from customers and
delaying payments to suppliers.

MARKETABLE SECURITIES

Many firms experience uneven cash flows during a year. Department stores, for ex-
ample, make a large portion of their sales during November and December, resulting
in significant cash inflows. In many instances, such large amounts of cash are not im-
mediately needed to fund operations. Many firms elect to put excess cash balances
into short-term investments. These investments, known as marketable securities,
typically produce higher earnings than those available from bank accounts, thus en-
abling firms to increase their earnings.

Types of Investments
Firms can choose from two general types of securities. Equity securities represent
ownership interests in other corporations.For example,General Motors (GM) can pur-
chase shares of IBM stock,which would be reflected on GM’s balance sheet as an asset.

Firms can also invest in debt securities, which result from lending transac-
tions. For example, if GM were to lend funds to IBM, IBM would probably issue a
debt security as written evidence of the indebtedness.The security might be com-
mercial paper (indicating short-term borrowing) or a bond (indicating long-

Current ratio �  
Current assets

Current liabilities
�

$131,048
$48,286

� 2.71
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term borrowing). In either case, the security would appear on GM’s balance sheet
as an asset.

This chapter deals primarily with investments in equity securities that are classi-
fied as current assets.As you know, current assets are either consumed or converted
into cash within one year.Thus,we cover only investments that will be held a relatively
short period of time. Long-term investments are covered in Chapter 13,“Reporting Is-
sues for Affiliated and International Companies.”

Marketability
This chapter is also restricted to securities that are marketable. A security is mar-
ketable if it is traded on a securities exchange registered with the Securities and Ex-
change Commission (SEC) or if its price is available through the National Association
of Securities Dealers Automated Quotations systems or the National Quotation Bureau.
Securities traded on foreign exchanges may also qualify.

Securities that are not readily marketable are unlikely candidates for short-term in-
vestments of excess cash. Nonmarketable securities cannot necessarily be liquidated
when the investor desires to do so. Investments in nonmarketable securities are usu-
ally classified as long-term investments.

Basic Accounting
SFAS No.115,Accounting for Certain Investments in Debt and Equity Securities,gov-
erns the accounting for short-term investments in marketable securities.This standard
requires that a firm classify such investments as either trading securities or avail-
able-for-sale securities. Trading securities are intended to be held for brief periods
of time to generate profits from short-term differences in price. For example, invest-
ment banks will often buy an entire stock issue from a corporation with the intent of
almost immediately selling the stock to the public.The investment bank would classify
the stock as a trading security.

Marketable equity securities not classified as trading securities are classified as
available-for-sale.Nonfinancial organizations classify most of their investments in mar-
ketable equity securities as available-for-sale.Proper classification is important because
the accounting treatment differs for the two categories. Because most corporations
classify their securities as available-for-sale, this chapter emphasizes the accounting
procedures for that classification.

Available-for-Sale Securities Marketable equity securities classified as available-for-
sale should be accounted for at market value on the balance sheet date.The difference be-
tween a security’s historical cost and its market value is an unrealized gain or loss.The
term unrealized indicates that the gain or loss has not been confirmed by an actual sale.
However, because the securities are highly marketable, the value change is virtually cer-
tain,and,accordingly, the gain or loss is a valid and useful measure of a change in wealth.

Unrealized gains and losses on available-for-sale securities do not,however,appear
on the income statement. Instead, these gains and losses appear in a special section of
shareholders’ equity that is distinct from invested capital or retained earnings. Also
note that the marketable securities account continues to reflect the historical cost of
the securities.The adjustment to market value is made to a valuation account,often la-
beled allowance for unrealized gain/loss.

To illustrate, assume that on December 1, 2000, Mega Company purchased mar-
ketable securities for $1,000.This analysis is straightforward.
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On December 31, the securities are still on hand and have a market value of $980.To
record the value change,reduce marketable securities by $20 via the allowance for un-
realized loss and reduce shareholders’ equity by $20.

214 CHAPTER 6

ASSETS � LIABILITIES � SHAREHOLDERS’ EQUITY

Cash Marketable
securities

Dec. 1 � $1,000     �$1,000

ASSETS � LIABILITIES � SHAREHOLDERS’ EQUITY

Marketable Allowance for Unrealized loss on
securities unrealized loss marketable securities

Bal. $1,000
Dec. 31 � $20 �$20

ASSETS � LIABILITIES � SHAREHOLDERS’ EQUITY

Cash Marketable Allowance for Unrealized loss Retained
securities unrealized loss on marketable securities earnings

Bal. $1,000 �$20 �$20 �$10
Jan. 10 �$20 �$20 (realized
Jan. 10 �$990 �$1,000 loss)

In the asset section of the balance sheet, the $20 balance in allowance for unrealized
loss is subtracted from marketable securities to show a net asset of $980.The account
unrealized loss on marketable securities is a separate component of sharehold-
ers’ equity. Keep in mind that it is not an income statement account.

Assume further that the securities are sold on January 10,2001, for $990.Looking
at the purchase and sale together, a $10 loss has been incurred. Because no loss was
recognized on the income statement when the securities were revalued at the end of
2000, a $10 loss must now be reflected on the income statement.

The analysis is most easily completed in two steps.First,because the $20 loss is no
longer unrealized, the entry to record that loss should be reversed. Second, cash is in-
creased by $990, marketable securities are reduced by $1,000, and a $10 loss is rec-
ognized.This loss is termed realized because it has been confirmed by a cash trans-
action.This loss appears on the 2001 income statement.

Trading Securities Trading securities are also accounted for at market value.One
major difference exists between the accounting for trading securities and that for se-
curities classified as available-for-sale.Unrealized gains and losses on trading securities
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are included in net income,as opposed to being reflected in a special section of share-
holders’equity.The FASB believes that,because trading securities are purchased to gen-
erate profits on short-term price changes,all unrealized gains and losses should be im-
mediately reflected on the income statement.

Debt Securities The accounting for debt securities is a bit more complex.If a firm
intends to hold a debt security until its maturity date, the security is valued at histori-
cal cost. Debt securities not intended to be held until maturity appear on the balance
sheet at market value.However,because debt securities classified as current assets will
be liquidated within the next year,a large discrepancy between cost and market value
is unlikely.Thus, in most cases, financial statement readers can view the marketable
debt securities figure in the current asset section as a very close approximation to
market value.

Analysis of Marketable Securities
Marketable securities are reflected on the balance sheet at market value.Because these
securities can be readily converted into known amounts of cash, such a valuation rule
seems quite reasonable.Analysts evaluate the liquidity of a firm, in part, by examining
current assets.The amount of cash a marketable security can be transformed into is
likely to be much more relevant for liquidity assessment than is a security’s historical
cost.

Your accounting common sense probably suggests that all unrealized gains and
losses on marketable securities should appear on the income statement. SFAS No.
115 precludes this treatment for securities classified as available-for-sale.The FASB’s
justification for this position relates to liabilities.The FASB tried but failed to agree
on how to measure changes in the value of liabilities. Because net income might be
distorted by including asset value changes in income while excluding similar
changes for liabilities, the FASB decided to exclude changes in asset values from re-
ported income.

The FASB’s required procedures can be challenged on at least three grounds.First,
some argue that two wrongs do not make a right. Changes in the value of marketable
securities are valid gains and losses and should be included in net income, regardless
of how liabilities are treated. Not doing so reduces the usefulness of net income as a
measure of wealth changes and as an indicator of managerial performance.

Second, the FASB’s procedures provide an opportunity for profit manipulation by
management. By selecting to sell those securities that have either risen or fallen in
value, managers can dictate whether gains or losses will be reported.

Third, the FASB created a new element of shareholders’ equity (unrealized
gain/loss on marketable securities) in order to exclude changes in the value of mar-
ketable securities from net income.This element is a new (and somewhat unusual) ad-
dition to the conventional financial accounting framework.Its existence compromises
the basic notion that the change in shareholders’equity for a period equals net income
plus the effects of direct contributions/withdrawals by the shareholders.

ACCOUNTS RECEIVABLE

Revenue transactions are usually undertaken for cash or on credit.Firms obviously pre-
fer to make sales for cash because funds are immediately available to meet obligations,
invest in productive endeavors,pay dividends,and so on.Moreover,cash sales entail no
uncertainty about collectibility.
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Credit Sales
Many firms,however,make a significant portion of their sales on credit.They do so be-
cause customers prefer deferring their payments. Credit transactions enable pur-
chasers to use their cash for a longer period of time before paying the seller.Moreover,
credit transactions permit the purchaser to inspect and actually use the goods prior to
payment. Industry practices and competitive pressures force many firms to sell on
credit, and credit sales to customers in the ordinary course of business give rise to ac-
counts receivable (trade receivables).

Before making a credit sale, the credit standing of the customer should be as-
sessed. Credit-worthiness is an important consideration in making a credit sale be-
cause it bears directly on a potential customer’s ability and willingness to ultimately
make payment.Various credit bureaus (such as Dun & Bradstreet and Equifax) provide
credit ratings and other information for this purpose.

Selling only to customers with high credit ratings, however, will not necessarily
maximize profits.Although such a policy would minimize receivables that prove to be
uncollectible, a number of potentially profitable sales might be eliminated and the
profit on these sales may well overshadow the expense of uncollectible accounts.
Thus, a firm must decide how much credit to grant and to whom credit should be of-
fered. Selecting a credit-rating cutoff in some middle range is probably optimal.

Accounting for Credit Sales
The analysis of credit sales is quite straightforward.The credit sale of merchandise for
$100 would increase accounts receivable and shareholders’ equity.
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When the cash is ultimately collected, the balance in cash is increased,and the ac-
counts receivable balance is decreased.

Notice that revenue is recognized when the sale is made.The collection of cash does
not result in the recognition of revenue. Rather, it merely transforms one asset (ac-
counts receivable) into another (cash).

Discounts
When selling on credit, many firms offer discounts for early payment. Such discounts
are offered primarily for two reasons.First,early payment by the customer enables the
seller to have access to cash sooner.Second,the sooner an account is paid, the less op-
portunity there is for nonpayment.

ASSETS � LIABILITIES � SHAREHOLDERS’ EQUITY

Accounts receivable Retained earnings
�$100 �$100 (sales)

ASSETS � LIABILITIES � SHAREHOLDERS’ EQUITY

Cash            Accounts receivable
�$100               �$100
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Typical discount terms are 2/10, net 30.This indicates that a 2% discount will be
granted if payment is made within 10 days of sale; otherwise, full payment is due
within 30 days of sale.

These particular terms offer a significant inducement for early payment.To see
this, consider the 2% to be a finance charge assessed for extending credit from the
10th to the 30th day after sale.That is, the customer must pay 2% more than otherwise
required if payment is delayed for those 20 days.Because there are about 18 20-day pe-
riods in a year (365/20), the quoted discount implies an approximate annual interest
rate of 36% (2% � 18), which is quite high relative to other sources of financing.

Factoring Accounts Receivable
In some industries, sellers extend very generous credit terms to their customers. For
example, furniture retailers sometimes do not require any payment until six months af-
ter sale.To obtain cash more quickly, these firms sell (factor) their receivables. In most
cases, the receivables are factored to a financial institution that charges a fee as com-
pensation for the cost of collection, the delayed receipt of the cash, and potential un-
collectible accounts.

To illustrate, assume that a furniture store has previously made a credit sale for
$1,500. If the receivable is subsequently factored for $1,300, cash would increase by
$1,300,accounts receivable would decrease by $1,500,and a $200 expense would be
incurred.
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Cash        Accounts receivable Retained earnings
�$1,300          �$1,500 �$200 (financing expense)

Uncollectible Accounts
As noted earlier, revenue is recognized at the time a credit sale is made. Recognizing
revenue increases a firm’s assets and net income. However, given that some of the re-
ceivables may ultimately prove to be uncollectible, assets and net income might be
overstated.

Year-End Adjustment To avoid this possibility, firms make year-end adjustments
to recognize that some of their accounts receivable will probably not be collected.Be-
cause firms are unlikely to know which particular accounts will prove to be uncol-
lectible, the amount of the adjustment is an estimate.

To illustrate, assume that on December 31, 2000, at the end of its first year of op-
eration the Box Company estimates that $2,400 of its year-end accounts receivable bal-
ance of $100,000 will be uncollectible.Keep in mind that this is an overall estimate and
that Box is currently unable to identify which particular customers will not fulfill their
obligations.Accordingly, the adjustment does not directly reduce accounts receivable.
Instead, a negative (contra) asset,allowance for uncollectible accounts, is used.

An expense is also recorded,which is consistent with the matching principle.One
cost of generating sales is the receivables that will ultimately prove to be uncollectible.
This cost (even though it must be estimated) should be deducted from the sales rev-
enue that gave rise to those receivables.The analysis follows.
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The net difference between the balances in accounts receivable and the allowance for
uncollectible accounts is net accounts receivable, which is included in total assets on
the balance sheet.
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Accounts Allowance for Retained earnings
receivable uncollectible

accounts
(contra asset)

Bal. $100,000
Dec. 31 �$2,400 �$2,400 (uncollectible

accounts expense)

Exhibit 6-4 contains OB’s partial balance sheet. It shows the balance in the al-
lowance account, as well as the net accounts receivable included in total assets.

Accounts receivable, gross $100,000
Less allowance for uncollectible accounts (2,400)
Accounts receivable, net $ 97,600

OshKosh B’Gosh
Partial Balance Sheet
(Dollars in thousands)

December 31,
1997 1996

Accounts receivable, less allowances of
$4,225 in 1997 and $5,474 in 1996 $23,278 $20,504

EXHIBIT 6-4       Partial Balance Sheet

From the information provided,gross accounts receivable on December 31,1997,
can be computed as $27,503,000:

Net receivable � Gross receivable � Allowance
$23,278,000 � Gross receivable � $4,225,000
$23,278,000 � $27,503,000 � 4,225,000

Write-Offs When a firm subsequently ascertains that a particular customer will
not pay, that customer’s account is written off.This is done by reducing the balances
in accounts receivable and in the allowance for uncollectible accounts. Continuing
with the Box Company illustration, assume that on February 11, 2001, Box becomes
aware that a customer who owes $450 has just gone out of business and that collec-
tion is extremely unlikely.The balances in the accounts receivable and allowance ac-
counts would each be reduced by $450.

    Current Assets 221



Because the balance in accounts receivable is reduced, as is the accompanying
contra asset, the write-off has no effect on total assets or expenses.This is proper, be-
cause the asset reduction and expense were previously recorded.Box’s net receivable
is $97,600, both before and after the write-off.

Before After
Accounts receivable, gross $100,000 $99,550
Less allowance 2,400 1,950
Accounts receivable, net $ 97,600 $97,600

The effect of the write-off is depicted graphically in Exhibit 6-5.

Estimation Methods Firms can estimate the year-end adjustment for uncol-
lectible accounts in several ways. One approach is the aging method. In its simplest
form, the aging method classifies the year-end accounts receivable balance into two
categories: (1) current and (2) past due.Suppose, for example, that a firm’s sales terms
are 2/10, net 30.This indicates that all accounts are due within 30 days of sale.On the
balance sheet date, accounts that have been outstanding for 30 or fewer days are clas-
sified as current.The remainder are classified as past due.

Based on a firm’s past experience, industry norms,and current trends, the firm es-
timates the percentage of each category that will not be collected.This is the step that
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Accounts Allowance for
receivable uncollectible

accounts
Bal. $100,000 �$2,400
Feb. 11 �$    450 �$   450

$ 99,550 �$1,950

EXHIBIT 6-5       Effect of Write-Offs on Accounts Receivable

Allowance
$2,400

A/R Net
$97,600

A/R Gross
$100,000

A/R Gross
$97,600

Before
Write-Off

After
Write-Off

Allowance
$1,950

A/R Net
$97,600{ {
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requires the most judgment.Also,because older accounts are more likely not to be col-
lected, the past-due category has a higher percentage of uncollectibles than the cur-
rent category.These percentages are multiplied by each category’s balance to estimate
the allowance for uncollectible accounts.

Recall that Box Company estimated its allowance to be $2,400 at the end of 2000.
The aging analysis that resulted in this estimate is as follows:

Age Category Balance � Percentage � Estimated
Estimated to Be Amount

Uncollectible Uncollectible
Current $ 90,000 2% $1,800
Past due 10,000 6% 600
Total $100,000 $2,400

Although other estimation methods can yield different results on a year-to-year ba-
sis, over the long run their results will be quite similar.

Analysis of Accounts Receivable
The analysis of accounts receivable involves two issues:the relative size of accounts re-
ceivable and the adequacy of the allowance for uncollectible accounts.The financial
statements of OB are used to illustrate these issues.Exhibit 6-6 contains some basic in-
formation about OB’s receivables.

Size of Accounts Receivable Because accounts receivable earn no return after
the discount period has expired, firms should limit their investment in this asset.The
size of accounts receivable is usually assessed relative to the amount of credit sales.
This seems appropriate because credit sales give rise to accounts receivable. Most
firms do not separately disclose credit sales, so net sales are usually used.A straight-
forward analysis divides gross accounts receivable by sales:

OB’s percentage increased from 5.8% in 1996 to 7.0% in 1997:

1997 1996

Accounts receivable as a       � � 7.0% � 5.8%
percentage of sales

$25,978
$444,766

$27,503
$395,196

Accounts receivable as a percentage of sales �  
Accounts receivable (gross)

Sales
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OshKosh B’Gosh
Selected Accounts Receivable-Related Information

(Dollars in thousands)

1997 1996
Accounts receivable, gross $  27,503 $  25,978
Allowance for doubtful accounts $4,225 $5,474
Sales $395,196 $444,766
Accounts receivable as a percentage of sales 7.0% 5.8%
Collection period 25 days 21 days
Allowance as a percentage of accounts receivable 15.4% 21.1%

EXHIBIT 6-6       Financial Statement Information
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OB’s trend is not favorable.Notice that although sales declined from 1996 to 1997,
the balance in accounts receivable actually increased.Although the unfavorable trend
might be due to less effective management of accounts receivable, it could also be due
to a changing sales pattern.If, in 1997,OB made a relatively larger proportion of its sales
near year-end,we would expect to see an increase in year-end accounts receivable.

An alternative analysis involves calculating the average length of time it takes to
collect a receivable.This is known as the collection period. It is calculated in two
steps. First, calculate the average sales per day:

Next, the collection period is calculated by dividing gross accounts receivable by av-
erage sales per day.

This ratio indicates the number of days sales in accounts receivable.
OB’s collection period increased from 21 to 25 days.This is consistent with the

analysis of accounts receivable as a percentage of sales.

1997 1996

Average sales per day  �

Collection period          �

Exhibit 6-7 contains a comparison of OB’s ratios with Hartmarx Corporation, an-
other apparel manufacturer, and, as a point of contrast, with Albertson’s, a food store.
OB’s accounts receivable as a percentage of sales and its collection period are about one-
third as large as those of Hartmarx.At least four interpretations are possible:(1) OB is do-
ing much better than Hartmarx in quickly collecting its receivables and minimizing its
investment in this asset;(2) OB’s sales pattern during the year differs markedly from that
of Hartmarx (that is,OB makes substantially fewer sales at year-end than Hartmarx does);
(3) OB is inducing its customers to pay quickly either through strong pressure or steep
discounts;or (4) OB factors more accounts receivable than does Hartmarx.

$25,978
$1,219

 �  21 days
$27,503
$1,083

 �  25 days

$444,766
365

 �  $1,219
$395,196

365
 �  $1,083

Collection period �  
Accounts receivable (gross)

Average sales per day

Average sales per day �  
Sales
365
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Accounts Receivable Ratios
Interfirm Comparisons

1997

OB Hartmarx Corp. Albertsons
Accounts receivable as a

percentage of sales 7.0% 20.4% .8%
Collection period 25 days 75 days 3 days
Allowance as a percentage

of accounts receivable 15.4% 6.7% 1.0%

EXHIBIT 6-7       Comparisons of Accounts Receivable Ratios
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Adequacy of Allowance for Uncollectible Accounts Recall that writing off a
specific account as uncollectible has no effect on total assets or net income.Assets and
income are affected by the year-end adjustment in which uncollectible accounts are
estimated.A great deal of judgment and discretion is used by management in making
this estimate.Accordingly, analysts must carefully assess the reasonableness of the al-
lowance for uncollectible accounts.

Few firms disclose their uncollectible accounts expense, yet most firms do dis-
close the year-end balance in the allowance for uncollectible accounts.The adequacy
of this balance is usually assessed relative to the year-end accounts receivable balance.
This is done by dividing the allowance by gross accounts receivable:

Allowance for uncollectible accounts as 
a percentage of accounts receivable

OB’s percentage decreased from 21.1% in 1996 to 15.4% in 1997.

1997 1996

Allowance for uncollectible accounts as �
a percentage of accounts receivable

$5,474
$25,978

 �  21.1%
$4,225

$27,503
 �  15.4%

�  
Allowance for uncollectible accounts

Accounts receivable (gross)
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Topps Co., Inc., produces sports cards. During two consecutive quarters, Topps’ accounts receivable increased by more
than 50%, while sales declined. Such a trend might indicate that Topps is experiencing difficulty collecting from its cus-
tomers.

Topps asserts, however, that receivables have increased because of a change in its shipping schedule. It has begun
to ship 50% of its cards in the final few weeks of a quarter. Thus, many of its accounts receivable are outstanding at quar-
ter’s end, and at the same time, are not yet past due.

Required

a. Does Topps’ explanation make sense?
b. Can Topps’ claim be verified with publicly available information?

Solution

a. Topps’ explanation may well make sense. Because sales and accounts receivable are recorded when goods are
shipped, making shipments closer to a quarter’s close increases the accounts receivable balance on the balance sheet
date. Topps’ explanation, however, raises the question of why its shipping schedule has changed. Some firms who
have difficulty meeting sales expectations pressure customers to place orders toward the end of a quarter.

b. Verifying Topps’ claim would be difficult. Firms do not publish shipping schedules or any other information that might
indicate when shipments occurred during a quarter. Perhaps the best source of information is Topps’ customers. They
would certainly know if shipping schedules have changed and the reason for any change.

R E A L I T Y  C H E C K  6 - 1

Also note that food stores have a much shorter collection period than apparel
manufacturers,which is due to the nature of food stores’credit sales.Most credit sales
are made via customers’credit cards at major banks and food stores are able to collect
these receivables from the banks very quickly. Some credit sales are made to busi-
nesses (such as restaurants and caterers), but these customers pay by check within a
reasonable period of time.

Reality Check 6-1 summarizes an accounts receivable issue that arose for Topps
Co., Inc., the sports card producer.
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The reason for such a decrease is not entirely apparent.Perhaps OB made a conscious
decision to decrease its sales to customers with dubious credit ratings. Such a change
in the customer base would allow a decrease in the allowance for uncollectible ac-
counts.Alternatively, recall from Chapter 4,“The Income Statement,” that in 1997 OB
ceased its European operations and terminated its relationship with certain domestic
distributors.These changes altered the composition of OB’s customer base and might
justify the decline in the allowance for uncollectible accounts.

Exhibit 6-6 shows that OB’s uncollectible accounts estimate is much more conser-
vative than that of its competitor Hartmarx. Most analysts view conservative account-
ing practices with favor and feel that they result in earnings numbers of high quality.

Implications for Managers
As with any asset, managers should attempt to maximize the return on accounts re-
ceivable.One way to do this is to reduce the firm’s investment in accounts receivable.
Managers can employ several strategies to do this. Sales terms can be set so that the
customer is obligated to make payment in a relatively short period of time. Managers
should closely monitor accounts receivable collections to ensure that customers are
paying within the agreed period.

Discounts for early payment can also induce customers to pay quickly. However,
discounts large enough to prompt early payment may prove to be quite expensive for
the seller.

Also keep in mind that sales terms may be constrained by industry practices.That
is,a firm must provide terms that are competitive with those offered by its rivals. In gen-
eral, sales terms are just one product attribute in a firm’s overall promotional strategy.

Managers must also decide which customers will be granted credit.As mentioned
previously, a trade-off exists between the amount of sales that can be generated and
the level of uncollectible accounts expense incurred. Managers should set minimum
credit ratings for its customers so that profitability is maximized.

INVENTORY

Inventory consists of products acquired for resale to customers. For many compa-
nies, inventory is a major asset and a significant source of revenue.

Basic Accounting
Assume that several items of inventory are acquired for a total price of $100.This trans-
action results in an increase in inventory and a decrease in cash.
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Cash                      Inventory
�$100                     �$100

Now assume that half the inventory is sold for $75.This transaction is analyzed in two
steps.The revenue part increases cash and shareholders’ equity by $75.The expense
part decreases inventory and shareholders’ equity by $50 (half of the $100 historical
cost).
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The difference between the sales price of $75 and the cost of goods sold (CGS) of
$50 is the gross profit or gross margin.

Cost Flow Assumptions
Most firms purchase inventory items on an ongoing basis.Usually, these purchases are
not made at a uniform price.This poses an accounting problem when inventory is
sold:What is the cost of the goods that were sold and what is the cost of the goods that
remain on hand?

Some firms find it advantageous to keep a record of the cost of individual in-
ventory items.These situations involve inventory units with a high dollar value and
relatively few sales. Car dealerships are good illustrations.When negotiating with a
customer over the selling price of a given car, for example, the cost of that partic-
ular car is important information for the dealer.Thus, these firms are motivated to
keep a record of each car’s cost. Moreover, a dealer’s inventory consists of perhaps
no more than 100 cars, and the dealer makes only a few sales per day. Such activity
levels do not present a significant record-keeping challenge.The specific identifi-
cation method maintains accounting records showing the cost of each inventory
item.

For most businesses, however, the number of inventory units and the volume of
purchases and sales are so large that the specific identification method would be very
costly to implement.A grocery store, for example, may sell 1,000 cereal boxes in one
day.This requires firms to use a cost flow assumption.

Consider the following summary of inventory acquisitions:

# of Units � Unit Price � Total Cost
Beginning inventory 30 $4 $120
Purchase on February 18 10 5 50
Purchase on June 8 20 6 120
Purchase on October 22 20 8 160
Totals 80 $450

Assume that 48 units were sold during the year and 32 units remain on hand at
year-end.To prepare the financial statements, the cost of the ending inventory and the
cost of goods sold must be determined.

Average Cost The average-cost method calculates the weighted-average cost of
an inventory item on hand during the period and applies this cost to the units sold and
to the ending inventory.The average cost is calculated by dividing the cost of goods
available for sale by the number of units available for sale.The cost of goods avail-
able for sale equals the cost of the beginning inventory plus the cost of all purchases
during a period. It reflects the total cost of goods that were on hand at any time dur-
ing the period and that were available for sale:
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Cash                       Inventory Retained earnings
�$75 �$75 (sales)

�$50 �$50 (cost of goods sold)
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To calculate the cost of the 48 units that have been sold, multiply the average cost of
$5.625 by 48:

To calculate the cost of the 32 units in ending inventory, multiply the average cost of
$5.625 by 32:

Alternatively, once either cost of goods sold or ending inventory has been calcu-
lated, the following equation can be used to compute the other.

Adding beginning inventory and purchases yields the cost of goods available for sale.
Subtracting the cost of goods that have not been sold (the ending inventory) from the
cost of all goods available for sale results in CGS (the cost of the goods that have been
sold). If ending inventory is calculated first, the cost of goods sold can be computed
as follows:

CGS � Beginning inventory � Purchases � Ending inventory
$270 � $120 � $330 � $180

On the other hand, assuming that cost of goods sold is computed first, the equa-
tion can be rearranged and ending inventory can be calculated as follows.

Ending inventory � Beginning inventory � Purchases � CGS
$180 � $120 � $330 � $270

This general equation can be used with all the inventory methods described in this
section.

First-In, First-Out Another commonly used inventory method is the First-in,First-
out (or FIFO) method.This method assumes that inventory costs move on a first-in,
first-out basis.This implies that the cost of the beginning inventory and the cost of pur-
chases made early in the period are the first to flow out of the firm and comprise the
cost of goods sold.

CGS �  Beginning inventory �  Purchases �  Ending inventory

Ending inventory �  $5.625 �  32 �  $180

Cost of goods sold �  $5.625 �  48 �  $270

$450
80

 �  $5.625

Average cost �  
Cost of goods available for sale

Number of units available for sale
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In our illustration, the cost of goods sold under the FIFO method is based on the
cost of the 48 units that were acquired first.

# of Units � Unit Price � Total Cost
Beginning inventory 30 $4 $120
February 18 10 5 50
June 8 8 6 48
CGS 48 $218

Because the cost of goods sold under the FIFO method is based on the cost of the
earliest acquisitions, ending inventory must consist of the costs from the most recent
purchases (those made closest to the period’s end). Based on the inventory and pur-
chase data given in the last subsection, ending inventory consists of the costs associ-
ated with the 32 units acquired closest to the end of the year.This includes the 20 units
purchased on October 22 and 12 of the units purchased on June 8. Only 12 of the 20
units purchased on June 8 are included because the ending inventory consists of 32
units.

# of Units � Unit Price � Total Cost
June 8 12 $6 $  72
October 22 20 8 160
Ending Inventory 32 $232

Last-In, First-Out The Last-in, First-out (LIFO) inventory method assumes that
the costs associated with the purchases made closest to the period’s end comprise
the cost of goods sold.Therefore, the cost of goods sold is based on the cost of the 48
units acquired most recently.

# of Units � Unit Price � Total Cost
October 22 20 $8 $160
June 8 20 6 120
February 18 8 5 40
CGS 48 $320

Ending inventory, therefore, must be composed of the beginning inventory cost
and the cost of the period’s earliest acquisitions. Based on the preceding illustration,
ending inventory is calculated by identifying the cost of the 32 units acquired the ear-
liest.

# of Units � Unit Price � Total Cost
Beginning inventory 30 $4 $120
February 18 2 5 10
Ending Inventory 32 $130

The difference between FIFO and LIFO can be described by examining the cost of
goods available for sale. Recall that the cost of goods available for sale equals the cost
of beginning inventory plus the cost of the year’s purchases. By year end, each inven-
tory item either will have been sold or will remain on hand.FIFO assumes that the cost
of goods sold consists of the costs of the beginning inventory and the earliest pur-
chases, and that the ending inventory is comprised of the more recent costs. In con-
trast, LIFO assumes that the cost of goods sold consists of the most recent costs and
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that the costs of beginning in-
ventory and the earliest pur-
chases are included in ending in-
ventory.These partitions of cost
of goods available for sale are de-
picted in Exhibit 6-8.

Financial Statement Effects 
of Inventory Method The
choice of inventory method can
have significant effects on finan-
cial statements. In the Exhibit 6-8
illustration, the effects of inven-
tory method choice can be sum-
marized as follows:

FIFO Average Cost LIFO
Cost of goods sold $218 $270 $320
Ending inventory $232 $180 $130

Notice that the illustration reflects a period of rising inventory costs,which is the typi-
cal situation for many firms.The conclusions drawn in this section are dependent on ris-
ing prices.Opposite conclusions would be warranted in periods of price declines.
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You are the sole owner of a local CPA firm. Your firm has been quite success-
ful, primarily because of your hard work.

It is December 31 and you are working on the audit of The Boot Ware-
house. Part of your audit program requires that you test count Boot’s inven-
tory. You have decided that counting seven sections of Boot’s warehouse
would provide sufficient assurance that the inventory is correctly stated.

There’s just one problem. Because you have been so successful, and be-
cause you are so busy, you arrived at the warehouse late. Because Boot is
scheduled to make a number of large shipments soon after midnight, there is
not enough time to count the seven sections as you planned. Delaying the
shipments would be very costly. In fact, Boot’s lost profits would probably be
greater than your audit fee. What would you do?

W H AT  W O U L D  Y O U  D O ?

FIFO

Beginning Purchase of Purchase of Purchase of
inventory February 18 June 8 October 22
30 � $4 10 � $5 20 � $6 20 � $8

Cost of goods sold: Ending inventory:
30 � $4 � $120 12 � $6 � $  72
10 � 5 � 50 20 � 8 � 160
8 � 6 � 48 32               $232

48              $218

LIFO

Beginning Purchase of Purchase of Purchase of
inventory February 18 June 8 October 22
30 � $4 10 � $5 20 � $6 20 � $8

Ending Inventory: Cost of Goods Sold:
30 � $4 � $120 20 � $8 � $160
2 � 5 � 10 20 � 6 � 120

32               $130 8 � 5 � 40
48           $320

EXHIBIT 6-8       Partitioning Cost of Goods Available for Sale: FIFO Vs LIFO�
�

�

�
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LIFO results in the highest cost of goods sold because (1) it assumes that the more
recent costs are the first ones sold, and (2) these most recently acquired costs are the
most expensive ones. FIFO results in the lowest cost of goods sold, and the average-
cost method yields results between LIFO and FIFO. Because LIFO reports the highest
cost of goods sold figure, it results in the lowest reported net income number.

LIFO results in the lowest ending inventory value because it assumes that the ear-
liest costs remain on hand at year-end, and these costs are the least expensive. FIFO
yields the highest inventory value, and average cost falls between the two.

The Choice of Inventory Method
FIFO, LIFO, specific identification, and average cost are all acceptable inventory meth-
ods.Firms are free to choose one of these methods and consistently apply it across pe-
riods. Interestingly,GAAP does not require that the assumed flow of costs corresponds
to the actual flow of goods.Supermarkets, for example,put their older products on the
front of shelves so that they will be sold before items acquired more recently; this
helps preserve the general freshness of the merchandise available to customers. In this
case, goods actually flow on a FIFO basis. However, supermarkets are not required to
use FIFO in the preparation of their financial statements.

This raises a question about the factors that are considered by managers in se-
lecting an inventory method. Because LIFO and FIFO yield the most dissimilar results,
the following discussion focuses on them.

Taxes The example we used to illustrate the various inventory methods was char-
acterized by a period of rising prices.Many industries have experienced decades of in-
flation in inventory costs. In such periods, LIFO assigns the higher, recently acquired
inventory costs to cost of goods sold. Of course, a higher cost of goods sold results in
lower reported income. Thus, the selection of LIFO in inflationary periods reduces
both reported pre-tax income and income taxes.Because a smaller check will be writ-
ten to the IRS, the use of LIFO actually increases a firm’s cash flow, even though re-
ported net income is lower than under FIFO.

In general, firms are not required to select the same accounting principle for fi-
nancial reporting and for taxes.Because financial statements and tax returns serve dif-
ferent purposes, this makes sense. LIFO, however, is an exception to this general rule.
If LIFO is used for tax purposes, it must be used for financial reporting.Many firms pre-
pare their tax return using LIFO to obtain the associated tax savings and are thus re-
quired to use it for their financial statements.

Implementation Costs Although we need not be concerned about the details,
simply note that LIFO is more costly to implement than FIFO or average cost,especially
for small firms.This may help explain why large firms tend to adopt LIFO more often
than small firms. Managers must balance the tax savings from LIFO with the costs of
implementation.

Quality of Financial Statement Information LIFO and FIFO result in different
financial statement numbers for inventory, cost of goods sold, and net income.Which
method results in the most useful information? The answer is not clear-cut.

FIFO’s ending inventory calculation is based on a firm’s most recent acquisition costs.
Thus, the inventory amount on the balance sheet is likely to be very close to current
value. In contrast, LIFO’s ending inventory is based on the costs of beginning inventory
and the earliest acquisitions.Keep in mind that this occurs each year and that the begin-
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ning inventory may contain components carried forward from many years ago.Thus,in a
period of rising prices,LIFO ending inventory values may be dramatically understated.

On the other hand, LIFO provides more informative income statement numbers
because it matches current inventory costs with revenues. Cost of goods sold under
LIFO consists of the costs of the most recent acquisitions.These costs approximate
amounts necessary to replace inventory as it is depleted.Because of this, LIFO is more
consistent with the matching principle. Furthermore,gross profit under LIFO is a use-
ful measure of the resources generated from inventory sales that are available to cover
other expenses and provide for net income. Managers can then view the gross profit
measure as an indicator of “spendable” resources.

LIFO and Loan Agreements As mentioned in previous chapters,many firms have
loan agreements that require them to maintain certain levels of financial ratios.The cur-
rent ratio is one example. Given that during a period of rising prices, LIFO results in a
lower inventory figure,current assets will also be lower.This results in a lower current
ratio and a greater likelihood of loan agreement violations.A number of other ratios will
be similarly affected.When adopting LIFO,managers must be confident that the use of
LIFO will not result in levels of financial ratios that violate existing loan agreements.

LIFO and Management Compensation Because LIFO reduces reported net in-
come in a period of rising prices,LIFO may also reduce the compensation of managers
who have bonuses based on reported income.This could limit management’s motiva-
tion to adopt LIFO.

LIFO and Stock Prices LIFO results in lower reported net income during a period
of rising prices. Some managers may fear that the stock market will react negatively to
a lower income stream.A more sophisticated view, however, recognizes that LIFO re-
sults in lower taxes,thereby increasing a firm’s cash flow.The increased cash flow ben-
efits the firm and its shareholders,and should result in higher stock prices.Research ev-
idence is ambiguous regarding the stock market reaction to LIFO adoptions.

Actual Usage of Inventory Methods Accounting Trends and Techniques
conducts an annual survey of 600 major U.S. corporations to ascertain their financial
reporting practices. Exhibit 6-9 shows the number of firms using various inventory
methods.

FIFO is the most frequently used method, followed by LIFO,with the average-cost
method a distant third.The total number of firms exceeds the 600 that were surveyed
because many firms use multiple inventory methods.Keep in mind that the results are
for major corporations; as mentioned, because LIFO is relatively expensive to imple-
ment, smaller businesses utilize LIFO less frequently.Also, LIFO is not widely used out-
side the United States.

Valuation of Inventories at Lower of Cost or Market
GAAP requires that inventories be valued at lower of cost or market (LCM). Inven-
tory cost is determined based on one of the cost flow assumptions discussed earlier.
Market is defined as the current replacement cost,which is the amount that would be
required to replace the firm’s inventory on the balance sheet date.

The LCM rule is based on the rationale that a decline in replacement cost indicates
that the inventory’s utility to the firm has decreased.Conservatism would dictate that
this loss should be reflected immediately in the financial statements, rather than
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postponing such recognition until the time of sale.When inventory is written down
to market, the loss is sometimes disclosed separately on the income statement, but
more frequently, it is included in the cost of goods sold.

Manufacturers
The inventories of manufacturers are comprised of three broad categories.Raw mate-
rials are the basic components of the inventory items produced by the firm.Work-in-
process inventory consists of inventory items that are partially completed on the bal-
ance sheet date.Finished goods are completed inventory items that are awaiting sale.

Firms usually report just one total inventory figure on the balance sheet.The com-
position of the inventory is found in the notes to the financial statements.Exhibit 6-10
contains OB’s inventory note. It shows the breakdown of inventory into the three ba-
sic components.

Analysis of Inventories
The income statement contains information about profitability and the balance sheet
contains useful information about inventory levels.

Profitability The income statement contains information about cost of goods
sold and gross profit. Gross profit is often expressed as a percentage of sales:

A higher gross profit percentage helps cover other expenses and contributes to net in-
come.Exhibit 6-11 contains inventory-related information for OB.The gross profit per-
centages in Exhibit 6-11 are calculated as follows:

Gross profit % �  
Gross profit

Sales
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1997 1996

Gross profit % �

OB’s gross profit percentage showed a reasonable increase between 1996 and
1997.Several factors may have caused this.First,OB’s inventory costs may have fallen.
Second, competitive forces may have enabled OB to increase its selling prices. Finally,
keep in mind that OB’s different products probably have varying gross profit percent-
ages.A change in the mix of products sold can affect the gross profit percentage.OB’s
gross profit percentage compares favorably to other apparel manufacturers.

Industries differ with respect to gross profit percentage. For example, the phar-
maceutical industry’s average gross profit percentage exceeds 50%. Drug companies
incur substantial costs when researching and developing their products.Accordingly,
they must sell their goods at relatively high markups so that they can cover these costs
and remain profitable.

$144,271
$444,766

 � 32.4%
$144,381
$395,196

 � 36.5%
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OshKosh B’Gosh
Inventory Note

(Dollars in thousands)

A summary of inventories follows:

December 31,
1997 1996

Finished goods $49,400 $51,584
Work in process 14,782 10,698
Raw materials 4,044 4,517
Total $68,226 $66,799

The replacement cost of inventory exceeds the above LIFO costs by $14,138 and
$15,100 at December 31, 1997 and 1996, respectively. Partial liquidation of cer-
tain LIFO layers in 1997 and 1996 increased net income by approximately $577
and $660, respectively.

EXHIBIT 6-10       Financial Statement Inventory Note

OshKosh B’Gosh
Selected Inventory-Related Information

(Dollars in thousands)

1997 1996
Inventory $  68,226 $  66,799
Sales $395,196 $444,766
Cost of goods sold $250,815 $300,495
Gross profit $144,381 $144,271
Gross profit % 36.5% 32.4%
Number of days’ sales in ending inventory 99 81

EXHIBIT 6-11       Financial Statement Information
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Reality Check 6-2 examines the effect on gross profit of applying the LCM inven-
tory valuation rule.

Inventory Levels The balance sheet contains information about the cost of in-
ventories remaining on hand at year-end.This provides insights into whether the
level of inventory is adequate to meet customer demands. Inadequate levels may re-
sult in lost sales and reduced profitability, while excessive levels increase carrying
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California Micro Devices Corporation (CMD) manufactures and markets integrated thin-film, silicon-based termination
and filtering components and active electronic circuitry. During the year ended March 31, 1998, CMD recorded inven-
tory write-downs of $900,000. The write-downs were due to potential obsolescence and severe price competition by
Asian manufacturers. CMD reported the following results (in thousands):

For the year ended March 31, 1998
1998 1997

Revenue $33,043 $32,936
Cost of sales 24,701 21,255
Gross profit 8,342 11,681

Assume that the write-down is reflected in cost of sales.

Required

a. Calculate CMS’s gross profit percentages for 1998 and 1997.
b. Recalculate the 1998 gross profit percentage, assuming that the write-down did not occur.
c. What concerns are raised by the trend in gross profit percentages and the effect of the write-down?

Solution

a. 1998 1997

Gross profit percentage �

� 25.2% 35.5%

b. Had the write-down not occurred, gross profit would have been:

Gross profit, as reported $8,342,000
Plus: Write-down 900,000
Cost of sales, adjusted $9,242,000

Based on this, an adjusted gross profit percentage can be calculated.

As can be seen, the write-down reduced the 1998 gross profit percentage by almost three percentage points.
c. CMD would have experienced a significant decline in gross profit percentage even in the absence of the inventory

write-down. The decline in gross profit percentage, coupled with the causes for the write-down (obsolescence and pric-
ing pressures from Asian manufacturers) suggest that CMD is in a rapidly changing and competitive industry. CMD
must develop a plan to increase its profitability.

Gross profit percentage �  
Gross profit

Sales
 �  

$9,242
$33,043

 �  28%

$11,681
$32,936

�  
$8,342
$33,043

Gross profit
Sales
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costs, which also has a negative impact on profitability. Carrying costs include stor-
age, handling, insurance, and the opportunity cost of the funds invested in inven-
tory.An opportunity cost exists because cash invested in inventory that remains on
hand for several months cannot be invested in more profitable alternative oppor-
tunities.

The number of days’ sales in ending inventory (NDS) is frequently used to
measure inventory levels. It is computed in two steps. First, divide cost of goods sold
by 365.This indicates the cost of inventory sold in one day.

Next divide ending inventory by CGS per day to obtain NDS.

NDS reflects inventory size relative to the level of sales activity.OB’s NDS for 1997 and
1996 are calculated as follows:

1997 1996

CGS per day �
(in thousands)

NDS �

OB’s NDS increased from 81 days in 1996 to 99 days in 1997.This occurred because in-
ventory levels increased while sales (and cost of goods sold) declined. Recall that OB
ceased dealing with certain wholesalers and curtailed its European operations,which
resulted in a smaller scale of operations.OB does not seem to have fully adjusted its in-
ventory levels to this smaller scale.

It is interesting to contrast apparel manufacturers’ NDS with that of food stores,
who maintain about 40 days’ sales of inventory on hand.This reflects the perishable
nature of food stores’ inventories, coupled with their high volume of sales.

Comparing LIFO and FIFO Firms
Comparing the financial statements of firms that use different inventory methods is
troublesome. In these situations,differences in ratios might be due to the different ac-
counting methods or to the different underlying economic conditions of the firms.
Whenever possible in making interfirm comparisons, financial statement numbers
should be recast to reflect the use of a uniform accounting method.

Although firms do not usually make disclosures enabling such analyses, compa-
nies using LIFO often reveal their FIFO-based inventory values. In all likelihood, these
firms are motivated to do this because FIFO usually results in a lower CGS number than
LIFO.Regardless of the motivation, the disclosures provide the basis to generate ratios
on a FIFO basis for firms that actually use LIFO.

OB, which uses LIFO, elected to disclose the replacement cost of its inventories.
Replacement cost approximates the FIFO cost of inventories and allows the analyst to

$66,799
$823

 �  81 days
$68,226

$687
 �  99 days

$300,495
365

 �  $823
$250,815

365
 �  $687

NDS �  
Ending inventory

CGS per day

CGS per day �  
CGS
365
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adjust OB’s financial ratios for purposes of comparisons to FIFO firms. Recall the cal-
culation for cost of goods sold:

Under LIFO, the calculation for 1997 was:

CGS � Beginning inventory � Purchases � Ending inventory
$250,815,000 � $66,799,000 � $252,242,000 � $68,226,000

The inventory disclosures indicate that under FIFO (or replacement cost), the begin-
ning inventory would have been higher by $15,100,000 and the ending inventory
would have been higher by $14,138,000.The only differences in the cost of goods sold
calculations relate to the valuation of beginning and ending inventory.Therefore,FIFO-
based cost of goods sold can be computed by adjusting LIFO-based cost of goods sold
by these inventory valuation differences.

CGS under LIFO $250,815,000
Plus the increase in the beginning inventory valuation under FIFO 15,100,000
Less the increase in the ending inventory valuation under FIFO (14,138,000)
CGS under FIFO $251,777,000

Notice that in this particular situation CGS under FIFO is higher than under LIFO.This
is rather unusual.Firms typically employ LIFO to capture the tax benefit of higher CGS
and lower taxable income. OB’s lower LIFO-based CGS could be due to two factors.
First, the unit cost of its inventory items might be declining.Under LIFO,these recently
acquired, lower-priced goods are the ones assumed sold.Alternatively, recall that OB
scaled back some operations. In the process,OB might have liquidated certain lines of
apparel. If these lines had been held for a number of years, their recorded LIFO cost
was likely based on rather old (and low) prices. In fact,OB’s inventory note appearing
in Exhibit 6-10 references such a situation by using the phrase “liquidation of certain
LIFO layers.”

Exhibit 6-10 provides sufficient information to recalculate OB’s ratios on a FIFO
basis. OB’s FIFO-based and LIFO-based ratios are summarized in Exhibit 6-12.As often
happens, little difference exists in the gross profit percentages generated by the two
methods.This occurs because the beginning and ending inventories are higher under
FIFO by roughly the same amount; the previous calculation of FIFO cost of goods sold
showed that these two inventory increases tend to cancel each other.

Inventory method has a more dramatic effect on NDS.The FIFO ratio indicates that
OB has more inventory on hand than suggested by the LIFO ratio.Given that many an-
alysts believe FIFO yields more relevant balance sheet numbers, OB’s inventory levels
may be more problematic than they first appeared.

CGS �  Beginning inventory �  Purchases �  Ending inventory
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PREPAID EXPENSES

In many situations, firms pay for goods and services in advance.Insurance is a good ex-
ample.Quite often, firms make full payment at the inception of a policy’s term.The ac-
counting issue involves the proper treatment of assets and expenses.At the beginning
of a policy’s term,an asset has been acquired: the right to be covered by insurance for
the next year (or other time period).As the policy’s term progresses, the asset is used
up and an expense is incurred.

Prepaid expenses are recorded at their historical cost.Because prepaids usually
have a short life, their cost corresponds closely to market value, and few analysts
would object to this valuation practice.

Prepaid expenses generally constitute a very small proportion of a firm’s assets.
For example, in 1997, OB’s prepaid expenses comprised less than 1% of its assets.
Consequently, prepaids are not subjected to extensive analysis. Recall, however, that
they are included in the numerator of the current ratio. Because prepaids will be uti-
lized in the near future, most analysts feel that this is proper. Note that prepaids are
not a source of future cash inflows, but they do reflect the reduced need for future
cash outflows.
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OshKosh B’Gosh
Inventory Ratios

1997
LIFO FIFO

Gross profit % 36.5% 36.3%
Number of days’ sales in ending inventory 99 days 119 days

EXHIBIT 6-12       Inventory Ratio
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Summary of Learning Objectives

1. Identify the items included in cash.
Cash includes funds on hand and cash on deposit in bank accounts that do not re-
strict withdrawals.Most firms also classify as cash amounts in money market funds
on which checks can be drawn.

2. Understand the need for cash planning and how firms exercise control
over cash.
Firms must carefully plan their cash inflows and outflows so that sufficient cash
is available to meet obligations as they become due.At the same time, because
cash earns virtually no return,excessive balances should be avoided.Also,because
cash is easily misappropriated, management should take steps to safeguard cash
and to ensure that the accounting for cash is proper.This can be accomplished
through effective internal control procedures, including the use of checking ac-
counts and bank reconciliations.

3. Comprehend the basic accounting for marketable securities and the lim-
itations of generally accepted accounting principles (GAAP) in this area.
Marketable securities are shown on a balance sheet at market value. Revaluing
marketable securities from their historical cost to market value requires that un-
realized gains/losses be recorded.Most industrial firms own securities classified as
available-for-sale.The rule for these securities requires that unrealized gains/losses
not be shown on the income statement. Instead, they appear on the balance sheet
in a separate component of shareholders’ equity.This rule’s major shortcoming is
that the value change is not reflected in net income.

4. Determine if a firm is properly managing its accounts receivable.
Collections of accounts receivable should be made in a timely manner.This re-
duces the firm’s investment in a nonproductive asset and reduces the opportunity
for nonpayment.A firm’s success at doing this is measured by its collection period.

5. Assess if a firm’s allowance for uncollectible accounts is adequate.
On the balance sheet date, an adequate allowance for uncollectible accounts
should be established.This is assessed by dividing the allowance by the ending ac-
counts receivable balance.

6. Understand the various inventory cost flow assumptions and the effect
that the firm’s choice of inventory method has on its taxes, the quality of
information in its financial statements, its management compensation,
its loan covenants, and its stock price.
The most commonly used inventory cost flow assumptions are average cost,FIFO,
and LIFO. FIFO (LIFO) assumes that the oldest (newest) costs are the first ones
sold.The choice of inventory method can have a significant effect on the reported
financial statement numbers. In a period of rising prices, LIFO results in the high-
est cost of goods sold and the lowest inventory value.The reverse is true for FIFO.
The average cost method yields results between LIFO and FIFO.Because LIFO has
an adverse effect on net income and financial ratios, the adoption of LIFO may re-
duce managerial compensation and increase the likelihood of loan covenant vio-
lations. However, a lower reported net income number also reduces taxes. Re-
gardless of the direction of inventory prices, LIFO results in a cost of goods sold
figure that reflects current costs, and FIFO results in an ending inventory value
that reflects current costs.
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7. Analyze a firm’s inventory management practices.
To be profitable, a firm must sell inventory for more than its cost.The gross profit
percentage measures a firm’s success in doing this.A firm should also have an ad-
equate, but not excessive, supply of inventory on hand.The amount of inventory
on hand is measured by the number of days’ sales in ending inventory.

8. Understand the nature of prepaid expenses.
Prepaid expenses reflect payments made prior to the time that services are actu-
ally used. Prepayments often occur for insurance and rent. Prepayments are usu-
ally small in dollar amount and, accordingly, do not require detailed examination
by analysts.

QUESTIONS

6-1 What does the term cash, as shown on financial statements,usually include? Dis-
cuss cash and cash equivalents separately.

6-2 Why would a business usually want to have a positive cash balance? What does
a firm usually do with cash? Describe how a firm might operate with a cash bal-
ance of zero in its accounting records.

6-3 Under what circumstances could a firm’s cash balance be negative? Why?
6-4 Describe how market valuations are applied to short-term equity investments.
6-5 Explain the relationship between inventory cost flows and the actual flow of

goods into and out of the firm’s storeroom.
6-6 Why would a firm extend credit to its customers? Identify some firms that rarely

offer credit terms. How have bank credit cards changed some of these credit
practices? Identify some industries where credit is an essential part of daily busi-
ness.

6-7 Discuss the typical relationship between inventory and accounts receivable.
How are the dollar amounts reported in inventory related to those reported as
accounts receivable? Are the dollar amounts comparable or related to each other
in any systematic manner? Under what circumstances could a firm have inven-
tory and not accounts receivable? What types of firms might have neither?

6-8 Does a firm’s recognition of revenue depend on whether the transaction is a
cash sale or a credit sale? Why?

6-9 What policies (within the firm) will help determine how quickly a firm collects
cash on its credit sales? What customer attributes will also affect cash collec-
tions?

6-10 Describe one method that can be used to estimate a firm’s uncollectible ac-
counts expense.

6-11 Describe two different methods of accounting for marketable securities.Why is
one method preferable?

6-12 Under what circumstances might cash not be considered a current asset?
6-13 Under what circumstances can accounts receivable be turned into cash, almost

“overnight”?
6-14 Discuss the criterion “available-for-sale” as it is used in determining how mar-

ketable securities are reported in the firm’s financial statements.
6-15 What steps can a firm take to protect cash held on its premises?
6-16 Discuss the relationships between “lower of cost or market” and the various

methods that might be used to determine inventory costs, such as FIFO and
LIFO.
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6-17 Describe how LIFO provides better matching of revenues and expenses than
FIFO.Why would such an attribute be desirable for income measurement?

6-18 Describe five general types of current assets.Why do you think managers and an-
alysts might prefer that firms generally use these categories and definitions for
current assets?

6-19 Define prepaid expenses and identify examples of two types of prepaid ex-
penses.

6-20 If a firm purchased a three-year fire insurance policy on July 1,1999,how would
this policy be shown on the firm’s balance sheet at December 31, 2000?

6-21 With regard to accounts receivable, explain how the average sales per day ratio
and collection period ratio could be used.As a company relaxes its credit poli-
cies, how would the values of these ratios usually change? Why?

6-22 Discuss how and why accountants might use the accounts receivable contra as-
set account Allowance for Uncollectible Accounts. Does such an account seem
useful for managers and analysts? Why?

6-23 Describe the circumstances under which a manager might want to change her
firm’s inventory method from FIFO to LIFO. Similarly, describe why a change
from LIFO to FIFO might be desirable.

6-24 Identify the best answer to each of the following multiple-choice questions, and
explain why it is the best answer:
1. To help achieve internal control over the assets of a company:

a. Segregate authorization and execution
b. Segregate authorization and review
c. Segregate custody and record keeping
d. Segregate custody and payment

2. Which of the following internal control statements is correct?
a. Internal control does not ensure that collusion will be detected.
b. Internal control design is the responsibility of the outside auditors.
c. The costs of internal control often exceed the benefits.
d. A strong system of internal control should be enough to show that the fi-

nancial statements “present fairly.”

EXERCISES

Describing Inventory Methods
6-25 Compare and contrast each of the following methods used to value inventories:

a. FIFO
b. LIFO
c. Weighted average
d. Specific identification
e. Lower of cost or market

Identifying Cash
6-26 Classify each of the following items as either a cash or a noncash item.

a. Savings accounts
b. Postage stamps
c. Traveler’s checks
d. Handwritten notes from employees promising to repay the firm for lunch

money taken from the cash register
e. Travel advances provided to employees
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f. Cash in a drawer waiting to be deposited at the bank
g. Customers’ checks that have arrived in today’s mail
h. A petty cash fund of $50 that is rarely used
i. Foreign currency
j. Foreign coins
k. U.S. savings bonds
l. 100 shares of IBM common stock

Interpreting Financial Statements: Inventories
6-27 Examine the financial statements for Wendy’s and Reebok in the appendices.

Read Note 1 for each firm.Identify the inventory valuation method used by each.
Do these methods seem appropriate for each firm? Why? Examine the relative
amount of inventories reported by each firm.Why would one firm have much
larger inventories than the other? Why is it reasonable to expect such differ-
ences?

Interpreting Financial Statements: Current Assets
6-28 Refer to Reebok’s financial statements in Appendix E. Review the balance sheet

to determine how and where current assets were reported.

Required
a. Read Note 1.Why does Reebok report cash and cash equivalents?
b. What is the gross amount of accounts receivable at the end of 1997 and

1996? Why do you suppose the allowance for doubtful accounts has in-
creased?

c. Discuss how “other current assets” may differ from “prepaid expenses.” In
your opinion, should they be disclosed separately? Why?

d. Discuss any other unusual concerns regarding Reebok’s current assets.What
other related information might an external analyst require or prefer?

Interpreting Financial Statements: Current Assets
6-29 Refer to Wendy’s financial statements in Appendix D. Review the balance sheet

to determine how and where current assets were reported.

Required
a. Read Note 1. Identify and discuss any unusual terms.
b. Why does Wendy’s separate cash equivalents from notes receivable? Which

are reported at market value? Why?
c. Discuss how “inventories”may differ from “other current assets.”In your opin-

ion, should they be disclosed separately? Does the distinction seem to be sig-
nificant? Why?

d. Discuss any other unusual concerns regarding Wendy’s current assets.

Accounts Receivable Management : Contrast Two Firms
6-30 Firm A has an accounts receivable balance of $126,000 and a balance in its al-

lowance for uncollectible accounts of $29,000.Contrast this situation with Firm
B, which has corresponding balances of $963,000 and $865,000.Which firm is
riskier? Why? Which firm do you think is doing a better job of managing its ac-
counts receivable? Why?
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Analysis: Marketable Securities
6-31 The Amber Corporation purchased three different stocks during the year as fol-

lows:

• 100 shares of Fancy Corporation, cost $23 per share

• 250 shares of Traylor Corporation, cost $15 per share

• 180 shares of Sensor Corporation, cost $7 per share

Amber Corporation intends to sell these soon when its cash flow gets low. On
the balance sheet date, these securities had a market price as follows:
1. Fancy Corporation: $24 per share
2. Traylor Corporation: $12 per share
3. Sensor Corporation: $9 per share

Required
a. Assuming that these securities are considered available-for-sale, what would

be the effect on the financial statements of holding these securities?
b. Assuming that these securities are considered trading securities,what would

be the effect on the financial statements?
c. What if, after the balance sheet date,Amber decides to sell Traylor Corpora-

tion stock for a market price of $14 per share? What would be the effect on
the financial statements if the security is (1) available-for-sale or (2) trading?

Cash, Cash Equivalents, and Short-Term 
Investment Classifications
6-32 The Simmons Corporation had the following investments at December 31:

1. 1000 shares of Hollings, Inc.,purchased early in the year at $40 per share and
held as available-for-sale and with a year-end fair market value of $38 per
share

2. $25,000 in U.S. three-month Treasury Bills
3. $15,000 commercial deposit with a maturity date of April 30 of the next year
4. $2,500 in postage stamps
5. $1,600 petty cash fund
6. $3,000 IOU from the president of Simmons Corporation
7. $12,000 money market account

Required
a. Describe where each item would be classified on the balance sheet.
b. At what amount should cash,cash equivalents,and short-term investments be

reported?

Transactions Related to Accounts Receivable: Effects on
Selected Financial Statement Items
6-33 Spit-Spot Cleaners, Inc., recognized the following events related to customer ac-

counts receivable during the firm’s first year of operation:
1. Sales on credit totaled $4,000,000 for the year.
2. The firm estimated that 2% of its credit sales would ultimately prove to be un-

collectible.
3. Cash collections of accounts receivable totaled $3,480,000 during the year.
4. The firm wrote off uncollectible accounts of $75,000.
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Required
a. Determine the effects of each of these events on the following financial state-

ment items:

• Accounts receivable (net of allowance)

• Total assets

• Revenues

• Expenses

b. Determine the firm’s balance of accounts receivable (net) at December 31
(year-end).

Transactions Related to Accounts Receivable: 
Effects on Selected Financial Statement Items
6-34 Shard Crockery Co. recognized the following events related to customer ac-

counts receivable during 2000.At the start of the year, the firm reported gross ac-
counts receivable of $22,000,000 and an allowance for uncollectible accounts of
$2,000,000.
1. Sales on credit totaled $60,000,000 for the year.
2. The company factored $18,000,000 of its receivables to a financial institution

and paid a fee of $700,000.
3. Uncollectible customer accounts totaling $3,200,000 were written off during

the year.
4. Based on an aging of its remaining accounts receivable at year-end, the com-

pany estimates that 10% of its remaining receivables will ultimately be un-
collectible.

Required
a. Determine the balance of accounts receivable (net of allowance) to be re-

ported in Shard Crockery’s balance sheet at the end of 2000.
b. Determine the effects of each of the events described above on the com-

pany’s accounts receivable (net), total assets, revenues, and expenses.
c. How would the factoring of accounts receivable during the year affect your

calculation or interpretation of the company’s accounts receivable collection
period (if at all)? Discuss.

Interpreting Financial Statements: Accounts Receivable
6-35 DSE is a world leader in the application of information technology.Excerpts from

its financial statements disclosed the following information (dollars in millions):
Years Ended December 31

1999 1998 1997
Total revenues $8,463.9 $8,154.3 $6,998.2
Accounts receivable $1,325.6 $1,200.5 —

Required
a. Because DSE did not separately disclose its allowance account balances,what

interpretation must be given to the reported balances in accounts receivable?
b. What conclusions, based on the information available, can be drawn regard-

ing DSE’s management of accounts receivable?
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Ratio Calculations: Accounts Receivable
6-36 Frosty King, Inc., reported the following information in its 2000 financial state-

ments:
Years Ended November 30

2000 1999
Net sales $228,542,157 $231,845,632
Accounts receivable, net 21,402,613 19,280,407
Allowance for uncollectible accounts 650,811 1,018,416

Required
a. Calculate the adequacy of Frosty King’s allowance account for each year.
b. Calculate its average sales per day for each year.
c. Calculate its collection period for each year.
d. Calculate its accounts receivable as a percentage of sales for each year.
e. Based on your analyses, discuss Frosty King’s management of accounts re-

ceivable.

Gross Profit Ratio Calculations
6-37 Calculate the gross profit percentages for each of the following situations and,

based on these results, identify which situations are most preferable:
a. Sales of $500,000, cost of goods sold of $300,000
b. Sales of $600,000, gross profit of $300,000
c. Sales of $600,000, cost of goods sold of $250,000
d. Sales of $500,000, cost of goods sold of $100,000

Gross Profit Ratio Calculations
6-38 Calculate the gross profit percentages for each of the following situations and,

based on these results, identify which situations are most preferable:
a. Sales of $450,000, cost of goods sold of $300,000
b. Sales of $660,000, gross profit of $230,000
c. Sales of $700,000, gross profit of $330,000
d. Sales of $800,000, gross profit ratio of 25%

Turnover Ratios for Accounts Receivable and Inventory
6-39 Ken’s and Den’s Recreational Products, Inc., reports the following information in

its 2000 financial statements:
Balance (dollars in millions)

January 1, 2000 December 31, 2000
Accounts receivable (gross) $14 $12
Allowance for uncollectible accounts 1 2
Inventory 20 26
During 2000:
Sales 80
Cost of goods sold 55

Required
Determine Ken’s and Den’s accounts receivable collection period ratio and the
number of days’ sales in ending inventory during 2000.
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Inventory Valuation Error Effects on Financial Statements
6-40 Illusory Products Co.began operations early in 1999 and reported the following

items in its financial statements at the ends of 1999 and 2000 (dollars in mil-
lions):

1999 2000
Ending inventory $18 $22
Gross margin 62 75
Retained earnings 54 66

Early in 2001, management discovered that the ending inventory for 1999 was
overstated by $7 million, and the ending inventory for 2000 was correctly mea-
sured.The company’s income tax rate in both years was 40 percent.

Required
Determine the effects, if any,of the overstatement of 1999’s ending inventory on
Illusory Products’ gross margin and retained earnings for 1999 and 2000.

PROBLEMS

Footnote Disclosures: Convert from LIFO to FIFO-Based
Measures of Cost of Goods Sold
6-41 Dolo’s Building Block Company uses LIFO costing and reports the following in-

formation in a footnote to its financial statements:“If Dolo had used FIFO cost-
ing during 2000, the beginning and ending inventories would have been higher
by $50 million and $70 million, respectively.”

Required
a. Determine how much higher or lower Dolo’s cost of goods sold would be

during 2000 if the firm had used FIFO in costing its inventories.
b. Assume that all of Dolo’s income is taxed at 40%.How much higher or lower

would Dolo’s income tax expense be during 2000 if the firm had used FIFO?
c. What was Dolo’s tax savings for the year due to the use of LIFO?
d. What was Dolo’s cumulative tax savings through the end of the year 2000?

Financial Statement Effects of Inventory Costing Methods, 
First Year of Operations
6-42 Tom Hanky, a financial analyst specializing in the toy industry, has provided the

following comments concerning the 1999 financial statements of Toys-U-Must:

Toys-U-Must began operations in 1999 and uses the LIFO method in costing its
inventories. Because the typical firm in the industry uses FIFO costing, it is de-
sirable to adjust the company’s financial statements “as if”FIFO costing had been
used. Footnotes to the financial statements reveal that the use of FIFO would in-
crease the company’s inventory valuation by $150 million, and that the com-
pany’s income is taxed at 40%.
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Required
Based on Hanky’s comments,explain how each of the following items would be
adjusted in Toys-U-Must’s 1999 financial statements:
a. Inventory
b. Working capital (current assets less current liabilities)
c. Gross margin
d. Income tax expense
e. Net income
f. Retained earnings
g. At the end of 2000,Toys-U-Must’s financial statement footnotes reveal that the

use of FIFO costing would increase the company’s ending inventory valua-
tion by $200 million (the effects on the beginning inventory were described
above). Explain how each of the following items would be adjusted in order
to convert the company’s reported accounts “as if” the firm had used FIFO
costing during 2000:
1. Inventory
2. Working capital
3. Gross margin
4. Income tax expense
5. Net income
6. Retained earnings

Ratio Calculations: LIFO and FIFO
6-43 Teddie Bower, Inc., reported the following data in its annual financial statements

(dollars in thousands):
1999 2000

Sales $333,667 $313,456
Cost of goods sold—LIFO 32,587 44,690
Cost of goods sold—FIFO 30,198 45,833
Ending inventory—LIFO 11,189 10,567
Ending inventory—FIFO 15,999 14,234
Net income—LIFO 34,000 33,500
Net income—FIFO 38,980 37,765

Required
a. Calculate the number of days’ sales in ending inventory (NDS) under both

LIFO and FIFO.
b. Calculate the gross profit percentage under both LIFO and FIFO.
c. Discuss the differences in inventory levels, income, and gross profit under

both LIFO and FIFO.
d. Discuss why a firm might prefer LIFO under these circumstances.

Income Differences: FIFO and LIFO
6-44 Jeans R’Us, Inc., reported the following data in its annual financial statements

(dollars in thousands):
2000 2001

Cost of goods sold—LIFO 31,678 44,690
Cost of goods sold—FIFO 31,089 41,656
Ending inventory—LIFO 12,298 13,365
Ending inventory—FIFO 14,888 18,989
Net income—LIFO 30,500 37,775
Net income—FIFO 37,895 40,876
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Required
a. Discuss the differences in inventory values and net income under both LIFO

and FIFO.
b. Discuss why a firm might prefer LIFO under these circumstances.

Potential LIFO Liquidation: Effect on Profits
6-45 El Puerto Company uses LIFO for its inventories. Information regarding 2000’s

beginning inventory and purchases up until December 15,2000 is shown below:

Beginning inventory (January 1, 2000) 500,000 units @ $10 $5 million
Purchases during 2000: 1,200,000 units @ an average cost of $20 $24 million

El Puerto sold 1,500,000 units up to December 15 and expects that very few, if
any,additional sales will occur before year-end. Inventory purchase costs are $25
per unit at December 15, and prices are not expected to change over the re-
mainder of 2000.The company’s income tax rate is 40%.

Required
a. Determine El Puerto Company’s ending inventory value and cost of goods

sold for 2000, assuming that (1) no additional purchases are made during
2000 and (2) an additional 400,000 units are purchased at $25 per unit before
year-end.

b. Based on these calculations, would you advise the company to purchase ad-
ditional inventory before year-end? Explain.

Comprehensive Marketable Securities, 
Accounts Receivable, Inventory
6-46 Pratsky, Inc., had the following account balances:

December 31, 1999
Assets Liabilities
Cash $12,500 Accounts payable $10,000
Accounts Receivable 22,400
Allowance for Stockholders’ Equity:

uncollectible accounts (3,400) Invested capital 20,000
Inventory 17,500 Retained earnings 19,000

Total stockholders’ equity 39,000
$49,000 $49,000

During 2000, the corporation had the following transactions:
1. Issued common stock for $40,000 cash.
2. Purchased inventory on account; 200 units @ $38, then 150 units @ $39.

Note: Beginning inventory was comprised of 500 units @ $35.
3. Purchased 200 shares of IBM for $45/share and purchased 100 shares of Mi-

crosoft for $90/share.
4. Sales at retail during 2000 were $75,000 (half received in cash, and the bal-

ance on account).
5. Write-offs of uncollectible accounts totaled $2,600.
6. Received $38,000 from receivable customers.
7. Paid creditors on account,$18,000.Paid operating expenses for the current

period of $51,000.
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8. At year-end, a physical inventory equaled 225 units.The company uses the
LIFO inventory costing method.

9. Assume that marketable securities are “available-for-sale,” and the market
price at December 31, 2000, for IBM is $42/share, and for Microsoft
$102/share.

10. Based on the accounts receivable aging, management feels that the al-
lowance for uncollectible accounts should have a balance of $5,700 at year-
end.

Required
a. Set up the beginning balances in the balance sheet equation. Leave enough

room to add new columns as necessary.
b. Record transactions 1 through 10 using the balance sheet equation.
c. Calculate the following ratios for 1999 and 2000 and evaluate the company’s

management of its accounts receivable:

• Accounts receivable/sales (assume that sales in 1999 were $125,786)

• Sales/day

• Collection period

• Allowance as a percentage of accounts receivable

Ratio Calculations: Comprehensive Problem 
Including LIFO and FIFO
6-47 Two similar companies use different inventory valuation methods. In fact, the

companies are identical except for their inventory methods. L Co.uses the LIFO
inventory valuation method, and F Co. uses FIFO.

Income Statements L Co. F Co.
Sales $ 30,000 $30,000
Cost of goods sold (21,280) (19,200)
Gross profit 8,720 10,800
Selling, general, and administrative (6,000) (6,000)
Income before interest expense 2,720 4,800
Interest expense (12%) (960) (960)
Income before taxes $   1,760 $  3,840

Balance Sheets
Assets
Cash $   4,000 $  4,000
Accounts receivable 5,000 5,000
Inventory 2,720 4,800

Total current assets 11,720 13,800
Fixed assets (net) 30,000 30,000

Total assets $ 41,720 $43,800

Equities
Current liabilities $   3,200 $  3,200
Long-term liabilities 8,000 8,000

Total liabilities 11,200 11,200
Shareholders’ equity 30,520 32,600

Total equities $ 41,720 $43,800
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Required
Using the financial statements from L Co.and F Co.,calculate the following ratios
(assume an income tax rate of 20%):
a. Current ratio
b. Accounts receivable as a percentage of sales
c. Average sales per day
d. Collection period
e. Gross profit percentage
f. Cost of goods sold per day
g. Number of days sales’ in ending inventory
h. Operating income ratio
i. Return on equity (assume that average shareholders’ equity for L and F Co.

are $30,000 and $32,000, respectively)
j. Return on assets (assume that average total assets for L and F Co.are $41,000

and $43,000, respectively)

Based on these results (a through j, above), which company represents
k. The best lending alternative? Why?
l. The best investment alternative? Why?
m. The best acquisition alternative? Why?

Ratio Calculations: Effects of FIFO and LIFO
6-48 Two similar companies use different inventory valuation methods. LL Co. uses

the LIFO inventory valuation method, and FF Co. uses FIFO. Ignore the effect of
income taxes on each company.

Income Statements LL Co. FF Co.
Sales $ 35,000 $35,000
Cost of goods sold (20,350) (18,200)
Gross profit 14,650 16,800
Selling, general, and administrative (6,000) (6,000)
Income before interest expense 8,650 10,800
Interest expense (12%) (960) (960)
Income before taxes $   7,690 $  9,840

Balance Sheets
Total current assets 10,320 12,870

Fixed assets (net) 29,000 31,000
Total assets $ 39,320 $43,870

Equities
Current liabilities $   3,120 $  3,270
Long-term liabilities 8,000 8,000

Total liabilities 11,120 11,270
Shareholders’ equity 28,200 32,600

Total equities $ 39,320 $43,870

Required
Using the financial statements from LL Co.and FF Co.,calculate the following ra-
tios:
a. Current ratio
b. Average sales per day
c. Gross profit percentage

(Continued)
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d. Cost of goods sold per day
e. Operating income ratio
f. Return on equity (use ending shareholders’ equity in the denominator)
g. Return on assets (use ending total assets in the denominator)
h. Based on these results (above),which company seems to be better managed?

In which company would you prefer to make an equity investment? Explain.

Accounts Receivable: Effects on Allowance for Uncollectibles
6-49 Becca’s Finance and Collection Company has had a lot of trouble collecting its

receivables recently.Discuss how each of the following circumstances might be
reflected in the Allowance for Uncollectible Accounts:
1. Dagwood Bumpstead has an “open”account that is always overdue.Dagwood

makes regular payments of $500 each month, but the balance in his account
is always about $4,000.

2. Blondie purchased a car using $4,000 borrowed from Becca’s. Blondie has
not made any payments for six months, and her overdue balance exceeds
$1,200.

3. Sad Sack has just borrowed $4,000 from Becca’s, has excellent credit refer-
ences, and after borrowing the money has sent Becca’s a change-of-address
notification showing a new address in Brazil.

4. Blondie paid her overdue balance.
5. Dagwood’s son purchased a car using $4,000 borrowed from Becca’s.He has

no credit references, other than the family connections and circumstances
discussed earlier. Becca’s is unable to get Dagwood to cosign the note!

6. Blondie’s daughter purchased a new sound system for her house and car, us-
ing $4,000 borrowed from Becca’s.She has an excellent credit history,but af-
ter purchasing the sound system, it failed; she informed Becca’s that because
the seller provided no warranty, she was not going to make any payments on
the defective sound system.

Accounts Receivable: Effects on Allowance for Uncollectibles
6-50 Becca’s Finance and Collection Company had the following year-end balances in

its financial statements:
1999 2000

Accounts receivable $300,000 $500,000
Allowance for uncollectibles (50,000) (50,000)

Interest and finance revenue 150,000 300,000

Required
a. Assess the adequacy of the 2000 balance in the allowance for uncollectibles.
b. Describe the interest and finance revenue account.What does this account

include? On which financial statement does it appear?
c. Calculate the accounts receivable as a percentage of revenues for each year.

Evaluate the trends in this ratio.
d. Assume that the credit-worthiness of Becca’s customer base significantly de-

teriorated at the end of 2000.Assess the adequacy of its allowance for uncol-
lectibles under these new circumstances.

Transaction Analysis: Accounts Receivable
6-51 S. Claus Company ended the 2000 season with an accounts receivable balance

of $375,000, less allowance for uncollectible accounts of $37,500. Use the
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accounting equation to reflect each of the following situations and calculate the
2001 season’s ending balance in accounts receivable and the allowance account.
1. Revenues in 2001 were $4,500,000, half of which were collected in cash,

with the balance on account.
2. Cash collections of accounts receivable in 2001 were $2,375,000.
3. Write-offs of delinquent accounts in 2001 were $2,000. (Most people are not

willing to offend S. Claus!)
4. S. Claus wants its allowance account, at the end of 2001, to have the same

proportionate relationship reflected at the end of 2000.

Analyzing Accounts Receivable
6-52 The Atlas Tile Company has an accounts receivable balance at December 31 of

$376,000. Its allowance for uncollectible accounts, before adjustment, has a bal-
ance of $37,000. Credit sales for Atlas, for the year just ended, were $2,700,000.
Using its credit history,Atlas decides to increase its allowance account by 3% of
credit sales.

Required
a. Calculate the allowance for uncollectible accounts as a percentage of the ac-

counts receivable ratio, both before and after the 3% adjustment was made.
b. Now assume that the firm’s auditors have conducted an aging analysis and

recommend that the allowance account balance be increased to $96,000.Re-
calculate the allowance for uncollectible accounts as a percentage of ac-
counts receivable ratio after this alternative adjustment has been made.

c. Compare and contrast these results.

Calculating Ending Inventory: FIFO, LIFO, and 
Average-Cost Method
6-53 S.Claus Company makes toys and gifts.At the beginning of July, it owned 200 gal-

lons of red paint,which were recorded on the balance sheet at $4.00 per gallon.
The following events occurred in the next quarter.
1. Purchased 300 gallons on July 1 at $4.25 each.
2. Purchased 500 gallons on August 1 at $4.50 each.
3. Purchased 800 gallons during September at $4.75 each.
4. Used 1,450 gallons during July through September.

Required
a. Calculate the inventory balance at the end of September and the cost of

goods sold (given away!) during these three months, using FIFO accounting.
b. Calculate the inventory balance at the end of September and the cost of

goods sold (given away!) during these three months, using LIFO accounting.
c. Calculate the inventory balance at the end of September and the cost of

goods sold (given away!) during these three months, using the average cost
method to determine inventory balances.

d. Explain and discuss the differences shown under each method. Explain why
the total costs of goods available for sale (delivery!) must be identical under
all methods.

e. Under what circumstances would S. Claus prefer one method to the others?
Under what circumstances would S.Claus prefer one result to the others? Dis-
cuss how S. Claus might make a choice between inventory costing methods.
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Financial Statement Effects: Prepaid Insurance
6-54 Firefly Beach Cottages, Inc., purchased a three-year fire insurance policy for

$4,800.The policy was purchased on July 1, 1999, and financial statements are
prepared as of December 31 each year.

Required
a. Show the effects of this insurance policy on the balance sheets for each of

the following years during which this policy would have an effect.
b. Similarly, calculate the effects on the income statement in each year.

Interpreting Financial Statements: Current Assets
6-55 Refer to Reebok’s financial statements in Appendix E.Review the financial state-

ments to determine how and where current assets have been reported.

Required
a. Calculate the following accounts receivable ratios:

• Accounts receivable as a percentage of sales

• Average sales per day

• Collection period

• Allowance for uncollectible accounts as a percentage of accounts re-
ceivable

b. Based on these results, what conclusions can be drawn regarding Reebok’s
accounts receivable?

c. Calculate the following inventory ratios:

• Gross profit percentage

• Cost of goods sold per day

• Number of days sales’ in ending inventory (NDS)
d. Based on these results,what conclusions can be drawn regarding Reebok’s in-

ventories and cost of goods sold?
e. Discuss any other unusual concerns regarding Reebok’s current assets.What

other related information might an external analyst require or prefer?

Interpreting Financial Statements: Current Assets
6-56 Refer to Wendy’s financial statements in Appendix D. Review the financial state-

ments to determine how and where current assets have been reported.

Required
a. Did Wendy’s disclose how it calculated the allowance for uncollectible ac-

counts? Is it essential for a financial analyst to know which method has been
used? What reliance can an analyst place on the firm’s disclosure of its al-
lowances?

b. If the allowance amounts were not separately disclosed, discuss how they
have been included in the firm’s balance sheet.

c. Calculate the following accounts receivable ratios (assume that the doubtful ac-
count amounts pertaining to royalties are netted in the accounts receivable):

• Accounts receivable as a percentage of sales

• Average sales per day

• Collection period (Note: Wendy’s uses a 52/53 week year.)

• Allowance for uncollectible accounts as a percentage of accounts re-
ceivable

(Continued)
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d. Based on these results,what conclusions can be drawn regarding Wendy’s ac-
counts receivable?

e. Calculate the following inventory ratios:

• Gross profit percentage

• Cost of goods sold per day

• Number of days’ sales in ending inventory (NDS) (use the caption “in-
ventory and other” line item for inventory)

f. Based on these results,what conclusions can be drawn regarding Wendy’s in-
ventories and cost of goods sold?

g. Discuss any other unusual concerns regarding Wendy’s current assets.What
other related information might an external analyst require or prefer?

Conceptual Discussion: Marketable Securities
6-57 Marketable securities are usually shown on the balance sheet as current assets.

Based on what you have learned, under what circumstances might they be
shown as noncurrent assets? Why do you think a firm might hold its investments
in marketable securities for more than a year?

Conceptual Discussion: Credit Management
6-58 The manager of Rob’s Shoe Store has been congratulated by her division man-

ager for almost completely eliminating all bad debts. She instituted a policy of
conducting extensive credit checks on all prospective credit customers and,
consequently,rejects most applications.The cost of each credit report is $50 and
the store’s profits have declined significantly since she adopted this policy.

Required
a. Identify the circumstances under which this might be an acceptable policy.

Under what circumstances might this be an unwise or unacceptable policy?
b. The manager of Rob’s Shoe Store is considering conducting her own credit

checks and preparing her own credit reports in order to avoid the $50 cost
of credit reports on each prospective credit customer.Why might this not be
a cost-effective practice?

c. Why would the manager of Rob’s Shoe Store want to have large inventories
on hand? Why would her division manager want to curtail these desires?
Could a firm ever have too much inventory? If so, what undesirable conse-
quences might occur?

Interpreting Financial Statements: Liquidity
6-59 Kesler Inc. is a research-based health care company whose objectives include

the application of scientific knowledge to help people enjoy longer, healthier,
and more productive lives. Its balance sheets for 2000 and 1999 show the fol-
lowing amounts (dollars in millions):

2000 1999
Cash and cash equivalents $1,295.0 $1,384.7
Short-term investments 502.4 307.6

In the Summary of Significant Accounting Policies in its Notes to Consolidated
Financial Statements, Kesler reported:
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The Company considers demand deposits, certificates of deposit, and certain
time deposits with maturities of three months or less at the date of purchase to
be cash equivalents. Certain items that meet the definition of cash equivalents
but are part of a larger pool of investments are included in Short-term invest-
ments.

Required
a. Describe, in your own words, what Kesler may have done with some of its

cash equivalents between 1999 and 2000.
b. Is Kesler’s reporting of cash and cash equivalents consistent with most com-

pany’s use of the balance sheet category “Cash and cash equivalents”? Why?
c. How do your conclusions change if you later learn that Kesler’s second cate-

gory of cash equivalents,described as “Certain items... included in Short-term
investments,” was only about $2.5 (million) each year? What if it were more
than $200 (million) each year?

d. Evaluate Kesler’s treatment of cash and cash equivalents if the following
amounts had been reported?:

2000 1999
Cash and cash equivalents $880 $   165
Short-term investments, at cost $445 $1,257

e. Based on this hypothetical situation,what actions did Kesler probably take in
2000 to improve its cash position?

f. Given Kesler’s inclusion of some cash and cash equivalents on two separate
lines of its balance sheet,how should an external analyst use these data in an-
alyzing Kesler’s liquidity? In other words, what should an analyst do to com-
prehensively interpret Kesler’s liquidity?

Interpreting Financial Statements: Inventory Methods
6-60 Pioneer Resource, Inc., reported the following in its Notes to Consolidated Fi-

nancial Statements for 1999.

Material and Supplies: Inventories of new and reusable material and supplies
are stated at the lower of cost or market with cost determined on a FIFO or av-
erage cost basis. For certain large individual items, however, cost is determined
on a specific identification basis.

Required
a. Identify and explain, in your own words,all of the inventory costing methods

used by Pioneer Resource.
b. Why might Pioneer Resource use these different methods? Do these various

inventory methods enhance the internal consistency and usability of Pioneer
Resource’s financial data? Why?

c. If inventories comprised only 1% of Pioneer Resource’s assets, how would
that change your views on Pioneer’s use of these different inventory costing
methods? What if inventories were 15% of Pioneer Resource’s assets?

d. If the inventory balances reported by Pioneer Resource in 1999 and 1998
were $212.3 and $212.2 million, respectively, how would that change your
view of Pioneer Resource’s choice of reporting methods? Note that Pioneer
Resource’s 1999 total assets exceeded $22.4 billion. If in subsequent years
you found that Pioneer Resource’s inventories had increased by 300%, how
would that change your views of these diverse inventory costing methods?
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Interpreting Financial Statements: Current Assets
6-61 Entertainment Office Group is a leading producer of film (and video) entertain-

ment. Its 1999 and 1998 consolidated balance sheets reported the following as-
sets (dollars in thousands):

1999 1998
Cash and short-term investments $  37,015 $  38,402
Accounts receivable, net 66,241 32,659
Film costs and program rights, net 180,501 130,204
Property, plant, and equipment, net 5,231 7,124
Other assets — 14,050
Current liabilities 120,507 156,419

Required
a. Evaluate Entertainment’s liquidity on the basis of the above information.
b. Assume that Entertainment’s revenues doubled between 1998 and 1999.

Reevaluate the change in accounts receivable. If Entertainment’s revenues
were constant, reconsider your conclusions about accounts receivable.

c. What does the term “net”mean in each of the cases shown above?
d. Why might “Other assets”disappear in 1999?
e. What is meant by the term “Film costs and program rights”? Could this be

viewed as a type of inventory? If these were stocks of films and scripts, how
would the fickle nature of public opinion and personal tastes affect your eval-
uation of Entertainment’s assets and its liquidity? Why?

f. Entertainment’s Notes to Consolidated Financial Statements contained the
following item:

Program Rights
Advance payments to producers are recorded as program rights in the bal-
ance sheet and are stated at the lower of cost or estimated net realizable
value.
i. How does this knowledge of how program rights are created affect your

prior conclusions? Can its program rights still be viewed as inventory?
Why?

ii. If these advance payments will not be refunded by the producers, under
any circumstances, how does that change your opinion concerning the
program rights?

iii. What other information about the producers, the films, and the scripts
would you need to have before coming to a final conclusion about the
program rights?

iv. How does the relative proportion of program rights to other assets affect
your conclusions? Note that Entertainment’s total assets were between
$450 million and $475 million, each year.

v. If the program rights were less than $10,000,000 each year, would that
change your conclusions about Entertainment’s assets?

g. Assume that a further note in Entertainment’s annual report includes the fol-
lowing information:
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Film Costs and Program Rights:
Film costs and program rights, net of amortization, comprised the following at
December 31 (dollars in thousands):

1999 1998
Film costs:

Released $  68,304 $  60,028
In process and other 8,863 13,723
Program rights 103,334 56,453

$180,501 $130,204

It is estimated that approximately half of the film cost associated with the re-
leased product will be amortized in the next three years.

In October 1999, Entertainment purchased domestic television rights from
Oroco Television, Inc. to their film library of more than 142 feature films and re-
lated receivables for approximately $45 million, plus the assumption of approx-
imately $10 million in liabilities.

i. How does this new information about program rights affect your conclu-
sions? Does the fact that a substantial portion of these amounts relates to
released films affect your conclusions? How?

ii. Explain, in your own words, what happened in October 1999. Indicate
how the Oroco purchase was recorded in Entertainment’s assets?

iii. Given this new knowledge about the Oroco purchase, what final conclu-
sions can be drawn about Entertainment’s film costs and program rights?

Conceptual Discussion: Factoring Accounts Receivable
6-62 Describe the concept of factoring accounts receivable. If necessary,conduct fur-

ther research in a finance text to determine what functions a factor performs.
Consider the following factoring issues:
a. Why would a company sell its receivables to a factor?
b. If these receivables were 180 days old, why might a factor not be interested

in purchasing them?
c. Who bears the risk in factoring? How can these risks be shifted?
d. What industries might use factoring more extensively (than other indus-

tries)?
e. Why wouldn’t a convenience store or a discount store be able to factor its ac-

counts receivable, even if it had such receivables?

Disclosure of Compensating Balances
6-63 Discuss the implications of the following note.How will it affect the company’s

liquidity? How will it affect the company’s overall asset management policies?

Conry Publishing Company
1999 Annual Report

Note 5 (Partial)

At December 31, 1999, the Company has a $10,000,000 Line of Credit Agreement
(“Credit Agreement”) with a bank. The Credit Agreement provides for a short-term,
variable-rate line of credit under which the Company may borrow and repay from
time to time until maturity on May 31, 2002. The Credit Agreement requires the
Company to maintain compensating balances of $200,000 with the bank in lieu of
annual commitment fees. No borrowings were outstanding under the Credit Agree-
ment as of December 31, 1999.
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Comparisons of Accounts Receivable Ratios
6-64 Financial analysts have computed the following ratios for Firm X and several in-

dustries where Firm X has significant operations.Evaluate Firm X’s performance
relative to each industry. What factors might account for the differences ob-
served?

Accounts Receivable Ratios
Industry Comparisons

Apparel Food
Firm X Manufacturers Stores

Accounts receivable as a
percentage of sales 7.6% 13.5% 1.4%

Collection period 28 days 48 days 5 days
Allowance as a percentage

of accounts receivable 13.4% 2.5% 0.9%

Evaluating Management’s Explanations
6-65 Topps Co., Inc., produces sports cards. During two quarters in the same year,

Topps’ accounts receivable increased by more than 50%, while sales declined.
Such a trend might indicate that Topps is experiencing difficulty collecting from
its customers.

Topps asserts,however, that receivables have increased because of a change in
its shipping schedule. It has begun to ship 50% of its cards in the final few weeks
of a quarter.Thus, many of its accounts receivable are outstanding at quarter’s
end, and at the same time, are not yet past due.

Required
a. How might Firm X’s managers react to these data?
b. What recommendations would you make to Firm X?

Inventory Write-downs
6-66 Storage Technology Corporation (StorageTek) is a manufacturer of computer

storage devices. StorageTek continually modifies its existing products and de-
velops new ones. These improvements permit larger amounts of data to be
stored and accessed more quickly.

One of StorageTek’s new products was called Iceberg.An Iceberg system com-
prised many small storage devices designed to work together. StorageTek was
quite optimistic about Iceberg’s future success.

Because Iceberg held clear advantages over other systems that StorageTek
sells, StorageTek needed to reduce the selling price of these other systems. Be-
cause of this, StorageTek must also ensure that the recorded value of its inven-
tory is not overstated. In fact, in the first quarter of 1994, shortly before Iceberg
was marketed to the public, StorageTek reduced the recorded value of its older
storage systems by $7,500,000.Write-downs such as this are rather common in
industries that experience rapid technological change.

For the first quarter in 1994, StorageTek reported the following:

Revenue $335,623,000
Cost of goods sold $234,315,000

Assume that the $7,500,000 charge was included in cost of goods sold.
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Required
a. What effect did the write-down have on

i. gross profit?
ii gross profit percentage?

b. Under these circumstances, what issues will be of concern to StorageTek’s
managers? What recommendations would you make to StorageTek? Justify
your recommendations.

Accounts Receivable Management
6-67 Sheila Glow sells advertising for KBOL, a local radio station. She receives a small

monthly salary plus a commission of 20% of all advertising contracts that she ne-
gotiates and that are billed by KBOL. KBOL conducts an informal credit review
on all new clients,but relies extensively on the salesperson’s recommendations.

Because Sheila interviews the owner and chief financial officer (CFO) of all
her new clients, she feels that her credit screening should be an adequate basis
on which KBOL could reliably determine whether to accept or reject a potential
client’s credit request.

One potential new client,Atlas Tile Company,has been experiencing financial
difficulties and several letters to the editors from disgruntled customers have re-
cently appeared in the local newspaper.Although Sheila knows that Atlas needs
many new customers, her commissions have not been strong this month com-
pared to prior months.

KBOL always has the right to reject Atlas’s credit application.Sheila knows that
if the credit application contains favorable information, it is likely to be ac-
cepted. In the process of helping Atlas’ CFO complete the application, she sug-
gests that City Bank’s rejection of Atlas’ loan application for $5,000 worth of
working capital not be shown on the current application for KBOL’s credit. She
reasons that Atlas needs her help,and it is not her job to collect the bills; it is only
her job to sell radio advertising.

Required
a. What are the ethical ramifications of Sheila’s actions?
b. What are the likely business results of Sheila’s actions?
c. How does KBOL’s commission policy affect Sheila’s incentives?
d. How might the commission policy be changed to more closely align Sheila’s

incentives with KBOL’s goals?
e. If the radio station’s managers find that Sheila helped falsify the credit report,

what should they do? Why?

Comparative Intercompany Analysis: Current Assets 
and Current Liabilities
6-68 The following balance sheet segments were extracted from the SEC’s EDGAR

data base:
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Consolidated Balance Sheets
ELI LILLY AND COMPANY AND SUBSIDIARIES
(Dollars in millions)

December 31                                                  1997             1996
--------------------------------------------------------------------------------------
Current Assets
Cash and cash equivalents..............................   $ 1,947.5          $ 813.7
Short-term investments.................................        77.1            141.4
Accounts receivable, net of allowances of

$53.3 (1997) and $82.4 (1996).......................     1,544.3          1,474.6
Other receivables......................................       338.9            262.5
Inventories (Note 1)...................................       900.7            881.4
Deferred income taxes (Note 12)........................       325.7            145.2
Prepaid expenses.......................................       186.5            172.5

-------          -------
Total current assets................................     5,320.7          3,891.3

December 31                                                  1997             1996
--------------------------------------------------------------------------------------
Current Liabilities
Short-term borrowings (Note 7)...........................  $  227.6        $ 1,212.9
Accounts payable........................................      985.5            829.3
Employee compensation....................................     456.6            388.4
Dividends payable.......................................      221.7            198.8
Income taxes payable (Note 12)..........................    1,188.0            691.8
Other liabilities.......................................    1,112.2            901.0

-------          -------
Total current liabilities............................    4,191.6          4,222.2

PFIZER INC AND SUBSIDIARY COMPANIES
CONSOLIDATED BALANCE SHEET

December 31
-----------------------------------
(millions, except per share data)                            1997       1996      1995
--------------------------------------------------------------------------------------
Current Assets
Cash and cash equivalents                                  $  877    $ 1,150     $ 403
Short-term investments                                        712        487     1,109
Accounts receivable, less allowance for doubtful accounts:

1997--$51; 1996--$58; 1995--$61                           2,527      2,252     2,024
Short-term loans                                              115        354       289
Inventories

Finished goods                                              677        617       564
Work in process                                             852        695       579
Raw materials and supplies                                  244        277       241

--------------------------------------------------------------------------------------
Total inventories                                        1,773      1,589     1,384

--------------------------------------------------------------------------------------
Prepaid expenses, taxes, and other assets                     816        636       943
--------------------------------------------------------------------------------------

Total current assets                                  6,820      6,468     6,152
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Current Liabilities
Short-term borrowings, including current portion of long-term debt

$ 2,255    $ 2,235   $ 2,036
Accounts payable                                              765        913       715
Income taxes payable                                          785        892       822
Accrued compensation and related items                        477        436       421
Other current liabilities                                   1,023      1,164     1,193
--------------------------------------------------------------------------------------
Total current liabilities 5,305      5,640     5,187
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Required:
a. Conduct a liquidity analysis for each company.
b. Identify which company is more liquid. Justify your answer.
c. Which company seems to manage its accounts receivable better? Why?
d. Which company seems to manage its inventories better? Why?
e. Discuss any unusual issues concerning the current assets or current liabilities

of either company.

Computing Liquidity Ratios
6-69 Owens-Corning values its inventories using LIFO.This presents a problem when

comparing its current ratio against that of a company using FIFO. Locate the lat-
est financial statements for Owens-Corning at the company page (www.owens-
corning.com) or from the 10-K filed in the EDGAR archives (www.sec.gov/
edgarhp.htm).

Required
a. Compute the current ratio and the number of days’ sales (NDS) in ending in-

ventory based on numbers reported on the balance sheet.
b. Find the FIFO value of inventory reported in the Notes to the Financial State-

ments and recompute the current ratio and NDS.
c. Compare the ratios based on LIFO to those based on FIFO.How different are

they? Do you think that the observed differences are great enough to have an
impact on a decision?

Evaluating Company Disclosures Regarding 
Marketable Securities
6-70 Locate the latest available set of financial statements for Oncogene Science,Inc.,

from the 10-K on file in the EDGAR archives.

Required
a. In what types of short-term securities does Oncogene invest? (The informa-

tion needed to answer this question can be found in the Notes to the Finan-
cial Statements.)

b. According to SFAS No.115,what alternatives are available to Oncogene for re-
porting its investments in short-term securities?

c. Does Oncogene classify its short-term investments as trading securities,
available-for-sale securities, or held-to-maturity securities?

d. Describe how Oncogene’s investments are reflected on the income state-
ment,balance sheet, statement of shareholders’equity, and statement of cash
flows.
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Evaluating Industry Inventory Data
6-71 The Center for Inventory Management (CIM) publishes quarterly inventory ra-

tios for manufacturing industry groups.

Required
a. How does CIM (www.inventorymanagement.com) compute its inven-

tory ratio? What shortcomings are implicit in its calculations?
b. How would you convert CIM’s inventory ratio to the number of days’ sales in

ending inventory described by this textbook?
c. Access the latest Inventory Ratio Study reported on the CIM home page

(www.inventorymanagement.com) and identify the inventory ratios for
two types of transportation equipment industries: motor vehicles and air-
craft.Why are the ratios so different?

Evaluating Accounts Receivable
6-72 In the HMO industry, accounts receivable represent one of the major assets.

HMOs provide medical services to patients and then bill insurance companies
and Medicare/Medicaid agencies.Timely collection is important to maintaining
adequate liquidity. Locate the latest 10-K filings for Columbia/HCA Healthcare
and FHP International, using the EDGAR archives.

Required
a. What is the value of net accounts receivable? What percent of total assets and

current assets do they represent for each company?
b. What is the value of allowance for uncollectible accounts and what percent-

age of gross accounts receivable does it represent?
c. What are the net revenues for each HMO? Which HMO is larger?
d. Calculate the accounts receivable collection period for both companies.
e. Which company is doing a better job with its accounts receivable?
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An earlier part of the chapter noted that bank statements provide an accounting of
cash that is independent of the accounting undertaken by the firm. Exhibit 6A-1 con-
tains an illustration of Quick Company’s bank statement for the month of April. One
column shows withdrawals,one column reflects deposits, and the final column keeps
a running total of the account’s balance.This particular bank statement contains check
numbers, which makes comparing the bank statement and the accounting records
much easier. Notice that two withdrawals were not made by check. One withdrawal
was preauthorized, which means that Quick has previously instructed the bank to
make certain payments.A monthly loan payment is a good example.The other direct
withdrawal was the service charge assessed by the bank for processing checks, mak-
ing preauthorized payments, and so on.

As of any given date (such as April 30), the cash balance reported on the bank
statement might not agree with the balance in the firm’s accounting records (often
called the book balance).This situation can arise for three general reasons. First, some
transactions may be reflected in the accounting records, but not on the bank state-
ment. For example, after a check is written and mailed to the payee, several days (or
weeks) may elapse before the payee cashes the check and the check clears through
the banking system.Until this happens, the bank is unaware of the check.Checks that
are included in the accounting records but not shown on the bank statement are
called outstanding checks.

a p p e n d i x

6 Bank Statements and Reconciliations

Quick Company
Bank Statement

April 2000

Date Description Withdrawals Deposits Balance
4-1 Balance $7,780
4-6 Check # 210 $   180 7,600
4-10 Check # 212 500 7,100
4-13 Check # 213 1,000 6,100
4-15 Deposit $2,300 8,400
4-21 Check # 215 200 8,200
4-25 Check # 216 400 7,800
4-30 Preauthorized 140 7,660
4-30 Service charge 10 7,650

EXHIBIT 6A-1       Bank Statement
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A deposit-in-transit is another reconciling item that is recorded in the account-
ing records but not yet recorded on the bank statement.Most banks delay,by one busi-
ness day, processing deposits made after a certain time of day (say, 3 P.M.).These cash
receipts,however,are already recorded in the firm’s accounting records.Therefore,de-
posits made after 3 P.M. on the last business day of a month will be included in the
month-end book balance, but not the bank balance.

The second major reason why the bank balance and the book balance might dif-
fer is that the bank statement may reflect items not yet shown in the accounting
records.For example,prior to receiving the bank statement, firms usually will not have
made entries in the accounting records for bank service charges and preauthorized
withdrawals.

Errors,either in the accounting records or on the bank statement,are the third rea-
son why the bank balance and the book balance might differ. If errors are uninten-
tional and occur infrequently, they are not a cause for alarm; they simply need to be
corrected. However, frequent or intentional errors involving cash warrant careful in-
vestigation.

Exhibit 6A-2 contains Quick Company’s April accounting records for cash,and Ex-
hibit 6A-3 illustrates Quick’s April 30 bank reconciliation.Several valid approaches ex-
ist for preparing a bank reconciliation.The approach in Exhibit 6A-3 modifies both the
bank and the book balances to obtain a corrected balance.The goal of the reconcilia-
tion is for the two corrected balances to agree. If this is accomplished, all the differ-
ences between the two sets of records have been identified, and the firm can have in-
creased confidence that the accounting for cash is proper.

To prepare a reconciliation, compare the bank statement and the accounting
records to identify those items appearing on one but not the other.These items result
in differences between the book and the bank balances and must be included in the
reconciliation.

Exhibit 6A-2 shows that Quick received $1,000 on April 30.That amount does not
appear on the bank statement. Evidently, it was deposited after the close of business
on April 30.This deposit-in-transit must be added to the bank balance.
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Quick Company
Internal Cash Records

Date Description Amount

4-1 Balance $7,780
4-2 Check # 210 � 180
4-3 Check # 211 � 750
4-5 Check # 212 � 500
4-8 Check # 213 � 1,000
4-12 Check # 214 � 300
4-14 Deposit 2,300
4-17 Check # 215 � 200
4-22 Check # 216 � 400
4-26 Check # 217 � 50
4-28 Check # 218 � 250
4-30 Deposit 1,000
4-30 Balance $7,450

EXHIBIT 6A-2       Accounting Records for Cash
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Exhibit 6A-2 also shows that Quick wrote nine checks during April. However,
checks 211,214,217,and 218 do not appear on the bank statement.Accordingly, these
outstanding checks are subtracted from the bank balance.

Quick’s bank statement (refer to Exhibit 6A-1) contains two entries that do not ap-
pear in the accounting records: the preauthorized withdrawal and the service charge.
The book balance should be reduced by these amounts.Also note that when Quick re-
ceives the bank statement and discovers the preauthorized withdrawal and the service
charge, the accounting records should be adjusted accordingly.

At this point in the reconciliation, the book balance and the bank balance have
been adjusted and show the same corrected balance.This indicates that the reconcil-
iation is complete.

One final point must be made about the Quick Company illustration.All the rec-
onciling items for the April 30 reconciliation arose during the month of April.This is
not always the case.For example,Quick could have written a check in March that did
not clear the bank by the end of April.This check would be outstanding at the end of
April and would need to appear on the April 30 reconciliation. In general, items from
the immediately preceding reconciliation should be reviewed to ascertain if they
should be carried forward to the current month’s reconciliation.

SUMMARY OF LEARNING OBJECTIVE

Prepare a bank reconciliation.
A bank reconciliation explains why a firm’s bank statement balance differs from its
book balance. Differences arise for three general reasons: (1) transactions were
recorded in the accounting records but not the bank statement; (2) transactions were
recorded on the bank statement but not the accounting records; and (3) errors.
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Quick Company
Bank Reconciliation

April 30, 2000

Bank Balance $7,650
Plus: Deposit-in-transit 1,000

$8,650
Less: Outstanding checks

# 211 $750
# 214 300
# 217 50
# 218 250

(1,350)
Corrected balance $7,300

Book balance $7,450
Less: Preauthorized withdrawal (140)

Service charge (10)
Corrected balance $7,300

EXHIBIT 6A-3       Bank Reconciliation
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Bank Statement Reconciliation
6A-1 Theraux Corporation received its bank statement for the month ended October

31, 1999. Contained in the bank statement were the following items:

Check # $ Amount
Checks cleared: 1140 $100

1156 400
1159 250
1161 500
1162 183
1163 175
1165 194

Date $ Amount
Deposits cleared: 10/3/99 $1,250

10/5/99 480
10/16/99 1,595
10/25/99 942
10/28/99 2,106

Other Items:
(NSF) from J. Strauss $     275
Bank charges 80
Note receivable collected 640
Interest on note receivable 15
Beginning bank balance 5,300
Ending bank balance 10,171

Theraux’s check register showed the following during October:

Check # $ Amount
Checks written: 1140 $100

1155 65
1156 400
1157 320
1158 82
1159 520
1160 125
1161 500
1162 183
1163 175
1164 104
1165 194
1166 220

Date $ Amount
Deposits: 10/3 1,250

10/5 480
10/12 1,190
10/16 1,595
10/20 1,800
10/25 942
10/28 2,106
10/31 745
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Other Items:

• Outstanding check from September’s bank reconciliation: #1142 for
$195.

• Beginning checking balance: $5,105

• Ending checking balance: $12,225

Required
a. Prepare a bank reconciliation for October, 1999. (Be aware of transposition

errors.)
b. What adjustment to the accounting equation is necessary for October?

264 CHAPTER 6 APPENDIX

    Current Assets 267





LEARNING OBJECTIVES

1 Identify three major types of noncurrent assets: (1) property, plant, and
equipment; (2) intangible assets; and (3) natural resources.

2. Explain how to account for the acquisition of these assets.
3. Describe the procedures for depreciation, amortization, and depletion.
4. List the factors affecting managers’ selection of a depreciation method.
5. Determine which postacquisition expenditures should be expensed and which

should be capitalized.
6. Explain the accounting issues associated with asset write-downs and disposals.
7. Interpret financial statement disclosures about noncurrent assets.

INTRODUCTION

Recall from the previous chapter that current assets will be converted into cash or
used in operations within a year or the firm’s operating cycle, whichever is longer.
Noncurrent assets are not expected to be fully consumed within that period; thus,
they are long-lived assets.

This chapter examines three noncurrent assets: 1) property, plant and equipment,
2) intangible assets, and 3) natural resources.

PROPERTY, PLANT, AND EQUIPMENT

Property, plant and equipment (PPE) are tangible, long-lived assets used by a firm.
Tangible assets derive value from their physical substance. These assets include land,
land improvements (such as parking lots and roads), office buildings, office equip-
ment, manufacturing facilities (factories), and factory equipment. These assets are
sometimes referred to as fixed assets.

Initial Valuation
Property, plant, and equipment are initially valued at their historical cost, which in-
cludes all costs incurred to acquire an asset, place it in its desired location, and make
it operational. Costs include invoice amounts (less any discounts), sales taxes, trans-
portation charges, installation costs, costs of trial runs to adjust equipment, and costs
to refurbish equipment purchased in a used condition.

c h a p t e r
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As an example, assume that a machine was purchased at an invoice price of
$5,000. The sales tax was 7% and transportation charges were $145. The machine re-
quired a concrete base, which cost $80 for materials and $120 for labor. The machine’s
total cost is calculated as follows:

Invoice cost $5,000
Sales tax ($5,000 � .07) 350
Transportation 145
Concrete base ($80 � $120) 200
Total cost $5,695

To record the purchase, increase the asset machine and decrease the asset cash.
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ASSETS � LIABILITIES � SHAREHOLDERS’ EQUITY

Cash Machine
�$5,695     �$5,695

ASSETS � LIABILITIES � SHAREHOLDERS’ EQUITY

Cash Retained earnings
�$xxx �$xxx (various expenses)

ASSETS � LIABILITIES � SHAREHOLDERS’ EQUITY

Cash         Landfill sites
�$xxx          �$xxx

Initially valuing property, plant, and equipment at historical cost is quite reason-
able. Because a firm’s managers have paid this amount, they certainly expect at least
this level of benefit; otherwise, the asset would not have been acquired. Moreover, his-
torical cost is an objective valuation basis, meaning it can easily be verified by exam-
ining invoices and canceled checks.

Sometimes, however, the proper accounting for asset acquisition and develop-
ment is not obvious. Let’s examine Chambers Development, Inc., a business that de-
velops landfill sites for waste disposal. In developing its sites, Chambers incurs public
relations and legal costs, as well as costs to pay its executives who work on various
projects. Conceptually, two accounting alternatives are possible for these costs. One
option is to expense them immediately. The analysis involves a decrease in cash and a
decrease in shareholders’ equity via an expense.

Because net income and shareholders’ equity are reduced, this approach is quite con-
servative.

The second option views these expenditures as part of the cost of the asset, “land-
fill sites.”Accordingly, these costs are capitalized; that is, the asset, landfill sites, is in-
creased as these costs are incurred. The analysis decreases cash and increases landfill
sites. Note that this is a much less conservative, perhaps even an aggressive, approach.
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GAAP requires that costs be
capitalized only when they re-
flect future economic benefits.
Thus, one must ask, how closely
tied are these expenditures to fu-
ture economic benefits? At one
time, Chambers capitalized these
costs. Subsequently, however,
the business began expensing
those costs and restated prior
years’ financial statements to re-
flect the more conservative ac-
counting alternative. Such ac-
counting issues can have serious
consequences, and Chambers’
accounting practices were the
subject of an SEC probe and a
criminal investigation by the U.S.
Attorney General’s Office.

Depreciation
Many fixed assets have extended
but limited lives. Because these
assets help generate revenues throughout their useful lives, their costs must be re-
flected as expenses during that time. Depreciation is the process of allocating the
cost of a fixed asset as an expense in the years when the asset helps generate revenue.
Depreciation is an application of the matching principle. Because land has an unlim-
ited life, it is not depreciated.

GAAP permits the use of any depreciation method that is systematic and rational.
Methods differ in the timing of expense recognition during an asset’s life, yet over the
course of an asset’s entire life, total depreciation expense will be the same under all
methods. Three commonly used methods are illustrated here: straight-line, sum-of-the-
years’ digits, and declining-balance.

Straight-Line Method The straight-line (SL) method allocates an equal
amount of depreciation expense to each year in an asset’s life. This method is based on
the rationale that each year benefits equally from the asset’s services.

To illustrate, assume that a machine has a cost of $4,900, an economic life of five
years, and an estimated residual value of $400. Residual value (or salvage value) is
the amount the firm expects to receive from selling the asset at the end of its useful
economic life.

Useful economic lives and residual values are estimates. Both are affected by the
physical deterioration an asset is expected to undergo and by technological obso-
lescence. The latter effect is well illustrated by computers. Computers can physi-
cally perform their tasks for extended periods of time (perhaps a decade or more),
but due to rapid advances in the computer industry, computers frequently become
outdated. This affects both the length of time a firm expects to use a computer (its
economic life) and the estimated residual value when the computer is taken out of
service.
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As chief accountant for the Craig Manufacturing Company (CMC), you over-
see all accounting functions. Both you and Mr. Craig are very concerned
about this year’s financial statements. CMC will probably violate its loan
covenant dealing with the debt to assets ratio. CMC’s loan agreement speci-
fies that CMC must maintain a ratio of .4 or lower. Failure to do so will result
in a renegotiation of the loan’s terms. Interest rates have risen since the loan
was obtained, and there is every reason to believe that the bank would re-
quire a higher interest rate. This additional cash drain could force CMC to lay
off up to 100 workers.

CMC, like most corporations, has an accounting policy regarding the
capitalization of fixed assets. All fixed assets costing $100 or more are cap-
italized and depreciated. Fixed assets costing less than $100 are expensed
immediately. The materiality principle justifies CMC’s policy. This principle
states that items that are sufficiently small in dollar value need not be treated
in strict accordance with GAAP. Most accountants feel that the clerical costs
of capitalizing modest expenditures, developing depreciation schedules, and
making annual depreciation adjustments outweigh the benefits of small in-
creases in the precision of the financial statements.

Mr. Craig has just suggested that CMC change its capitalization policy.
He wants CMC to capitalize all fixed asset acquisitions. Mr. Craig states that
this policy is not forbidden by the materiality principle and that more accurate
financial statements would result.

Why do you think that Mr. Craig really wants to change this policy?
What are the ethical implications of a policy change?

W H AT  W O U L D  Y O U  D O ?
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Annual straight-line depreciation expense is calculated by first subtracting the
residual value from the cost. This difference is the depreciable basis. Next divide the
depreciable basis by the number of years in the asset’s estimated useful life:

To record depreciation expense, the asset is decreased and shareholders’equity is
decreased by an expense. Although Chapter 2, “The Basic Concepts of Financial
Accounting,” suggested that the asset account should be decreased, actual practice
uses a contra-asset account called accumulated depreciation.

 �  $900 per year

 �
$4,900 �  $400

5 years

Annual depreciation expense �  
Historical cost �  Residual value

Number of years
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On the balance sheet, accumulated depreciation is deducted from the cost of
property, plant, and equipment, and the difference, called the book value (or prop-
erty, plant, and equipment, net), is included in total assets. After the preceding analy-
sis, for example, the book value is $4,000:

Historical cost $4,900
Less accumulated depreciation �900
Book value $4,000

Depreciation expense, accumulated depreciation, and book value over the five
years can be summarized as follows:

Date Depreciation Expense Accumulated Depreciation Book Value
At acquisition $ 0 $       0 $4,900
End of year 1 900 900 4,000
End of year 2 900 1,800 3,100
End of year 3 900 2,700 2,200
End of year 4 900 3,600 1,300
End of year 5 900 4,500 400

Sum-of-the-Years’-Digits Method The sum-of-the-years’-digits (SYD)
method is one of several accelerated methods. Such methods result in relatively
large depreciation charges in the early years of an asset’s life. This pattern can be jus-
tified by the notion that some assets are more efficient in the earlier years of their life

ASSETS � LIABILITIES � SHAREHOLDERS’ EQUITY

Equipment Accumulated Retained earnings
depreciation

Bal. $4,900
�$900 �$900 (depreciation expense)
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and therefore render greater services. In other words, they help generate more rev-
enue. To properly match costs with revenues, expenses should be larger in those
early years.

SYD annual depreciation expense is calculated by multiplying an asset’s depre-
ciable basis by a fraction that varies from year to year. The denominator is always the
sum of the years’ digits in the useful life of the asset. For an asset with a five-year life,
the denominator would be 5 � 4 � 3 � 2 � 1 � 15. The sum of the years’digits can
be computed with the following formula:

in which N equals the number of years in the asset’s life. For an asset with a five-year
life, the computation is

The fraction’s numerator is the number of years remaining in the asset’s useful life
at the beginning of the year for which depreciation is being calculated. Therefore, de-
preciation expense for years 1 and 2 would be $1,500 and $1,200, respectively.

Year 1 Year 2

Under the sum-of-the-years’ digits method, depreciation expense declines each
year. At the end of the fifth year, the entire depreciable basis of $4,500 will be depre-
ciated.

Date Depreciation Expense Accumulated Depreciation Book Value
At acquisition $ 0 $       0 $4,900
End of year 1 1,500 1,500 3,400
End of year 2 1,200 2,700 2,200
End of year 3 900 3,600 1,300
End of year 4 600 4,200 700
End of year 5 300 4,500 400

To make sure you understand this concept, verify the calculation of year 5’s depreci-
ation expense of $300.

Declining-Balance Methods Declining-balance (DB) methods also result in
accelerated depreciation charges. Annual depreciation expense is calculated by multi-
plying an asset’s book value (cost minus accumulated depreciation) at the beginning of
the year by a percentage. The percentage equals a multiple of the straight-line rate. Fre-
quently used multiples are 200% and 150%. Residual values are not used in the initial
determination of declining-balance depreciation rates or depreciation expense.

Because the asset in our illustration has a five-year life, the straight-line rate is 20%
(1/5 � 20%). Using a multiple of 200% (200% � 2.0) results in a declining-balance
rate of 40% (20% � 2.0). A multiple of 200% is referred to as the double-declining-

$4,500 �  
4

15
 �  $1,200Depreciation expense �  $4,500 �  

5
15

 �  $1,500

 � 15

Sum of the years� digits �  
5 �  (5 �  1)

2

Sum of the years� digits �  
N �  (N �  1)

2
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balance method (DDB). Depreciation charges for the first two years are $1,960 and
$1,176, respectively:

A depreciation schedule for the five years is:

Date Depreciation Expense Accumulated Depreciation Book Value
At acquisition $ 0 $       0 $4,900
End of year 1 1,960 1,960 2,940
End of year 2 1,176 3,136 1,764
End of year 3 706 3,842 1,058
End of year 4 423 4,265 635
End of year 5 235 4,500 400

To be sure that you understand declining-balance depreciation, verify the calculation
of year 3’s depreciation expense of $706.

Depreciation expense in the fifth year is not calculated in the typical way. The
conventional calculation multiplies the book value at the end of year 4 ($635) by 40%.
This yields an expense of $254. However, that expense would result in total accumu-
lated depreciation of $4,519 ($4,265 � $254) and a book value of $381. Because an
asset should not be depreciated to an amount below its residual value, depreciation in
year 5 is limited to $235 (the amount that would leave a book value of $400).

Residual value is not utilized in the original determination of declining-balance de-
preciation because the computations themselves include an implicit residual value. By
setting depreciation expense equal to a percentage of book value, a book value will al-
ways remain. Thus, there is no need to consider residual value explicitly until the end
of an asset’s depreciation schedule; residual value must then be considered so that an
asset’s book value is not depreciated below its residual value.

Exhibit 7-1 summarizes the results of the three depreciation methods discussed in
this section.

Tax Depreciation Tax law requires firms to use the Modified Accelerated Cost Re-
covery System (MACRS). This system specifies the useful lives to be assigned to differ-
ent types of assets and also indicates the depreciation method to be used. For exam-
ple, cars are assigned a five-year life and double-declining-balance depreciation is
required. Therefore, cars are depreciated at a 40% declining-balance rate. As another
example, land improvements, such as sidewalks and fences, are assigned a 15-year life
and a 150% declining-balance rate is used. Sidewalks and fences would then be de-
preciated at a 10% rate (1/15 � 150% � 10%).

The details of tax depreciation and financial reporting depreciation differ because
their objectives differ. Financial reporting is designed to provide useful information for
financial statement readers. Therefore, utilizing reasonable estimates of useful lives, for

  �  $1,176

  �  ($4,900 �  $1,960) �  .4

Depreciation expense year 2 �  (Cost �  Accumulated Depreciation) �  .4

  �  $1,960

  �  ($4,900 �  $0) �  .4

Depreciation expense year 1 �  (Cost �  Accumulated Depreciation) �  .4
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example, is desirable. In contrast, one purpose of our tax laws is to spur economic
growth. Using extremely short estimated lives and highly accelerated methods pro-
vides firms with tax benefits more quickly. As a consequence, firms are more inclined
to acquire fixed assets, helping to fulfill the objective of economic growth.

Selection of Depreciation Method Several factors influence managers’selection
of a depreciation method for financial reporting. Managers might wish to provide fi-
nancial statement readers with useful information. This would prompt them to select
a depreciation method that best reflects the pattern of benefit usage. For example, if
an asset is uniformly productive throughout its life, the straight-line method would be
chosen.

Additionally, however, some economic issues may influence their decisions. If
managers’ compensation is tied to reported accounting earnings, managers are likely
to prefer the straight-line method because it initially results in lower depreciation
charges and higher reported income. Lending agreements may also play a role. For ex-
ample, some agreements require the firm to keep its debt to assets ratio below a spec-
ified value. This ratio contains total assets in the denominator. Because recorded asset
values decline more quickly under accelerated depreciation methods, managers can
reduce the likelihood of violating such agreements by selecting the straight-line
method.

Firms do not generally use the same depreciation method for both financial re-
porting and tax purposes. MACRS is required for tax purposes but is not always ac-
ceptable for financial reporting. This is partially due to the permissive nature of
MACRS. For example, under MACRS, cars are given a five-year life and a zero residual
value. These may not be realistic assumptions for many firms and might yield mis-
leading financial statements. Also, as mentioned earlier, firms frequently wish to report
the lower depreciation expense associated with the straight-line method on their fi-
nancial statements. In fact, as Exhibit 7-2 shows, the vast majority of publicly held
companies uses the straight-line method for financial reporting.
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Assumptions
Cost $4,900
Residual value $ 400
Estimated life 5 years

Summary
SL SYD DDB

End of Deprec. Accum. Book Deprec. Accum. Book Deprec. Accum. Book
Year Expense Deprec. Value Expense Deprec. Value Expense Deprec. Value

0 $ 0 $       0 $4,900 $       0 $       0 $4,900 $       0 $       0 $4,900
1 900 900 4,000 1,500 1,500 3,400 1,960 1,960 2,940
2 900 1,800 3,100 1,200 2,700 2,200 1,176 3,136 1,764
3 900 2,700 2,200 900 3,600 1,300 706 3,842 1,058
4 900 3,600 1,300 600 4,200 700 423 4,265 635
5 900 4,500 400 300 4,500 400 235* 4,500 400

*Assets should not be depreciated below their residual value.
NOTE: Total depreciation expense over the five years combined is the same under all methods. The methods differ only
in the timing of depreciation charges. Also note that because total depreciation expense is the same across the five
years, total net income over the five years will also be the same.

EXHIBIT 7-1       Summary of Depreciation Methods
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Some Misconceptions About Depreciation Two misconceptions frequently
arise regarding depreciation. First, some people believe that depreciation is a valua-
tion procedure. That is, they believe the book value that results from depreciation re-
flects an asset’s market value. It does not. Book value results from the application of
a rather mechanical depreciation method. No attempt is made to estimate the current
market value of an asset by surveying recent transactions.

Second, depreciation expense is alleged to be a source of cash. This misconcep-
tion is due to the format of the statement of cash flows. Recall that under the indirect
approach, depreciation expense is added to net income in calculating cash provided
by operating activities. Depreciation expense is added, not because it is a source of
cash, but because (1) it was previously subtracted in determining net income and (2)
it does not involve a cash outflow. Be especially careful not to fall into this “cash flow
trap.”Depreciation, by itself, does not generate cash.

Expenditures After Acquisition
Firms often make expenditures during a fixed asset’s life. Frequently, the expenditures
are for routine repairs and maintenance. Because these expenditures merely maintain
the economic benefit already contained in the asset, they do not enhance the asset’s
value. Accordingly, these expenditures are immediately expensed. Usually, cash is de-
creased and shareholders’ equity is decreased by an expense.

Some expenditures, however, do enhance an asset’s value. For example, North-
west Airlines renovated 40 of its DC-9 twin jets. The renovations included engine mod-
ifications to reduce jet noise, new seats, and new carpeting. These changes extended
each jet’s life by 15 years. Other expenditures can expand an asset or make it more ef-
ficient and productive. As another example, a personal computer’s hard drive can be

272 CHAPTER 7

EXHIBIT 7-2       Selection of Depreciation Methods
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replaced with a larger one, and new chips can be installed that enable the computer
to perform tasks more quickly. Because all of these expenditures increase an asset’s
value, they should be capitalized. In other words, the asset’s recorded value should be
increased. Note that a change in an asset’s book value or remaining estimated life will
necessitate a change in the periodic depreciation charge.

Disposals
Firms frequently sell fixed assets when needs change or when assets age or become
obsolete due to technological advances. To illustrate the accounting for a disposal, as-
sume that the machine described in the previous section was depreciated for two
years, using the straight-line method. At that point, the machine’s book value is $3,100
($4,900 � $1,800). Also assume that the asset was sold at the beginning of year 3 for
$2,500. Because an asset with a book value of $3,100 was sold for $2,500, the firm in-
curred a $600 loss. The analysis increases cash by $2,500, reduces the asset machine
by $4,900, eliminates accumulated depreciation of $1,800, and decreases sharehold-
ers’ equity via a $600 loss.
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ASSETS � LIABILITIES � SHAREHOLDERS’ EQUITY

Cash Machine Accumulated Retained earnings
depreciation

Beginning Balance $4,900 �$1,800
�$2,500 �$4,900 �$1,800 �$600 (loss on sale)

Ending Balance $       0 $       0

Gains and losses on sales of property, plant, and equipment are included in the in-
come statement. If material, they are separately disclosed; otherwise, they are com-
bined with other items. These gains and losses must be interpreted carefully. First,
note that the loss just illustrated is associated with a cash inflow.Therefore, the firm’s
overall cash position has improved, even though a loss is reported on the income
statement.

Second, gains and losses on fixed asset disposals do not necessarily reflect good
or poor managerial performance in the year of the disposal. They may be more a func-
tion of poorly estimated depreciation charges. Finally, managers have considerable dis-
cretion over the timing of these transactions. Therefore, whenever gains or losses ap-
pear on the income statement, the reader must always assess the possible reasons
behind such gains or losses.

Write-Downs
As discussed earlier, most firms value property, plant, and equipment at depreciated
historical cost. However, when a fixed asset’s utility drops below its book value, the
asset should be written down. The purpose of this principle is to avoid overstating as-
set values. A fixed asset’s value to a firm can decline for a variety of reasons. Firms in
the computer and electronics industry must have state-of-the-art facilities, for instance;
the PPE of these firms are particularly susceptible to loss in value due to technologi-
cal obsolescence. Other facilities can lose value if the firm terminates the production
of certain inventory items and the facilities are of little use for other purposes.
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To illustrate the accounting for a write-down, consider General Motors Corpora-
tion (GM). GM wrote down assets by $6.4 billion in 1997. The analysis of this write-
down is:

274 CHAPTER 7

1In cases where a write-down is indicated, the asset should be written down to the present value of its cash
flows. Present value techniques are discussed in Appendix C.

Most analysts applaud the conservative nature of write-downs; however, their im-
plementation involves significant ambiguities. For example, GAAP requires a write-
down when the estimated future cash flows from using an asset are less than the as-
set’s book value.1 Estimating cash flows is a difficult task and involves numerous
judgments. Because of this, managers enjoy a great deal of discretion and are accord-
ingly provided with a tool for earnings manipulation. When it is in their best interest,
managers can often successfully argue with their auditors to delay a write-down. Al-
ternatively, managers sometimes engage in a big bath, which was discussed in Chap-
ter 4, “The Income Statement.” Recall that a big bath involves recording large charges
to income in a single year. Managers do this to relieve future years’ income of these
charges and to pave the way for reporting improved financial performance.

Financial Statement Presentation
Most balance sheets contain only one line item for property, plant, and equipment.
This line shows the book value of all fixed assets. Notes to the financial statements
contain more detailed information.

Exhibit 7-3 contains a partial balance sheet for OshKosh B’Gosh, Inc. (OB), which
contains the conventional one-line presentation. Exhibit 7-3 also contains excerpts
from OB’s notes. Note 1 indicates that OB uses straight-line depreciation and also dis-
closes OB’s estimates of its assets’useful lives. By comparing these estimates to indus-
try norms, analysts can ascertain if a firm is overstating its earnings by selecting use-
ful life estimates that are unduly long. Such estimates understate depreciation expense
and overstate net income.

A breakdown of OB’s property, plant, and equipment is provided in Exhibit 7-3. It
discloses the cost of the major types of fixed assets as well as accumulated deprecia-
tion. Notice that the differences between cost and accumulated depreciation agrees
with the amounts appearing on the balance sheet.

Analysis
The analysis of property, plant, and equipment deals with two issues. First, is PPE ef-
fectively utilized? Second, what is the age of the assets? That is, is the firm replacing
its productive capacity in a timely manner?

ASSETS � LIABILITIES � SHAREHOLDERS’ EQUITY

Fixed assets Retained earnings
�$6.4 billion �$6.4 billion

(loss on write-down)

   278  Noncurrent Assets 



Utilization Utilization is measured by fixed asset turnover.To calculate fixed as-
set turnover, divide sales by the average book value of property, plant, and equipment.
In 1997, OB’s sales were $395,196,000. Recall that book value equals historical cost
less accumulated depreciation; it is also referred to as PPE � net. The average is cal-
culated by adding beginning and ending PPE � net and dividing by two.

Fixed asset turnover reflects the number of sales dollars generated by a $1 in-
vestment in PPE. OB’s 1997 fixed asset turnover was 10.6:

 �  10.6

 �  
$395,196

($32,955 �  $41,782)�2

 �  
Net sales

(Beginning �  Ending PPE � net)�2

Fixed asset turnover �  
Net sales

Average PPE � net
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OshKosh B’Gosh, Inc.
Selected Financial Statement Information

(dollars in thousands)
December 31

1997 1996
Property, plant and equipment, net $32,955 $41,782

Related Notes
Note 1. Property, plant and equipment
Property, plant, and equipment are carried at cost or at management’s estimate of fair
market value if considered impaired under the provisions of Statement of Financial Ac-
counting Standards (SFAS) No. 121. Depreciation and amortization for financial report-
ing purposes is calculated using the straight line method based on the following useful
lives:

Years
Land improvements 10 to 15
Buildings 10 to 40
Leasehold improvements 5 to 10
Machinery and equipment 3 to 10

Note 4. Property, plant and equipment

A summary of property, plant and equipment follows:

December 31
1997 1996

Land and improvements $  3,667 $  3,910
Buildings 15,035 17,999
Leasehold improvements 14,036 15,231
Machinery and equipment 27,630 30,607
Construction in progress 1,814 —
Total 62,192 67,747

Less: Accumulated depreciation and amortization 29,237 25,965
Property, plant and equipment, net $32,955 $41,782

EXHIBIT 7-3       Partial Balance Sheet and Related Notes
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Firms generally prefer a higher turnover. A low fixed asset turnover might suggest
that property, plant, and equipment is being underutilized and that the firm might
have excess capacity. On the other hand, a firm might elect the strategy of relying
heavily on new, efficient, and costly equipment in the hope of reducing labor and
other costs. This would reduce turnover and increase depreciation expense, but other
cost savings will be realized. The extent to which a firm relies on leased assets can also
affect turnover. Because some leased assets might not appear on balance sheets, firms
using leased assets might have a smaller denominator and a correspondingly higher
turnover.

Some additional factors might also affect fixed asset turnover. Accelerated depre-
ciation methods reduce PPE � net more quickly than straight-line depreciation and re-
sult in a higher turnover ratio. Price changes and the maturity of a firm might also af-
fect fixed asset turnover. As an example, let’s assume that fixed asset prices are
increasing over time. New entrants into an industry will be forced to acquire their pro-
ductive capacity at higher costs than firms that are already established. New entrants,
therefore, would have a higher PPE � net and a lower turnover. In summary, although
fixed asset turnover is intended to measure asset utilization, other factors such as
those just described can also affect it.

Exhibit 7-4 summarizes selected ratios for OB, Garan Inc. (one of OB’s competi-
tors in the apparel industry), and, as a point of contrast, Birmingham Steel Corp. OB’s
fixed asset turnover is nearly identical to that of its industry rival, Garan, suggesting
that OB and Garan are equally successful in generating sales dollars from their invest-
ment in PPE. Also notice from Exhibit 7-4 that the steel industry has a relatively low
fixed asset turnover. This is because the steel industry is capital intensive. Greater
amounts of property, plant, and equipment are needed to manufacture steel than to
produce clothing.

Percentage of PPE Depreciated (Age) Financial statements contain information
about the original cost of property, plant, and equipment, as well as the depreciation
that has been taken since the assets’acquisition. This permits an assessment of the rel-
ative age of a firm’s assets. The calculation involves dividing accumulated depreciation
by PPE � gross. PPE � gross is simply the assets’ historical cost. Older assets have
larger proportions of PPE � gross that have already been depreciated. OB’s ratio for
1997 is 47%:

 �  47%

 �  
$29,237
$62,192

Percentage of PPE depreciated �  
Accumulated depreciation

PPE � gross
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OshKosh B’Gosh Inc.
Selected Ratios and Inter-firm Comparisons

OB Garan Inc. Birmingham Steel Corp.
Fixed asset turnover 10.6 10.8 1.5
Percentage of PPE depreciated 47% 58% 19%

EXHIBIT 7-4       Selected Ratios
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This is considerably below Garan’s percentage that appears in Exhibit 7-4 and suggests
that OB replaces its equipment more quickly than its competitor. That is, OB might have
depreciated a lower percentage of its total property, plant, and equipment because it
recently acquired fixed assets that have not yet generated much depreciation. Another
interpretation might be that OB is a relatively young entrant into the apparel industry;
an examination of OB’s history, however, indicates that this is not the case.

Evaluation of the Accounting for Property, Plant, and Equipment GAAP re-
quires the use of depreciated historical cost. As previously mentioned, this valuation does
not reflect current market value. Accordingly, care must be taken when using this infor-
mation. Lending institutions, for example, sometimes require loan applicants to pledge as-
sets as collateral. In evaluating the adequacy of the pledged assets, historical cost is not
particularly relevant; the loan officer is more interested in current market value.

Although the financial statements of U.S. companies do not disclose the market
value of fixed assets, a few countries do permit the use of market value. Exhibit 7-5
contains a note from the annual report of an Australian company. The note shows that
Monroe revalued its land, building, and improvements in 2001. In this particular case,
market value significantly exceeds historical cost. Because such differences can
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Monroe Limited
Property, Plant and Equipment Note

2001 2000
Note 14—Property, Plant, and Equipment

Freehold land
At cost $     412 $  3,182
At independent valuation 2001(a) 11,173 —

11,585 3,182

Buildings and improvements
At cost 526 2,973
Accumulated depreciation (73) (217)

453 2,756
At independent valuation 2001(a) 9,691 —

10,144 2,756
Leasehold improvements, at cost 136 106
Accumulated amortisation (28) (1)

108 105
Plant and equipment, at cost 4,091 1,956
Accumulated depreciation (543) (356)

3,548 1,600
Plant and equipment under lease 722 1,021
Accumulated amortisation (247) (249)

475 772
Capital works in progress, at cost — 7,801

$25,860 $16,216

a) The stud property (including fixed improvements), the winery, and vineyards were in-
dependently valued by Murdoch International Property Consultants Pty. Limited in June,
2001.

EXHIBIT 7-5       Australian Firms Write Up Fixed Assets
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dramatically affect a number of ratios, care must be taken when comparing the finan-
cial statements of firms from different countries.

INTANGIBLE ASSETS

Intangible assets are long-lived assets whose values do not depend on their physical
substance. Rather, their value is based on the legal rights they convey. Various intan-
gible assets are described in this section.

Patents, granted by the federal government, convey the exclusive right to use a
product or process for a period of 20 years. Patents are intended to promote innova-
tion by ensuring that the firm that discovers and applies new knowledge reaps the
benefits of its efforts.

Copyrights, also granted by the federal government, convey the exclusive right
to use artistic or literary works for a period of 70 years beyond the author’s death.
Common examples of works that can be copyrighted include books, songs, and
movies. The economic life of a copyright may be considerably shorter than its legal life.

Trademarks are words, symbols, or other distinctive elements used to identify a
particular firm’s products. You are probably familiar with Kleenex tissue. Kleenex is a
registered trademark of the Kimberly-Clark Corporation. McDonald’s Golden Arches
and MGM’s Lion are well-known symbols established and protected by their corpora-
tions as trademarks. Trademarks have unlimited legal lives, but their economic lives
may be limited.

Franchises and licenses are rights to market a particular product or service or
to engage in a particular activity. For example, Pizza Hut sells franchises to various in-
dividuals and businesses. A franchise permits the holder to operate a Pizza Hut restau-
rant at a specified location. This right has economic value to the holder and would be
reflected as an asset. As another example, some pharmaceutical companies acquire the
right to sell the products of other companies. This right also has value and would be
shown as an asset (see the following discussion on research and development costs).

For accounting purposes, the intangible asset goodwill can only arise in one sit-
uation: acquiring an ongoing business. In many such acquisitions, the purchase price
exceeds the total fair value of the separately identifiable assets. The higher purchase
price reflects the willingness of the buyer to pay for loyal customers, trained workers,
and the like, which many ongoing businesses possess. Goodwill equals the excess of
the purchase price over the total fair value of all specifically identifiable assets ac-
quired. As an illustration, Storage Technology Corporation (StorageTek) acquired Edata
Scandinavia AB for $75,000,000 and recorded $44,700,000 of goodwill. In other
words, more than half of the purchase price was recorded as goodwill.

Acquisition
Intangible assets acquired from others are initially recorded at their historical cost. For
example, if a company acquires a patent for $300,000, cash would decrease and
patents would increase by $300,000.
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Cash Patents
�$300,0000     �$300,000
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Because the patent has already been developed, future economic benefits seem prob-
able and recording an asset is proper.

As another illustration, StorageTek’s purchase of Edata is recorded as follows (in
thousands):
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Intangible assets can also be developed internally. In most cases, costs incurred to
develop separately identifiable intangible assets are capitalized. Costs incurred to pro-
tect these assets (such as legal costs incurred to protect intangible assets from in-
fringement) can also be capitalized. Nike’s trademarks, such as its swoosh, have a bal-
ance sheet value of $221 million and Nike considers its trademarks to be its “most
valuable assets.”However, Nike’s balance sheet shows total assets of $5.4 billion. How
can trademarks be Nike’s most valuable asset yet represent such a small percentage of
its total assets? The answer, of course, is that balance sheets show many assets at their
historical cost, which may understate their economic value.

Research and Development Costs Many firms internally develop new prod-
ucts, as opposed to purchasing patents from others. Because large expenditures can
be made without the assurance of ultimate success, this strategy is more risky. Sub-
stantial uncertainty exists regarding future economic benefits and, because of this,
GAAP requires that all research and development costs be expensed immediately. Re-
search and development costs are those incurred to generate new knowledge or
to translate knowledge into a new product or process. Most countries follow the prac-
tice of immediately expensing these costs.

The divergence in the accounting rules for externally acquired versus internally
developed patents can reduce the inter-firm comparability of financial statements, par-
ticularly in research-intensive industries such as pharmaceuticals. As shown in Exhibit
7-6, Roberts Pharmaceutical Corporation’s intangible asset, property rights acquired
(from others), increased from $204,611,000 in 1996 to $217,919,000 in 1997.
Roberts’strategy is to acquire already-established pharmaceutical products from other
companies. These rights are obtained in one of two ways: (1) the direct purchase of a
patent from the holder or (2) a licensing agreement with the holder of the patent. The
acquisition cost of those rights is capitalized as assets.

In contrast, Merck, Inc., internally develops its pharmaceutical products. Accord-
ingly, the nearly $1.8 billion Merck spent to develop new products in 1997 was expensed
immediately, even though some of those products proved successful and resulted in
patents. As this situation illustrates, the economic value of patents (and other intangible
assets) can be significantly different from the value assigned for accounting purposes.

Special accounting rules exist for software development costs. For a given proj-
ect, these costs are expensed until technological feasibility is demonstrated, and
costs incurred after that point are capitalized. To some extent, these rules are incon-
sistent with the general procedures for research and development. Exhibit 7-7 con-
tains a note from StorageTek’s financial statements that describes StorageTek’s ac-
counting for software development costs.

ASSETS � LIABILITIES � SHAREHOLDERS’ EQUITY

Cash Various assets Goodwill
�$75,000 �$30,300 �$44,700
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Amortization
Like many fixed assets, intangible assets have limited useful lives. Accordingly, the cost
of these assets must be allocated as an expense to the years when they help generate
revenue. With fixed assets, this expense was labeled “depreciation.”Amortization ex-
pense is the term used for intangible assets. It is usually calculated on a straight-line
basis and the maximum amortization period is 40 years.

Suppose, for example, the patent acquired above for $300,000 was estimated to
have a six-year life. Amortization expense in the amount of $50,000 ($300,000/6)
would be recorded each year.

280 CHAPTER 7

Storage Technology Corporation
Excerpt from Financial Statement Notes

Capitalized Software Costs
StorageTek capitalized costs associated with acquiring and developing software products
to be marketed to customers of $616,000 in 1997, $510,000 in 1996, and $25,463,000
in 1995. Other assets as shown on the Consolidated Balance Sheet include unamortized
software costs of $13,907,000 as of December 26, 1997, and $33,988,000 as of De-
cember 27, 1996. Amortization expense is recognized over the estimated useful lives of
the related products, generally four years. Amortization expense and write-offs associated
with capitalized software costs were $20,697,000 in 1997, $20,556,000 in 1996, and
$26,627,000 in 1995. The company evaluates the realizability of the carrying value of the
capitalized software based on estimates of the associated future revenue.

EXHIBIT 7-7       Software Development Costs

Roberts Pharmaceutical Corporation
Excerpts from Financial Statement Notes

Note 1 (partial)
Intangible assets are stated at cost less accumulated amortization. Amortization is deter-
mined using the straight-line method over the estimated useful lives of the related assets that
are estimated to range from 10 to 40 years.

Note 4 (partial) Intangible Assets

Intangible assets consist of the following (dollars in thousands):

December 31
1996 1997

Product rights acquired $204,611 $217,919
Less: Accumulated amortization 21,032 27,195

$183,579 $190,724

EXHIBIT 7-6       Intangible Assets
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Unlike fixed assets, no contra asset account is used and the asset account patents is
reduced directly. Reality Check 7-1 addresses the issues of capitalization and amorti-
zation.

NATURAL RESOURCES

Natural resources are assets such as mines containing gold, silver, copper, or other
minerals; wells containing oil or gas; and timberlands. Natural resources (also called
wasting assets) are important assets of firms in the extractive industries.

Initial Valuation
Natural resources acquired from others are valued at their historical cost, but many
firms self-explore and develop natural resource sites. The accounting for this type of
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Patents Retained earnings
�$50,000 �$50,000

(amoritization expense)

As described in Exhibit 7-7, StorageTek capitalizes certain software development costs. Because firms outside of the com-
puter industry expense all their research and development costs, StorageTek’s financial statements may not be compara-
ble to those of firms in other industries. In 1997, StorageTek reported the following results (dollars in thousands):

Income before taxes $316,117
Provision for income taxes 84,300

Net income $231,817

Required

Based on the information contained in Exhibit 7-7, recalculate StorageTek’s net income to reflect the immediate expens-
ing of all software development costs.

Solution

(dollars in thousands)
Income before taxes as reported $316,117
Less: Costs capitalized (616)
Plus: Amortization of previously capitalized costs 20,697
Income before taxes, adjusted 336,198
Provision for income taxes* (90,773)
Income, adjusted $245,425

Because StorageTek has capitalized less software development costs in recent years, the amortization of prior years’ cap-
italized costs exceeds the capitalized value of the current year’s costs. The net result is that adjusted income actually ex-
ceeds reported income.

*Using StorageTek’s approximate effective tax rate �

Provision for income taxes � $336,198 � .27 � $90,773

$84,300
$316,117

 �  .27
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situation is somewhat controversial. The issue involves the treatment of exploration
costs associated with unsuccessful sites.

One approach, the full cost method, capitalizes the exploration costs of both
successful and unsuccessful sites as an asset. This approach recognizes that a firm can-
not expect success every time it attempts to locate valuable resources. Accordingly,
the expenditures associated with both successful and unsuccessful sites are viewed as
costs incurred to obtain successful sites.

The successful efforts method immediately expenses the cost of unsuccessful
sites. Only the costs directly associated with locating and developing successful sites
are capitalized. Because assets are recorded at lower amounts and expenses are rec-
ognized more quickly, successful efforts is the more conservative method. Reality
Check 7-2 describes how the Newmont Mining Corporation accounts for its explo-
ration costs.

GAAP permits the use of either method. Large firms such as Exxon tend to use
successful efforts, while small firms tend to use full cost because higher net income
and larger asset values make them appear more profitable in the short term. The
higher net income and larger asset values under the full cost method also reduce the
likelihood of violating loan covenants based on accounting ratios. Large, established
firms are in much less danger of violating loan covenants. They select the conservative
successful efforts method because the lower reported net income helps reduce the
political costs of the very visible oil industry. That is, lower net income numbers help
the oil industry to argue that it is not unduly profiting at the public’s expense.
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Newmont Mining Corporation
Excerpt from Financial Statement Notes
Mineral exploration costs are expensed as incurred. When it has been determined that a mineral property can be eco-
nomically developed, the costs incurred to develop such property are capitalized, including costs to further delineate the
ore body and remove overburden to initially expose the ore body. Such costs, and estimated future development costs,
are amortized using a units-of-production method over the estimated life of the ore body. Ongoing development expen-
ditures to maintain production are generally charged to operations as incurred.

Significant payments related to the acquisition of exploration interests are also capitalized. If a mineable ore body
is discovered, such costs are amortized using a units-of-production method. If no mineable ore body is discovered, such
costs are expensed in the period in which it is determined the property has no future economic value.

Required

Does Newmont use the full cost or the successful efforts method? Why?

Solution

Newmont uses the successful efforts method, indicated by two aspects:
1. Exploration costs are expensed as incurred. No costs are capitalized until it is probable that a property has valuable

reserves.
2. Costs incurred to acquire exploration interests are capitalized. If no reserves are found, however, the costs are ex-

pensed immediately.

R E A L I T Y  C H E C K  7 - 2
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Depletion
Depletion is quite similar to depreciation and amortization. As with all long-lived as-
sets, natural resources help generate revenue over their useful lives. Accordingly, the
cost of those resources must be matched as an expense to that revenue.

As an illustration, assume that an oil well was acquired for $255,000. The analysis
increases the asset oil well and decreases cash.
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ASSETS � LIABILITIES � SHAREHOLDERS’ EQUITY

Cash Oil well
�$255,000      �$255,000

ASSETS � LIABILITIES � SHAREHOLDERS’ EQUITY

Oil well Retained earnings
�$40,000 �$40,000

(depletion expense)

Further assume that the well is estimated to contain 45,000 barrels of oil, and that the
property can probably be sold for $30,000 after all the oil is extracted. Depletion is
calculated on a per-unit basis. Subtract the residual value from the historical cost and
then divide by the estimated number of barrels in the well:

The depletion charge per barrel is $5. If during the first year of operation 8,000
barrels were extracted and sold, the depletion charge would be $40,000 ($5 �
8,000). The analysis would decrease the recorded value of the oil well; shareholders’
equity would be reduced via depletion expense.

  �  
$255,000 �  $30,000

45,000
 �  $5

Depletion per barrel  �  
Historical cost �  Residual value

Estimated number of barrels
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SUMMARY OF LEARNING OBJECTIVES

1. Identify three major types of noncurrent assets: (1) property, plant, and
equipment, (2) intangible assets, and (3) natural resources.
Property, plant, and equipment (fixed assets) are tangible, long-lived assets. These
assets consist of land, land improvements, buildings, factories, furniture, and
equipment. Intangible assets have no physical substance. Rather, their value de-
rives from the legal rights they convey to firms. Intangible assets include patents,
copyrights, and franchises. Natural resources are important assets to firms in the
extractive industries. They include oil and gas wells, timberlands, and mines con-
taining gold, copper, and other minerals.

2. Explain how to account for the acquisition of these assets.
All fixed assets and the intangible assets acquired from others are initially valued
at their historical cost. The accounting for intangible assets developed internally
is more problematic. Given that intangible assets have no physical substance, it is
sometimes difficult to verify that expenditures made to develop them really re-
flect future economic benefits. Because of this, the FASB provides specific guid-
ance in certain situations. For example, all research and development expendi-
tures must be expensed immediately.

Natural resources acquired from others are recorded at their historical cost.
Two methods are available to account for natural resources obtained through self-
exploration: the full cost method and the successful efforts method. The success-
ful efforts method is the more conservative one because assets are valued at lower
amounts and expenses are recognized more quickly.

3. Describe the procedures for depreciation, amortization, and depletion.
Many fixed assets have limited useful lives and help generate revenue during only
those years. Accordingly, the matching principle requires that these assets (except
land) be depreciated. That is, the cost of fixed assets must be allocated as an ex-
pense over their useful lives. Managers are also free to choose from a number of
generally accepted depreciation methods. Because intangible assets have limited
lives, they are amortized. This is a procedure very similar to depreciation. Amor-
tization is usually calculated on a straight-line basis over a maximum period of 40
years. Natural resources are subject to depletion charges because they are con-
sumed over their useful lives. Depletion charges are calculated on a per-unit (ton,
barrel, and so on) basis.

4. List the factors affecting managers’ selection of a depreciation method.
Managers might want to provide financial statement users with useful informa-
tion. If so, they would select the depreciation method that best reflects the expi-
ration of benefits contained in the firm’s assets. Because the choice of deprecia-
tion method affects reported net income, some managers might be motivated to
select the straight-line method, which initially results in the lowest depreciation
expense and the highest net income. This tends to increase managers’ bonuses
and decrease the chances of violating loan covenants.

5. Determine which postacquisition expenditures should be expensed and
which should be capitalized.
Expenditures that extend an asset’s life, enlarge the asset, or make the asset more
efficient are capitalized. Expenditures that merely maintain the asset or the asset’s
productivity are expensed.
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KEY TERMS
Accumulated depreciation

268
Amortization expense 280
Book value 268
Capitalize 266
Copyrights 278
Declining-balance methods

(DB) 269
Depletion 281
Depreciable basis 267
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6. Explain the accounting issues associated with asset write-downs and dis-
posals.
Asset write-downs are needed when an asset’s utility falls below its book value,
and the associated loss appears on the income statement. Asset disposals often
give rise to gains and losses that do not necessarily reflect the performance of
management in the year in which the gain or loss is recorded. Rather, they more
frequently reflect faulty estimates used in previous depreciation calculations. Be-
cause managers can influence the timing (and perhaps the amount) of gains and
losses recognized from write-downs and disposals, these items must be carefully
evaluated.

7. Interpret financial statement disclosures about noncurrent assets.
Analyses of noncurrent assets provide insights into how effectively these assets
are being used; firms naturally want to generate as many sales as possible with a
given fixed asset base. A firm’s success in doing this is measured by fixed asset
turnover. Financial statements also provide information about assets’ ages. This is
measured by the percentage of PPE depreciated. Firms with older assets will find
it difficult to compete with firms that have newer, more efficient assets.

QUESTIONS

7-1 Define the following terms related to non-current assets:
a. Depreciation expense
b. Intangibles
c. Amortization
d. Straight-line method versus sum-of-the-years’-digits method
e. Wasting assets
f. Depletion

7-2 Discuss the differences between depreciation and amortization.
7-3 Identify key differences between property, plant, and equipment (PPE) and in-

tangible assets.
7-4 How are current assets different from noncurrent assets?
7-5 Current assets, such as inventory, are not depreciated. Why should noncurrent

assets be depreciated, amortized, or depleted?
7-6 Discuss the differences between the full cost method and the successful efforts

methods when accounting for natural resources. Why might large firms prefer
one method and small firms the other?

7-7 Discuss the term accumulated depreciation. How does this differ from depre-
ciation expense? Why is accumulated depreciation treated as a contra asset? Why
is this often called a “negative”asset?

7-8 Under what circumstances could the sum-of-the-years’-digits depreciation
method produce the same pattern of total annual expenses as would the
straight-line method?

7-9 Discuss two different types of noncurrent assets that may be found on a typical
balance sheet.

7-10 Discuss three different types of intangible assets, indicating what types of firms
might hold such assets.

7-11 Why do accountants write off, or reduce, a noncurrent asset? Why might such
write-offs be confusing? How could these possibly confusing effects be reduced?
How does a “big bath” relate to such write-offs?

7-12 Refute the assertion that “depreciation is a source of cash.”
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7-13 Refute the assertion that “balance sheets reflect ‘true’values (market values) of
noncurrent assets.”

7-14 When depreciation expense is shown in a firm’s financial statements, how and
why is it often shown as a source of cash? How does depreciation expense affect
cash flows?

7-15 When accumulated depreciation is shown on a balance sheet, how do changes
in accumulated depreciation affect cash flows? What events result in changes to
accumulated depreciation? Which have an effect on cash flows?

7-16 Identify the only transactions involving noncurrent assets that have an effect on
cash flows.

7-17 How does depletion of natural resources affect cash flows? When does cash
change as a result of transactions involving natural resources?

7-18 How does amortization of an intangible asset affect cash flows? When does cash
change as a result of transactions involving intangibles?

7-19 Discuss the following proposition: Intangible assets have no substance; there-
fore, they have no value and should not be shown on the firm’s balance sheet.

7-20 Discuss the following proposition: Intangible assets reflect so much uncertainty
that they should not be shown on the firm’s balance sheet.

7-21 Discuss the following proposition: Intangible assets may last one year, or they
may last indefinitely; therefore, no one can determine the proper amortization
schedule until the asset is exhausted or retired.

7-22 Identify key differences between three depreciation methods: straight-line, sum-
of-the-years’-digits, and declining-balance.

7-23 Why would a firm choose one depreciation method over another?
7-24 Discuss the following proposition: GAAP should only include one depreciation

method: options give managers too much flexibility and too many opportunities
to manipulate net income.

7-25 Discuss the following proposition: GAAP should permit managers the flexibility
to choose from among several depreciation methods; each firm is unique and
may require the flexibility to match its depreciation method to its own unique
circumstances.

EXERCISES

Classifying and Capitalizing Costs
7-26 Identify the following costs that could be capitalized on the firm’s balance sheet.

Identify costs that should be included in property, plant, and equipment (PPE).
a. New windshield wiper blades on the company’s truck
b. New sidewalks in front of the firm’s factory
c. Freight expenses for new equipment installed in the factory
d. Installation costs for the new equipment
e. Realtor’s fees associated with land purchase
f. Minor engine repair on the truck
g. Engine replacement on the truck
h. Razing or demolishing a building on newly acquired land
i. Design costs for a new building
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Classifying and Capitalizing R&D Costs
7-27 Firm A purchased a patent from another firm at a cost of $1 million. Firm B spent

the same amount in developing a patent through its own internal research and
development (R&D) efforts.

Required
a. Describe the accounting treatment for each firm. Show the balance sheet

and income statement effects for each firm.
b. Why might a firm prefer one method over the other?

Calculating Property, Plant, and Equipment Cost
7-28 A firm purchased machinery on account with an invoice price of $15,000. The

terms of payment were 2/10, net 30. In addition, transportation of $250, instal-
lation of $420, and sales tax of $1,000 were paid in cash. While installing the ma-
chinery, an employee’s negligence caused $150 worth of damage to the ma-
chine, which was repaired and the repair bill paid in cash.

Required
a. Calculate the total cost of the machinery.
b. How should managers view the damage to the equipment?

Calculating Property, Plant, and Equipment Cost
7-29 A firm purchased land for $150,000. Broker commissions of $3,000 and other

closing costs of $1,800 were paid in acquiring the land. An old building that was
on the land was demolished. The demolition costs were $4,500, but some of the
demolished building scrap parts were sold for $2,200. In addition, there were
delinquent real estate taxes of $800 owing on the land, which the firm had to
pay to acquire the land.

Required
a. Calculate the total cost of the land.
b. Provide several reasons for not recording the land purchase at its nominal

price of $150,000.

Calculating Depletion Expense
7-30 A firm purchased an oil well costing $2,600,000, which is expected to produce

five million barrels of oil. The well can probably be sold for $100,000 after all the
oil is extracted. If 500,000 barrels of oil were extracted and sold this year, what
is the depletion expense?

Income Statement Effects of Capitalizing Installation Costs
7-31 A firm acquired a machine for $150,000 and spent $50,000 to install it. The ma-

chine has a five-year life and a zero residual value. The firm is considering the
possible effects on net income if it chooses to capitalize or expense the installa-
tion costs. Calculate the effect on net income each year if the firm uses straight-
line depreciation.
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PROBLEMS

Three Methods of Calculating Depreciation Expense
7-32 A firm purchased computer-aided drafting and machining equipment at the be-

ginning of the year for $420,000. The machine has an expected useful life of six
years and a $38,000 residual value.

Required
a. Calculate the annual depreciation expense for the first four years of the

equipment’s life using the straight-line method.
b. Calculate the annual depreciation expense for the first four years of the

equipment’s life using the double-declining-balance method.
c. Calculate the annual depreciation expense for the first four years of the

equipment’s life, using the sum-of-the-years’-digits method.
d. Comment on the differences in your results. Which method would managers

prefer if they are trying to maximize their net income? Which method is pre-
ferred if the objective is to minimize income taxes? Why?

e. Using double-declining-balance depreciation, calculate depreciation expense
through the sixth year. What adjustment to depreciation should be made in
the sixth year?

Transaction Analysis: Disposal of Fixed Assets
7-33 A firm acquired a $650,000 fixed asset that has a four-year life and a residual

value of $50,000. Show the effects on the balance sheet equation of the asset’s
disposal at the end of the fourth year, assuming the following separate circum-
stances:
a. The asset is sold for its estimated residual value.
b. The asset is sold for $75,000.
c. The asset is sold for $35,000.
d. The asset is scrapped (junked) and disposal costs are $10,000.

Transaction Analysis: Sum-of-the-Years’-Digits Depreciation
7-34 A firm acquired a $24,000 truck that has a three-year life and an estimated resid-

ual value of $6,000. Using the balance sheet equation, record the truck’s pur-
chase and depreciation using sum-of-the-years’-digits depreciation. Show the ef-
fects in each year, and be sure to include separate columns for accumulated
depreciation and retained earnings in your equation.

Transaction Analysis: Double-Declining-Balance Depreciation
7-35 A firm acquired a $20,000 computer, along with $14,000 of related ancillary

equipment that can only be used on this machine. The computer and the related
equipment have an estimated life of five years and a residual value of $2,000.

Required
a. Using the balance sheet equation, record the computer’s purchase and de-

preciation using the double-declining-balance method. Show the effects in
each year, and be sure to include separate columns for accumulated depre-
ciation and retained earnings in your equation.

b. Show the effects on the balance sheet equation of disposing of the computer
and the related equipment under each of the following separate circum-
stances:
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i. At the end of the fifth year, sold for $2,000.
ii. At the end of the fifth year, sold for $6,000.
iii. At the end of the fourth year, sold for $8,000.

Financial Statement Effects: Recognizing Patents
7-36 A firm acquired a patent for $125,000 and expected its economic useful life to

be 15 years.

Required
a. What useful life should be used to amortize the patent?
b. Show the balance sheet effects of holding the patent for three years.
c. What if the firm had to defend its patent in a lawsuit at the beginning of year

4? Assume that the firm spent $5,000 on legal fees and lost the lawsuit.

Financial Statement Effects: Depletion
7-37 A firm spent $1,500,000 for an oil well that is expected to produce 3,000,000

barrels of oil. During the first year, no oil is extracted. During the second year,
1,000,000 barrels are extracted and sold.

Required
a. Show the effects on the balance sheet equation of the oil well acquisition and

depletion during these two years.
b. Discuss the impact on both the income statement and the balance sheet dur-

ing each year.

Financial Statement Effects: Depletion
7-38 A firm acquired a $4.5 million gold mine that is expected to yield 500,000

ounces of gold. During each of the first two years, 100,000 ounces of gold are
mined and sold.

Required
a. Show the effects on the balance sheet equation from the mine acquisition

and depletion for each of these two years.
b. Discuss the impact on the income statement and balance sheet at acquisition

and at the end of each year.
c. What would the depletion be during each of the first two years if the firm es-

timated it would cost $200,000 to clean up the mine at the end of its pro-
ductive life? (Note that the mine has a negative residual value.)

d. Assume that the mine is sold for $5 million at the end of the second year.
Show the effects on the firm’s income statement and the balance sheet.

e. Assume that the mine is fully exhausted and declared worthless at the end of
the third year. Show the effects on the firm’s income statement and the bal-
ance sheet.

Balance Sheet Effects of Alternative Depreciation Methods
7-39 A firm purchased a computer-controlled drill press at the beginning of 2000 for

$360,000. The drill press has an expected useful life of 10 years and a $40,000
residual value. Assume that the firm begins the year prior to the purchase of the
drill press with the following balance sheet totals:

Plant and equipment $3,500,000
Less: Accumulated depreciation (1,235,000)
Plant and equipment, net $2,265,000
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Required
a. Determine the ending balances in each of these balance sheet accounts, af-

ter including the annual straight-line depreciation for the first three years of
the drill press’s life. Ignore depreciation on the existing plant and equipment.

b. Determine the ending balances in each of these accounts, after including the
annual double-declining-balance depreciation for the first three years of the
drill press’s life. Ignore depreciation on the existing plant and equipment.

c. Calculate the effects on net income if the firm used double-declining-balance
depreciation, instead of straight-line depreciation. Calculate these differences
for each of the first three years for the drill press and for the same three years
combined. Ignore depreciation on the existing plant and equipment.

d. Comment on the net income differences. Do they seem significant each year
or in total?

e. After the firm has owned the drill press for 10 years, what effects will any of
these depreciation methods have on the firm’s net income? Why?

f. Using double-declining-balance depreciation, calculate depreciation expense
through the tenth year. What adjustment to depreciation is necessary in the
tenth year?

Calculating Depreciation Expense Using The Double 
Declining Balance Method
7-40 A firm purchased computer-aided drafting and machining (CAD-CAM) equip-

ment at the beginning of 1998 for $420,000. The machine has an expected use-
ful life of six years and a $38,000 residual value. Assume that the firm begins the
year (before purchasing the CAD-CAM equipment) with the following balance
sheet totals:

Plant and equipment $6,250,000
Less: Accumulated depreciation (1,145,000)
Plant and equipment, net $5,105,000

Required
a. Calculate the ending balances in each of these accounts after including the

annual double-declining-balance depreciation for the first four years of the
equipment’s life. Ignore depreciation on the existing plant and equipment.

b. After the firm has owned the CAD-CAM machine for six years, what effects
would the use of straight-line depreciation versus double-declining-balance
depreciation have on the firm’s net income? Why?

Two Methods of Calculating Depreciation Expense
7-41 A firm purchased a computer-controlled drill press for $480,000 at the begin-

ning of 2000. The drill press has an expected useful life of 10 years and zero
residual value. Assume that the firm begins the year with the following balance
sheet accounts, ignoring depreciation on the existing plant and equipment:

Cash and other assets $8,115,000
Plant and equipment $3,500,000
Less: Accumulated depreciation (1,040,000)
Plant and equipment, net $2,460,000

Liabilities $1,000,000
Shareholders’ equity $9,575,000
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Required
a. Show the effects of the drill press purchase on the firm’s balance sheet equa-

tion. Assume that the firm borrowed money to purchase the drill press.
b. Show the effects of straight-line depreciation on the balance sheet equation

for the first two years of the drill press’s life.
c. Show the effects of double-declining-balance depreciation on the balance

sheet equation for the first two years of the drill press’s life.
d. Comment on these differences. Is the firm’s balance sheet stronger under ei-

ther method? Why?

Gain or Loss on Disposal of Fixed Assets
7-42 Swen and Jerry are twins who each own an ice cream company. Four years ago,

they each purchased an ice cream mixer. Each mixer was identical in all re-
spects, including the cost of $35,000. Each had an estimated useful life of five
years and an estimated residual value of $5,000.

The only difference between the two mixers was in the depreciation method
chosen. Swen chose the straight-line method, whereas Jerry chose the double-
declining-balance method.

Because of the intense competition in the ice cream business and the result-
ing rapid changes in technology and mixing methods, Swen and Jerry each de-
cided to replace their mixers on the same day at the end of the fourth year. They
sold their old mixers to twins Haskin and Dobbins for exactly the same price,
$10,000.

Later, at a family reunion, Swen mentioned that he had sold his mixer at a loss
of $1,000. Jerry, while smiling under his beard, said that he had done better than
that, and that Swen should check with his accountant because Jerry had realized
a gain on the sale of his mixer.

Required
Explain how Swen could have had a loss on the sale of the same mixer on which
Jerry had a gain. Show the relevant calculations that will convince Swen and
Jerry of the accuracy of your analysis.

Gain or Loss on Disposal of Fixed Assets
7-43 Warhol Enterprises purchased a spray painter at the beginning of 1999 at a cost

of $150,000. Warhol estimated that the spray painter would last five years and
have a residual value of $30,000. The company decided to use straight-line de-
preciation. Two years later, at the end of 2000, Warhol sold the spray painter for
$100,000.

Required
a. Calculate the book value of the spray painter at the end of 1999 and the end

of 2000, prior to its sale.
b. Calculate the gain or loss on the sale of the spray painter.
c. Calculate the income statement effect, assuming that Warhol decided to give

the spray painter to a charitable foundation.
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Gain or Loss on Disposal of Fixed Assets
7-44 Johns Inc. purchased a canvas stretcher at a cost of $16,000 at the beginning of

1999. Johns estimated that the canvas stretcher would last four years and have
no residual value. Johns decided to use straight-line depreciation. Three years
later, at the end of 2001, Johns sold the canvas stretcher for $10,000.

Required
a. Calculate the book value of the canvas stretcher at the end of 1999 and the

end of 2001, prior to its sale.
b. Calculate the gain or loss on the sale of the canvas stretcher.
c. Calculate the income statement effects, assuming that Johns decided to give

the canvas stretcher to a charitable foundation.
d. Calculate the gain or loss on the sale of the canvas stretcher, if Johns had orig-

inally decided to use the sum-of-the-years’-digits depreciation method.
e. Assume that Johns originally thought that the stretcher would have only a

three-year life, but that its residual value would be $10,000. In other words,
Johns made perfect predictions in 1999 about the life and value of the can-
vas stretcher at the end of 2001. Compute the gain or loss and compare it
with your answer in part d.

f. Assume an alternate scenario for the donation of the canvas stretcher to a
charitable foundation. What if, through this gift, Johns would realize signifi-
cant tax benefits, especially by claiming that the market value of the canvas
stretcher was actually $50,000? This high value could presumably be justified
because of its collectible value, having been used by such a popular artist.
Comment on the ethical implications of the disposal decision and of the val-
uation decision.

Property, Plant, and Equipment Ratio Analysis
7-45 The following financial statement information is from BRN, Inc. BRN is a global

company specializing in high-tech components for the automotive, space, and
computer industries.

Property, plant, and equipment on the basis of cost (in millions)
1999 1998

Land $   104 $   104
Buildings 1,527 1,461
Machinery and equipment 3,925 3,555

5,556 5,120
Less: Accumulated depreciation 3,067 2,793
Total property, plant, and equipment 2,489 2,327

Other Information
Sales revenue $9,087 $7,948

Required
a. Comment on the changes in the property, plant, and equipment accounts.
b. Calculate fixed asset turnover (1999 only) and the percentage of PPE depre-

ciated (both years).
c. Comment on these results. Identify any managerial implications associated

with these results.
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Amortization of Intangibles
7-46 Bishop Corporation had the following intangible assets on December 31, 1999:

1. A patent was acquired from another company on January 1, 1999, for
$25,000. The patent had been registered with the U.S. Patent Office on Jan-
uary 1, 1993. Assume that the legal life is the useful life.

2. On April 2, 1999, the company was successful in obtaining a patent. The le-
gal fees paid to an outside law firm were $8,400. The development costs paid
to engineers who were employees of Bishop were $75,000. The patent’s es-
timated useful life is its legal life.

3. On July 1, 1999, Bishop acquired all the assets net of the liabilities of Fargo
Company. The identifiable net assets’ market values at the time of purchase
totaled $100,000. Bishop acknowledged the superior earnings and loyal cus-
tomer following of Fargo Company. Therefore, Bishop and Fargo agreed on a
total purchase price of $145,000. Any goodwill arising from the purchase is
to be amortized over 40 years.

4. On December 31, 1999, Bishop paid a consulting firm $17,000 to develop a
trademark. In addition, legal fees paid in connection with the trademark
were $3,000. Assume a useful life of 20 years.

Required
a. Determine the amortization expense for 1999.
b. Determine the book value of each of the intangible assets listed above.

Interpreting Financial Statements: Fixed Assets
7-47 Refer to Reebok’s financial statements in Appendix E. Review the balance sheet

to determine how and where fixed assets and the associated accumulated de-
preciation were reported.

Required
a. Read Notes 1 and 4. Identify and discuss any unusual terms. Trace any nu-

merical disclosures of fixed asset costs in the notes to corresponding disclo-
sures in the financial statements.

b. Determine whether Reebok has any unusual fixed assets. If so, discuss how
they might be interpreted by financial analysts. Discuss how Reebok’s man-
agers might view such assets.

c. Identify Reebok’s accumulated depreciation balances at the end of each year.
If these items are not disclosed, what effects will this have on your analysis
of the financial statements?

d. Calculate the following ratios for Reebok:

• Fixed asset turnover

• Percentage of PPE depreciated
e. Based on your answers above, how effectively is Reebok managing its long-

term assets?
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Interpreting Financial Statements: Fixed Assets
7-48 Refer to Wendy’s financial statements in Appendix D. Review the balance sheet

to determine how and where fixed assets and the associated accumulated de-
preciation were reported.

Required
a. Read all notes concerning fixed assets. Identify and discuss any unusual

terms. Trace numerical disclosures of fixed asset costs in the notes to corre-
sponding disclosures in the financial statements.

b. Determine whether Wendy’s has any unusual fixed assets. If so, discuss how
they might be interpreted by financial analysts. Discuss how Wendy’s man-
agers might view such assets.

c. Identify Wendy’s accumulated depreciation balances at the end of each year.
If these items are not disclosed, what effects will this have on your analysis
of the financial statements?

d. Calculate the following ratios for Wendy’s:

• Fixed asset turnover

• Percentage of PPE depreciated
e. Based on your answers above, how effectively is Wendy’s managing its long-

term assets?

Interpreting Financial Statements: Disposal of Fixed Assets
7-49 Refer to Wendy’s financial statements in Appendix D. Review the financial state-

ments to determine how and where any disposals of fixed assets were reported.
Also identify how and where any gains or losses on disposals of fixed assets were
reported.

Required
a. Were the gains or losses on disposals of fixed assets clearly reported?
b. How much of Wendy’s income before income taxes can be attributed to the

disposal of fixed assets?
c. Refer to the statement of cash flows. How much cash was received from

restaurant dispositions? How much cash was spent on capital expenditures?

Financial Statement Effects: Amortizing Intangible Assets
7-50 Assume that you are the manager of a small firm that has an intangible asset val-

ued at $10 million. You believe that the firm’s earnings prospects are quite fa-
vorable during the next five years. You also learn that you have a choice in se-
lecting the amortization period for this intangible, which can range from five
years to 40 years in length.

Required
a. Choose an amortization period of either five or 40 years, and defend your

choice.
b. Suppose that the firm’s earnings prospects for the next five years are very un-

favorable. In fact, you discover that the amortization period of five years for
this intangible will certainly result in a net loss (negative net income) over
the next five years. Again choose an amortization period of either five or 40
years and defend your choice.

c. Discuss any other viable options. What option might be preferable? Why?
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Conceptual Discussion: Recognizing Gain or Loss on Disposal
7-51 Discuss the concept of recognizing a gain or loss at the time an asset is sold. Is

such a gain or loss a function of good management, or is it a function of im-
proper estimates of residual values? Why do you think that such gains or losses
should be shown on the income statement? How do they affect your evaluation
of the current year’s net income?

Conceptual Discussion: Choosing a Depreciation Method
7-52 A firm acquired a $26,000 computer, including software, with an estimated use-

ful life of four years and an estimated residual value of $6,000. The firm’s fin-
ancial vice president (CFO) is trying to choose between using straight-line de-
preciation and double-declining-balance depreciation. It is rumored that the
computer will be obsolete at the end of the second year. She also believes that
the firm will have relatively high profits during the next two years.

Required
a. Provide advice to the CFO regarding your recommendation about the pre-

ferred depreciation method.
b. Calculate the effects on the balance sheet equation for the first two years, us-

ing each depreciation method. Be sure to include separate accounts for ac-
cumulated depreciation and retained earnings in your balance sheet equa-
tion.

c. Assume that the computer is sold on the first day of the third year for $4,000
because it is obsolete and no longer useful for any purpose in this firm.
i. Calculate the effect on net income from the computer’s disposal, using

each depreciation method.
ii. Assuming that these experiences are typical for most computers, what

advice would you now give the CFO regarding depreciation methods that
should be used for computers?

iii. Under what circumstances might the controller still want to use straight-
line depreciation for computer equipment?

Graphing Depreciation Cost Flows
7-53 Draw a freehand graph with dollars on the vertical axis and time (years) on the

horizontal axis, showing the pattern of depreciation expenses that would be ex-
pected under each of the following depreciation methods:
a. Straight-line depreciation
b. Double-declining-balance depreciation
c. Sum-of-the-years’-digits depreciation

Financial Statement Effects: Land Ownership
7-54 Answer the following questions:

a. How would land owned by a manufacturer be shown on its balance sheet?
b. Would land owned by a real estate investment company perhaps have a dif-

ferent purpose than land occupied by a factory? Contrast the balance sheet
presentation of land as a fixed asset and as some other type of asset.

c. Create a numerical example showing two ways a firm may report land on its
balance sheet, depending on the proposed use of the land. How much dis-
cretion do you suppose that managers might have in making this choice?
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Conceptual Discussion: Recognizing Estimated Residual Value
7-55 Estimating an asset’s residual value incorporates significant uncertainties into

the financial statements. Discuss the proposition that residual values should be
ignored when an asset is depreciated.

Conceptual Discussion: Recognizing Asset Write-Downs
7-56 Discuss the concept of write-downs, that is, writing down the value of noncur-

rent assets on the firm’s balance sheet. Why do write-downs provide managers
with flexibility to manipulate earnings?

Conceptual Discussion: Recognizing Asset Write-Downs
7-57 Defend the statement that write-downs are an essential part of the conservative

nature of accounting. Defend the notion that write-downs should be permitted
whenever the firm or its accountants believe that an asset’s value has been per-
manently impaired.

Conceptual Discussion: Recognizing Asset Write-Ups
7-58 Asset write-ups are permitted in Australia. That is, when managers of an Aus-

tralian firm believe that an asset’s market value has increased, they are permitted
to increase the asset’s reported value on the balance sheet. Defend or refute as-
set write-ups.

Comprehensive Analysis: Fixed Assets
7-59 Pfizzel Inc. reported the following information in its property, plant, and equip-

ment note to the 1999 financial statements (dollars in millions):

1999 1998 1997
Land $     85.2 $     81.8 $     71.7
Buildings 1,218.6 1,093.8 953.9
Machinery and equipment 2,108.4 1,897.8 1,706.9
Furniture, fixtures, and other 940.2 812.8 698.3
Construction in progress 640.5 414.5 385.6
Total PPE 4,992.9 4,300.7 3,816.4
Less accumulated depreciation 1,919.7 1,668.2 1,511.3
Book value PPE $3,073.2 $2,632.5 $2,305.1

Required
Part I
a. Identify and describe each term in this note.
b. During which year(s) did Pfizzel acquire substantial fixed assets? How can

you tell?
c. During which year(s) did Pfizzel sell some fixed assets? How can you tell?
d. Did Pfizzel’s construction change markedly during these three years? What

evidence supports your conclusion?
e. Calculate the percentage of PPE depreciated for each year. Discuss the mean-

ing and implications of your results.
(Continued)
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Part II
Given the following additional information from Pfizzel’s 1999 annual report
(dollars in millions):

1999 1998 1997
Net sales $8,281.3 $7,477.7 $7,230.2
Income from operations 1,972.5 913.3 1,553.9

f. Calculate fixed asset turnover for 1999 and 1998.
g. Evaluate and discuss your results.
Part III
h. If you now learn that the average fixed asset turnover is 1.4 for firms similar

to Pfizzel, reevaluate and discuss your earlier results.
Part IV
Pfizzel Inc. reported the following summary of significant accounting policies in
its 1999 annual report:

Property, plant, and equipment are recorded at cost. Significant improvements
are capitalized. In general, the straight-line method of depreciation is used for fi-
nancial reporting purposes and accelerated methods are used for U.S. and cer-
tain foreign tax reporting purposes.
i. Discuss each part of this note, indicating how it relates to the concepts de-

scribed in this chapter.
j. Identify and discuss areas where managers have some discretion to choose

between alternative accounting policies or methods.
k. Similarly, identify areas where substantial judgment and subjectivity may be

used.
l. What opportunities may Pfizzel use to adjust or to manipulate net income?

Are they significant? Why?

Comprehensive Analysis: Fixed Assets
7-60 Spelling Entertainment, which produces films and videos and other entertain-

ment media, lists the following items in its 1994 annual report (dollars in thou-
sands):

1994 1993 1992 1991
Property, plant, and equipment

net $  16,161 $    4,770 $    4,834 $    6,331
Other assets 19,678 4,562 6,512 13,879
Net assets held for disposition 0 0 0 16,475
Intangibles, net of accumulated 

amortization of $17,671, 
$10,527, $6,713 and 
$2,626 400,751 1,549,983 159,291 154,946

Revenues $599,839 $  274,899 $257,546 $122,748
Operating income 50,743 39,727 25,315 13,987

Required
Part I
a. Describe each of Spelling’s non-current assets.
b. Identify any unusual trends or unusual terms.
c. Calculate fixed asset turnover for 1993 and 1994. Use property, plant, and

equipment, net.
(Continued)
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Part II
d. How does Spelling seem to be managing its fixed assets? What evidence sup-

ports your conclusion?
e. Why are intangibles Spelling’s largest noncurrent asset? What problems might

this create, especially if these intangibles represent copyrights and trade-
marks that are no longer fashionable?

Part III
f. What additional information is needed before you can calculate Spelling’s

percentage of PPE depreciated?
g. Where might you find such information?
h. Upon carefully reading the notes to Spelling’s 1994 financial statements, you

do not find the requisite information. What would you do next to find this in-
formation?

Part IV
Further review of Spelling’s notes reveals the following additional information
about its asset disposal strategy or the effects thereof.
Net assets (liabilities) held for disposition consisted of the following at Decem-
ber 31, (dollars in thousands):

1994 1993 1992 1991
Receivables, net $      608 $   2,714 $  7,445 $40,282
Investments 0 0 0 2,600
Property, plant, and equipment, 

net 3,161 4,467 4,572 23,050
Other assets 0 0 247 5,280
Accounts payable and other 

accruals (1,749) (1,780) (4,023) (16,681)
Notes payable 0 0 0 (19,500)
Other liabilities 0 0 (1,090) (4,707)

$   2,020 $   5,401 $  7,151 $30,324
Less allowance for estimated 

estimated losses on 
disposal of segment (20,368) (29,621) (15,058) (13,849)

$(18,348) $(24,220) $(7,907) $16,475
i. Describe each item in the above note. Note that only one of the above subto-

tals was reported in Spelling’s balance sheet (see above, Part I). Where were
the other subtotals reported? Why?

j. Discuss the implications of this note. What does this note imply about the val-
uations of Spelling’s other assets? Why?

k. How have Spelling’s perceptions regarding its asset disposal activities
changed over the years? Why?

l. Would an external analyst view Spelling’s note as optimistic or worse? Why?
m. If Spelling completes its disposition program in 1995, what is the likely effect

on 1995’s net income? Why?
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Comprehensive Analysis: Noncurrent and Intangible Assets
7-61 Boudreaux Group is an international biochemical and pharmaceutical firm,

headquartered in Switzerland. Its 1999 annual report includes the following
(Swiss francs in millions):

1999 1998 1997
Property, plant, and equipment, 

net FF   7,010 FF   6,319 FF   5,815
Intangible assets 1,895 2,050 2,200
Other long-term assets 1,583 1,313 1,064
Total long-term assets FF 10,488 FF   9,682 FF   9,079

Sales FF 13,576 FF 12,702 FF 11,840
Gross profit 8,145 7,139 6,295
Gross (original) cost PPE 13,077 11,950 10,905

Intangible assets
Intangible assets comprise acquired intellectual property (including patents,
technology, and know-how), trademarks, licenses, and other similarly identified
rights. They are recorded at their acquisition cost and are amortized over the
lower of their legal or estimated economic lives up to a maximum of 10 years.
Costs associated with internally developed intangible assets are expensed as in-
curred.

Required
a. Describe each of Boudreaux’s disclosures related to noncurrent assets.
b. For 1998 and 1999, calculate the fixed asset turnover.
c. For 1998 and 1999, calculate the percentage of PPE depreciated.
d. Discuss and interpret the results of these ratio computations.
e. With regard to intangibles, how has Boudreaux constrained some of the dis-

cretion and subjectivity that it might have had otherwise?
f. What impact does the term know-how have on your analysis of Boudreaux’s

noncurrent assets?

Financial Statement Interpretation: R&D Costs
7-62 Beaubox, one of Europe’s leading packaging manufacturers, is headquartered in

Paris. Its 1997 annual report contains the following note.

Research and Development Expenditure
Such expenditure is charged to the profit and loss account in the year in which
it is incurred. Tangible assets related to research and development are depreci-
ated over the expected useful lives of the assets.

Required
a. Discuss the meaning and possible interpretation of this note.
b. Rewrite this note to clarify its meaning.
c. Does this treatment of R&D seem consistent with U.S. GAAP? In what ways?
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Financial Statement Interpretation: 
Depreciation and Depletion
7-63 Inco Limited, headquartered in Toronto, is one of the world’s premier mining

and metals companies. Its 1994 annual report contains the following note:

Depreciation and Depletion
Depreciation is calculated using the straight-line method and, for the nickel op-
erations in Indonesia, the units-of-production method, based on the estimated
economic lives of property, plant, and equipment. Such lives are generally lim-
ited to a maximum of 20 years and are subject to annual review. Depletion is cal-
culated by a method that allocates mine development costs ratably to the tons
of ore mined.

Upon further study, you learn that the units-of-production depreciation method
is very similar to the methods described in this chapter to determine depletion
allowances.

Required
a. Identify and discuss each unusual term in this note.
b. Why would a company want to use more than one depreciation method?
c. Does the 20-year limitation on useful lives result in more conservative, or less

conservative, measures of net income? What other information would you
need to better assess this issue?

d. What choices does Inco Limited have during its annual review of useful lives?
What would be the most likely balance sheet and income statement effects
of such a review? Why?

Financial Statement Interpretation: Cash Flow Effects
7-64 Sigma Designs is a diversified graphic systems corporation. Its statement of cash

flows is summarized as follows:

Sigma Designs, Inc.
Statement of Cash Flows
For the Years Ended January 31, 1995 and 1994

1995 1994
(Dollars in thousands)

Cash Flows from Operating Activities
Net loss $(8,773) $(29,546)
Adjustments to reconcile net loss to net cash 

provided by operating activities 
(summary of all net adjustments) (110) 15,885

Net cash provided by (used for) operating activities (8,883) (13,661)

Cash Flows from Investing Activities
Purchases of marketable securities (25,350) (22,542)
Sales of marketable securities 22,296 33,355
Equipment additions (721) (612)
Software development costs (capitalized) (1,255) (494)
Other asset transactions 0 183
Net cash provided (used for) investing activities (5,030) 9,890

Cash Flows from Financing Activities
Common stock sold 13,201 493
Repayment of long-term obligations 1,710 0
Other financing transactions (1,925) 0
Net cash provided (used for) financing activities 12,986 493
Decrease in cash and equivalents $   (927) $  (3,278)
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Required
a. What does the category of cash flows shown as “Software development costs

(capitalized)”represent? Who has received these cash payments?
b. Do these “Software development costs” payments seem material, relative to

the size of Sigma Designs? How would your views change if the cash pay-
ment was $3,000,000 each year?

Conceptual Discussion: Loss of Fixed Assets
7-65 Becky’s Courier Service is a one-person, one-bicycle operation. Becky’s only cap-

ital equipment is a highly specialized, custom-designed mountain bike that can
be used throughout the urban jungle.

Required
a. Assume that Becky’s mountain bike broke, what accounting recognition

should be given to this tragedy?
b. How would your answer change if the bike had been stolen? Why?
c. Assume that Becky’s mountain bike was destroyed in a fire while chained in

a bike rack at a client’s site. The client’s insurance company provided Becky
with a check for the replacement cost of the bicycle, which was twice its
original price. What accounting recognition should be given to this event?

Capitalizing or Expensing Decisions
7-66 The president of your company clearly wants to report as large a net income

number as possible. Part of your responsibility as the controller is to determine
if certain expenditures should be expensed or capitalized. Knowing the presi-
dent’s wishes, which of the following expenditures would you capitalize? Sup-
port each choice with proper accounting reasons and ethical behavior.
a. Painting costs (part of the factory and office building are painted each year)
b. Costs to repair cracks in the parking lot
c. Cost of tree pruning on corporate grounds
d. Cost to produce brochures that will be given to prospective customers next

year
e. Costs to replace an engine in a company truck

Income Statements Effects of Amortizing Intangibles
7-67 The following income statements for SOS Staffing Services, Inc. were extracted

from the SEC’s EDGAR database (see next page).
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SOS Staffing Services, Inc.
Consolidated Statements of Income

Fiscal Years Ended December 28, 1997, December 29, 1996 and December 31, 1995
Fiscal Year (52 Weeks) Ended

----------------------------------------------------
1997             1996             1995

----------------------------------------------------

SERVICE REVENUES                     $ 209,250,847    $ 136,163,973    $  87,532,903
DIRECT COST OF SERVICES                162,539,859      108,589,322       69,353,212

----------------------------------------------------
Gross profit                       46,710,988       27,574,651       18,179,691

----------------------------------------------------
OPERATING EXPENSES:
Selling, general and administrative    32,867,550       20,397,240       13,826,034
Intangibles and amortization            1,492,637          470,119           32,566

----------------------------------------------------
Total operating expenses         34,360,187       20,867,359       13,858,600

----------------------------------------------------
INCOME FROM OPERATIONS                  12,350,801        6,707,292        4,321,091

----------------------------------------------------

OTHER INCOME (EXPENSE):
Interest expense                    (368,145)        (301,207)        (145,646)
Interest income                      497,661           90,793          109,684
Other, net                           145,386           13,695          120,604

----------------------------------------------------
Total, net                         274,902         (196,719)          84,642

----------------------------------------------------

INCOME BEFORE PROVISION
FOR INCOME TAXES                   12,625,703        6,510,573        4,405,733

PROVISION FOR INCOME TAXES
(including pro forma for 1995)         (5,099,476)      (2,481,413)      (1,728,653)

----------------------------------------------------

NET INCOME                           $   7,526,277    $   4,029,160    $   2,677,080
====================================================

NET INCOME PER COMMON SHARE:
Basic                           $        0.78    $        0.59    $        0.54
Diluted                         $        0.77    $        0.59    $        0.43

WEIGHTED AVERAGE COMMON SHARES:
Basic                               9,654,204        6,780,400        4,984,616

Diluted                                    9,780,505                   6,838,479                    6,229,021
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Required
a. Conduct a horizontal and vertical analysis of SOS’s income statements for all

three years.
b. Identify any unusual terms, along with any unusual trends in SOS’s income

statements.
c. Identify the most likely reasons for such trends.
d. What business events resulted in SOS’s huge increase in “Intangibles and

amortization”?
e. Write a short memo to a prospective investor, evaluating SOS’s future

prospects.

Inter-Company Analysis of Noncurrent Assets
7-68 The following data for Pfizer and Eli Lilly have been excerpted from the SEC’s

EDGAR database:
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Pfizer (excerpts from balance sheet and income statement)                     1997                1996                 1995

Pfizer Inc. and Subsidiary Companies
Long-term loans and investments                      1,340       1,163         545
Property, plant and equipment, less accumulated depreciation

4,137       3,850       3,473
Goodwill, less accumulated amortization:

1997--$152; 1996--$115; 1995--$79                   1,294       1,424       1,243
Other assets, deferred taxes and deferred charges     1,745       1,762       1,316
------------------------------------------------------------------------------------

Total assets                                                                                     $15,336            $14,667            $12,729

(millions, except per share data)                          1997      1996      1995
------------------------------------------------------------------------------------

Net sales                                                $12,188   $11,306   $10,021
Alliance revenue                                             316        --        --
------------------------------------------------------------------------------------
Total revenues                                                                                                     12,504          11,306          10,021

NOTES TO CONSOLIDATED FINANCIAL STATEMENTS
1 Significant Accounting Policies
A -- Consolidation and Basis of Presentation
The consolidated financial statements include the parent company and all
significant subsidiaries, including those operating outside the U.S. Balance
sheet amounts for the foreign operations are as of November 30 of each year and
income statement amounts are for the full year periods ending on the same date.
All significant transactions among our businesses have been eliminated.

In preparing the financial statements, management must use some estimates
and assumptions that may affect reported amounts and disclosures. Estimates are
used when accounting for long-term contracts, depreciation, amortization,
employee benefits and asset valuation allowances. We are also subject to risks
and uncertainties that may cause actual results to differ from estimated
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results, such as changes in the health care environment, competition, foreign
exchange and legislation. "Forward-Looking Information and Factors That May
Affect Future Results" beginning on page 36, discusses these and other
uncertainties.

D -- Long-Lived Assets 

Long-lived assets include:
• property, plant and equipment--These assets are recorded at original cost
and the cost of any significant improvements after purchase is added. We
depreciate the cost evenly over the assets' useful lives. For tax purposes,
accelerated depreciation methods are used as allowed by tax laws.

• goodwill--Goodwill represents the difference between the purchase price of
acquired businesses and the fair value of their net assets when accounted
for by the purchase method of accounting. We amortize goodwill evenly over
periods not exceeding 40 years.

• other intangible assets--Other intangible assets are included in "Other
assets, deferred taxes and deferred charges" in the Balance Sheet. We
amortize these assets evenly over their estimated useful lives. 

We review long-lived assets for impairment when events or changes in
business conditions indicate that their full carrying value may not be
recovered. We consider assets to be impaired and write them down to fair value
if expected associated cash flows are less than the carrying amounts. Fair value
is the present value of the expected associated cash flows.

4 Business Alliances

We have entered into agreements related to two new pharmaceutical products
developed by other companies:

• Lipitor, a cholesterol-lowering medication, developed by the Parke-Davis
Research Division of Warner-Lambert Company

• Aricept, a medication to treat symptoms of Alzheimer's disease, developed by
Eisai Co., Ltd.

Under copromotion agreements, these products are marketed and copromoted
with alliance partners. We provide funds, staff and other resources to sell,
market, promote and further develop these medications. In the Statement of
Income, "Alliance revenue" represents revenues earned under the copromotion
agreements (a percentage of net sales adjusted, in some cases, for certain
specific costs). "Selling, informational and administrative expenses" in the
Statement of Income include other expenses for selling, marketing and further
developing these products.

5 Financial Instruments

Most of our financial instruments are recorded in the Balance Sheet. Several
"derivative" financial instruments are "off-balance-sheet" items.
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A -- Investments in Debt and Equity Securities
Information about our investments follows:

(millions of dollars)                                       1997   1996   1995
- --------------------------------------------------------------------------------

Amortized cost and fair value of
held-to-maturity debt securities:*
Corporate debt                                          $  626 $  602 $  682
Certificates of deposit                                    655    657    350
Municipals                                                  56     29    222
Other                                                      104     81    186

---------------------------------------------------------------------------------
Total held-to-maturity debt securities                    1,441  1,369  1,440

---------------------------------------------------------------------------------
Cost and fair value of available-for-sale
debt securities                                             686    636     --

---------------------------------------------------------------------------------
Cost of available-for-sale equity
securities                                                   81     81     68

Gross unrealized gains                                       106     73     50
Gross unrealized losses                                       (4)    (8)    (8)
---------------------------------------------------------------------------------
Fair value of available-for-sale equity
securities                                                  183    146    110

---------------------------------------------------------------------------------
Total investments                                        $2,310 $2,151 $1,550

================================================================================
*Gross unrealized gains and losses are immaterial.

These investments are in the following captions in the Balance Sheet:

(millions of dollars)                                       1997   1996   1995
---------------------------------------------------------------------------------
Cash and cash equivalents                                 $  636  $ 640  $ 153
Short-term investments                                       712    487  1,109
Long-term loans and investments                              962  1,024    288
--------------------------------------------------------------------------------
Total investments                                         $2,310 $2,151 $1,550
================================================================================
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The contractual maturities of the held-to-maturity and available-for-sale
debt securities as of December 31, 1997 were as follows:

Years
------------------------------  

Over 1 Over 5
(millions of dollars)                      Within 1  to 5  to 10  Over 10  Total
---------------------------------------------------------------------------------

Held-to-maturity debt securities:
Corporate debt                              $  567  $ 54   $  4      $ 1 $  626
Certificates of deposit                        646     9     --       --    655
Municipals                                      56    --     --       --     56
Other                                           79    --     15       10    104

Available-for-sale debt securities:
Certificates of deposit                         --   256    189       --    445
Corporate debt                                  --    91    150       --    241

---------------------------------------------------------------------------------
Total debt securities                       $1,348  $410   $358      $11  2,127

Available-for-sale
equity securities                                                           183

---------------------------------------------------------------------------------
Total investments                                                         $2,310
================================================================================

E -- Fair Value

The following methods and assumptions were used to estimate the fair value of
derivative and other financial instruments at the balance sheet date:

• short-term financial instruments (cash equivalents, accounts receivable and
payable, forward-exchange contracts, short-term investments and
borrowings)--cost approximates fair value because of the short maturity
period

• loans--cost approximates fair value because of the short interest reset
period 

• long-term investments, long-term debt, forward-exchange contracts
and purchased currency options--fair value is based on market or dealer
quotes

• interest rate and currency swap agreements--fair value is based on estimated
cost to terminate the agreements (taking into account broker quotes, current
interest rates and the counterparties' creditworthiness)

The differences between fair and carrying values were not material at
December 31, 1997, 1996 or 1995.

Note 6: Property, Plant and Equipment

The major categories of property, plant and equipment follow:
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(millions of dollars)                                       1997   1996   1995
---------------------------------------------------------------------------------

Land                                                      $  142  $ 119   $ 95
Buildings                                                  1,682  1,597  1,406
Machinery and equipment                                    2,719  2,511  2,345
Furniture, fixtures and other                              1,385  1,291  1,100
Construction in progress                                     530    487    517
---------------------------------------------------------------------------------

6,458  6,005  5,463
Less: accumulated depreciation                             2,321  2,155  1,990
---------------------------------------------------------------------------------
Total property, plant and equipment                       $4,137 $3,850 $3,473
===============================================

Management's Report

The Company's management has designed a system of internal control to
safeguard its assets, ensure that transactions are properly authorized and
provide reasonable assurance, at reasonable cost, as to the integrity,
objectivity and reliability of financial information. Even an effective internal
control system, regardless of how well designed, has inherent limitations and,
therefore, can provide only reasonable assurance with respect to financial
statement preparation. The system is built on a business ethics policy that
requires all employees to maintain the highest ethical standards in conducting
Company affairs. The system of internal control includes careful selection,
training and development of financial managers, an organizational structure that
segregates responsibilities and a communications program which ensures that
Company policies and procedures are well understood throughout the organization.
The Company also has an extensive program of internal audits, with prompt
follow-up, including reviews of separate Company operations and functions around
the world.

Eli Lilly (excerpts from balance sheet and income statement)

Consolidated Balance Sheets
ELI LILLY AND COMPANY AND SUBSIDIARIES
(Dollars in millions)

Other Assets
Prepaid retirement………………………................................      579.1         512.9
Investments (Note 6).......................................      465.6         443.5
Goodwill and other intangibles, net of

allowances for amortization of $119.3 (1997)
and $311.0 (1996) (Note 2)..............................    1,550.5       4,028.2

Sundry.....................................................      559.8       1,124.3
-------       -------
3,155.0       6,108.9

Property and Equipment (Note 1)............................    4,101.7       4,307.0
-------       -------

Total Assets                                                 $12,577.4     $14,307.2
=========     =========
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Consolidated Statements of Income
ELI LILLY AND COMPANY AND SUBSIDIARIES
(Dollars in millions, except per-share data)

Year Ended December 31                                 1997          1996       1995
------------------------------------------------------------------------------------

Net sales.......................................     $8,517.6     $7,346.6  $6,763.8

Notes to Consolidated Financial Statements
ELI LILLY AND COMPANY AND SUBSIDIARIES
(Dollars in millions, except per-share data)

Note 1:  Summary of Significant Accounting Policies (excertped)

Basis of Presentation: The accounts of all wholly owned and majority-owned
subsidiaries are included in the consolidated financial statements. All
intercompany balances and transactions have been eliminated. The preparation of
financial statements in conformity with generally accepted accounting principles
requires management to make estimates and assumptions that affect the reported
amounts of assets, liabilities, revenues, expenses and related disclosures at
the date of the financial statements and during the reporting period. Actual
results could differ from those estimates.

Investments: All short-term debt securities are classified as held-to-maturity
because the company has the positive intent and ability to hold the securities
to maturity. Held-to-maturity securities are stated at amortized cost, adjusted
for amortization of premiums and accretion of discounts to maturity.
Substantially all long-term debt and marketable equity securities are classified
as available-for-sale at December 31, 1997. Available-for-sale securities are
carried at fair value, with the unrealized gains and losses, net of tax,
reported in a separate component of shareholders' equity. The company owns no
investments that are considered to be trading securities.

Intangible Assets: Intangible assets arising from acquisitions and research
alliances are amortized over their estimated useful lives, ranging from five to
40 years, using the straight-line method. Impairments are recognized in
operating results if impairment indicators are present and the fair value of the
related assets is less than their carrying amounts.

Property and Equipment: Property and equipment is stated on the basis of cost.
Provisions for depreciation of buildings and equipment are computed generally by
the straight-line method at rates based on their estimated useful lives. At
December 31, property and equipment consisted of the following:
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1997             1996
----             ----

Land.............................................     $  130.6       $  143.9
Buildings........................................      2,057.1        2,103.5
Equipment........................................      4,373.8        4,247.0
Construction in progress.........................        473.4          602.0

-------        -------
7,034.9        7,096.4

Less allowances for depreciation.................      2,933.2        2,789.4
-------        -------
$4,101.7       $4,307.0
=======        =======

Depreciation expense related to continuing operations for 1997, 1996 and 1995
was $397.5 million, $394.9 million and $371.4 million, respectively.
Approximately $20.4 million, $35.8 million and $38.3 million of interest costs
were capitalized as part of property and equipment in 1997, 1996 and 1995,
respectively. Total rental expense for all leases related to continuing
operations, including contingent rentals (not material), amounted to
approximately $126.1 million for 1997, $119.6 million for 1996 and $106.8
million for 1995. Capital leases included in property and equipment in the
consolidated balance sheets and future minimum rental commitments are not
material. However, the company entered into capital lease obligations
aggregating $8.8 million in 1997 and $27.4 million in 1996.

Note 2:  Asset Impairment

In November 1994, the company purchased PCS Health Systems, Inc. (PCS), McKesson
Corporation's pharmaceutical-benefits-management business, for approximately
$4.1 billion. Substantially all the purchase price was allocated to goodwill.

Subsequently, pursuant to SFAS No. 121, "Accounting for the Impairment of
Long-Lived Assets and for Long-Lived Assets to Be Disposed Of," the company
evaluated the recoverability of the long-lived assets, including intangibles, of
its PCS health-care-management businesses. While revenues and profits are
growing and new capabilities are being developed at PCS, the rapidly changing,
competitive and highly regulated environment in which PCS operates has prevented
the company from significantly increasing PCS' operating profits from levels
that existed prior to the acquisition. In addition, since the acquisition, the
health-care-industry trend toward highly managed care has been slower than
originally expected and the possibility of selling a portion of PCS' equity to a
strategic partner has not been realized. In the second quarter of 1997,
concurrent with PCS' annual planning process, the company determined that PCS'
estimated future undiscounted cash flows were below the carrying value of PCS'
long-lived assets. Accordingly, during the second quarter of 1997, the company
adjusted the carrying value of PCS' long-lived assets, primarily goodwill, to
their estimated fair value of approximately $1.5 billion, resulting in a noncash
impairment loss of approximately $2.4 billion ($2.21 per share). The estimated
fair value was based on anticipated future cash flows discounted at a rate
commensurate with the risk involved.
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Note 3:  Restructuring and Special Charges

In both 1993 and 1992, the company announced major actions designed to enhance
the company's competitiveness in the changing health care environment, reduce
expenses and improve efficiencies. During 1997 and 1996, the company continued
to take steps to complete these actions.

Significant components of these charges and their status at December 31, 1996
and 1997, respectively, are summarized as follows:

Original
Charges           1996           1997
-------------------------------------

1993

Work force reductions......................    $  534.5         $ 24.7        $  -
Manufacturing consolidations

and other closings........................      204.3           91.8          48.1
Pharmaceutical streamlining.................       35.3            -             -
Asset write-downs, legal

accruals and other........................      258.5            4.4           4.8
-------          -----         -----

Total -  continuing operations.............    $1,032.6         $120.9        $ 52.9
=======          =====         =====

1992

Global manufacturing strategy..............    $  218.9         $ 59.1        $ 38.6
Legal, environmental, asbestos

abatement and other.....................       185.5           61.3          54.0
-------          -----         -----

Total -  continuing operations.............    $  404.4         $120.4        $ 92.6
=======          =====         =====

The 1993 restructuring actions consisted primarily of early-retirement and other
severance programs associated with work force reductions as well as streamlining
core pharmaceutical operations. In addition, restructuring actions in both 1993
and 1992 have resulted or will result in a consolidation of certain
manufacturing operations and changes in the nature and/or location of certain
manufacturing operations. Asset write-downs reflected changes in pharmaceutical
markets. Special charges were established for patent and product liability
matters in both 1993 and 1992.

Note 6:  Financial Instruments

Risk-Management Instruments and Off-Balance-Sheet Risk

Financial instruments that potentially subject the company to credit risk
consist principally of trade receivables and interest-bearing investments.
Wholesale distributors of life-sciences products and managed care organizations
account for a substantial portion of trade receivables; collateral is generally
not required. The risk associated with this concentration is limited due to the
company's ongoing credit review procedures. The company places substantially all
its interest-bearing investments with major financial institutions, in U.S.
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Government securities or with top-rated corporate issuers. In accordance with
documented corporate policies, the company limits the amount of credit exposure
to any one financial institution.

Fair Value of Financial Instruments

A summary of the company's outstanding financial instruments at December 31
follows. As summarized, "cost" relates to investments while "carrying amount"
relates to long-term debt.

1997                     1996
-----------------------------------------------
Cost/Carrying     Fair    Cost/Carrying     Fair

Amount       Value         Amount      Value
------       -----         ------      -----

Short-term investments:
Debt securities...........        $   77.1    $   76.9      $   141.4   $   144.5

Noncurrent investments:
Marketable equity.........            77.7        86.0           72.0        91.4
Debt securities...........            93.0        93.3           56.9        57.0
Nonmarketable equity......            34.2        33.7           20.3        19.0

Long-term debt.................       2,266.4     2,426.5        2,465.5     2,511.6

The company determines fair values based on quoted market values where available
or discounted cash flow analyses (principally long-term debt). The fair values
of nonmarketable equity securities, which represent either equity investments in
start-up technology companies or partnerships that invest in start-up technology
companies, are estimated based on the fair value
information provided by these ventures. The fair value and carrying amount of
risk-management instruments were not material at December 31, 1997 or 1996.

At December 31, 1997 and 1996, the gross unrealized holding gains on
available-for-sale securities were $19.1 million and $27.5 million,
respectively, and the gross unrealized holding losses were $13.8 million and
$9.4 million, respectively. Substantially all these gains and losses are
associated with the marketable equity securities. The proceeds from sales of
available-for-sale securities totaled $39.7 million and $102.1 million in 1997
and 1996, respectively. Realized gains and losses were $6.6 million and $25.3
million, respectively, in 1997. Purchases of available-for-sale securities were
not significant in 1997 and 1996. The net adjustment to unrealized gains and
losses on available-for-sale securities reduced shareholders' equity by $7.7
million and $39.0 million in 1997 and 1996, respectively.

The company is a limited partner in certain affordable housing investments that
generate benefits in the form of tax credits. The determination of fair value of
these investments is not practicable. The carrying value of such investments was
$253.2 million and $276.3 million as of December 31, 1997 and 1996,
respectively.
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Responsibility for Financial Statements

The company maintains internal accounting control systems that are designed to
provide reasonable assurance that assets are safeguarded, that transactions are
executed in accordance with management's authorization and are properly
recorded, and that accounting records are adequate for preparation of financial
statements and other financial information. The design, monitoring and revision
of internal accounting control systems involve, among other things, management's
judgments with respect to the relative cost and expected benefits of specific
control measures. A staff of internal auditors regularly monitors, on a
worldwide basis, the adequacy and effectiveness of internal accounting controls.

In addition to the system of internal accounting controls, the company maintains
guidelines of company policy emphasizing proper overall business conduct,
possible conflicts of interest, compliance with laws and confidentiality of
proprietary information. The guidelines are reviewed on a periodic basis with
employees worldwide.

312 CHAPTER 7

Required
a. Describe each of Pfizer’s and Lilly’s noncurrent assets.
b. Identify any unusual trends or unusual items. Use the notes to gain further in-

sight on each item in the financial statement excerpts.
c. Calculate fixed asset turnover for each year.
d. How does each company seem to be managing its fixed assets? What evi-

dence supports your conclusion?
e. Discuss the implications of each note. How does each note change your

opinions about the valuations of each company’s noncurrent assets?
f. What is the impact of Lilly’s special charges?
g. Would an external analyst view Lilly’s or Pfizer’s notes as optimistic or worse?

Why?
h. Discuss the managerial implications of each company’s disclosures related to

its noncurrent assets.
i. Review each company’s management report. Identify any unusual items.

How does the information in this report change any of your earlier opinions?

Evaluating Fixed Assets
7-69 Locate the most recent set of financial statements for the computer manu-

facturers listed below. You may use either the 10-K available at EDGAR
(www.sec.gov/edaux/searches.htm) or the annual report available at the
company page on the Web.
Corporation Home Page Location
Compaq www.compaq.com (under “Contents”)
Gateway www.gw2k.com (under “Tell Me About Gateway”)
IBM www.ibm.com/ibm/
Dell www.dell.com

Internet
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Required
a. What is the total value of the property, plant, and equipment owned by each

corporation? What percentage of total assets do they represent?
b. What is the composition of the property, plant, and equipment account (in

other words, what percentage is land and so on)? What is the method of de-
preciation used for each fixed asset class?

c. Calculate the fixed asset turnover and the percentage of PPE depreciated for
each company.

d. Compare and evaluate each company’s results.
e. Identify whether any of these companies experienced sudden changes in

fixed asset composition or depreciation method. Discuss any such changes.

Evaluating Intangible Assets
7-70 For each of the following companies, locate the most recent 10-K available us-

ing the EDGAR database (www.sec.gov/edaux/searches.htm): Walt Disney
Corp., Schering Plough, Oncogene Science, Chicago Tribune, John Wiley & Co.,
RJR Nabisco, and Macromedia Inc.

Required
a. Identify a unique intangible asset owned by each company.
b. For each intangible asset, identify (1) its value in both dollars and as a per-

centage of total assets and (2) the method of amortization used. (Hint: You
will find useful and relevant information in the Notes to the Financial State-
ments.)

c. Compare and contrast the different types of intangible assets reported by
each company.

d. Identify any instances where one of these firms tried to “manage”its earnings
by changing its method of amortizing intangible assets.

Evaluating Noncurrent Assets
7-71 Companies in different industries naturally use different assets in daily opera-

tions. The differences are reflected in both type and amount of long-term tangi-
ble assets. Locate, from 10-Ks on file with EDGAR (www.gov.sec/edaux/
searches.htm), the latest balance sheet and Notes to the Financial Statements
for the following companies:

• Ameritech (telecommunications)

• Bank One (banking)

• Boeing (airplane manufacturing)

• Dole (food products)

• Southwest Airlines (air transportation)

Required
a. Before looking at the 10-Ks, list the types of long-term tangible assets that

would normally be included on each company’s balance sheet.
b. Identify the primary long-term tangible assets for each company and deter-

mine the percent of total assets it represents.
c. Comment on any observed differences across these various industries.
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c h a p t e r

8
LEARNING OBJECTIVES

1. Recognize the types of current liabilities reported on the balance sheets of most
business firms.

2. Understand the types of business transactions and events that create current
liabilities.

3. Appreciate how liability reporting often depends on estimates and judgments.
4. Be alert to a variety of other potential liabilities and risks that are not presently

reported in the balance sheet.

INTRODUCTION

Chapters 6, “Current Assets,” and 7, “Noncurrent Assets,”discussed accounting and re-
porting for assets. Our focus now shifts to the sources of the funds that are invested
in assets. The balance sheet equation indicates that the firm’s economic resources or
assets are obtained from two sources: creditors and investors. 

Accounts Payable, Commitments,
Contingencies, and Risks

This chapter  and Chapter 9, “Noncurrent Liabilities,”examine liability accounting
and reporting issues. Chapter 10, “Shareholders’Equity,”discusses shareholders’equity. 

Liabilities or “borrowed capital” constitute a major source of funds for business
firms. In fact, the average corporation relies on debt for more than half the funds it has
invested in assets. The extent to which firms rely on debt financing depends upon the
relative costs of issuing debt or equity securities. These relative costs differ across in-
dustries, and consequently the typical percentages of debt financing also vary across
industries. In some industries (such as public utilities and financial institutions), debt
financing can exceed 90 percent of total assets. Financial statement users pay careful
attention to the sources of financing because the success of a firm depends as much
on the effective management of its liabilities and shareholders’equity as it does on the
efficient utilization of its assets. The firm’s liability management also affects the risks
and the returns available to the firm’s creditors and shareholders.
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TYPES OF CURRENT LIABILITIES

Exhibit 8-1 shows the current liabilities section of a recent balance sheet for Ersatz In-
ternational Corporation, a firm doing business in the electronics, aerospace, and au-
tomotive components industries. The items and amounts shown in the exhibit are typ-
ical of those reported by business firms. The next section discusses the accounting
and reporting issues associated with each major current liability shown on Ersatz In-
ternational’s balance sheet.
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Ersatz International Corporation
Current Liabilities at September 30, 2000

(Dollars in millions)

Current Liabilities
Accounts payable—trade $   859.8
Short-term debt 166.4
Accrued compensation and benefits 710.1
Current portion of long-term debt 7.4
Advance payments from customers 362.7
Accrued product warranties 165.6
Accrued income taxes 94.1
Accrued restructuring costs 62.1
Other 562.7

Total current liabilities $2,990.9

EXHIBIT 8-1       Current Liabilities

Current liabilities are short-term obligations that usually must be paid from
current assets within a year. These liabilities are a critical link in the operating cy-
cles of most firms. In the course of day-to-day operations, firms incur short-term
obligations to suppliers, employees, and other entities. The cash received from
sales of goods and services to customers is then used to pay these obligations as
they are due. 

Current liabilities can be of several types: (1) obligations to pay cash to other en-
tities, such as accounts payable, notes payable, and accrued liabilities; (2) obligations
to provide other entities with goods or services for which payment has already been
received, such as revenues received in advance; and (3) obligations to honor product
warranties (guarantees). Examples of each are discussed next.

Accounts Payable
The largest single item listed among Ersatz’s current liabilities is accounts payable-
trade. Accounts payable represent debts that the firm incurs in purchasing inventories
and supplies, as well as amounts that the firm owes for other services used in its op-
erations, such as rentals, utilities, insurance, and so on. Most business transactions
with suppliers involve short-term credit, for which payments are due within a desig-
nated period, such as 30 or 60 days. To illustrate, assume that a firm purchased inven-
tory for $100,000 to be paid within 30 days. The purchase of inventory would increase
inventory and accounts payable. 
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The $100,000 payment to the supplier would decrease cash and eliminate the ac-
counts payable.

At the date of payment:
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Inventory Accounts payable
�$100,000 �$100,000

ASSETS � LIABILITIES � SHAREHOLDERS’ EQUITY

Cash Accounts payable
�$100,000 �$100,000

ASSETS � LIABILITIES � SHAREHOLDERS’ EQUITY

Inventory Accounts payable
�$98,000 �$98,000

ASSETS � LIABILITIES � SHAREHOLDERS’ EQUITY

Cash Accounts payable Retained earnings
�$100,000 �$98,000 �$2,000 (interest expense)

Discounts
Suppliers frequently offer discounts for early payment and the discount rates are usu-
ally high enough to induce customers to pay promptly. If the buyer intends to pay
within the discount period, then the inventory is usually recorded at its cost, net of
the discount. In the preceding example, if the supplier offered a 2% discount for early
payment and the purchaser intends to pay within the discount period, then the in-
ventory would be recorded initially at a cost of $98,000 ($100,000 invoice price, mi-
nus a $2,000 discount).

At the date of purchase:

If the account subsequently is paid after the discount period has expired, then the
purchaser would incur an interest expense of $2,000 ($100,000 �$98,000).

At the date of payment:

In times of low liquidity, some managers are tempted to “stretch out” their pay-
ments to suppliers and thereby forgo the available purchase discounts. Such a tactic

At the date of purchase:
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represents a very high cost of borrowing and should be avoided. For example, recall
from Chapter 6 that discount terms of 2/10, net 30 imply an annual interest rate of
about 36%. Firms can usually borrow from other sources at rates much lower than
this. Consequently, most firms pay their accounts within the discount period and rely
instead on other, less costly sources of borrowed capital.

Reality Check 8-1 evaluates a major firm’s changes in the amounts of accounts
payable between two consecutive balance sheet dates.

Notes Payable
Ersatz’s current liabilities include $166.4 million of short-term debt, which consists
mainly of notes payable to financial institutions. Business firms frequently borrow
funds from banks or other lenders by signing a formal note payable with a fixed re-
payment date, and  notes payable may be either interest-bearing or discounted. To il-
lustrate the accounting for an interest-bearing note, assume that a firm borrows
$200,000 from a bank to be repaid in six months at an interest rate of 12% per year.
Interest rates are usually stated on a yearly basis, even if the loan is for a shorter time
period. This transaction increases cash and notes payable by $200,000.

At the date of borrowing:
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Cash Notes payable
�$200,000 �$200,000

The fiscal 1996 report of Apple Computer, Inc. shows the following current liabilities: 

(Dollars in millions)
1996 1995

Current liabilities:
Notes payable to banks $   186 $   461
Accounts payable 791 1,165
Accrued liabilities 675 422
Other current liabilities 351 277

Total current liabilities $2,003 $2,325

Required:

Provide some plausible reasons for the substantial decline in Apple’s accounts payable between 1995 and 1996.

Solution

The substantial decline in Apple’s accounts payable could be due to several factors. First, Apple’s production levels
may have declined during 1996. If so, the firm may have reduced its purchases of goods and services from suppliers.
Alternatively, Apple may have decided to pay its accounts payable in a shorter time period in order to take better ad-
vantage of supplier cash discounts. It is also possible that the firm’s suppliers have become more reluctant to extend trade
credit to Apple due to changes in the market for Apple’s products.

R E A L I T Y  C H E C K  8 - 1
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Recall that the principal amount (P), the interest rate (r), and the time period (t)
of the loan are used to determine the interest expense (I) in the following way:

Interest � Principal � Rate � Time
� P � r � t
� $200,000 � 12% � 1/2 year � $12,000

When the note is repaid with interest, cash is reduced by $212,000, the notes payable
balance is eliminated, and the firm incurs interest expense of $12,000.

At the date of payment:
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Cash Notes payable Retained earnings
�$212,000 �$200,000 �$12,000 (interest expense)

To illustrate the accounting for a discounted note, assume that the firm signs a note
promising to pay the bank $200,000 in six months. The bank discounts the note by de-
ducting the interest charge in advance. Assuming the interest rate is 12%, the bank
deducts interest of $12,000 ($200,000 � 12% � .5 (half year) � $12,000) in advance.
The amount paid to the borrower upon signing the note is then $188,000 ($200,000
� $12,000 � $188,000). This transaction increases cash and notes payable by
$188,000.

At the date of borrowing:
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Cash Notess payable
�$188,000 �$188,000

When the note is repaid, cash is reduced by $200,000 (the face amount of the note),
the note payable balance is eliminated, and the firm incurs interest expense of
$12,000.

At the date of payment:
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Cash Notes payable Retained earnings
�$200,000 �$188,000 �$12,000 (interest expense)

Note in this case that the note was discounted at a nominal rate of 12%. The ac-
tual rate of interest is greater than 12%, however, because the firm only received
$188,000 from the lender and paid $12,000 in interest expense for six months. The
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interest expense is thus 6.38% ($12,000/$188,000 � 6.38%) for six months, or
12.76% per year (2 �6.38% � 12.76%).

Accrued Compensation and Benefits
Ersatz International’s current liabilities listed in Exhibit 8-1 include $710.1 million in
accrued compensation and benefits. Accrued liabilities represent expenses that
have been incurred prior to the balance sheet date but have not been paid nor in-
cluded with liabilities as of the balance sheet date. An adjustment must be made to rec-
ognize the expense and the related obligation at the balance sheet date.

Ersatz’s accrued compensation benefits consist primarily of (1) wages and salaries
earned, though unpaid, at the balance sheet date and (2) vacation and holiday pay. To
illustrate an adjustment to recognize accrued wages and salaries, assume that Ersatz
has a weekly payroll of $400 million, and that Ersatz’s balance sheet date of Septem-
ber 30, 2000, falls on a Tuesday. In such a situation, Ersatz’s employees have earned
two days’pay, or $160 million (2 days / 5 days � 40%; $400 million weekly payroll �
40% � $160 million) as of the balance sheet date. If so, it is necessary for Ersatz to ac-
crue the expense and liability as of September 30, 2000:
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As a result, $160 million of compensation expense would be recognized in 2000, and
the current liabilities reported at September 30, 2000, would include an accrued lia-
bility for this amount. When the weekly payroll ($400 million) is paid to the employ-
ees on October 3, 2000, the following balance sheet effects occur:

Note that this accrual of compensation expense is used to achieve the objective of
matching costs and benefits that was discussed earlier (especially in Chapter 2, “The
Basic Concepts of Financial Accounting,”and Chapter 4, “The Income Statement”). The
total compensation expense of $400 million has been appropriately divided between
the fiscal years ending on September 30 of 2000 and 2001 in proportion to the bene-
fits obtained each year.

To illustrate the accrual of vacation benefits, assume that Ersatz’s employees earn
vacation benefits evenly over the period July 1 through June 30, and the firm incurs to-
tal vacation expenses each year of $2 billion. In this case, at the balance sheet date of
September 30, 2000, Ersatz’s employees would have earned three months (July, August,
and September) of vacation benefits, or $500 million (3 months / 12 months � 25%;

ASSETS � LIABILITIES � SHAREHOLDERS’ EQUITY

Accrued compensation Retained earnings
�$160 million �$160 million

(compensation expense)

ASSETS � LIABILITIES � SHAREHOLDERS’ EQUITY

Cash Accrued compensation Retained earnings
�$400 million �$160 million �$240 million

(compensation expense)
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$2 billion annual expense � 25% � $500 million). For this reason, Ersatz’s 2000 in-
come statement would include an expense and the balance sheet at September 30,
2000, would include a current liability for accrued employee benefits of $500 million.

Current Maturities of Long-Term Debt
A variety of long-term borrowing arrangements will be discussed in Chapter 9, “Non-
current Liabilities,” but for the present, bear in mind that as time goes by long-term
debts become short-term debts. For this reason, the current liabilities of many firms
include the portion of long-term debt that matures within the coming year. Note in Ex-
hibit 8-1 that Ersatz International reports $7.4 million among its current liabilities, de-
scribed as the current portion of long-term debt. On the balance sheets of previous
years, this amount was included in Ersatz’s long-term debts because it was not due
within a year of the balance sheet date. During 2000, however, the amount was re-
classified from long-term debt to a current liability. This amount is a claim against the
company’s current assets in the coming year.

Accrued Income Taxes
Ersatz’s current liabilities shown in Exhibit 8-1 include accrued income taxes in the
amount of $94.1 million. Business corporations are taxable entities and must file tax
returns with the federal and state governments. In fiscal 2000, Ersatz reported income
before taxes of $904.1 million, and was assessed $343.4 million in income taxes. Of
this amount, $94.1 million remains unpaid at September 30, 2000. The remaining
$249.3 million ($343.4 million tax expense less $94.1 million remaining tax liability)
was paid before the balance sheet date.

Accrued Restructuring Costs
Ersatz’s current liabilities shown in Exhibit 8-1 include $62.1 million in accrued re-
structuring costs. During the difficult economic climate of the early 1990s, many ma-
jor corporations decided to restructure, or to downsize and refocus their operations.
Corporate downsizing often entails the retraining, layoff, or termination of many em-
ployees, and the associated costs to the firms may be substantial. Corporations that re-
focus their operations may discontinue various lines of business, often at considerable
losses, and  the process of restructuring a firm may take several years.

When a firm decides to restructure, the total estimated costs of restructuring are
expensed in the current year. For example, Ersatz embarked on a restructuring pro-
gram in fiscal 1998 and in that year reported an expense and an accrual of restructur-
ing costs of $271.5 million.

During fiscal 1998:
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ASSETS � LIABILITIES � SHAREHOLDERS’ EQUITY

Accrued restructuring costs Retained earnings
�$271.5 million �$271.5 million

During fiscal 1999 and 2000, the firm made expenditures of $209.4 million in its at-
tempts to downsize and refocus operations.

During fiscal 1999 and 2000:
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As a result, the remaining obligation for restructuring costs is $62.1 million
($271.5 � $209.4 � $62.1) at the end of fiscal 2000. Bear in mind that this amount
is based on estimates made in 1998 when the restructuring program was undertaken.
If the actual restructuring costs incurred (in the future) differ from this estimated
amount, Ersatz will need to make adjustments to income reported in future periods.

Accounting for restructuring costs is a controversial issue in financial reporting
because the dollar amounts are often material and require difficult estimates of costs
to be incurred over several years in the future. Moreover, in many cases, the costs are
related to actions that are planned by management in future periods, rather than be-
ing based on completed agreements or transactions. Some investors and analysts sug-
gest that current accounting practices in reporting restructuring costs give managers
too much discretion in shaping the numbers that will appear on the present and fu-
ture income statements. Reality Check 8-2 shows footnote disclosures of restructuring
charges reported by a major corporation.

Advance Payments from Customers
In many industries, customers pay in advance for goods and services to be provided
at future dates. Education, transportation, magazine publishing, advertising, and con-
struction are all examples of industries where advance customer payments are often
required. The current liabilities of Ersatz International at the end of 2000, for instance,
include an obligation of $362.7 million, described as advance payments from cus-
tomers.

To illustrate the accounting for such advance customer payments, assume that
during 2000 Ersatz received $800 million as advance payments from customers. As-
sume also that $437.3 million of this amount is earned by September 30, 2000, and the
remainder is earned in the following fiscal year; these events are recognized in each
year.

In 2000, on receiving the customers’ deposits, the entire $800 million is un-
earned, and the company has an obligation to perform future services.

Upon receipt of customer deposits:
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ASSETS � LIABILITIES � SHAREHOLDERS’ EQUITY

Cash Advance payments
�$800 million from customers

�$800 million

ASSETS � LIABILITIES � SHAREHOLDERS’ EQUITY

Various assets Accrued restructuring costs
�$209.4 million �$209.4 million
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Because $800 million was received in advance from customers and $437.3 million
has been earned during 2000, the balance sheet at September 30, 2000, would show
a remaining obligation of $362.7 million. When these amounts are earned in the fol-
lowing year, the remaining obligation will be eliminated, and revenues of $362.7 mil-
lion will be recognized.
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The fiscal 1997 annual report of Rockwell International Company, a global electronics firm, included a footnote con-
taining the following explanation of the effects of restructuring costs on the firm’s financial statements:

During 1996, the Company recorded restructuring charges of $76 million ($47
million after-tax, or 22 cents per share). The restructuring charges relate to a
decision to exit non-strategic product lines of continuing operations as well as
the costs associated with staff reductions in the Automation and Avionics &
Communications businesses.

The provision includes asset impairments of $51 million, severance and other
employee costs of $9 million, and contractual commitments and other costs of $16
million. These actions were substantially completed by the end of 1997.

Required

a. Why do firms accrue restructuring costs before such costs are actually incurred? Do such costs satisfy the definition of
liabilities that was presented in Chapter 3, “The Balance Sheet”?

b. Based on the footnote information, Rockwell has recognized restructuring costs of $76 million in 1996 and no sig-
nificant additional charges in 1997. How will these charges affect the amounts of income reported by the firm in fu-
ture years? How would these charges influence your comparison of the firm’s profit trend between 1996 and 1997?

Solution

a. Firms accrue restructuring costs because it has become apparent to management that the related assets have become
less beneficial to the firm. Conservatism in financial accounting requires that such impairments in value be recognized
currently. Because the decision to restructure operations is made in the current period, all the estimated associated ex-
penses are recognized in the current period. It can be argued that such costs meet the definition of current liabilities
because (1) the firm is presently obliged to make the future transfers, (2) the obligation is unavoidable, and (3) the
event causing the liability has already occurred.

b. Because these costs have already been recognized as expenses by Rockwell in 1996, they will not result in expenses
in future periods. Income in future years will be higher as a result. The income reported in 1996 is lower by the af-
ter-tax amount of the restructuring costs recorded in that year, and income reported in 1997 and subsequent years
will be higher. Analysts may find it useful to adjust the reported income numbers to reflect earnings before the impact
of the restructuring charges is taken into account.

R E A L I T Y  C H E C K  8 - 2

ASSETS � LIABILITIES � SHAREHOLDERS’ EQUITY

Advanced payments Retained earnings
from customers

�$437.3 million �$437.3 million (revenue)

Because $437.3 million of the payments has been earned by the end of fiscal 2000,
this amount is recognized as revenue in 2000.
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As revenues are earned in 2001:
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ASSETS � LIABILITIES � SHAREHOLDERS’ EQUITY

Warranty obligation Retained earnings
�$165.6 million �$165.6 million

(warranty expense)

ASSETS � LIABILITIES � SHAREHOLDERS’ EQUITY

Advanced payments Retained earnings
from customers

�$362.7 million �$362.7 million (revenue)

Notice in this case that although Ersatz’s balance sheet at the end of 2000 reports
a $362.7 million obligation for advance payments, this does not represent a dollar
amount that the company must pay to outside entities. Rather, it represents resources
that Ersatz has received from customers but has not yet earned. Ersatz must earn these
payments in future periods, and the resulting revenues (together with any related ex-
penses) will be recognized in these future periods. If Ersatz does not fulfill this oblig-
ation, the advances would be returnable and then would be a liability payable in cash.
Reality Check 8-3 shows how a major airline reports obligations to provide trans-
portation services to its customers, for which payment has been received in advance.

Obligations for Warranties
It is common business practice for companies to stand behind the quality of their
products by offering assurances of repairs, replacements, and/or refunds in the event
of product failures or customer dissatisfaction. The eventual costs of such obligations
for warranties cannot be known with certainty at the date of sale, although most
companies can make reasonable estimates; these costs are associated with current
sales revenues. For revenues and expenses to be properly matched, the future costs of
warranties and guarantees associated with the current period revenues must be esti-
mated and recorded in the current period. Also, the related obligations must be re-
ported on the balance sheet.

As an example, Ersatz International provides warranties on many of its sales. Ex-
hibit 8-1 shows that Ersatz reports among its current liabilities an obligation for prod-
uct warranties in the amount of $165.6 million. This implies that Ersatz’s managers es-
timate that the company will eventually make expenditures of about $165.6 million
related to merchandise sold prior to the balance sheet date. If we assume that the en-
tire obligation relates to 2000 sales and no costs have yet been incurred for warranties
on 2000 sales, the company must have recognized the following event in 2000:

In subsequent years, the firm will spend cash or use other resources to perform war-
ranty repairs. As the warranty repairs occur in subsequent periods, the liability will be
eliminated.
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In subsequent periods:
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Delta Air Lines is one of the world’s largest airlines and provides scheduled passenger service, air freight, mail, and other
related aviation services. Delta’s current liabilities at the end of fiscal 1997 include over $1.4 billion in obligations for
air traffic liabilities and a frequent flyer program. Accompanying footnotes provide the following explanations:

FREQUENT FLYER PROGRAM - The Company accrues the estimated incremental cost of
providing free travel awards earned under its SkyMiles(R) frequent flyer program
when free travel award levels are achieved. 

PASSENGER AND CARGO REVENUES - Passenger ticket sales are recorded as air traffic
liability in the company’s consolidated balance sheets. Passenger and cargo
revenues are recognized when the transportation is provided, reducing the air
traffic liability.

Required

a. Contrast the ways that Delta measures its air traffic and frequent flyer liabilities. Attempt to justify the differences in
the two measurements.

b. In what way does Delta’s air traffic liability differ from accounts payable included in current liabilities? In what ways
are the two items similar?

Solution

a. Delta measures its air traffic liability based on the value of the unused tickets. In contrast, Delta’s frequent flyer liabil-
ity is measured at the estimated incremental cost of providing travel. As a result, Delta reports revenues, costs, and
operating profits when the air traffic liability is satisfied.

It is difficult to justify the different methods used in measuring these two obligations. Both represent liabilities to pro-
vide future air travel service. Airline company managements prefer measuring frequent flyer obligations at incre-
mental cost because this results in a lower reported obligation than would measurements based on the value of fre-
quent flyer awards.

b. Delta’s air traffic liability obligates the firm to provide passenger services in the future. Assuming that Delta operates
at a profit, the cost of satisfying the liability will be less than the reported amount of the liability. Accounts payable,
on the other hand, are recorded at the actual amounts that are expected to be paid to creditors.

The two items are similar in the sense that both items obligate Delta to disburse current assets or to provide services
in the near-term future (in other words, within the longer of a year or operating cycle).

R E A L I T Y  C H E C K  8 - 3

ASSETS � LIABILITIES � SHAREHOLDERS’ EQUITY

Cash (or other resources) Warranty obligation
�$165.6 million �$165.6 million

Note that no additional expenses are recognized at these points because the warranty
expenses were matched against sales in 2000. Of course, the cost to be incurred for
product warranties cannot be known for certain in the period of sale. For this reason,
Ersatz must rely on its past experience and on information from other firms engaged
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in similar activities to make a reasonable estimate of its obligations for warranties. If
the amounts of warranty expenses and obligations are potentially significant to users
of Ersatz’s financial statements, the firm’s auditors will carefully evaluate the assump-
tions used to estimate this obligation.

COMMITMENTS, CONTINGENCIES, AND RISKS

Most financial statements include a footnote captioned “commitments and contin-
gencies.” The purpose of this note is to alert financial statement users to the fact that
a variety of actual and potential future claims exist that do not meet the FASB’s crite-
ria for recognition as liabilities at the balance sheet date. Yet these claims may be im-
portant to users in assessing the firm’s debt position.

Commitments are agreements with suppliers, customers, employers, or other
entities that are not yet completed transactions and consequently have not been rec-
ognized in the accounts. If such agreements are significant, they should be disclosed
in the notes to the financial statements. Contingencies are existing conditions whose
resulting gains and losses are currently uncertain, but will be resolved by the occur-
rence of future events. Commitments and contingencies may be referenced in either
the current or the noncurrent liability sections, depending on when they are likely to
require payment, or they may only be disclosed in the notes.

Exhibit 8-2 includes portions of the note discussing commitments and contin-
gencies included in the 1997 annual report of Intel Corporation, and the first portion
of the exhibit illustrates a commitment. The company has signed a variety of contracts
related to its future operations, yet because these contracts are not yet executed, they
are not valued in the financial statements.

The second portion of Exhibit 8-2 illustrates Intel Corporation’s significant con-
tingent obligations. Similar obligations are faced by many firms in the chemical, pe-
troleum refining, nuclear power, and special metals fabrication industries. Pursuant to
environmental laws, this obligation is the requirement to control potentially haz-
ardous emissions and correct the effects of past disposals of toxic wastes. Although In-
tel’s managers are currently unable to put a “price tag”on the ultimate amount of the
liability, the dollar magnitude is potentially substantial.

OTHER OFF-BALANCE SHEET RISKS

Most business entities are exposed to a wide variety of market risks. These can include
changes in the future costs of acquiring materials and supplies, changes in the market
values of financial assets and liabilities, effects on future revenues and expenses of
swings in foreign exchange rates, potential effects of defaults on accounts receivable
from major customers, and many other risks. In some cases, managers insulate them-
selves from some of these risks by using risk management strategies. Detailed footnote
disclosures are required in order to alert readers to various risks that a firm might
have, and the actions (if any) that management is taking to insulate the firm from po-
tential losses. 

Exhibit 8-3 shows portions of such disclosures included in Delta Air Lines’1997 fi-
nancial report. Many of the terms in the exhibit are probably not familiar to you, and
detailed discussions of these items are beyond the scope of this book. Yet it is in-
structive to review the exhibit as a reminder that each firm faces a somewhat unique
set of exposures that are not measured and reported in the body of the financial state-
ments. Nonetheless, these risks can be quite important to analysts in assessing the
credit-worthiness of the firm.

ACCOUNTS PAYABLE, COMMITMENTS, CONTINGENCIES, AND RISKS 325

   330  Accounts Payable, Commitments, Contingencies, and Risks 



326 CHAPTER 8

Intel Corporation
Selected Portions of Footnotes to 1997 Financial Statements

Commitments

In October 1997, the Company and Digital Equipment Corporation announced that
they have agreed to establish a broad-based business relationship. The agreement includes
sale of Digital’s semiconductor manufacturing operations to Intel for approximately $700
million, a 10-year patent cross-license, supply of both Intel and Alpha microprocessors by
Intel to Digital, development by Digital of future systems based on Intel’s 64-bit micro-
processors, and termination of litigation between the companies as described below (see
“Contingencies”). This agreement is also subject to U.S. government review. The transactions
in the agreement are not expected to have a material adverse effect on the Company’s fi-
nancial condition or ongoing results of operations in any reporting period.

Contingencies

Intel has been named to the California and U.S. Superfund lists for three of its sites and
has completed, along with two other companies, a Remedial Investigation/Feasibility study
with the U.S. Environmental Protection Agency (EPA) to evaluate the groundwater in areas
adjacent to one of its former sites. The EPA has issued a Record of Decision with respect to
a groundwater cleanup plan at that site, including expected costs to complete. Under the
California and U.S. Superfund statutes, liability for cleanup of this site and the adjacent area
is joint and several. The Company, however, has reached agreement with those same two
companies that significantly limits the Company’s liabilities under the proposed cleanup
plan. Also, the Company has completed extensive studies at its other sites and is engaged
in cleanup at several of these sites. In the opinion of management, including internal coun-
sel, the potential losses to the Company in excess of amounts already accrued arising out of
these matters will not have a material adverse effect on the Company’s financial position or
overall trends in results of operations, even if joint and several liability were to be assessed.

EXHIBIT 8-2       Commitments and Contingencies
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Delta Air Lines
Selected Portions of Footnotes to 1997 Financial Statements

OFF-BALANCE SHEET FINANCIAL INSTRUMENTS: RISKS AND FAIR VALUES
- FUEL PRICE RISK MANAGEMENT - Under its fuel hedging program,
the Company can enter into certain contracts with
counterparties, not to exceed one year in duration, to manage
the Company’s exposure to jet fuel price volatility. Gains and
losses from fuel hedging transactions are recognized as a
component of fuel expense when the underlying fuel being
hedged is used. Any premiums paid for entering hedging
contracts are recorded as a prepaid expense and amortized to
fuel expense over the respective contract periods. On June 30,
1997, Delta had contracted for approximately 441 million
gallons of its projected fiscal 1998 fuel requirements. At
June 30, 1997, the fair value of option contracts used for
purchases of jet fuel at fixed average prices was immaterial.
The Company will be exposed to fuel hedging transaction losses
in the event of non-performance by counterparties, but
management does not expect any counterparty to fail to meet
its obligations.

FOREIGN EXCHANGE RISK MANAGEMENT - The Company has entered
into certain foreign exchange forward contracts, all with
maturities of less than two months, in order to manage risks
associated with foreign currency exchange rate and interest
rate volatility. The aggregate face amount of such contracts
was approximately $29 million at June 30, 1997. Gains and
losses resulting from foreign exchange forward contracts are
recognized as a component of miscellaneous income (expense),
offsetting the foreign currency gains and losses resulting
from translation of the Company’s assets and liabilities
denominated in foreign currencies.

CREDIT RISKS - To manage credit risk associated with its fuel
price risk and foreign exchange risk management programs, the
Company selects counterparties based on their credit ratings.
It also limits its exposure to any one counterparty under
defined guidelines and monitors the market position of the
program and its relative market position with each
counterparty.

CONCENTRATION OF CREDIT RISK - Delta’s accounts receivable are
generated primarily from airline ticket and cargo services
sales to individuals and various commercial enterprises that
are economically and geographically dispersed, and the
accounts receivable are generally short-term in duration.
Accordingly, Delta does not believe it is subject to any
significant concentration of credit risk.

EXHIBIT 8-3       Other Off Balance-Sheet Risks
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SUMMARY OF LEARNING OBJECTIVES

1. Recognize the types of current liabilities that are reported on the balance
sheets of most business firms.
Current liabilities belong to one of three broad categories: (1) obligations to pay
cash to other entities at specific dates, such as accounts payable, notes payable,
and accrued liabilities; (2) obligations to provide goods or services for which pay-
ment has been received in advance; and (3) estimated costs to be incurred that
are associated with revenues recorded in earlier periods, such as warranty oblig-
ations. Each of these three categories of current liabilities shows a common char-
acteristic: Each obligates the firm to use current assets within the coming year or
operating cycle.

2. Understand the types of business transactions and events that create cur-
rent liabilities.
Most businesses purchase inventories, supplies, and services using short-term
credit or accounts payable. Firms also frequently borrow operating funds through
short-term loans or notes payable. At the end of an accounting period, firms usu-
ally require accruals to recognize expenses and current obligations for expenses,
such as wages and salaries, income taxes, and other items. In addition, firms of-
ten guarantee their products and services and must report obligations for the es-
timated costs of warranties of past sales.

3. Appreciate how liability reporting often depends on estimates and judg-
ments.
The matching concept that underlies the measurement of income requires that all
costs associated with current revenues be recognized in the current period. In
some cases (such as product warranties orrestructuring costs), the actual expen-
ditures will be made in future years, and the dollar amounts to be incurred are not
known with certainty. For this reason, currently reported expenses and liabilities
are the results of estimates, based on past experience, industry norms, and pro-
fessional judgments.

4. Be alert to a variety of other potential liabilities and risks that are not
presently reported in the balance sheet.
A variety of actual and potential future claims against the firm’s assets do not meet
the FASB’s requirements for recognition in the body of the financial statements,
yet they may be important in assessing the firm’s risks and debt position. Infor-
mation about such commitments, contingencies, and risks is contained in the
notes to the financial statements. 

QUESTIONS

8-1 Define a liability. What is the difference between liabilities and other equities?
8-2 If liabilities represent amounts owed to others, why is judgment needed in de-

termining the amount of some liabilities? Identify several cases where the ac-
countant must use judgment because the amount of the liability cannot be read-
ily determined from a bill or other document.

8-3 a. Identify three different types of liabilities.
b. Indicate how they are created, and how they are then reduced or eliminated.

What does it mean to reduce a liability?
c. How else might you describe a reduction of a liability?
d. What generally happens when a liability “matures” or reaches its maturity

date?
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8-4 Why do firms want to have liabilities? Could a firm operate without liabilities?
Who would be advantaged or disadvantaged if there were no opportunities for
a firm to incur liabilities? Under what circumstances might a firm be unable to
obtain credit and incur a liability?

8-5 a. Discuss the differences between current and long-term liabilities.
b. Identify three types of each.
c. Indicate how such current liabilities reduce a firm’s need for cash.
d. Discuss how noncurrent liabilities are used as a source of capital.

8-6 a. Describe how three different types of current liabilities might be established.
b. What, or who, restricts the growth of current liabilities?
c. How might current liabilities be abused or misused?
d. Why are current maturities of long term debt shown as part of current liabil-

ities?
8-7 Describe four separate items that are typically included in the current liability

section of the balance sheet.
8-8 Evaluate the following statement: “The success of a firm depends as much on the

effective management of its liabilities and shareholders’ equity as it does on the
efficient utilization of its assets.”

8-9 Explain why most business firms pay their accounts payable within the discount
period. As a manager, in what circumstance might you decide to pay after the
discount period has expired?

8-10 Discuss the similarities and differences between notes payable and accounts
payable.

8-11 Explain why the matching concept that guides the measurement of periodic net
income often entails the reporting of accrued liabilities on the balance sheet.

8-12 How do restructuring costs originate? Should costs associated with restructuring
activities that will be undertaken in future years be reported as liabilities? Why?

8-13 Various current liabilities reported in the balance sheet require that managers
make estimates and assumptions concerning future events. Identify several such
liabilities. If some of these estimates and assumptions are subsequently found to
be incorrect, how should this be reflected in the financial statements? Discuss.

8-14 Indicate which, if any, of the following items would be reported as a current li-
ability:
a. Advance payments from customers for services to be performed at future

dates.
b. Agreements signed with suppliers to purchase inventory at future dates.
c. Agreements signed with customers to deliver completed products at future

dates.
d. Advanced payment to suppliers for inventory to be shipped at future dates.
e. Accrued wages for work already performed by employees.
f. Accrued vacation and holiday benefits earned by employees.

8-15 Explain your agreement or disagreement with the inclusion of the following
items among a firm’s current liabilities:
a. Estimated future expenditures to provide warranty repairs on items sold

prior to the balance sheet date.
b. Estimated future expenditures for legal costs to be incurred in defending the

firm from product liability suits filed before the balance sheet date.
c. Accrued restructuring costs due to a plant closure.
d. Contingent liability resulting from environmental damages caused by illegal

dumping of hazardous waste materials.
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8-16 Explain why each of the following items should (or should not) be reported as
liabilities in the financial statements:
a. Estimated future repair and maintenance costs for equipment owned by the

firm at the balance sheet date.
b. Estimated employee retraining costs related to a plant closing that manage-

ment has planned to implement subsequent to the balance sheet date.
c. Potential effects of defaults on accounts receivable owed by the firm’s largest

customer.
d. An airline’s obligations to redeem $5 billion of unused frequent flyer miles,

for which the passengers can claim free or discounted tickets.
8-17 A firm has sold one million units of a product that has a one-year warranty. Man-

agement estimates that about 5% of the units will require repairs, and the costs
per repair will average about $12. What dollar amount of liability would you rec-
ognize in this case?

8-18 To reduce insurance costs, a firm insures its sales automobile fleet with a $1,000
deductible per vehicle (in other words, the insurance company only reimburses
losses in excess of $1,000 per accident). The firm insures 800 vehicles and esti-
mates that about 50 of these will incur substantial collision damages in the com-
ing year. What liability dollar amount (if any) would you recognize in the firm’s
current balance sheet?

8-19 At the balance sheet date, an airline’s passengers have accumulated 20 million
frequent flyer miles, which could be exchanged for about 1,000 “free”domestic
round-trip tickets. Similar tickets are sold at an average price of $600, and the
company incurs an incremental cost of about $200 for each passenger carried.
Management believes that about 75% of these tickets will ultimately be issued.
What dollar amount of liability would you recognize in this case?

8-20 Deltoid Health Club has received $2.5 million in prepaid annual membership
fees from its members and estimates that its cost of providing services to these
customers over the coming year will be $1.6 million. How much of a liability
should Deltoid report in its financial statements?

8-21 Manuel’s Transmission Shoppe, Inc., is comparing prices from two potential sup-
pliers for a similar component part. The first supplier quotes a price of $100,
with payment in cash on delivery. The second supplier quotes a price of $105,
with full payment due in 60 days. The second supplier also offers a 4% discount
for payment within 30 days. Discuss how Manuel should evaluate these com-
peting price quotations. Determine the amount of the liability that would be
recorded if the purchase were made from the second supplier.

8-22 Bob’s Steakhouse can either pay its suppliers within 30 days at a 1% discount or
pay the full amount due in 60 days. The firm can also borrow from banks by sign-
ing short-term notes payable at an interest rate of 10% per year. Pat Forebode,
the firm’s treasurer, advises that the firm pay all its bills in full in 60 days, thereby
taking full advantage of “interest-free” supplier accounts payable. Evaluate Pat’s
proposal. Identify where the liabilities associated with each proposal would be
shown on the financial statements.

8-23 Compare and contrast the terms contingencies and commitments. Could a par-
ticular firm disclose one and not the other? Why?

8-24 Discuss the fact that many companies disclose many details about contingencies
and commitments, but fail, or refuse, to put any dollar valuation on them.
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8-25 Choose the best response to the following multiple choice questions:
1. All of the following are current liabilities except:

a. Unearned revenue
b. Accrued liabilities
c. Prepaid insurance
d. Current maturities of long-term debt

2. Jason Company received $5,000 from customers in advance. The company
recorded this receipt to cash and to sales revenue. What effect does this in-
correct entry have on the company’s financial position?
a. Assets are overstated; liabilities are understated; stockholders’ equity is

overstated.
b. No effect on assets; liabilities are understated; stockholders’ equity is

overstated.
c. Assets are understated; liabilities are understated; stockholders’ equity is

overstated.
d. No effect on assets, liabilities, or stockholders’ equity.

3. At December 31, Daniels Chocolate Company owes $200,000 under a 20-
year mortgage to Interstate Industrial Bank. Approximately $11,000 of prin-
cipal is due and payable the next year. How should the liability be reported
on the December 31 balance sheet?
a. All of the $200,000 should be reported as a long-term liability and noth-

ing reported as a current liability.
b. All of the $189,000 should be reported as a long-term liability and

$11,000 as a current liability.
c. All $200,000 should be reported as a current liability.
d. Of the $200,000, only report $189,000 as a long-term liability and noth-

ing as a current liability.

EXERCISES 

Transaction Analysis: Inventory and Accounts Payable
8-26 Use the accounting equation to show the effects of each of the following trans-

actions on the firm’s balance sheet:
1. Purchased $250,000 of inventory on account.
2. Paid creditors $125,000 on account.
3. Purchased $200,000 of inventory on account at a 2% discount.
4. Paid creditors the amount due from transaction 3.
5. Purchased $300,000 of inventory, half for cash, half on account.
6. Paid creditors the amount due from transaction 5.
7. Purchased $400,000 of inventory all at a 3% discount, half on account, half

for cash.

Transaction Analysis: Inventory and Accounts payable
8-27 Use the accounting equation to record the effects of each of the following trans-

actions on the firm’s balance sheet (create separate columns for cash, inventory,
and accounts payable):
1. Purchased $350,000 of inventory on account, terms 2/10, net 30. The firm

records the inventory net of the discount.
2. Paid the creditors in transaction 1 within the discount period.
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3. Purchased $300,000 of inventory on account, terms 3/15, net 45. The firm
records the inventory net of the discount.

4. Purchased $400,000 of inventory, no terms, half for cash and half on ac-
count.

5. Paid creditors the amount due from transaction 4.
6. Paid the creditors in transaction 3 after the discount period.

Transaction Analysis: Inventory and Current Liabilities
8-28 Use a balance sheet equation to analyze the effects of the following transactions

on Jack’s Shoe Company:
1. Jack’s Shoe Company acquired 300 pairs of shoes and is billed $18,000. Jack’s

has not yet paid for the shoes.
2. Jack’s Shoe Company made a partial payment of $6,000.
3. Jack’s Shoe Company returned 10 pairs of shoes with a note requesting a

credit of $610 to its account.
4. Jack’s paid the balance due on its account.
5. Assume that Jack’s Shoe Company is offered a 10% discount for prompt pay-

ment of all due amounts. Jack’s intends to take advantage of all discounts, and
all payments are made within the discount period. Show how the previous
transactions would be recorded, using the balance sheet equation and as-
suming that the 10% discount is properly taken at the end of the appropriate
discount period.

Transaction Analysis: Notes Payable and Interest
8-29 Use the accounting equation to show the effects of each of the following trans-

actions on the firm’s balance sheet:
1. Borrowed $20,000 cash from First Bank and signed an interest-bearing 120-

day note (12% annual interest rate) on October 1.
2. On November 1, borrowed cash from Interwest Bank. Signed a note with a

face value of $18,000 and a maturity of 90 days. The bank discounted the
note at a 10% annual interest rate and issued the net proceeds to the firm.

3. At December 31 (year-end), record the following adjustments:

• Accrued interest on the note in transaction 1.

• Interest incurred on the note in transaction 2.
4. Paid the note in transaction 1 plus interest at maturity.
5. Paid the note in transaction 2 at maturity.

Transaction Analysis: Unearned Revenue and Interest
8-30 Use the accounting equation to show the effects of each of the following trans-

actions on the firm’s balance sheet:
1. Received subscription orders and cash of $360,000, representing 160,000

magazines.
2. Mailed 30,000 magazines (ignore any inventory effects).
3. Borrowed $100,000 at 6% annual interest for one year.
4. Mailed 30,000 magazines (ignore any inventory effects).
5. Mailed 70,000 magazines (ignore any inventory effects).
6. Accrued interest on the loan for six months. (Set up an interest payable ac-

count.)
7. Accrued interest on the loan for the following six months.
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8. Repaid the loan, plus accrued interest.
9. Discuss the implications and meaning of the remaining subscriptions. Where

will they appear on the firm’s balance sheet? What aspects of these sub-
scriptions will most concern the firm’s managers?

Transaction Analysis: Notes and Interest
8-31 Use the accounting equation to analyze the effects of the following transactions

on Town Floral, Inc.:
1. Acquired 2,000 floral bouquets at a billed cost of $15 per bouquet. Terms of

payment are 2/10, n/30. Town Floral records purchases, net of the discount.
2. Signed a 120-day note for $15,000. The bank discounted the note at an annual

rate of 10% and deposited the proceeds in Town Floral’s bank account.
3. Borrowed $18,000 from the president’s rich uncle at 10% annual interest.

The company made no entry for the interest.
4. Paid the bills to the suppliers of the bouquets after the discount period had

lapsed.
5. Paid six months interest to the president’s rich uncle.
6. Recorded interest incurred for 90 of the 120 days on the note described in

transaction 2.

Transaction Analysis: Warranties and Interest
8-32 Set up column headings as necessary (including a Warranty Payable column) and

use the accounting equation to record the effects of each of the following trans-
actions on the firm’s balance sheet:
1. Accrued warranties estimated at $1,200,000 on December 31, 2000. (Set up

a Warranty Payable column.)
2. Paid warranty claims costing $1,300,000 in cash during 2001.
3. Borrowed $10,000,000 at 9% annual interest for 240 days on September 30,

2001. Assume 360 days in a year.
4. Sold goods costing $12,000,000 for $25,000,000 cash during 2001.
5. Accrued interest on the loan on December 31, 2001. (Set up an interest

payable column in your worksheet.)
6. Management estimated that the warranties obligation at December 31, 2001

(based on past sales and warranty claims) should be $1,500,000. Why was
there a negative balance in the Warranty Payable column before your adjust-
ment?

7. Repaid the loan, plus interest at the maturity date.

Transaction Analysis: Warranties 
8-33 Use the accounting equation to show the effects of each of the following trans-

actions on the firm’s balance sheet:
1. Accrued estimated warranties of $3,375,000.
2. Paid warranty claims of $1,500,000.
3. Designed a new warranty plan that provided “full” coverage or a refund of

the purchase price (for two years after the purchase date).
4. Paid warranty claims of $500,000.
5. Received a registered letter from Ralph Nadar inquiring about the meaning

of “full”coverage.
6. Paid additional warranty claims costing $1,250,000.
7. Advertised the new warranty plan.
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8. Decided that the estimated warranty costs were too low and increased them
by $1,000,000.

9. Paid additional warranty claims of $300,000.
10. Discuss the meaning of the unexpired warranty obligation. Where do such

obligations appear on the firm’s balance sheet? What might the firm do if it
expects warranty claims to continue at the same rate for another year?

Transaction Analysis: Loans and Interest
8-34 Jill’s Slipper Shop took out a short-term bank loan of $32,000 to pay for mer-

chandise. This bank loan carried a simple interest rate of 12% per year.

Required
a. Use the balance sheet equation to show the effect of this bank loan on Jill’s

financial statements.
b. Show the effect of using the loan proceeds to pay for merchandise inventory.
c. Show the effects of the interest expense at the end of the first and second

months on the balance sheet equation, assuming that the loan has not yet
been repaid.

d. Assume that the loan is repaid at the end of the third month. Show the effects
of the loan repayment and the interest for three months on the balance sheet
equation.

Transaction Analysis: Subscriptions
8-35 Maggie’s Millinery Magazine (MMM) is very popular among the jet set, which

rely on Maggie’s exotic hats and other fine apparel for every film premiere and
Academy Award ceremony. MMM is only available by subscription at an annual
rate of $360 for 12 monthly issues. Show the effects of the following events, us-
ing the balance sheet equation:
1. MMM receives orders for 10 annual subscriptions with full payment en-

closed.
2. MMM sends six issues to each of these subscribers during the current year.

Ignore inventory effects.
3. These subscribers have all failed to win an Oscar so they cancel their sub-

scriptions after the first six months, and MMM sends them a refund for the
remaining issues.

Transaction Analysis: Subscriptions
8-36 MMM has many satisfied subscribers who have now realized their objectives of

fame, fortune, and glory. Show the effects of the following transactions on
MMM’s balance sheet:
1. As a result of its popularity, MMM receives subscription renewals of $36 mil-

lion, for 1997, at the end of 1996.
2. During the first quarter of 1997, MMM receives additional subscriptions of

$55 million, all for 1997.
3. At the end of the first quarter of 1997, MMM decides to prepare quarterly fi-

nancial statements. What is the financial statement effect of transactions 1
and 2?

4. What will be the effects on the financial statements at the end of 1997?
5. What would have been the effect on MMM’s financial statements if you had

not properly recorded the 1997 subscriptions?
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6. How could MMM mislead itself or others by not properly recording sub-
scriptions in the appropriate time period?

Contingencies
8-37 How should the following contingencies be treated in the annual report of Akro-

nite Corporation on December 31, 1997?
a. The corporation is presently being sued for patent infringement. The dam-

ages are estimated to be $12 million and Akronite’s attorneys feel this will
probably be the amount required to be paid. However, the court date is set
for June of the following year.

b. The corporation is being sued by the federal government for environmental
pollution. The damages alleged by the federal government will probably be
assessed against the corporation, yet no estimate has been determined at this
point.

c. The corporation is suing another corporation for various patent infringe-
ments. The court date is scheduled for March 1998. The lawsuit total is $15
million, and it is almost a sure thing that Akronite will prevail and collect $15
million.

PROBLEMS

Transaction Analysis: Warranties and Interest
8-38 Set up the following accounts and balances at December 31, 2000, in an ac-

counting equation:

Cash $  5,000,000
Inventory 10,000,000
Warranty obligation 2,250,000
Notes payable 0
Interest payable 0
Common stock 500,000
Retained earnings 12,250,000

Required
1. Show the effects of each of the following transactions on the firm’s balance

sheet:
a. Borrowed $150,000,000 cash on June 1, 2001, and signed a nine-month

note at an 8% annual interest rate.
b. During 2001, sold goods during 2001 costing $8,000,000 for $18,000,000

cash.
c. Paid warranty claims of $1,600,000 during 2001.
d. Accrued interest on the note at December 31, 2001.

2. Discuss the meaning of the remaining warranty obligation. Discuss the un-
derlying business reasons for offering warranties. What might the firm do if
it expects warranty claims to continue at the same rate for another year?

3. What is the maturity date of the note? Assuming no additional interest has
been accrued since December 31, 2001, what is the effect on the firm’s bal-
ance sheet when the note is paid (including all the accrued interest)?
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Transaction Analysis: Inventory and Current Liabilities
8-39 Use the balance sheet equation to analyze the effects of the following transactions:

1. Jill’s Slipper Shop was formed with an original investment of $100,000 in ex-
change for common stock.

2. Jill’s signed a 12-month rental agreement for its retail shop. Jill’s pays a de-
posit of $2,000, along with the first month’s rent of $2,000.

3. Jill’s ordered and received merchandise for resale on account at an invoice
cost of $32,000.

4. Jill’s returned $1,800 worth of merchandise because it has been water-
stained in transit.

5. Jill’s paid the balance of its liability for the merchandise.
6. Jill’s two employees worked in the shop for the first month, but Jill’s cannot

pay them until the end of the next month. Each employee earns a salary of
$2,000 and commissions of $1,200. Ignore any payroll taxes or other em-
ployer obligations that may normally be recorded in conjunction with payroll
transactions.

7. What effect does not paying the employees have on Jill’s balance sheet? What
effect is it likely to have on the employees? Which is more significant?

8. What is the long-term effect of not paying employees? What are the possible
long-term effects of not paying suppliers? In other words, if Jill’s continues to
defer its employees’ salaries and commissions, and if Jill’s fails to pay for its
merchandise, what will happen to the shop? 

Transaction Analysis: Comprehensive Problem
8-40 In its first year, Sam’s Subway Emporium engaged in the following transactions.

Indicate the effects of each transaction on Sam’s balance sheet by using the bal-
ance sheet equation. Total your worksheet at the end of the first year and pre-
pare a simple balance sheet.
1. Sam’s was formed with a cash investment of $50,000 in exchange for com-

mon stock.
2. Sam’s purchased a lunch cart for $10,000 cash.
3. Sam’s ordered food and other supplies at a cost of $13,500, not yet received.
4. Sam’s received the food and supplies, but intended to pay later.
5. Sam’s felt quite generous and gave its employees an advance on their first

week’s wages of $2,500.
6. Sam’s then got a bit nervous about whether it could pay its employees and

suppliers in subsequent months, so a bank loan of $100,000 was acquired
at an annual interest rate of 10%.

7. Sam’s failed to pay for its first month’s food and other supplies; the supplier
billed Sam’s a 20% late fee.

8. Sam’s paid the employee’s salaries of $67,500 during the year and also rec-
ognized the wages that were paid in advance as expenses.

9. Assume that an entire year has passed and Sam’s has made no payments on
the loan or the supplier’s bill. The late fee is assessed quarterly (four times
each year) if the account is not paid. Accrue interest on the loan and use an
interest payable account for both the late fees and the interest on the loan.

10. On the first day of the next year, will Sam’s be able to repay the loan? If so,
show the effects of the loan repayment. 
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Changes in Various Current Liabilities
8-41 The Distraught Novelty Co. reports the following current liabilities in its balance

sheet on December 31, 2000:

Accounts payable to suppliers $2,500,000
Revenues received in advance 920,000
Income taxes payable 480,000
Warranty obligations 650,000

Total current liabilities $4,550,000

The firm’s current liabilities changed during 2001 for the following reasons:
1. Additional credit purchases from suppliers totaled $10,300,000, and cash

payments to suppliers totaled $9,800,000.
2. Revenues received in advance were fully earned during 2001. The associated

expenses, paid in cash, were $570,000.
3. The firm recognized $1,500,000 in income tax expense during 2001 and

made total tax payments of $1,350,000.
4. For merchandise sold prior to 2001, warranty services costing a total of

$575,000 were performed during 2001, that fully satisfied all the outstanding
warranties. The company estimates that its warranty obligation for this year’s
sales is approximately $700,000 at December 31, 2001.

Required
a. Determine how each of the described events affects the firm’s balance sheet

in 2001.
b. Determine the composition of Distraught’s current liabilities on December

31, 2001.

Transactions Affecting Various Current Liabilities
8-42 Antic Evenings, a local catering service, had the following transactions during

December 2000:
1. Purchased decorative paper products on credit for $75,000 to be paid in full

in 60 days.
2. On December 20, purchased cutlery and chinaware on credit for $120,000,

at terms of 2/30, net 90 (a 2% discount is allowed if the bill is paid within 30
days). The company intends to pay this bill prior to January 18, 2001.

3. Received a property tax bill for $12,000, covering the period December 1,
2000 to November 30, 2001.

4. Received a deposit of $5,000 for catering services to be performed in Febru-
ary 2001.

Required
Show how each of the described transactions would affect Antic Evening’s bal-
ance sheet equation.

Revenues Received in Advance and Warranty Obligations
8-43 Road Scholars offers a program of study leading to its E.Z. MBA degree. Classes

are offered during commuting hours in a leased car traveling from suburban ar-
eas to urban business centers. The firm has received $400,000 in tuition pay-
ments for classes to be taught during the Fall 1999 and Spring 2000 semesters.
The fall semester lasts from October through January, and the spring semester
lasts from March through June.
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Required
a. On the basis of the information given, determine the amounts of tuition rev-

enue to be recognized in the firm’s income statements during 1999 and
2000, and any liability for revenues received in advance to be reported in the
balance sheet on December 31, 1999.

b. Upon further inquiry, you have learned that the firm offers students three ba-
sic core-level courses during the fall semester, and two more advanced
courses during the spring semester. How, if at all, does this information affect
your answers to part a?

c. To attract additional students, Road Scholars is offering students a rebate of
half their tuition if their salaries have not increased by at least 50% within five
years after completing their degrees. How would such a guarantee affect
your answers to part a?

Warranty Obligations: Adequacy and Revisions of Estimates
8-44 Tenuous Products provides a two-year warranty for repairs and services of its

products. The firm has been operating for four years, and each year’s warranty
expense has been estimated at 5% of product sales. A summary of warranty ex-
penses and actual warranty costs is provided below.

Product Warranty Expense Warranty
Year Sales (5% of sales) Expenditures
1 $  10,000,000 $   500,000 $   120,000
2 30,000,000 1,500,000 840,000
3 60,000,000 3,000,000 2,160,000
4 90,000,000 4,500,000 3,960,000

$190,000,000 $9,500,000 $7,080,000

Required
a. Determine the Estimated Warranty Obligations balance to be reported on the

balance sheet at the end of each year. Does the assumption that warranty ex-
penses will average about 5% of sales appear to be justified?

b. Tim Plistic, general manager of Tenuous Products, makes the following ob-
servation upon seeing your response to part a: “Clearly we are too conserva-
tive in estimating our warranty expenses. Every year we are estimating
greater expenses than we are actually incurring, and this creates an ever-
increasing overstatement of our warranty obligations.” Comment on this in-
ference.

c. After further inquiry among the factory service personnel, you learn that
products sold in a given year are likely to require about 20% of their warranty
repairs in the year of sale, and the remaining 80% of their repairs in the year
after the sale. How does this information affect your assessment of the ade-
quacy of  Tenuous Products’reported liability for warranty expenses as of the
end of the fourth year?

d. Based on your analysis in part c, what is your estimate of the amount of war-
ranty expense that should be reported in Tenuous Products’ income state-
ment during the fourth year?

(Continued)
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e. Assume that no changes are made to the warranty expenses that are shown
above (the four-year total expense remains at $9,500,000). If sales in the fifth
year are $70,000,000, what will be the year-end balance in the Estimated War-
ranty Obligation account? In this case, what financial reporting action do you
recommend?

Identifying Transactions from Worksheet Entries
8-45 The following worksheet entries were retrieved from a water-logged worksheet

stored in a flooded basement. Identify the transaction to which the worksheet
entry refers. Discuss the underlying business reason supporting each transac-
tion.
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Notes Sal. Warr. Adv, Shareholders’
Assets Pay. Pay. Oblig. Cust. Payments Equity
a. 100,000 100,000
b. 25,500 � 25,500
c. 150,000 �150,000
d. 80,000 80,000
e. �50,000 �50,000
f. �22,000 �22,000
g. �30,000 30,000 (Revenue)
h. �55,000 �50,000 � 5,000
i. 195,000 195,000
j. �200,000 �195,000 � 5000

Restructuring Charges
8-46 The annual report of the Jolly Gold Giant, an international food processing and

food service firm, included a liability for accrued restructuring costs of $179.3
million. Footnotes contain the following explanation:

In 1999, restructuring charges of $88.3 million on a pre-tax basis were re-
flected in operating income to facilitate the consolidation of functions, staff re-
ductions, organizational reform, and plant modernization and closures.

In 2000, restructuring charges of $192.3 million on a pre-tax basis were re-
flected in operating income. The major components of the restructuring plan re-
lated to employee severance and relocation costs ($99 million) and facilities con-
solidation and closure costs ($73 million). Upon completion of all the projects
in 2002, the total headcount reduction will be achieved.

Required
a. Why do firms accrue restructuring costs before such costs are actually in-

curred? Do such costs satisfy the definition of liabilities that was presented in
Chapter 3, “The Balance Sheet,”of this text?

b. Based on the footnote information, Jolly Gold Giant has recognized restruc-
turing costs of $280.6 million ($88.3 in 1999 plus $192.3 in 2000 equals
$280.6). How will these charges affect the amounts of income reported by
the firm in future years? How would these charges influence your compari-
son of the firm’s profit trend beyond 2000?

Commitments and Contingencies
8-47 Refer to the Wendy’s financial statements in Appendix D. Review the balance

sheet to determine how and where commitments and contingencies were re-
ported.
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Required
a. Read Note 10. Identify and discuss any unusual terms. Trace any numerical

disclosures of commitments and contingencies in the notes to corresponding
disclosures in the financial statements.

b. Discuss the underlying business reasons that may be justifying the recogni-
tion of these contingencies and commitments. How might these contingen-
cies and commitments be viewed by financial analysts? Discuss how Wendy’s
managers might view them.

c. Scan the remainder of Wendy’s notes to see if any additional business risks
might justify additional disclosures. Do you notice any evidence of off-
balance-sheet risks? If so, describe them and discuss the underlying business
reasons supporting their use. 

d. Discuss any other unusual concerns regarding Wendy’s business risks. What
other related information might an external analyst require? Would a creditor
prefer additional disclosures in these areas? Why?

Current Liabilities: Interpreting Financial Statements
8-48 Refer to Wendy’s financial statements in Appendix D. Review the balance sheet

to determine how and where current liabilities are reported.

Required
a. Read Note 3. Identify and discuss any unusual terms. Trace any numerical dis-

closures of current liabilities in this note, or other related notes, to corre-
sponding disclosures in the financial statements. 

b. Determine whether Wendy’s has any unusual current liabilities. If so, discuss
how financial analysts might interpret them. Discuss how Wendy’s managers
might view such liabilities.

c. Discuss how accrued expenses for salaries and wages are related to accounts
payable. In your opinion, should they be disclosed separately? Why?

d. Discuss any other unusual concerns regarding Wendy’s current liabilities.
What other related information might an external analyst require? Would an-
alysts prefer additional information? Why?

e. Comment on the apparent stability and lack of change in Wendy’s current li-
abilities. Why do you think Wendy’s exhibits such stability in this area?

Current Liabilities: Interpreting Financial Statements
8-49 Refer to Reebok’s financial statements in Appendix E. Review the balance sheet

to determine how and where current liabilities were reported.

Required
a. Read Note 6. Identify and discuss any unusual terms. Trace any numerical dis-

closures of current liabilities in the notes to corresponding disclosures in the
financial statements.

b. Determine whether Reebok has any unusual current liabilities. If so, discuss
how financial analysts might interpret them. Discuss how Reebok’s managers
might view such liabilities.

c. Discuss how accounts payable are related to accrued expenses. In your opin-
ion, should they be disclosed together? Why?

d. Discuss how income taxes payable are related to notes payable. In your opin-
ion, should they be disclosed separately? Why?

e. Discuss any other unusual concerns regarding Reebok’s current liabilities.
What other related information might an external analyst prefer?
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Contingencies
8-50 Refer to Reebok’s financial statements in Appendix E. Review the balance sheet

to determine how and where contingencies were reported.

Required
a. Read Note 17. Identify and discuss any unusual terms. Trace any numerical

disclosures of contingencies in the notes to corresponding disclosures in the
financial statements. Why aren’t contingencies mentioned on Reebok’s bal-
ance sheet?

b. Determine whether Reebok has any unusual commitments or contingencies.
If so, discuss how financial analysts might interpret them. Discuss how
Reebok’s managers might view such liabilities.

c. Discuss any other unusual concerns regarding Reebok’s business risks. What
other related information might an external analyst prefer?

Disclosures of Commitments and Contingencies
8-51 Review the following notes provided by an oil company in its annual report and

identify any unusual terms. Compare and contrast its commitments and contin-
gencies. Also identify the types of business risks faced by such an oil company.

Note 18—Commitments (Excerpted)
The company also has certain long-term fixed or minimum commitments under

agreements negotiated to assist suppliers in obtaining financing for facilities. In
addition, the company has contractual commitments to certain companies in which it
has equity interests to pay minimum shipping and processing charges or advance
funds that can be applied against future charges. Payments and future commitments
under all these arrangements are not material in aggregate.

Note 18—Contingencies (Excerpted)
The company is subject to loss contingencies pursuant to environmental laws and

regulations that in the future may require the company to correct or ameliorate the
effects of prior disposal or release of chemical or petroleum substances on the
environment. Such contingencies may exist for various sites including but not limited
to superfund sites, operating refineries, closed refineries, oil fields, service stations,
terminals, and land development areas. The amount of such future costs is
indeterminable due to such factors as
• the unknown magnitude of possible contamination, 
• the unknown timing and extent of the corrective actions that may be required, 
• the determination of the company’s liability in proportion to other responsible par-

ties, and 
• the extent to which such costs are recoverable from insurance. 

Interpreting Contingency Disclosures
8-52 The following excerpts from their notes on commitments and contingencies

were reported by three different companies:

PolyGram N.V.
PolyGram has extensive international operations and is subject to a number of

legal proceedings incidental to these operations. PolyGram does not expect that the
outcome of these current proceedings will have a material adverse effect upon the
financial condition of the company either individually or in the aggregate.

Oncogene Science, Inc.
Oncogene has received several letters from other companies and universities

advising them that various products and research being conducted by Oncogene
may be infringing on existing patents of such entities. These matters are presently
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under review by management and outside counsel for Oncogene. Where valid
patents of other parties are found by Oncogene to be in place, management will
consider entering into licensing arrangements with the universities and/or other
companies, or discontinuing the sale or use of any infringing products. Management
believes that the ultimate outcome of these matters will not have a material adverse
effect on the financial position of the company.

Sigma Designs, Inc.
This company pays royalties for the right to sell certain products under various

license agreements. During fiscal 1995, 1994, and 1993, Sigma Designs incurred
royalty expenses of $508,040, $181,405, and $275,000, respectively.

On January 31, 1995, the company had letters of credit outstanding in the amount
of $941,000, maturing at various dates up to June 1996.

Sigma Designs also sponsors a 401(k) savings plan in which most employees are
eligible to participate. The company is not obligated to make contributions to the plan
and no contributions have been made by the company.

Required
a. Compare and contrast these three notes.
b. Do you believe that companies should be more specific or more general in

such notes? Why?
c. Which of these companies do you think faces the greatest risk, based only on

the information presented herein? Why?

Financial Statement Effects: Warranty Recognition
8-53 The following summary data (thousands of dollars) are available for Hilary’s Lo-

Tech Health Care Concern:

2000 2001
Total liabilities $  3,500 $  4,600
Warranty obligations (unrecorded) 750 850
Stockholders’ equity 10,000 12,000
Total assets 13,500 16,600

Required
a. Compute the debt to total assets ratio for each year, assuming no recognition

of warranty obligations.
b. Compute the debt to total assets ratio for each year, assuming warranty oblig-

ations have been recorded.
c. Compute the debt to total assets ratio for each year, assuming warranty oblig-

ations have been underestimated and a more realistic estimate would require
that they be quadrupled.

d. Explain why total assets have not changed under either of the changes sug-
gested in parts b and c.

e. Identify the effects on the income statement (that is, on warranty expenses)
of each of the changes suggested in parts b and c.

f. Why do you think managers might want to underestimate warranty liabili-
ties? Discuss both balance sheet and income effects. Discuss the business rea-
sons underlying Hilary’s treatment of its warranty obligations.

342 CHAPTER 8

    Accounts Payable, Commitments, Contingencies, and Risks 347



Financial Statement Effects: Warranty Costs
8-54 Engineering Group, Inc., is a major British international engineering firm with

the following liabilities shown on its 1999 balance sheet (shown in millions of
pounds):

Loans and other borrowings 392.0
Other creditors 31.0
Provisions for liabilities and charges 130.5

Required
a. Where should warranty obligations, if any, be included in these accounts?
b. A note to the financial statements, titled “Provisions for Liabilities and Char-

ges,”disclosed the following items:
Recognition of post-retirement benefits 32.9
Exchange rate adjustments 15.2
New subsidiaries (reorganization costs) 71.4
Profit and loss account 11.0
Total 130.5

Where are warranty obligations, if any, included in these accounts?
c. Why doesn’t Engineering Group make any more explicit mention of war-

ranty obligations?
d. Use the accounting equation to record the following warranty obligations of

an engineering consulting firm:
i. Estimated warranty expenses of 10% for the prior year’s billings of $50

million.
ii. Warranty claim of $1.5 million for bridge repairs.
iii. Payment of bridge warranty claim totaling $1.6 million.

Liabilities: Interpreting Financial Statements
8-55 Cabot Corporation is principally involved in the manufacture of carbon black

and other specialty chemicals. Its 1994 financial statements have an accrued li-
ability for environmental proceedings related to cleanup as a result of divesting
businesses worth $44,000,000.

Required
a. Why is this liability included on Cabot Corporation’s balance sheet?
b. Under what circumstances will these costs be paid? Is it likely that they will

be paid on a certain date in the future? Why not?
c. If not, should this liability be shown at its expected future cost, or at the pre-

sent value of its expected future cost? Why? (Hint: Use the appendix to an-
swer this part.)

Liabilities: Interpreting Financial Statements
8-56 Tyler Corporation is a diversified company that provides goods and services

through three major operating subsidiaries: (1) a retailer of auto parts and sup-
plies; (2) a marketer of products for fund-raising programs in schools; and (3) a
manufacturer of cast iron pipe and fittings for waterworks applications. Its 1994
financial statements include the following current liabilities on the next page.
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1994 1993
Accounts payable $20,083,000 $11,675,000
Accrued customer discounts 4,204,000 4,055,000
Accrued insurance 4,181,000 4,780,000
Accrued wages and commissions 5,133,000 1,736,000
Income tax 967,000 1,250,000
Other accrued liabilities 16,991,000 12,408,000

$51,559,000 $35,904,000

Required
a. Describe each of the liabilities shown on Tyler’s balance sheet. Describe the

business purpose of each liability.
b. Why is Tyler accruing customer discounts?
c. Tyler’s total current assets were $102,878,000 and $75,395,000 for 1994 and

1993, respectively. Included in these amounts are inventories, prepaid, and
deferred taxes totaling $61,761,000 and $39,424,000 for 1994 and 1993, re-
spectively. Calculate current and quick ratios and comment on your results.

d. At the end of 1994, Tyler accrued an estimated contingent liability of
$3,953,000 for environmental contamination. This amount is included in
other accrued liabilities. As an investor, is this disclosure adequate on the bal-
ance sheet? Why haven’t they separately disclosed this obligation? What con-
cerns would an investor have and what other information would an investor
want to see?

Liabilities: Interpreting Financial Statements
8-57 Oncogene Science, Inc., is a biopharmaceutical company involved in developing

innovative products for the diagnosis and treatment of cancer, cardiovascular
disease, and a number of other important human illnesses. Its proprietary core
technologies include oncogenes, tumor suppressor genes, and gene transcrip-
tion. Its 1994 financial statements include the following current liabilities and no
other liabilities:

1994 1993
Accounts payable and accrued expenses $2,522,171 $2,202,060
Unearned revenue, current portion 457,384 258,000
Total current liabilities $2,979,555 $2,460,060

Required
a. Describe each of the liabilities shown on Oncogene’s balance sheet. De-

scribe the business purpose of each liability.
b. Why did Oncogene report unearned revenues? Why only the current por-

tion?
c. How would a lender or an investor evaluate Oncogene’s liability disclosures?

Are there any missing categories of information for which additional disclo-
sures are preferred?

d. Why might these liabilities, which are relatively immaterial in amount, reflect
high risks for an investor or lender?
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Liabilities: Interpreting Financial Statements
8-58 Polygram is an international entertainment company, which has published such

hits as Billy Ray Cyrus’ Achy Breaky Heart. Polygram is headquartered in Ams-
terdam. It lists the following current liabilities in a note to its 1994 annual report
(stated in millions of Netherlands guilders):

1993 1994
Payables to banks 25 155
Short-term notes 459 749
Accounts payable to trade creditors 665 798
Accounts payable to other companies 41 20
Income taxes payable 106 139
Dividend payable (to shareholders) 135 153
Other accrued expenses 1,931 2,167
Total 3,362 4,181

Required
a. Identify and describe each of Polygram’s current liabilities. Describe the busi-

ness purpose of each liability.
b. Identify and discuss any unusual trends in its current liabilities.
c. Given that Polygram’s total assets and net sales increased by only about 5%,

how does that affect your evaluation of its current liabilities?
d. Assume that most of the other accrued expenses are comprised of accrued

license fees. Why would such a firm have almost half its current liabilities in
accrued license fees? Discuss the timing associated with the payments of
such fees, as compared to Polygram’s debts to banks or to trade creditors?

Financial Statement Effects of Warranty Recognition
8-59 Hiram’s Hi-Tech Industries assembles specialized electronic interfaces that are

used in hand-held computers and communications devices (PDAs). Hiram’s has
had significant warranty claims on its interfaces and is wondering what liability
recognition would be appropriate for 2000. Hiram’s 1998 statements showed a
warranty liability of $12 million, which was totally exhausted by the end of
1999. Hiram’s sales doubled during 1999, while its quality enhancement efforts
had little effect. In fact, Hiram’s president privately admits that quality may have
significantly declined since 1998. The president also wonders whether Hiram’s
should shorten its typical two-year warranty period.

Hiram’s controller is arguing for the recognition of warranty obligations of
$12 million because that amount appeared to be adequate for the prior year. Hi-
ram’s auditors are arguing for a liability recognition of $30 million on the
grounds that $12 million is not adequate for the prior year and that, with an in-
crease in sales, more warranty claims are likely.

Hiram’s balance sheet equation, without any liability recognition, is as follows:
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Required
a. Indicate the effect of the controller’s recommendation on the balance sheet

equation.
b. Indicate the effect of the auditor’s recommendation on the balance sheet

equation.
c. Calculate the debt to total assets ratio under each recommendation.
d. How do you think an external user of these financial statements will view the

differences between a 35% debt to assets ratio and the ratios that you calcu-
lated in part c?

e. Now assume that the actual warranty costs in 2000 were $25 million. Show
the effects on the balance sheet equation under both the controller’s rec-
ommendation and the auditor’s recommendation. How has matching been
affected by following the controller’s recommendation?

f. Although the controller has obviously underestimated these warranty claims,
do you feel that the auditor has conversely overestimated the warranty
claims? Why?

g. What other recommendations regarding quality and warranty issues might
you make to Hiram’s Hi-Tech Industries?

h. Why might managers want to underestimate warranty liabilities? Discuss
both balance sheet and income effects. Discuss the business reasons under-
lying Hiram’s treatment of its warranty obligations.

Warranty Costs
8-60 Seagull Designs does not report any warranty costs in its income statement, nor

does it report any warranty obligations in its balance sheet. Seagull reports only
the following four types of costs and expenses in its income statement:

• Costs of sales

• Sales and marketing

• Research and development

• General and administrative
Its sales decreased significantly from 1998 to 1999, at which point they stabi-
lized through 2000. Its balance sheet equation is summarized below:
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$44M $6M $38M

Required
a. Assuming Seagull offers warranties to its clients, where are its warranty costs

reported on the income statement? Why might they not be separately re-
ported?

b. Suppose Seagull’s warranty costs increased significantly from 1998 to 2000.
Its board must decide whether to recognize warranty obligations of $5 mil-
lion or $10 million. Show the effects on Seagull’s balance sheet equation (dol-
lars in millions) at the end of 2000 under each of these proposals.

(Continued)
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c. Calculate the effects of each proposal on Seagull’s debt to total assets ratio.
d. Assume that Seagull’s CEO estimated, and had strong evidence, that warranty

costs would be $10 million. Prepare a one-paragraph memo that justifies the
CEO’s recommendations for recognizing warranty obligations of $10 million.
In what way is this treatment the most conservative possible?

e. Assume that Seagull’s controller is very liberal and wants to recognize no ad-
ditional warranty costs. Write a one-paragraph memo justifying this position.

f. Which position (part d or e) would you approve or support? Why? Discuss
the ethical implications of each choice.

Identifying Current Liabilities
8-61 Locate the most recent set of financial statements for the regional telecommu-

nications companies listed below. You may use either the 10-K available at
EDGAR (www.sec.gov/edaux/searches.htm) or the annual report available
at the company’s homepage. The annual report is usually located in the Investor
Information section.
Corporation Home Page Location
Ameritech www.ameritech.com
U S West www.uswest.com
Bell Atlantic www.bell-atl.com
Pacific Bell www.pacbell.com

Required
a. Identify or compute the following for each corporation:

i. Total current liabilities and current liabilities as a percentage of total lia-
bilities

ii. Composition of current liabilities
iii. Income tax payable and income tax payable as a percent of current lia-

bilities
b. Compare and contrast each company’s results.
c. Identify any significant consequences of these results; that is, how might in-

vestors or creditors react to these results?

Evaluating Current Liabilities
8-62 Locate the most recent set of financial statements for the companies listed be-

low. Use the 10-K available on the SEC’s EDGAR database (www.sec.gov/
edaux/searches.htm) or the annual report available on the company’s home
page. The annual report is usually located in the Investor Information section.
Corporation Home Page Location
Dell Computers www.dell.com
Ben & Jerry’s www.benjerry.com
Lewis Galoob Toys www.galoob.com

Required
a. For each company, what is the percentage of accrued liabilities to current li-

abilities?
b. List any unusual accrued liabilities. Explain what these items represent, given

the main business of each company.
c. How might investors or creditors react to each of these liability issues?
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Current Liabilities: Linkage to Revenue Recognition
8-63 Locate the 10-K filing for the following companies from EDGAR (www.sec.

gov/edaux/searches.htm). Read the Notes to the Financial Statements sec-
tions where the following current liabilities are explained:

Corporation Current Liability
Novell Deferred revenue
Browning-Ferris Deferred revenue
Reader’s Digest Unearned revenue
FHP International Unearned premium, medical claims payable

Required
a. Describe the nature of the liability that each of the above terms represents.
b. Why has revenue recognition been deferred for each of the above cases?
c. How might investors or creditors react to these various revenue recognition

policies?

Restructuring Charges
8-64 In 1995, Sundstrand Corporation decided to, among other things, shut down

and dispose of its Lima, Ohio manufacturing facility. The company recognized
the costs associated with this decision as restructuring charges and expensed
the costs in 1995. Locate the 1995 10-K for Sundstrand Corporation from
EDGAR (www.sec.gov/edaux/searches.htm).

Required
a. Read the income statement and identify the total amount of the restructuring

charge shown on the 1995 income statement. Also calculate its impact as a
percentage of net income.

b. Based on the information provided in the Notes to the Financial Statements,
determine why the charge was taken and what it includes. When did the
company plan to complete shutdown and disposition of the Lima facility?

c. Refer to the balance sheet and determine the amount of the restructuring
charge that has been accrued as a current liability. What percentage of cur-
rent liabilities does this represent? Based on the time frame for the shutdown
and disposition of the Lima facility, is it reasonable to classify the accrued re-
structuring costs as a current liability?

d. In each case, discuss the underlying business reasons or transactions sup-
porting the restructuring or reorganization.

Contingencies
8-65 Locate the most recent set of financial statements for the companies listed be-

low. You may use either the 10-K available at EDGAR (www.sec.gov/edaux/
searches.htm) or the annual report available at the company’s home page. The
annual report is usually located in the Investor Information section.
Corporation Home Page Location
Owens Corning www.owens-corning.com
Rohm & Haas www.rohmhaas.com
Utilicorp www.utilicorp.com
Eli Lilly www.lilly.com

The Notes to the Financial Statements contain a section on contingencies.
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Required
a. Describe at least one contingency faced by each company.
b. How has each corporation accrued its loss contingency, or is it only men-

tioned in the Notes to the Financial Statements? If it is only mentioned in the
notes, is a dollar amount disclosed? Discuss these alternative disclosures.

c. If a dollar amount for contingent liabilities is available, calculate the per-
centage of shareholders’equity it represents for each company. In your opin-
ion, is this a significant amount?

d. In each case, discuss the underlying business reasons supporting the need for
disclosing a contingency or a commitment.
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c h a p t e r

9
LEARNING OBJECTIVES

1. Recognize the types of noncurrent obligations that are reported by business
firms.

2. Comprehend features of long-term borrowing contracts, such as notes and bonds
payable.

3. Determine periodic interest expense and the valuation of noncurrent obligations
in financial reports.

4. Appreciate why income is measured differently for income tax and financial
reporting purposes.

5. Understand why the tax basis and the financial reporting basis of assets and
liabilities may differ.

6. Interpret financial statement measurements of income tax expense and deferred
income tax liability.

INTRODUCTION

Noncurrent liabilities represent obligations of the firm that generally are due more
than one year after the balance sheet date. The major portion of noncurrent liabilities
consists of notes and bonds payable. In addition, deferred income tax payments are an
important component of liabilities for many companies. Each of these types of liabili-
ties is discussed in the following sections. Note that this chapter relies on the present
value concepts developed in Appendix C.

Other types of noncurrent liabilities that are included in financial reports are
more controversial in nature. The acceptable methods of accounting and reporting for
these controversial items have changed substantially in recent years and continue to
evolve. For this reason, Chapter 12, “Additional Issues in Liability Reporting,” is de-
voted to a discussion of controversial areas in liability reporting including accounting
for leases, pensions, and post-employment benefits.

LONG-TERM NOTES PAYABLE

Firms often borrow money by signing notes payable to banks or other lending insti-
tutions. Such notes can either be interest-bearing or discounted notes. This section de-
scribes the essential features of both types.

Noncurrent Liabilities
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Interest-Bearing Notes
One way a firm borrows funds is by signing an interest-bearing note. A bank or
other lender will loan the face amount, or principal, of the note for a specified period.
The borrower will then pay interest periodically and repay the principal when the
note becomes due (or at its maturity date). If Random Enterprises, Inc., for example,
borrows $10 million at the beginning of 2000 for two years at a market interest rate
of 12% per year, the financial statements would reflect the following events.

Upon receipt of the loan proceeds at the beginning of 2000, cash and long-term
notes payable are each increased by $10 million:
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In each of the years 2000 and 2001, as the periodic interest payments are made, cash
is decreased by $1.2 million ($10 million � 12% � $1.2 million) and interest expense
is recognized.

ASSETS � LIABILITIES � SHAREHOLDERS’ EQUITY

Cash Long-term notes payable
�$10 million �$10 million

ASSETS � LIABILITIES � SHAREHOLDERS’ EQUITY

Cash Retained earnings
�$1.2 million �$1.2 million

(interest expense)

ASSETS � LIABILITIES � SHAREHOLDERS’ EQUITY

Cash Long-term notes payable
�$10 million �$10 million

When the loan is repaid at maturity at the end of 2001, cash and long-term notes
payable are each decreased by $10 million:

The net result of these three transactions is that $10 million cash has been borrowed,
and later $12.4 million was repaid. The firm has incurred interest expense of $1.2 mil-
lion each year, or a total interest expense of $2.4 million, for the privilege of using the
$10 million for two years.

Discounted Notes
In the previous example, Random Enterprises borrowed $10 million by signing an
interest-bearing note. Suppose that the note did not require periodic payments of
interest. Instead, assume that Random Enterprises signs a note on January 1, 2000,
promising to pay the lender $10 million in two years, and will not make periodic in-
terest payments. In this case, the lender will be unwilling to provide Random the full
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$10 million face value of the note. No one is willing to loan money without interest
and all long-term financing arrangements involve interest, even if it is not separately
identified and paid periodically.

If a prospective lender instead invested some smaller amount (as yet to be deter-
mined) for two years to earn 12%, that initial investment would grow to $10 million
by the end of 2001. How much would a lender be willing to loan in return for Ran-
dom’s noninterest-bearing note? To answer this question, we must discount the note.
Random Enterprises will receive only the present value of the note (see Appendix C),
computed at the current lending rate of 12%. The present value of the note is
$7,970,000, computed as follows:

In other words, if the prospective lender instead deposited $7,970,000 at the begin-
ning of 2000 in a bank account for two years to earn 12% per year, the initial deposit
would grow to $10 million by the end of 2001. For this reason, lenders would be un-
willing to loan more than $7,970,000 for Random Enterprise’s note. As a result, Ran-
dom Enterprises must issue the note at a discount of $2,030,000 ($10,000,000 �
$7,970,000).

The discount on Random’s note payable represents the interest that is associated
with this transaction. It should be recognized as interest expense by Random Enter-
prises over the two-year term of the note. The discount also represents interest in-
come to the lender over the same period. In each year, the amount of interest to be
recognized is 12% of the value of the note at the start of the year. The yearly amounts
of interest are calculated as follows:

Amount received from lender,
January 1, 2000 $  7,970,000
Interest during 2000 ($7,970,000 � .12) 956,400

Loan balance, December 31, 2000 $  8,926,400
Interest during 2001 ($8,926,400 � .12) 1,073,600*

Loan balance, December 31, 2001 $10,000,000

*Rounded

Notice that the amount of interest expense increases between 2000 and 2001. This oc-
curs because Random Enterprises makes no interest payment to the lender in 2000. As
a result, the amount of the loan increases to include the unpaid interest. In other
words, the lender is earning compound interest (interest on interest) in 2001. These
events would affect Random Enterprise’s financial statements in the following manner.

The receipt of cash from the lender at the beginning of 2000 in exchange for Ran-
dom’s note payable will increase cash and noncurrent liabilities:

 �  $7,970,000
 �  $10 million �  (.797) (from Exhibit C � 2)

 �  $10 million �  PVF12%
2 years

P �  A �  PVFi
n
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Cash Long-term notes payable
�$7,970,000 �$7,970,000
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Interest expense during 2000 and 2001 will decrease retained earnings and increase
the reported value of noncurrent liabilities:
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On January 1, 2001, the carrying value of the note is $8,926,400 ($7,970,000 �
$956,400). In 2001, interest is again added to the loan balance:

On December 31, 2001 (the maturity date of the note), the carrying value of the note
has been increased to $10,000,000 ($8,926,400 � $1,073,600). This amount is elimi-
nated, and the lender is paid cash of $10 million.

The net result of these transactions is that slightly less than $8 million has been bor-
rowed and used by Random Enterprises for two years, and interest expense of slightly
more than $2 million has been incurred for the privilege of using the $8 million for
two years. In the end, Random has repaid $10 million, which included both principal
and interest.

BONDS PAYABLE

Bonds payable represents a major source of borrowed capital for U.S. firms. Bonds
are notes, sold to individual investors as well as to financial institutions. For a variety
of reasons, managers may prefer to issue bonds to investors rather than borrowing di-
rectly from financial institutions. Bond financing can also offer advantages in terms
of the availability and cost of borrowing and the managers’ subsequent flexibility in
making business decisions. For example, the amount that financial institutions are
willing to loan to a single firm may be limited because the lender aims to diversify its
risks by loaning smaller amounts to many different borrowers. The sale of bonds, on
the other hand, enables the borrower to obtain access to much larger amounts of

ASSETS � LIABILITIES � SHAREHOLDERS’ EQUITY

Long-term notes payable Retained earnings
�$956,400 �$956,400

(interest expense)

ASSETS � LIABILITIES � SHAREHOLDERS’ EQUITY

Long-term notes payable Retained earnings
�$1,073,600 �$1,073,600

(interest expense)

ASSETS � LIABILITIES � SHAREHOLDERS’ EQUITY

Cash Long-term notes payable
�$10 million �$10 million
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loanable funds from large institutional investors and also from thousands of individ-
ual investors.

In addition, for some firms, bond financing may be less expensive. The interest
rates that prevail in the bond market can be less than the rate available from financial
institutions. Finally, bond financing may also offer managers greater flexibility in the
future. A direct lending agreement often imposes various restrictions on managers’ in-
vesting and financing activities until the loan is repaid. As examples, a lending agree-
ment can restrict the firm’s dividend payments or limit the amounts that the firm can
borrow from other lenders until the debt is repaid. Although bond issuances can also
entail similar restrictions, they can be less onerous than the restrictions imposed by
financial institutions.

A bond is also a contract that is sold to investors. Bonds obligate the borrower
(the issuing corporation) to make periodic interest payments, usually every six
months, and to pay the principal or face value of the bond at a specified maturity date.
Prior to issuing bonds, managers meet with financial advisers to decide on the matu-
rity value and other terms of the bond contract, as well as to predict the market in-
terest rate at which the bonds can be sold. The predicted interest rate usually becomes
the coupon rate (also called the face rate or nominal rate) that is contained in the
bond contract. This rate, in conjunction with the face value, determines the cash in-
terest to be paid periodically to bondholders.

The market rate of interest cannot be known with certainty until the date on
which the bonds are sold. Market interest rates are the “cost of money”and are deter-
mined by the forces of supply and demand in the financial markets. The federal gov-
ernment, through the actions of the Federal Reserve, also influences interest rates. Be-
cause the market rate constantly changes, and the coupon rate is fixed when the
bonds are printed, it is rare that the bond coupon rate will coincide exactly with the
market interest rate when the bonds are sold. The following sections illustrate the is-
suance and reporting for bonds when the market interest rate in turn equals, exceeds,
or falls below the coupon rate of interest.

Issuance of Bonds at Par
If the coupon rate of a bond coincides with the market rate of interest when the
bonds are actually sold to investors, then the bonds will sell at par value or face
value. The price at which a bond is trading is usually quoted as a percentage of the
bond’s par value, so that a bond that sells at par has a price of 100. To illustrate the sale
of bonds at par, assume Marley Company issues bonds on January 1, 2000, with a prin-
cipal amount of $100 million, to be repaid in 10 years and a 12% coupon rate of in-
terest payable semiannually. The bond contract obligates Marley to make the following
payments:

Principal: $100,000,000 due in 10 years (after 20 six-month periods),

Interest: $6,000,000 due at the end of each six-month period, for 10 years
($100,000,000 � 12% � 6/12 � $6,000,000).

Because the market rate and the coupon rate of interest are the same, the bonds sell
at their face value of $100 million. The quoted annual interest rate of 12% is actually
6% each six-month period because the bonds pay interest each six months. When in-
terest is paid each six months, the interest rate is said to be compounded semiannu-
ally. To use the present value tables, bonds with a 12% semiannual interest coupon are
regarded as outstanding for a number of six-month periods (20 in this case), and the
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interest rate is 6% per period. In general, when interest is compounded n times each
year, the periodic interest rate is i/n, and the number of periods is n � years. In the
present case, the periodic interest rate is 6% (i/n or 12%/2 � 6%), and the number of
periods is 20 (n � years or 2 � 10 � 20).

The following events would be reported in the financial statements over the life
of the bond. On January 1, 2000, Marley Company receives $100 million in cash, and
bonds payable are recorded in this amount:
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Each six months for 10 years, Marley Company recognizes interest expense and pays
$6 million to the bondholders each June 30 and December 31 from 2000 through
2009:

On the maturity date, December 31, 2009, Marley Company pays $100 million in
bond principal and retires the bonds:

ASSETS � LIABILITIES � SHAREHOLDERS’ EQUITY

Cash Bonds payable
�$100 million �$100 million

ASSETS � LIABILITIES � SHAREHOLDERS’ EQUITY

Cash Retained earnings
�$6 million �$6 million

(interest expense)

ASSETS � LIABILITIES � SHAREHOLDERS’ EQUITY

Cash Bonds payable
�$100 million �$100 million

To recap, Marley Company received $100 million from investors when the bonds
were issued and paid a total of $220 million to bondholders over the life of the bond
issue. The total interest expense was, therefore, $120 million ($220 million in pay-
ments minus $100 million in receipts), and the interest expense each year was $12
million (2 � $6 million).

Sale or Issuance of Bonds at a Discount
In cases where the coupon rate of interest differs from the market rate on the date that
bonds are sold, the present value of the bond issue will not equal the face amount of
the bond. Consider, for example, an investor buying a bond when the coupon rate is
below the market rate of interest. Because the coupon rate does not provide the in-
vestor with a rate of return equal to that available on other similar investments, the
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investor will buy the bonds only if they are sold at a discount from the par or face
value. Bear in mind that the bond contract represents a fixed series of cash payments
to bondholders. The present value of any fixed series of cash payments depends on
the discount rate, which in this case is the market rate of interest.

To illustrate the accounting for bonds sold at a discount, assume that the Marley
Company bonds described earlier were sold on January 1, 2000, and that the market
rate of interest was 16% (compounded semiannually) on that date. Investors will dis-
count the bonds’cash flows at the current market rate of interest. Because the coupon
rate is only 12%, the bonds will sell at a discount. Note, however, that the interest
coupon payments will still be $6 million because that is the amount stated in the bond
contract. The present value is computed as follows.

Principal, due in 20 six-month periods at 8% (half the 16% annual rate):

Amount � Present value factor
(Exhibit C-2) n � 20, i � 8%

$100,000,000 � 0.215 � $21,500,000

Interest payments, due each six months for 20 periods:

(Exhibit C-3) n � 20, i � 8%
$6,000,000 � 9.818 � 58,908,000

Total present value $80,408,000

Consequently, the bonds will sell at $80,408,000 ($100 million face value, minus
$19,592,000 discount), i.e., at a price of $80.408. If prospective bondholders were to
deposit $80,408,000 in an account earning interest at 16% compounded semiannually,
they would be able to withdraw $6 million each six months and $100 million at the
end of 10 years. For this reason, bond investors would be unwilling to pay more than
$80,408,000 for the Marley Company bonds.

Upon issuing the bonds, Marley Company’s cash and bonds payable (net of the
bond discount) will increase by $80,408,000:
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ASSETS � LIABILITIES � SHAREHOLDERS’ EQUITY

Cash Bonds payable
�$80,408,000 �$80,408,000

In effect, the discount represents additional interest paid to bondholders. This com-
pensates for the fact that the coupon interest payments are lower than those provided
by competing investments. The total interest expense is determined as follows:

Total explicit interest payments $120,000,000
Add: Bond discount 19,592,000
Total interest expense $139,592,000

The amount of this interest expense to be recognized each interest period (an inter-
est period is six months in this example) is based on the reported value of the bonds
at the start of the interest period and the market rate of interest when the bonds were
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issued. Because Marley Company’s bonds were sold on January 1, 2000, when the
market rate of interest was 16% compounded semiannually, or 8% each six-month pe-
riod, the interest expense during 2000, 2001, and 2009 would be determined as
shown in Exhibit 9-1.

Whenever the periodic interest expense differs from the periodic cash payments to
the bondholders, the reported value of the bonds will be adjusted for the difference. This
adjustment is termed amortization. In Exhibit 9-1, note that the interest expense
recorded in each period exceeds the cash interest ($6,000,000) that is paid to the bond-
holders. Because the actual interest expense incurred each period is greater than the
amount that is paid currently to the bondholders, the reported value of the bonds (bonds
payable minus discount) increases each period. In fact, as shown in Exhibit 9-1, the re-
ported value of the bonds will increase to exactly $100,000,000, the principal amount of
the bonds, by the date that the bond issue matures (at the end of the year 2009). In other
words, the discount on the bonds will be completely amortized by that date, so the bonds
will be reported at their face value of $100 million. The interest expense and bond
coupon payment for the first six months in 2000 would be recorded in the following way:
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Marley Company
Calculation of Interest Expense

Bonds Sold at a Discount

(1) (2) (3) (4) (5)
Reported

Six-month Reported Interest Increase in Value of Bonds
Period Value of Bonds, Expense Interest Reported Value End of Period

Beginning Beginning (1) � 8% Payment (2) � (3) (1) � (4)
Jan. 1, 2000 $80,408,000 $  6,432,640 $6,000,000 $  432,640 $  80,840,640
July 1, 2000 80,840,640 6,467,251 6,000,000 467,251 81,307,891

Total expense, 2000 $12,899,891

Jan. 1, 2001 81,307,891 $  6,504,631 6,000,000 504,631 81,812,522
July 1, 2001 81,812,522 6,545,000 6,000,000 545,000 82,357,523

Total expense, 2001 $13,049,631
. . . . . .
. . . . . .
. . . . . .

Jan. 1, 2009 96,433,440 $  7,714,674 6,000,000 1,714,674 98,148,114
July 1, 2009 98,148,114 7,851,886 6,000,000 1,851,886 100,000,000

Total expense, 2009 $15,566,560

NOTE: The reported value of the bonds increases each period because the interest expense exceeds the amount paid to
the bondholders, which increases the company’s obligation to the bondholders. At the maturity date of the bonds, the
reported value will equal the principal (face) amount of $100 million.

EXHIBIT 9-1       Calculation of Interest Expense

ASSETS � LIABILITIES � SHAREHOLDERS’ EQUITY

Cash Bonds payable Retained earnings
�$6,000,000 �$432,640 �$6,432,640

(interest expense)
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As you can see, because the cash payment required by the coupon rate of inter-
est is less than the actual interest expense for the period, the amount of the liability
must be increased for the difference. During the first interest period (January 1 to June
30, 2000), $432,640 of the bond discount has been amortized.

Sale or Issuance of Bonds at a Premium
Suppose the market rate of interest on January 1, 2000, when the Marley Company
bonds were sold, is below the coupon rate of 12%. In this case, investors would find
the bonds to be quite attractive because the coupon rate is higher than the market
interest rate available on other investments of equivalent risk. As a result, the market
price of Marley’s bonds increases. The bonds are issued at a premium, in other
words, at an amount greater than the principal amount of $100 million. For example,
if the market interest rate is 8% when the bonds are issued, investors will be willing
to pay $127,140,000,  a price of 127.14, determined as follows.

Principal, due in 20 six-month periods at 4% (half the 8% annual rate):

Amount � Present value factor
(Exhibit C-2) n � 20, i � 4%

$100,000,000 � 0.456 � $45,600,000

Interest payments, due each six months for 20 periods:

(Exhibit C-3) n � 20, i � 4%
$6,000,000 � 13.590 � 81,540,000

Total present value $127,140,000

Consequently, the bonds will sell at $127,140,000 ($100,000,000 face value �
$27,140,000 premium). The total interest expense over the life of the bonds is deter-
mined as follows:

Total explicit interest payments $120,000,000
Less: Bond premium � 27,140,000
Total interest expense $  92,860,000

The amount of interest expense to be recognized each interest period (each six
months in this example) is based on the reported value of the bonds at the start of the
interest period. Exhibit 9-2 shows how the interest expense during 2000, 2001, and
2009 would be determined.

The amount of this interest expense to be recognized in each period would be de-
termined as before; the reported value of the bonds at the start of each interest period
would be multiplied by the market rate of interest when the bonds were issued. The
logic of this calculation is the same as that shown in Exhibit 9-1 for the case of bonds
sold at a discount. The total interest expense incurred by Marley Company over the
life of bonds sold at a premium will be less than the total interest coupons paid. In ef-
fect, the premium represents a reduction in interest paid to the bondholders, to com-
pensate for the fact that the coupon rate is too high.

Early Retirement of Bonds
After bonds are sold to investors, they are often subsequently traded (bought and sold)
among investors. The market value of bonds that are traded among investors varies
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from day to day as prevailing interest rates rise and fall. This occurs because the bond
contract specifies a set of cash payments to be made to bondholders, and the present
value of a given set of future cash flows changes whenever there is a change in the rates
used to make the present value calculations. For example, market interest rates on cor-
porate bonds fell dramatically in the 1990s and as a result the value of existing bonds
increased substantially. If monetary authorities begin to tighten money and increase in-
terest rates in subsequent years, the market value of existing bonds will again decline.

Fluctuations in the market prices of outstanding bonds do not result in additional
cash inflows and outflows for the issuing company. Consistent with the historical cost
principle, the reported value of bonds in the financial statements of the issuing com-
pany is not revised to reflect changes in market interest rates and market prices of the
outstanding bonds. For this reason, changes in market rates of interest may motivate
firms to buy back their outstanding bonds prior to their scheduled maturity dates. If
market rates of interest have changed subsequent to the issuance of the bonds, then
the current market prices of the bonds may differ substantially from values shown on
the books of the issuing firm. If the firm does repurchase its own bonds, any differ-
ence between the reported value and the repurchase price must be recognized as an
extraordinary gain or loss by the issuer when the transaction is completed.

To illustrate this point, assume that Marley Company issued bonds at par early in
2000, and that interest rates have risen subsequently. When interest rates rise, the mar-
ket values of outstanding bonds decline because the remaining cash payments (prin-
cipal and interest coupons) are discounted by lenders at higher rates. If we assume
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Marley Company
Calculation of Interest Expense

Bonds Sold at a Premium

(1) (2) (3) (4) (5)
Decrease in Reported

Six-month Reported Interest Reported Value of Bonds
Period Value of Bonds, Expense Interest Value End of Period

Beginning Beginning (1) � 4% Payment (3) � (2) (1) � (4)
Jan. 1, 2000 $127,140,000 $  5,085,600 $6,000,000 $   914,400 $126,225,600
July 1, 2000 126,225,600 5,049,024 6,000,000 950,976 125,274,624

Total expense, 2000 $10,134,624

Jan. 1, 2001 125,274,624 $  5,010,985 6,000,000 989,015 124,285,609
July 1, 2001 124,285,609 4,971,424 6,000,000 1,028,576 123,257,033

Total expense, 2001 $  9,982,409
. . . . . .
. . . . . .
. . . . . .

Jan. 1, 2009 103,772,411 $  4,150,896 6,000,000 1,849,104 101,923,307
July 1, 2009 101,923,307 4,076,693 6,000,000 1,923,307 100,000,000

Total expense, 2009 $  8,227,589

NOTE: The reported value of the bonds decreases each period because the amount paid to the bondholders exceeds the
interest expense, which decreases the company’s obligation to the bondholders. On the maturity date of the bonds, the
reported value will equal the principal (face) amount of $100 million.

EXHIBIT 9-2       Calculation of Interest Expense
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that Marley repurchases bonds with a $100 million reported value at a market value
of $85 million, the firm would report a gain of $15 million:

Reported value of bonds payable $100,000,000
Cost to repurchase bonds payable � 85,000,000
Gain on repurchase of bonds $  15,000,000

This transaction would be recognized in Marley’s financial statements in the following
way:
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The financial reporting of such gains or losses upon early retirement of bonds has
been a matter of sharp debate. Managers argue that in cases where bonds are retired
at less than their reported values, there is an economic gain to the firm; liabilities have
been eliminated for less than their reported values and net assets have been increased.
Analysts and accounting policy makers, on the other hand, observe that managers are
able to decide whether and when to repurchase outstanding bonds, and for this rea-
son have considerable control over the time periods in which the resulting gains or
losses are recognized. Reality Check 9-1 shows the composition of long-term debt for
a major company that has debt issued at a variety of different interest rates.

Managers can use bond repurchases as a means of “smoothing”fluctuations in in-
come. For example, in periods of poor operating performance, managers can improve
reported income merely by repurchasing outstanding bonds with market values be-
low their reported values. Moreover, firms that retire bonds early often issue addi-
tional bonds in order to replace the retired debt. This practice has the appearance of
“paper shuffling” because the firm’s debt position is essentially unchanged, but sub-
stantial gains have been included in income. Also, because firms must issue new debt
at higher interest rates in order to retire older debt bearing lower interest rates, future
periods will report higher interest expenses and lower net income.

In response to this issue, the FASB requires that material gains and losses from
the early retirement of debt be reported as extraordinary items on the income state-
ment. Recall from our discussion of the income statement in Chapter 4, “The Income
Statement,” that extraordinary gains and losses are reported in a separate section of
the income statement, separate from the calculation of the firm’s income from on-
going or recurring operations. This separation is useful to financial statement users
who want to assess the firm’s ability to generate profit from its ongoing operations
in future periods.

Other Aspects of Borrowing Agreements
In addition to specifying payments of principal and interest, borrowing agreements
(indentures) can include a variety of other provisions that are important to users of
financial statements. These provisions are added to make the debt issues more attrac-
tive to prospective lenders. Common provisions include restrictive covenants, collat-
eral, and convertibility. Each of these features is described briefly in this section.

ASSETS � LIABILITIES � SHAREHOLDERS’ EQUITY

Cash Bonds payable Retained earnings
�$85,000,000 �$100,000,000 �$15,000,000 (gain)
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Restrictive Covenants
Borrowers may agree to various restrictions on management’s ability to invest, pay div-
idends, incur additional debt, or take other actions that can affect the firm’s ability to
meet its repayment obligations. Such restrictive covenants are often based on ac-
counting measurements of assets, liabilities, and/or income. Violation of these restric-
tions constitutes technical default on the debt and may allow lenders to increase in-
terest rates or impose other penalties on the borrower.
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Kerr McGee Corporation, a global energy and chemical company, includes the following information in a footnote de-
scribing the long-term debt reported in its 1997 financial statements:

Long-term debt (Partial) (Dollars in millions)
7.125% Debentures due October 15, 2027 (7.01% effective rate) $ 150
7% Debentures due November 1, 2011, net of unamortized debt discount of

$108 million in 1997 and $111 million in 1996 (14.25% effective rate) 142
8-1/2% Sinking fund debentures due June 1, 2006 22
Notes payable -
6.625%  Notes due  October 15,  2007  (6.54%  effective  rate) 150

Other 90

Required

a. Why do the interest rates differ among the various debt issues reported by Kerr McGee?
b. Why is the information concerning the due dates of Kerr McGee’s debt useful to the analyst?
c. Note that the coupon rates and effective interest rates differ for several of Kerr McGee’s debt issues. Based on the in-

formation provided above, which of these issues was sold at a discount? Which was sold at a premium?
d. Assume that the market rate of interest on similar debt is 10 percent at the balance sheet date (December 31, 1997).

If so, would the market values of the first two issues listed above be greater or less than their book values? Explain.
e. Based on your answer to part d, if Kerr McGee’s management wished to report a gain on early debt retirement, which

of the issues would be retired?

Solution

a. The primary reason that interest rates differ among debt issues is that interest rates prevailing in financial markets
change over time. Consequently, some debt is issued when interest rates in general are relatively high, and other debt
is issued when interest rates in general are relatively low.

In addition, interest rates may differ because of the features of individual debt issues. For example, Kerr McGee’s
sinking fund debentures have a relatively low interest rate (8 1/2%). A sinking fund debenture requires that the com-
pany makes periodic payments to a fund that is earmarked to repay the debt at maturity. This feature is usually at-
tractive to investors, so lenders are willing to accept a lower rate of interest.

b. The information about the maturity dates of Kerr McGee’s outstanding debt is useful to the analyst in predicting the
firm’s future cash flows. The company must generate sufficient cash to retire the debt from operating cash flows and/or
from additional borrowings and shareholders’ investments.

c. The effective interest rate on the debentures due October 15, 2027 is 7.01%, which is below the coupon rate of
7.125%, implying that this issue was sold at a premium. Conversely, the effective interest rate on the debentures due
November 1, 2011, is 14.25%, which is above the coupon rate of 7%, implying that this issue was sold at a discount.

d. A market rate of interest of 10% would exceed the 7.01% effective rate of the issue due October 15, 2027, so this is-
sue would have a market price that is below its book value. Conversely, a market rate of interest of 10% would be less
than the 14.25% effective rate of the issue due November 1, 2011, so this issue would have a market price that is
above its book value.

e. In order to report a gain, management would retire the issue due October 15, 2027. The reported gain would be the
difference between the book value and the (lower) market value of the issue.

R E A L I T Y  C H E C K  9 - 1
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Exhibit 9-3 shows a portion of the footnote disclosures included in Ethyl Corpo-
ration’s 1997 financial statements, describing restrictive covenants related to the com-
pany’s long-term debt. These agreements require Ethyl to maintain certain financial ra-
tios at specified levels.

The existence and the nature of restrictive covenants are an important concern to
analysts of financial reports. Restrictions that are based directly on accounting mea-
surements, such as working capital (current assets minus current liabilities) and net
worth (total assets minus total liabilities, which we have already described as net as-
sets), can affect the choice of accounting methods in use by the firm.

To illustrate, recall that in periods of rising costs the FIFO method of inventory
costing results in higher reported profits and inventory valuations than does LIFO. Also,
the straight-line method of depreciating plant and equipment results in lower depre-
ciation charges and higher asset valuations than do accelerated methods of deprecia-
tion. Consequently, managers who face restrictive covenants that are based on asset
values, income, or net worth would be more likely to choose FIFO rather than LIFO
costing for inventories, despite possibly paying higher taxes. They would also probably
choose straight-line rather than accelerated depreciation methods for long-lived assets.

Debt covenant restrictions can be affected by changes in GAAP, such as new state-
ments of the FASB. For instance, if a firm is approaching the minimum limits of work-
ing capital or net worth specified in its lending agreements, then management is likely
to favor accounting standards that increase reported asset valuations and net worth.
Management is also likely to oppose prospective new accounting standards that
would make violations of these restrictions more likely. Some debt contracts provide
for exceptions or adjustments to the restrictions if there are subsequent changes in
GAAP.  Another example of restrictive covenants on long-term borrowings is provided
in Reality Check 9-2.
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Ethyl Corporation
1997 Annual Report

Note 10-Long-term debt (Partial)

The Company has an unsecured Amended and Restated Competitive
Advance, Revolving Credit Facility, and Term Loan Agreement
with a group of banks that permit it to borrow up to $750
million. The credit facility permits borrowing for the next
five years at various interest rate options. The facility
contains a number of covenants, representations, and events of
default typical of a credit facility agreement of this size
and nature, including financial covenants relating to
consolidated debt (as defined) including: (i) maximum
consolidated leverage or indebtedness to earnings of 3.5 to
1.0, (ii) minimum consolidated earnings to fixed charges
coverage of 1.25 to 1.0 and (iii) minimum consolidated net
worth (defined as a percentage of shareholders’ equity after
the effects of the repurchase of about 35 million shares on
October 2, 1997, plus 50% of future net income). The Company
was in compliance with such covenants at December 31, 1997.

EXHIBIT 9-3       Sample of Footnote Disclosures of Restrictive Convenants
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The following information concerning restrictive covenants has been adapted from footnotes to the 1996 financial
statements of Nuclear Metals, Inc., a metallurgical technology firm:

The Industrial Revenue Bonds (IRBs) outstanding consist of two note issues. The interest rates on these notes range
from 66.5% to 70% of the bank’s prime interest rate. These notes are secured by property, plant, and equipment. The IRBs
contain restrictive covenants including, among others, a requirement to maintain minimum working capital, consolidated
net worth, and a minimum current ratio

The following amounts appear on the year-end balance sheet:
Current assets $18,633,000
Total assets 35,118,000
Current liabilities 9,384,000
Total liabilities 10,878,000

Required
a. Assume for purposes of illustration that Nuclear Metals, Inc.’s restrictive covenants require minimum working capital

of $7,000,000, consolidated net worth of not less than $20,000,000, and current assets greater than 150% of cur-
rent liabilities. Would the firm be in compliance with these covenants at the end of 1996?

b. By how much might the firm’s current assets decrease and still not violate the working capital restriction? (Assume that
current liabilities remain constant.)

c. By how much might the firm’s current assets decrease and still not violate the current ratio constraint? (Assume that cur-
rent liabilities remain constant.)

d. Why might lenders restrict both the current ratio and the dollar amount of working capital in restrictive covenants?

Solution
a. Evaluation of compliance with restrictive covenants:

Minimum working capital of $7,000,000:
Current assets $18,633,000
Less: Current liabilities �9,384,000

Working capital $  9,249,000

Therefore, the firm complies with the minimum working capital restriction.
Current ratio of 150% (or 1.5):

Therefore, the firm complies with the current ratio restriction.
Net worth of $20,000,000:

Net worth � Total assets less total liabilities
$24,240,000 � $35,118,000 � $10,878,000

Therefore, the firm complies with the net worth restriction.
b. The firm’s current assets might decrease up to $2,249,000 before violating the working capital restriction:

Actual working capital (see calculation in part a) $9,249,000
Working capital restriction �7,000,000

Excess over restriction $2,249,000
c. The firm’s current assets might decrease to $4,557,000 before violating the current ratio restriction:

Actual current assets $18,633,000
Current liabilities � 150% ($9,384,000 � 1.5) �14,076,000
Difference $  4,557,000

d. Lenders may restrict both the current ratio and the dollar amount of working capital for the following reason. Long-
term borrowings extend over many years and during that time the firm’s operating level may change substantially. For
lower levels of output, the firm may have relatively small amounts of current assets and liabilities, and a high current
ratio would not provide much protection for long-term lenders. In this case, the dollar amount of working capital is
an important feature. At higher levels of output, when current assets and liabilities are relatively large, a high current
ratio offers stronger protection to the long-term creditors.

198.5% (or 1,985) �  $18,633,000�$9,384,000

Current ratio �  
Current assets

Current liabilities

R E A L I T Y  C H E C K  9 - 2
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Collateral
Debt agreements sometimes require that specific assets of the firm be pledged as se-
curity in the event of default by the borrower. These assets are termed collateral.
Mortgages on office buildings, plant, and equipment are frequent examples, especially
in transportation industries such as airlines, railroads, and trucking companies. On the
other hand, lenders are sometimes reluctant to accept as collateral a business asset
that has limited resale value or alternative use. In these cases, the lender may require
that a sinking fund be established to secure the debt. The sinking fund is segregated
cash and/or other liquid temporary investments, usually administered by an indepen-
dent trustee or financial institution and pledged as collateral to retire a specific bond
or note.

Convertibility
An attractive feature to many investors is the right to exchange debt instruments for
other securities, usually common stock of the borrowing firm. Convertible bonds
give the bondholder the option to exchange bonds for a predetermined number of
shares of stock. If the stock price subsequently increases above the value of the bonds,
the bondholders will likely convert their holdings to stock. Conversely, if the stock
price remains below the value of the debt, the bondholders will continue to collect in-
terest and will receive the bond principal at maturity. Convertible debt is described in
more detail in Chapter 10, “Shareholders’Equity,” which discusses shareholders’equity.

FINANCIAL REPORTING FOR INCOME TAXES

Corporations measure income for financial reporting and income tax purposes, and
the objectives of these measurements differ. Income measures for financial reporting
purposes should help financial analysts to assess the firm’s future ability to generate
cash. Income measures for income tax purposes, on the other hand, must comply
with the relevant provisions of the Internal Revenue Service (IRS) tax code. IRS regu-
lations reflect the objectives of government fiscal policy, rather than the objectives of
financial analysis and reporting.

Book and Tax Differences
Because of these differing objectives, revenue and expense measurements that are
used to determine taxable income may differ from those used in financial reporting.
Accountants in these cases distinguish between book and tax measurements in that
book measurements are used for financial reporting purposes, while tax measure-
ments must comply with income tax laws.

In most cases, differences between book and tax measurements are temporary
in nature. In order to stimulate purchases of property, plant, and equipment, for ex-
ample, the U.S. government allows firms to depreciate such assets quickly for tax pur-
poses. Firms can thereby reduce their income taxes in the earlier years after purchas-
ing such assets. This accelerated depreciation usually exceeds the amount of
depreciation expense that is used for financial accounting measurements of income. In
later years, however, the situation is reversed. Financial statements continue to report
depreciation expense, although the asset is already fully depreciated for tax purposes.

Accounting standards for reporting income tax expenses and liabilities reflect a
basic premise: all events that affect the tax impact of temporary differences should be
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recognized currently in the financial statements. Broadly, two types of events can
affect these expected tax impacts: (1) a change in the amount of temporary differ-
ences between the book and the tax bases of a firm’s assets (or liabilities) and (2) a
change in tax rates that will apply to those temporary differences.

To illustrate the measurement of income tax expenses and liabilities, consider the
information provided in Exhibit 9-4 about the financial statement and income tax ac-
counting used by Dorian Company to account for its plant and equipment. As shown
in Exhibit 9-4, Dorian uses the straight-line method of depreciation for financial re-
porting purposes and an accelerated method of depreciation for income tax purposes.
As a result, the financial statement carrying value, or book basis, of these assets is $700
million at December 31, 2000, and the tax basis of these assets is $300 million. The
book and tax bases of Dorian’s plant and equipment differ by $400 million:

Book basis of plant and equipment $700 million
Tax basis of plant and equipment 300 million
Difference $400 million

Deferred Tax Liability Because temporary differences such as those resulting
from accelerated tax depreciation only allow a firm to postpone its tax payments to
later years, the postponed taxes will be paid eventually. For this reason, accounting
standards require that firms recognize a liability for such future income taxes. 
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Dorian Company
Depreciation of Plant and Equipment for Book

and Tax Purposes, 2001

On December 31, 2000: Book Tax
Plant and equipment, original cost $900 million $900 million
Accumulated depreciation 200 million(a) 600 million(b)

Basis $700 million $300 million
During 2001:

Income tax rate 35% 35%
Income before depreciation $250 million $250 million
Depreciation 60 million 150 million
Pre-tax income $190 million $100 million

On December 31, 2001: Book Tax
Plant and equipment, original cost $900 million $900 million
Accumulated depreciation 260 million 750 million

Basis $640 million $150 million
Income tax actually payable for 2001:

Income before depreciation $250 million
Tax depreciation �150 million
Taxable income 100 million 
Income tax rate � 35%
Tax actually payable $  35 million

(a) Straight-line depreciation is used for financial reporting.
(b) Accelerated depreciation is used for tax reporting.

EXHIBIT 9-4       Depreciation for Book and Tax Purposes
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The liability for future income taxes is referred to as a deferred income tax liabil-
ity. The measurement of a firm’s deferred income tax liability is obtained by multiply-
ing the difference between the asset’s book and tax bases by the appropriate income
tax rate.

Dorian Company’s income tax rate is expected to be 35% over the relevant future.
Consequently, Dorian’s deferred tax liability at December 31, 2000, is $140 million,
computed as follows:

Excess of book over tax basis of plant and equipment $400 million
Income tax rate � 35%
Deferred tax liability, December 31, 2000 $140 million

Income tax expense reported in the financial statements is computed in the fol-
lowing manner:

Income tax actually payable $XXX
Increase (decrease) in deferred tax liability �(�)   YYY
Total income tax expense $ZZZ

To illustrate, refer again to Exhibit 9-4, which shows that during 2001 Dorian’s tax
depreciation exceeds the book depreciation of the plant and equipment by $90 mil-
lion ($150 million � $60 million). As a result, the difference between the tax and
book bases of these assets has increased by $90 million, and the amount of the de-
ferred tax liability has increased by $31.5 million, computed as follows:

Book basis of plant and equipment, December 31, 2001 $   640 million
Less: Tax basis of plant and equipment, December 31, 2001 �150 million

Difference at December 31, 2001 490 million
Income tax rate � 35%

Deferred tax liability, December 31, 2001 $171.5 million
Less: Deferred tax liability, December 31, 2000 �140.0 million
Increase in deferred tax liability during 2001 $  31.5 million

Dorian’s 2001 income tax expense is the sum of the amount actually payable, $35
million (shown in Exhibit 9-4), and the increase in the deferred tax liability during
2001 computed above:

Income tax payable (Exhibit 9-5) $35.0 million
Plus: Increase in deferred tax liability 31.5 million
Total income tax expense $66.5 million

This tax expense would affect Dorian’s financial statements in the following manner:
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ASSETS � LIABILITIES � SHAREHOLDERS’ EQUITY

Cash Deferred taxes Retained earnings
�$35 million �$31.5 million �$66.5 million

(income tax expense)
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Note that the income tax expense of $66.5 million is equal to 35% of Dorian’s re-
ported pre-tax income of $190 million. This relationship occurs because our example
assumes that tax rates remain stable at 35%. On the other hand, the percentage rela-
tionship of the income tax actually payable, $35 million, to Dorian’s pre-tax income is
just 18.4% ($35 million / $190 million). If this amount were to be reported as income
tax expense on the income statement, investors might be misled about Dorian’s true
tax burden. For this reason, deferred tax accounting appears to provide a better
matching of expenses on the income statement, at least when tax rates are expected
to be stable over time. Reality Check 9-3 illustrates the relationships between income
tax expenses, tax payments, and effective tax rates for a large U.S. firm.

Historically, tax rates in the U.S. have been relatively stable. In the third quarter of
1993, however, a new deficit-reduction law raised the corporate tax rate from 34 to
35%. This apparently minor adjustment in tax rates required that firms revalue their de-
ferred tax liabilities upward by about 2.9% (1% rate increase/34% old rate). Because ac-
counting standards require this adjustment to be included in the calculation of tax ex-
pense for the quarter in which the new tax law is signed, many firms experienced a
considerable drop in the forecast for third-quarter profits. As examples, International
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The Aluminum Company of America (Alcoa) includes the following information in its 1997 Financial Report:

(Dollars in millions)
Income before income taxes $1,601.7
Provision (expense) for income tax 528.7
Income taxes paid currently 445.5
Deferred tax liabilities related to depreciating assets at 

December 31,1997 840.4

Required

Based solely on the information provided above
a. Determine Alcoa’s effective income tax rate during 1997.
b. Determine the percentage relation between Alcoa’s actual tax payments and income before taxes during 1997.
c. Provide a likely reason for the difference between the percentages determined in parts a and b above.
d. Assume that Alcoa’s statutory tax rate is 35 percent. What would you estimate as the difference between the tax ba-

sis and the book basis of Alcoa’s depreciable assets at the end of 1997? 

Solution

a. Alcoa’s effective tax rate during 1997 is the percentage relation of the provision for income tax ($528.7 million) to
income before income tax ($1,601.7 million), or 33% ($528.7/$1,601.7).

b. Alcoa’s tax payments of $445.5 million are 27.8 percent of income before taxes ($445.5/$1,601.7).
c. A likely reason for the fact that Alcoa’s effective tax rate exceeds the percentage of income actually paid in income

taxes during 1997 is that Alcoa’s taxable income is below the amount of income recognized in Alcoa’s financial state-
ments. This may be due to timing differences in recognizing revenues (such as lower revenues recognized for tax pur-
poses) or in recognizing expenses (such as higher expenses recognized for tax purposes).

d. If Alcoa’s statutory tax rate is 35%, the differences between the tax and book bases of the depreciating assets may be
estimated as follows:

Deferred tax liabilities related to depreciation $   840.4
Tax rate of 35% ÷ 35%
Difference in tax basis and book basis of depreciable assets $2,401.1

R E A L I T Y  C H E C K  9 - 3
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Paper’s profit forecast fell by 50.8%, and Georgia Pacific’s forecasted profits were re-
vised to a forecasted loss.

Other Aspects of Income Tax Reporting
The foregoing discussion of income tax reporting has emphasized the issue of accel-
erated depreciation. This focus is appropriate because the predominant portion of
temporary differences between the book and the tax bases of U.S. firms’corporate as-
sets is due to differences in tax and book depreciation.

Tax and book income measurements differ, however, for many other reasons. For
example, revenue and expense measurements in areas such as leasing, warranties,
debt refinancing, exchanges of assets, and various other areas are treated differently
for tax and book purposes. In some cases, the differences result in postponements of
taxable income (as with accelerated depreciation). In other cases, however, the dif-
ferent treatments result in earlier recognition of taxable income. As a result, some
firms may report deferred tax assets, rather than deferred tax liabilities. Exhibit 9-5
shows the reasons why the tax and book bases of various assets and liabilities differ
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Ethyl Corporation
Footnote disclosures of deferred tax items

(Adapted from the 1997 annual report)

(In Thousands)
Deferred tax assets:                         1997
------    -------

Environmental reserves                   $15,708    
Intercompany profit in

inventories                           10,467    
Loss on impairment of

non-operating assets                   6,358    
Undistributed earnings of

foreign subsidiaries                   4,744    
Future employee benefits                   4,268    
Other                                      7,425    

------    
Gross deferred tax assets                   48,970    

Valuation allowance                            -    
------    

Net deferred tax assets                     48,970    
------    

Deferred tax liabilities:
Depreciation                              41,056    
Future employee benefits                  20,056    
Long-term contingent note

payable                               18,169    
Deferred tax liabilities                    92,744    

------    
Net deferred tax liabilities               $43,774

EXHIBIT 9-5       Composition of Deferred Tax Assets and Liabilities
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for a major U.S. firm. Although further discussion of these other types of temporary
differences is too specialized for this text, the basic framework that was used in
calculating tax differences due to differences in depreciation methods applies in many
other areas.

In addition to timing differences that give rise to deferred tax assets and liabilities,
there are various other reasons why the percentage relation between a firm’s reported
pre-tax income and its income tax expense may differ from the federal statutory cor-
porate tax rate, which is currently 35 percent. For this reason, firms are required to
disclose the causes of any significant differences between the statutory and the ef-
fective tax rate in the footnotes to the financial statements. The effective tax rate is
the reported income tax expense as a percentage of reported income before tax. Ex-
hibit 9-6 provides an example of such a disclosure. Note that for a given firm, effective
tax rates can be either above or below the federal statutory rate. Some differences be-
tween these rates may be relatively stable over time (such as state and local taxes), and
other causes may vary in their effects over time (such as settlements and adjustments
of prior years’ taxes).

Deferred Taxes and the Liability Concept
Present financial reporting standards emphasize that deferred tax obligations are lia-
bilities. In some respects, however, the manner in which deferred tax obligations are
classified and measured is inconsistent with liability reporting.

Generally, business liabilities are classified as current or noncurrent based on the
length of time to repayment. Deferred tax obligations, in contrast, are classified based
on the current versus noncurrent classification of the related asset. Depreciating as-
sets are classified as noncurrent assets, for example, and the related deferred tax oblig-
ations are also classified as noncurrent for this reason. Accounting literature does not
provide any compelling reason for this practice.
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Ethyl Corporation
Footnote disclosures of income tax rates
(Adapted from the 1997 annual report)

The significant differences between the U.S. federal statutory
rate and the effective income tax rate are as follows:

% of Income
Before Income Taxes

1997   1996   
Federal statutory rate                           35.0%  35.0%  
State taxes, net of federal tax benefit           2.0   1.8   
Favorable tax settlements and adjustments        (3.5)    -   
Other items, net                                 (4.0)  (0.6)  

----   ----   
Effective income tax rate                        29.5%  36.2%  

====   ====

EXHIBIT 9-6       Reconcilation of Statutory and Effective Tax Rates
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Generally, long-term obligations are reported at their present values; in other
words, the future payments are discounted to the present at an appropriate rate of in-
terest. Deferred tax obligations are not discounted, however, even in cases where the
temporary differences are not expected to reverse for many years. Consequently, man-
agers and investment analysts often argue that the amounts reported as deferred tax
obligations are substantial overstatements of these liabilities’ economic value.

SUMMARY OF LEARNING OBJECTIVES

1. Recognize the types of noncurrent obligations that are reported by busi-
ness firms.
The major portion of long-term debt that is reported on corporate balance sheets
consists of notes and bonds payable. Many corporations also report substantial
obligations for deferred income taxes.

2. Comprehend the features of long-term borrowing contracts, such as
notes and bonds payable.
Notes payable represents direct borrowings by the firm from banks or other
lenders. The note is a formal contract to repay a specific amount at a definite fu-
ture date. Most notes require interest payments periodically over the life of the
loan. Some notes do not entail periodic interest payments and instead are sold at
a discount to compensate lenders for the use of their funds.

Bonds payable constitutes a major form of borrowed capital for business cor-
porations. They are contracts that obligate the issuing corporation to make peri-
odic interest payments and to repay the principal at a specified maturity date.
Bonds are sold to investors and are actively traded among investors subsequent to
their issuance. The amount that the issuing firm receives for its bonds depends on
the relationship between the coupon or face rate of interest and the market rate
of interest when the bonds are issued. Bonds will sell at par (face) value if the
coupon and market rates are equal; they will sell at a discount if the market in-
terest rate exceeds the coupon rate or at a premium if the coupon rate exceeds
the market rate.

3. Determine periodic interest expense and the value of noncurrent oblig-
ations in financial reports.
Firms use compound interest calculations to determine the periodic interest ex-
pense and balance sheet valuation of bonds payable. Fluctuations in the market
prices of bonds payable that occur subsequent to their issuance are not reflected
in the financial statements. If firms retire bonds early, or before the maturity date,
any difference between the carrying value and the cost to retire the bonds is re-
ported as an extraordinary gain or loss.

4. Appreciate why income is measured differently for income tax and fi-
nancial reporting purposes.
Income measurement for tax purposes must comply with income tax laws, and
income measurement for financial reporting purposes must comply with current
accounting standards. Because these two income measures serve different pur-
poses, the resulting pre-tax book (financial reporting) income and tax (tax return)
income will differ.

5. Understand why the tax basis and the financial reporting basis of assets
and liabilities may differ.
Differences between book and tax income imply differences in the book and tax
bases (or carrying values) of the related assets. These differences are usually tem-
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porary in nature because total taxable income over the entire useful life of an
asset will usually be the same for tax and book purposes. In other words, timing
differences may allow a firm to postpone tax payments to future years, but not to
avoid the tax payments. Consequently, firms must recognize an obligation for de-
ferred (postponed) taxes.

6. Interpret financial statement measurements of income tax expense and
deferred income tax liability.
Income tax expense reported in the financial statements is computed by adding
income tax payable and any change in the total amount of deferred tax liability:

Income tax actually payable $XXX
Increase (decrease) in deferred tax liability �(�)   YYY
Total income tax expense $ZZZ

Deferred tax obligations are reported in the balance sheet as part of a firm’s total
debt. Unlike other long-term obligations, however, they are not shown at their
present values and therefore may reflect an overstatement of a firm’s liabilities.

QUESTIONS

9-1 Define long-term or noncurrent liabilities. What are the differences between cur-
rent and noncurrent liabilities?

9-2 Identify some of the reasons why a firm may prefer to have both current and
some noncurrent liabilities.

9-3 If a firm has noncurrent liabilities with a fixed interest rate, what will happen to
the firm’s liabilities when market interest rates increase? Decrease? Although in-
terest rates on a firm’s financial instruments may be fixed, actual current market
interest rates can vary on a daily basis. Why don’t accountants value liabilities us-
ing current market rates?

9-4 Under what circumstances would managers prefer fixed interest rates and when
might they prefer to have variable interest rates on their noncurrent liabilities?
Discuss several choices that managers might make in these circumstances. What
are the financial statement consequences of these choices? Under what circum-
stances do managers have the opportunity to adjust the valuation of their liabil-
ities to reflect market conditions?

9-5 Describe the major differences between a bond discount and a bond premium.
Discuss the distinctions between coupon (or nominal) interest rates and market
interest rates at the bond issuance date.

9-6 If a long-term bond is issued at a discount, both the carrying value of the bond
and the recognized interest expense will increase in each successive period dur-
ing which the bond is outstanding. Explain why this occurs.

9-7 If a long-term bond is issued at a premium, both the carrying value of the bond
and the recognized interest expense will decrease in each successive period dur-
ing which the bond is outstanding. Explain why this occurs.

9-8 Evaluate the following statement: “When a firm issues bonds at a discount, in ef-
fect the firm is paying the lender some of the bond interest expense in advance.
The difference between the bond principal and the amount paid to the issuer
should be reported on the balance sheet as prepaid interest expense and be
listed as an asset.”

9-9 Identify several reasons why managers may prefer to issue long-term bonds to a
number of investors, rather than borrow directly from a few financial institu-
tions.
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9-10 Discuss why lenders include various restrictive covenants in a lending agree-
ment. Provide several examples of restrictive covenants.

9-11 Assume that a firm has several long-term bonds outstanding at different interest
rates. Explain the relationship between bond coupon rates and current market
interest rates that would cause the bonds to sell at par, below par, and above par
value.

9-12 Discuss the purposes of income measurement for financial reporting. Then dis-
cuss why income taxes are included in a firm’s financial statements as an ex-
pense and as a liability.

9-13 Most firms keep at least two “sets of books,” in the sense that a given transaction
can be interpreted differently for “book” (financial reporting) and “tax” (income
tax calculations) purposes. Is this ethical? Discuss.

9-14 Suppose the U.S. Congress decides to stimulate business investment in new
plant and equipment by providing a reduction in income taxes equal to 10% of
the costs of eligible new investments. If a firm acquires $100 million in new
plant and equipment and consequently receives a $10 million dollar reduction
in income taxes, should the $10 million be interpreted (a) as income, (b) as a re-
duction in the cost of the acquired assets, or (c) in some other manner? Discuss.

9-15 Explain the nature of temporary differences between book and tax measure-
ments of assets and liabilities. Why is this concept important for financial re-
porting of income tax expense? Why is it important for reporting a firm’s liabil-
ities?

9-16 Whether a firm uses straight-line or accelerated depreciation in accounting for a
long-lived depreciable asset, the total amount of depreciation expense over the
entire service life of the asset will be the same. If so, why is the choice among
these depreciation methods for financial statement purposes important? Why is
the timing of depreciation expense on a firm’s tax return important?

9-17 Discuss the meaning of a deferred income tax liability. At minimum, address the
following points:
a. Why does a deferral exist?
b. Do these obligations satisfy the definition of liabilities that was provided in

Chapter 3, “The Balance Sheet”?
c. How (if at all) would the carrying value of these liabilities be affected by

changes in income tax rates?
d. How (if at all) would the carrying value of these liabilities be affected by

changes in interest rates?
9-18 Provide a reply to the following: “If a firm does not earn taxable income in fu-

ture periods, then it will not pay taxes.For this reason, it makes no sense to re-
port deferred tax liabilities. These amounts will only be payable if the firm
earns future taxable income, and that is an event that has not yet happened.
Financial accounting is supposed to be historical in nature. Deferred tax ac-
counting does not fit into the historical cost framework.”

9-19 Evaluate the following proposal: “If an asset is fully depreciated for income tax
purposes, it is less valuable than an asset that has a substantial undepreci-
ated cost for tax purposes.This implies that the valuation of assets on the bal-
ance sheet should be adjusted as their tax bases are reduced.”

9-20 Comment on the following observation: “Mammoth Company is not paying its
fair share of the national budget.The firm reported income before taxes of $4
billion in 1994, and paid only $40 million in income taxes.That is only 1%
of its income. Even the middle class pay more tax than that. I suppose it’s le-
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gal, but it’s sure not ethical.That company’s management should be removed
from office.”

9-21 Assume U.S. nominal or maximum income tax rates are increased from 35 to
40%. How would this increase affect a firm that presently reports a deferred tax
liability of $700 million? Specifically, how would the firm’s net income be af-
fected in the period when the rate increase is enacted, and how would the car-
rying value of the deferred tax liability be changed? Do you agree with these fi-
nancial statement effects? Discuss.

9-22 Current financial accounting standards do not permit the discounting of de-
ferred tax obligations, even in cases where the deferred obligations will not be
paid for many years. Evaluate this practice. At minimum, address the following
points:
a. Is it consistent to discount some long-term debt (such as bonds payable), and

not other long-term liabilities (such as tax deferrals), and then add these
amounts together in order to measure total liabilities? Why?

b. If deferred tax obligations are to be discounted, what rate should be used—
a current market interest rate or some other rate? On the other hand, support
the view that tax deferrals are essentially an “interest-free” loan from the gov-
ernment and therefore they should be discounted at a zero interest rate.

c. If deferred tax obligations are to be discounted, and interest rates in general
subsequently rise, how (if at all) would the carrying values of the deferred
tax obligations be adjusted?

9-23 If a firm has noncurrent liabilities with floating (variable) interest rates, what
will happen to a valuation of the firm’s liabilities when the market rate of inter-
est increases? Decreases? Why is there more consistency in this case than in the
case of fixed interest rates?

EXERCISES

Long-term Debt: Interpreting Financial Statements
9-24 Cabot Cove’s annual report contained a note on long-term debt. A partial list of

the long-term debt follows, exclusive of current maturities (dollars in thou-
sands):

2000 1999
Notes due 2001, 9.875% $150,000 $150,000
Notes due 2002-2022, 8.07% 105,000 105,000
Overseas Private Investment Corp.

due 2002, floating rate 6.5% 15,000 —
Industrial revenue bonds, due

2001-2014, 9.35%-14% 5,000 6,000

Required
a. Comment on why Cabot might have long-term debt with such different in-

terest rates and different maturities.
b. Based on current interest rates, which of these liabilities will sell above (or

below) par values? Why?
c. Discuss how managers might use an aggressive debt retirement strategy to in-

crease or decrease net income.
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Interpreting Liability Disclosures
9-25 Yellow-Jacket Company, which manufactures imaging and health products for

commercial and medical customers, included the following information in a
note describing its long-term debt:

Long-term debt (partial)
Issue: (Dollars in Millions)
10.05% notes due 1999 $   350
77/8% notes due 2001 135
8.55% notes due 2000 200
63/8% convertible debentures due 2001 278
Zero-coupon convertible debentures due 2011 

($3,680 face value) 1,127

Required
a. Why do the interest rates differ among the various debt issues reported by

Yellow-Jacket?
b. Why is information on these due dates useful to a financial analyst?
c. Assume that the prevailing market interest rate is 8.25% at the balance sheet

date, and that each of the first four issues listed was initially issued at par
(face) value. Which of these liabilities will have a current market value above
par? Which issues would have a market value below par value?

d. If Yellow-Jacket’s managers or board of directors wished to report a gain on
early debt retirement. Which of these liabilities (see part c) will be retired
first? Why?

e. Why would lenders be willing to invest in zero-coupon bonds (bonds that do
not pay periodic interest)?

Restrictive Covenants on Debt
9-26 Nuclear Indentures, a firm specializing in providing debt financing to high-tech

firms, provided the following information concerning restrictive covenants in its
notes to the financial statements:

All long-term obligations contain restrictive covenants including, among others,
a requirement to maintain minimum working capital of $17,000,000, consoli-
dated net worth . . . of not less than $25,000,000 and current assets greater than
200% of current liabilities.

The following amounts appear on the year-end balance sheet (millions of dol-
lars):

Current assets $41.3
Total assets $65.1
Current liabilities $  8.2
Total liabilities $22.0

Required
a. Is Nuclear Indentures in compliance with its restrictive covenants?
b. By how much might the firm’s current assets decrease and still not violate the

working capital restriction? (Assume current liabilities remain constant.)
c. By how much might the firm’s current assets decrease and still not violate the

current ratio constraint? (Assume current liabilities remain constant.)
d. Why might a firm’s borrowing agreements restrict both the dollar amount of

working capital and the current ratio?
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Interpreting Liability Disclosures
9-27 Consider the following notes from the annual report of Jocko Enterprises. In-

terpret any unusual terms. How are lines of credit and long-term debt used by
Jocko’s managers? Explain how these notes indicate restrictions on managerial
decisions. Alternatively, how do such liabilities create flexibility for managers?

Note 7—Line of Credit (Partial)
To be able to draw under the line, or if borrowings are outstanding, the agreement

with the bank requires Jocko to maintain certain minimum levels of cash, cash
equivalents, and/or certain marketable securities, working capital, and net worth. As
of June 30, 1999, Jocko was in compliance with all the requirements. The agreement
also provides that, except for borrowings represented by the 8.75% Convertible
Subordinated Debentures due May 14, 2014 (the “debentures,” see Note 8),
additional institutional borrowings cannot exceed $2,000,000 and seller or assumed
financing of future acquisitions, if any, cannot exceed $5,000,000.

Note 8—Long-Term Debt (Partial)
The debentures were issued under an indenture containing a number of restrictive
covenants. These include restrictions on mergers and sales of assets and the creation
of liens on assets; limitations on payments of cash dividends and purchases of Jocko’s
common stock (see Note 9); and the use of the debenture proceeds by Jocko and its
subsidiaries, which are reserved for the acquisition of other businesses, and, pending
such acquisition, certain short-term investments.

Bond Terms
9-28 Write a short memo describing the key features of long-term bonds. Include at

least the following terms in your memo: par or face value, collateral, restrictive
covenants, coupon rate, maturity date, and semiannual compounding.

Long-Term Debt: Interpreting Financial Statements
9-29 Refer to Wendy’s financial statements in Appendix D. Review the balance sheet

to determine how and where long-term liabilities are reported.

Required
a. Read Note 3 “Term Debt.” Identify and discuss any unusual terms. Trace nu-

merical disclosures of long-term liabilities in the notes to corresponding dis-
closures in the financial statements.

b. Discuss any other unusual concerns regarding Wendy’s long-term liabilities.
What other related information might an external analyst prefer?

Long-Term Debt: Interpreting Financial Statements
9-30 Refer to Reebok’s financial statements in Appendix E. Review the balance sheet

to determine how and when long-term liabilities are reported.

Required
a. Read Note 8 “Long Term Debt.” Identify and discuss any unusual terms. Trace

numerical disclosures of long-term liabilities in the notes to corresponding
disclosures in the financial statements.

b. Discuss any other unusual concerns regarding Reebok’s long-term liabilities.
What other related information might an external analyst prefer?

c. Note 8 contains a list of various debt issues, maturity dates, and interest rates.
Comment on why Reebok might have long-term debt issues with such dif-
ferent interest rates and different maturities.

(Continued)
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d. Based on current interest rates, which of these do you think would sell above
or below par values at today’s rates? Why?

e. Discuss how managers might use an aggressive debt retirement strategy to in-
crease or decrease net income.

Transaction Analysis: Noninterest-Bearing Notes
9-31 On June 1, 1999, the Brewer Company signed a $450,000, four-year note, dis-

counted at 16% (compounded rate) payable to First Bank. The note matures May
30, 2003.

Required
Use the balance sheet equation to record the following transactions:
a. Cash proceeds received by Brewer Company.
b. Interest for each of the four years.
c. The final payment on the note.

Issuing Noninterest-Bearing Notes
9-32 Calculate the financial statement effects at the date of issue for each of the fol-

lowing discounted notes (also, refer to Chapter 8, “Accounts Payable, Commit-
ments, Contingencies, and Risks”):
a. $10,000,000 note for one year at a 10% market interest rate.
b. $20,000,000 note for three years at a 12% market interest rate.
c. $5,000,000 note for 10 years at a 10% market interest rate.
d. What amount of cash is necessary to repay these notes at maturity, assuming

no other changes during the term of the notes? (Hint: No further calculations
are necessary to answer this part.)

Transaction Analysis: Issuing Bonds
9-33 Use the balance sheet equation to analyze the effects of issuing the following

long-term bonds. Assume semiannual compounding and a coupon rate of 8%. Set
up separate columns as necessary. Use a separate cash column.
a. $10,000,000 bonds for one year at a market interest rate of 8%.
b. $20,000,000 bonds for three years at a market interest rate of 12%.
c. $5,000,000 bonds for 10 years at a market interest rate of 4%.

Transaction Analysis: Issuing Bonds
9-34 Use the balance sheet equation to analyze the effects of issuing the following

long-term bonds. Assume a market interest rate of 12% and semiannual com-
pounding. Set up separate columns as necessary.
a. $10,000,000 bonds for one year at a coupon interest rate of 10%.
b. $20,000,000 bonds for three years at a coupon interest rate of 12%.
c. $5,000,000 bonds for 10 years at a coupon interest rate of 10%.
d. Discuss why some of these bonds were issued at a premium or a discount.

Transaction Analysis: Issuing Bonds
9-35 Use the balance sheet equation to analyze the effects of issuing the following

long-term bonds. Assume a market interest rate of 8% and semiannual com-
pounding. Set up separate columns as necessary. Use a separate cash column.
a. $10,000,000 bonds for one year at a coupon interest rate of 10%.
b. $20,000,000 bonds for three years at a coupon interest rate of 12%.
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c. $5,000,000 bonds for 10 years at a coupon interest rate of 10%.
d. Discuss why each of these bonds was issued at a premium or discount.

Transaction Analysis: Bond Principal and Interest
9-36 Use the balance sheet equation to analyze the financial statement effects of 

the following transactions involving long-term bonds. Assume semiannual com-
pounding. Set up separate columns as necessary. Use a separate cash column.
a. Issue $10,000,000 of five-year bonds carrying a coupon interest rate of 8%

(paid semiannually). The market rate of interest at the time of issuance for
similar bonds was 4%.

b. Record interest due and paid after the first six months.
c. Record interest due and paid at the end of the first year.
d. Record interest due and paid during each six-month period during the sec-

ond year.
e. How much cash will be paid at maturity (at the end of the fifth year)?
f. Show the effects of the bond repayment on the financial statements at the

end of the fifth year.(Ignore any amortization of premium or discount in the
last year.)

g. Discuss why these bonds were issued and recorded at a premium or dis-
count.

Transaction Analysis: Bond Principal and Interest
9-37 Use the balance sheet equation to analyze the financial statement effects of the

following transactions involving long-term bonds. Assume semiannual com-
pounding. Set up separate columns as necessary and use a separate cash col-
umn.
a. Issue $20,000,000 of five-year bonds carrying a coupon interest rate of 8%,

payable semiannually. The market rate of interest at the time of issuance for
similar bonds was 12%.

b. Record interest paid after the first six months.
c. Record interest due and paid at the end of the first year.
d. Record interest due and paid during each six-month period during the sec-

ond year.
e. How much cash will be paid at the end of the fifth year?
f. Show the effects of the bond repayment on the financial statements at the

end of the fifth year.
g. Discuss why these bonds were issued and recorded at a premium or dis-

count.

PROBLEMS

Calculating Gain or Loss on Bond Retirement
9-38 Assume that a firm has bonds outstanding with a principal amount of $100 mil-

lion, a carrying value of $105 million, and a current market value of $112 mil-
lion. What gain or loss would the firm report if the bonds were to be retired at
current market values (ignoring transactions costs)? Do you consider this to be
a “real”gain or loss? Explain.
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Transaction Analysis: Long-Term Notes Payable
9-39 Use the balance sheet equation to analyze the effects of the following transac-

tions involving noncurrent liabilities. Set up separate columns as necessary for
each liability. Use a separate column for cash.
1. A firm signed a long-term note for $5 million for three years at an interest rate

of 8% and received $5 million in cash.
2. The first interest payment was paid at the end of the first year.
3. The interest payment at the end of the second year was due, but wasn’t paid.
4. The note was paid at the end of the third year, including the accrued inter-

est from year 2. Show the effects of each interest payment and the repayment
separately. Assume that interest on any unpaid balances compounds; in other
words, interest accrues on the unpaid interest carried over from year 2.

Transaction Analysis: Notes Payable and Simple Interest
9-40 Use the balance sheet equation to analyze the effects of the following transac-

tions involving noncurrent liabilities. Set up separate accounts for each liability
and use a separate column for cash.
1. Sally Shrimpton wanted to expand her pottery business, but had a negative

cash flow. She borrowed $150,000 from her local bank and signed a note
upon receipt of the cash.

2. Sally purchased a new kiln for $50,000 cash.
3. Sally purchased clay, paint, and other supplies for $20,000 cash.
4. Sally was paid a bonus of $25,000. She needed the cash to remodel her

kitchen.
5. Interest for the first six months is due at an annual rate of 15%.
6. Sally paid the interest due.
7. Interest for the second six months is due.
8. Interest for the third six-months is due.
9. Sally paid the interest for both six-month periods and made partial payment

of $50,000 on the loan.
10. Interest for the fourth six-month period is due.
11. Interest for the final year (two six-month periods) is due.
12. Sally fully paid the note, along with all accumulated interest.

Issue Bonds, Calculate Interest, and Amortize 
Premium or Discount
9-41 Zany Sam’s issued $600,000 of six-year, 8% bonds at a time when the market de-

manded a yield of 12% (on similar bonds). The bonds were issued on January 1,
requiring interest payments on each subsequent June 30 and December 31 un-
til maturity.

Required
a. Compute the issue price and determine the amount of any premium or dis-

count at the issue date.
b. Using the balance sheet equation, show the effects of issuing the bonds on

the financial statements.
c. Prepare a table showing the amortization of the discount or premium at each

of the first four semiannual periods.
(Continued)
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d. Under normal circumstances, how much cash will be paid at each interest
date?

e. Determine the carrying value two years after the date of issue. (Reminder:
The carrying value or book value of the bonds equals the face amount of the
bonds plus the premium, or minus the discount.)

Issue Bonds, Calculate Interest, and Amortize 
Premium or Discount 
9-42 Dagwood’s issued $800,000 of 10-year, 8% bonds at a time when the market de-

manded a yield of 4% (on similar bonds). The bonds were issued on January 1,
requiring interest payments on each subsequent June 30 and December 31 un-
til maturity.

Required
a. Compute the issue price and determine the amount of any premium or dis-

count at the issue date.
b. Show the effects of the bond issue on the financial statements, using the bal-

ance sheet equation.
c. Prepare a table showing the amortization of the discount or premium for

each of the first four semiannual periods.
d. Under normal circumstances, how much cash will be paid at each interest

date?
e. Determine the book value (face amount, plus premium or minus discount)

two years after the date of issue.
f. Assume the bonds can be retired at 102 (102% of par value), two years after

issue. Show the effects of this early retirement on the financial statements.
g. Why would a firm want to retire bonds early? Why would a firm pay more

than book value to retire bonds early?

Transaction Analysis: Noninterest-Bearing Notes
9-43 Sally Shrimpton’s pottery business was quite successful and needed to expand

further. However, she wanted to avoid paying periodic interest payments to the
bank. She saw an ad for discounted notes and decided they were preferable,
compared to an interest-bearing note. Show the effects of each of the following
transactions on the balance sheet equation. Set up separate columns as neces-
sary and use a separate cash column.
1. Sally signed a discounted, three-year, $200,000 note (see Chapter 8) and re-

ceived the proceeds. When she got home and read the fine print on the note,
she found that the note doesn’t require periodic interest payments as in-
tended. She also found, however, that the note includes a 12% interest rate.
She was convinced that the bank made a mistake. On her next bank state-
ment, she was surprised and shocked that her account didn’t show a deposit
of $200,000 into her account on the day she signed the note; in fact, the de-
posit was much less. Calculate the loan proceeds and determine the effects
of the loan on the firm’s balance sheet equation.

2. Because Sally now understands that interest is included in all notes, whether
she makes any periodic interest payments, record interest expense for the
first year.

3. Record interest expense for each of the next two years.
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4. Record the final payment on the note.
5. What payment would Sally have been required to make if she had repaid the

note at the end of the second year? Why wouldn’t she pay the entire
$200,000 if she repaid the note at the end of the second year?

Interpreting Financial Statements: Ratio Calculations
9-44 Oncogene Science, Inc., reported no long-term debt in its 1994 financial state-

ments. The equity section of its balance sheet can be summarized as:

1994 1993
Total current liabilities $  2,979,555 $  2,460,060
Total long-term liabilities 405,031 109,875
Total stockholders’ equity 38,656,314 45,044,603
Total liabilities and equity $42,040,900 $47,614,538

Required
a. Calculate Oncogene’s debt and equity composition ratios (vertical analysis)

using the capital composition ratios first introduced in Chapter 3.
b. Using only the information shown above, what does this evidence say, pro

and con, about Oncogene’s ability to meet its liabilities? Would this suggest a
high or low likelihood of bankruptcy? Why?

c. What other information would you need to assess the firm’s liquidity? Its de-
fault risk?

Interpreting Financial Statements: Ratio Calculations
9-45 Sigma Designs repaid much of its long-term debt between January 31, 1994 and

January 31, 1995. Its liabilities and stockholders’equity at January 31 were as fol-
lows (dollars in thousands):

1995 1994
Total current liabilities $13,564 $  8,622
Total long-term liabilities 1,102 1,518
Total shareholders’ equity 18,721 16,499
Total liabilities and equity $33,387 $26,639

Required
a. Calculate Sigma Designs’ debt and equity composition ratios (vertical analy-

sis).
b. Using only the information shown above, what does this evidence say, pro

and con, about Sigma Designs’ability to meet its liabilities? Would this suggest
a high or low likelihood of bankruptcy? Why?

c. What other information would be helpful in assessing the firm’s liquidity? Its
default risk?

Interpreting Financial Statements
9-46 Contrast the debt management strategies of Oncogene Science and Sigma De-

signs (see data in the preceding two assignments). Which company seems to be
the most conservative in managing its liabilities? Why? Is there anything unusual
about changes in their stockholders’ equity accounts that might make them
somewhat noncomparable?
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Interpreting Financial Statements: Ratio Calculations
9-47 Pfizer, Inc. reported these subtotals in its 1997 annual report (dollars in mil-

lions):
1997 1996 1995

Total current liabilities $  5,305 $  5,640 $  5,187
Total liabilities 7,403 7,713 7,223
Total shareholders’ equity 7,933 6,954 5,506
Total liabilities and equity $15,336 $14,667 $12,729

Required
a. Calculate the debt and equity composition ratios (vertical analysis) for Pfizer

for each year. (Hint: you must calculate the amount of any long-term liabili-
ties.)

b. Which factors indicate that Pfizer is a very stable company, especially with
respect to its management of debt and equity? Would a more stable company
generally have high or low risk of default? Why?

c. What other information should be examined before concluding that Pfizer is
a stable company with low default risk?

Interpreting Financial Statements: Ratio Calculations
9-48 Exabyte Corporation reported the following subtotals in its 1994 annual report,

in thousands of dollars, for the years ending December 31, 1994 and January 1,
1994 (note that these dates still represent two consecutive fiscal years):

December 31 January 1
1994 1994

Total current liabilities $  45,621 $  38,318
Long-term obligations 237 454
Total stockholders’ equity 196,907 158,535
Total liabilities and equity $242,765 $197,307

Required
a. Calculate Exabyte’s debt and equity composition ratios (vertical analysis).
b. Which factors indicate that Exabyte has a low risk of default on its long-term

debt?
c. What is Exabyte’s apparent debt management strategy?
d. Which other indicators might be used to assess Exabyte’s risk of default?
e. Can the most recent year be compared with the fiscal year ended January 1,

1994? Why would a company change its year-end by a few days? What other
information would be helpful in assessing these issues?

Interpreting Financial Statements
9-49 Compare and contrast the 1995 composition ratios for Exabyte and Pfizer (see

the preceding two assignments). Which company seems to be the most conser-
vative in managing its liabilities? Why? Which company seems to have the higher
default risk? Why? Does the relative difference in size of these two companies
have an impact on your relative assessments? Why?
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Issuing Bonds: Premium or Discount
9-50 Maggie Markel’s Moving Emporium needs to acquire additional capital in order

to purchase new trucks and warehouse storage space, and to conduct a national
advertising campaign. Maggie has heard of bonds and thinks that her friends and
relatives would buy them if they were especially attractive. Although bonds is-
sued by similar moving companies are currently yielding about 8% compounded
semiannually, she decided to be kind to her friends and relatives and offer an in-
terest rate of 10% compounded semiannually on the bonds. Maggie has never
heard of premiums or discounts on bonds and intends to sell the bonds at their
face amount (par).

Required
a. How many $1,000 bonds must Maggie issue at par in order to raise

$1,000,000?
b. Write a memo to Maggie explaining the possible effects and consequences of

selling $1,000,000 of 10% bonds at par when similar bonds yield 8%.
c. If Maggie sells the bonds at their market value, including an appropriate pre-

mium or discount, how much would Maggie receive for the $1,000,000
bonds? (Assume five-year bonds.) How realistic is this assumption? Why?

d. Write a short memo summarizing your recommendations to Maggie about is-
suing these bonds.

e. Now assume that bonds similar to those issued by Maggie Markel’s Moving
Emporium are very risky and require an interest rate of 12% compounded
semiannually (6% each six months) before they can be sold to anyone, even
to Maggie’s friends and relatives. Recalculate the issue price and any discount
or premium.

Interpreting Financial Statements: Long-Term Liabilities
9-51 Hansel, Inc., is an international company specializing in debt collection with a

range of complementary credit management services. It is headquartered in Am-
sterdam and aims to maintain and enhance its position as Europe’s leading force
in debt collection. Its 1999 financial statements list bank loans of £17,000,000
(£ � pounds sterling) with the following related note:

BANK LOANS
The company has entered into a syndicated loan facility of £25,400,000 of
which £20,000,000 has been used as of December 31, 1999 (December 31,
1998: £13,000,000). £17,000,000 has been classified as long-term (1998:
£13,000,000). The facility expires on December 16, 2001. The interest is cal-
culated at 1.5% over LIBOR. A fee of 0.5% p.a. over the non-utilized part of the
facility is payable. There are no additional costs on an early redemption.

Required
a. Explain each of the unusual terms or provisions described in this footnote.

Note that “LIBOR” is the “London Inter-Bank Offer Rate”and that “p.a.”means
“per annum”or annually.

b. Calculate the annual fee on the unused portion of this credit arrangement, as-
suming the above balances were all outstanding during 1999.

c. Assuming no changes in monetary amounts, will these liabilities be shown as
a current liability at the end of 2000? What must happen for them to remain
as a long-term liability?

(Continued)
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d. What amount must be included as the long-term liability on the balance sheet
at the end of 1999? Why?

e. From the perspective of management, what else would you like to know
about these long-term debts that is not shown in the financial statements?

f. For an investor evaluating a large international company, are these significant
and unusual long-term debts?

g. How does the accounting disclosure of these long-term debts compare to the
treatment of 30-year bonds discussed in this chapter?

Interpreting Financial Statements: Ratio Calculations
9-52 The following balance sheets for Eli Lilly and Company and Pfizer, Inc., were ex-

tracted from the SEC’s EDGAR database:
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Consolidated Balance Sheets
ELI LILLY AND COMPANY AND SUBSIDIARIES
(Dollars in millions)

December 31                                                          1997     1996
--------------------------------------------------------------------------------------

Assets

Current Assets
Cash and cash equivalents..................................      $  1,947.5  $   813.7
Short-term investments.....................................            77.1      141.4
Accounts receivable, net of allowances of

$53.3 (1997) and $82.4 (1996)...........................          1,544.3    1,474.6
Other receivables..........................................           338.9      262.5
Inventories (Note 1).......................................           900.7      881.4
Deferred income taxes (Note 12)............................           325.7      145.2
Prepaid expenses...........................................           186.5      172.5

-------    -------
Total current assets....................................          5,320.7    3,891.3

Other Assets
Prepaid retirement (Note 13)...............................           579.1      512.9
Investments (Note 6).......................................           465.6      443.5
Goodwill and other intangibles, net of
allowances for amortization of $119.3 (1997)
and $311.0 (1996) (Note 2)..............................           1,550.5    4,028.2

Sundry.....................................................           559.8    1,124.3
-------    -------
3,155.0    6,108.9

Property and Equipment (Note 1)............................         4,101.7    4,307.0
-------    -------

$12,577.4   $14,307.2
=========   =========
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Consolidated Balance Sheets
ELI LILLY AND COMPANY AND SUBSIDIARIES
(Dollars in millions)

December 31                                                          1997     1996
--------------------------------------------------------------------------------------

Liabilities and Shareholders’ Equity

Current Liabilities
Short-term borrowings (Note 7)...............................    $  227.6   $ 1,212.9
Accounts payable...............................................     985.5       829.3
Employee compensation..........................................     456.6       388.4
Dividends payable..............................................     221.7       198.8
Income taxes payable (Note 12)................................    1,188.0       691.8
Other liabilities.............................................    1,112.2       901.0

-------     -------
Total current liabilities..................................     4,191.6     4,222.2

Other Liabilities
Long-term debt (Note 7).......................................    2,326.1     2,516.5
Deferred income taxes (Note 12).................................    215.5       376.0
Retiree medical benefit obligation (Note 13)....................    118.3       136.4
Other noncurrent liabilities....................................    920.3       956.0

-------     -------
3,580.2     3,984.9

Commitments and contingencies (Note 14)........................        --          --

Minority interest in subsidiary (Note 10)......................     160.0          --

Shareholders’ Equity (Notes 8 and 9)
Common stock-no par value

Authorized shares: 1,600,000,000
Issued shares:     1,111,521,927............................      694.7       355.6

Additional paid-in capital.....................................        --        67.4
Retained earnings.............................................    4,483.1     7,207.3
Deferred costs-ESOP.........................................       (155.7)     (176.9)
Currency translation adjustments..............................     (267.0)      (57.4)

-------     -------
4,755.1     7,396.0

Less cost of common stock in treasury:
1997 --  1,000,000 shares
1996 -- 16,079,323 shares..................................       109.5     1,295.9

-------     -------
4,645.6     6,100.1
-------     -------

$12,577.4   $14,307.2
=========   =========
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PFIZER INC AND SUBSIDIARY COMPANIES                        CONSOLIDATED BALANCE SHEET
December 31

-----------------------------------
(millions, except per share data)                        1997        1996        1995
--------------------------------------------------------------------------------------

Assets
Current Assets
Cash and cash equivalents                              $  877      $1,150      $  403
Short-term investments                                    712         487       1,109
Accounts receivable, less allowance for doubtful accounts: 
1997--$51; 1996--$58; 1995-$61                         2,527       2,252       2,024

Short-term loans                                          115         354         289
Inventories
Finished goods                                           677         617         564
Work in process                                          852         695         579
Raw materials and supplies                               244         277         241

--------------------------------------------------------------------------------------
Total inventories                                     1,773       1,589       1,384

--------------------------------------------------------------------------------------
Prepaid expenses, taxes and other assets                  816         636         943
--------------------------------------------------------------------------------------

Total current assets                                  6,820       6,468       6,152
Long-term loans and investments                         1,340       1,163         545
Property, plant & equipment, less accumulated depr.     4,137       3,850       3,473
Goodwill, less accumulated amortization:
1997—$152; 1996—$115; 1995—$79                         1,294       1,424       1,243

Other assets, deferred taxes and deferred charges       1,745       1,762       1,316
--------------------------------------------------------------------------------------

Total assets                                        $15,336     $14,667     $12,729
--------------------------------------------------------------------------------------
Liabilities and Shareholders’ Equity
Current Liabilities
Short-term borrowings, incl. current portion LTD $ 2,255     $ 2,235     $ 2,036
Accounts payable                                          765         913         715
Income taxes payable                                      785         892         822
Accrued compensation and related items                    477         436         421
Other current liabilities                               1,023       1,164       1,193
--------------------------------------------------------------------------------------
Total current liabilities             5,305       5,640       5,187
Long-term debt                                            729         687         833
Post-retirement benefit obligation (excl. pension plans)  394         412         426
Deferred taxes on income                                  156         253         166
Other noncurrent liabilities                              819         721         611
--------------------------------------------------------------------------------------

Total liabilities                 7,403       7,713       7,223
--------------------------------------------------------------------------------------
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--------------------------------------------------------------------------------------
Total liabilities  (from page 385)    7,403       7,713       7,223

--------------------------------------------------------------------------------------
Shareholders’ Equity Preferred stock, without par value; 
12 shares authorized, none issued --     --Common stock, $.05 par value; 3,000 shares
authorized;
issued: 1997--1,388; 1996--1,378; 1995--1,371             69          69          69

Additional paid-in capital                              3,239       1,693       1,200
Retained earnings                                       9,349       8,017       6,859
Currency translation adjustment and other                 (85)        145         163
Employee benefit trusts                                (2,646)     (1,488)     (1,170)
Treasury stock, at cost:
1997--94; 1996--87; 1995--96                          (1,993)     (1,482)     (1,615)

--------------------------------------------------------------------------------------
Total shareholders’ equity                            7,933       6,954       5,506

--------------------------------------------------------------------------------------
Total liabilities and shareholders’ equity          $15,336     $14,667     $12,729

======================================================================================

386 CHAPTER 9

Required
a. Calculate the debt and equity composition ratios (vertical analysis) of each

company for 1997 and 1996.
b. Which company has a lower risk of default on its long-term debt?
c. What is each company’s apparent debt management strategy?
d. What other indicators might be used to assess each company’s risk of de-

fault?
e. Concentrate specifically on each company’s noncurrent liabilities. What

items are similar for both companies? Different? Explain any unusual terms.
What other information would you like to examine before fully answering all
these questions?

f. Compare and contrast the 1997 and 1996 composition ratios for Eli Lilly and
Pfizer. Which company seems to be the most conservative in managing its li-
abilities? Why? Does the relative difference in size of these two companies
have an impact on your evaluation of each company’s liabilities? Why?

Comprehensive Financial Statement Analysis
9-53 Using a library or other information sources, obtain financial statements or sum-

maries of financial information for one set of three companies in the same in-
dustry:
1. IBM StorageTek Compaq
2. UAL (United Airlines) American Airlines (AMR) Delta Air Lines
3. General Motors Ford Motor Company Chrysler

Required (for each company)
a. Examine the liability section of each company’s balance sheet. Calculate the

relevant subtotals for current liabilities, noncurrent liabilities, and share-
holders’ equity.

b. Identify any unusual trends and terms.
c. Read the relevant notes and identify any major measurement and valuation is-

sues.
d. Calculate the debt and equity composition ratios.
e. Assess the relative changes in debt and equity for each year. Also identify the

relative default and any other risks in these statements.
(Continued)
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f. Calculate liquidity ratios for each company and evaluate your results.
g. Calculate profitability ratios and evaluate the results.
h. Identify any factors that may inhibit the comparability of these companies.

Also compile any other information that is needed to make a better inter-
company comparison.

Effects of Changing Debt Strategies
9-54 ALZA Corporation develops, manufactures, and markets therapeutic products

that incorporate drugs into advanced dosage forms designed to provide con-
trolled, predetermined rates of drug release for extended time periods. ALZA
may be best known for its Nicoderm nicotine transdermal system. It reported
the following liabilities in its 1994 and 1993 balance sheet:

Liabilities 1994 1993
(Dollars in thousands)

Short-term debt $          — $249,520
Accounts payable 20,006 11,678
Accrued liabilities 18,773 17,415
Deferred revenue 16,340 6,698
Current portion of long-term debt 869 867

Total current liabilities $  55,988 $286,178

51/4% zero coupon convertible
subordinated debentures $344,593 $          —
Other long-term liabilities 41,192 28,969

Total long-term liabilities $385,785 $  28,969

Required
a. Identify and describe any unfamiliar terms in ALZA’s balance sheet (ex-

cerpts).
b. What strategic decision did ALZA implement in 1994? How do you know

this?
c. Describe how this decision will affect ALZA’s current ratio. How are its cap-

ital composition ratios affected?
d. Should ALZA’s investors or creditors be unduly concerned about the decision

of part b? Why?
e. ALZA’s net income for 1994 and 1993, respectively, was $58,120,000 and

$45,612,000. The “fine print” at the bottom of the financial highlights indi-
cated that ALZA’s 1993 net income includes “a $3.8 million ($.05 per share)
extraordinary charge relating to the redemption of ALZA’s 51/4% zero-coupon
convertible subordinated debentures.” How does this new information
change your conclusions regarding ALZA’s decision (see part b)? 

f. How would your conclusions differ if ALZA’s net income had only been $5
million each year?

Evaluating Liabilities: Restrictive Covenants
9-55 Tall Tree Timber, Inc., issued $10 million in long-term bonds that contained the

following restrictive covenants:

• Current ratio must exceed 2.0.

• Return on assets must exceed 2%.

• Net income ratio must exceed 2%.

• Debt composition ratio must be less than 60%.
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Tall Tree Timber’s most recent financial results (dollars in millions) follow:

Current assets $  40 Current liabilities $  10
Property, plant, and equipment 55 Long-term debt 9
Other assets 10 Stockholders’ equity 86
Total assets $105 Total liabilities

and stockholders’ equity $105

Net revenues $600 Income tax rate 20%
Net income $  30 Interest expense $    5

Required
a. Compute the appropriate ratios described in the loan covenants and evaluate

whether they have been met. Use ending total assets for average total assets.
b. Suppose the auditors find that revenues have been overstated by $38 million,

thereby reducing revenues and reducing net income by $28 million net of
tax. This new calculation will reduce stockholders’ equity and current assets
by $28 million. Recalculate the appropriate ratios and test whether the loan
covenants have been met.

c. Alternatively, suppose Tall Tree changes its depletion allowance calculations
(of natural trees). This new calculation will reduce stockholders’ equity (net
income) and property, plant, and equipment by $50 million. Again, recalcu-
late the appropriate ratios and test whether the loan covenants have been
met.

d. Alternatively, suppose Tall Tree Timber decides to switch from FIFO to LIFO
and that such a switch will reduce current assets and stockholders’ equity
(net income) by $30 million. Again, recalculate the appropriate ratios and
test whether the loan covenants have been met.

e. Which of the above scenarios would cause the greatest concern to bond-
holders? Would any of these likely result in default proceedings to redeem or
“call” the bonds? Why?

Calculating Bond Premium (or Discount) and Refinancing
9-56 Tall Tree Timber issued $10 million in bonds with a nominal interest rate of 8%,

at a time when the market rate for similar bonds was 4%. The bonds have a four-
year maturity and pay interest semiannually.

Required
a. Calculate the premium or discount on the issue date. Indicate how the bonds

would be shown on Tall Tree Timber’s balance sheet on the date of issue.
b. Calculate the interest expense and the cash outflows that would occur at the

end of each semiannual period.
c. Tall Tree Timber anticipates refinancing the bonds at the end of the second

year, in other words, after four semiannual periods have expired. To do so, it
would issue $10 million of new 5% bonds at par. The firm has sufficient op-
erating resources to pay for any other redemption costs, including the call
premium of 2% over par.
i. Calculate the cash flows associated with refinancing or refunding the old

bonds. Also calculate the gain or loss to be recognized.
ii. Evaluate whether the proposed refunding is advantageous for the firm’s

shareholders? Why?
d. Discuss the advantages and disadvantages of a GAAP requirement that all

long-term debt must be shown at its current market value, rather than at its
market value only on the issue date.
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Analyzing Long-Term Debt and Calculating Appropriate Ratios
9-57 Retrieve the most recent 10-K filings for Kmart, Wal-Mart, Gillette, and Mem Co.

from the EDGAR archives (www.sec.gov/edaux/searches.htm). Examine the
long-term debt section of the Notes to the Financial Statements:

Required
a. Calculate the ratio of long-term debt to total assets for each company for the

last two years. Comment on any changes that you observe.
b. Analyze the long-term debt for each company, using the following format:

Term to Maturity Interest Rates (Range)
Due within one year
Due in two years
Due in three years
Due in four years
Due in five years and beyond

c. Compare Kmart to Wal-Mart. Which company obtained better terms from its
lenders? Why?

d. Compare Gillette to Mem. Which company obtained better terms from its
lenders? Why?

Retirement of Long-term Debt
9-58 Many corporations retire part of their long-term debt prematurely (prior to ma-

turity). Two such corporations are Kodak and Scotts Co. For each company, lo-
cate the 10-K filing for fiscal 1994 from the EDGAR archives (www.sec.gov./
edaux/searches.htm).

Required 
For each company determine:
a. Cash outflow for the debt retired
b. Face value of the debt retired and its associated stated interest rate
c. Impact of the retirement on the income statement
d. Long-term debt-to-total assets ratio for 1993 and 1994 (What impact did the

retirement have on this ratio?)
e. Net income as a percentage of sales for 1993 and 1994 (What impact did the

retirement have on this ratio?)

Deferred Taxes: Interpreting Financial Statements
9-59 Refer to Wendy’s financial statements in Appendix D. Review the balance sheet

to determine how and where deferred taxes were reported.

Required
a. Read Note 6, “Income Taxes.” Identify and discuss any unusual terms. Also

trace disclosures of deferred taxes in the notes to corresponding disclosures
in the financial statements.

b. Determine whether Wendy’s has a net long-term deferred tax liability. If it is
not a liability, determine what it is and how Wendy’s managers might view
the income tax carryforward.

c. Identify the years where Wendy’s income taxes paid (shown at the bottom of
the cash flow statement) as a percentage of income before tax was close to
the statutory rate. Identify the years where Wendy’s paid less. Did it ever pay
more than the overall statutory rate?

d. Discuss any other unusual concerns regarding Wendy’s deferred taxes. What
other related information might an external analyst prefer?
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Deferred Taxes: Interpreting Financial Statements
9-60 Refer to Reebok’s financial statements in Appendix E. Review the balance sheet

to determine how and where deferred taxes were reported.

Required
a. Read Notes 1 and 14. Identify and discuss any unusual terms. Also trace dis-

closures of deferred taxes in the notes to corresponding disclosures in the fi-
nancial statements.

b. Determine whether Reebok has a deferred tax liability. If it is not a liability,
determine what it is and how Reebok’s managers might view its deferred in-
come taxes.

c. Identify the years where Reebok’s income taxes paid (shown at the bottom
of the cash flow statement) as a percentage of income before taxes was close
to the statutory rate. Also identify any years where Reebok paid less. Did it
ever pay more than the overall statutory rate?

d. Discuss any other unusual concerns regarding Reebok’s deferred taxes. What
other related information might an external analyst prefer?

Income Tax Expense, Tax Payable, and Deferred 
Tax Liability: Change in Tax Rates
9-61 Selected information from the income statements and tax returns of Buchanan

Trading Co. are provided below for 1999 and 2000, the firm’s first two years of
operations (dollars in millions):

Selected Income Statement Items
1999 2000

Income before depreciation and taxes $1000 $1100
Depreciation expense 400 450
Pre-tax income 600 650
Income tax expense (35%) 210 227.5

Selected Tax Items
1999 2000

Income before depreciation and taxes $1000 $1100
Depreciation expense 700 800
Taxable income 300 300
Income tax payable (35%) 105 105

Required
Determine the following amounts:
a. Difference between the tax basis and book basis of Buchanan’s assets at the

end of each year.
b. Deferred tax liabilities at the end of each year.
c. In the year 2001, Buchanan Trading Company reported $800 million of de-

preciation in its income statement and $600 million of depreciation on its tax
return. The firm’s income before depreciation and income taxes was $950
million. Enacted income tax rates applicable to firms such as Buchanan were
increased to 45% effective at the beginning of the year 2001. Based on this
new information, determine Buchanan’s income tax expense and net income
after tax reported on its income statement for the year 2001. Calculate the
deferred tax liability reported on its balance sheet at December 31, 2001.
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Tax Expense, Tax Payable, Deferred Tax Liability, 
and Stable Tax Rate
9-62 Wilbur Mills, Inc., began operations in 1999. The firm recognized $12 million of

depreciation expense on its income statement and reported $20 million as de-
preciation on its tax return for 1999. The 1999 income statement shows pre-tax
income of $10 million with an income tax rate of 40%.

Required
Determine the following amounts for 1999:
a. Income tax expense.
b. Income tax payable.
c. Difference between the book and tax bases of Wilbur Mills’assets at year-end.
d. Deferred tax liability at year-end.

Tax Expense, Tax Payable, and Deferred Tax Liability:
Changing Tax Rate 
9-63 During 2000, Wilbur Mills, Inc., recognized an additional $12 million of depre-

ciation expense on its income statement and reported $16 million as deprecia-
tion on its tax return. During 2000, the statutory income tax rate was reduced
from 40 to 35%, effective at the beginning of 2000. Pre-tax income was $14 mil-
lion.

Required
Determine the following amounts for 2000:
a. Income tax expense.
b. Income tax payable.
c. Difference between the book and tax bases of Wilbur Mills’assets at year-end.
d. Deferred tax liability at year-end.
e. Percentage relationship between pre-tax income and income tax expense re-

ported in the income statement.

Tax Expense, Tax Payable, and Deferred Tax Liability: 
Effects of Tax Rate Changes
9-64 Rosty Co. began operations in 2000. The firm recognized $30 million of depre-

ciation expense on its income statement and reported $50 million as deprecia-
tion on its 2000 tax return. The firm’s income was taxed at 30%, and pre-tax in-
come was $25 million.

Required
Determine the following:
a. Tax liability.
b. Deferred tax liability at the end of the year.
c. Difference between the book and tax bases of Rosty’s assets at the end of the

year.
d. Income tax expense.
e. During 2001, Rosty Co. recognized an additional $30 million of depreciation

expense on its income statement and reported $40 million as depreciation
on its tax return. During 2001, the statutory income tax rate applicable to
firms such as Rosty Co. increased from 30 to 40%. Pre-tax income in 2001
was $12 million. Determine the following amounts:

(Continued)
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i. Difference between the book and tax bases of Rosty’s assets at the end of
2001.

ii. Deferred tax liability at the end of 2001.
iii. Tax liability for 2001.
iv. Income tax expense for 2001.
v. Percentage relationship between pre-tax income and income tax expense

reported in the 2001 income statement.

Financial Statement Effects of Deferred Taxes
9-65 Gottlieb Enterprises is concerned about its balance sheet disclosures of deferred

tax liabilities. Gottlieb’s preliminary balance sheet at the end of 2000 is summa-
rized as:

Current assets $   400,000 Current liabilities $   250,000
Fixed assets, net 1,400,000 Long-term debt 500,000

Shareholders’ equity 1,050,000
Total assets $1,800,000 Total liabilities and

shareholders’ equity $1,800,000

Gottlieb’s tax return shows that the net book value of its fixed assets for tax pur-
poses is only $900,000.

Required
a. Based on the above information, compute Gottlieb’s deferred tax liability at

the end of 2000, assuming a 38% average tax rate.
b. Assume that Gottlieb has already calculated a deferred tax liability of

$250,000 at the beginning of 2000 and has included it erroneously in share-
holders’ equity. Calculate the change in Gottlieb’s deferred tax liability.

c. Based on your answer in part b, indicate how Gottlieb’s income tax expense
must have been affected by these tax deferrals.

d. Prepare Gottlieb’s corrected balance sheet at the end of 2000.
e. Discuss why it is important for a firm to disclose its deferred tax liabilities. To

illustrate this importance, compare Gottlieb’s balance sheet shown earlier
with the corrected balance sheet from part d.

Financial Statement Effects of Deferred Taxes
9-66 Tyler Corporation’s statement of operations is summarized below (dollars in

thousands):
2000 1999 1998

Net sales $357,850 $282,403 $286,206
Costs and expenses:

Cost of sales 256,195 221,024 223,826
Selling, general, and 

administrative expense 103,402 57,972 55,667
Interest expense, net 3,820 487 608
Total costs and expenses 363,417 279,483 280,101

Income (loss) before income tax (benefit) (5,567) 2,920 6,105
Income tax (benefit)

Current (859) 2,649 4,051
Deferred (7) (1,067) (1,181)

(866) 1,582 2,870
Income (loss) before cumulative changes (4,701) 1,338 3,235
Cumulative effect of changes in 

accounting principles (3,601)
Net income (loss) $   (4,701) $   (2,263) $    3,235
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Required
1. Explain the item “Income tax (benefit).” How can income tax be positive?

That is, how can income tax be deducted from income before tax in 1998
and 1999, and added in 2000?

2. Calculate the following ratios for 2000 and 1999:
a. Operating income.
b. Net income.
c. ROE. Assume that average stockholders for 2000 and 1999 are $114,000

and $117,000 (dollars in thousands). Note: You may want to take out non-
recurring items before calculating the ratios.

3. Evaluate Tyler’s performance during 1999 and 2000.

Deferred Taxes
9-67 The following information was reported by Pfizer, Inc., in its 1997 Financial Re-

port:
(Dollars in millions)

Income before income taxes $3,088
Provision (expense) for income tax 865
Income taxes paid currently 856
Deferred tax liabilities related to depreciating assets:

December 31,1996 253
December 31,1997 156

Required
Based on the information provided above,
a. Determine Pfizer’s effective income tax rate during 1997.
b. Determine the percentage relation between Pfizer’s actual tax payments and

income before taxes during 1997.
c. Provide a likely reason for the difference between the percentages deter-

mined in parts a and b above.
d. Assume that Pfizer’s statutory tax rate is 32%. What would you estimate as the

difference between the tax basis and the book basis of Pfizer’s depreciable as-
sets at the end of 1996? at the end of 1997? What does this change during
1997 imply about the relative amounts of depreciation expense in Pfizer’s tax
return and financial statements in 1997?

Interpreting Deferred Taxes
9-68 Sigma Designs’ statement of operations is summarized below (dollars in thou-

sands):
1995 1994 1993

Net sales $43,700 $ 34,989 $27,058
Costs and expenses:

Cost of sales 36,980 27,538 23,045
Restructuring charges (517) 13,654 0
Sales and marketing 9,022 9,448 7,476
Research and development 4,349 11,988 5,043
General and administrative 3,521 2,718 1,951
Total cost and expenses 53,355 65,346 37,515

Income (loss) from operations (9,655) (30,357) (10,457)
Interest income—net 336 699 1,207
Other net 546 (39) (67)
Income (loss) before income taxes (8,773) (29,697) (9,317)
Provision (credit) for income taxes — (151) (2,151)
Net income (loss) $(8,773) $(29,546) $(7,166)
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Required
a. Explain the item “Provision (credit) for income taxes.”How can income taxes

be positive? That is, how can income taxes be added to income?
b. How does this new interpretation about deferred taxes (see part a) affect

your evaluation of Sigma Design’s profitability? Calculate relevant income
statement ratios using both “bottom line” net income and any other income
figures that you deem relevant. Be sure to calculate the net income ratio on
an after-tax basis. Calculate any other appropriate ratios and evaluate Sigma
Design’s performance for 1995. Assume interest expense is $200 (dollars in
thousands).

Interpreting Deferred Taxes
9-69 Waco Rubber Co. disclosed the following items in its 1999 financial statements:

1999 1998
Current assets

Deferred income tax benefit $1,894,550 $4,139,205
Current liabilities

Deferred income taxes payable — 236,543

Required
a. Discuss the nature of each of these deferred tax items. How should an ana-

lyst use these data?
b. Upon further examination of Waco’s notes to its financial statements, you

find the following additional disclosures:

On December 31, 1999, the Company had NOL [non-operating loss] car-
ryforwards for federal income tax and financial reporting purposes of ap-
proximately $15,000,000 and $34,000,000, respectively, available to offset
future taxable income. These carryforwards will expire at various dates be-
tween 2003 and 2000. Using a portion of both the federal income tax car-
ryforward and the financial reporting loss is restricted, based upon the
purchase price of two subsidiaries of the company.

Based on this new information, reconsider the two items shown in Waco’s
balance sheet. Why might they be so different? How much future benefit
might really occur?

c. Upon further examination of Waco notes to its financial statements, you find
no further disclosures or explanations of the above items shown on its bal-
ance sheet. In fact, the company only disclosed details relating to $338,000
of deferred tax provisions in 1999 and to $839,000 of deferred tax provisions
(benefits) in 1998. What other information would you find helpful in order to
analyze and interpret Waco’s financial statements?
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LEARNING OBJECTIVES

1. Understand why large business firms prefer to organize as corporations.
2. Comprehend the types of transactions and events that affect the components of

shareholders’ equity.
3. Interpret shareholders’ equity ratios that are helpful in analyzing financial

statements.

INTRODUCTION

Corporations are the dominant form of business organization in advanced industrial
nations such as the United States. Although they only represent about 25 percent of
business firms, they generate about 80 percent of business revenues. A corporation is
an entity that is owned by its shareholders and raises equity capital by selling shares
of stock to investors. Equity capital is an ownership interest in the corporation and
each share of stock represents a fractional interest in the issuing firm. It’s important
to note that equity capital is not a liability to be repaid at a future date.

Most major corporations’ stock is traded (bought and sold) on major security ex-
changes, such as the New York and American Stock Exchanges. For business man-
agers, a primary advantage of the corporate form of organization is the capability to
raise large amounts of cash by selling shares of stock to many different individuals and
institutions (such as mutual funds, insurance companies, and pension plans), rather
than relying on the investments of a few owners and lenders.

Stockholders expect to earn returns on their investments in the form of divi-
dends and capital gains. Dividends are distributions of assets, usually cash, that the
corporation elects to make periodically to its stockholders. Capital gains (or losses) re-
sult from increases (or decreases) in the market price of stocks over the period dur-
ing which an investor holds them. Neither the payment of dividends nor the appreci-
ation in stock prices is guaranteed to the equity investor. Instead, the capability of a
corporation to generate cash through profitable operations determines its capability
to pay dividends and also influences the market price of its stock.

A corporation comes into existence when its charter is approved by the state in
which it chooses to locate and incorporate. State laws vary, so consequently many
features of corporations depend on the state in which a firm incorporates. Among
other things, the charter indicates the corporation’s business purpose and authorizes
the firm to issue one or more types of ownership shares. The most basic type of

c h a p t e r

10Shareholders’ Equity
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ownership share is common stock. Common shareholders are the true residual
owners of a corporation. After all other claims against a firm’s assets have been satis-
fied, the common shareholders own what remains. This view of shareholders’ equity
is apparent when we write the basic balance sheet equation in the following way:
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Du Pont Company
1997 Annual Report

Shareholders’ Equity (partial)
(Dollars in Millions)

December 31, 1997 December 31, 1996
Shareholders’ equity:
Preferred stock $ 237 $ 237
Common stock: $0.30 par

value; 1,800,000,000 shares
authorized; 1,152,762,128 shares
and 1,158,085,450 shares issued
and outstanding 346 347

Additional paid-in capital 7,991 6,676
Reinvested earnings 4,389 4,931
Other items (net) (1,693) (1,598)

Total shareholders’ equity $11,270 $10,593

EXHIBIT 10—1     Shareholders’ Equity Components

SHAREHOLDERS� EQUITY �  ASSETS �  LIABILITIES

This expression shows that the value of shareholders’ equity reported on a firm’s
balance sheet is determined by the valuation of its assets and liabilities. Recall that fi-
nancial accounting reports use historical costs rather than current market prices in
evaluating the firm’s assets and liabilities. For this reason, the reported value of share-
holders’ equity does not attempt to measure the market value of the firm’s outstand-
ing shares of stock.

Shareholders’equity comes primarily from two sources: invested (paid-in) cap-
ital and retained earnings. Invested capital is the amount received by the corpora-
tion after the sale of its stock to investors. Note that invested capital usually includes
two components: par value and additional paid-in capital. For our purposes, we
will concentrate on the sum of these parts, not on the individual components. Re-
tained earnings are the amount of prior earnings that the firm has reinvested in the
business, that is, the portion that has not been paid to shareholders as dividends. Ex-
hibit 10—1 shows the shareholders’equity section from the 1997 balance sheet of E. I.
Du Pont de Nemours and Company (Du Pont). Note that Du Pont’s total shareholders’
equity at the end of 1997 was $11,270 (in millions of dollars). Of that amount, $8,574
was received from the sale of stock to investors, $4,389 represented past earnings that
were reinvested in the firm’s operations, and $1,693 represented reductions in share-
holders’ equity from various other sources. For most profitable firms, retained earn-
ings represents the major part of shareholders’ equity.

The description of DuPont’s common stock in Exhibit 10—1 distinguishes be-
tween the number of common shares that are authorized and issued. Authorized
shares are those that the firm is permitted to issue according to its corporate charter.
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Some of the issued shares may have been repurchased and held as treasury stock, as
is explained later in the chapter.

Exhibit 10—1 also shows that Du Pont’s common stock has been assigned a par
value of $0.30 per share, and the total par value of the outstanding shares is reported
separately on the balance sheet. Although for legal purposes the shares of most firms
have a designated par or stated value, this value is usually a minor amount compared
to the actual market price of the stock. For example, although Du Pont’s common
stock has a par value of just $0.30 per share, the stock has a market price per share of
about $62 at the end of 1997.

BASIC TRANSACTIONS AFFECTING STOCKHOLDERS’ EQUITY

Three basic transactions account for most of the changes that occur in shareholders’
equity:

1. Sale of stock to investors
2. Recognition of periodic net income or loss
3. Declaration of cash dividends to shareholders

Each of these transactions is examined in this section. Other less frequent types of
transactions are discussed in a subsequent section.

Sale of Stock to Investors
Suppose that Du Pont’s management decides to issue an additional 10 million shares of
stock to investors, and the market price is $70 per share of stock. In this case, Du Pont
would receive a total of $700 million ($70�10 million shares) from investors. In this ex-
ample, note that we are ignoring any transactions costs, such as fees and commissions
incurred by the issuing firm. The transaction would increase cash and invested capital
by $700 million. The invested capital would consist of $3 million in par value (10 million
shares � $0.30 par value per share), and $697 million in capital invested in excess of par
value ($700 million total invested minus $3 million recorded as par value).
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ASSETS � LIABILITIES � SHAREHOLDERS’ EQUITY

Cash Par value Additional
paid-in capital

�$700 million �3 million �$697 million

Managers would immediately put these funds to work to earn returns for the
shareholders, such as by investing in additional plant and equipment. In other words,
the transaction to issue shares of stock is immediately followed by many other trans-
actions in which the money is used for some corporate purpose.

In some instances, noncash items can be received when stock is issued to in-
vestors. Examples include noncash assets, such as property or intangible assets, and
services, such as work from a company’s attorneys.

Recognition of Periodic Net Income or Loss
Business firms must periodically determine the amount of net income (or loss) from
their activities. Net income (loss) represents an increase (or decrease) in a firm’s share-
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holder equity, or net assets, due to its revenues, expenses, gains, and losses during the
period. For example, Du Pont earned $2,405 million of net income during 1997 and
paid $1,401 million as dividends. In addition, other items reduced Du Pont’s retained
earnings by $1,546. Note the amounts of Du Pont’s retained earnings shown in Exhibit
10—1 at the beginning and the end of 1997. These amounts (millions of dollars) are re-
lated in the following way:

Retained earnings, December 31, 1996 $  4,931
Add: Net income during 1997 � 2,405
Less: Dividends declared during 1997 � 1,401
Other changes(net) � 1,546
Retained earnings, December 31, 1997 $  4,389

Declaration and Payment of Cash Dividends
Du Pont paid dividends of $1,401 million to its shareholders in 1997. On the date of
declaration, the dividend became a liability because Du Pont obligated itself to make
the dividend payment. On that date, retained earnings were decreased and liabilities
were increased by $1,401 million:
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ASSETS � LIABILITIES � SHAREHOLDERS’ EQUITY

Dividends payable Retained earnings
�$1,401 million �$1,401 million

Management also specified a date of record, and the dividend was paid to in-
vestors who owned the shares on that specific date. Subsequently, the stock was con-
sidered ex dividend, which means that subsequent purchasers were not entitled to re-
ceive the previously declared dividend. On the date of payment, Du Pont’s cash and
dividends payable (liability) were reduced by $1,401 million:

Observe that the change in retained earnings over a period is due primarily to the
difference between a firm’s net income and dividends during the period. The ending
balance in retained earnings reflects the total net income of the firm in all past peri-
ods, less the total amount of dividends to shareholders, plus or minus the effects of
any other adjustments.

ADDITIONAL TRANSACTIONS AFFECTING 
STOCKHOLDERS’ EQUITY

In addition to the three basic transactions discussed in the last section, a variety of
other, less frequent occurrences may affect the reported amount and composition of

ASSETS � LIABILITIES � SHAREHOLDERS’ EQUITY

Cash Dividends payable
�$1,401 million �$1,401 million
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shareholders’ equity. This section examines several of these additional types of trans-
actions and events.

Stock Dividends
On occasion, firms distribute additional shares of stock to shareholders in proportion
to the number of shares presently owned. If a firm declares a one percent stock div-
idend, for example, this means that existing shareholders will receive additional
shares equal to one percent of their present holdings. In this case, a shareholder with
100 shares would receive an additional share (1%�100 shares) as a stock dividend.

Stock dividends reduce retained earnings in an amount equal to the value of the
stock that is distributed. As an example, assume that the Flotsam Company has 10 mil-
lion common shares issued and outstanding and declares a two percent stock dividend
when the market price of its stock is $45 per share. The firm will distribute an addi-
tional 200,000 shares (2%�10 million shares � 200,000 shares), and the total value
of the dividend is $9 million ($45�200,000 shares � $9 million). Retained earnings
will decrease, and paid-in capital will increase, by $9 million. The number of shares
outstanding will also increase by two percent.
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ASSETS � LIABILITIES � SHAREHOLDERS’ EQUITY

Cash Paid-in capital Retained earnings
�$9 million �$9 million

Notice that this transaction does not affect the firm’s assets and liabilities, and
therefore does not affect total shareholders’ equity. The composition of shareholders’
equity is affected, however. The transaction decreases retained earnings and creates an
off-setting increase in paid-in capital.

As a stockholder of 100 shares of Flotsam Company, would you be better off as a
result of the stock dividend? Although it is true that you have received two additional
shares of stock, your proportionate interest in Flotsam remains unchanged. Moreover,
because the company’s assets and liabilities are unchanged, the stock dividend has no
direct effect on Flotsam’s operating capability. In fact, the market price of each share
of stock could decline just enough to leave the total value of your investment un-
changed (100 shares � old price � 102 shares � new price).

Surprisingly, stock dividends do appear to benefit existing shareholders. The mar-
ket price per share of existing shares usually does not decline sufficiently to offset the
effect of issuing additional shares. Some analysts suggest that this otherwise puzzling
result may be due to the use of stock dividends as a “signal to the market”by managers
that the firm expects higher profits and cash flows in the future. Managers may be re-
luctant to make public forecasts about future earnings increases, however, and may in-
stead prefer to communicate their favorable expectations by less direct actions such
as stock dividends.

Stock Splits
Stock splits are distinct from stock dividends and involve an exchange of multiple
shares of stock for existing outstanding shares. In a two-for-one stock split, for exam-
ple, each “old” share held by existing shareholders can be exchanged for two “new”
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shares. Unlike stock dividends, stock splits usually do not entail a reduction in retained
earnings nor an increase in paid-in capital. In fact, stock splits usually do not change
any of the elements in the financial statements. Only the description of the firm’s
stock is amended to reflect the new number of shares authorized, issued, and out-
standing.

Managers may split a firm’s stock when they believe that the price per share has
risen beyond the range that is attractive to smaller investors. Therefore, splitting the
shares is expected to reduce the share price and increase demand. Similar to stock
dividends, stock splits also seem to be interpreted by investors as favorable signals by
management about future operating performance. Stock splits usually result in an in-
crease in the total market value of the firm’s outstanding shares because the price per
share typically does not decline sufficiently to offset the increase in the number of
shares. For example, a two-for-one stock split usually does not cut the price per share
in half.

Reality Check 10—1 shows how a stock split is reported by one major corporation.

Treasury Stock
Firms sometimes repurchase their own outstanding shares and hold them for future
use. Such repurchased shares are termed treasury stock and are no longer outstand-
ing, although they continue to be labeled as “issued.”

A variety of motives lead managers to acquire treasury stock. For example, man-
agers may consider the stock to be undervalued in the stock market and to be a “good
buy” that can be resold later at a higher price. Also, treasury stock purchases can be
preferable to dividend payments as a way of reducing a firm’s shareholders’ equity.
Note that this use of treasury stock depends on income tax features that are beyond
the scope of this text. In addition, treasury stock purchases can enable managers to
“buy out” certain groups of shareholders in order to re-align votes on future issues of
corporate policy. Treasury stock can also be distributed to employees under an em-
ployee stock option plan.
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A footnote to the 1997 financial statements of Du Pont Company includes the following information:
The company’s common stock was split two-for-one effective May 15, 1997; all per-share data and common stock

information have been restated to reflect this split.

Required

a. Why does Du Pont give retroactive recognition to the stock split in all related financial statement references?
b. Why do you suppose Du Pont’s management decided to split the company’s stock?
c. As an existing Du Pont shareholder, would you be pleased by management’s decision to split your stock? Explain.

Solution

a. Du Pont gives retroactive recognition to the stock split in order to aid analysts in making comparisons with prior years.
For example, if net income is unchanged from the prior year and the number of shares is not retroactively adjusted,
the earnings per share would appear to decrease by 50 percent.

b. The company may have split the stock in order to reduce the per-share price, thereby making the stock more ac-
cessible for smaller investors. Alternatively, management may use stock splits as an indirect way to signal investors
that management expects higher per share earnings and dividends in the future.

c. Generally, existing shareholders benefit from stock splits. Although each shareholder’s fractional interest in Du Pont
is not changed by the stock split, the total value of existing shares usually increases around the date of such an-
nouncements. The increase in stock prices may reflect investor expectations of higher future cash flows.

R E A L I T Y  C H E C K  1 0 - 1
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The acquisition of treasury stock reduces both cash and shareholders’ equity.
In this sense, treasury stock acquisitions are the opposite of a shareholder invest-
ment. The cost of treasury shares is usually subtracted from total shareholders’ eq-
uity. For this reason, the purchase price of treasury stock is a contra-equity ac-
count.

To illustrate the reporting of treasury stock, Exhibit 10—2 shows the shareholders’
equity portion of Handy Corporation’s balance sheet at the end of 2001. As of that
date, Handy has paid $6,722,000 to acquire its treasury stock. This amount is sub-
tracted when computing Handy’s total shareholders’equity. We can infer that the trea-
sury stock purchase has the following effect on Handy’s balance sheet:
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Suppose that Handy sold the treasury stock at a greater amount, say $10 million,
at a future date. Generally accepted accounting principles (GAAP) do not allow the
recognition of gains or losses due to transactions in a firm’s own stock. Consequently,
Handy’s cash increases by $10 million, the treasury stock is eliminated, and paid-in
capital increases by the difference of $3,278,000 ($10,000,000�6,722,000).

Handy Corporation
2001 Annual Report

Treasury Stock Reporting
(Dollars in Thousands)

December 31, 2001 December 31, 2000
Shareholders’ equity:
Common stock: $.01 par value, 

50,000 shares authorized,
21,309,277 shares issued $ 213 $ 213

Capital surplus 48,587 49,109
Retained earnings 68,220 72,921

117,020 122,243
Less 1,450,178 treasury shares in

2001 and 1,011,046 treasury 
shares in 2000, at cost 6,722 4,279

Total shareholders’ equity $110,298 $117,964

EXHIBIT 10—2     Treasury Stock Reporting

ASSETS � LIABILITIES � SHAREHOLDERS’ EQUITY

Cash Treasury Stock
�$6,722,000 �$6,722,000*

*Although treasury stock has been increased by $6,722,000, this represents a decrease in share-
holders’ equity because treasury stock is a contra-equity account. Also note that the common stock
account has not changed because the repurchased stock has not been retired. It is being held for fu-
ture use.
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Employee Stock Options
Stock options are rights to purchase a firm’s stock at a specific price at some designated
period in the future. Although stock options are sometimes sold directly to investors, they
are usually granted as part of the compensation paid to key executives and other em-
ployees. Stock options, as a means of compensation, offer several distinct benefits to
firms and employees. Because the value of stock options depends on the future market
price of the firm’s stock, option holders are highly motivated to improve the performance
of the firm. Actions that benefit the firm’s stockholders also directly benefit the option
holders. As a result, managers and other employees who hold stock options have the
same objective as company shareholders: to make the firm’s equity securities more valu-
able. In addition, although option holders gain if the price of the optioned stock subse-
quently rises, they avoid the “downside risk”of loss if the stock price declines. If the stock
price is below the option price, the option simply will not be exercised.

A more arguable advantage of stock options from the firm’s point of view is the
manner in which options are currently handled in financial statements. Current ac-
counting rules allow firms to choose between two different ways of reporting the cost
of employee stock options, based either on intrinsic values or fair values of the options
at the date of grant. The intrinsic value method measures the compensation cost of
stock options as the excess of the stock’s market price over the option price at the date
of the grant. Because most employee options are granted at or above market value,
firms that elect this method do not recognize any compensation expense associated
with the options. Under the alternative fair value method, compensation expense is
measured at the grant date based on the estimated fair market value of the award. Fair
values of options must be estimated based on a theoretical model and various assump-
tions. Estimated stock option values and related compensation expenses can vary sig-
nificantly, depending on the assumptions used and the model selected.

To illustrate how stock options for employees are treated when the issuing firm em-
ploys the intrinsic value method, assume that Jetsom Inc. issued options to its employees
to purchase one million shares of its common stock in 2001 at an option price of $10 per
share, equal to the market price at the date of the grant. Subsequently, in 2005, assume
that all the options were exercised when Jetsom’s market price per share had risen to $90.

For financial statement purposes, Jetsom records no compensation expense in
2001 when the options are granted. In 2005, when the options are exercised, Jetsom
records the cash proceeds of $10 million ($10�1 million shares) as an issuance of
common stock for cash.

402 CHAPTER 10

ASSETS � LIABILITIES � SHAREHOLDERS’ EQUITY

Cash Invested capital Treasury Stock
�$10,000,000 �3,278,000 �$6,722,000*

*Although treasury stock has been decreased, this represents an increase in shareholders’equity be-
cause treasury stock is a contra-equity account.

ASSETS � LIABILITIES � SHAREHOLDERS’ EQUITY

Cash Invested Capital
�$10 million �$10 million
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Although this method of accounting for stock options is presently followed by
U.S. firms, opponents of current practice argue that in situations like the Jetsom case
the granting of stock options in 2001 should entail the recognition of compensation
expense. The grantees were given valuable rights that might otherwise have been sold
to other investors. Moreover, in 2005, Jetsom’s optioned shares had a market value of
$90 million, yet these options had been issued to the option holders for only $10 mil-
lion in cash. In retrospect, granting the options in 2001 seems to have cost Jetsom $80
million ($90 million market value less $10 million proceeds). Consequently, some ac-
countants believe that reported compensation expense is understated and reported
net income is overstated.

The value of employee stock options is often substantial in specific industries. In
high-technology companies that rely heavily on stock options to attract and retain tal-
ented employees, it is estimated that stock-option-related compensation expenses, if
measured using fair values, reduce net income anywhere from 10 to 100 percent
(“Options’ Effect On Earnings Sparks Debate,” WSJ, May 13, 1998). For this reason,
companies that elect not to recognize compensation expense using the fair value
method must show net income and earnings per share in a footnote to the financial
statements as if the fair value method had been used. Reality Check 10—2 shows a por-
tion of such a footnote for a major technology company.

Preferred Stock
In addition to common stock, firms often issue preferred stock, which has a priority
claim over common stock with respect to dividends. In addition, if the firm should liq-
uidate its assets and cease to exist, preferred shareholders’claims would be satisfied be-
fore any assets were distributed to the common stockholders.

The description of preferred stock in corporate financial reports discloses the
special features of the stock issue. To illustrate, Exhibit 10—3 shows the description of
Sequel Corporation’s preferred stock contained in its 2001 annual report. Sequel’s pre-
ferred shares have an annual dividend of $5 per share. Analysts would also note that
Sequel’s preferred shares are cumulative and convertible. Cumulative indicates that
if the firm does not declare a dividend in any year, the amount accumulates and must
be paid before any dividends are paid to common stockholders. If Sequel did not pay
dividends for three years, for example, then a cumulative dividend of $15 per share
($5�3 years) must be paid to preferred shareholders before dividends are paid to
common shareholders.

Convertible preferred shares can be exchanged for common shares at the pre-
ferred shareholders’option. To illustrate, each share of Sequel’s preferred stock is con-
verted into 1.322 shares of common stock. Presently, 797,000 shares of preferred
stock have been issued. If the entire issue were to be converted to common stock,
then Sequel would issue 1,053,634 common shares (797,000 preferred shares�1.322
exchange ratio) and would retire the preferred stock. In this case, the preferred stock
component of shareholders’ equity is eliminated and transferred to common stock.
Note that the conversion of preferred stock does not change total shareholders’equity.
Assets and liabilities are also unaffected. The number of common shares outstanding
increases, however, and the preferred stock’s dividend requirement is eliminated.

Convertible Debt
Firms that borrow by issuing bonds frequently include a conversion privilege in the
bond contract. Convertible bonds allow the bondholder to exchange the bonds for
a specified number of shares of stock. As an example, let’s assume that in 2001 the
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Sequel Corporation
2001 Annual Report

Footnote Disclosures of Preferred Stock (Partial)

Capital Stock
The Company’s capital stock consists of Class A and Class B common stock, and $5.00
cumulative convertible preferred stock.

Each share of $5.00 cumulative convertible preferred stock is convertible into 1.322
shares of Class A common stock. On December 31, 2001, 4,543,636 shares of Sequel
Class A common stock were reserved for conversion of preferred and Class B common
stock and stock options. On December 31, 2001, 5,724 Class B common shares were re-
served for stock options. The preferred stock is redeemable, at the option of the Company,
at $100 per share.

EXHIBIT 10—3     Reporting of Preferred Stock

Digital Equipment Corporation, a leading developer and producer of computer hardware and software, reports the fol-
lowing information in its 1997 financial statements:

Stock options granted during 1997: 3,750,800 shares at an average exercise price of $36.30 per share.
Stock options exercised during 1997: 647,222 shares at an average exercise price of $21.01 per share.

Net income (loss) applicable to common shareholders, as reported in the income statement:

1997 1996
Total $105,375,000 $(147,312,000)
Per common share $ .68 $ (.97)

Net income (loss) applicable to common shareholders if stock options granted during the year were valued at fair
value:

1997 1996

Total $36,198,000 $(188,040,000)
Per common share $ .23 $ (1.24)

Required

a. By how much does the market value of the shares after the exercise of the stock options during 1997 differ from the
exercise proceeds received by the company? Would this difference affect your assessment of Digital’s compensation
expense for 1997?

b. Digital uses the intrinsic value method to account for the cost of employee stock-based compensation. As a result, Dig-
ital did not recognize any expenses related to these stock options in 1997. How much would the compensation ex-
pense have differed in each year if the firm used the fair value method to measure this compensation expense?

Solution

a. The market value of the shares issued by Digital after the exercise of options during 1997 was $23,494,158
(647,222 shares � $36.30 per share). The exercise proceeds received by the company was $13,598,134 (647,222
shares � $21.01 per share). The difference between these amounts is $9,896,024 ($23,494,158 �$13,598,134).
This difference represents the additional economic value of Digital’s shares above the amounts received from the op-
tion holders. Some analysts suggest that this additional value should be regarded as compensation cost.

b. The differences in compensation costs can be determined by comparing the net income amounts reported in
the income statements and the amounts in the footnotes. In 1997 the compensation expense would be higher
by $69,177,000 ($105,375,000 �36,198,000), and in 1996 the compensation expense would be higher by
$40,728,000 ($188,040,000 �$147,312,000). Note that in both years the additional expenses related to
the stock options are substantially higher than the amount computed.

R E A L I T Y  C H E C K  1 0 - 2
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Aloha Company’s long-term debt included $150 million principal in convertible bonds
payable, exchangeable for common stock at $15 per share at any time before the year
2002. If all the bondholders elected to convert to common stock, Aloha would then
issue 10 million shares of common stock ($150 million bond principal � $15 con-
version price). Aloha’s bonds payable would be reduced, and paid-in capital would be
increased by $150 million:

SHAREHOLDERS’ EQUITY 405

ASSETS � LIABILITIES � SHAREHOLDERS’ EQUITY

Bonds Payable Paid-in Capital
�$150 million �$150 million

Note that the conversion of debt to common stock reduces the firm’s liabilities
and increases shareholders’ equity. The number of common shares outstanding is in-
creased, and the periodic interest expense is eliminated.

Convertible bonds such as those issued by Aloha are hybrid securities. A hybrid
security is neither clearly debt nor clearly equity. Instead, it combines certain features
of both types of securities. In the case of convertible bonds, the bondholder is in one
sense a lender and owns the firm’s promise to make future interest and principal pay-
ments. In another sense, the holder of a convertible bond holds an option to acquire
a specified number of common shares at a fixed price at any time over the life of the
bond issue. In fact, investors in convertible bonds are willing to pay for this combi-
nation of debt and equity features. Convertible bonds generally are issued at higher
prices (in other words, at lower interest rates) than nonconvertible debt.

The proper way to account for hybrid securities is a matter of debate. Present ac-
counting standards reflect the view that convertible debt is to be reported as debt un-
til it is actually converted and as equity thereafter. No recognition is given in the fi-
nancial statements to the likelihood that conversion will actually occur, or to the
relative values to investors of the hybrid security’s debt and equity features.

Opponents of present practice argue that it is misleading to ignore the hybrid na-
ture of convertible securities. In the case of debt, they argue that the issue price
should be apportioned between the amount the investor is paying for the debt fea-
tures and the additional amount being paid for the conversion privilege. Ignoring
these separate elements, they contend, causes the financial statements to overvalue
the firm’s reported liabilities, undervalue its shareholders’ equity, and understate pe-
riodic interest expense. To address these and related issues, the FASB is pursuing a
comprehensive financial instruments project. The project aims to identify the com-
ponent claims that are bundled in hybrid financial assets and liabilities and to develop
appropriate methods of valuation for these components.

EARNINGS PER SHARE

Perhaps the most widely cited number in corporate financial reports is earnings per
share (EPS). EPS focuses on the common stock and indicates the portion of total
company income that is applicable to a single share of common stock. The reporting
of EPS depends upon whether the firm has a simple or a complex capital struc-
ture. A simple capital structure includes no “potential” common equity securities

    Shareholders' Equity 411



other than common stock outstanding. A complex capital structure includes, in addi-
tion to common stock, other securities or agreements that represent potential issues
of common stock. Examples of potential issues of common stock include outstanding
stock options as well as convertible bonds and convertible preferred stocks. Firms
with a simple capital structure report a measure of basic EPS, and firms with a com-
plex capital structure report measures of basic and diluted EPS. The calculations of
basic and diluted EPS are explained and illustrated below.

Basic EPS
Basic EPS is computed by dividing income available to the common stockholders by
the average number of shares outstanding:

For example, Starbright Company reported net income of $99 million in 2001 and
had 45 million shares of common stock outstanding throughout the entire year. Star-
bright’s 2001 EPS is $2.20, calculated as follows:

Basic EPS Calculations with Changes in Shares Outstanding It is unusual for
a large firm’s outstanding shares to remain constant throughout the year. Additional
stock transactions cause the number of shares to vary over the year. In these cases, the
denominator in the EPS calculation is the weighted average of the common shares
outstanding during the year. To illustrate, assume that Starbright reported net income
of $118 million during 2001 and that the firm’s common shares changed as shown in
Exhibit 10—4.

To calculate Starbright’s EPS for 2001, we need first to determine the firm’s
weighted average shares outstanding during the year. The calculation appears in Ex-
hibit 10—5 and shows that each level of outstanding shares is weighted by the fraction
of the year that it stayed constant.

 �  $2.20

EPS  �  
$99 million

45 million shares

EPS �  
Net income available for common shareholders
Average number of common shares outstanding
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Starbright Company
Common Shares Outstanding During 2001

Outstanding shares, January 1, 2001 45 million
Add: Additional shares issued May 1, 2001 �15 million

Balance, May 1, 2001 60 million
Less: Treasury shares purchased July 1, 2001 �10 million

Balance, July 1, 2001 50 million
Add: Additional shares issued October 1, 2001 �16 million
Outstanding shares, December 31, 2001 66 million

EXHIBIT 10—4     Common Shares Outstanding
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Exhibit 10—5 shows that Starbright’s average shares outstanding in 2001 was 54
million. Accordingly, the firm’s EPS in 2001 was

Basic EPS Calculations with Preferred Stock Outstanding When a firm has
both preferred and common stock outstanding, the preferred stock’s share of net in-
come must be subtracted in order to determine the basic EPS of the common stock.
This is required because dividends must be paid to preferred shareholders before any
earnings are available to common shareholders. Cumulative preferred stock always
must be allocated its portion of net income. Noncumulative preferred stock is as-
signed a portion of income only in years when the firm actually declares a preferred
stock dividend.

To illustrate, assume that Avalon Company reports net income of $120 million in
2001 and has both preferred and common stock outstanding. Pertinent details about
the stock issues appear in Exhibit 10—6.

 �  $2.19 per share

EPS  �  
Net income, $118 million

Weighted average shares, 54 million
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Starbright Company
Weighted Average Common Shares During 2001

Fraction
of a Shares

Period Length year � Outstanding � Shares
January 1—April 30, 2001 4 months 4/12 � 45 million � 15.0 million
May 1—June 30, 2001 2 months 2/12 � 60 million � 10.0 million
July 1—Sept 30, 2001 3 months 3/12 � 50 million � 12.5 million
October 1—Dec 31, 2001 3 months 3/12 � 66 million � 16.5 million
Totals 12 months 54.0 million

EXHIBIT 10—5     Weighted Average Common Shares

Avalon Company
Descriptions of Preferred and Common Stock

Outstanding During 2001

Preferred stock, cumulative annual dividend of $10 per share, two million shares out-
standing throughout all of 2001.
Common stock, 40 million shares outstanding throughout 2001.

Avalon’s income available for common stock is determined as follows:

Net income, 2001 $120 million
Less: Income applicable to preferred shares

($10 per share�2 million shares) � 20 million
Income applicable to common shares $100 million

Consequently, the basic EPS of the common stock is $2.50 ($100 million of income 
� 40 million common shares outstanding).

EXHIBIT 10—6     Stock Issue Details
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Diluted EPS
Diluted EPS considers the effects on EPS of all the potential common shares that were
outstanding during the year. If inclusion of these shares in the EPS calculation reduces
the amount of EPS, then these potential common shares are dilutive and will be in-
cluded in the calculation of diluted EPS. Otherwise, they are anti-dilutive and will be
omitted from the calculation of diluted EPS. Including dilutive potential common
shares in the EPS calculation may require adjustments to the numerator and the de-
nominator of the basic EPS calculation. We will illustrate these adjustments for con-
vertible preferred stock.

Recall from our earlier discussion that the dividends declared or accumulated
during the period on preferred stock must be subtracted from net income in order
to obtain the income applicable to the common shares. If the convertible preferred
stock had been converted at the start of the period, however, the preferred divi-
dends would not be subtracted from net income, and the denominator of the EPS
calculation would include the additional shares that were issued on conversion. To
illustrate, assume that Groucho company has a basic EPS of $5.00 per share, com-
puted as shown in Exhibit 10—7.

Inclusion of the potential common shares associated with the convertible pre-
ferred stock in the EPS calculation would result in a diluted EPS of $ 4.80, as follows:

In this case, Groucho would report on the face of the 2001 income statement a
basic EPS of $5.00 and a diluted EPS of $4.80. Reality Check 10—3 shows the calcula-
tion of basic and dilutive EPS for a firm with potential common shares related to con-
vertible preferred stock in its capital structure.

 �  $4.80 per share

 �
$48 million

9 million shares � 1 million shares

Diluted EPS �
Net Income

Common shares outstanding � shares issuable upon conversion of preferred stock
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Groucho Company
Basic EPS Calculation During 2001

Preferred stock, cumulative annual dividend of $3 per share, one million shares outstand-
ing throughout 2001, convertible to onemillion shares of common stock.
Common stock, nine million shares outstanding throughout 2001.

Net income during 2001: $48 million
Less: Preferred dividend $ 3 million
Income applicable to Common stock $45 million

Basic EPS: $5.00 ($45 million � 9 million shares)

EXHIBIT 10—7     Basic EPS Calculation
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ANALYSIS BASED ON SHAREHOLDERS’ EQUITY

The starting point in any analysis of a corporation’s borrowed and equity capital is a
careful reading of the descriptions provided in the body of the financial statements
and the accompanying footnotes. As you have seen in this chapter, terms such as con-
vertible, cumulative, preferred, and many others are critical in understanding the rel-
ative rights and priorities of the debt and equity claims on corporate assets.

The number and type of financial ratios that are based on shareholders’equity are
constrained only by the imagination of the analyst. New ratios are continually being
developed and tested by the “gurus of the day”quoted in the business press. This sec-
tion discusses three ratios that seem to have stood the test of time: the financial lever-
age ratio, the market-to-book value ratio, and the price-to-earnings ratio.

SHAREHOLDERS’ EQUITY 409

Bethlehem Steel Corporation, a major steel fabricator, reports the following amounts of basic and diluted EPS in its 1997
financial statements:

Basic EPS Diluted EPS
Net income

$ 280,700,000 $ 280,700,000
Less: Preferred dividends (41,600,000) (22,500,000)
Net income applicable to common stock $ 239,100,000 $ 258,200,000
Average shares outstanding �112,439,000 �127,040,000
EPS $ 2.13 $ 2.03

Required:

a. Explain why the amounts of preferred dividends that are subtracted in order to determine net income applicable to
the common shares differ between the basic and diluted EPS calculations. Why are some preferred dividends in-
cluded in the diluted EPS calculation?

b. Determine the total number of potential common shares and the total preferred dividends that are associated with
Bethlehem’s dilutive convertible preferred stock.

c. Based on your answer to b, determine the preferred stock dividend per potential common share, and explain why
this relation causes these preferred shares to be dilutive.

d. Explain why you would consider either basic or diluted EPS to be a more useful measure of Bethlehem’s per share
earnings.

Solution

a. The calculation of basic EPS requires the subtraction of all preferred stock dividends. In computing diluted EPS, the
dividends on dilutive preferred stock are added back because the related potential common shares are treated as if
outstanding during the period; in other words the potential common shares are added to the denominator. Some of
Bethlehem’s preferred dividends remain in the calculation of diluted EPS, either because those preferred shares are
not convertible to common stock, or because the EPS effects would be anti-dilutive (EPS would be higher if these
shares were converted).

b. The numbers of potential common shares and the dividends on dilutive preferred stock can be determined by com-
paring the amounts used in computing basic and diluted EPS. The potential common shares are 14,601,000
(127,040,000�112,439,000), and the preferred dividend is $19,100,000 ($41,600,000�$22,500,000).

c. The preferred stock dividend per potential common share for the dilutive preferred stock is $1.308 per share. Note
that this amount is below the firm’s basic EPS of $2.13. For this reason, the inclusion of these shares in the EPS cal-
culation reduces the measured EPS.

d. Whether basic or diluted, EPS is more useful depending in part on the likelihood that the preferred shares will be con-
verted to common shares. This in turn depends on many factors, including the future profitability of the company.

R E A L I T Y  C H E C K  1 0 - 3
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The Financial Leverage Ratio
A basic decision faced by financial managers is the extent to which a firm should rely
on borrowed capital. Shakespeare’s adage “neither a borrower nor a lender be”is poor
business advice. It is beneficial for most corporations to rely on debt to some extent,
because the interest expense on debt is tax deductible, while dividends paid to stock-
holders are not. The degree of reliance on debt, or financial leverage, is measured
as the ratio of debt to assets:

Exhibit 10—8 shows financial leverage ratio calculations for two firms, based on fi-
nancial reports for 1997. Wendy’s International’s debt is equal to about 39 percent of
its total assets. This reflects Wendy’s reliance mainly on the retention of its earnings to
finance its growth. Seacoast Banking Corporation provides a dramatic contrast; bor-
rowed capital is equal to more than 91 percent of its total assets. This reflects the fact
that Seacoast Banking is engaged in the banking industry. Banks accept deposits from
customers and report substantial liabilities for future withdrawals.

The lesson to be learned in comparing Wendy’s and Seacoast Banking in Exhibit
10—8 is that comparisons of financial leverage ratios across companies in different in-
dustries must be undertaken with caution. To some extent, differences in financial
leverage reflect management’s willingness (or reluctance) to rely on borrowed capi-
tal. To a large extent, however, financial leverage is determined by industry character-
istics and practices.

Financial leverage ratios are widely used by analysts to assess the risks of debt and
equity securities. Firms with debt percentages that are substantially above their indus-
try averages tend to have a higher likelihood of default on debt payments. As a result,
high financial leverage is associated with lower bond quality ratings and therefore
higher borrowing (interest) costs. Equity investments have also been found to be

Financial leverage �
Total liabilities

Total assets
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Financial Leverage Ratios
Two Firms Measured on December 31, 1997

(Dollars in Thousands)

Wendy’s International Corporation
(Restaurants)
Debt $ 757,446
Equity 1,184,234
Total assets (debt plus equity) $1,941,680

Financial leverage ratio: $757,446 � $1,941,680 � .390

Seacoast Banking Corporation
(Banking)
Debt $ 861,973
Equity 81,064
Total assets (debt plus equity) $ 943,037

Financial leverage ratio: $861,973 � $943,037� .914

EXHIBIT 10—8     Financial Leverage Ratio Calculations
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riskier for firms with high financial leverages. The share prices of highly leveraged firms
tend to be more volatile than the share prices of firms with lower financial leverage.

Market-to-Book Value Ratio
Analysts often compare the market value of a firm’s outstanding common stock to the
reported value (book value) of common shareholders’ equity. For example, at the end
of 1997, Kerr-McGee Corporation had 47,686,000 shares of stock outstanding, and the
market price per share was about $63. Kerr-McGee reported total shareholders’equity
at $1,440,000,000, or $30.20 book value per share ($1,440,000,000 total sharehold-
ers’ equity � 47,686,000 shares outstanding). Accordingly, Kerr-McGee’s market-to-
book value ratio is computed as follows:

Why would investors be willing to buy Kerr-McGee’s stock at over two times its
underlying book value? The answer rests on the fact that the current market price of
Kerr-McGee’s stock depends on the future cash flows (dividends and resale price) that
stockholders expect. In this sense, market price measures the economic value of
Kerr-McGee’s stock. The book value of Kerr-McGee’s stock, on the other hand, reflects
the methods used to identify and measure Kerr-McGee’s assets and liabilities. Ac-
counting measurements are based largely on historical costs and do not purport to re-
flect contemporary expectations about future cash flows. Despite its popularity, the
market-to-book value ratio appears to be comparing apples to oranges.

Price-to-Earnings Ratio
The ratio of a stock’s market price per share to its EPS is termed its price-to-earnings
(P/E) ratio. Investors often use P/E ratios as a basis for attempting to detect over- or un-
der-valued securities. Analysts often suggest that firms with low P/E ratios may be un-
dervalued, while firms with high P/E ratios are likely to be overvalued. Kerr-McGee’s
market price per share at the end of 1997 was $63, and its 1997 EPS was reported at
$4.04. The resulting P/E ratio is:

This result indicates that Kerr-McGee’s stock was selling at a price that is 15.6 times
its earnings per share.

P/E ratios are often used to assess growth, risk, and earnings quality. How would
we expect Kerr-McGee’s P/E ratio to compare to those of other firms? To answer this
question, we must consider the effects of growth, risk, and earnings quality on inter-
firm comparisons of P/E ratios.

 �  15.6

 �  
$63

$4.04

P�E  �  
Price per share

EPS

 �  2.1

 �  
$63

$30.20

Market-to-book value ratio  �  
Market price per share
Book value per share
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Growth and the P/E Ratio P/E ratios vary directly with expected future growth
rates in earnings. If investors expect a firm’s future earnings to grow rapidly, then the
current earnings understate the future earning power of the firm. Stock price, on the
other hand, reflects investor expectations of future earnings and cash flows. Conse-
quently, the ratio of prices to earnings will be relatively high for firms with high ex-
pected rates of earnings growth.

Risk and the P/E Ratio It is well established among investors that riskier invest-
ments require higher returns. Lenders require higher interest payments from bor-
rowers with lower credit ratings, and equity investors demand greater returns and
therefore pay lower prices for the stocks of risky firms. For this reason, high-risk firms
are expected to have lower-than-average P/E multiples, and low-risk firms are ex-
pected to exhibit higher-than-average P/E multiples.

Earnings Quality and the P/E Ratio Earnings quality refers to the sustain-
ability of currently reported earnings in future periods. Firms that use conservative
methods of income measurement (LIFO inventory costing and accelerated deprecia-
tion and amortization) are more likely to be viewed as having higher earnings quality
than firms that use more liberal income measurement methods. The securities market
is likely to place a higher share price on firms with quality earnings. In other words,
P/E multiples should vary directly with firms’ earnings quality. The market price is
based on the expectations of investors about a company’s future performance.

412 CHAPTER 10
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SUMMARY OF LEARNING OBJECTIVES

1. Understand why large business firms prefer to organize as corporations.
Major business firms prefer to organize as corporations. The capability of a cor-
poration to sell its ownership shares to a large number of individual and institu-
tional investors allows the firm to invest in large-scale operations. The basic own-
ership shares in a corporation are referred to as common stock, which represents
a residual interest in the assets of the firm. Some corporations also issue preferred
stock, which has priority over common stock in receiving dividends and other
distributions of assets.

2. Comprehend the types of transactions and events that affect the compo-
nents of shareholders’ equity.
Corporate shareholders’equity arises from both the sale of ownership shares and
the retention of profits in the business. Most changes that occur in shareholders’
equity arise from three basic transactions:
a. Issuance of stock to investors, which increases paid-in capital.
b. Recognition of periodic income (loss), which increases (decreases) retained

earnings.
c. Declaration of cash dividends, which decreases retained earnings.
Other events that affect shareholders’ equity include the following:
d. Stock dividends, which are distributions of additional shares to investors. These

dividends decrease retained earnings and increase paid-in capital, but they
have no effect on total shareholders’ equity or total assets.

e. Stock splits, an occurrence when each “old” share of a stock is exchanged for
multiple “new”shares. These exchanges do not change any of the components
of shareholders’ equity.

f. Purchase of treasury shares, the cost of which is subtracted from shareholders’
equity, and the subsequent resale of treasury shares.

g. Issuance of stock options, which are the rights to purchase the firm’s stock at
a specified price over a designated future period.

h. Conversion of securities, such as bonds payable or preferred stock, that allows
the holder to exchange the securities for a predetermined number of common
shares.

3. Interpret shareholders’ equity ratios that are helpful in analyzing
financial statements.
Shareholders’ equity is used extensively in ratio analysis of financial statements.
Four widely employed measures are the following:

common shares outstanding

Price-to-earnings ratio   �  
Market price per share

EPS

Market-to-book value ratio   �  
Market price per share
Book value per share

Debt-to-assets or financial leverage ratio  �  
Total debt

Total assets

Earnings per share   �  
Net income

Weighted average number of
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KEY TERMS
Additional paid-in-capital

396
Anti-dilutive  408
Authorized shares  396
Basic EPS  406
Capital gains  395
Charter  395
Common stock  396
Complex capital structure

405
Contra-equity account  401
Convertible bonds  405
Convertible preferred shares

403
Cumulative preferred stock

403
Date of declaration  398
Date of payment  398
Date of record  398
Diluted EPS  406
Dilutive  408
Dividends  395
Earnings per share (EPS)

405
Earnings quality  412
Economic value  411
Equity capital  395
Fair Value  402
Financial leverage ratio

410
Hybrid securities  405
Intrinsic value  402
Invested capital  396
Issued shares  396
Market-to-book value ratio

411
Outstanding shares  406
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The proper interpretation of each of these ratios requires that you be familiar with
the conventions and limitations of historical-cost-based financial accounting
methods.

QUESTIONS

10-1 Describe the differences between shareholders’ equity and liabilities.
10-2 Identify three components of shareholders’ equity and describe each compo-

nent.
10-3 Describe how dividends decrease shareholders’ equity. Under what circum-

stances will dividends not reduce shareholders’ equity?
10-4 Write a short memo explaining why large firms prefer to organize as corpora-

tions.
10-5 Describe why a firm’s owners might prefer a corporate structure, rather than a

partnership.
10-6 Under what circumstances might a partnership want to shift immediately to a

corporate structure?
10-7 Describe the differences between common and preferred stock.
10-8 Describe why a firm’s financial statements do not reflect the market value of

the firm’s shares of common and preferred stock.
10-9 Describe the differences between an equity or ownership interest in a corpo-

ration as compared to a creditor interest. What different rights does each have?
10-10 Distinguish between dividends and other benefits that an investor gets by own-

ing shares in a corporation. Why would an investor prefer a $100 noncash ben-
efit, rather than a $100 cash dividend? Under what circumstances would an in-
vestor prefer the $100 in cash?

10-11 Describe why retained earnings is not cash. Why can’t shareholders withdraw
their portion of shareholders’ equity as cash?

10-12 Describe why shareholders’ equity can be referred to as a residual interest in a
corporation.

10-13 Distinguish between invested capital and retained earnings. What are the
sources of each? Describe how each can be reduced.

10-14 With regard to common stock, distinguish among authorized, issued, and out-
standing shares. Why would a firm never have more outstanding shares than au-
thorized and issued shares?

10-15 Under what circumstances does a firm receive cash when it issues stock? Un-
der what circumstances might it not receive cash?

10-16 Identify and describe the differences between a stock dividend and a stock
split.

10-17 With regard to common stock, describe the concept of treasury stock. De-
scribe why this is shown in a contra-equity account.

10-18 Distinguish between outstanding common stock and treasury stock. Why
would a firm want to have treasury stock?

10-19 Describe the concept of employee stock options. Why might a firm want to is-
sue stock options?

10-20 What are cumulative dividends as compared to noncumulative dividends?
10-21 Identify and describe the differences between convertible preferred stock and

convertible bonds.
10-22 Why might a firm want to issue hybrid securities, such as convertible bonds or

preferred stock with special preference rights?

414 CHAPTER 10

   420  Shareholders' Equity 



10-23 a. Describe how earnings per share (EPS) is computed.
b. Why is EPS such an important ratio?
c. Describe what EPS represents. Describe what it does not represent.

10-24 Describe why the market-to-book value ratio is analogous to comparing apples
to oranges. Why have analysts found this ratio to be useful?

10-25 Explain why price-to-earnings ratios may differ among firms. Describe why in-
vestors might prefer to buy a stock that has a relatively high price-to-earnings
ratio? Why might some investors prefer low price-to-earnings ratios? Discuss.

10-26 Assume that a firm uses relatively conservative methods of accounting (LIFO in-
ventory costing and/or accelerated depreciation methods). Describe how this
would affect your interpretation of the following measures: EPS, financial lever-
age ratio, and price-to-earnings ratio.

EXERCISES

Transaction Analysis: Shareholders’ Equity
10-27 Davidson Corp. has the following transactions. Use the balance sheet equation

to analyze the financial statement effects of these transactions. Set up the fol-
lowing columns: cash, patent, preferred stock, capital in excess of par, com-
mon stock, and treasury stock.
1. Issued five million shares of $2.00 par value preferred stock at a price of

$10.00.
2. Issued five million shares of no-par common stock at a price of $20.00.
3. Purchased 100,000 shares of its own common stock as treasury stock at a

market price of $35.00.
4. Issued 200,000 shares of no-par common stock in exchange for patent

rights. The stock has a market price of $40.00.

Transaction Analysis: Shareholders’ Equity
10-28 DWN Corporation began operations in 2000. Calculate the balances in each

component of shareholders’equity at the end of 1998, after recognizing the fol-
lowing transactions:
1. Issue one million shares of $5.00 par value common stock at a price of

$15.00.
2. Earn net income of $450,000.
3. Declare and pay dividends of $200,000.
4. Purchase 10,000 shares of its common stock as treasury stock at $25.00.
5. Sell 5,000 shares of treasury stock for $30.00.

Transaction Analysis: Shareholders’ Equity
10-29 SKN Corporation began operations in 1999. Calculate the balances in each

component of shareholders’equity at the end of 1999, after recognizing the fol-
lowing transactions:
1. Issue two million shares of $10.00 par value common stock at a price of

$25.00.
2. Incur high R&D costs and show a net loss on its 1996 income statement of

$1,500,000.00.
3. Issue four million shares of $25.00 preferred stock at a price of $30.00.
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Transaction Analysis: Shareholders’ Equity
10-30 RMN Corp. had a variety of shareholders’equity transactions in 2000. It had the

following balances in Shareholders’ Equity accounts and Cash and other assets
accounts at the beginning of 2000:

Cash and other assets $78,000,000
Common stock, $1.00 par value 5,000,000
Capital in excess of par 25,000,000
Retained earnings 50,000,000
Treasury stock (40,000 shares) (2,000,000)

RMN had the following transactions that affected shareholders’ equity during
2000:
1. Issue five million shares of no-par preferred stock at a price of $4.00.
2. Sell the treasury stock for $4,500,000.00.
3. Earn net income of $35,000,000.00.
4. Declare and pay dividends of $10,000,000.00.
5. Employee stock options were granted with the purchase of 100,000 shares

of common stock. The market price is currently $7 per share. The exercise
price is $7 per share.

6. The stock options were exercised and the company issued the 100,000
shares. The current market price is $8 per share.

Required:
Record these transactions in each of the components of shareholders’ equity
and in Cash and other assets. Use the balance sheet equation to calculate the
ending balance in each account.

Earnings Per Share Calculations
10-31 Calculate earnings per share (EPS), given the following information:

• Net income, $255,000,000

• Authorized common stock, 50,000,000 shares

• Common stock, 25,000,000 shares outstanding all year

• Bonds payable, $50,000,000

Earnings Per Share Calculations
10-32 Calculate EPS, given the following information:

• Net loss, $20,000,000

• Common stock, 2,000,000 shares outstanding all year

• Preferred stock, 2,000,000 shares authorized, but none issued

Earnings Per Share Calculations
10-33 Calculate EPS, given the following information:

• Net income, $345,000,000

• Authorized common stock, 20,000,000 shares, $1.00 par value

• Weighted average number of shares outstanding, 11,455,678

• Dividends paid, $35,000,000
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Earnings Per Share Calculations
10-34 Calculate EPS, given the following information:

• Net income, $65,100,000

• Common stock outstanding, 3,100,000 shares

• Preferred stock outstanding, 1,000,000 shares

• Dividends paid on preferred stock, $5,000,000

• Bonds payable, $40,000,000

• Retained earnings (ending balance), $45,679,000

Comprehensive Exercise: Stockholders’ Equity
10-35 Swan and Duboner Corporation has the following stockholders’ equity on

December 31, 1999:

Six percent preferred stock: $100 par value, 20,000 shares
authorized, 5,000 shares issued and outstanding $ 500,000

Common stock: $5 par value, 1,000,000 shares
authorized, 250,000 shares issued 1,250,000

Additional paid-in capital 1,740,000
Total contributed capital $3,490,000

Retained earnings 850,000
Total stockholders’ equity $4,340,000

The corporation had the following transactions during 2000:
1. February 1: Declared a dividend of $6 per share on the preferred stock,

and $0.50 per share on the common stock.
2. February 10: The board of directors established this as the record date.
3. February 25: The dividends were paid.
4. March 31: A two-for-one stock split on the common stock was declared and

issued.
5. April 30: The corporation bought back 100,000 shares of its common stock

for $6 per share. These shares will be reissued in the future.
6. June 30: Employee stock options were granted for 10,000 shares. The cur-

rent market price is $5.50 per share. The exercise price is $6.00 per share.
7. August 15: The corporation sold 20,000 shares of its treasury stock for

$7.00 per share.
8. October 31: Employees exercised their stock options. The current market

price is $7.50 per share.
9. December 31: The net income for the year is $600,000.

Required 
a. Set up an accounting equation and record the above transactions.
b. Calculate EPS, assuming a weighted average of 380,000 common shares out-

standing.
c. Why do companies, in general, declare and issue a stock split?

Transaction Analysis: Shareholders’ Equity
10-36 Record the effects of the following transactions, using the balance sheet equation

and Cash and other assets. Calculate the ending balance in Retained Earnings.
1. The beginning balance in retained earnings is $2,590,000; common stock,

$1.00 par value, is $2,000,000; and Cash and other assets is $4,590,000.
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2. Earn net income of $3,560,000.
3. Declare and pay dividends of $2,000,000.
4. Issue four million shares of common stock, par value, $1.00 at a price of

$4.00.
5. Issue stock dividends in the amount of $3,000,000 representing 1,000,000

shares.

Earnings Per Share Calculations
10-37 Calculate earnings per share (EPS), given the following information:

• Net income, $63,000,000

• Common stock outstanding, 3,000,000 shares

• Bonds payable, $35,000,000

• Retained earnings (ending balance), $42,300,000

Earnings Per Share Calculations
10-38 Calculate EPS, given the following information:

• Common stock outstanding, 4,000,000 shares

• Net income, $55,000,000

• Bonds payable, $33,000,000

• Retained earnings (ending balance), $44,000,400

• Preferred shares outstanding, 1,000,000, $10.00 par value

• Preferred dividends, $2,000,000

Transaction Analysis: Shareholders’ Equity
10-39 Use the balance sheet equation to calculate the ending balances in each of the

following accounts, given the beginning balances and various transactions dur-
ing the year.

Beginning Balances
Cash $ 25,000,000
Other assets 100,000,000
Convertible bonds payable 20,000,000
Convertible preferred stock, $10 par value 30,000,000
Common stock, $10 par value 40,000,000
Retained earnings 35,000,000

Transactions 
1. Convert half of the convertible bonds payable to common stock at a con-

version price of $40.00 per share.
2. Convert all the convertible preferred stock to common stock at 1.5 shares

of preferred stock for each share of common stock (conversion ratio).
3. Purchase 500,000 shares of its own common stock as treasury stock at a

market price of $12.50.
4. Earn net income of $17,500,000.
5. Pay dividends of $5,000,000.
6. Issue one million shares of common stock at the market price of $15.00

per share in exchange for a parcel of land priced at $20,000,000.
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PROBLEMS

Comprehensive Dividend Problem: Stockholders’ Equity 
10-40 Macintosh Browning Corporation has the following stockholders’ equity at

December 31, 1999:

Seven percent cumulative preferred stock: $120 par,
50,000 shares authorized, 20,000 shares issued and outstanding $2,400,000

Common stock: $10 par, 500,000,000 shares
authorized, 300,000 shares issued 3,000,000

Additional paid-in capital 900,000
Total contributed capital 6,300,000

Retained earnings 1,200,000

Treasury stock (74,000 shares of common stock) (1,110,000)
Total stockholders’ equity $6,390,000

Required
a. Why did Macintosh issue preferred stock? What does the seven percent cu-

mulative term indicate?
b. Assume that the board of directors has not declared a dividend in the past

three years (the preferred stock was outstanding during these years). What
is the amount of dividends outstanding for the previous three years on these
cumulative shares?

c. Why might Macintosh prefer preferred stock rather than additional debt?
d. If the board declared and paid dividends to the preferred and common

shareholders during the year, show the effects (use � and � and ignore $
amounts) on stockholders’equity on the date of declaration, date of record,
and date of payment.

Comprehensive Problem: Stockholders’ Equity
10-41 LP&G Corporation has the following stockholders’equity at December 31, 1999:

Common stock: $20 par, authorized 700,000
shares, issued 200,000 shares $  4,000,000
Additional paid-in capital 3,200,000
Total contributed capital 7,200,000
Retained earnings 5,400,000
Total stockholders’ equity $12,600,000

During 2000, the following transactions occurred:
1. January 31: A two-for-one common stock split was declared by the board of

directors. The shares were issued and the market price was $110 per share.
2. March 15: The corporation repurchased 50,000 shares of its common stock

as treasury stock at $54 per share.
3. May 31: The board of directors declared a $2 cash dividend per share.
4. June 10: This is the date of record that the board of directors established.
5. June 20: The dividends were paid.
6. August 30: The corporation granted employee stock options of 20,000 shares.

The market price was $54 per share. The exercise price is $54 per share.
7. October 15: The corporation sold 30,000 shares of its treasury stock for $55

per share.
8. November 25: Employee stock options were exercised. The market price

was $56 per share.
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Required
a. Set up an accounting equation and record the above transactions.
b. Why did the corporation issue a two-for-for stock split?
c. Why would a company issue a stock dividend instead of cash? What impact

does a stock dividend have on overall stockholders’ equity?

Conceptual Discussion: Preferred Stock
10-42 The H. Houdini Company’s capital structure includes $10,000,000 of long-term

debt at an average rate of 12%. The capital structure also includes $3,000,000
of (cumulative) preferred stock, with stated dividends of five percent and
$6,000,000 of common stock. It has no retained earnings.

Required
a. How does the preferred stock affect the risk and potential returns of the

long-term debt and the common stock?
b. In what ways might preferred stock be considered debt? How might it be

viewed as equity?

Financial Statement Impact: Debt Versus Equity
10-43 The Open Sesame Company has assets of $300,000,000, long-term debts of

$100,000,000, common stock of $100,000,000, and retained earnings of
$100,000,000. Most of the long-term debt consists of convertible debt carrying
fairly high interest rates that are about five points above the current prevailing
market. Open Sesame wants to issue $100,000,000 of new debt at current mar-
ket rates. It will then “call,” or retire, the existing convertible debt, using the
money from the new debt. Because its share prices have also increased 40%
over the past several years, Open Sesame is also considering raising additional
funds by issuing new shares of common stock. Funds from the common stock
issue would then be used to refinance the debt.

Required
a. If Open Sesame issued new debt, what would be the impact on its balance

sheet? On its income statement?
b. If Open Sesame issued new common stock, what would be the impact on

its balance sheet? What assumption is crucial to answering this question?
c. What other considerations might drive Open Sesame’s decision about this

possible refinancing of its long-term debt?
d. How might the current creditors be affected if Open Sesame tries to “call,”

or retire, its convertible debt? How might they feel? What actions might
they take immediately after hearing about the call?

Financial Statement Impact: Debt Versus Equity
10-44 Smith Smyth, Inc., has the following capital structure:

Current liabilities $ 20,000,000
Long-term debt 30,000,000

Preferred stock ($10 par value) 40,000,000
Common stock ($1 par value) 40,000,000
Capital in excess of par 20,000,000
Retained earnings 15,000,000
Total liabilities and shareholders’ equity $165,000,000
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Required
a. Determine the impact on Smyth’s capital structure if it issues an additional

long-term debt of $20,000,000. In other words, show what Smyth’s capital
structure will be with the new debt.

b. Determine the impact on Smyth’s capital structure if it converts half the
long-term debt, including that issued in part a, to common stock at a con-
version price of $10.

c. Determine the impact on Smyth’s capital structure if it converts all its pre-
ferred stock to common stock. The conversion ratio is 2.5 shares of common
stock for each share of preferred stock.

d. Determine the impact on Smyth’s capital structure if it purchases 5,000,000
shares for its common stock at a market price of $12 per share.

e. Determine the impact on Smyth’s capital structure if it suffers losses of
$10,000,000 in the next fiscal year.

f. Reconstruct the right side of the balance sheet, reflecting all the above
changes, as if they occurred simultaneously. (Hint: Set up an accounting
equation and record all the transactions.)

Financial Statement Impact: Debt Versus Equity
10-45 Bitsy Betsy, Inc. has the following capital structure:

Current liabilities $ 35,000,000
Long-term debt 35,000,000

Preferred stock (no par) 45,000,000
Common stock (no par) 45,000,000
Retained earnings 10,000,000
Total liabilities and shareholders’ equity $170,000,000

Required
a. Calculate Betsy’s capital structure after issuing $25 million of new debt.
b. Recalculate Betsy’s capital structure after converting half the long-term debt,

including that issued in part a, to common stock.
c. Recalculate Betsy’s capital structure after converting all its preferred stock

to common stock.
d. Recalculate Betsy’s capital structure after suffering losses of $10 million in

the next fiscal year.

Effects on Financial Statements and Ratios
10-46 A list of business transactions and events follows:

1. Sale of common stock to investors
2. Sale of preferred stock to investors
3. Declaration of a cash dividend to common shareholders
4. Purchase of treasury stock
5. Sale of treasury stock
6. Issuance of options to employees, which will become exercisable in two

years
7. Announcement of a two-for-one stock split
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Required
Indicate how each of these items affects the following financial statement items
or ratios:
a. Total assets
b. Liabilities
c. Shareholders’ equity
d. Retained earnings
e. Earnings per share
f. Financial leverage (debt divided by total assets)

Comparing Financial Ratios of Two Firms
Using Differing Accounting Methods
10-47 Two firms provided the following information at the end of 1999 (dollars in

millions):
Adam Co. Zachary Co.

Total assets $ 105 $ 210
Total liabilities $ 70 $ 120
Shareholders’ equity $ 35 $ 90
Net income during 1999 $ 15 $ 25
Shares outstanding during 1999 1 million 1.2 million
Market price per share $ 125.00 $ 150.00

Required
a. Based on the information above, determine the following items for each firm:

• Earnings per share

• Price-to-earnings ratio

• Financial leverage ratio
b. Adam used LIFO inventory costing and accelerated depreciation of plant

and equipment costs, while Zachary used FIFO costing and straight-line de-
preciation. If Adam had been using the same inventory costing and depre-
ciation methods as Zachary, then Adam’s net income during 1998 would
have been higher by $20 million, and the carrying value of Adam’s total as-
sets would have been higher by $85 million. Based on this information, re-
compute the three ratios above as if Adam and Zachary used the same ac-
counting methods for inventory and depreciation.

c. Describe your overall conclusions regarding the two firms.

Stock Options as Executive Compensation
10-48 Late in 1999, Natalie Attired, a recent MBA graduate, signed a four-year em-

ployment contract with Generic Co. that provides her with an annual salary of
$90,000. In addition, at the start of each year, 2000 through 2003, Natalie re-
ceived options to purchase 3,000 shares of Generic’s common stock at the mar-
ket price when the options were received. These options are exercisable for
four years from the date of receipt. Assume the following information related
to these options:
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Market Price per Share, Options Exercised 
Year Beginning of Year During the Year
2000 $ 50 None
2001 $ 80 4000*
2002 $130 2000**
2003 $ 90 None
*3,000 options at $50.

**2,000 options at $80.

Required
a. Determine the total compensation expense to Natalie that would be re-

ported by Generic in each year from 2000 through 2003.
b. Determine the total economic benefit that Natalie has received (salary plus

value of stockholding and options) from Generic over the three-year period.
c. Comment on any difference between the results in parts a and b.

No-Par Shares
10-49 Why might a firm prefer to issue shares with no par value (zero stated value)?

Research Project: Stock-Based Compensation 
10-50 Conduct a research study on stock-based compensation. Write a memo de-

scribing how stock-based compensation should be reflected or disclosed on a
company’s financial statements.

Interpreting Financial Statements: Shareholders’ Equity
10-51 Refer to Wendy’s financial statements in Appendix D. Review the balance sheet

to determine how and where shareholders’ equity has been reported.

Required
a. Read the Consolidated Statement of Shareholders’ Equity. Identify and dis-

cuss any unusual terms.
b. Determine whether Wendy’s has any unusual types of shareholders’ equity.

If so, discuss how they might be interpreted by financial analysts. Discuss
how Wendy’s managers might view such equity items.

c. Discuss how preferred stock is related to common stock. In your opinion,
should they be disclosed separately? Why? Determine why Wendy’s shows
preferred stock on its balance sheet and at zero amounts.

d. Discuss several reasons why Wendy’s has treasury stock.
e. Discuss any other unusual concerns regarding Wendy’s shareholders’ equity.

What other related information might an external analyst require or prefer?

Interpreting Financial Statements: Equity Ratio Calculations
10-52 Refer to Wendy’s financial statements in Appendix D. Review the financial state-

ments to determine how and where shareholders’ equity has been reported.

Required
a. Calculate Wendy’s financial leverage ratio for each year. Discuss the results.
b. Based on the notes, is there any other way to calculate the leverage ratio? If

so, do so by taking a more liberal (or more conservative) approach to re-
classifying any convertible securities. Contrast these results. Note: Refer to
Note 4 pertaining to convertible debentures (bonds).

(Continued)
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c. Calculate the market-to-book value ratio. If market prices are not disclosed
somewhere in the annual report, use other resources to determine the mar-
ket price at the end of each fiscal year. Discuss the results.

d. Calculate the price-to-earnings ratio, using the market price determined
above and basic earnings-per-share information. Discuss the results.

e. Discuss any other unusual concerns regarding Wendy’s shareholders’equity.
What other related information might an external analyst prefer?

Interpreting Financial Statements: Shareholders’ Equity
10-53 Refer to Reebok’s financial statements in Appendix E. Review the balance sheet

to determine how and where shareholders’ equity has been reported.

Required
a. Read the Consolidated Statement of Stockholders’ Equity. Identify and dis-

cuss any unusual terms. Trace any numerical disclosures of shareholders’eq-
uity in the notes to corresponding disclosures in the balance sheet.

b. Determine whether Reebok has any unusual types of shareholders’equity. If
so, discuss how they might be interpreted by financial analysts. Discuss
how Reebok’s managers might view such equity items.

c. Discuss how paid-in capital is related to common stock. Should they be dis-
closed separately? Why?

d. Determine why Reebok had the same amount of “shares in treasury” each
year. How many shares of common stock are outstanding?

e. Evaluate the decrease in “unearned compensation.”Why is this item shown
as part of shareholders’ equity? Is this account, or the increase, significant?
Why?

f. Discuss any other unusual concerns regarding Reebok’s shareholders’ eq-
uity. What other related information might an external analyst require or
prefer?

Interpreting Financial Statements: Equity Ratio Calculations
10-54 Refer to Reebok’s financial statements in Appendix E. Review the financial

statements to determine how and where shareholders’ equity has been re-
ported.

Required
a. Calculate the financial leverage ratio for each year. Interpret your results.
b. Based on the notes, is there any other possible way in which the leverage ra-

tio can be calculated? If so, do so by taking a more liberal (or more conser-
vative) approach to reclassifying any convertible securities. Contrast these
results with your earlier results.

c. Calculate the market-to-book value ratio. If market prices are not disclosed
somewhere in the annual report, go to your library to determine the market
price at the end of each fiscal year. Discuss your results.

d. Calculate the price-to-earnings ratio, using the market price determined
above. Discuss your results.

e. Discuss any other unusual concerns regarding Reebok’s shareholders’ eq-
uity. What other related information might an external analyst require or
prefer?
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“Hybrid” Stock Splits
10-55 A footnote to the 1999 financial statements of General Dynamite, Inc., a major

producer of explosive weapons, armored vehicles, and other weapons systems,
includes the following information:

Stock split: On March 4, 2000, the company’s board of directors authorized a
two-for-one stock split in the form of a 100 percent stock dividend to be dis-
tributed on April 11 to shareholders of record on March 21. Shareholders’ eq-
uity has been restated to give retroactive recognition to the stock split for all
periods presented by reclassifying the par value of the additional shares arising
from the split from retained earnings to common stock. In addition, all refer-
ences in the financial statements to the number of shares, per share amounts,
stock option data, and market prices of the company’s common stock have
been restated.

Required
a. Explain why the accounting treatment described by General Dynamite is

not typical of either a stock split or a stock dividend.
b. Why did General Dynamite give retroactive recognition to the stock split in

all related financial statement references?
c. Why did General Dynamite’s management decide to split the company’s

stock?
d. Would an existing General Dynamite shareholder be pleased by manage-

ment’s decision to split the stock? Explain.

Valuation of Stock Options
10-56 Crown Resources, Inc., an international producer of cardboard packaging, re-

ports the following information in its 1999 financial statements:

Stock issued under stock option and employee savings plans: 1,415,711 shares

Resulting changes in shareholders’ equity:
Paid-in capital increase $23,600,000
Treasury stock decrease 7,000,000
Total increase in shareholders’ equity $30,600,000

The market price of Crown’s common stock averaged about $40 per share dur-
ing 1999.

Required
a. What was the average amount of proceeds per share that Crown received

for the stock issued in 1999 under its stock option and employee savings
plans?

b. What was the aggregate market value of the shares issued by Crown during
1999 under these plans?

c. Discuss the difference between the aggregate market value and the aggre-
gate proceeds received by Crown for the stock issued in 1999. Is this inter-
pretation consistent with the accounting treatment? Explain.
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Interpreting Notes Related to Shareholders’ Equity
10-57 Gap, Inc. provided the following notes (excerpts) in its 1997 financial state-

ments:

Note F: Employee Benefit
And Incentive Stock Compensation Plans
Retirement Plans

The company has a qualified defined contribution retirement plan, called Gap-
Share, which is available to employees who meet certain age and service re-
quirements. This plan permits employees to make contributions up to the max-
imum limits allowable under the Internal Revenue Code. Under the plan, the
company matches all or a portion of the employee’s contributions under a pre-
determined formula. The company’s contributions vest over a seven-year pe-
riod. Company contributions to the retirement plan in 1997, 1996, and 1995
were $12,907,000, $11,427,000, and $9,839,000, respectively.

A nonqualified executive deferred compensation plan was established on
January 1, 1994 and a nonqualified executive capital accumulation plan was
established on April 1, 1994. Both plans allow eligible employees to defer com-
pensation up to a maximum amount defined in each plan. The company does
not match employees’ contributions.

A deferred compensation plan was established on August 26, 1997 for non-
employee members of the board of directors. Under this plan, board members
can elect to defer receipt on a pre-tax basis of eligible compensation received
for serving as nonemployee directors. In exchange for compensation deferred,
board members are granted discounted stock options to purchase shares of the
company’s common stock. All options are fully exercisable upon the date
granted and expire seven years after the date or one year after retirement from
the board, if earlier. The company can issue up to 300,000 shares under the plan.

Incentive Stock Compensation Plans

The 1996 Stock Option and Award plan (the “Plan”) was established on March
26, 1996. The board authorized 41,485,041 shares for issuance under the Plan,
which includes shares available under the Management Incentive Restricted
Stock plan (MIRSP) and an earlier stock option plan established in 1981, both
of which were superseded by the Plan. The Plan empowers the Compensation
and Stock Option Committee of the board of directors to award compensation
primarily in the form of nonqualified stock options or restricted stock to key
employees. Stock options generally expire 10 years from the grant date or one
year after the date of retirement, if earlier. Stock options generally vest over a
three-year period, with shares becoming exercisable in full on the third an-
niversary of the grant date. Nonqualified stock options are generally issued at
fair market value but can be issued at prices less than the fair market value at
the date of grant or at other prices as determined by the committee. Total com-
pensation cost for those stock options issued at less than fair market value un-
der the Plan and for the restricted shares issued under MIRSP was $17,170,000,
$22,248,000, and $23,743,000 in 1997, 1996, and 1995, respectively.
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Employee Stock Purchase Plan

The company has an Employee Stock Purchase plan under which all eligible
employees can purchase common stock at 85 percent of the lowest closing
price of the company’s common stock on the grant date or the purchase date
on the New York Stock Exchange Composite Transactions Index. Employees
pay for their stock purchases through payroll deductions at a rate equal to any
whole percentage from one percent to 15 percent. There were 645,625 shares
issued under the plan during fiscal 1997, 599,495 during 1996, and 578,301
during 1995. All shares were acquired from reissued treasury stock. At January
31, 1998, there were 4,176,579 shares reserved for future subscriptions.

Note G: Shareholders’
Equity And Stock Options
Common and Preferred Stock

The company is authorized to issue 60,000,000 shares of Class B common
stock, which is convertible into shares of common stock on a share-for-share
basis; transfer of the shares is restricted. In addition, the holders of the Class B
common stock have six votes per share on most matters and are entitled to a
lower cash dividend. No Class B shares have been issued.

The board of directors is authorized to issue 30,000,000 shares of one or
more series of preferred stock and to establish at the time of issuance the issue
price, dividend rate, redemption price, liquidation value, conversion features,
and such other terms and conditions of each series (including voting rights) as
the board deems appropriate, without further action on the part of the share-
holders. No preferred shares have been issued.

In October 1996, the board of directors approved a share-buyback program
under which the company can repurchase up to 45,000,000 shares of its out-
standing stock in the open market over a three-year period. As of January 31,
1998, 28,184,650 shares were repurchased for $743,805,000 under this pro-
gram.

Stock Options

Under the company’s Stock Option plans, nonqualified options to purchase
common stock are granted to officers, directors, and key employees at exercise
prices equal to the fair market value of the stock at the date of grant or at other
prices as determined by the Compensation and Stock Option Committee of the
board of directors.
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Stock option activity for all employee benefit plans is as follows:

Weighted-Average
Shares Exercise Price

Balance on January 28, 1995 11,619,816 $10.18

Granted 14,226,600 11.94
Exercised (1,491,558) 6.48
Canceled (894,222) 12.27

Balance on February 3, 1996 23,460,636 $11.41

Granted 9,364,110 20.60
Exercised (2,386,761) 8.30
Canceled (1,198,608) 14.85

Balance on February 1, 1997 29,239,377 $14.46

Granted 11,392,531 21.62
Exercised (2,849,034) 10.65
Canceled (2,559,295) 16.01

Balance on January 31, 1998 35,223,579 $16.97

Outstanding options on January 31, 1998 have expiration dates ranging
from March 20, 1998 to January 29, 2008 and represent grants to 2,347 key em-
ployees.

On January 31, 1998, the company reserved 60,083,011 shares of its com-
mon stock, including 14,996 treasury shares, for the exercise of stock options.
There were 24,859,432 and 32,745,096 shares available for options on January
31, 1998 and February 1, 1997, respectively. Options for 4,299,847 and
4,373,222 shares were exercisable as of January 31, 1998 and February 1, 1997,
respectively, and had a weighted-average exercise price of $11.66 and $9.01 for
those respective periods.

The company accounts for its Stock Option and Award plans in accordance
with APB Opinion No. 25, under which no compensation cost has been rec-
ognized for stock option awards granted at fair market value. Had compensa-
tion cost for the company’s stock-based compensation plans been determined
based on the fair value at the grant dates for awards under those plans in
accordance with the provisions of SFAS No. 123, Accounting for Stock-Based
Compensation, the company’s net earnings and earnings per share would have
been reduced to the pro forma amounts indicated below. The effects of apply-
ing SFAS No. 123 in this pro forma disclosure are not indicative of future
amounts. SFAS No. 123 does not apply to awards prior to fiscal year 1995. Ad-
ditional awards in future years are anticipated.
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Fifty-two Fifty-two Fifty-three
Weeks Ended Weeks Ended Weeks Ended
Jan. 31, 1998 Feb. 1, 1997 Feb. 3, 1996

Net earnings ($000)
As reported $533,901 $452,859 $354,039
Pro forma 507,966 437,232 348,977

Earnings per share
As reported-basic $      1.35 $      1.09 $      .85
Pro forma-basic 1.28 1.05 .84
As reported-diluted 1.30 1.06 .83
Pro forma-diluted 1.24 1.02 .82

Note H: Earnings Per Share

Under SFAS No. 128, the company provides a dual presentation of EPS on a ba-
sic and diluted basis. The company’s granting of certain stock options and re-
stricted stock resulted in a potential dilution of basic EPS. The following sum-
marizes the effects of the assumed issuance of dilutive securities on
weighted-average shares for basic EPS.

Fifty-two Fifty-two Fifty-three
Weeks Ended Weeks Ended Weeks Ended
Jan. 31, 1998 Feb. 1, 1997 Feb. 3, 1996

Weighted-average number
of shares—basic 396,179,975 417,146,631 417,718,397
Incremental shares from
assumed issuance of:

Stock options 10,037,700 5,597,219 1,939,485
Restricted stock 3,983,083 4,523,370 8,094,633

Weighted-average number
of shares—diluted 410,200,758 427,267,220 427,752,515

The number of incremental shares from the assumed issuance of stock op-
tions and restricted stock is calculated applying the treasury stock method.

Excluded from the above computation of weighted-average shares for di-
luted EPS were options to purchase 440,063 shares of common stock during
fiscal 1997, 5,084,978 during 1996 and 3,087,269 during 1995. Issuance of
these securities would have resulted in an antidilutive effect on EPS.

Required
a. Review the notes provided by Gap, Inc. Identify any unusual terms.
b. Identify reasons why Gap provided these stock options.
c. Describe each major transaction involving stockholders’ equity. Use the ac-

counting equation to show the effects of each transaction.
d. Comment on the effects of each major transaction. How would an investor

evaluate each of these transactions? List some reasons why managers would
support them.
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Interpreting Financial Statements: Shareholders’ Equity
10-58 Vicorp Restaurants, Inc., headquartered in Denver, operates or franchises 408

midscale restaurants, primarily under the names Bakers Square and Village Inn.
Its 1994 balance sheet included the following shareholders’ equity section (in
thousands):

1994 1993 1992
Common stock: $0.05 par value,
20,000,000 shares authorized,
9,509,426, 9,911,536, and
10,189,066 issued $ 476 $ 496 $ 509
Additional paid-in capital 91,544 98,338 105,701
Retained earnings 42,846 49,484 32,960
Treasury stock, at cost
(0,0, and 212,851 shares) 0 0 (3,725)
Total shareholders’ equity $134,866 $148,318 $135,445

Required
a. Explain each item in the shareholders’ equity section of Vicorp’s balance

sheet.
b. Why is there such a large discrepancy between the amounts assigned to

common stock versus the additional paid-in capital?
c. Assuming zero dividends, did Vicorp have positive or negative net income

in 1993? in 1994? Why?
d. How many shares of its own common stock did Vicorp purchase in 1992? At

what price? Assume that Vicorp did not sell any additional shares in 1992.
e. Could Vicorp issue 10,000,000 shares of common stock to quickly raise ad-

ditional funds? In which years?
f. Calculate the amount of dividends paid by Vicorp, if any, in 1993 and 1994.

For this purpose, assume that Vicorp’s net income was $16,524,000 in 1993,
and it had a net loss of $6,638,000 in 1994.

Interpreting Financial Statements: Earnings per Share
10-59 Pierre’s, headquartered in Paris, reports the following note to its 1999 financial

statements:

Share Capital: The share capital comprises fully paid shares with a nominal
value of 1 FRF [French franc]. Shares at the beginning of the year and changes
in the number of shares are as follows:

1999 1998
On January 1 75,452,501 74,442,637
In lieu of cash (stock) dividends — 725,402

Exercise of stock options 112,095 140,550
Conversion of bonds 745 3,324
Exercise of staff (employee) options — 25,733
On December 31 75,565,341 75,337,646

Information relevant to the earnings per share calculations is as follows:

Average outstanding 75,422,540 75,122,483
Profit attributed to shareholder (FRF) 965,000,000 841,000,000
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Required
a. Explain each item in Pierre’s note.
b. What differences might exist between stock options and staff options?
c. Why does the average number of shares outstanding differ from the bal-

ances on January 1 and December 31?
d. Calculate Pierre’s earnings per share (EPS).

Interpreting Financial Statements: Shareholders’ Equity
10-60 Exabyte Corporation reported the following information in its 1994 balance

sheet (dollars in thousands and shares in thousands as well):

1994 1993
Preferred stock: $0.001 par value; — —

14,000 shares authorized, no
shares issued and outstanding

Common stock: $0.001 par value,
50,000 shares authorized; 21,657
and 21,190 shares issued 22 21

Capital in excess of par value 57,208 51,242
Treasury stock, at cost,

15 and 15 shares (9) (9)
Retained earnings 139,686 107,281
Total stockholders’ equity $196,907 $158,535

Total assets $242,765 $197,307

Common and common
equivalent shares 21,965 21,399

Net income $ 32,405 $ 16,182

Required
a. Explain each of Exabyte’s stockholders’ equity items.
b. What significance is there to the equality of par values for both the preferred

and common stock?
c. How many shares of stock were actually owned by the public at the end of

each year?
d. Why does Exabyte disclose preferred stock, even though no shares have

been issued?
e. Why does the number of shares listed as “Common and common equivalent

shares”differ from the number of shares outstanding?
f. Using the information on treasury stock, determine the price paid for trea-

sury shares. Should it concern an investor that this price is so much higher
than the shares’ par value?

g. Calculate Exabyte’s earnings per share (EPS).
h. On the basis of the above information, calculate Exabyte’s ROE ratios. Eval-

uate the results.
i. If Exabyte paid no dividends in 1994, would that be of concern to an in-

vestor?
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Cash Flow Impact on Shareholders’ Equity
10-61 Sigma Designs is a high-tech software development company specializing in

imaging and multimedia computer applications. Sigma Designs’ statement of
cash flows is presented below:

Sigma Designs, Inc.
Statement of Cash Flows

For the Years ended January 31, 1995 and 1994
(Dollars in thousands)

1995 1994
Cash flows from operating activities
Net loss $(8,773) $(29,546)

Adjustments to reconcile net loss to net
cash provided by operating activities
(summary of all adjustments, net) (110) 15,885

Net cash provided by (used for)
operating activities (8,883) (13,661)

Cash flows from investing activities
Purchases of marketable securities (25,350) (22,542)
Sales of marketable securities 22,296 33,355
Equipment additions (721) (612)
Software development costs (capitalized) (1,255) (494)
Other asset transactions 0 183
Net cash provided (used for)

investing activities (5,030) 9,890

Cash flows from financing activities
Common stock sold 13,201 493
Repayment of long-term obligations 1,710 0
Other financing transactions (1,925) 0
Net cash provided (used for)

financing activities 12,986 493
Decrease in cash and equivalents $ (927) $ (3,278)

Required
a. If the majority of payments included in the caption “Other financing trans-

actions” in 1995 was made for repurchasing common stock owned by offi-
cers and their family members, how would this new information affect an in-
vestor’s views of Sigma Designs?

b. Under what circumstances would a banker loan money to Sigma Designs?
Why or why not?

c. How would these conclusions change if the repurchases of stock were
$100,000?

d. If Sigma planned to repurchase shares for $2,000,000 and needed to sell
more shares or borrow to accomplish this objective, how would this infor-
mation affect an investor’s views of Sigma Designs?

Interpreting Financial Statements: Shareholders’ Equity
10-62 Consider Sigma Designs’ balance sheets for 1995 and 1994 (dollars in thou-

sands). Sigma Designs is a high-tech software development company specializ-
ing in imaging and multimedia computer applications.
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1995 1994
Assets
Cash and equivalents $ 881 $  1,808
Marketable securities 7,349 3,514
Accounts receivable, net of allowances 11,958 7,246
Inventories 9,736 10,602
Prepaid expenses and other 1,086 569

Total current assets 31,010 23,739

Equipment, net 1,343 1,200
Other assets 1,034 1,700

Total assets $33,387 $26,639

Liabilities and Shareholders’ Equity
Current Liabilities
Bank lines of credit $  1,710 $ 0
Accounts payable 9,333 4,207
Accrued salary and benefits 1,748 2,313
Other accrued liabilities 773 2,102

Total current liabilities 13,564 8,622

Long-term liabilities 1,102 1,518

Shareholders’ Equity
Common stock 38,820 27,544
Retained earnings (Deficit) (20,099) (11,045)

Shareholders’ equity 18,721 16,499
Total liabilities and shareholders’ equity $33,387 $26,639

Required
a. Concentrate on the equity section of the balance sheet. What major changes

have occurred in this section? What may have caused these changes?
b. Because Sigma had a net loss each year, its return on equity (ROE) ratios

were negative each year. What aspects of Sigma’s shareholders’equity would
concern investors? Why?

International Comparisons: Shareholders’ Equity
10-63 BF Group, a British company, reported the following components of share-

holders’ equity in its 1999 balance sheet (the relative size of each account bal-
ance is also shown):

• Called- up share capital (large balance)

• Share premium account (small balance)

• Capital reserve (large balance)

• Profit and loss account (small balance, but much larger than the current
year’s net income

Required
a. Compare and contrast each of these terms with corresponding terms typi-
cally shown on a U.S. firm’s balance sheet.
b. Why do you suppose that a British firm would show both a reserve account
and a profit and loss account?

Comprehensive Problem
10-64 The Nothing But Cheese (NBC) Company is a small but successful family-

owned business that specializes in family photography in wholesome circum-
stances. The company conducts still and video photography of individuals and
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families in settings that can best be described as “heartwarming.”NBC’s photo-
graphic techniques are unique, incorporating several patented photographic
equipment innovations and improvements. The company fully expects to dom-
inate its market niche within the region in the foreseeable future.

The firm has been in existence for over 40 years and has had a long-term
philosophy of “no debt” and “family control.” Currently 5,000 shares of $1 par
value common stock are outstanding, all of which are held by family members.
NBC’s shareholders’equity section of its December 31, 1996 balance sheet con-
tained the following data:

Common stock: $1 par value, 100,000 shares
authorized, 5,000 shares issued $ 5,000

Additional paid-in capital in excess of par value 595,000
Retained earnings 9,898,000
Total shareholders’ equity $10,498,000

Sophia Fuji, NBC’s current president, has found three alternative ways of rais-
ing additional capital that would be used for both current operating purposes
and an expansion to neighboring regions.

• Alternative 1: Issue 40,000 shares of six percent, $100 par value cumula-
tive preferred stock to a local but very wealthy investor. Each share could be
converted to four shares of common stock anytime after the year 2000.

• Alternative 2: Borrow $4,000,000 from a local bank at 10 percent with a
maturity date at the end of the year 2000.

• Alternative 3: Transform NBC immediately into a public company by issu-
ing 500,000 shares of common stock at an estimated price of $8 per share.
Of course, any member of the Fuji family could purchase stock on the open
market at the issue date or at any later date.

Required
a. Has NBC been successful in the past? Has it been profitable? What informa-

tion is needed to answer these questions?
b. How can it obtain cash for expansion or operating purposes if none of these

options is successful? In other words, what other options could Sophia also
pursue?

c. Show the effects on the shareholders’equity section of NBC’s balance sheet
from each of the three alternatives identified earlier by Sophia.

d. Noting that interest is deductible for tax purposes, while dividends are not,
evaluate the advantages and disadvantages of each of the three options.
Show the effects on net income of each option.

e. Write a short memo from Sophia to her relatives, recommending one of the
three options, while at the same time criticizing the other two options.

f. One of Sophia’s more vocal and complaining relatives responds to your
memo and suggests that each of the three options is too expensive and
threatens the loss of family control. He suggests that the family members
must invest the additional $4,000,000 through purchase of additional shares.
Because Sophia has already been told that other Fuji family members will
not consider this option, write a short but tactful memo from Sophia to the
dissenting family, indicating why your recommendation above (part e) is still
preferable.
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Conceptual Discussion: Exchanges of Debt or Equity
10-65 Many U.S. firms have completed exchanges or swaps of stock for debt. Collec-

tively, such swaps often retire more debt than the value of the stock that is ex-
changed. In other words, the face value of the debt often exceeds the market
value of the stock that is exchanged. Typical swaps might include:

• Convertible preferred stock for common stock

• Debt for convertible preferred stock

• Convertible debt for common stock

• Debt for cash and common stock

Required
a. What do you suppose are the incentives or motivations for such swaps? Why

would an investor or owner give up something with a historical cost higher
than its current market value?

b. What is the effect of such swaps on a firm’s balance sheet?

Debt Disguised as Equity
10-66 An American Accounting Association Committee suggested the following in a

committee report subtitled “Debt Disguised as Equity” (Accounting Horizons,
September 1991, p. 88):

. . . If [debt can be made to look like equity] while at the same time retaining
the tax-deductibility of the interest on the debt, so much the better. Complex
schemes have been thought up to secure these ends, and even relatively sim-
ple steps may be taken to disguise a liability as equity. . . . One proposal that
the FASB is exploring is to get rid of the distinction altogether.

Required
a. Identify two ways in which a firm might disguise or transform its debt into

equity.
b. Identify two reasons why a firm might want to disguise its debt as equity.

List two reasons why a firm might not want to do this.
c. Discuss the ethical implications of disguising debt as equity.
d. Who do you think should set rules to control a firm’s choices regarding the

disclosure of debt and equity? Why?
e. What recommendations would you propose to solve these issues?

Research Project: Shareholders’ Equity
10-67 Locate recent annual reports for three companies in the same industry. If such

reports are not conveniently available, use a business reference service, such as
Moody’s, Standard & Poor’s, Compustat, or the SEC’s EDGAR database to ob-
tain the following information:

• Company name and industry designation

• Preferred stock (number of shares outstanding and dollar amount)

• Common stock (number of shares outstanding and dollar amount)

• Retained earnings

• Total shareholders’ equity

• Total current liabilities

• Total long-term liabilities

• Total assets

• Earnings per share

• Market price (year-end or representative price)
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Required
a. For each company, compute the financial leverage ratios.
b. For each company, prepare a vertical analysis (percentage composition) of

its balance sheet.
c. For each company, compute the price-to-earnings ratio and the market-to-

book value ratio.
d. Write a short memo comparing and contrasting the financial structure and

risks associated with the three companies.

Interpreting Financial Statements: Shareholders’ Equity
10-68 DUD Computer is a private company. DUD’s major product lines are CAD/CAM

computer vision design systems, midrange computers, and computer services.
DUD had $1.26 billion in debt at the end of 2000, its losses were more than half
a billion dollars, and its net worth (retained earnings) was a negative $674.9
million. It will be in default on its loan covenants if it fails to secure new fi-
nancing by the end of 2002. Its summary financial trends were:

2000 1999
Revenue (in billions) $1.44 $1.55

Net (loss) (in millions) ($562.8)* ($172.8)
Loss per share ($ 9.02) ($ 3.21)

*Includes nonrecurring charges of $352.2 million.

Required
a. A business editor claimed that “DUD is in peril with too much debt.” On

what basis was this comment made?
b. Construct a scenario with high debt levels where such a comment would

be premature.
c. Using the data given above, calculate the net loss and loss per share after ex-

cluding the nonrecurring charges.
d. The company’s president and CEO suggested that DUD had a positive cash

flow and would have been profitable if it weren’t for huge debt payments
and write-downs. Critique the president’s conclusions. Is it possible for a
company with such huge losses to have positive cash flows? Why? Is it also
possible for a company’s debt payments to affect its net income? Why?

Financial Statement Impact: Earnings Per Share
10-69 Premier Anesthesia is a high-tech health services provider that transformed it-

self from a private company to a public company in 1992. At the end of 1992,
its price-to-earnings ratio was 45.0, based on estimated 1992 earnings. Its quar-
terly earnings for the first and second quarter of 1992 were, respectively, three
cents and six cents a share. Curiously, its year-to-date EPS at the end of the sec-
ond quarter of 1992 was 11 cents per share (WSJ, December 8, 1992, p. C1).
The company’s market price more than doubled during the last half of 1992
(from less than $6.00 per share to more than $14.00 per share).

Required
a. Comment on the discrepancy between the reported earnings-per-share

data.
b. Comment on Premier Anesthesia’s spectacular share prices relative to its

earnings.
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Additional Data
A reporter, Mr. Craig Torres, reported that “much of Premier’s interest earnings
come from high interest loans to a group of clinics” owned and controlled by
Premier’s chairman and largest stockholder (WSJ, December 8, 1992, p. C1).
These loans carried interest rates ranging from 12 to 24 percent. Premier also
booked management fees from the clinics as operating income. Mr. Torres sug-
gested that “Premier’s earnings come not from the hospital world, but from col-
lecting interest income.” The article was headlined as “Premier Anesthesia’s
Earnings Are Bloated by Interest Income” and “Premier Anesthesia’s Earnings
Get a Big Boost from Large Injection of Loan-Interest Income.”Approximately
42 percent of the firm’s earnings were derived from these related-party loans.
a. Find one to two articles (using the library or Internet) on “related-party” is-

sues. Summarize the key issues as they reflect financial reporting and ethics.
b. Describe how a company can earn interest income from another company,

particularly one that it controls. Comment on the ethical issues of such
loans and the reporting of such income, particularly given the market’s re-
sponse to Premier Anesthesia’s earnings. Also comment on the interest
rates, given that the prime rate during this period was around six percent.

Additional Data
Mr. Torres also reported that no buyer had been found for the clinics, so the
loans were essentially “bridge”financing until Premier Anesthesia could acquire
the clinics. He reported that “Some analysts suspect Premier is deliberately de-
laying the deal’s closing to keep collecting interest income, and thus to avoid
losing an important source of earnings in its first year as a public company”
(WSJ, December 8, 1991, p. C2).
a. Reassess your conclusions about the sources of Premier’s earnings and

about the ethics of its earnings management tactics.
b. What might you recommend in similar circumstances? Why?

Transfer of Cash to Related Companies
10-70 Philip Morris was the founder and chairman of Lollipops, Inc. until his death in

1998. The company’s performance had been sharply declining during the
1990s. Because Morris owned the majority of the shares in the company, he
was very concerned about the resultant decline in the share prices and market
value of Lollipops. To protect his investments, he secretly funneled $300,000,000
from other companies that he owned into purchases of additional Lollipops
shares. These new shares were used by the other companies as collateral for
bank loans, for financing the purchase of the shares, and for supporting the op-
erations of the other companies. After his death, this series of stock purchases
and bank loans was revealed in the financial press, and Lollipops’ shares plum-
meted in value!

Required
a. In what ways were these transactions unethical?
b. How might Lollipops have survived this calamity?

Research Project: Corporate Restructuring
10-71 Scan the recent financial press, such as Business Week, Forbes, or the Wall

Street Journal, to identify a company that has recently changed its capital
structure. Read one or two recent articles on this company and write a short
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summary of the restructuring, addressed as a memo to your instructor. In your
memo, include the company’s stated reasons for the restructuring as well as
any other reasons that you might consider relevant and rational. To the extent
possible, show how the company’s capital structure appeared before and after
the restructuring.

Research Project: Changes in Capital Structure
10-72 Choose one of the companies whose financial statements appear in Appen-

dixes D or E. Obtain the company’s most recent financial statement, or get its
balance sheet on the Internet. Find one or two recent articles that describe the
company’s changes in its capital structure.

Required
a. Compare the company’s capital structure as of the original financial state-

ments (in the appropriate appendix) to the company’s most recent capital
structure.

b. Document or identify any possible reasons for changes in the company’s
capital structure.

c. Identify any problems in the firm’s original capital structure or in its most re-
cent capital structure. What might the firm’s managers do to resolve these
problems?

d. Identify any inconsistencies in the firm’s behavior. That is, were its actions
consistent with the problems that you identified? Discuss these inconsis-
tencies, particularly from the viewpoint of an external analyst who has to
make predictions about the future success of the company.

Research Project: Changes in Capital Structure
10-73 Choose an industry. Identify the three largest firms in that industry. Obtain

their most recent financial statements or summaries thereof. Obtain one or two
recent articles on this industry or on the three selected firms.

Required
a. Discuss the similarities and differences in the three firms’capital structures.
b. Discuss how these firms might be changing their capital structure, espe-

cially in response to industry or market factors.
c. Discuss how the firms’ capital structures might reflect problems or oppor-

tunities in this industry.
d. Identify any inconsistencies in the firms’management of their capital struc-

tures. That is, discuss how each firm’s capital structure is responsive to both
its particular circumstances and to industry and market factors. Discuss
how the firm might be acting consistently and rationally relative to these
factors. Discuss any inconsistencies, particularly from the viewpoint of an
external analyst who has to make predictions about the future success of
the company.
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Understanding Disclosures in Notes
10-74 Pfizer, Inc. provided the following information in the notes to its 1997 financial

statements:

12 Common Stock

We effected a two-for-one split of our common stock in the form of a 100 per-
cent stock dividend in both 1997 and 1995. Both splits followed votes by share-
holders to increase the number of authorized common shares. All share and per
share information in this report reflects both splits.

The board of directors authorized us to repurchase up to $2 billion of our out-
standing common stock through September 1998. In 1997, we repurchased ap-
proximately 11.4 million shares at an average price of $51 per share and ap-
proximately .6 million shares in 1996 at an average price of $44 per share.

13 Preferred Stock Purchase Rights

Preferred Stock Purchase Rights granted in 1987 expired in October 1997.
Those rights were replaced by new Preferred Stock Purchase Rights that have
a scheduled term through October 2007, although that may be extended or re-
deemed. One right was issued for each share of common stock issued by our
company. These rights are not exercisable unless certain change-in-control
events transpire, such as a person acquiring or obtaining the right to acquire
beneficial ownership of 15 percent or more of our outstanding common stock
or an announcement of a tender offer for at least 30 percent of that stock. The
rights are evidenced by corresponding common stock certificates and auto-
matically trade with the common stock unless an event transpires that makes
them exercisable. If the rights become exercisable, separate certificates evi-
dencing the rights will be distributed and each right will entitle the holder to
purchase from our company a new series of preferred stock at a defined price.
The preferred stock, in addition to preferred dividend and liquidation rights,
will entitle the holder to vote with the company’s common stock.

The rights are redeemable by us at a fixed price until 10 days, or longer as
determined by the board, after certain defined events, or at any time prior to
the expiration of the rights.

We have reserved 3.0 million preferred shares to be issued pursuant to
these rights. No such shares have yet been issued. At the present time, the
rights have no dilutive effect on the earnings per common share calculation.

Required
a. Review Pfizer’s notes. Identify any unusual terms.
b. Reconstruct each of the transactions described by Pfizer. Use the account-

ing equation to summarize these transactions.
c. Indicate how each of these transactions may affect Pfizer’s (a) EPS and (b)

ROE.
d. Discuss the possible impact of Pfizer’s stock repurchasing plan.
e. Discuss the implications of Pfizer’s unissued preferred shares.
f. Identify whether Pfizer’s disclosures are favorable or unfavorable for exist-

ing shareholders. Are they advantageous for future shareholders? Why?
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Understanding Disclosures in Notes
10-75 Eli Lilly and Company provided the following information in the notes (ex-

cerpts) to its 1997 financial statements:

Note 8: Stock Plans

Stock options and performance awards have been granted to officers and other
executive and key employees. Stock options are granted at exercise prices
equal to the fair market value of the company’s stock at the dates of grant. Gen-
erally, options vest 100 percent after three years from the grant date and have
a term of 10 years.

In October 1995, the company issued its second grant under the Global-
Shares program. Essentially all employees were given an option to buy 400
shares of the company’s common stock at a price equal to the fair market value
of the company’s stock at the date of grant. Options to purchase approximately
10.3 million shares were granted as part of the program. Individual grants gen-
erally become exercisable on or after the third anniversary of the grant date and
have a term of 10 years.

The company has elected to follow Accounting Principles Board Opinion
(APB) No. 25, “Accounting for Stock Issued to Employees” and related inter-
pretations in accounting for its stock options. Under APB No. 25, because the
exercise price of the company’s employee stock options equals the market
price of the underlying stock on the date of grant, no compensation expense
is recognized. Total compensation expense for stock-based awards reflected in
income on a pretax basis was $242.1 million, $164.2 million, and $93.1 million
in 1997, 1996, and 1995, respectively. However, SFAS No. 123, “Accounting for
Stock-Based Compensation,” requires presentation of pro forma information as
if the company had accounted for its employee stock options granted subse-
quent to December 31, 1994, under the fair value method of that statement.
For purposes of pro forma disclosure, the estimated fair value of the options is
amortized to expense over the vesting period. Under the fair value method, the
company’s net income (loss) and earnings (loss) per share would have been as
follows:

1997 1996 1995
Net income (loss) $(424.2) $1,496.5 $2,285.3
Earnings (loss) per share—diluted $ (0.39) $ 1.34 $ 1.98

Because SFAS No. 123 is applicable only to options granted subsequent to De-
cember 31, 1994, and the options have a three-year vesting period, the pro
forma effect will not be fully reflected until 1998.

Note 9: Shareholders’ Equity

On September 15, 1997, the company’s board of directors declared a two-for-
one stock split to be effected in the form of a 100 percent stock dividend
payable to shareholders of record at the close of business on September 24,
1997. The outstanding and weighted-average number of shares of common
stock and per-share data in these financial statements have been adjusted to re-
flect the impact of the stock split for all periods presented. The company now

440 CHAPTER 10

Critical Thinking

   446  Shareholders' Equity 



has 1,111,521,927 issued shares of common stock without par value, including
554,331,485 shares issued October 15, 1997, as a result of the stock split. Trea-
sury shares held by the company were not split.

The company has an Employee Stock Ownership Plan (ESOP) as a funding
vehicle for the existing employee savings plan. The ESOP used the proceeds of
a loan from the company to purchase shares of common stock from the trea-
sury. In 1991, the ESOP issued $200 million of third-party debt, repayment of
which was guaranteed by the company (see Note 7). The proceeds were used
to purchase shares of the company’s common stock on the open market.
Shares of common stock held by the ESOP will be allocated to participating em-
ployees annually through 2006 as part of the company’s savings plan contri-
bution. The fair value of shares allocated each period is recognized as com-
pensation expense.

Under the terms of the company’s Shareholder Rights plan, all sharehold-
ers of common stock received for each share owned a preferred stock purchase
right entitling them to purchase from the company one four-hundredth of a
share of Series A Participating Preferred Stock at an exercise price of $40.63.
The rights are not exercisable until after the date on which the company’s right
to redeem has expired. The company may redeem the rights for $.00125 per
right up to and including the tenth business day after the date of a public an-
nouncement that a person (the “Acquiring Person”) has acquired ownership of
stock having 20 percent or more of the company’s general voting power (the
“Stock Acquisition Date”).

The plan provides that, if the company is acquired in a business combina-
tion transaction at any time after a stock acquisition date, generally each holder
of a right will be entitled to purchase at the exercise price a number of the ac-
quiring company’s shares having a market value of twice the exercise price.
The plan also provides that, in the event of certain other business combina-
tions, certain self-dealing transactions or the acquisition by a person of stock
having 25 percent or more of the company’s general voting power, generally
each holder of a right will be entitled to purchase at the exercise price a num-
ber of shares of the company’s common stock having a market value of twice
the exercise price. Any rights beneficially owned by an acquiring person shall
not be entitled to the benefit of the adjustments with respect to the number of
shares described above. The rights will expire on July 28, 1998 unless re-
deemed earlier by the company.

Required
a Review Lilly’s notes. Identify any unusual terms.
b. Reconstruct each of the transactions described by Lilly. Use the accounting

equation to summarize these transactions.
c. Indicate how each of these transactions may affect Lilly’s (a) EPS and (b)

ROE.
d. Discuss the possible impact of Lilly’s preferred rights issue.
e. Discuss the implications of Lilly’s stock option plan.
f. Identify whether Lilly’s disclosures are favorable or unfavorable for existing

shareholders. Are they advantageous for future shareholders? Why?
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Identifying Shareholders’ Equity Information
10-76 Clorox and Lubrizol repurchased some common stock in 1995. Locate their 10-

K filings for 1995 from the EDGAR archives (www.sec.gov/edaux/
searches.htm).

Required
a. For each company, list the number of shares of common stock authorized,

issued, and outstanding. Does either company hold any treasury stock?
b. How many shares of common stock did each of these companies repur-

chase in 1995? What was the cash outflow for shares repurchased?
c. What was the impact of the repurchase program on shareholders’ equity?

Searching for Information: Shareholders’ Equity
10-77 Quicken.com’s home page (www.quicken.com) contains information on sev-

eral hundred corporations. In addition to links to corporate home pages or fi-
nancial information, it also provides current and historical stock price data (as
well as other market-related data). Access the market-related data for Hewlett-
Packard, Bell Atlantic, and Oracle.

Required
a. Which stock exchange is each company listed on, and what is its ticker

symbol?
b. Identify the most recent stock price and price-to-earnings ratio for each

company.
c. Examine the latest set of financial statements for each company from either

the corporate home page or EDGAR (www.sec.gov/edaux/searches.
htm). What is the EPS and book value per share for each company?

d. For each company, compute the market-to-book value ratio and the price-to-
earnings ratio (based on the annual EPS identified in part c). Based on these
two ratios, which company do you believe has the highest growth expecta-
tions as per the market?

Stock Prices & Shareholders’ Equity
10-78 Access Quicken.com’s home page (www.quicken.com), which provides

links to corporate pages and market-related data. The menu contains two op-
tions for charts.

Required
a. Set the time horizon so that it will capture enough price history to include

the stock prices for Applied Materials on October 12, 1995. Your chart
should show a marked price drop for that month. What were the share
prices before and after the drop?

b. Use the EDGAR archives (www.sec.gov/edaux/searches.htm) to locate
the 10-K filings for Applied Materials for fiscal 1994 and 1995. Examine the
shareholders’equity section of the consolidated balance sheet for each year.
Determine the par value of the common stock and the number of shares of
common stock issued and outstanding for each year. Note your observations
and check the Notes section for any explanations.

c. Is the stock price reaction consistent with the information provided in the
financial statements? 
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LEARNING OBJECTIVES

1. Understand why financial statements are analyzed.
2. Know where to obtain financial information.
3. Determine when financial information is comparable and alternatively, learn how

to enhance the comparability of financial information that may appear to be
noncomparable.

4. Identify, calculate, use, and interpret appropriate ratios.
5. Identify limitations of financial statement analyses.

INTRODUCTION

Accountants produce financial information in the form of financial statements and
many different excerpts from annual financial reports have been shown earlier in this
book. In this chapter, we link many of the ratios and analytical concepts that have
been previously introduced. The purpose of this chapter is to show how a compre-
hensive financial statement analysis can be conducted. To accomplish this purpose,
we will use the entire set of financial statements from Wendy’s International, Inc.,
which is one of the United States’ largest restaurant chains, with more than 4,000
company- and franchise-operated restaurants.

In order for financial information to be useful, it must be interpreted. A compre-
hensive set of ratios in an organized framework enhances the usefulness and inter-
pretability of financial statements and eases the communication of financial informa-
tion between firms and users.

USERS OF FINANCIAL STATEMENTS

Users of financial statements can be found in many sectors of the economy. Typical
users include a firm’s owners, creditors, managers, employees, customers, and sup-
pliers. Users of financial statements include those who already have an economic link
to the firm as well as those who may want to have a future economic relationship.

Most users have, or intend to have, a transactional relationship with the firm and
some users may be able to obtain information directly from the firm. For example, a
potential creditor can request that a credit application be prepared according to its
own specifications. Potential customers or potential suppliers may also request
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special information as they see fit. Most users, however, will use the annual financial
statements as well as quarterly and other interim reports.

Each of these users may have different objectives while analyzing financial state-
ments:

• Investors use financial statement information to help decide whether to increase
or decrease their ownership interests in the firm. These decisions are based on
projections of investment risks and returns. Financial ratios are widely used in
making these projections.

• Managers use financial statement information in many different ways, but one of
the most important is in setting goals. Managerial goals can be stated in terms of
increasing various profitability ratios. Goals can be stated in terms of maintaining
or increasing the firm’s liquidity, or they can be stated in terms of changing the
capital structure in favor of more debt or more equity.

• Customers often use annual financial statements to evaluate the firm’s stability
and its capability to deliver on a timely basis the quantity and quality of goods or
services that may be purchased.

• Potential suppliers and creditors often are most interested in whether the firm
can pay its bills.

• Other users of financial statements have a more distant relationship with the firm.
These users include government regulators in areas such as securities trading, tax-
ation, environmental protection, occupational health and safety, insurance and
other financial markets, and foreign trade. Other interactions could occur with
employee trade unions or other community groups. Finally, various economic and
public policy analysts might review a firm’s financial statements in their quest to
create or improve legislation affecting many broad areas of commerce and social
welfare. Any of these groups might want to explore how the firm has affected var-
ious components of society.

SOURCES OF FINANCIAL INFORMATION

In addition to the basic business financial statements and disclosures that we have de-
scribed in earlier chapters, other kinds of financial information are available to finan-
cial analysts that can be used in combination with financial statements. Most regula-
tory agencies, for example, require firms to prepare special-purpose regulatory
reports, such as tax returns or environmental impact statements. The SEC also requires
special reports each year and each quarter. The SEC’s annual report is called a Form 10-
K, which is discussed more thoroughly in Chapter 14. The Form 10-K is an expanded
version of the firm’s annual report, which can frequently be used to clarify issues of
concern or ambiguity in the annual report.

In addition to annual reports filed with the SEC, public companies must also file
quarterly reports, which are less detailed than the annual reports. Furthermore, when-
ever major events require public disclosure, public firms are also required to file spe-
cial reports with the SEC, designed to provide immediate information to any interested
party. Events that must be reported include replacement of the firm’s auditor, a major
acquisition or disposition of a business segment, or any major news announcement.

Other sources of public information that are more readily available include vari-
ous business periodicals such as the Wall Street Journal, Business Week, Forbes, For-
tune, Barron’s, or various newsletters that specialize in certain industries or locales.
Even your local newspaper will often have a business section on either a weekly or
daily basis.
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Investment advisory services also publish summary information about specific
firms and industries. Some of the more well known of these include Standard &
Poors, Moody’s, Value Line, Dun & Bradstreet’s, and Robert Morris and Associates.
Such services provide condensed information from company annual reports. This in-
formation is usually prepared in a standardized format. The process of “homogenizing”
the information from the annual report, however, may obscure some of the important
insights that could have been obtained from the report itself. One advantage of these
services is that they provide interpretations of the financial results and their opinions
regarding the future prospects of the companies.

The major source of financial information we are concerned with is the firm’s an-
nual report. A major portion of the 1997 annual report of Wendy’s is included in Ap-
pendix D and will be referenced throughout our discussion. Such reports usually con-
tain the following elements (see Appendix D for examples of each):

1. Management discussion and analysis (MDA), which is a narrative report providing
a qualitative description of the year’s highlights. This section may also include a
letter from the CEO.

2. Independent accountant’s report (auditor’s report), which is usually presented as
an unqualified opinion or as some version of a qualified opinion regarding the fi-
nancial statements (see Chapter 14, “Additional Dimensions of Financial Account-
ing”). Annual reports generally include the management’s statement of responsi-
bility for the information contained in the financial statements.

3. Primary financial statements, which include the balance sheet, the income state-
ment, and the statement of cash flows.

4. Secondary financial statements, which may include the statement of shareholders’
equity, other reconciliations related to the cash flow statement, and other disclo-
sures regarding the primary financial statements.

5. Notes to the financial statements, which include a variety of supplementary dis-
closures such as quarterly data, business segment information, and trend infor-
mation in the form of five- or 10-year comparisons of selected financial data or key
ratios.

This information in the annual report provides the basis for much of the analysis
conducted by users of financial statements. Little formal analysis can be applied to the
qualitative statements contained in the discussion sections and in the notes, but the
qualitative and narrative discussions can provide much insight into many of the rela-
tionships that are revealed by the ratio calculations. Both the quantitative and quali-
tative information must be reviewed by the conscientious analyst.

Later in this chapter, we provide a framework for reviewing this information in or-
der to assess the firm’s past performance and its future potential. For the remainder of
the chapter, we focus exclusively on analyzing financial statements from the perspec-
tive of an equity investor. Although many of the same ratios are used by creditors and
other financial statement users identified earlier, we will take an investor focus as we
develop and illustrate our framework.

BASIS OF COMPARISON

One of the analyst’s first decisions is to identify the basis of comparison. That is, what
data will be used to compare and evaluate the target firm? It’s also important to note
that financial data do not exist in a vacuum. Analyzing financial statements from one
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firm for a single year is like reporting only part of a football score (14)! Therefore, fi-
nancial statement analysis is often concerned with comparing the current year’s re-
sults with other related results. The choices include

1. The prior year(s) results
2. Another similar firm in the same industry
3. Another firm in which the analyst may invest
4. All firms in the same industry and/or industry averages
5. Benchmarks or targets that have been previously established, such as lending or

investing criteria

The analyst must determine that one of these choices is a comparable and useful
reference with which to compare the target firm. Usually, the prior year or years are
a good reference point with which to begin. Any statements that include the effects
of a major financial restructuring or merger would generally be noncomparable. In
other words, before comparing a firm’s results with the prior year, the analyst must ex-
amine both sets of statements and notes to determine whether a significant unusual
event occurred.

If significant unusual events have occurred that would distort comparisons, then
the financial statements may need to be restated or rearranged to make them more
comparable. Restatements may be necessary in the following situations:

• Mergers or major acquisitions

• Discontinued operations or major dispositions

• Changes in accounting principles or estimates

• Extraordinary items (on the income statement)

• Changes in account classifications

• Changes in reporting periods (such as fiscal periods)

• Shifts in industry structure or classification

• Any other unusual or nonrecurring event

It is beyond the scope of this text to illustrate all of these possible restatements,
but several examples are given in the case discussion later in this chapter. The pri-
mary guideline is that “more comparability is better.”Financial information from firms
might be comparable if the firms

• operate in the same country,

• follow similar accounting practices,

• are of similar size (revenues and/or assets),

• produce similar products or services, and

• have a similar capital structure.

Although other important dimensions of comparability may be available, size, cap-
ital structure, and product mix are the most important for our purposes. The analyst
must decide whether differences in these areas are material or whether they might
have an impact on the final conclusions. Comparability is a subjective and qualitative
issue that can never be quantified by a numerical index.

Thus far, we have identified four major steps that must be accomplished before
starting to calculate financial statement ratios:
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1. Identify the purpose and objectives of the analysis.
2. Review the financial statements, notes, and audit opinion to identify any unusual

events or characteristics and become familiar with the nature of the firm’s opera-
tions.

3. Determine whether any restatements due to mergers, discontinued operations,
and so on, are necessary to enhance the comparability of the firm’s financial state-
ments.

4. Determine whether the firm’s size, capital structure, and product mix are suffi-
ciently comparable (between firms or time periods) to proceed with the ratio cal-
culations.

FINANCIAL STATEMENT ANALYSIS RATIOS AND FRAMEWORK

The next major step is to conduct horizontal and vertical analyses of the financial
statements. Usually this analysis begins with the income statement, including all its
major revenue and expense items. A horizontal analysis focuses on year-to-year
changes or growth for each major element in the income statement. Common-size fi-
nancial statements, a tool employed in a vertical analysis, examine the percentage
composition of the income statement. Percentages are calculated on the basis of net
revenues, where each item on the income statement is separately analyzed.

Horizontal and vertical analyses of the major subtotals in the balance sheet and in
the cash flow statement should also be conducted. The results of these analyses will
focus attention on areas of significant change. Such analyses do not provide complete
answers. Rather, they indicate areas of concern that require further investigation.
Therefore, step 5 in our framework is

5. Conduct horizontal and vertical analyses of each financial statement. Identify any
unusual trends.

Categories of Financial Ratios
Analysts find it useful to classify ratios into broad groupings, based on the character-
istics that particular ratios are intended to measure. In this section, we discuss ratios
under four major headings that are widely employed by analysts: liquidity, profitabil-
ity, capital structure, and investor ratios.

Liquidity Ratios Liquidity ratios indicate the short-term solvency of the firm.
They also indicate how effectively the firm is managing its working capital. Exhibit
11—1 shows the formulas used in computing a representative set of liquidity ratios.
Each of these ratios has been described earlier in the text, as indicated by the chap-
ter references in the exhibit. The current ratio and quick ratio are measures of sol-
vency. Other measures of cash availability can also be used to indicate how long the
firm could operate using only its current cash balances. A limitation of these ratios is
that they do not reflect the availability of short-term credit. Many firms operate with
decreasing levels of liquidity as they rely more heavily on “lines of credit” that can be
used, or repaid, on a daily basis. Humana, Inc. (a health care insurance and hospital
company), for example, reported zero cash on its balance sheet for three years
(1990—1992)! In many cases, high current or quick ratios indicate mismanagement or
wasteful investment in working capital. Some firms may just have too much liquidity
because excess cash might be more effectively used by either paying off liabilities,
paying dividends to shareholders, or buying treasury shares.
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The number of days in inventory indicates how quickly the firm is “turning”
its inventory. Comparative industry statistics can often be used to evaluate the days in
inventory. Certainly, comparisons with the prior periods will indicate whether the
turnover has increased or decreased, and changes in product mix will dramatically af-
fect the inventory ratios.

Step 6 in our framework encompasses liquidity ratios

6. Calculate the basic liquidity ratios. In cases where liquidity seems to be too high
or too low, conduct further analyses as necessary.

Profitability Ratios Profitability ratios are the second major focus of analysis
for any investor. Without profits, there will be no return to the investor or no one will
want to invest. The primary profitability ratios are defined in Exhibit 11—2; they refer-
ence the earlier chapters in which they were initially discussed.

The gross profit percentage is the first source of profitability for a manufactur-
ing or merchandising firm. The data for the gross profit margin are found in the first
sections of the income statement. These data indicate the level of profits earned from
buying and reselling goods. A decreasing gross profit percentage may indicate de-
creased sales prices, higher costs of production, or a shift from high-profit to low-
profit products.

The operating income ratio is the second indicator of profitability because it in-
cludes all the other normal and recurring operating costs. Increasing or stable levels
of operating income indicate sustainability of the firm’s profits. Decreasing operating
income ratios usually indicate a need for the firm to examine its production efficiency,
its marketing strategies, and its control of administrative costs.
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Current ratio �

(Chapter 3)

Quick ratio �

(Chapter 3)

Average sales per day �

(Chapter 6)

Collection period �

(Chapter 6)

Cost of goods sold per day �

(Chapter 6)

Number of days’ sales in �
ending inventory (NDS)

(Chapter 6)

Ending Inventory
Cost of Goods Sold Per day

Cost of Goods Sold
365

Accounts Receivable
Average Sales Per Day

Sales Revenue
365

Cash � Cash Equivalents � Accounts Receivable
Current Liabilities

Current Assets
Current Liabilities

EXHIBIT 11—1     Summary of Liquidity Ratios
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The most important profitability ratio from an investor’s viewpoint is the return
on equity (ROE) ratio. It is often called ROI, return on investment ratio, because it
indicates the annual rate of return to the firm’s investors or owners. Return on equity
represents the residual return that is available to owners after deducting all other fi-
nancing costs.

The return on assets (ROA) ratio indicates the rate of return on the firm’s as-
sets. It can be used to compare rates of return with alternative investments that could
be undertaken. Just as in the adjusted net income percentage described earlier, ROA
adjusts for the effects of debt financing by removing the after-tax effects of interest ex-
pense. It can also be used to compare profitability across firms and over different time
periods.

Some analysts may prefer to analyze the firm’s profitability and financial returns in
terms of cash and not in terms of accrual-based net income. The cash return on as-
sets ratio should be compared with the corresponding profitability ratios based on
net income and ROA. Results that appear to be inconsistent should be examined care-
fully. These ratios look at financial returns to the firm in terms of cash, not in terms of
accrual-based net income. As such, the cash-based profitability ratios are often viewed
as more objective by analysts.

The final profitability ratio, quality of income, is a direct comparison between
cash flows from operating activities (CFOA) and net income (NI). The analyst must ex-
amine trends within the same company to determine that CFOA is not decreasing rel-
ative to NI. Therefore, step 7 in our financial statement analysis framework follows.
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Gross Profit Percentage �

(Chapter 6)

Operating Income Percentage �

(Chapter 4)

Return on Equity �

(Chapter 4)

Return on Assets �

(Chapter 4)

Cash Return on Assets �

(Chapter 5)

Quality of Income =

(Chapter 5)

Cash Flow from Operating Activities
Net Income

Cash Flow from Operating Activities � Interest Paid
Average Total Assets

Net Income � (Interest Expense � [1 � Tax Rate])
Average Total Assets

Net Income
Average Shareholders� Equity

Operating Income
Net Sales Revenue

Gross Profit
Net Sales Revenue

EXHIBIT 11—2     Summary of Profitability Ratios
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7. Calculate profitability ratios based on net income and on cash flows from operat-
ing activities. Evaluate trends in profitability and compare the appropriate NI and
CFOA ratios for consistency. Compare profitability ratios across similar companies
and against industry averages.

Capital Structure Capital structure analysis assesses the firm’s strategies for fi-
nancing its assets and indicates the relative amounts of debt and equity capital. The an-
alyst evaluates how those sources change and how they compare with other firms in
the same industry. The analyst then tries to gain insight into the firm’s decisions about
capital sources in order to predict future capital financing decisions. An investor
would surely like to know whether the firm is likely to issue new debts or sell addi-
tional shares of stock. Identifying shifts in capital structure over time may indicate
how the firm will make future decisions about sources of capital. The major ways to
examine capital structure are summarized in Exhibit 11—3.

The percentage composition analysis is the starting point for any analysis of
capital structure. It describes the relative amounts of capital obtained from each ma-
jor source of financing. The analyst can examine the percentage composition results
to note changes from the prior year as well as compare percentage composition ratios
with similar firms and with industry averages.
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The results of the vertical analysis of right side
Percentage Composition � of the balance sheet, such that the sum of all

sources of capital must be 100%:
(Chapter 3)

�

(Chapters 3, 10)

Times Interest Earned �

(Chapter 4)

Earnings Before Interest and Taxes (EBIT)
Interest Expense

Total Liabilities
Total Assets

 
Shareholders� Equity

Total Liabilities and Shareholders� Equity

 
Deferred Taxes � Other Similar Liabilities
Total Liabilities and Shareholders� Equity

 
Long-term Debt

Total Liabilities and Shareholders� Equity

Current Liabilities
Total Liabilities and Shareholders� Equity

EXHIBIT 11—3     Summary of Capital Structure Ratios

Financial Leverage
(also called Debt to Assets)
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Note that the financial leverage ratio is simply a variation on percentage com-
position analysis. All liabilities are added and are then divided by total assets (which,
by definition, must equal total liabilities and shareholders’ equity). It is not always
clear whether to include deferred taxes and other similar liabilities, however. In many
cases, the analyst will find that this category of liabilities may be a dominant source of
capital because of recent changes in accounting rules regarding deferred taxes.

The other capital structure ratio is also informative about the financing strategies
that the firm has chosen. The times interest earned ratio is an indicator of relative
risk. The lower the times interest earned, the higher the risk of bankruptcy or other
default. Times interest earned indicates the “cushion”or margin of safety that the firm
enjoys in meeting its interest expenses. A ratio close to 100 percent indicates that the
firm is barely covering its interest expenses. Any slight decrease in earnings would then
result in an inability to cover the interest expenses. As usual, trends in this ratio should
be monitored. Therefore, step 8 in our financial statement analysis framework is

8. Evaluate the firm’s capital structure with special emphasis on trends in the per-
centage composition ratios.

Investor Ratios Investor ratios were introduced in Chapter 10, “Shareholders’
Equity.” These ratios all relate to an external dimension of ownership interest. Most in-
dicate how the firm is performing with regard to the market value of its shares. A list-
ing of investor ratios appears in Exhibit 11—4.

The earnings-per-share (EPS) ratio indicates the net income earned by each
share of outstanding stock. It is most often used by investors as a primary comparison
of performance and profitability across different companies. However, we believe that
it is overemphasized. It should not be used in isolation outside the context of other di-
mensions of financial performance. Furthermore, it should be used in conjunction
only with EPSs from prior years and/or with EPSs from other comparable firms.

The market-to-book value ratio indicates the relationship between the mar-
ket’s valuation of the firm and the book values shown in the firm’s financial state-
ments. It is often used by investors to select targets of opportunity where the market
is thought to undervalue a particular firm. It can also be used to influence an in-
vestor’s decision to sell shares in a firm when the market may overvalue the firm’s as-
sets. On the other hand, a high market-to-book value ratio may reflect the fact that
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Earnings Per Share �

(Chapter 10)

Market-to-Book Value �

(Chapter 10)

Price-to-Earnings (P/E) �

(Chapter 10)

Market Price Per Share
Earnings Per Share

Market Price Per Share
Book Value Per Share

Net Income
Weighted Average Number of Shares Outstanding

EXHIBIT 11—4     Summary of Investor Ratios
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financial accounting may undervalue the firm’s recorded assets; many valuable eco-
nomic resources of the firm may not even appear on the balance sheet.

The price-to-earnings (P/E) ratio indicates the relationship between market
prices and earnings and is widely used to compare firms. Investors often establish
guidelines, or cutoffs, such that they only purchase shares with a P/E of less than 30.
In any event, the P/E ratio indicates the interaction between stock market prices and
the income statement. As such, it is a convenient and widely accessible way to com-
pare alternative investment opportunities.

Finally, step 9 in our financial statement analysis framework is

9. Examine the firm’s market performance, using EPS, P/E, and market-to-book value
ratios.

Final Steps
After assembling this myriad of ratios, the astute analyst must ask a series of questions,
such as so what? what’s missing? how do we predict the future?

Obviously, there are no easy recipes in this area. The analyst must look for incon-
sistencies and ambiguities that are evidenced in peculiar trends or unusual ratio re-
sults. Many ratios merely provide clues that require the analyst to look further at the
notes to determine events and accounting treatments that are the cause of the num-
bers in the financial statements. The thoughtful analyst will always go back and forth
between the numerical calculations and the underlying information in the notes while
trying to decipher reality. Therefore, the last step is

10. Examine any inconsistencies in the ratio results and review the notes for further
clarification. Then recalculate the ratios based on new insight and information ob-
tained from the notes. Finally, try to estimate how the firm’s liquidity, profitabil-
ity, capital structure, and investor performance may change in the future.

Financial Statement Analysis Framework
In summary, our entire financial statement analysis framework is

1. Identify the purpose and objectives of the analysis. Who is the user and what de-
cisions are to be made after the analysis?

2. Review the financial statements, notes, and audit opinions to identify any unusual
events or characteristics.

3. Determine whether any restatements due to mergers, discontinued operations,
accounting changes, or other factors are necessary to enhance the comparability
of the statements.

4. Determine whether the firm’s size, capital structure, and product mix are appro-
priate to proceed with the ratio calculations.

5. Conduct horizontal and vertical analyses of each financial statement. Identify any
unusual trends.

6. Calculate the basic liquidity ratios. In cases where liquidity seems to be too high,
or too low, conduct further analyses as necessary.

7. Calculate profitability ratios based on net income and on CFOA. Evaluate trends
in profitability and compare the appropriate NI and CFO ratios for consistency.
Then compare profitability ratios across similar companies and against industry
averages.
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8. Evaluate the firm’s capital structure with special emphasis on trends in the per-
centage composition ratios.

9. Examine the firm’s market performance using EPS, P/E, and market-to-book value
ratios.

10. Examine any inconsistencies in the ratio results. Review the notes for further clar-
ification. Recalculate the ratios based on new insight and information obtained
from the notes. Try to estimate how the firm’s liquidity, profitability, capital struc-
ture, and investor performance may change in the future.

FINANCIAL STATEMENT ANALYSIS, WENDY’S 
INTERNATIONAL, INC.

In this section, we apply our financial statement analysis framework to Wendy’s Inter-
national, Inc. We chose the Wendy’s statements because they are representative of
how most large companies present their financial data and because their statements
include a variety of interesting but typical complications, where we can concentrate
as much on the sources of information as on the numerical calculations. We have
taken an investor focus to this analysis, concentrating on information that might be
useful to someone contemplating purchasing shares of Wendy’s common stock.

Initial Review of Wendy’s International, Inc.
The independent auditor’s report by Coopers & Lybrand (now Pricewaterhouse-
Coopers) is a fairly typical, unqualified opinion (see Appendix D). Note that the fiscal
year ended on different dates in 1997 and 1996. It is somewhat unusual to have a dif-
ferent fiscal year-end each year; however, in an industry that is open and available for
business each day, the number of days in each fiscal period may be significant. Be-
cause Wendy’s financial statements are based on 52 weeks in both 1997 and 1996,
each year includes the same number of weekdays and weekends.

Although some unique events occurred during each year, the statements have suf-
ficient detail to permit comparison across the 1997 and 1996 fiscal years. Note that all
the dollar amounts, except the per-share amounts, are stated in thousands of dollars.
As you have already seen, this type of rounding is quite typical in financial reporting.
Such rounding will make no significant difference in the ratio results.

Horizontal and Vertical Analyses of
Wendy’s International, Inc. Income Statements
Horizontal and vertical analyses of Wendy’s income statements for fiscal 1997 and
1996 appear in Exhibits 11—5 and 11—6, respectively. The horizontal analysis for
Wendy’s income statement, Exhibit 11—5, indicates that net sales grew about 7.4 per-
cent in fiscal 1997, while expenses grew in a greater proportion than net sales (10.7
percent versus 7.4 percent). The more interesting comparison relates to net earnings,
which decreased 16.3 percent in 1997.

Normally earnings grow faster than sales because at least some of the firm’s ex-
penses, such as depreciation and administrative costs, do not vary directly with sales
from year to year. Yet the comparisons in Exhibit 11—5 indicate that Wendy’s income
has declined while revenues have increased. Note that Wendy’s general and adminis-
trative expenses increased more than 76 percent during 1997, and that this single fac-
tor accounts for the decline in income during the year. The vertical analysis of Wendy’s
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Wendy’s International, Inc.
Income Statement: Horizontal Analysis

Fifty-Two Weeks Ended December 28, 1997, and December 29, 1996
(In Thousands, Except Per-Share Data)

1997 Percent Change 1996
Revenues

Retail sales $1,651,689 �5.4% $1,566,888
Franchise revenues 385,641 �16.7 330,256

2,037,330 �7.4 1,897,144
Costs and expenses

Cost of sales 1,026,026 �5.1 976,666
Company restaurant and other operating costs 452,709 � 4.3 434,114
General, administrative, and other expenses 239,882 �76.7 135,778
Depreciation and amortization of property and equipment 95,638 �7.5 88,957
Interest, net 3,604 �47.1 6,812

1,817,859 �10.7 1,642,327

Income before income taxes 219,471 �13.9 254,817
Income taxes (88,972) �10.0 (98,869)
Net income $ 130,499 �16.3% $ 155,948

Basic EPS $ .99 �19.5 $ 1.23
Diluted EPS $ .97 �18.5 $ 1.19
Dividends per share $ .24 $ .24
Basic shares 131,595 126,461
Diluted shares 140,738 133,684

EXHIBIT 11—5     Horizontal Analysis of An Income Statement

Wendy’s International, Inc.
Income Statement: Vertical Analysis

Fifty-Two Weeks Ended December 28, 1997, and December 29, 1996
(In Thousands, Except Per-Share Data)

1997 1996
Dollars Percentage Dollars Percentage

Revenues
Retail sales $1,651,689 81.0% $1,566,888 82.6%
Franchise revenues 385,641 18.9 330,256 17.4

2,037,330 100.0 1,897,144 100.0
Costs and expenses

Cost of sales 1,026,026 50.4 976,666 51.5
Company restaurant and other operating costs 452,709 22.24 434,114 22.9
General, administrative and other expenses 239,882 11.8 135,778 7.2
Depreciation and amortization of

property and equipment 95,638 4.7 88,957 4.7
Interest, net 3,604 .2 6,812 .4

1,817,859 89.2 1,642,327 86.6

Income before income taxes 219,471 10.7 254,817 13.4
Income taxes (88,972) 4.4 (98,869) 5.2
Net income $ 130,499 6.4% $ 155,948 8.2%

EXHIBIT 11—6      Vertical Analysis of An Income Statement
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income statement in Exhibit 11—6 reinforces the observation that, except for the gen-
eral and administrative expenses, all the other categories of operating expenses had a
stable or declining relation to sales, indicative of effective cost control and increas-
ingly efficient operations. Because of the material and unexpected change in the gen-
eral and administrative expenses, the analyst would refer to the footnotes and other fi-
nancial disclosures to determine the reasons for this change. The entire financial
report of Wendy’s for 1997 is included as Appendix D, and cases at the end of this
chapter will enable you to explore this issue further.

Horizontal and Vertical Analyses of 
Wendy’s International, Inc. Balance Sheets
Analysts generally expect that a firm’s working capital balances will increase in
amounts that are proportional to the change in revenues during the period. This is be-
cause most components of working capital are directly affected by the firm’s operat-
ing level. On the other hand, changes in noncurrent assets and liabilities are more spo-
radic in nature and result from episodic events such as capital spending and issuances
of debt and equity securities. The horizontal analysis of Wendy’s balance sheet, shown
in Exhibit 11—7, indicates an overall increase in current assets of 13.2 percent and an
increase in total assets of 9.0 percent. Although several individual items on the balance
sheet show large percentage changes, the dollar amounts of the changes are relatively
minor. The percentage changes are large because the amounts of these items in the
base year, 1996, are rather small. Overall, the percentage changes shown in Exhibit
11—7 appear reasonable and consistent with the changes noted in the income state-
ment.

The vertical analysis of Wendy’s balance sheet in Exhibit 11—8 shows that the com-
position of the assets and the overall mix of liabilities and shareholder’s equity have re-
mained very stable over the year. The firm appears to be very liquid, with over 12 per-
cent of its assets in cash and cash equivalents. Also the major portion of the firm’s
financing is from shareholders’ investments and the retention of earnings, rather than
from borrowing.

One interesting component of Wendy’s capital structure is mandatorily redeem-
able preferred stock, which accounts for over 10 percent of Wendy’s capital in both
years. Although these securities are technically stock, they are in economic substance
more similar to debt than to shareholders’ equity because Wendy’s is obligated to buy
back these shares at a predetermined date and price in the future. For this reason, ac-
counting standards require that such securities be classified with debt on the balance
sheet, and analysts will regard these securities as debt in assessing the firm’s capital
structure.

Liquidity Analysis of Wendy’s International, Inc.
Wendy’s liquidity ratios for each fiscal year are calculated in Exhibit 11—9 and provide
the following insights. Wendy’s current ratio and quick ratio have increased slightly
during the year, although the composition and dollar amounts of the current assets
and liabilities have remained relatively stable over the year. The collection period of
the accounts receivable has increased slightly from 10.2 to 11.9 days, and the number
of days’sales in inventory has decreased from 14.2 days to 12.6 days. Given the nature
of Wendy’s business, customer receivables and inventories are very minor compo-
nents of the balance sheet, so these changes are not very consequential. On the
whole, Wendy’s liquidity ratios have increased. An analyst must consider these liquid-
ity improvements in the context of profitability and other ratios.
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Wendy’s International, Inc.
Balance Sheet: Horizontal Analysis

December 28, 1997, and December 29, 1996
(Dollars in thousands)

Percent
December 28 Change December 29

1997 1996 to 1997 1996
Assets

Current assets
Cash and cash equivalents $ 234,262 �6.9% $ 218,956
Accounts receivable, net 66,755 �25.4 53,250
Notes receivable, net 13,897 �26.3 11,003
Deferred income taxes 31,007 �96.7 15,760
Inventories and other 35,633 �6.2 37,994

381,554 �13.2 336,963
Property and equipment, net 1,265,500 �4.8 1,207,944
Notes receivable, net 178,681 �50.1 118,994

Goodwill, net 51,346 �.1 51,636
Deferred income taxes 15,117 �16.8 12,938
Other assets 49,482 �6.6 52,959

$1,941,680 �9.0% $1,781,434
Liabilities and shareholders’ equity

Current liabilities
Accounts payable $ 107,157 �1.4 $108,629
Accrued expenses 98,306 �6.3 92,454
Current portion of long-term

obligations 7,151 �7.0 6,681
212,614 �2.3 207,764

Long-term obligations
Term debt 205,872 �4.2 197,622
Capital leases 43,891 �.7 44,206

249,763 �3.3 241,828
Deferred income taxes 81,017 �28.7 62,956
Other long-term liabilities 14,052 �16.0 12,114

Mandatorily redeemable
preferred stock 200,000 0.0 200,000

Shareholders’ equity
Preferred stock, authorized:

250,000 shares
Common stock: $0.10 stated value,

authorized: 200,000,000 shares
Issued: 115,946,000 and

113,148,000 shares, respectively 11,595 �2.5 11,315
Capital in excess of stated value 353,327 �13.0 312,570
Retained earnings 839,215 �13.4 740,311
Translation adjustments and other (18,191) �218.5 (5712)
Treasury stock at cost:
129,000 shares (1,712) — (1,712)

1,184,234 �12.1 1,056,772
$1,941,680 �9.0% $1,781,434

EXHIBIT 11—7     Horizontal Analysis of the Balance Sheet
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Wendy’s International, Inc.
Balance Sheet: Vertical Analysis

December 28, 1997, and December 29, 1996
(Dollars in thousands)

December 28, 1997 December 29,1996
Dollars % Dollars %

Assets
Current assets

Cash and cash equivalents $ 234,262 12.1% $ 218,956 12.3%
Accounts receivable, net 66,755 3.4 53,250 3.0
Notes receivable, net 13,897 .7 11,003 .6
Deferred income taxes 31,007 1.6 15,760 .9
Inventories and other 35,633 1.8 37,994 2.1

381,554 19.6 336,963 18.9
Property and equipment, net 1,265,500 65.3 1,207,944 67.8
Notes receivable, net 178,681 9.2 118,994 6.7
Goodwill, net 51,346 2.6 51,636 2.9
Deferred income taxes 15,117 .8 12,938 .7
Other assets 49,482 2.5 52,959 3.0

$1,941,680 100.0% $1,781,434 100.0%
Liabilities and shareholders’ equity

Current liabilities
Accounts payable $ 107,157 5.5% $ 108,629 6.1%
Accrued expenses 98,306 5.1 92,454 5.2
Current portion of long-term
obligations 7,151 .4 6,681 .4

212,614 11.0 207,764 11.7
Long-term obligations

Term debt 205,872 10.6 197,622 11.1
Capital leases 43,891 2.3 44,206 2.5

249,763 12.9 241,828 13.6
Deferred income taxes 81,017 4.2 62,956 3.5

Other long-term liabilities 14,052 .7 12,114 .6
Mandatorily redeemable
preferred stock 200,000 10.3 200,000 11.2
Total liabilities 757,446 39.1 724,662 40.6

Shareholders’ equity
Preferred stock, authorized:
250,000 shares

Common stock: $0.10 stated
value, authorized:
200,000,000 shares

Issued: 115,946,000 and
113,148,000 shares,
respectively 11,595 .6 11,315 .6

Capital in excess of
stated value 353,327 18.2 312,570 17.5

Retained earnings 839,215 43.2 740,311 41.7
Translation adjustments
and other (18,191) (.9) (5,712) (.3)

Treasury stock at cost:
129,000 shares (1,712) (.2) (1,712) (.1)
Total stockholder’s equity 1,184,234 60.9 1,056,772 59.4

$1,941,680 100.0% $1,781,434 100.0%

EXHIBIT 11—8     Vertical Analysis of the Balance Sheet
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Profitability Analysis of Wendy’s International, Inc.
Wendy’s profitability ratios are calculated in Exhibit 11—10. The operating income ra-
tio indicates a decline in profitability. Return on equity and return on assets have both
decreased as a result. These trends in profitability ratios must be interpreted cau-
tiously, however, until the analyst obtains a better understanding of the reasons for the
unusual increase in general and administrative expenses that was noted earlier.

On the other hand, the cash-based profitability ratios indicate positive trends. The
statement of cash flows (see Appendix D) shows that operating cash flows increased
from $189,928,000 in 1996 to $223,402,000 in 1997. Wendy’s cash return on assets
increased from 12.4 percent to 13.0 percent. Its quality of income also increased from
122 percent to 171 percent.

These results dictate that the investor look more closely at the sources of cash
flow from operations to determine whether they are likely to continue at these same
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Wendy’s International, Inc.
Liquidity Ratios, 1997 and 1996

(Dollars in thousands)

Ratio Formula 1997 1996

Current ratio �
Current assets

�
$381,554 $336,963

Current liabilities $212,614 $207,764

� 1.79 1.62

Quick ratio �
Cash and equivalents, and accounts receivable

�
$234,262�66,755 $218,956�53,250

Current liabilities $212,614 $207,764

� 1.42 1.31

Average sales per day �
Sales revenue

�
$2,037,330 $1,897,144

Days in the year* 364 364

� $5,597 $5,212

Collection period** �
Accounts receivable

�
$66,755 $53,250

Average sales per day $5,597 $5,212

� 11.9 days 10.2 days

Cost of goods sold per day �
Cost of goods sold

�
$1,026,026 $976,666

Days in the year* 364 364

� $2,819 $2,683

Number of days’ sales in
�

Ending inventory
�

$35,633 $37,994
ending inventory Cost of goods sold per day $2,819 $2,683

� 12.6 days 14.2 days

*The number of days in the reporting years is 364 days (52 weeks � 7 days � 364).
**Because gross receivables are used in this ratio, the balances in the Allowance for uncollectible accounts usually must

be added to the net accounts receivable. Because this adjustment is not material for Wendy’s, we have used net
accounts receivable in the calculation.

EXHIBIT 11—9      Liquidity Analysis
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levels. As we indicated earlier, most investors prefer cash flows to net income, if they
have to make a choice. Wendy’s exhibits a decline in profitability, based on net earn-
ings and accrual-based calculations. On the other hand, the cash flow-based ratios
seem strong. The investor must decide on which set of profitability ratios to rely most
heavily.

Capital Structure Analysis of Wendy’s International, Inc.
Wendy’s capital structure can be described by the ratios in Exhibit 11—11. The verti-
cal analysis of Wendy’s liability and shareholders’ equity indicates a modest decline in
the percentage of long-term debt. Deferred taxes and other similar liabilities were mi-
nor portions of total debt in both years. Shareholders’ equity increased in percentage
terms, reflecting the decreases shown in long-term liabilities. Wendy’s times interest
earned increased from 38.4 to 61.9, indicating a healthy margin of safety. On the
whole, after considering the decrease in debt and associated interest expenses,
Wendy’s capital structure analysis does not indicate any major concerns.
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Wendy’s International, Inc.
Profitability Ratios, 1997 and 1996

(Dollars in Thousands)*

Ratio Formula 1995 1994

Operating income percentage �
Operating income

�
$219,471 $254,817

Sales revenue $2,037,330 $1,897,144

� 10.8% 13.4%

Net income $130,499 $155,948Return on equity � Shareholders’ equity � $1,185,946 $1,058,484

� 11.0% 14.7%

Net income �

Return on assets �
[Interest expense � (1� tax rate)]**

�
$132,842 $160,376

Total assets $1,941,680 $1,781,434

� 6.8% 9.0%

Cash flow from 

Cash return on assets �
operating activities � Interest paid

�
$223,402�29,126 $189,928�30,556

Total assets $1,941,680 $1,781,434

� 13.0% 12.4%

Quality of income �
Cash flow from operating activities

�
$223,402 $189,928

Net income $130,499 $155,998

� 171% 122%

*For convenience we have used end-of-year balance sheet amounts in these ratio calculations. If the balance sheet
amounts fluctuate markedly during the year, analysts would instead use averages rather than year-end amounts.

**Calculated using Wendy’s federal statutory tax rate of 35 percent. In 1997, the numerator is $132,842 ($130,499 �
$3,604 � (1�.35)), and in 1996 the numerator is $160,376 ($155,948 � $6,812 � (1�35)).

EXHIBIT 11—10      Profitability Analysis
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Investor Ratios, Wendy’s International, Inc.
Wendy’s investor ratios are calculated in Exhibit 11—12. Based on the ratios shown, it
appears that the market is reassured by Wendy’s performance in 1997. Its market-to-
book value ratio has remained steady. Further evaluations based on trends should also
be conducted. The P/E ratio has increased substantially from 17.5 to 23.6. To some ex-
tent, this increase in the P/E ratio may reflect the market’s view that Wendy’s 1997
earnings are lower than “normal,”perhaps due to a temporary increase in general and
administrative expenses as noted earlier. In any event, the analyst would need to sep-
arate out the effects of economy-wide influences on P/E ratios (such as changes in in-
terest rates or other factors causing changes in the overall market prices of equity se-
curities) in order to interpret this change in Wendy’s P/E ratio.

Summary, Wendy’s International, Inc.
Our analysis of Wendy’s financial statements are cautiously positive. The primary weak
indicator is in the area of profitability (based on accrual-based earnings), and this re-
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Wendy’s International, Inc.
Capital Structure Ratios, 1997 and 1996

(Dollars in thousands)

Composition analysis: Percentage of total financing provided by each type of debt and
shareholders’s equity.

1997 1996
Amount % Amount %

Total assets (equals
total liabilities and
shareholders’ equity) $1,941,680 100.0 $1,781,434 100.0
Financed by:

Current liabilities $ 212,614 11.0% $ 207,764 11.7%
Long-term debt � capital leases 249,763 12.9 241,828 13.6
Deferred taxes and other debts 95,069 4.9 75,070 4.1
Mandatorily redeemable

preferred stock 200,000 10.3 200,000 11.2
Total liabilities 757,446 39.1 724,662 40.6

Shareholders’ equity 1,184,234 60.9 1,056,772 59.4
$1,941,680 100.0% $1,781,434 100.0%

Additional Ratio Analysis:

Ratio Formula 1997 1996

Financial leverage Total liabilities
� 39.1% (above) 40.6% (above)Total assets

Earnings before interest
Times interest earned and taxes

�
$223,075 $261,629

Interest expense $3,604 $6,812

� 61.9 times 38.4 times

EXHIBIT 11—11      Capital Structure Analysis
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sult may be due to transitory effects that may not persist in the future. There were sig-
nificant positive trends in liquidity, and stability in investor ratios. Further examination
of supplementary information, as well as subsequent quarterly results for 1998 and
1999, could be used to support or challenge these conclusions.

LIMITATIONS OF FINANCIAL STATEMENT ANALYSIS

Financial statement analysis is limited on several dimensions. GAAP, and its underlying
accounting conventions and measurement rules and principles, present some limits.
Managers often have the ability to select favorable accounting methods. They can
make choices as to the timing for reporting favorable or unfavorable results. A close
reading of the notes can indicate where some of these choices have had an impact on
the financial ratios, yet many of these managerial choices will not be revealed to ex-
ternal users of financial statements. Investors, in particular, must rely on independent
accountants’ assessments of the suitability of management’s accounting choices.

A second major limitation of financial statement analysis concerns the “What’s
missing?” factor. Many major factors affecting profitability and survival of the firm are
just not included in accrual accounting, nor in the financial statements. Examples of
such omissions include changes in the firm’s market share, changes in customer rela-
tions or preferences, changes in the firm’s labor productivity, other changes in its hu-
man resources or human resource management systems, innovations or structural
changes in technology, changes in the environment, changes in legislation or public
policy, changes in competitors, or changes in substitute products or services. Some-
times these factors are discussed in the narrative sections of the annual report. They
are often mentioned in the CEO’s letter. Wendy’s Management Review section (see Ap-
pendix D) alludes to some of these qualitative factors.
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Wendy’s International, Inc.
Investor Ratios, 1997 and 1996

Ratio Formula 1997 1996

Earnings per share Provided directly on the income statement (Exhibit 11—5)

Basic $ .99 $ 1.23

Diluted $ .97 $ 1.19

Market-to-book value* Market price per share $22.88 $20.88
Book value per share � $10.21 $ 9.34

� 2.24 2.24

Price-to-earnings* Market price per share
�

$22.88 $20.88
Earnings per share $ .97 $ 1.19

� 23.6 17.5

*We have used the fiscal year-end market price per share, and computed book value per
share using the number of shares shown on the balance sheet.

*Based on diluted EPS.

EXHIBIT 11—12      Investor Analysis
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A third concern in financial statement analysis is that “real” events are often hard
to distinguish from the effects of alternative accounting methods or principles. By fo-
cusing more on cash flows, the investor or other analyst can identify cases where fi-
nancial reports based on accrual accounting may diverge from the cash flows or in-
adequately reflect other pertinent economic events.

A fourth and final limitation of financial statement analysis concerns predictabil-
ity. The past may not be a reliable indicator of the future. Stable trends may be reversed
tomorrow! Financial statements are just one of the important inputs that the investor
must use as a basis for investing decisions. Further study of finance and accounting
will give you additional tools on which to rely. Appendix B of this text gives you some
ideas on how you might pursue your study of these important topics.

SUMMARY OF LEARNING OBJECTIVES

1. Understand why financial statements are analyzed.
Investors comprise the primary audience of financial reporting. Financial analysts
use financial accounting reports in order to assess the potential risks and returns
from investing in debt and equity securities.

2. Know where to obtain financial information.
Although financial statement analysis begins with the set of financial statements
included in published financial reports, analysts gather additional information
from a variety of sources, including the financial sections of major newspapers,
specialized business periodicals, reports of changes in governmental fiscal and
monetary policies, conferences and addresses by business leaders, and many
other sources.

3. Determine when financial information is comparable and alternatively
learn how to enhance the comparability of financial information that
may appear to be noncomparable.
The analyst must determine that a comparable and useful reference is available
with which to compare the target firm. Usually, the prior year or years are a good
reference point with which to begin. Before comparing a firm’s results with the
prior year, the analyst must examine both sets of statements and notes to deter-
mine whether an unusual event occurred. If significant unusual events have oc-
curred that would distort comparisons, then the financial statements for any of
these years may need to be restated or rearranged to make them more compara-
ble. The primary guideline is “more comparability is better.”Financial information
is more comparable between two firms if they

• operate in the same country,

• follow similar accounting practices,

• are of similar size (revenues and/or assets),

• produce similar products or services, and

• have a similar capital structure.
4. Identify, calculate, use, and interpret appropriate ratios.

We have operationalized this objective by developing a general framework that
can be used to conduct a comprehensive financial statement analysis. Financial
analysis relies on both qualitative and quantitative analyses, and cannot be re-
duced to a simple set of recipes. The techniques summarized in this chapter
merely provide a point of departure for the analyst in assessing the investment
worth of a given firm.
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A summary of our financial statement analysis framework follows:
a. Identify the purpose and objectives of the analysis.
b. Review the financial statements, accompanying notes, management letters,

and other commentary, and the report of the independent auditor. Be alert to
any unusual events that may affect your interpretations of the numerical items
in the financial statements.

c. Determine whether any adjustments are needed to make the financial state-
ments comparable to those of the previous year, or to financial statements of
other, supposedly similar firms. Be especially aware of mergers, discontinued
operations, changes in methods of accounting, or major shifts in product mix.

d. Conduct horizontal and vertical analyses of each financial statement. The hor-
izontal analysis will aid you in discussing major changes in financial statement
items compared to previous periods. The vertical analysis will help you focus
on variations in the composition of the firm’s assets, and the relative propor-
tions of its debt and equity financing. A vertical analysis will also help you fo-
cus on causes of variation in net income.

e. Organize your ratio calculations under the broad headings of liquidity, prof-
itability, capital structure, and investor performance. Compute the standard fi-
nancial ratios in each of these categories.

f. Compare the financial ratios to prior years and to industry norms. If the firm’s
ratios depart from its past history or prevailing norms, attempt to explain these
departures by reviewing other supplementary disclosures in the financial state-
ments. Remember that there are often excellent reasons why a firm will differ
from its competitors and may alter its policies over time. These steps have been
illustrated using Wendy’s financial statements.

5. Identify limitations of financial statement analyses.
A variety of judgments are used to decide how to calculate a given financial ratio.
Rarely do the line items that are reported in the financial statements fit neatly into
a standard formula. Often the results of the ratio calculations provide more ques-
tions than answers. The most useful product of ratio analysis may well be the list
of intelligent questions that result.

QUESTIONS

11-1 Discuss the basic goals of financial statement analysis. Indicate those goals with
which you agree or disagree. Identify any additional goals that may be added.

11-2 Identify several users of financial statement analysis. Discuss the differences be-
tween users who have regular interaction with the firm versus those who may
have less frequent interactions.

11-3 Identify and describe several sources of financial information for publicly
traded U.S. companies.

11-4 Discuss why it is so important that financial information be comparable before
conducting analysis and computing ratios.

11-5 Discuss several ways that comparability between firms can be enhanced.
11-6 Discuss several aspects of non-comparability that the analyst cannot overcome.
11-7 Identify several bases of comparability that might be established before at-

tempting to compare ratio results.
11-8 Identify the major elements of financial statements that form the basis for an

investor’s analysis.
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11-9 Describe several situations that may require restatement of the financial state-
ments prior to conducting ratio calculations.

11-10 Describe the benefits of conducting horizontal and vertical analyses.
11-11 Why must both cash and accounts receivable be analyzed as part of a liquidity

analysis?
11-12 Why must both cash flows and net income be analyzed as part of a profitabil-

ity analysis?
11-13 Describe the similarities between the collection period and the number of

days’ sales in ending inventory.
11-14 Describe the relationship between return on equity (ROE) and cash return to

shareholders.
11-15 Describe the relationship between return on assets (ROA) and cash return on

assets.
11-16 Describe the relationship between quality of sales and accounts receivable as

a percent of sales.
11-17 Discuss the differences between cash flow from operating activities (CFOA)

and cash collections from customers.
11-18 Compare and contrast the quality of the income ratio with dimensions of in-

come quality.
11-19 Discuss why a tax adjustment is necessary as part of return on assets (ROA).
11-20 Discuss the relationship between financial leverage and percentage composi-

tion.
11-21 Under what circumstances might the percentage composition ratios not sum

to 100 percent?
11-22 Describe why the percentage composition ratios might have three or four com-

ponents. Why might they have less than three components? Why might they
have more than four such components?

11-23 Describe the relationships between cash interest coverage and times interest
earned.

11-24 Why would a lender not be too concerned about market-to-book value and
price-to-earnings (P/E) ratios? Why would a creditor or banker be more con-
cerned?

11-25 Why would a lender and an investor be equally concerned with earnings per
share (EPS)?

11-26 Under what conditions might the financial leverage ratio be confusing and less
useful than the percentage composition ratios?

11-27 Discuss why the “What’s missing?”question is so crucial during all phases of fi-
nancial statement analysis.

11-28 Describe several limitations of financial statement analysis. What can be done
to minimize these limitations?

11-29 Describe several possible choices of accounting methods that managers may
make in an effort to manipulate or influence reported earnings. What can the
analyst do to combat these earnings manipulation possibilities?

11-30 Describe how managers can affect the timing of earnings recognition. What
can the analyst do to combat these earnings manipulation possibilities?
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11-31 Describe how managers may make biased estimates that will cause net income
to be overstated or understated. What can the analyst do to combat these earn-
ings manipulation possibilities?

PROBLEMS

Comprehensive Financial Statement Analysis
11-32 Dairy King, LTD., reported the following results for 1999 (dollars in millions):

1999 1998
Revenues:

Net sales $268.8 $241.6
Service fees 54.2 51.6
Franchise sales (fees) 8.6 7.6
Property management 8.1 9.0
Other 1.1 1.3

340.8 311.1

Costs and expenses:
Cost of sales 242.4 217.2
Property management expenses 7.6 8.4
Selling, general, and administrative 40.5 37.5
Interest expense (income) (1.6) (1.4)

288.9 261.7

Income before income taxes 51.9 49.4

Income taxes 20.5 19.5
Net income $  31.4 $  29.9

Earnings per common share $ 1.30 $ 1.19

Dairy King’s Consolidated Balance Sheet is shown below:

1999 1998
Assets
Current assets:

Cash and cash equivalents $ 31.8 $ 21.2
Marketable securities 7.0 10.0
Notes receivable, net 7.4 3.4
Accounts receivable, net 25.1 23.2
Inventories 5.4 4.6
Prepaid expenses 2.4 1.1
Miscellaneous 1.2 1.5
Total current assets 80.3 65.0

Other assets:
Notes receivable, net 14.4 21.4
Miscellaneous 1.3 1.6
Total other assets 15.7 23.0

Other revenue-producing assets:
Franchise rights, net 87.8 83.8
Rental properties, net 2.9 3.2
Total other assets 90.7 87.0

Property, plant, and equipment,

Net 9.8 9.3

Total assets $196.5 $184.3
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Liabilities and Stockholders’ Equity 1999 1998

Current liabilities:
Drafts and accounts payable $ 17.1 $ 16.8
Committed advertising 1.1 2.1
Other liabilities 7.5 6.8
Income taxes payable .4 1.1
Current maturities (L-T debt) .4 1.8
Total current liabilities 26.5 28.6
Deferred franchise income .4 .3
Deferred income taxes 15.0 15.0
Long-term debt 23.3 23.7

Contingencies and commitments
(Note 4)

Total liabilities 65.2 67.6

Stockholders’ equity:
Class A common stock .1 .1
Class B common stock .1 .1
Paid-in capital 4.1 4.0
Retained earnings 129.2 114.4
Equity adjustments (2.2) (1.9)
Total stockholders’ equity 131.3 116.7

Total liabilities and
shareholders’ equity $196.5 $184.3

Dairy King’s cash flow statement is summarized as follows (dollars in millions):

1999 1998

Net cash provided by operating activities $33.8 $35.0
Net cash provided by (used in)

investing activities (4.6) (17.3)
Net cash used in financing activities (18.5) (27.5)
Net (decrease) increase in cash $10.7 ($ 9.8)

Cash payments for income taxes $21.1 $18.8
Cash payments for interest $ 1.9 $ 2.5

Required
a. Identify any unusual terms in Dairy King’s financial statements.
b. Prepare a horizontal analysis of Dairy King’s income statement.
c. Prepare a vertical analysis of Dairy King’s income statement.
d. Calculate the appropriate liquidity ratios from Dairy King’s balance sheet.
e. Conduct a profitability analysis.
f. Prepare a capital structure analysis.
g. Write a short memo summarizing your conclusions. Indicate why Dairy

King might be facing financial threats or opportunities. Also indicate any
additional data necessary to refine your analyses or conclusions.
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Introductory Problem and Data Set
11-33 General Cinema Companies, Inc., reported the following results for 1994 as

summarized below (dollars in thousands except for per-share amount):

Years Ended October 31 1994 1993

Revenues $452,563 $495,031

Costs applicable to revenues 188,616 214,653
Selling, general and

administrative expenses 241,435 260,128
Corporate expenses 5,646 1,900
Operating earnings (loss) 16,866 18,350

Investment income 1,640 96
Interest expense (648) (605)
Other income (expense), net 5,188 (600)

Earnings (loss) before income
taxes, and cumulative effect
of accounting change 23,046 17,241

Income tax expense 9,449 6,738

Net earnings (loss) $ 13,597 $ 10,503

Amounts applicable to common shareholders:

Earnings per share $ 1.73 NA

General Cinema’s consolidated balance sheet is summarized below (dollars in
thousands):

October 31 1994 1993

Assets
Current assets:

Cash and equivalents $ 85,021 $ 7,790
Deferred income taxes 2,090 0
Other current assets 5,722 2,622

Total current assets 92,833 10,412

Property and equipment:
Land, buildings, and improvements 32,411 38,675
Equipment and fixtures 130,016 131,710
Leasehold improvements 151,442 159,289

313,869 329,674

Less accumulated depreciation
and amortization 136,174 130,349

Total property and equipment, net 177,695 199,325

Other assets:
Other 26,130 798

Total assets $296,658 $210,535
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October 31 1994 1993

Liabilities
Current liabilities:

Current maturities of long-term
liabilities $ 722 $ 637

Trade payables 39,065 34,028
Other current liabilities 59,972 53,956
Total current liabilities 99,759 88,621

Long-term liabilities:

Capital lease obligations 4,179 4,756
Other long-term liabilities 28,016 27,551
Total long-term liabilities 32,195 32,307

Deferred income taxes 15,181 17,376

Commitments and contingencies — —

Total liabilities 147,135 138,304

Shareholders’ Equity
Common stock: $0.01 par value;

authorized 25,000; issued and
outstanding 7,802, 0 78 —

Paid-in capital 135,848 —

Retained earnings 13,597 —

Investment by Harcourt General — 72,231

Total shareholders’ equity 149,523 72,231

Total liabilities and equity $296,658 $210,535

General Cinema’s cash flow statement is summarized below (dollars in thou-
sands):

Year ended October 31 1994 1993

Net cash provided by operations $28,512 $53,849

Net cash used by investment activities (14,949) (16,322)
Net cash (used) provided by financing

transactions 63,668 (35,288)
Net increase (decrease) in cash during

the year $77,231 $  2,239

Supplemental schedule of cash flow information

Cash paid for interest $ 610 $ 720
Cash paid for income taxes $13,100 $  9,500

468 CHAPTER 11

   474  A Framework for Financial Statement Analysis 



Required
a. Identify any unusual terms in General Cinema’s summarized financial state-

ments.
b. Prepare a horizontal analysis of General Cinema’s income statement.
c. Prepare a vertical analysis of General Cinema’s income statement.
d. Calculate the appropriate liquidity ratios.
e. Conduct a profitability analysis.
f. Conduct a capital structure analysis. Discuss why General Cinema reported

no EPS in 1993.
g. With regard to your analysis of General Cinema Companies, Inc., write a

short memo summarizing your conclusions. Indicate why the company
might be facing financial threats or opportunities. Also indicate if additional
data is necessary to refine your analyses or conclusions.

Comprehensive Financial Statement Analysis
11-34 Electronic Fab Technology (EFT) is a leader in information technology. EFT re-

ported the following results for 2000, as summarized below (dollars in thousands):

Year Ended December 31 2000 1999

Net sales $52,541,842 $29,816,626
Cost of goods sold 47,123,066 25,688,263

Gross profit 5,418,776 4,128,363

Selling, general and administrative 2,395,164 1,842,442
Operating income 3,023,612 2,285,921

Other income (expense):
Interest expense (175,400) (236,917)
Interest income 78,933 0
Other, net 31,187 (11,723)

Total other income (expense) (65,280) (248,640)

Income before income taxes 2,958,332 2,037,281
Income tax expense 1,041,415 736,612

Net income $ 1,916,917 $ 1,300,669

Weighted average shares outstanding 3,626,845 2,483,000

Critical Thinking
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EFT reported the following consolidated balance sheets, as summarized below
(dollars in thousands):

December 31 2000 1999

Assets
Current assets:

Cash and cash equivalents $ 153,483 $ 43,879
Accounts receivable, net 3,858,523 2,480,421
Inventories 7,479,374 4,639,969
Income taxes receivable 64,655 0
Deferred income taxes 85,847 85,490
Prepaids and others 49,467 49,165

Total current assets 11,691,349 7,298,924

Property and equipment, net:
Land 662,098 161,903
Buildings 4,779,049 1,589,865
Machinery and equipment 8,395,468 3,763,995
Furniture and fixtures 1,043,098 328,555

14,879,713 5,844,318
Less accumulated depreciation 3,162,155 2,188,893
Property plant and equipment 11,717,558 3,655,425

Other assets:
Cash surrender value of life insurance 36,248 41,750
Other assets 33,929 176,067

70,177 217,817
Total assets $23,479,084 $11,172,166

December 31 2000 1999

Liabilities and Shareholders’ Equity
Current liabilities:

Notes payable $ — $ 300,000

Current portion of long-term debt 170,000 244,433
Accounts payable 3,606,645 3,273,461

Income taxes payable — 611,790
Accrued compensation 813,788 326,869
Other accrued expenses 356,598 138,827
Total current liabilities 4,947,031 4,895,380

Long-term debt, net of current portion 3,230,000 2,539,337
Deferred income taxes 312,660 190,918
Commitments and contingencies — —

8,489,691 7,625,635

Shareholders’ equity:
Preferred stock: $0.01 par value,

authorized 5,000,000 shares — —
Common stock; $0.01 par value,

authorized 45,000,000 shares, issued
3,891,000 and 2,368,500 shares 38,911 23,685

Additional paid-in capital 10,016,035 505,316
Retained earnings 4,934,447 3,017,530
Total shareholders’ equity 14,989,393 3,546,531

Total liabilities and
shareholders’ equity $23,479,084 $11,172,166
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EFT’s consolidated statements of cash flow disclosed the following summary
information:

December 31 2000 1999

Net cash provided by
operating activities $  (697,000) $814,000

Net cash used in investing activities (9,035,000) (870,000)
Net cash used in financing activities 9,842,000 59,000
Net increase (decrease) in cash $ 110,000 $ 3,000

Cash paid for:
Income taxes (refund) $1,596,475 $ (16,591)
Interest $ 175,400 $236,917

Required
a. Identify any unusual terms in EFT’s summarized financial statements.
b. Prepare a horizontal analysis of EFT’s income statement.
c. Prepare a vertical analysis of EFT’s income statement.
d. Calculate the appropriate liquidity ratios.
e. Conduct a profitability analysis.
f. Conduct a capital structure analysis.
g. Write a short memo summarizing your conclusions. Indicate why EFT

might be facing financial threats or opportunities. Also indicate what addi-
tional data you might need to refine your analyses or conclusions.

Applying the Financial Statement Analysis 10-Step Framework
11-35 Conduct a comprehensive financial analysis of Reebok International’s financial

statements (see Appendix E).

Required:
a. Review Reebok International’s financial statements (see Appendix E) to de-

termine whether any unusual or noteworthy events may limit the scope or
comparability of financial statement analysis. Review Ernst & Young’s audit
report. Determine whether any restatements might be necessary and
whether any barriers would restrict the comparability of Reebok’s per-
formance. In other words, conduct the first four steps in the financial state-
ment analysis framework.

b. Prepare horizontal and vertical analyses of Reebok’s income statement for
1997 and 1996 (step 5 of our financial statement analysis framework).

c. Conduct an analysis of Reebok’s liquidity for 1997 and 1996 (step 6 of our
financial statement analysis framework).

d. Conduct an analysis of Reebok’s profitability for 1997 and 1996 (step 7 of
our financial statement analysis framework).

e. Analyze Reebok’s capital structure for 1997 and 1996 (step 8 of our finan-
cial statement analysis framework).

f. Calculate Reebok’s investor ratios for 1997 and 1996 (step 9 of our financial
statement analysis framework).

(Continued)
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g. Review your results from the previous six problems, state your overall con-
clusions regarding Reebok’s performance in 1997 and 1996, and then de-
termine whether your results are consistent (step 10 of the financial state-
ment analysis framework). Recalculate, as necessary, any ratios that could
be restated based on new information found in the notes. Identify any ad-
ditional information that you may require before making an investment in
Reebok.

Applying the Financial Statement Analysis 
Framework: Reviewing the Notes
11-36 Review Wendy’s financial statements in Appendix D to determine whether any

unusual or noteworthy events may limit the scope or comparability of financial
statement analysis. Review the audit report and determine whether any re-
statements might be necessary. Also determine whether any barriers would re-
strict the comparability of Wendy’s performance. In other words, conduct the
first four steps of the financial statement analysis framework.

Reviewing the Results of Financial Statement 
Analysis Framework
11-37 This assignment is based on the computations and exhibits shown earlier that

are based on Wendy’s financial statements. In each case, refer to the relevant
exhibits and review the results.

Required
a. Review the horizontal and vertical analyses of Wendy’s income statement

for 1997 and 1996 (step 5 of the financial statement analysis framework).
b. Review the results of Wendy’s liquidity analysis for 1997 and 1996 (step 6 of

the financial statement analysis framework).
c. Review the results of Wendy’s profitability analysis for 1997 and 1996 (step

7 of the financial statement analysis framework.
d. Review the results of Wendy’s capital structure analysis for 1997 and 1996

(step 8 of the financial statement analysis framework).
e. Review Wendy’s investor ratios for 1997 and 1996 (step 9 of the financial

statement analysis framework).
f. Conduct step 10 of the financial analysis framework, as may be necessary.

Recalculate, as necessary, any ratios that could be restated based on new in-
formation found in the notes.

g. On the basis of these results, evaluate the various dimensions of Wendy’s
performance in 1997 and 1996. How do any restatements in the previous
step change your conclusions about Wendy’s profitability? Identify any ad-
ditional information needed before making an investment in Wendy’s.

Financial Statement Analysis: Comparison of Two Companies
11-38 Financial statements for two companies, The Gap and Intimate Brands, are pre-

sented below. Although the notes were omitted, a statement from each com-
pany’s auditor is included. Both companies are in the retail apparel industry.
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Independent Auditors’ Report
To the Shareholders and Board of Directors of The Gap, Inc.:

We have audited the accompanying consolidated balance sheets of The Gap, Inc. and
subsidiaries as of January 31, 1998 and February 1, 1997, and the related consolidated
statements of earnings, shareholders’ equity, and cash flows for each of the three
fiscal years in the period ended January 31, 1998. These financial statements are the
responsibility of the Company’s management. Our responsibility is to express an
opinion on these financial statements based on our audits.

We conducted our audits in accordance with generally accepted auditing standards.
These standards require that we plan and perform the audits to obtain reasonable
assurance about whether the consolidated financial statements are free from material
misstatement. An audit includes examining, on a test basis, evidence supporting the
amounts and disclosures in the financial statements. An audit also includes assessing
the accounting principles used and significant estimates made by management, as well
as evaluating the overall financial statement presentation. We believe that our audits
provide a reasonable basis for our opinion.

In our opinion, such consolidated financial statements present fairly, in all
material respects, the financial position of the company and its subsidiaries as of
January 31, 1998 and February 1, 1997, and the results of their operations and their
cash flows for each of the three fiscal years in the period ended January 31, 1998 in
conformity with generally accepted accounting principles.

Deloitte & Touche LLP     San Francisco, California February 27, 1998

1997 Annual Report 

Gap Inc.

Consolidated Statements of Earnings

Fifty-two               Fifty-two       Fifty-three
Weeks Ended             Weeks Ended      Weeks Ended

($000 except share and per share amounts)
January 31, 1998      February 1, 1997   February 3, 1996

--------------------------------------------------------------------------------------

Net sales                    $   6,507,825         $   5,284,381         $   4,395,253
Costs and expenses
Cost of goods sold and occupancy expenses

4,021,541             3,285,166             2,821,455
Operating expenses               1,635,017             1,270,138             1,004,396
Net interest income                 (2,975)              (19,450)             (15,797)

-------------------------------------------------------------------
Earnings before income taxes    

854,242               748,527               585,199
Income taxes                       320,341               295,668               231,160

----------------------------------------------------------
Net earnings                $      533,901        $      452,859        $      354,039

-------------------------------------------------------------------

    A Framework for Financial Statement Analysis 479



Weighted-average number of
shares-basic                  396,179,975           417,146,631           417,718,397

Weighted-average number of                                                              
shares-diluted                410,200,758           427,267,220           427,752,515

-------------------------------------------------------------------
Earnings per share-basic      $       1.35        $         1.09        $          .85
Earnings per share-diluted            1.30                  1.06                   .83

-------------------------------------------------------------------

Gap Inc.
Consolidated Balance Sheets

($000)
January 31, 1998     February 1, 1997

---------------------------------------------------------------------------------------

Assets
Current Assets
Cash and equivalents                                 $    913,169          $   485,644
Short-term investments                                          -              135,632
Merchandise inventory                                     733,174              578,765
Prepaid expenses and other current assets                 184,604              129,214

------------          -----------
Total current assets                                    1,830,947            1,329,255

Property and Equipment
Leasehold improvements                                    846,791              736,608
Furniture and equipment                                 1,236,450              960,516
Land and buildings                                        154,136               99,969
Construction-in-progress                                   66,582              101,520

------------          -----------
2,303,959            1,898,613

Accumulated depreciation and amortization
(938,713)           (762,893)

------------          -----------
Property and equipment, net                             1,365,246            1,135,720

------------          -----------
Long-term investments                                           -               36,138
Lease rights and other assets                             141,309              125,814

------------          -----------
Total assets                                          $ 3,337,502           $2,626,927

------------          -----------
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Liabilities and Shareholders’ Equity
Current Liabilities
Notes payable                                         $    84,794          $    40,050
Accounts payable                                          416,976              351,754
Accrued expenses                                          389,412              282,494
Income taxes payable                                       83,597               91,806
Deferred lease credits and other current liabilities       16,769                8,792

------------          -----------
Total current liabilities                                 991,548              774,896

------------          -----------
Long-Term Liabilities
Long-term debt                                            496,044                    -
Deferred lease credits and other liabilities              265,924              197,561

------------          -----------
Total long-term liabilities                               761,968              197,561

------------          -----------
Shareholders’ Equity
Common stock $.05 par value
Authorized 500,000,000 shares; issued 439,922,841
and 476,796,135 shares; outstanding 393,133,028
and 411,775,997 shares                                    21,996               23,840

Additional paid-in capital                                317,674              434,104
Retained earnings                                       2,392,750            1,938,352
Foreign currency translation adjustments                  (15,230)             (5,187)
Deferred compensation                                     (38,167)            (47,838)
Treasury stock, at cost                                (1,095,037)           (688,801)

------------          -----------
Total shareholders’ equity                              1,583,986            1,654,470

------------          -----------
Total liabilities and shareholders’ equity

$ 3,337,502           $2,626,927
------------          -----------
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Gap Inc.
Consolidated Statements of Cash Flows

Fifty-two            Fifty-two           Fifty-three
Weeks Ended          Weeks Ended          Weeks Ended

($000)                      January 31, 1998     February 1, 1997     February 3, 1996
---------------------------------------------------------------------------------------
Cash Flows from Operating Activities
Net earnings                     $   533,901     $    452,859        $   354,039
Adjustments to reconcile 
net earnings to net
cash provided by
operating activities:
Depreciation and 
amortization(a)                   269,706          214,905            197,440

Tax benefit from exercise
of stock options by 
employees and from 
vesting of restricted stock        23,682           47,348             11,444
Deferred income taxes             (13,706)         (28,897)           (2,477)

Change in operating assets and liabilities:
Merchandise inventory            (156,091)         (93,800)         (113,021)
Prepaid expenses and other        (44,736)         (16,355)          (15,278)
Accounts payable                   63,532           88,532              1,183
Accrued expenses                  107,365           87,974              9,427
Income taxes payable               (8,214)          25,706             24,806
Deferred lease credits and 
other long-term liabilities       69,212           56,681             21,524

-----------------------------------------------------
Net cash provided by 

operating activities              844,651          834,953            489,087
-----------------------------------------------------

Cash Flows from Investing Activities
Net maturity (purchase) of 
short-term investments             174,709          (11,774)           116,134

Net purchase of long-term 
investments                         (2,939)         (40,120)          (30,370)

Net purchase of property 
and equipment                     (465,843)        (371,833)         (302,260)

Acquisition of lease 
rights and other assets            (19,779)         (12,206)           (6,623)

-----------------------------------------------------
Net cash used for investing activities

(313,852)        (435,933)         (223,119)
-----------------------------------------------------

Cash Flows from Financing Activities
Net increase in notes payable         44,462           18,445             20,787
Net issuance of long-term debt       495,890                -                  -
Issuance of common stock              30,653           37,053             17,096
Net purchase of treasury stock      (593,142)        (466,741)          (71,314)
Cash dividends paid                  (79,503)         (83,854)          (66,993)

-----------------------------------------------------
Net cash used for 
financing activities              (101,640)        (495,097)         (100,424)

-----------------------------------------------------
Effect of exchange rate 
changes on cash                     (1,634)           2,155              (465)

-----------------------------------------------------
Net increase (decrease) 
in cash and equivalents            427,525          (93,922)           165,079

Cash and equivalents at 
beginning of year                  485,644          579,566            414,487

-----------------------------------------------------
Cash and equivalents at 
end of year                    $   913,169     $    485,644        $   579,566

-----------------------------------------------------

See Notes to Consolidated Financial Statements.
(a) Includes amortization of restricted stock, discounted stock options, and
discount on long-term debt.
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Intimate Brands, Inc.

Consolidated Statements of Income

(Thousands except per share amounts)

1997                   1996                   1995
---------------------------------------------------------------------------------------
NET SALES                  $   3,617,856            $ 2,997,340          $   2,516,555
Costs of Goods Sold, 

Occupancy and 
Buying Costs                (2,257,824)            (1,942,295)           (1,695,627)

---------------------------------------------------------------------------------------
GROSS INCOME                   1,360,032              1,055,045                820,928
General, Administrative and 

Store Operating Expenses      (787,780)              (584,903)             (434,632)
Special and Nonrecurring 

Charge                         (67,600)               (12,000)                     -
---------------------------------------------------------------------------------------
OPERATING INCOME                 504,652                458,142                386,296
Interest Expense                 (30,326)               (32,544)              (49,536)
Other Income, Net                  8,610                  4,612                  3,299
---------------------------------------------------------------------------------------
INCOME BEFORE INCOME TAXES

482,936                430,210                340,059
Provision for Income Taxes 

194,000                172,000                136,000
---------------------------------------------------------------------------------------
NET INCOME                 $     288,936            $   258,210          $     204,059
---------------------------------------------------------------------------------------
DILUTED AND BASIC NET INCOME PER SHARE:

$        1.14            $      1.02          $        0.92
---------------------------------------------------------------------------------------
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Intimate Brands, Inc.
CONSOLIDATED BALANCE SHEETS

(Thousands)

ASSETS                                      JANUARY 31, 1998          February 1, 1997
CURRENT ASSETS:
Cash and Equivalents                             $   308,720               $   135,111
Accounts Receivable                                   34,639                    18,750
Inventories                                          417,703                   434,800
Intercompany Receivable                               12,457                        60
Other                                                102,540                    68,255
---------------------------------------------------------------------------------------
TOTAL CURRENT ASSETS                                 876,059                   656,976
---------------------------------------------------------------------------------------
PROPERTY AND EQUIPMENT, NET                          392,504                   395,647
---------------------------------------------------------------------------------------
OTHER ASSETS                                          79,137                    82,539
---------------------------------------------------------------------------------------
TOTAL ASSETS                                     $ 1,347,700               $ 1,135,162
---------------------------------------------------------------------------------------
LIABILITIES AND SHAREHOLDERS’ EQUITY
---------------------------------------------------------------------------------------
CURRENT LIABILITIES:

Accounts Payable                          $    94,498               $    88,896
Accrued Expenses                              224,380                   136,598
Income Taxes                                   94,058                    98,187

---------------------------------------------------------------------------------------
TOTAL CURRENT LIABILITIES                            412,936                   323,681
---------------------------------------------------------------------------------------
LONG-TERM DEBT                                       350,000                   350,000

DEFERRED INCOME TAXES                                 13,068                    50,935

OTHER LONG-TERM LIABILITIES                           10,901                     8,493
---------------------------------------------------------------------------------------
SHAREHOLDERS’ EQUITY:

Common Stock                                    2,527                     2,527
Paid-In Capital                               674,620                   675,240
Retained Earnings (Deficit)                  (114,465)                (272,071)

---------------------------------------------------------------------------------------
562,682                   405,696

---------------------------------------------------------------------------------------
Less: Treasury Stock, at Cost                         (1,887)                  (3,643)
---------------------------------------------------------------------------------------
TOTAL SHAREHOLDERS’ EQUITY                           560,795                   402,053
---------------------------------------------------------------------------------------
TOTAL LIABILITIES AND SHAREHOLDERS’ EQUITY       $ 1,347,700               $ 1,135,162
---------------------------------------------------------------------------------------
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Intimate Brands, Inc.
Consolidated Statements of Cash Flows

(Thousands)
---------------------------------------------------------------------------------------

1997               1996               1995
---------------------------------------------------------------------------------------
CASH FLOWS FROM OPERATING ACTIVITIES
Net Income                             $ 288,936          $ 258,210          $ 204,059
---------------------------------------------------------------------------------------
IMPACT OF OTHER OPERATING ACTIVITIES ON CASH FLOWS

Depreciation and Amortization     106,197             85,573             75,686
Special and Nonrecurring 
Charge, Net of Income Taxes       40,600              7,200                  -

CHANGE IN ASSETS AND LIABILITIES
Inventories                         7,097            (75,954)          (63,374)
Accounts Payable and Accrued
Expenses                          55,785             53,510             33,459

Income Taxes                      (14,996)             3,664             92,808
Other Assets and Liabilities      (43,144)             5,461           (18,730)

---------------------------------------------------------------------------------------
NET CASH PROVIDED BY OPERATING 
ACTIVITIES                              440,475            337,664            323,908

---------------------------------------------------------------------------------------
INVESTING ACTIVITIES

Capital Expenditures             (124,275)          (123,630)         (128,229)
---------------------------------------------------------------------------------------
FINANCING ACTIVITIES

Proceeds from Short-Term
Borrowings                             -                  -            250,000

Repayment of Short-Term
Borrowings                             -                  -          (800,000)

Proceeds from Sale of 
Common Stock                           -                  -            677,948

Dividends Paid                   (131,330)          (121,270)         (280,324)
Purchase of Treasury Stock              -             (3,986)                 -
Decrease (Increase) in 
Intercompany Receivable          (12,397)            34,076           (34,136)

Stock Options and Other             1,136                162            (5,941)
---------------------------------------------------------------------------------------
NET CASH USED FOR FINANCING ACTIVITIES  (142,591)           (91,018)         (192,453)
---------------------------------------------------------------------------------------
NET INCREASE IN CASH AND EQUIVALENTS     173,609            123,016              3,226
Cash and Equivalents, Beginning 

of Year  135,111                        12,095              8,869
---------------------------------------------------------------------------------------
CASH AND EQUIVALENTS, END OF YEAR      $ 308,720           $ 135,111         $  12,095
---------------------------------------------------------------------------------------
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In 1995, non-cash financing activities included the transfer of equity to debt of $550
million of short-term intercompany borrowings and $350 million of long-term
intercompany debts.

The accompanying notes are an integral part of these Consolidated Financial
Statements.

COOPERS & LYBRAND LLPL.L.P.

CONSENT OF INDEPENDENT ACCOUNTANTS

We consent to the incorporation by reference in the registration statement of Intimate
Brands, Inc. on Form S-8, Registration Nos. 333-1960, 333-04921, 333-04923, and 333-
10215 of our report dated February 20, 1998, on our audits of the consolidated
financial statements of Intimate Brands, Inc. and subsidiaries as of January 31, 1998,
and February 1, 1997, and for the fiscal years ended January 31, 1998, February 1,
1997, and February 3, 1996, which are included in this Annual Report on Form 10-K.

COOPERS & LYBRAND LLP Columbus, Ohio April 28, 1998
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Required
a. Conduct a complete analysis of each company’s financial statements using

the financial statement analysis framework (to the extent possible given the
available data).

b. Review the statements provided by each firm’s auditor. In what ways are
they comparable? Non-comparable? In the case of Intimate Brands, where
could a more complete audit report be obtained? Indicate whether you can
rely on the information supplied by the auditors. Why?

c. Prepare a memo to an investor who is contemplating an equity investment
of $100,000 in one of these two firms. Make a firm recommendation as to
whether such an equity investment in either firm can be supported by your
analysis.

Financial Statement Analysis: Comparison of Two Companies
11-39 Financial statements for two companies, Eli Lilly and Pfizer, have been pre-

sented in a variety of earlier assignments in Chapters 5, 6, 7, and 9. Use these
financial statements to complete the following requirements:

Required
a. Conduct a complete analysis of each company’s financial statements using

the financial statement analysis framework (to the extent possible given the
available data).

b. Prepare a memo to an investor who is contemplating an equity investment
of $100,000 in one of these two firms. Make a firm recommendation as to
whether such an equity investment in either firm can be supported by your
analysis.

Research Project: Interviewing a User
11-40 Interview a local stockbroker or financial analyst to determine what financial

ratios he/she finds most useful.

Critical Thinking

Critical Thinking
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Research Project: User Interviews and Industry Comparisons
11-41 Select three large firms in the food service industry. Use your library or Inter-

net sources to obtain balance sheet and profitability ratios for each of those
three firms. Review these ratios with reference to the ratios described in this
text. Compare the ratios that are computed in a manner consistent with the ap-
proaches taken in this text to Wendy’s ratio results as shown in this chapter.

Research Project: Interviewing a User
11-42 Interview a local stockbroker or financial analyst and discuss the differences

between liquidity and profitability ratios. Identify the three most important ra-
tios used by this professional in each area and describe why they are impor-
tant.

Research Project: Interviewing a User
11-43 Interview a local stockbroker or financial analyst and discuss the differences

between the debt-to-equity ratio and financial leverage (debt/assets). At the
same time, discuss the percentage composition ratios and determine whether
he/she would find them more helpful than debt-to-equity (or similar) ratios.

Research Project: Comparing Two Companies in 
the Same Industry
11-44 Obtain financial statements from two companies in the same industry. From

the Internet or a local business library, obtain appropriate operating statistics
and ratios for this industry. Conduct a comprehensive financial statement
analysis of each company. Compare each company to the industry averages and
to each other. Write a short report describing the positive and negative aspects
of each firm with respect to its past performance, relative to each other and its
industry.

Research Project: Financial Statement Analysis and
Interviewing Company Managers
11-45 Obtain financial statements from a local company. Conduct a comprehensive

financial statement analysis of this company using the financial statement
analysis framework. After completing your analysis, conduct an interview with
a financial manager (such as a CFO) and a general manager (such as a CEO or
operating vice president). Use your ratio results and initial conclusions as a ba-
sis for learning more about the company’s performance. After your inter-
view(s), write a report describing your conclusions regarding the company’s
performance. Indicate why you would or would not invest in this company.

Research Project: Apply Financial Statement Analysis to
Nonprofit Organization
11-46 Review the financial statement ratios in this chapter and consider which might

apply to a nonprofit organization. Write a short report indicating why each of
these ratios would (or would not) apply to a nonprofit organization.
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Research Project: Financial Statement Analysis 
Applied to a Nonprofit Organization
11-47 Obtain the audited financial statements of a local nonprofit organization. Apply

our financial statement analysis framework, as appropriate, to this organiza-
tion. Write a short report describing your conclusions regarding this organiza-
tion’s performance and indicate why you would, or would not, make a contri-
bution to this organization.

Research Project: Comparing Two Companies in the Same
Industry and Evaluating a Possible Merger Strategy
11-48 Obtain the financial statements from two companies in the same industry and

conduct a comprehensive financial statement analysis of each company. Then
consider a scenario under which the largest of these two companies would
consider acquiring or merging with the smaller company. Write a short report
evaluating the advantages and disadvantages of this hypothetical merger or ac-
quisition.

Financial Statement Analysis: Notes
11-49 Refer to the following excerpts from Fiddler Capital Management Incorpo-

rated’s 1999 financial statements. You have been provided with the indepen-
dent auditor’s report, financial statements, and Notes 1 and 2.

Independent Auditors’ Report
Board of Directors
Fiddler Capital Management Inc.
Edina, Minnesota

We have audited the accompanying statement of financial condition of Fid-
dler Capital Management Inc. (the Company), wholly owned by HHS Compa-
nies, Inc., as of September 30, 1999. This financial statement is the responsi-
bility of the Company’s management. Our responsibility is to express an
opinion on this financial statement based on our audit.

We conducted our audit in accordance with generally accepted auditing
standards. Those standards require that we plan and perform the audit to ob-
tain reasonable assurance about whether the statement of financial condition
is free of material misstatement. An audit includes examining, on a test basis,
evidence supporting the amounts and disclosures in the financial statement. An
audit also includes assessing the accounting principles used and significant es-
timates made by management, as well as evaluating the overall financial state-
ment presentation. We believe that our audit of the statement of financial con-
dition provides a reasonable basis for our opinion.

In our opinion, such financial statement presents fairly, in all material re-
spects, the financial position of Fiddler Capital Management Inc. as of Sep-
tember 30 1999, in conformity with generally accepted accounting principles.

Touch, Rose, & Thorne March 1, 2000
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FIDDLER CAPITAL MANAGEMENT INCORPORATED
(wholly owned by HHS Companies Inc.)

STATEMENT OF FINANCIAL CONDITION
September 30, 1999 (Dollars in thousands)

ASSETS:
Cash $  5,100
Advisory fees receivable (Note 3) 5,567
Expense reimbursements receivable 1,076
Net receivable from Parent and Affiliate 12,851
Prepaid expenses 135
Furniture and equipment at cost

(net of 1,041,000 accumulated depreciation) 1,577
Other assets 288

$26,594
LIABILITIES AND STOCKHOLDERS’ EQUITY

LIABILITIES:
Employee compensation and related benefits payable (Note 5) $  8,347
Accounts payable and accrued expenses 1,618
Total liabilities 9,965

STOCKHOLDERS’ EQUITY:
Common stock, $1 par value; 10,000 shares authorized,

issued, and outstanding 10
Additional paid-in capital 2,239
Retained earnings 14,380
Total stockholders’ equity 16,629

$26,594
See notes to statement of financial condition.

NOTES TO STATEMENT OF FINANCIAL CONDITION
September 30, 1999

1. Summary of Significant Accounting Practices

Fiddler Capital Management Inc. (the Company) is a wholly owned subsidiary
of HHS Companies Inc. (the Parent) and is an investment advisor registered
under the Investment Advisors Act of 1940. The Company furnishes investment
advice to profit sharing and pension plans, financial institutions, corporate
funds, management investment companies, and individuals. As of September
30, 1999, the Company managed over $14 billion of assets with approximately
$118 million managed by a foreign sub-advisor and $848 million managed by
two affiliates.

The Company is charged various expenses, including rent, by the Parent
based on specifically identified charges and other cost allocations. The effect of
these charges on retained earnings is not necessarily indicative of the costs that
would have been incurred had the Company operated independently.

Depreciation of furniture and equipment is provided using accelerated meth-
ods over estimated useful lives of five or seven years.

The Company files consolidated federal and state income tax returns with
its Parent and affiliates. Payments are made to the Parent for income taxes com-
puted on pretax book income using the consolidated effective tax rate under
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Accounting Principles Board Opinion No. 11. The Company adopted the pro-
visions of Financial Accounting Standards Board Statement No. 109, Account-
ing for Income Taxes, in fiscal year 1997. Adoption of the statement did not
have a material impact on the financial condition of the Company.

2. Canadian Accounting Principles

The financial statements have been prepared in accordance with accounting
principles generally accepted in the United States which, in the case of the
Company, conform in all material respects with those in Canada.

Required
a. Identify what is missing in these excerpts. What items would you normally

expect to find in an annual report that Fiddler omitted? Comment on why
Fiddler may have chosen to omit these items.

b. Review Note 1 and discuss each item in your own words.
c. Write a short memo responding to Note 2, describing the ways that you

agree and disagree with the assertions in Note 2, regarding generally ac-
cepted accounting principles in the United States. Ignore the reference to
Canadian accounting principles.

Research Project: New Ratios
11-50 Use a business library or the Internet to identify two recent articles that discuss

financial statement analysis.

Required
a. Compare and contrast the ratios presented in this text with those in the ar-

ticles you selected.
b. Discuss the advantages and disadvantages of any new ratios that were de-

scribed in these articles. If these articles consistently support several ratios,
focus your attention on the new ratios.

c. Apply these new ratios from part b to Wendy’s. Compare the results of us-
ing these new ratios with the results obtained using the ratios described in
this text.

Research Project: New Cash Flow-Based Ratios
11-51 Use a business library or the Internet to identify several recent articles dis-

cussing cash flow-based ratios that can be used in financial statement analysis.

Required
a. Compare and contrast the cash flow-based ratios presented in this text with

those in the articles you selected.
b. Discuss the advantages and disadvantages of any new cash flow-based ratios

that are described in these articles. If these articles consistently support sev-
eral new cash flow-based ratios, focus your attention on these new ratios.

c. Apply these new ratios from part b to an analysis of Wendy’s (see Appendix
D). Compare the results of using these new cash flow-based ratios with the
results obtained using the ratios described in this text.
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Research Project: Ratio Analysis of a Service Firm
11-52 Review the financial statement ratios in this chapter and consider which might

apply to a service organization, such as a law firm or an accounting firm. Write
a short report indicating why each of your selected ratios would apply to a ser-
vice firm.

Research Project: Ratio Analysis of Service Firm
11-53 Obtain the audited financial statements of a local service firm. Apply the fi-

nancial analysis framework, as appropriate, to this firm. Write a short report de-
scribing your conclusions regarding this firm’s performance. Indicate why you
would or would not be concerned about the long-term success of this firm.

Comprehensive Financial Statement Analysis
11-54 Access the EDGAR archives (www.sec.gov/edaux/searches.htm) to locate

the latest available 10-K filings for Kmart and Wal-Mart. Scroll down to the Sum-
mary of Key Financial Information and calculate the following ratios for the
most recent two years. Hint: Some data must be obtained from the consoli-
dated financial statements:
a. Liquidity ratios: current ratio, quick ratio, average sales per day, collection

period, number of days’ sales in ending inventory, and cost of sales per day.
b. Profitability ratios: gross profit percentage, operating income percentage,

net income percentage, return on equity, and return on assets.
c. Capital structure ratios: debt to assets, capital composition analysis, and

times interest earned.
d. Earnings-per-share, market-to-book value, and price-to-earnings ratio for

the most recent year only: Use http://quotes.galt.com for the latest mar-
ket price of each stock.

e. In your opinion, which company is doing a better job of managing its busi-
ness? Which company has better growth prospects?

Analyzing Management’s Disclosures
11-55 Locate the latest available 10-K filing (www.sec.gov/edaux/searches) of

Diebold, Inc., an Ohio-based manufacturer of automated teller machines or use
the company’s home page (www.diebold.com). Scroll down to the Manage-
ment Analysis of Results of Operations where vertical and horizontal analyses
of the results have been included and answer the following questions:

Required
a. Describe the products and services in which the company deals. Which

item (products or services) is growing at the fastest rate? Which item con-
stitutes the largest percentage of sales revenue?

b. For both products and services, how has the cost of sales as a percentage of
revenue changed during the last year? Do products or services have a higher
gross margin percentage in the most recent year?

c. Have operating and sales expenses been increasing as a percentage of sales?
d. What is the operating income percentage (of net sales) for each of the three

years? Comment on the causes of the year-to-year changes.
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c h a p t e r

12
This chapter consists of two parts, each of which can be read independently. Part I
deals with financial reporting of lease obligations.

PART I LEARNING OBJECTIVES

1. Distinguish between leases that are ordinary rentals, and those that are in
substance a purchase of assets.

2. Understand how leases impact the measurement of financial position and
operating performance.

Part II discusses financial reporting of obligations for retirement benefit plans, mainly
pensions and medical benefits.

PART II LEARNING OBJECTIVES

3. Know the difference between defined contribution and defined benefit pension
plans.

4. Appreciate the impact of pension and non-pension postretirement benefit
liabilities on reported financial position and operating results.

5. Understand the key assumptions necessary to measure postretirement obligations
and expenses.

INTRODUCTION TO PART I: FINANCIAL 
REPORTING OF LEASE OBLIGATIONS

Business firms obtain the right to use property, plant, and equipment by means of ei-
ther a purchase or a lease.A lease is an agreement between an owner (or lessor) and
a renter (or lessee) that conveys the right to use the leased property for a designated
future period (typically several years).The lessee makes periodic payments, usually of
the same dollar amount each time, over the term of the lease. Leases can be relatively
short term, such as three or four years, or can extend over the entire economic life of
the leased asset.

Leasing is an increasingly popular way of obtaining business assets. In fact, leas-
ing is one of the fastest growing industries in the United States. In recent years, leas-

Additional Issues in
Liability Reporting
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ing has accounted for more than one-third of all new equipment investment in this
country. The U.S. Department of Commerce projects that leasing will grow more
quickly than other types of asset acquisition throughout the next decade.

BENEFITS OF LEASING

From a lessee’s perspective, there are many potential advantages to leasing,rather than
purchasing, an asset. Some of these advantages are based on sound economic incen-
tives, and others are based on the methods used to report leases in financial state-
ments.

Leases offer financial flexibility beyond that available with other borrowing
arrangements. For example, loan agreements sometimes impose considerable restric-
tions on borrowers.These restrictions may concern key financial ratios,profitability re-
quirements, dividend payments, and other financial actions. Lease agreements, on the
other hand,do not generally give the lessor the power to impose such restrictions. In-
stead, the lessor’s claim is secured by the leased asset.

Leasing can also reduce the lessee’s risks of equipment obsolescence.A lessor can
have less risk than a lessee if the asset has a well-developed secondary market so that
the lessor can resell or re-lease the used equipment.The economic life of an asset de-
pends on its uses; national airlines, for example, cannot use outdated airplanes, but
many regional carriers regularly use them for short-haul flights. Consequently, new
passenger airplanes are usually first leased to major airlines, and after the initial leas-
ing period, they are then leased to regional carriers.Leases can reduce financial risk as
well. Unlike some forms of debt financing that carry variable interest rates, lease pay-
ments normally are uniform each month or year.This feature insulates the lessee from
the effects of interest rate increases. On the other hand, the lessee does not benefit if
interest rates decline.

ANALYZING LEASES

To provide a framework for discussing the financial statement effects of leasing, we
first consider the case in which a firm borrows in order to purchase a long-lived asset.
Exhibit 12-1 provides pertinent information about a jet aircraft to be acquired by the
Exec Perk Company.

The company finances the purchase by installment debt and will make a series of
$2 million repayments at the end of each of the next six years.This payment pattern
is an ordinary annuity, which can be evaluated using present value methods.
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Exec Perk Company
Information Regarding Installment Purchase of an Asset

Asset to be purchased: Jet aircraft
Estimated useful life: Six years
Benefit pattern: Straight-line
Residual value: Zero
Method of financing: Installment debt
Annual payments (end of year): $2 million
Borrowing rate: 12%

EXHIBIT 12-1     Purchase of a Long-Lived Asset
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Present value � Periodic loan payment � Annuity present value
factor, six periods at 12%

� $2 million � 4.111 (Exhibit C-3;
i � 12%, n � six periods)

� $8,222,000

Because the present value of the loan payments is $8,222,000, this is a suitable
measure of the aircraft’s cost to Exec Perk Company. Upon purchasing the aircraft,
Exec Perk would increase both its noncurrent assets and noncurrent liabilities by
$8,222,000.

488 CHAPTER 12

ASSETS � LIABILITIES � SHAREHOLDERS’ EQUITY

Equipment Installment debt
�$8,222,000 �$8,222,000

Over the six-year estimated useful life of the aircraft, the cost will be systematically
expensed.Assuming a straight-line benefit pattern, the annual depreciation expense is
$1,370,333 ($8,222,000 cost � 6 years).

ASSETS � LIABILITIES � SHAREHOLDERS’ EQUITY

Equipment, net of Retained earnings
accumulated depreciation �$1,370,333

�$1,370,333 (depreciation expense)

In addition,Exec Perk has borrowed the money ($8,222,000) from the seller in or-
der to purchase the asset at an interest rate of 12 percent. For this reason, the firm
must also recognize an interest expense of $986,640 ($8,222,000 � 12 percent �
$986,640) during the first year of the loan.

ASSETS � LIABILITIES � SHAREHOLDERS’ EQUITY

Installment debt Retained earnings
�$986,640 �$986,640 (Interest expense)

Exec Perk will also make the first installment payment at the end of the year:

    Additional Issues in Liability Reporting 495



As a result of these events,Exec Perk has recognized total aircraft-related expenses
of $2,356,973:

Depreciation expense $1,370,333
Interest expense 986,640
Total expense $2,356,973

In each of the remaining five years, Exec Perk would continue to record a depre-
ciation expense of $1,370,333 and an interest expense computed at 12 percent of the
installment debt’s carrying value.Because the debt is being repaid in installments, the
interest expense would be smaller in each successive year.

In summary, the installment purchase of the aircraft has affected Exec Perk’s fi-
nancial statements in the following ways: long-term assets and long-term debt have in-
creased to reflect the cost of the asset and the firm’s obligation to make installment
payments.Also, the income statement includes both depreciation expense and the in-
terest expense on the amount borrowed.

CAPITAL AND OPERATING LEASES

If a firm decides to lease an asset, the impact on the financial statements depends on
how the lease is classified according to rules established by the FASB. Accountants
must classify leases as either capital leases or operating leases.A capital lease is in-
terpreted as if it is essentially a purchase of an asset, financed by debt to be repaid in
installments. Consequently, a capital lease affects the financial statements the same
way an installment purchase would. It increases the amounts of reported long-term as-
sets and long-term debts, as shown earlier.An operating lease, on the other hand, is
interpreted as an ordinary rental, where the asset is merely used by the lessee. Oper-
ating leases do not entail increases in reported long-term assets and debt. Instead, the
lease payments are merely reported as a rent expense.

A lease is classified as a capital lease if it meets one or more of the following cri-
teria:

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

2. The lease gives the lessee an option to purchase the leased asset at a bargain
price.

3. The lease term is equal to 75 percent or more of the estimated economic life of
the leased property.

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

Note that any of these criteria recognize that ownership rights have, in substance,
been transferred from the lessor to the lessee.Only if a lease meets none of these four
criteria will it be classified as an operating lease.
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ASSETS � LIABILITIES � SHAREHOLDERS’ EQUITY

Cash Installment debt
�$2,000,000 �$2,000,000
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To show the accounting treatment of capital leases, consider Exhibit 12-2, de-
scribing Rapid Dispatch’s prospective lease of a mainframe computer. Note that the
first three criteria for a capital lease are not met in this case.The lease does not trans-
fer ownership (first criterion) and there is no bargain purchase option (second crite-
rion).The lease term of six years is less than 75 percent of the estimated economic life
(75% of 10 years � 7.5 years) of the leased property (third criterion).

To evaluate the fourth criterion,that the present value of the lease payments must
equal or exceed 90 percent of the leased property’s fair value,the lease payments must
be discounted using the lessee’s borrowing rate (assumed at 12 percent).Note that the
lease obligates Rapid Dispatch to make payments of $2 million to the lessor at the end
of each year for six years.This lease payment pattern is an ordinary annuity,which can
be evaluated using present value methods:

Present value � Periodic lease payment � Annuity present value
factor, six periods at 12%

� $2 million � 4.111 (Exhibit C-3;
i � 12%, n � six periods)

� $8,222,000

Because the present value of the lease payments is $8,222,000 and the fair value
of the property at the inception of the lease is $9 million (see Exhibit 12-2),we can see
that the present value of the lease payments exceeds the 90 percent test ($8,222,000
� $9,000,000 � 91.3%).Consequently,Rapid Dispatch must capitalize the lease.Cap-
italization will increase both the firm’s noncurrent assets and noncurrent liabilities by
$8,222,000 when the lease is signed.
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Rapid Dispatch Company
Information Regarding Prospective Lease Agreement

Property to be leased Mainframe computer
Lessor’s fair value of property $9 million
Economic life of property 10 years
Annual lease payment (due at the end of each year) $2 million
Term of lease Six years
Lessee’s incremental borrowing rate 12%
Renewal or purchase options None
Ownership transfer to lessee No

EXHIBIT 12-2     Prospective Lease Information

ASSETS � LIABILITIES � SHAREHOLDERS’ EQUITY

Leased assets Lease obligation
�$8,222,000 �$8,222,000

Over the six-year term of the lease, the asset cost will be systematically expensed.
Because the lease is an intangible asset, the term amortization is used,rather than de-
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preciation.Assuming a straight-line benefit pattern, the annual lease amortization ex-
pense is $1,370,333 ($8,222,000 cost � 6 years):
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In addition, Rapid Dispatch has in effect borrowed the money ($8,222,000)
needed to purchase the asset from the lessor at an interest rate of 12 percent. For this
reason,the firm must also recognize an interest expense of $986,640 ($8,222,000�12
percent).Rapid Dispatch will also make the first $2 million lease payment at year-end.

ASSETS � LIABILITIES � SHAREHOLDERS’ EQUITY

Leased Assets Retained earnings
�$1,370,333 �$1,370,333

(amortization expense)

As a result of these events, Rapid Dispatch has recognized total lease-related ex-
penses during the first year of $2,356,973:

Amortization expense $1,370,333
Interest expense 986,640

Total expense $2,356,973

The reported value of the lease obligation at year-end, after the first lease pay-
ment, is $7,208,640:

Lease obligation, beginning of the year $8,222,000
Add: Interest expense 986,640
Less: Lease payment (2,000,000)

Lease obligation, end of the year $7,208,640

The reported value of the leased assets at the end of this first year is $6,851,667
($8,222,000 original cost less $1,370,333 amortization).

If Rapid Dispatch’s lease contract had qualified as an operating lease, then no as-
set or liability would have been recognized at the inception of the lease. Instead,each
year the firm would recognize a rental expense of $2,000,000, paid in cash to the
lessor at year-end.

ASSETS � LIABILITIES � SHAREHOLDERS’ EQUITY

Cash Lease obligation Retained earnings
�$986,640 �$986,640

�$2,000,000 �$2,000,000 (interest expense)

ASSETS � LIABILITIES � SHAREHOLDERS’ EQUITY

Cash Retained earnings
�$2,000,000 �$2,000,000

(rental expense)
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Exhibit 12-3 contrasts the impact of capital versus operating lease treatments on
Rapid Dispatch’s balance sheet and income statement over the life of the lease. Note
the following:

1. Capital and operating leases both result in a total expense of $12 million over the
entire term of the lease because this is the total amount to be paid to the lessor
($2 million�6 years � $12 million).

2. Under a capital lease, the total yearly expense (amortization plus interest) is
higher in the earlier years and lower in the later years.This occurs because the in-
terest expense declines as the lease debt is partially repaid in installments. In con-
trast, the operating lease shows a constant annual expense of $2 million.

3. The capital lease is reported as a leased asset on the balance sheet.The asset is sys-
tematically amortized over the lease term.A lease obligation, to be repaid in in-
stallments, is also reported as a liability. In contrast, the operating lease treatment
reports neither an asset nor a liability.
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Rapid Dispatch Company

Comparison of Capital and Operating Leases Effects on

Selected Financial Statement Items

Capital Lease Effects:

Balance Sheet Income Statement, Year Ended

Leased Lease Amortization Interest
Date Assets Obligation Expense � Expense � Total
Inception (Jan. 1)

$8,222,000 $8,222,000
December 31,

year 1 6,851,667 7,208,640 $1,370,333 � $ 986,640 � $ 2,356,973
year 2 5,481,334 6,073,677 1,370,333 � 865,037 � 2,235,611
year 3 4,111,001 4,802,518 1,370,333 � 728,841 � 2,099,429
year 4 2,740,668 3,378,820 1,370,333 � 576,302 � 1,946,904
year 5 1,370,335 1,784,278 1,370,333 � 405,458 � 1,776,076
year 6 -0- -0- 1,370,335* � 215,722* � 1,584,777

Totals $8,222,000 � $3,778,000 � $12,000,000

Operating Lease Effects:

Balance Sheet Income Statement

Leased Lease Rental Expense, each year $2,000,000
Assets Obligation � 6 years

-0- -0- Total over 6 years $12,000,000

*Differs due to rounding.

EXHIBIT 12-3     Capital versus Operating Lease Treatments
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IMPACT OF LEASES ON RATIO RELATIONSHIPS

The differences in the financial reporting of capital and operating leases may have a
major impact on financial ratios for firms with many leases. Recall that capital leases
result in higher asset values and greater amounts of debt than do operating leases.Also,
capital leases initially result in lower incomes (because total lease expenses are higher
in the earlier years of the lease).Consequently, ratios that use net income, total assets,
or debt in their calculations will be affected.As examples, return on assets, the debt-
to-assets ratio, and earnings per share will all appear less favorable in the earlier years
under capital leases because capital leases must be shown as both an asset and a lia-
bility.

Operating leases, on the other hand, are accounted for as rentals, so that neither
the leased property nor the liability for future lease payments is shown on the balance
sheet. For this reason, operating leases are often referred to as “off-balance-sheet” fi-
nancing.Accounting standards, however, require that footnotes to the financial state-
ments include substantial disclosures about operating leases.Financial analysts, if they
desire,can use this supplementary information to recast the balance sheet as if the op-
erating leases are treated similarly to capital leases. Reality Check 12-1 illustrates how
financial analysts can use supplementary information regarding operating leases in
evaluating a firm’s indebtedness.

INTRODUCTION TO PART II:
POSTRETIREMENT BENEFIT OBLIGATIONS

Most medium- and larger-sized business firms provide retired employees with pen-
sions and other postretirement benefits,mainly medical insurance coverage.The costs
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Delta Air Lines is one of the largest airlines in the world. It provides scheduled passenger service, airfreight, mail, and
other related aviation services. Selected balance sheet information from Delta’s 1997 annual report is given here along
with Note 8 to the financial statements, describing Delta’s lease obligations.

Like most airlines, Delta leases the major portion of its assets. Most of these leases are structured to meet the FASB’s
criteria for operating leases. Accounting standards require that the minimum annual rental commitments under both cap-
ital and operating leases be disclosed for the ensuing five years and in the aggregate for later years.

Delta Air Lines, Inc.
Selected Financial Information, 1997 Annual Report

(Dollars in Millions)

Balance sheet
Current assets $  2,867
Property and equipment 6,109
Other assets 3,765

Total $12,741

Current liabilities $  4,083
Noncurrent liabilities and other credits 5,651
Total liabilities 9,734
Common stockholders’ equity 3,007

Total $12,741

Net income $ 854
(Continued)

R E A L I T Y  C H E C K  1 2 - 1
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Delta Air Lines, Inc.
Footnote Disclosures of Lease Obligations

1997 Annual Report
Note 8. Lease Obligations:

The Company leases certain aircraft, airport terminal and maintenance 
facilities, ticket offices, and other property and equipment. Rent expense is
generally recorded on a straight-line basis over the lease term. Amounts charged to
rental expense for operating leases were $0.9 billion in fiscal 1997 and fiscal
1996 and $1.1 billion in fiscal 1995.

At June 30, 1997, the Company’s minimum rental commitments under capital
leases and noncancelable operating leases with initial or remaining terms of more
than one year were as follows:

Capital       Operating
Years Ending June 30                                      Leases         Leases
-----------------------------------------------------------------------------------

(In Millions) 
1998                                                     $101           $    860
1999                                                      100                860
2000                                                       68                840
2001                                                       57                830
2002                                                       57                850
After 2002                                                118              9,780
-----------------------------------------------------------------------------------

Total minimum lease payments                       501            $14,020
=======

Less: Amounts representing interest                       117
Present value of future minimum

capital lease payments                                 384
Less: Current obligations under

capital leases                                          62
Long-term capital lease obligations                     $ 322

SOURCE: Delta Air Lines, Inc., 1997 Annual Report.

Required

a. Assume that for purposes of financial analysis, you wish to treat Delta’s operating leases as if they were capital
leases. Develop an approximation of the capitalized value of Delta’s leases, based on the information provided in
Note 8.

b. Show how your approximation of the capitalized values of Delta’s operating leases would affect your measurements
of total assets, total liabilities, property and equipment, the ratio of liabilities to assets, the ratio of property, plant,
and equipment to assets, net income, and the ratio of net income to total assets.

Solution

a. The present values of Delta’s capital leases are included in the asset and liability totals reported in its balance sheet
(and in our summary balance sheet information). If financial analysts also desire to incorporate Delta’s operating
leases as if they were capital leases, it is necessary first to discount the future minimum lease payments at Delta’s 

(Continued)
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of these postretirement benefits are a component of employee expenses incurred dur-
ing the service lives of the retirees,which are the working years prior to retirement.
For this reason, the periodic expenses and obligations for postretirement benefits
must be estimated to measure the operating performance and financial position of the
employer firms.
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borrowing rate. The borrowing rate is not disclosed in the financial statements, however. If it may be assumed that
Delta’s capital and operating leases have relatively similar cash flow patterns, then an approximate present value
for the operating leases may be computed as follows:

(millions of dollars):
Present value of capital lease payments (Note 8) $384
Total minimum capital lease payments (Note 8) $501
Percentage of present value to total payments:

$384
� 76.6%$501

Total minimum operating lease payments $14,020
Percentage of present value to total payments (above) �76.6%
Estimated present value of operating lease payments $10,739

b. This approximation indicates that capitalization of the operating leases would increase Delta’s reported property,
plant, and equipment, as well as debt, by about $10.7 billion. Selected financial statement relationships would be
affected by capitalizing leases as follows:

Delta Air Lines, Inc.
Selected Financial Ratios Before and After

Capitalization of Operating Leases
(Dollars in millions)

Before
Capitalization
(See Reality After Percent
Check 12-1) Capitalizationa Change

Total assets $12,741 $23,441 �84%
Total liabilities $  9,734 $20,434 �110%
Property and equipment $  6,109 $16,809 �175%
Liabilities/assets 76.4% 87.3%
Property and equipment/assets 47.9% 71.7%
Net income $ 854 $ 854b

Net income divided by total assets 6.7% 3.6%b �46%b

aThe amounts after capitalization are determined by adding $10.7 billion to debt and property, plant, and equipment,
based on the approximate present value of the operating lease commitments computed earlier.

bFor convenience, we assume that net income is the same before and after capitalization. Lease expense is generally
higher in the earlier years for capital leases. Although the income effect is not readily calculable given the information
in Delta’s financial report, Delta’s reported net income would likely have decreased if the operating leases had been
capitalized.

As shown in the preceding calculations, the capitalization of Delta’s operating leases would increase the reported amount
of total assets, liabilities, and property and equipment by 84 percent, 110 percent, and 175 percent, respectively.

R E A L I T Y  C H E C K  1 2 - 1
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Standards for the measurement and reporting of postretirement expenses and
obligations have tightened considerably during the past decade. Separate standards
govern reporting for pensions and reporting for other (nonpension) postemployment
benefits.The following sections describe and contrast the financial reporting standards
for both types of retiree benefits.

PENSION EXPENSES AND OBLIGATIONS

Pension plans are either defined contribution plans or defined benefit plans. A de-
fined contribution pension plan specifies the periodic amount, usually a percent-
age of an employee’s current salary that the firm must contribute to a pension fund.
The employee’s retirement benefit depends on how well the pension fund invests the
contributions that it has received. In any event, the employer’s only obligation is to
make the agreed-on contributions to the plan.In effect,the employee bears all the risks
and rewards of the investment performance of the pension fund.The financial report-
ing effects of defined contribution plans are straightforward and noncontroversial.

Defined benefit pension plans, in contrast,specify the benefits that employees
will receive at retirement.The employer makes periodic contributions to a pension
fund in order to set aside funds to pay these benefits. Income tax rules and other gov-
ernment regulations influence the amounts of these periodic contributions.

Because defined benefit plans specify the dollar amounts of the pensions to be
paid to retirees, the employer assumes all the risks and rewards associated with the
pension fund investments. For instance, if pension fund assets are insufficient to pay
the agreed-on benefits, then the employer must make additional payments. On the
other hand, if the pension fund’s assets exceed the amounts required for benefits, the
employer can reduce its contributions and in some cases can even withdraw the ex-
cess funds from the pension fund.

Defined benefit pension plans have proven to be especially popular in U.S. indus-
tries that have strong labor union representation. Unions usually favor labor agree-
ments that offer security and low risk to their members. Managers in these industries
also have tended to favor labor contracts that postpone the cash impact of labor costs.
Defined benefit plans, therefore,are prevalent in the automobile,chemical,machinery,
steel, paper, and transportation industries.Among firms with less labor union repre-
sentation, the current trend has been away from defined benefit plans to defined con-
tribution plans.

Exhibit 12-4 shows the relationships among the employer, the pension plan, and
the retirees in a typical defined benefit pension plan.The employer makes contribu-
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EXHIBIT 12-4     Defined Benefit Pension Plans

Employer
Firm

Pension
Fund

Obligation to Pay Benefits

Cash
Contributions

Benefit
Payments

Retirees
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tions to the pension fund,and the pension fund ultimately makes payments to retirees
as specified in the employer’s labor agreements. Unlike a defined contribution plan,
however, the employer’s pension obligation is to pay the benefits promised by the
pension plan.In substance,the employer has an obligation to the beneficiaries,and the
pension fund itself is just an intermediary.

BASIC ACCOUNTING FOR PENSIONS

To illustrate financial reporting for a defined benefit pension plan, refer to Exhibits
12-5 and 12-6, which contain portions of the pension footnote disclosures from Beth-
lehem Steel’s annual report for 1997.Bethlehem Steel’s pension benefits are based both
on the employees’ years of service and highest earnings levels in the years preceding

Bethlehem Steel Corporation
Pension Liability Footnote Disclosures
(Adapted from the 1997 Annual Report)

POSTRETIREMENT PENSION BENEFITS
We have noncontributory defined benefit pension plans that provide benefits for
substantially all our employees. Defined benefits are based on years of service
and the five highest consecutive years of pensionable earnings during the last 10
years prior to retirement or a minimum amount based on years of service. We fund
annually the amount required under ERISA minimum funding standards plus additional
amounts as appropriate.

The following sets forth the plans’ actuarial assumptions used and funded
status at our valuation date of November 30 together with amounts recognized in
our consolidated balance sheets:

(Dollars in millions)                                          1997           1996

Assumptions:
Discount rate                                                     7.375%     7.75%
Average rate of compensation increase                             3.10%      3.10%
Actuarial present value of benefit obligations:
Vested benefit obligation                                   $ 5,030        $ 4,910
Accumulated benefit obligation                                5,185          5,075
Projected benefit obligation                                  5,495          5,325
Plan assets at fair value:
Fixed income securities                                       1,552          1,656
Equity securities                                             3,102          2,381
Cash and marketable securities                                  276            178 

-------        -------
Total plan assets                                     $ 4,930        $ 4,215

-------        --------------        -------
Projected benefit obligation in excess 
of plan assets                                                 565          1,110

Various adjustments (net) (125) (240)
-------        -------

Pension liability at December 31                         $   440        $   870
-------        --------------        -------

EXHIBIT 12-5     Pension Liability Footnote Disclosures

   504  Additional Issues in Liability Reporting 



retirement. Special attention should be given to the measurements of pension obliga-
tions and annual pension cost. Both items are discussed in the following sections.

Measurement of Benefit Obligations
Exhibit 12-5 explains the measurement of Bethlehem Steel’s pension obligations. Be-
cause pension benefits will be paid in future years, it is necessary to estimate the fu-
ture payments and discount these to present values using an appropriate rate of in-
terest. Bethlehem Steel uses a discount rate of 7.375 percent to measure its pension
obligations.

The choice of a discount rate is crucial in evaluating pension obligations because
minor variations in discount rates cause large variations in present values.Analysts of-
ten use the following rule of thumb:A one percent variation in the assumed discount
rate causes about a 20 percent variation in the valuation of pension obligations.

Observe that Bethlehem Steel reports three present value measurements. The
vested benefit obligation indicates amounts to which employees have irrevocable
rights, even if they leave the firm prior to retirement. The accumulated benefit
obligation shows the amount of pension benefits that employees have earned to
date, based on current salary levels.The projected benefit obligation measures the
amount of pension benefits that employees have earned to date, based on the ex-
pected future salary levels that will determine these pension benefits.

Bethlehem Steel’s disclosures indicate that 97 percent of the company’s benefits
were vested at the end of 1997 ($5,030 vested benefit � $5,185 accumulated benefit
� 97 percent).The inclusion of expected future salary levels in the calculation in-
creases the pension obligation by only six percent ($5,495 projected benefit �
$5,185 accumulated benefit � 106 percent).These relationships reflect the fact that
Bethlehem Steel has a stable and mature workforce.
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Bethlehem Steel Corporation
Pension Expense Recognized in Consolidated Income Statement

(Adapted from the 1997 Annual Report)

The assumptions used in each year and the components of our annual pension cost
follow:

(Dollars in millions)                                 1997       1996         1995
----------------------------------------------------------------------------------
Assumptions:
Return on plan assets                                    9.00%      8.75%   10.00%
Discount rate                                            7.75%      7.25%    9.00%
Pension cost:
Service cost � benefits

earned during the period                        $   48     $   59       $   45
Interest on projected 

benefit obligation                                 395        372          402
Return on plan assets                                 (375)      (329)       (317)
Other items (net) 87         90           80

-----      -----        -----
Total cost                                       $ 155      $ 192        $ 210

-----      -----        ----------      -----        -----

EXHIBIT 12-6     Pension Expense Footnote Disclosures
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Exhibit 12-5 also shows that the total market value of Bethlehem Steel’s pension
plan assets was $4.93 billion at the end of 1997.This amount is less than the pension
liability and indicates that Bethlehem Steel’s pension plan was underfunded at that
date.Accounting standards require that Bethlehem Steel report the unfunded liability
in the balance sheet.The liability is measured as shown in Exhibit 12-5, and as a result
Bethlehem Steel reported a pension liability of almost $440 million dollars at the end
of 1997.

Measurement of Pension Expenses
Exhibit 12-6 shows the components of the pension expense reported in Bethlehem
Steel’s income statement, defined as follows:

• Service cost, also called the “normal cost,” is the value of future pension benefits
that employees have earned during the current year.

• Interest cost is the interest on the projected benefit obligation for the year. Re-
call that the projected benefit obligation is a present value, the discounted value
of future payments. Each year this present value increases because the payment
date is closer.

• Return on plan assets is a reduction in pension expense for the return that is
expected on the plan’s assets.This component is based on anticipated,not actual,
return so that pension costs are not severely influenced by variations in invest-
ment values.

• Other items (net) includes the systematic amortization of liabilities existing
when present pension reporting standards were adopted,the obligations resulting
from subsequent changes in pension benefits, the revisions in various assump-
tions underlying the pension valuation, and other factors.

EVALUATION OF PENSION REPORTING

Pension reporting continues to be an area of controversy in financial accounting.The
basic issues center on (1) the assumptions used in measuring pension obligations and
expenses, (2) the appropriate definition of pension obligations, and (3) whether pen-
sion funds are entities distinct from the employer firms.

Assumptions
A myriad of actuarial and economic assumptions underlie the estimation of pension
obligations. Actuarial assumptions (employee turnover, service lives, longevity, and
so on) are fairly standardized and noncontroversial.The major controversies concern
economic assumptions, particularly the assumed interest rate used to discount fu-
ture pension benefits, and the anticipated rate of return on pension plan assets.

Employers are required to re-evaluate all potentially material assumptions when
they perform annual measurements of pension and other postretirement benefit ob-
ligations.Many corporations have needed to re-assess the adequacy of the assumed dis-
count rates as a result of the declines in interest rates on high-quality bonds that oc-
curred during the 1990s. Using lower interest rates to measure these obligations
increases their present values, but on the other hand, related assumptions may also
need to be revised because they are based on the same set of expectations about future
economic conditions.For example,lower long-term interest rates are usually associated
with lower rates of expected inflation, and this may suggest that the assumed rates of
salary progression and health-care-cost trend rates should be revised downwards also.
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If so, these changes reduce the related liabilities. Consequently, the effects of interest
rate changes may create revisions of several related assumptions that have offsetting
(positive and negative) effects on pension and other postretirement obligations.

Measurements of Pension Obligations
Exhibit 12-5 shows three separate measures of Bethlehem Steel’s pension obligation
vested, accumulated, and projected benefit obligations. Managers and analysts often
disagree about which of these best represents the firm’s pension obligation.Managers
sometimes assert that vested benefits are the best measure of the obligation, because
this is the amount that must be paid to employees,even if the firm discontinues its op-
erations immediately. Bear in mind, however, that financial statements reflect a “going
concern”assumption,unless the firm is actually expected to liquidate in the near-term
future.Alternatively, some firms argue that the accumulated benefit amount is a suit-
able measure, because it assumes continuity of the firm but does not incorporate
salary increases that have yet to occur.

Finally, analysts frequently argue that the projected benefit obligation is most re-
alistic, because it is based on expected pension payments (assuming normal rates of
salary increase). Moreover, analysts argue that the accumulated benefit measurement
is not meaningful because future salary increases are ignored in estimating future pen-
sion payments.Future inflation is reflected in the discount rates used to compute pre-
sent values.

Present accounting standards do not aim to resolve these disputes. In fact, as dis-
cussed earlier, balance sheet disclosures of minimum pension obligations use the ac-
cumulated benefits measure, whereas income measures are based on the projected
benefits measure.Accounting standards reflect a compromise that incorporates two
types of pension obligations, along with extensive supplementary disclosures.

Pension Fund as a Distinct Entity
The pension fund is merely an intermediary between the employer and the pension
beneficiary,as depicted in Exhibit 12-4.The employer is ultimately liable for all pension
benefits and bears all of the risks associated with the pension fund’s investments.Con-
sequently,many analysts do not regard the pension fund as an entity distinct from the
employer firm and suggest that pension plan assets and obligations should be included
(consolidated) with those of the employer for financial reporting purposes.

The consolidation of the employer firm and its pension plan would dramatically
alter the financial statements of most industrial firms. For example, Bethlehem Steel’s
pension plan had $4.9 billion in assets and $5.5 billion in obligations at the end of
1997. Bethlehem Steel itself had about $4.8 billion in assets (exclusive of pension
amounts) at that date and only $1.2 billion in shareholders’ equity. In this case, inclu-
sion of the pension fund assets and obligations on Bethlehem Steel’s balance sheet
would almost double the apparent size of the company and more than double its re-
ported debt financing.

OTHER POSTRETIREMENT EXPENSES AND OBLIGATIONS

Approximately one-third of all U.S. workers are covered by employer medical plans
that continue the employee’s coverage after retirement.The costs of retiree medical
benefits are substantial and are expected to continue to increase as people live longer.
Inflation and improvements in medical technology will also likely contribute to rising
health costs.
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Until 1993, the predominant way of reporting these nonpension postretirement
benefits was on a pay-as-you-go basis, in which expenses were reported on a cash
basis and no obligations were recognized for future payments. Current accounting
standards, however, require that firms report their obligations to provide future bene-
fits and accrue the expenses during the years that employees provide service (SFAS
No.106, “Employers’Accounting for Postretirement Benefits Other Than Pensions,”
December,1990).For most affected firms,conversion to an accrual basis increased the
amount of expenses currently recognized for medical benefits by two to three times
(200 to 300 percent).As a result, adoption of the new standard in 1993 reduced prof-
its at the 100 largest U.S. corporations by about 33 percent. Moreover, recognition of
the related obligations reduced shareholders’ equity an average of 20 percent.At Gen-
eral Motors Corporation, for example, the reduction in shareholders’ equity exceeded
80 percent (“Retiree Benefits to Take Bigger Bite of Profits,” The Wall Street Journal,
September 1, 1993).

Illustration of Nonpension Postretirement Benefit Disclosures
Exhibits 12-7 and 12-8 contain excerpts of Bethlehem Steel’s other postretirement
benefit disclosures and will serve as a basis for our discussion. Observe that the over-
all format and content of these disclosures parallels that shown earlier for pension
benefits (refer to Exhibits 12-5 and 12-6).The analyst would focus on the measurement
of the firm’s obligation and the determination of the annual expense. Exhibit 12-7
shows that Bethlehem Steel reports a liability of $1.9 billion for nonpension postre-
tirement benefits at the end of 1997.This amount represents the difference between
the present value of these benefits ($2.06 billion) and the plan assets at fair value
($120 million).

Although this measurement is similar to the measurement of pension obligations
shown earlier (refer to Exhibit 12-5), there are two notable differences. First, the accu-
mulated postretirement benefit obligation measures the present value of the fu-
ture benefits that employees and retirees have earned to date.The calculation incorpo-
rates future medical cost changes,based on an assumed average health care trend rate.
This contrasts sharply with the calculation of the minimum pension liability, which
ignores expected future price changes.The future price of medical inflation is admit-
tedly hard to predict,and Bethlehem Steel also provides the analyst with an estimate of
the sensitivity of the measurements to a one percent increase in the assumed rate.

Second, the fair values of the plan assets are minor, relative to the accumulated
benefit obligation. Few firms fund any of their nonpension retirement benefits.There
are no regulatory funding requirements or income tax advantages to motivate early
funding, and most firms opt instead to simply pay the medical and life insurance pre-
miums when they become due.

Measurement of Nonpension Postretirement Benefit Expense
The cost components shown in Exhibit 12-8 for the nonpension expenses follow the
same format as those for pension costs (refer to Exhibit 12-6).The service cost repre-
sents the amount of the accumulated benefit obligation that was earned by employees
over the current year.The interest cost is the beginning of the year obligation multi-
plied by the discount rate. For firms like Bethlehem Steel, with mature employee
groups, interest cost is the largest component of the net expense because the benefit
obligation is so large. Because the benefits are not substantially funded, the return on
plan assets provides only a minor offset to the other cost components.
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A comparison of the financial statement effects of pension and nonpension ben-
efits for Bethlehem Steel indicates that both types of postretirement benefits have sig-
nificant effects on the firm’s financial position and operating results.Although the to-
tal obligations for pensions are much greater than those for nonpension benefits, the
pension benefits are substantially funded, while the nonpension benefits are not.As a
result, the unfunded obligations are notably higher for the nonpension benefits (about
$565 million for pension benefits and over $1.9 billion for nonpension benefits) at the
end of 1997. Similarly, the firm’s expenses in 1997 were approximately the same for
pension and nonpension benefits, because pension costs were substantially offset by
investment returns on the pension fund assets.

Bethlehem Steel’s postretirement disclosures reflect the reporting standards that
were in effect through 1997. Early in 1998, the FASB significantly expanded these re-
porting requirements (SFAS No. 132, “Employers’ Disclosures About Pensions and
Other Postretirement Benefits”).The additional reporting requirements include a com-
plete reconcilation of the beginning and ending balances of the benefit obligations,as
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Bethlehem Steel Corporation
Postretirement Benefits Other Than Pensions

Obligations and Expenses Recognized in Financial Statements
(1997 Annual Report)

POSTRETIREMENTS BENEFIT OBLIGATION:
In addition to providing pension benefits, we currently provide health care and
life insurance benefits for most retirees and their dependents. The following sets
forth our plans’ actuarial assumptions used and funded status at our valuation
date of November 30, together with the amounts recognized in our consolidated
balance sheets:

----------------------------------------------------------------------------------
(Dollars in millions)                                      1997               1996
----------------------------------------------------------------------------------
Assumptions:
Discount rate                                                 7.375%         7.75%
Trend rate

-   beginning next year                              6.00%          7.00%
-   ending year 2000                                 4.60%          4.60%

Accumulated postretirement benefit obligation:
Retirees                                                $ 1,760            $ 1,705
Fully eligible active plan participants                     155                145
Other active plan participants                              140                150

-------            -------
Total                                            2,055              2,000

Plan assets at fair value:
Fixed income securities                            120                130

-------            -------
Accumulated postretirement benefit

obligation in excess of plan assets              1,935              1,870
-------            --------------            -------

EXHIBIT 12-7     Nonpension PostRetirement Expenses
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well as a reconciliation of the changes in the plan assets’ fair values.These expanded
disclosures respond to numerous requests by investor analysts that additional infor-
mation about the magnitudes and composition of these important assets, obligations,
and expenses be mandated.

Because standards for the measurement and reporting of postretirement benefits
in financial statements have changed considerably in recent years, financial analysts
must reconsider the usefulness of conventional financial ratio calculations in light of
these new employee benefits,measurements, and disclosures.No simple recipes exist
for modifying the typical ratios.The informed user of financial reports must be aware
that financial statement analysis is more art than science, and that much of the infor-
mation that is pertinent to a decision may not appear in the body of the financial state-
ments. Recognition of these new financial reporting standards may require a modifi-
cation of analysts’ traditional rules of thumb regarding trends and changes in a firm’s
performance.

Reality Check 12-2 contrasts the disclosures related to pensions and nonpension
postemployment benefits for a large U.S. corporation.
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Bethlehem Steel Corporation
Postretirement Benefit Expense Recognized in Consolidated Income Statement

(Adapted from the 1997 Annual Report)

POSTRETIREMENT BENEFITS EXPENSE:
The assumptions used in each year and the components of our
postretirement benefit cost follow:

----------------------------------------------------------------------------------
(Dollars in millions)                               1997          1996        1995
----------------------------------------------------------------------------------
Assumptions:
Return on plan assets                                  9.00%         8.75%  10.00%
Discount rate                                          7.75%         7.25%   9.00%
Trend rate

- beginning current year                      7.00%         8.00%   9.00%
- ending year 2000                            4.60%         4.60%   4.60%

Postretirement benefit cost:
Service cost                                      $    7        $   10      $    7
Interest on accumulated postretirement

benefit obligation                          148           140         148
Return on plan assets (11)          (12)       (12)
Other (net)                                            6             8           - 

-----         -----       -----
Total cost                                $ 150         $ 146       $ 143

-----         -----       ----------         -----       -----

A one-percentage-point increase or decrease in the assumed health care trend
rate would increase or decrease the accumulated postretirement benefit obligation
by about $150 million and 1997 expense by about $10 million.

SOURCE: Excerpts from Note I to Bethlehem Steel Corporation’s 1997 Annual Report.

EXHIBIT 12-8     Postretirement Benefits Expense Footnote Disclosures
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PPG Industries, Inc. is a major supplier of coatings, flat and speciality glass, and special chemicals. The following in-
formation has been abstracted from the notes to PPG’s 1997 financial statements:

Pension Other Postretirement
Benefits Benefits

1997 1996 1997 1996
(Dollars in Millions) (Dollars in Millions)

Funded status of benefit plans:
Plan assets at market value $ 2,308 $2,006 $ — $ —
Accumulated benefit obligation 1,857 1,704 704 676

Projected benefit obligation 2,023 1,859 — —
Components of annual expense:

Service cost 36 36 7 7
Interest cost 134 124 48 43
Return on assets (212) (189) — —
Other 17 30 6 4

Total cost $ (25) $ 1 $ 61 $ 54
Underlying assumptions:

Discount rate 7.0% 7.5% 7.0% 7.5%
Expected return on plan assets 10.9% 10.9% — —
Future compensation increases 4.6% 4.6% — —
Health care cost trend — — 7.0% 7.3%

Required

a. Do you consider PPG’s pension benefits and other postemployment benefits to be overfunded or un-
derfunded at the end of 1993? Explain.

b. Distinguish between the “accumulated benefit obligation”amounts reported for each type of plan.
c. With respect to the components of the annual costs, why is interest expense included? Why does the

return on plan assets appear as a negative component?
d. The disclosure of assumptions reveals two changes between 1997 and 1996: (1) the discount rate has

been decreased from 7.5 percent to 7.0 percent, and (2) the health care cost trend rate has been
changed from 7.3 percent to 7.0 percent. Explain how each of these changes would affect your com-
parisons of postemployment liabilities and costs between 1997 and 1996.

Solution

a. Pension plans: PPG’s plan assets at market value exceed the accumulated benefit obligation by $451
million ($2,308 million less $1,857 million), and PPG’s plan assets exceed the projected benefit oblig-
ation by $285 million ($2,308 million less $2,023 million). By either measure, PPG’s plans are fully
funded at the end of 1997.The projected benefit obligation, which includes projected rates of com-
pensation increases, is a more meaningful definition of the pension obligation.
Other (nonpension) plans: PPG’s accumulated benefit obligation is $704 million,which is entirely un-
funded at the end of 1997.
All plans combined: In the aggregate, PPG’s postretirement plans appear to be underfunded by $419
million ($704 unfunded nonpension benefits less $285 overfunded pension benefits).

b. The “accumulated benefit obligation” has a different interpretation for pension obligations than for
other postretirement obligations. For pension obligations, the accumulated benefit obligation assumes
that present salary levels continue through the employee retirement dates; in other words, future rates 

(Continued)
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SUMMARY OF LEARNING OBJECTIVES

1. Distinguish between leases that are ordinary rentals and those that are in
substance a purchase of assets.
A lease is an agreement between an owner (or lessor) and a renter (or lessee) that
conveys the right to use the leased property for a designated future period.Ac-
countants classify leases as either capital leases or operating leases.A capital lease
is interpreted as essentially a purchase of the leased asset,while an operating lease
is reported on the same basis as an ordinary rental.

Accounting standards provide a set of explicit criteria to identify capital leases.
Essentially, a capital lease transfers the potential risks and rewards of ownership
to the lessee.A capital lease is reported as an asset financed by installment debt.

2. Understand how leases impact the measurement of financial position
and operating performance.
Capital leases affect the balance sheet and income statement in the same manner
as an installment purchase of the asset would. Noncurrent assets and lease oblig-
ations are reported based on the present value of the series of lease payments.The
annual expense (lease amortization expense and interest expense) is relatively
higher in the earlier years and declines as the lease obligation is reduced over
time. By contrast, operating leases are reported as ordinary rentals. Neither assets
nor liabilities are recognized in the balance sheet when the lease is signed.The an-
nual expense is generally equal to the annual lease payments.

Extensive disclosures in the Notes to Financial Statements are provided for all
long-term leases, both capital and operating, indicating the amount and timing of
future minimum lease payments. Financial statement analysts must use these “off-
balance-sheet”amounts in order to aid in assessments of liquidity and solvency of
lessee firms.

of compensation increases are ignored. For nonpension obligations, on the other hand, future rates of
medical cost inflation are formally incorporated in the calculation of the accumulated benefit obliga-
tions.The financial statement analyst must be alert to the different meanings of “accumulated benefits.”

c. Interest expense is a component of the annual cost of postretirement benefits because the obligations
are reported at present value; the expected future benefit payments are discounted at an appropriate
interest rate.As time passes, the present value of future payments increases.This increase in the value
of a liability is due to interest expense.

The return on plan assets represents amounts that have been earned on the invested plan assets.
Increases in the value of the plan’s investments reduce the amount of the unfunded pension obligation.
For this reason, these returns constitute income (or a reduction in expense) related to pensions.

d. Discount rate: Expected future benefit payments are discounted to determine the present value of the
pension obligation.Reductions in the discount rate increase the present value of the pension obligation.

Health care cost trend rate: A decrease in this rate reduces the firm’s estimated future payments
for medical benefits and thereby reduces the firm’s obligation.
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3. Know the difference between defined contribution and defined benefit
pension plans.
Pension plans are either defined contribution or defined benefit plans. Defined
contribution plans specify the employer’s required payments to the pension fund
and do not present any special reporting issues. Defined benefit plans, on the
other hand,specify the future pension payments to which an employee will be en-
titled.Both types of plans require that the employer make periodic payments to a
pension fund, but under a defined benefit plan the employer assumes all of the
risks associated with pension fund investments.

4. Appreciate the impact of pension and non-pension postretirement ben-
efit liabilities on reported financial position and operating results.
Firms with defined benefit plans must report on the balance sheet a minimum li-
ability equal to the difference between pension obligations and the value of pen-
sion fund assets. Pension expense reported on the income statement consists
mainly of current service costs plus interest on the pension obligation minus re-
turns expected to be earned on the pension fund’s assets.

5. Understand the key assumptions necessary to measure postretirement
obligations and expenses.
Measurements of pension obligations and expenses are based on a variety of as-
sumptions, including assumptions about future earnings of pension fund invest-
ments and future salary increases of covered employees.The critical assumptions
are disclosed in footnotes to the financial statements. Financial analysts must be
alert to variations in assumptions used by different firms to measure pension
obligations and expenses.

Standards for the financial reporting of nonpension postretirement benefits
have been adopted recently and are similar to the standards used for reporting
pensions.The future trend of medical costs must be considered in predicting fu-
ture benefits. Such costs are difficult to predict due to changes in medical tech-
nology, medical cost inflation, changing standards of medical care, the potential
impact of a national health plan, and other factors. For this reason, the liabilities
and expenses associated with nonpension retiree benefits are difficult to measure.
Financial analysts must be creative as well as cautious when incorporating these
measurements in financial ratio analysis.

QUESTIONS

12-1 Discuss several reasons why a firm’s managers might choose to lease rather
than purchase operating assets (such as buildings and equipment).

12-2 Describe the key features that are normally found in a long-term lease agree-
ment.

12-3 Distinguish between capital leases and operating leases as the terms are used
in financial reporting. Is the distinction meaningful? Discuss.

12-4 Which criteria are used in deciding whether a given lease agreement consti-
tutes a capital lease or an operating lease? Do these criteria make economic
sense? Discuss.

12-5 Contrast the effects that capital leases and operating leases have on the fol-
lowing financial statement elements and relationships. Discuss how each of
these effects might influence a manager’s decision about how to design a lease
contract.
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a. Total assets
b. Total liabilities
c. Net income, earlier years
d. Net income, later years
e. Ratio of debt to total assets
f. Ratio of operating income to total assets

12-6 Assume that a given lease contract qualifies as a capital lease.
a. How would the lease be reported in the balance sheet as an asset?
b. How would this dollar amount change over successive balance sheets?
c. How would the lease be reported in the balance sheet as a lease obligation?
d. How would the amount of the obligation change over successive balance

sheets? Would the balance sheet amounts reported as leased assets and lease
obligations ever be the same? Explain.

12-7 Explain why the total annual expenses associated with capital leases are higher
in the earlier years,and lower in the later years,of the lease term.Why is it nec-
essary that the total expense over the entire life of the lease be the same for
capital and operating leases?

12-8 Evaluate the following statement: Capitalizing a lease creates a fictitious as-
set.The lessee does not own the leased asset, because the lessor retains title
and will repossess the asset at the end of the lease term.A lease is simply a
rental, and this is true regardless of the length of the lease term.

12-9 Respond to the following statements:Firms have many different types of con-
tracts that obligate them to make a series of cash payments at dates well into
the future.For example, CEOs and other top managers often have multiyear
contracts that guarantee substantial salaries even if the manager is termi-
nated. Should the cash payments specified in these contracts also be capital-
ized? Would it make sense to put managers on the balance sheet as intangi-
ble assets? If not, why do we make an exception for leases?

12-10 Notes to financial statements cover disclosures about operating leases, includ-
ing minimum rental commitments,disclosed by year for the ensuing five years,
and in the aggregate for later years.How should a financial analyst use this sup-
plementary (note) information when evaluating a firm’s total debt? If you con-
sider operating leases to be components of a firm’s total debt, should the re-
lated amounts be reported in the body of the financial statements? Discuss.

12-11 For a capital lease, the amounts that are initially recorded as leased assets and
lease obligations depend on the interest rate used to discount the lease pay-
ments. In addition, the discount rate also affects the periodic amounts of ex-
pense reported for capital leases.
a. Assume that a manager wishes to report relatively small amounts of leased as-

sets and obligations.Would she prefer a low or a high discount rate? Explain.
b. Assume that a manager wishes to report relatively larger amounts of income

in the earlier years of a lease.Would she prefer a low or a high discount rate?
Explain.

c. Assume that a manager wishes to report a relatively high ratio of income to
assets in the earlier years of a lease.Would she prefer a low or a high dis-
count rate? Explain.

12-12 What types of postretirement benefits are usually provided to employees by
larger-sized business firms?
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12-13 Why do firms provide postretirement benefits to employees?
12-14 When should the costs of postretirement benefits be reported as expenses on

the income statement?
12-15 Distinguish between defined contribution and defined benefit pension plans.

Which arrangement is riskier for the employee? Which is riskier for the em-
ployer? Explain.

12-16 A typical defined benefit pension plan involves three entities: the employer
firm, the pension plan, and the covered employee. Describe the relationships
among these three entities.

12-17 Firms with defined benefit pension plans report three separate liability
amounts in the notes to the financial statements.These are the obligations for
vested benefits, accumulated benefits, and projected benefits.
a. Describe how these amounts differ.
b. Identify which of these amounts best measures the employer’s liability as of

the balance sheet date. Explain the reasons for your choice.
12-18 Accounting standards require that firms report their unfunded pension liabili-

ties on the balance sheet. Describe what is meant by an unfunded pension lia-
bility. Explain why such an amount should (or should not) be included on the
balance sheet.

12-19 Pension expense includes three main components: service cost, interest cost,
and a reduction in expense for the return on plan assets. Explain how each of
these amounts is determined.

12-20 Distinguish between the actuarial assumptions and the economic assumptions
that underlie the measurement of pension liabilities and expenses.Which of
these types of assumptions is more controversial? Why?

12-21 Present accounting standards report only the amount of unfunded pension
obligations on the balance sheet.Gross pension assets and liabilities are not re-
ported on the financial statements.This practice is based on the premise that
the pension fund is an entity distinct from the employer firm.
a. Identify arguments in support of this premise and against it.
b. If the pension fund is not a distinct entity,how should pension assets and li-

abilities be reported in the financial statements?
c. Which key financial statement elements and ratios would be likely to

change dramatically, if the pension fund were consolidated with (added to)
the employer firm’s financial statements?

12-22 Many firms provide their employees with other, nonpension postretirement
benefits, primarily medical plans. Outline the similarities and differences in ac-
counting for pensions and nonpension postretirement benefits with respect to:
a. Liability measurement
b. Balance sheet reporting
c. Expense recognition

EXERCISES

Installment Purchase
12-23 Determine the first year’s financial statement impact of the following purchase

terms:

• Annual payments, at year-end, $15,000

• Five-year useful life and note term
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• 10 percent borrowing rate

• Straight-line benefit pattern

• Zero residual value

• Installment purchase

Operating or Capital Lease
12-24 Determine the first year’s financial statement impact of the following lease

terms:

• Annual payments, at year-end, $15,000

• Five-year useful life

• 10 percent borrowing rate

• Straight-line benefit pattern

• Zero residual value

• Five-year lease term

• Lessor’s fair value of property, $60,000

Lease Versus Purchase
12-25 Consider the following terms:

• Annual payments, end of each year, $40,000

• 10-year useful life

• 10 percent borrowing rate

• Straight-line benefit pattern

• Zero residual value

• Lease purchase

• Initial deposit upon signing agreement, $20,000, refundable upon satisfying
all purchase terms

• Five-year lease terms

• Lessor’s fair value of property, $170,000

Required
a. What lease terms should be changed to insure this purchase would be re-

ported as a capital lease?
b. Using the accounting equation, show the first year’s financial statement im-

pact of your revised terms,and compare it to the financial statement impact
of the original terms.

Lease Versus Purchase
12-26 Consider the following terms:

• Annual payments, end of each year, $30,000

• 12-year useful life

• Eight percent borrowing rate

• Straight-line benefit pattern

• Zero residual value

• Lease purchase

• Initial fees paid upon signing agreement, $20,000

• Eight-year lease term

• Lessor’s fair value of property, $220,000

ADDITIONAL ISSUES IN LIABILITY REPORTING 509

   516  Additional Issues in Liability Reporting 



Required
a. What lease terms should be changed to insure this purchase is reported as

a capital lease?
b. Using the accounting equation, show the first year’s financial statement im-

pact of your revised terms,and compare it to the financial statement impact
of the original terms.

PROBLEMS

Capital Versus Operating Lease
12-27 Schott Sausages, in trying to lease a sausage machine, is concerned about

whether the machine will be reported as a capital or operating lease.Consider
the following facts in your deliberations:

• Annual lease payment required, $30,000

• Term of lease and useful life of machine, five years

• Discount rate, 10 percent

Required
a. Should the sausage machine be reported as a capital or operating lease?

Why?
b. Calculate the annual expense for the first two years associated with a capi-

tal lease, using straight-line depreciation and zero residual value. Show the
impact of this lease on the accounting equation.

c. Why are the capital lease costs higher than the operating lease costs in
part b?

Capital Versus Operating Lease
12-28 Hannah Steel Corporation signed a five-year lease agreement on January 2,

2000, for the lease of equipment.The annual lease payment required at the end
of each year is $4,000.The useful life of the equipment is five years and the fair
market value is $18,000.

Required
a. Assume that Hannah’s (the lessee) incremental borrowing rate is eight per-

cent. Calculate the present value of the lease payments.
b. Is this a capital lease or an operating lease?
c. If the lease payments are $4,000 per year, totaling $20,000, why isn’t

$20,000 the present value of the lease?
d. Show the impact of this lease on Hannah’s balance sheet. (Hint: Use the ac-

counting equation)
e. Advise Hannah on the advantages and disadvantages of a capital versus an

operating lease.

Evaluation of Liabilities: Potential Creditor Viewpoint
12-29 L’alpane is a transportation company headquartered in Paris. Its 1999 annual re-

port includes the following liabilities (all in French francs):
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1998 1999

Payables to:
Affiliated companies 38,642,541 8,325,461
Third parties 5,162,034 3,705,679

Accrued expenses and provisions 22,655,420 37,042,469
Total liabilities 66,459,995 49,073,609

Required
a. Describe each of L’alpane’s liabilities.
b. All other things being equal, is L’alpane more or less liquid at the end of

1999? Why?
c. How would L’alpane’s lenders react to the firm’s handling of its liabilities?

Why?
d. How would a creditor who had leased an airplane to L’alpane, whose ac-

count is 60 days past due, react to L’alpane’s management of its liabilities?
Why?

e. Relative to many other large companies,does L’alpane owe much money to
external parties? What evidence supports this position? Given a natural and
long-standing aversion to debt by many French companies, does L’alpane’s
balance sheet suggest that this firm also avoids debt? Why or why not?

Ratio Effects: Lease Versus Purchase
12-30 Consider the following summary financial statements at the beginning of the

period:

Current assets $  40,000 Current liabilities $  15,000
Other assets 110,000 Other liabilities 113,150

Capital stock 10,000
0000,000 Retained earnings 11,850

Total $150,000 Total $150,000

Net income during the period (exclusive of the lease) was $35,000.Also assume
the company entered into a lease with the following terms:

• Annual payments, end of each year, $30,000

• 12-year useful life

• Eight percent borrowing rate

• Straight-line benefit pattern

• Zero residual value

• Six-year lease term

• Lessor’s fair value of property, $240,000

Required
Use beginning balance sheet data to calculate the following requirements:
a. Calculate the return on equity (ROE) ratio at year-end and the financial

leverage ratio for this company, assuming that this new asset is reported on
the financial statements as a capital lease.

b. Calculate the return on equity (ROE) ratio and the financial leverage ratio
for this company, assuming that this new asset is reported on the financial
statements as an operating lease.

c. Discuss the relative impact of acquiring this asset under an operating lease
versus a capital lease on these financial statements.Show the effects of each
option, using the accounting equation.
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Ratio Effects: Lease Versus Purchase
12-31 Consider the following summary financial statements at the beginning of the pe-

riod:

Current assets $1,050,000 Current liabilities $   650,000
Other assets 2,450,000 Other liabilities 1,500,000

Capital stock 100,000
00,000,000 Retained earnings 1,250,000

Total $3,500,000 Total $3,500,000

Net income during the period (exclusive of the lease) was $250,000.Also con-
sider the following lease terms:

• Annual payments, at year-end, $25,000

• Ten-year useful life

• Twelve percent borrowing rate

• Straight-line benefit pattern

• Zero residual value

• Lease purchase

• Eight-year lease term

• Lessor’s fair value of property, $225,000

Required
Use beginning balance sheet data to calculate the following requirements:
a. Calculate the ROE ratio and the financial leverage ratio for this company,as-

suming that this new asset is reported on the financial statements as a cap-
ital lease.

b. Calculate the ROE ratio and the financial leverage ratio for this company,as-
suming that this new asset is reported on the financial statements as an op-
erating lease.

c. Discuss the relative impact of acquiring this asset under an operating lease
versus a capital lease on these financial statements. Demonstrate these ef-
fects using the accounting equation.

Interpreting Financial Statements: Leases
12-32 Review Wendy’s financial statements in Appendix D.

Required
a. Read Note 5. Identify any unfamiliar or unusual terms.Match the terms pre-

sented in this chapter to the terms used by Wendy’s.
b. Do the firm’s capital leases (the firm is the lessee) have any significant effect

on its balance sheet? How?
c. Do the firm’s operating leases (the firm is the lessee) have any significant ef-

fect on its balance sheet? How?
d. What proportion of the firm’s total assets were financed by capital leases?
e. What other impact might leases have on the long-term success or failure of

this firm?

Interpreting Financial Statements: Leases
12-33 Review Reebok’s financial statements in Appendix E.
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Required
a. Read Note 7. Identify any unfamiliar or unusual terms and match the terms

presented in this chapter to the terms used by Reebok.
b. Does the firm have any capital leases?
c. Do the firm’s operating leases have any significant effect on its balance

sheet? How?
d. What other impact might leases have on the long-term success or failure of

this firm?

Interpreting Lease Disclosures
12-34 Triangle Air Lines is one of the largest airlines in the world. It provides sched-

uled passenger service, airfreight, mail, and other related aviation services. Se-
lected balance sheet information from Triangle’s 1999 annual report is given
here, along with Note 4 to the financial statements, describing Triangle’s lease
obligations.

Like most airlines,Triangle leases the major portion of its assets. Most of
these leases are structured to meet the FASB’s criteria for operating leases.Ac-
counting standards require that the minimum annual rental commitments un-
der both capital and operating leases be disclosed for the ensuing five years
and in the aggregate for later years.

Triangle Air Lines, Inc.
Selected Financial Information, 1999 Annual Report

(Dollars in Thousands)

Balance sheet
Current assets $ 1,698,444
Property and equipment 7,093,312
Other assets 1,369,818

Total $10,161,574

Current liabilities $ 3,542,814
Noncurrent liabilities and other credits 4,724,692
Total liabilities 8,267,506
Common stockholders’ equity 1,894,068

Total $10,161,574

Net loss $ 506,318

Triangle Air Lines, Inc.
Footnote Disclosures of Lease Obligations

1999 Annual Report
Note 4. Lease Obligations:
The company leases certain aircraft, airport terminal and maintenance facili-
ties, ticket offices, and other property and equipment under agreements with
terms of more than one year. Rent expense is generally recorded on a straight-
line basis over the lease term.Amounts charged to rental expense for operating
leases were $997,326,000 in fiscal 1999; $668,848,000 in 1998; and
$545,542,000 in fiscal 1997.

On June 30, 1999, the Company’s minimum rental commitments under
capital leases and noncancelable operating leases with initial or remaining
terms of more than one year were as follows on the next page.
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Capital Leases Operating Leases
Years Ending June 30 (Dollars in Thousands)
1999 $  19,708 $     906,698
2000 20,565 896,793
2001 18,323 880,980
2002 18,274 894,651
2003 17,530 901,514
After 2004 72,842 12,851,687

Total minimum lease payments 167,242 $17,332,323
Less: Amounts representing interest 47,423
Present value of future minimum

capital lease payments 119,819
Less: Current obligations under

capital leases 10,321
Long-term capital lease obligations $109,498

Special facility revenue bonds have been issued by certain municipalities and
airport authorities to build or improve airport terminal and maintenance facil-
ities that are leased under operating leases by Triangle.Under these lease agree-
ments, the Company is required to make rental payments sufficient to pay prin-
cipal and interest on the bonds as they become due.On June 30,1999,Triangle
guaranteed $679,505,000 principal amount of such bonds.

Note 4 on lease obligations shows that Triangle’s existing operating leases
require total minimum lease payments exceeding $17 billion dollars in future
years.These operating lease obligations are more than 100 times the company’s
capital lease obligations of $167.2 million.

Required
a. Assume that for purposes of financial analysis, you wish to treat Triangle’s

operating leases as if they were capital leases.Develop an approximation of
the capitalized value of Triangle’s leases,based on the information provided
in Note 4.

b. Show how this approximation of the capitalized values of Triangle’s oper-
ating leases would affect measurements of total assets, total liabilities,prop-
erty and equipment, ratio of liabilities to assets, ratio of property, plant, and
equipment to assets, and net income.

Leases
12-35 The following note was provided by Adolph Coors Company in its 1997 annual

report:

NOTE 3:
Leases

The Company leases certain office facilities and operating equipment under
cancelable and non-cancelable agreements accounted for as operating leases.
On December 28, 1997, the minimum aggregate rental commitment under all
non-cancelable leases was (in thousands): 1998, $5,403; 1999, $4,578; 2000,
$3,124; 2001, $2,353; and $15,021 for years thereafter.Total rent expense was
(in thousands) $13,870, $11,680, and $10,376 for years 1997, 1996, and 1995,
respectively.
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Required
a. Coors’ total liabilities in 1997 and 1996,respectively,were $675,515,000 and

$647,049,000. Based on the information in Note 3, does it seem that the
leases were a material component of these liabilities? If not, did the choice
to capitalize or expense the lease payments have any material effect on
Coors’ debt/asset ratios? Liquidity ratios? Asset turnover ratios?

b. Coors’ net income in 1997 and 1996, respectively, was $82,260,000 and
$43,425,000. Again, based on the information in Note 3, was the rent ex-
pense a material component of net income? If so, did the choice of capital-
izing or expensing the leases have a significant effect on Coors’EPS? Return
on Sales? ROE?

c. Discuss the differing effects of capitalized leases on balance sheet ratios, as
compared to profitability ratios.

Leases
12-36 Whole Foods Market, Inc.reported the following information about leases in its

1997 annual report:

Whole Foods Market, Inc. and Subsidiaries
Notes to Consolidated Financial Statements

(8) Leases
The Company and its subsidiaries are committed under certain capital leases
for rental of equipment and certain operating leases for rental of facilities and
equipment.These leases expire or become subject to renewal at various dates
from 1998 to 2028.The rental expense charged to operations under operating
leases for fiscal years 1997,1996,and 1995 totaled approximately $29,153,000,
$24,683,000, and $19,303,000, respectively. Minimum rental commitments re-
quired by all noncancelable leases are approximately as follows (in thousands):

Capital Operating

1998 $   788 $  30,817
1999 275 35,252
2000 302 35,473
2001 10 35,512
2002 0 35,205
Future years 0 $335,356

1,375
Less amounts representing interest 179

1,196
Less current installments 695

$ 501

Minimum rentals for operating leases do not include certain amounts of con-
tingent rentals that may become due under the provisions of leases for retail
space.These agreements provide that minimum rentals can be increased based
on a percent of annual sales from the retail space.During fiscal 1997,1996,and
1995, the Company paid contingent rentals of approximately $1,200,000,
$981,000,and $587,000, respectively.Certain officers of the Company own ap-
proximately 13.4 percent of a business that leases facilities from the Company
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under a 20-year lease that commenced in fiscal 1995.The Company’s rental in-
come from this lease totaled approximately $582,000 in fiscal years 1997 and
1996 and $96,000 in fiscal year 1995.

Required
a. For the purposes of financial analysis, it may be necessary to treat Whole

Food’s operating leases as if they were capital leases. Develop an approxi-
mate capitalized value of Whole Food’s lease based on the information pro-
vided in Note 8.

b. Show how this amount will affect the results of various ratio calculations, in-
cluding the debt to assets ratio, the net income ratio, ROA, and ROE.

c. Compare and contrast Whole Foods’ disclosure of its leases with the disclo-
sures provided by Coors’ (see Problem 12-35). Which company provides
more information? More useful information? What factors might have re-
sulted in these differences in lease disclosures?

Capital Versus Operating Lease
12-37 Movie Madness, Inc., sells and rents movies, video games, and VCRs.The com-

pany wanted to lease some video editing equipment in order to expand its
market. They are also considering signing either an operating lease for the
video editing equipment or a lease that meets one of the four criteria of a cap-
ital lease.What advice would you give the company? Write a short memo to the
company’s president.

Leases
12-38 Access the EDGAR archives (www.sec.gov/edaux/searches.htm) and lo-

cate the most recent 10-K filings for US Air Group and Southwest Airlines.Both
these companies rely extensively on the use of leased assets.

Required
a. For each company, determine the total minimum lease payments for oper-

ating leases and capital leases, and the present value of the future minimum
capital lease payments.

b. Calculate the percentage of the minimum lease payments’present values for
capital leases to the total minimum lease payments.

c. Estimate the present value of the operating lease payments for each com-
pany.

d. For each company, calculate the debt-to-assets ratios before including oper-
ating leases and the debt-to-assets ratios after including operating leases.
Note your observations.Which company shows the most significant shift in
the debt-to-assets ratio?

Pension Plan Disclosures
12-39 Spelling Entertainment Group (SEI), specializing in film and video entertain-

ment, reported the following liabilities on its 1993 balance sheet:

• Accounts payable, accrued expenses, and other liabilities

• Accrued participation expense

• Deferred revenue

• Bank and other debts

• Income taxes

• Net liabilities related to discontinued operations
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Required
a. Describe each of these liabilities and the economic events from which they

were derived.
b. Identify whether any of these liabilities pertain to pension and/or postre-

tirement expenses.Why might a company not have such liabilities?

SEI also reported the following:

Benefit Plans: The Company maintained two defined contribution employee
retirement plans that covered substantially all nonunion employees of SEI.Con-
tributions by SEI were discretionary or set by formula . . . Expenses under the
various employee retirement plans were $463,000,$586,000,and $355,000 for
the years ended . . . A significant number of the Company’s production em-
ployees are covered by union-sponsored, collectively bargained, multi-
employer pension plans.The Company contributed approximately $4,259,000,
$3,714,000,and $1,383,000 for the years ended . . .The Company does not have
any postretirement or postemployment benefits.

Required
c. Explain Spelling’s various pension plans.
d. Why doesn’t Spelling report any pension or postretirement liabilities on its

balance sheet? Explain why this might or might not be justified.

Pension Plan Disclosures
12-40 Public Service Company of Colorado, a major supplier of natural gas and elec-

tricity in Colorado, included the following amounts in its 1993 balance sheet
(dollars in thousands):

1993 1992
Deferred Charges
Employees’ postretirement benefits,

other than pensions (Note 10) $ 25,855 —
Pension benefits (Note 10) 23,149 $ 15,629
Noncurrent Liabilities
Defueling and decommissioning liability (Note 2) 140,008 140,008
Employees’ postretirement benefits,

other than pensions (Note 10) 42,878 43,078

Part I

Required
a. Describe each of the items excerpted from Public Service’s balance sheet.
b. Why did Public Service show $25,855,000 of deferred charges for employ-

ees’ postretirement benefits in 1993, but none in 1992?
c. Why do you suppose that Public Service’s liability for defueling and de-

commissioning did not change during 1993?
d. Why did Public Service’s deferred charges for pension benefits increase sig-

nificantly in 1993?

Part II
Public Service Company of Colorado also included Note 10 in its annual report,
as shown in the following excerpt:
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Notes To Consolidated Financial Statements
Public Service Company of Colorado and Subsidiaries
10. Employee Benefits

Pensions
The company and its subsidiaries (excluding Natural Fuels) maintain a non-
contributory defined benefit pension plan covering substantially all employ-
ees. During 1993, the Board of Directors of the Company approved amend-
ments that:1) eliminated the minimum age of 21 for receiving credited service,
2) provided for an automatic increase in monthly payments to a retired plan
member in the event the member’s spouse or other contingent annuitant dies
prior to the member, and 3) provided for Average Final Compensation to be
based on the highest average of three consecutive year’s compensation.These
plan changes increased the projected benefit obligation by $24.6 million.

The company and its subsidiaries’ funding policy is to contribute annually,
at a minimum, the amount necessary to satisfy the Internal Revenue Service
(IRS) funding standards.

The net pension expense in 1993, 1992 and 1991 was comprised of:

(Thousands of Dollars)
1993 1992 1991

Service cost $15,868 $14,788 $12,196
Interest cost on projected

benefit obligation 38,106 35,695 33,322
Return on plan assets (52,369) (34,317) (79,467)
Amortization of net transition

asset at adoption of
Statement of Financial
Accounting Standards No. 87 (3,674) (3,674) (3,673)

Other items 8,219 (6,317) 39,807
Net pension expense $  6,150 $  6,175 $  2,185

Significant assumptions used in determining net periodic pension cost were:

1993 1992 1991
Discount rate 8.2% 8.2% 8.9%
Expected long-term increase

in compensation level 5.5% 5.5% 5.5%
Expected weighted average

long-term rate of return on assets 11% 11% 11%

Variances between actual experience and assumptions for costs and returns
on assets are amortized over the average remaining service lives of employees
in the plan.

A comparison of the actuarially computed benefit obligations and plan as-
sets on December 1,1993 and 1992,is presented in the following table.Plan as-
sets are stated at fair value and are comprised primarily of corporate debt and
equity securities, a real estate fund and government securities held either di-
rectly or in commingled funds.
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(Thousands of Dollars)
1993 1992

Actuarial present value
of benefit obligations:

Vested $392,623 $336,632
Nonvested 39,343 29,800

431,966 366,432
Effect of projected future

salary increases 128,294 110,776
Projected benefit obligation

for service rendered to date 560,260 477,208
Plan assets at fair value (523,548) (483,941)
Projected benefit obligation

(in excess of) less
than plan assets (36,712) 6,733

Unrecognized net less 58,252 34,763
Prior service cost not yet

recognized in net
periodic pension cost 34,673 10,870

Unrecognized net transition
asset at January 1, 1986,
being recognized
over 17 years (33,064) (36,737)

Prepaid pension asset $  23,149 $  15,629

Significant assumptions used in determining the benefit obligations were

1993 1992
Discount rate 7.5% 8.2%
Expected long-term increase

in compensation level 5.0% 5.5%

On January 25, 1994, the Board of Directors approved an amendment to
the Plan that offers an incentive for early retirement for employees age 55 with
20 years of service as well as a Severance Enhancement Program (SEP) option
for these same eligible employees.The Plan amendment and the SEP are effec-
tive for the period February 4,1994 to April 1, 1994.The Plan amendment gen-
erally provides for the following retirement enhancements: a) unreduced early
retirement benefits, b) three years of additional credited service, and c) a sup-
plement of either a one-time payment equal to $400 for each full year of ser-
vice to be paid from general corporate funds or a $250 social security supple-
ment each month up to age 62 to be paid by the Plan.

The SEP provides for: a) a one-time severance ranging from $20,000 to
$90,000,depending on an employee’s organization level,b) a continuous years
of service bonus (up to 30 years), and c) a cash benefit of $10,000.

Eligible employees can elect to participate in either program.The total cost
of the programs is estimated to range between $25 to $32 million.The Com-
pany intends to amortize such cost to expense over a period not to exceed ap-
proximately five years in accordance with anticipated regulatory treatment of
such costs.

Postretirement benefits other than pensions
The Company and its subsidiaries provide certain health care and life in-

surance benefits for retired employees.A significant portion of the employees
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become eligible for these benefits if they reach either early or normal retire-
ment age while working for the Company or its subsidiaries. Historically, the
Company has recorded the cost of these benefits on a pay-as-you-go basis, con-
sistent with the regulatory treatment. Effective January 1, 1993, the Company
and its subsidiaries adopted Statement of Financial Accounting Standards No.
106,“Employers’Accouting for Postretirement Benefits Other Than Pensions”
(SFAS 106), which requires the accrual, during the years that an employee ren-
ders the service to the Company, of the expected cost of providing postretire-
ment benefits other than pensions to the employee and the employee’s bene-
ficiaries and covered dependents. The additional other postretirement
employee benefits (OPEB) costs of 1993 resulting from this new accounting
standard,which exceed amounts being recovered through rates,have been de-
ferred for future recovery.

During 1991,the CPUC approved a rate Settlement Agreement (see Note 8)
and the Fort St.Vrain Supplmental Settlement Agreement (see Note 2), both of
which addressed the accounting and regulatory treatment of the costs of
postretirement benefits other than pensions.The rate Settlement Agreement
stipulated that the Company would continue to recover such costs as paid un-
til the date new rates are effective.The Fort St.Vrain Supplemental Settlement
Agreement stipulated that on the effective date of new rates (December 1,
1993) the Company would be allowed to recover the costs of postretirement
benefits other than pensions as accrued in accordance with the provisions of
SFAS 106, modified as follows:

• The actuarial calculation of such liabilities would include a return on assets
that reflects monthly contributions net of benefit payments throughout
the year;

• the attribution period would reflect each employee’s expected retirement
date rather than the full eligibility date;

• a 40-year levelized principal and interest amortization will be used for the
transition obligation; and

• the accounting and regulatory treatment for life insurance benefits would
remain on an as-paid basis.

Pursuant to the Fort St. Vrain Supplemental Settlement Agreement, the
Company anticipated that any difference in expense resulting from the CPUC
prescribed approach and the expense required by SFAS 106 would be reflected
as a regulatory asset in the consolidated balance sheet and would be recovered
from customers over future periods.

In January 1993, however, the Emerging Issues Task Force (EITF) provided
guidance as to what additional criteria or evidence is needed for a rate-regulated
enterprise to recognize a regulatory asset equal to the amount of OPEB costs for
which rate recovery has been deferred. Generally, a utility must determine if it
is probable that future rates will allow for the recovery of this OPEB regulatory
asset. In addition, no later than approximately five years from the date of adop-
tion,rates must include full SFAS 106 costs and the recovery of the regulatory as-
set established during the deferral period must be accomplished within ap-
proximately 20 years.The EITF’s conclusions do not include the CPUC approach
prescribed in the Fort St.Vrain Supplemental Settlement Agreement.
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As a result, and under the provisions of the Fort St.Vrain Supplemental Set-
tlement Agreement,the parties to this agreement have initiated discussions and
negotiations focused on resolving this issue to the mutual acceptance of all
parties without disrupting the overall agreement.These discussions are con-
tinuing,and the Company believes it is probable that the matter will ultimately
be resolved in a manner that will comply with the conclusions reached by the
EITF relative to the recognition of OPEB regulatory assets for which rate re-
covery has been deferred. Should the currently approved methodology not be
modified to conform with the EITF consensus, the Company would be re-
quired to record as an expense the difference between the amounts allowed in
rates and that required by SFAS 106.

Effective December 1, 1993, the Company began recovering such costs
based on the level of expense determined in accordance with the CPUC ap-
proach in the Fort St. Vrain Supplemental Settlement Agreement (approxi-
mately $18 million on an annual basis for retail jurisdiction). During 1993, the
Company deferred $25.9 million of SFAS 106 costs for future recovery. The
Company plans to file a FERC rate case in 1994 that will include a request for
approval to recover all wholesale jurisdiction SFAS 106 costs.Effective January
1,1993,Cheyenne began recovering SFAS 106 costs as approved by the WPSC.
The Company and Cheyenne intend to fund this plan based on the amounts re-
flected in cost-of-service, consistent with the rate orders.

The OPEB expense on a pay-as-you-go basis was $9.1 million and $8 mil-
lion for 1992 and 1991, respectively.

The net periodic postretirement benefit costs in 1993 under SFAS 106 was
comprised of

(Thousands of Dollars)
1993

Service cost $  4,943
Interest cost on projected benefit obligation 20,828
Return on plan assets (164)
Amortization of net transition obligation on 

January 1, 1993, assuming a 20-year
amortization period 12,710

Net postretirement benefit
cost required by SFAS 106 38,317

1993 OPEB expense recognized in 
accordance with current regulations (12,462)

Regulatory asset on December 1, 1993 $25,855

The funded status of the plan on December 1, 1993 and January 1,1993 is
as follows:

(Thousands of Dollars)
December 31, 1993 January 1, 1993

Accumulated postretirement benefit obligation:
Retirees and eligible beneficiaries $ 86,718 $ 79,692
Other fully eligible plan participants 95,103 95,262
Other active plan participants 98,342 79,238

Total 280,163 254,192
Plan assets at fair value (476) —
Accumulated benefit obligation

in excess of plan assets 279,687 254,192
Unrecognized net loss (10,059) —
Unrecognized transition obligation (241,483) (254,192)
Accrued postretirement benefit obligation $ 28,145 $ —
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Significant assumptions used in determining the accumulated postretire-
ment benefit obligation were

December 31, 1993 January 1, 1993
Discount rate 7.5% 8.2%
Ultimate health care

cost trend rate 5.3% 6.0%
Expected long-term increase

in compensation level 5.0% 5.5%

The assumed healthcare cost trend rate for 1993 is 12 percent, decreasing to
5.3 percent in 0.5 percent annual increments.A one percent increase in the as-
sumed health care cost trend will increase the estimated total accumulated
benefit obligation by $37.7 million and will also increase the service and in-
terest cost components of net periodic postretirement benefit costs by $5.2
million.

Postemployment benefits
In November 1992,the Financial Accounting Standards Board issued Statement
of Financial Accounting Standards No. 112 “Employers’Accounting for Postem-
ployment Benefits”(SFAS 112),which establishes the accounting standards for
employers who provide benefits to former or inactive employees after em-
ployment but before retirement (postemployment benefits).This statement be-
came effective January 1, 1994 and the Company has estimated its benefit
obligation to be approximately $32 million, assuming a 7.5 percent discount
rate.The Company believes it is probable that it will receive CPUC approval to
recover these costs in future rates; therefore, the application of the new stan-
dard will not have a material impact on the Company’s financial position or re-
sults of operations as a regulatory asset,and a corresponding liability will be es-
tablished on the consolidated balance sheet.

Required
e. Read Note 10 and identify any questions you may have regarding the inter-

pretation or clarification of unusual terms in this note. See your instructor
or an accounting dictionary regarding such terms.

f. With reference to Part I, trace each item from Public Service’s balance sheet
to Note 10 (ignore the defueling and decommissioning liability, Note 2).

g. After studying Note 10, reconsider your answer to part b regarding why
Public Service reported more than $25 million of deferred postretirement
benefits in 1993 and none in 1992.

h. After studying Note 10,describe why Public Service’s deferred pension ben-
efits increased significantly in 1993.

i. With reference to the first paragraph in Note 10, describe why Public Ser-
vice’s balance sheet does not show any “projected benefit obligation,” and
why it does not show the increase of $24.6 million in its projected benefit
obligation.

j. Describe in your own words the implications of the very last paragraph in
Note 10.

k. In Note 10, what does OPEB mean? What is its significance?
(Continued)
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l. A short paragraph toward the end of Note 10 discusses the OPEB expense
on a pay-as-you-go basis.Discuss the implication of this paragraph, and why
this information might be relevant to analysts and employees.

m. Public Service Company’s total assets at the end of 1993 and 1992, respec-
tively, were $4,057,600,000 and $3,759,583,000. Furthermore, Public Ser-
vice Company’s net income in each year,respectively,was $157,360,000 and
$136,623,000. Given the variety and multitude of information about Public
Service Company’s employee benefit costs in Note 10 and in the balance
sheet excerpts (see Part I), how important are the related assets and liabili-
ties? How much impact do they have on the overall evaluation of the com-
pany? In other words, how significant, or material, are these items? Does
their significance justify the more than three pages of detailed information
in Note 10? Why?

Interpreting Financial Statements: Retirement Benefits
12-41 Review Wendy’s financial statements in Appendix D.

Required
a. Read Note 11. Identify any unfamiliar or unusual terms.Match the terms pre-

sented in this chapter to the terms used by Wendy’s.
b. Determine the firm’s total obligations for pension benefits.
c. Determine the amount of the firm’s unfunded obligations for pension ben-

efits.
d. Determine the firm’s expense for pension benefits and nonpension bene-

fits.
e. Does the firm disclose any types of obligations that are not included in the

financial statements? If so,evaluate the significance of these potential oblig-
ations to the extent possible using the information in the financial state-
ments.Why were these potential obligations not included as liabilities?

Interpreting Financial Statements: Retirement Benefits
12-42 Review Reebok’s financial statements in Appendix E.

Required
a. Scan the notes and the rest of the financial statement for information per-

taining to Reebok’s retirement benefits. Identify any unfamiliar or unusual
terms. Match the terms presented in this chapter to the terms used by
Reebok.

b. Why does Reebok have no pension liability?
c. What was the expense recorded for retirement plans?
d. What reasons would support Reebok’s failure to have a defined benefit

plan?

Postretirement Benefits
12-43 Adolph Coors Company included the following two notes in its 1997 annual re-

port as follows on the next page.
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NOTE 7:
Employee Retirement Plans

The Company maintains several defined benefit pension plans for the majority
of its employees. Benefits are based on years of service and average base com-
pensation levels over a period of years. Plan assets consist primarily of equity,
interest-bearing investments, and real estate.The Company’s funding policy is
to contribute annually not less than the ERISA minimum funding standards,nor
more than the maximum amount that can be deducted for federal income tax
purposes.The total expense of all these plans was $14.1 million in 1997,$24.8
million in 1996, and $22.7 million in 1995.These amounts include the Com-
pany’s matching for the savings and investment (thrift) plan of $5.8 million in
1997 and $5.7 million each for 1996 and 1995.The decrease in 1997 pension
expense versus 1996 was caused primarily by an improvement in the funded
position of the Coors Retirement Plan and an increase in the discount rate (set-
tlement rate) used to compute the 1997 pension cost of 7.75 percent from the
rate used for 1996 pension cost of 7.25 percent.The increase in 1996 pension
expense versus 1995 was caused primarily by a decrease in the 1996 discount
rate (settlement rate) to 7.25 percent from the 1995 rate of 8.5 percent.

Note that the settlement rates shown in the table on the following page
were selected for use at the end of each of the years shown.Actuaries calculate
pension expense annually based on data available at the beginning of each year
that include the settlement rate selected and disclosed at the end of the previ-
ous year.

For the years ended
December 28, December 29, December 31,

1997 1996 1995
(In thousands)

Service cost-benefits earned 
during the year $11,234 $12,729 $  9,858

Interest cost on projected
benefit obligations 32,730 31,162 29,285

Actual gain on plan assets (75,242) (65,504) (69,346)

Net amortization and deferral 39,539 40,691 47,005

Net pension cost $  8,261 $19,078 $16,802

The funded status of the pension plans and amounts recognized in the ac-
companying balance sheets are as follows:

As of
December 28, December 29,

1997 1996
(In thousands)

Actuarial present value of
accumulated plan benefits,
including vested benefits of
$368,288 in 1997 and
$332,444 in 1996 $385,989 $350,506
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Projected benefit obligations
for services rendered to date $465,229 $422,516

Plan assets available for benefits 465,494 394,206

Plan assets (more than)
less than projected
benefit obligations (265) 28,310

Unrecognized net gain 21,560 2,359

Prior service cost not yet recognized (16,577) (18,851)

Unrecognized net assets
being recognized over 15 years 4,110 5,800

Net accrued pension liability $    8,828 $  17,618

(Note: These accrued pension liabilities were not separately shown on Coors’ balance
sheet. Based on the following note, we presume that they were included as part of
“Long-term postretirement benefits.”)

Significant assumptions used in determining the valuation of the projected
benefit obligations as of the end of 1997, 1996 and 1995 were:

1997 1996 1995

Settlement rate 7.75% 7.25% 7.25%

Increase in compensation levels 4.50% 5.00% 5.00%

Rate of return on plan assets 10.25% 10.25% 9.75%

NOTE 8:
Non-Pension Postretirement Benefits

The Company has postretirement plans that provide medical benefits and life
insurance for retirees and eligible dependents.The plans are not funded.

The obligation under these plans was determined by the application of the
medical and life insurance plans’ terms together with relevant actuarial as-
sumptions and healthcare cost trend rates ranging ratably from 9.0 percent in
1997 to 4.5 percent in the year 2007.The effect of an annual one percent in-
crease in trend rates would increase the accumulated postretirement benefit
obligation by approximately $3.5 million and $3.2 million in 1997 and 1996,re-
spectively.The effect of a one percent increase in trend rates also would have
increased the ongoing annual cost by $0.5 million and $0.6 million in 1997 and
1996, respectively. The discount rate used in determining the accumulated
postretirement benefit obligation was 7.75 percent and 7.25 percent on De-
cember 28, 1997, and December 29, 1996, respectively.

Net periodic postretirement benefit cost included the following:
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For the years ended
December 28, December 29, December 31,

1997 1996 1995
(In thousands)

Service cost-benefits attributed to
service during the period $1,408 $2,065 $2,281

Interest cost on accumulated
postretirement benefit obligation 4,775 5,082 6,426

Amortization of net (gain) (353) (310) (560)

Net periodic postretirement
benefit cost $5,830 $6,837 $8,147

Effective November 29,1995,changes were made to postretirement life in-
surance and medical benefits that resulted in a curtailment gain of $3.3 million
and $18.6 million in 1996 and 1995,respectively.The 1996 decrease in plan ex-
pense resulted principally from the curtailment of these benefits.The 1997 de-
crease in expense was a result of an increase in the discount rate used to 7.75
percent in 1997 from 7.25 percent in 1996.

The status of the postretirement benefit plan was as follows:

As of
December 28, 1997 December 29, 1996

(In thousands)

Retirees $43,087 $39,780

Fully eligible active plan participants 5,411 5,014

Other active plan participants 19,418 17,883

Accumulated postretirement
obligation 67,916 62,677

Unrecognized net gain 7,188 8,452

Unrecognized prior service cost 434 2,209

Accrued postretirement 
benefit obligation 75,538 73,338

Less current portion (3,630) (3,565)
Long-term postretirement benefit $71,908 $69,773

(Note: These amounts were shown as part of Coors’ long-term liabilities.)

Required
a. Are Coors’retirement plans,as shown in Note 7,over- or underfunded at the

end of 1997? Explain.
b. Are Coors’non-pension postretirement benefits,as shown in Note 8,over- or

underfunded at the end of 1997? Explain.
c. Distinguish between the “net accrued pension liability” and the “long-term

postretirement benefit” amounts reported in each Note.
d. With respect to “service cost,” why are interest costs included? Why is the

“actual gain on plan assets”deducted from service costs?
e. Examine the assumptions disclosed at the end of Note 7.Why do some of

these assumptions change in 1996 and 1997? Do these changes seem mate-
rial? What impact will each change have on the reported liabilities? Explain.
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Postretirement Benefits
12-44 Mercury,Inc.designs,develops,and markets human and animal health products

and specialty chemicals.The following information has been abstracted from
the notes to Mercury’s 2000 financial statements:

Pension Other Postretirement
Benefits Benefits

2000 1999 2000 1999
(Dollars in Millions) (Dollars in Millions)

Funded status of benefit plans:
Plan assets at market value $1,329.6 $1,411.8 $310.2 $ 30.4
Accumulated benefit obligation 1,364.3 1,193.9 979.6 758.4
Projected benefit obligation 1,834.2 1,573.2 — —

Components of annual expense:
Service cost 97.4 86.4 31.0 31.2
Interest cost 135.7 123.7 69.2 62.9
Actual return on assets (61.5) (94.1) (22.4) (1.8)
Other (74.6) (34.7) 2.1 (1.9)

Total cost $ 97.0 $ 81.3 $ 79.9 $ 90.4
Underlying assumptions:

Discount rate 7.5% 9.0% 7.5% 9.0%
Expected return on plan assets 10.0% 10.0% 10.0% 10.0%
Future compensation increases 5.0% 6.0% — —
Healthcare cost trend — — 12.0% 13.0%

Required
a. Do you consider Mercury’s pension benefits and other postemployment

benefits to be overfunded or underfunded at the end of 2000? Explain.
b. Distinguish between the “accumulated benefit obligation”amounts reported

for each type of plan.
c. With respect to the components of the annual costs,why is interest expense

included? Why does the return on plan assets appear as a negative compo-
nent?

d. The disclosure of assumptions reveals three changes between 2000 and
1999: (1) the discount rate has been decreased from 9 percent to 7.5 per-
cent, (2) the rate of future compensation increases has been revised from 6
percent to 5 percent, and (3) the health care cost trend rate has been
changed from 13 percent to 12 percent.Explain how each of these changes
would affect your comparisons of postemployment liabilities and costs be-
tween 2000 and 1999.

Postretirement Benefits
12-45 Bethany Iron, Inc.’s 2000 annual report provided the following information re-

garding postretirement benefits:
Bethany Iron, Inc.

Pension Liability Recognized in Consolidated Balance Sheet
(2000 Annual Report)

We have noncontributory defined benefit pension plans that provide ben-
efits for substantially all employees. Defined benefits are based on years of ser-
vice and the five highest consecutive years of pensionable earnings during the
last 10 years prior to retirement or a minimum amount based on years of ser-
vice. We fund annually the amount required under ERISA minimum funding
standards plus additional amounts as appropriate.
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The following table sets forth the plan’s actuarial assumptions used and
funded status at year-end together with amounts recognized in our consoli-
dated balance sheets:

December 31
2000 1999
(Dollars in Millions)

Assumptions:
Discount rate 8.50% 8.50%
Average rate of compensation increase 4.4% 4.5%

Actuarial present value of benefit obligations:
Vested benefit obligation $4,357.9 $4,324.4

Accumulated benefit obligation 4,490.1 4,457.2

Projected benefit obligation 4,822.7 4,769.6

Plan assets at fair value:
Fixed income securities 1,979.8 2,090.3
Equity securities 1,006.0 1,187.1
Cash and marketable securities 315.6 214.9

Total plan assets 3,301.4 3,492.3

Projected benefit obligation in excess
of plan assets 1,521.3 1,277.3

Unrecognized net gain (58.3) 87.8
Remaining unrecognized net obligation

resulting from adoption of Statement No. 87 (339.0) (378.0)

Unrecognized prior service
cost from plan amendments (174.9) (194.2)

Adjustment required to recognize
minimum liability, intangible asset 239.6 172.0

Balance sheet liability $1,188.7 $964.9

Bethany Iron, Inc.
Pension Expense Recognized in Consolidated Income Statement

(2000 Annual Report)

The assumptions used in each year and the components of our annual
pension cost are as follows:

1999 2000
(Dollars in Millions)

Assumptions:
Return on plan assets 9.50% 10.25%
Discount rate 8.50% 9.25%

Defined benefit plans:
Service cost, benefits earned during the period $  45.0 $  45.6
Interest on projected benefit obligation 394.2 386.6
Return on plan assets (312.2) (317.2)

Other items (net) 63.4 71.7

Total cost $190.4 $186.7
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Bethany Iron, Inc.
Postretirement Benefits Other Than Pension

Obligations and Expenses Recognized in Financial Statements
(2000 Annual Report)

1. Postretirement Benefits Other Than Pensions
In addition to providing pension benefits, we currently provide healthcare
and life insurance benefits for most retirees and their dependents.We con-
tinue to fund healthcare benefits through various third-party administrators
based on claims incurred.Therefore, the adoption of this statement has no
effect on our cash flow. Life insurance benefits have been funded on an ac-
tuarial basis, which amounted to $7.9 million in 2000.

Information regarding our plan’s actuarial assumptions, funded sta-
tus, liability, and transition obligation follows:

December 31, 2000
(Dollars in Millions)

Accumulated postretirement benefit obligation:
Retirees $1,413.7
Fully eligible active plan participants 105.1
Other active plan participants 176.2

Total 1,695.0
Plan assets at fair value:

Fixed income securities 159.6
Accumulated postretirement benefit obligation

in excess of plan assets 1,535.4
Unrecognized net gain 4.5
Balance sheet liability $1,539.9

The components of our postretirement benefit cost follow:

2000
(Dollars in Millions)

Service cost $ 9.0
Interest on accumulated postretirement benefit obligation 139.0
Return on plan assets—actual (18.4)

—deferred 4.5
Multi-employer plans 7.1

Total cost $141.2

The assumed weighted average healthcare trend rate used to calculate the ac-
cumulated postretirement benefit obligation and 2000 expense was 6.5 per-
cent, which will decline gradually until it reaches an ultimate average rate of
4.5 percent in the year 2004. A one percent increase in the assumed healthcare
trend rate would increase the accumulated postretirement benefit obligation
by $147 million and 2000 expense by $14 million.The discount rate used in cal-
culating the obligation and 2000 expense was 6.5 percent, and the assumed
earnings on plan assets was 7.5 percent.
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Required
a. Do you consider Bethany’s pension benefits and other postemployment

benefits to be overfunded or underfunded at the end of 2000? Explain.
b. Distinguish between the “accumulated benefit obligation”amounts reported

for each type of plan.
c. With respect to the components of the annual costs,why is interest expense

included? Why does the return on plan assets-actual appear as a negative
component?

d. The disclosure of assumptions reveals some changes including (1) changes
in healthcare trend ratios, (2) changes in the discount rate, and (3) changes
in the postretirement benefit obligation and expense. Explain how each of
these changes would affect your evaluation of postemployment liabilities
and costs for 2000.

Postretirement Benefits
12-46 Access the EDGAR archives (www.sec.gov/edaux/searches.htm) and lo-

cate the most recent 10-K filing by Kmart. Information about Kmart’s pension
plan can be found in the Notes to the Financial Statements.

Required
a. What are the total pension assets and liabilities?
b. What is the funding status of the pension plan?
c. What discount rate and average rate of return have been adopted by the

company?
d. Identify total assets and total debt as reported on the balance sheet and cal-

culate the debt-to-assets ratio.Then, including all retirement plan-related as-
sets and liabilities, recalculate the values of total assets, total liabilities, and
the debt-to-assets ratio.What do you observe?

e. Now examine the latest 10-K for Wal-Mart (available at EDGAR). Should you
make the same adjustments for Wal-Mart that you made for Kmart? State
your reasons.
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This chapter consists of two parts, each of which can be read independently.

PART I LEARNING OBJECTIVES

1. Understand the reasons for reporting consolidated financial statements.
2. Appreciate how affiliated firms construct and report their consolidated financial

statements.

PART II LEARNING OBJECTIVES

3. Understand how foreign exchange rate fluctuations affect the financial reporting
of transactions conducted in foreign currencies.

4. Determine how financial statements prepared initially in foreign currencies are
translated to U.S. dollars.

5. Appreciate the wide diversity of international accounting practices.

INTRODUCTION TO PART I: FINANCIAL 
REPORTING FOR AFFILIATED FIRMS

Most large firms grow by a combination of internal and external expansion. Internal
expansion occurs as firms invest in new plant and equipment, research, and other
productive assets in order to serve growing markets or to extend the scope of their
operations into new products and markets.External expansion occurs as firms take
over,or merge with,other existing firms.The first part of this chapter discusses the rea-
sons why corporate takeovers may be preferable to internal expansion. Financial re-
porting for affiliated firms is also explained as of the date of acquisition and for sub-
sequent periods.

MOTIVATIONS FOR BUSINESS COMBINATIONS

Business firms often expand by taking over existing corporations.Such actions,known
as business combinations can be more attractive than direct investments in new
plant and equipment for several reasons.The buyer firm,for example,may believe that
external expansion is less costly than purchasing new assets and competing for cus-
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tomers in new markets.Also, the acquired firm may offer other advantages, such as a
stable and reliable network of suppliers, a seasoned workforce, and proven methods
of production and distribution. As a consequence, expansion by combination may
avoid many of the uncertainties and start-up costs encountered under internal expan-
sion.

When existing firms are combined, it can enable them to eliminate duplicate fa-
cilities or yield economies of scale in production, distribution, marketing, finance,
and/or general corporate administration.A buyer company may believe that the ac-
quired firm’s assets are poorly managed and that more profits could be earned by im-
proving its asset management.A purchaser may also feel that new management may in-
troduce operating efficiencies that yield higher profits.

Business combinations also can permit a firm to diversify quickly.A buyer firm in
a declining industry may attempt to redeploy its resources into other products and
markets.As cigarette smoking has declined among informed adults, for example,many
larger tobacco firms have diversified by acquiring firms in other industries. Many
firms may attempt, through business combinations, to diversify their risks related to
cyclical or seasonal demands.

A major factor in recent business combinations is the rapid pace of technological
change in communications,which has created links between industries that were pre-
viously considered to be unrelated.The “information superhighway”has inspired com-
binations of firms in areas as disparate as cable television, telecommunications, bank-
ing, cinema, and catalog retail sales.The ongoing information revolution promises to
redefine the boundaries among industries and provide impetus to many additional un-
conventional business combinations.

FORMS OF BUSINESS COMBINATIONS

Business combinations occur in a variety of different ways. In a merger, a buyer firm
acquires either the stock or the assets and liabilities of an investee firm.The investee
is then dissolved and no longer exists as a separate corporation.Alternatively, firms can
combine by consolidation. In a consolidation, a new corporation is created to ac-
quire the stock or the net assets of two or more existing companies.The original com-
panies then cease to exist as separate corporations.Finally,a business combination can
occur as an acquisition. In an acquisition,a buyer firm acquires more than 50 percent
of an investee firm’s voting stock and thereby controls the investee.The buyer firm is
referred to as the parent company, and the acquired firm continues to exist and op-
erate as a subsidiary of the parent company.

Acquisitions comprise a major portion of the business combinations that occur
among larger corporations.This type of business combination offers several advan-
tages over mergers and consolidations. Because the parent may obtain effective con-
trol of a subsidiary without the need to acquire 100 percent of the seller’s shares, the
required investment by the parent may be reduced substantially.Also,because the sub-
sidiary continues to exist as a legally separate entity, the parent has only limited liabil-
ity for the debts of the subsidiary. In addition, it is relatively easy for the parent to in-
crease or decrease its investment at future dates by purchasing or selling the
subsidiary’s shares.

A parent company and the other firms that it influences or controls are referred
to as affiliated companies.The remainder of the discussion in this part of the chap-
ter will explain financial reporting for affiliated companies.
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FINANCIAL REPORTING FOR CONTROLLING 
INTERESTS IN AFFILIATED FIRMS

When one firm acquires the stock of another firm, the value of the resources (cash,
shares of stock,or debt) paid by the parent is used to measure the historical cost of the
parent’s investment. Because the parent’s investment exceeds 50 percent of the affili-
ate’s voting shares, the parent is assumed to control the affiliate. Subsequent account-
ing and reporting for the affiliated firm are based on the historical cost concepts that
were explained in earlier chapters

In some circumstances, firms combine by an exchange of voting stock.These com-
binations are interpreted as a “uniting of ownership interests,” rather than a purchase
of one firm by another. The accounting treatment for such exchanges is termed a
pooling of interests. Illustrating pooling is beyond the scope of this text.

Accounting for the Acquisition of a Subsidiary Firm
To illustrate a typical acquisition, refer to Exhibit 13-1,which shows the preacquisition
balance sheets and other pertinent information for Pepper Company and Shaker Inc.,
on January 1, 2001. On that date, Pepper Company paid a total of $400 million ($100
million in cash and $300 million in common stock) to acquire all of Shaker’s out-
standing shares from the existing shareholders.

Note that Shaker’s balance sheet at the date of combination shows net assets (and
therefore shareholders’equity) of $310 million.Pepper’s willingness to pay $400 mil-
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Pepper Company and Shaker Inc.
Preacquisition Balance Sheets and Other Information, on January 1, 2001

(Dollars in Millions)

Pepper Company Shaker, Inc.
Balance Sheet at January 1, 2001 Balance Sheet at January 1, 2001

Current assets: Current liabilities $ 420 Current assets: Current liabilities $ 50
Cash $ 150 Cash $ 20
Other current Other current

assets 520 Long-term debt 540 assets 1,260 Long-term debt 1,280
Total 670 Total liabilities 960 Total 1,280 Total liabilities 1,330

Noncurrent assets Noncurrent assets
Property, plant, Property, plant,
and equipment, Shareholders’ equity: and equipment, Shareholders’ equity

(net) 1,230 Invested capital 280 (net) 320 Invested capital 150
Other 450 Retained earnings 1,110 Other 40 Retained earnings 160
Total 1,680 Total equity 1,390 Total 360 Total equity 310

Total liabilities Total liabilities
Total assets $2,350 and equity $2,350 Total assets $1,640 and equity $1,640

NOTE: An independent appraisal of Shaker Inc.’s assets and liabilities on January 1, 2001, indicates that book values
and fair market values are equal, except that Shaker has $90 million of internally generated goodwill that does not
appear on the balance sheet.

Exhibit 13-1      Preacquisition Balance Sheets
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lion indicates that the carrying value of Shaker’s net assets at the combination date is
less than the economic value of those net assets by at least $90 million ($400 million
�$310 million). Indeed, the note to Exhibit 13-1 reveals that the firm has $90 million
of internally generated goodwill that does not appear on the balance sheet.

The acquisition of Shaker’s stock increases Pepper’s investment in affiliated com-
panies by $400 million;cash decreases by $100 million,and invested capital increases
by $300 million. Pepper’s net assets increase by $300 million.
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Shaker’s balance sheet is unaffected by the acquisition.Because Pepper Company
bought Shaker’s shares directly from existing shareholders, Shaker was not a party to
the transaction.Shaker Company has neither received any resources nor issued any ad-
ditional shares of stock.

Reality Check 13-1 illustrates the effect of acquiring a subsidiary company at a
cost in excess of the acquired net assets’ fair value.

Financial Reporting Subsequent to the Acquisition
Because Pepper Company has effective control of Shaker through ownership of all
their voting shares,generally accepted accounting practices require that Pepper Com-
pany’s financial statements be prepared on a consolidated basis. Consolidated fi-
nancial statements report the combined financial position, cash flows, and operat-
ing results for all firms that are under the parent company’s control. Consolidation
looks beyond the fact that affiliated firms are distinct legal entities and focuses on the
fact that they constitute a single economic entity.Consolidation is mainly a process of
adding together the financial statement elements of the parent and its controlled sub-
sidiaries with certain necessary adjustments that will be described later.

A consolidation of Pepper Company and Shaker Inc.at the acquisition date would
entail only the preparation of a consolidated balance sheet because no combined op-
erations or cash flows have yet occurred at that date. Exhibit 13-2 shows the consoli-
dation process. Note the following:

1. The balance sheet of each firm is listed side by side in a vertical format to facili-
tate adding the elements across each row.

2. A firm does not report an investment in its own shares as an asset on the balance
sheet.Therefore, the balance of the investment account that appears on the sepa-
rate (unconsolidated) balance sheet of the parent company must be eliminated
because the investee firm is included in the consolidated entity.

3. Shaker’s shareholders’ equity must be eliminated because, from a consolidated
point of view, its stock is not outstanding.All of Shaker’s stock is held by Pepper,
and none is held by outside investors.

4. Shaker’s net assets are revalued in the process of consolidation in order to reflect
their appraised values at the acquisition date. Recall that Pepper Company paid
$400 million to acquire Shaker’s shareholders’ equity, which has a carrying value

ASSETS � LIABILITIES � SHAREHOLDERS’ EQUITY

Cash Investments Invested capital
in affiliates

�100 million �400 million �300 million
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The Du Pont Company, one of the world’s largest chemical companies, provides the following information about a busi-
ness combination that occurred during 1997 (edited; dollars in millions):

Protein Technologies International was purchased on December 1, 1997. PTI is a global supplier of soy proteins and
applied technology to the food and paper processing industries. Du Pont common stock shares totaling 22,500,000, with
a fair value of $1,297, were issued in this transaction. In addition, related costs of $4 were incurred. For accounting pur-
poses, the acquisition has been treated as a purchase. Based on preliminary estimates that are subject to revision, the
purchase price has been allocated as follows: cash, $47; other current assets, $158; noncurrent assets, $897; and lia-
bilities assumed, $301, including $188 of debt.

Required

a. Based on the above information, show how Du Pont’s balance sheet was affected by the acquisition of Protein Tech-
nologies. (Assume that Protein Technologies continues in existence as a legally distinct company.)

b. Determine the excess of Du Pont’s purchase price over the fair value of Protein Technologies’ net assets (in other
words, the goodwill) implicit in the Protein Technologies acquisition.

c. Why do you suppose that Du pont was willing to pay a substantial premium over the net assets’ fair value in order
to acquire protein technologies?

d. Assume that Du Pont prepares a consolidated balance sheet immediately following the acquisition of protein tech-
nologies. Show how the balance sheet of Du Pont would differ before and after consolidation.

Solution

a. The total value of the consideration (cash plus common stock ) paid by Du Pont is $1,301 million, which would af-
fect Du Pont’s balance sheet as follows on the acquisition date:

b. The goodwill implicit in the acquisition price is computed as follows (dollars in millions):

Cost of investment in PTI (see above) $1,301
Fair value of net assets:

Fair value of assets acquired $1,102
Less: Fair value of liabilities assumed (301)

Net �801
Excess of cost over fair value of net assets (goodwill) $ 500

c. Du Pont’s managers believe that the value of the future cash flows to be earned from the PTI acquisition justify the
substantial acquisition premium. The economic values of many firms exceed the fair values of their identifiable net
assets. This is especially true for firms such as PTI that have substantial investments in research and development,
highly skilled employees, and a well-developed customer base.

d. Du Pont’s balance sheet would be adjusted in order to be consolidated with PTI at the acquisition date. The entire
investment account would be eliminated and PTI ‘s assets and liabilities would be added to Du Pont’s assets and li-
abilities, and the goodwill would be recognized on the consolidated balance sheet.

R E A L I T Y  C H E C K  1 3 - 1

ASSETS � LIABILITIES � SHAREHOLDERS’ EQUITY

Cash Investment in PTI Common stock
�$4 million �$1,301 million �$1,297 million

ASSETS � LIABILITIES � SHAREHOLDERS’ EQUITY

Investment in PTI: �$1,301 million �$301 million
Other assets: �$1,102 million
Goodwill: �$ 500 million

    Reporting Issues for Affiliated and International Companies 543



of $310.The $90 million difference is attributed to goodwill. From a consolidated
perspective,Shaker’s net assets are $90 million higher than they are from the per-
spective of Shaker as a separate company.Pepper incurred this additional cost by
buying Shaker’s shares at an amount in excess of book value.

As a result of these consolidating adjustments, the consolidated balance sheet of
Pepper Company, shown on the right side of Exhibit 13-2, shows consolidated assets
of $3.98 billion and consolidated liabilities of $2.29 billion.Both of these amounts are
greater than those shown on Pepper’s separate balance sheet.The shareholders’equity
of Pepper, $1.69 billion, is the same before and after consolidation, however, because
the shareholders’ equity of the subsidiary has been eliminated in the consolidation
process.

A further complication can occur whenever the parent does not own 100 percent
of the subsidiary’s stock. Because Pepper Company owns 100 percent of Shaker Inc.,
the subsidiary’s entire shareholders’ equity is eliminated. In cases where a parent
achieves control by acquiring less than 100 percent of a subsidiary’s stock, the book
value of the remaining outstanding shares of the subsidiary will appear on the con-
solidated financial statements with the label minority interest in consolidated
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Pepper Company and Shaker Inc.
Consolidation at the Acquisition Date,

January 1, 2001
(Dollars in Millions)

Pepper Companya Shaker, Inc. Adjustments Consolidated

Current assets
Cash $ 50 $ 20 $ 70
Other current assets 520 1,260 1,780

Total current assets 570 1,280 1,850
Noncurrent assets

Property, plant, and equipment (net) 1,230 320 1,550
Investment in Shaker Inc. 400 — �400b —
Goodwill — — �90b 90
Other 450 40 490

Total noncurrent assets 2,080 360 2,130
Total assets $2,650 $1,640 $3,980

Current liabilities $ 420 $ 50 $470
Long-term debt 540 1,280 1,820

Total liabilities 960 1,330 2,290
Shareholders’ equity

Invested capital 580 150 �150b 580
Retained earnings 1,110 160 �160b 1,110

Total shareholder’s equity 1,690 310 1,690
Total liabilities and equity $2,650 $1,640 $3,980

aPepper Company’s balance sheet differs from Exhibit 13-1 because cash was reduced by $100 million and invested
capital was increased by $300 million in order to acquire the investment in Shaker Inc. for $400 million.
bPepper’s investment in Shaker is eliminated, as well as Shaker’s shareholders’ equity. The difference of $90 million
($400 less $310 million) results in a revaluation of goodwill (�90 million).

EXHIBIT 13-2     Consolidation Process
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subsidiaries.This term often appears either as another category of shareholders’ eq-
uity or as a separate item between liabilities and shareholders’ equity.

Equity Method of Accounting for Affiliate 
Subsequent to the Acquisition Date
After the acquisition date, a parent company will often account for its investment in
affiliated firms,using the equity method of accounting.The equity method requires
that Pepper recognize its share of Shaker’s subsequent reported income (or loss).
Moreover, any dividends paid by Shaker to Pepper will be considered as a reduction
of Pepper’s investment cost. Because Pepper recognizes Shaker’s income as it is
earned,Pepper cannot also count Shaker’s dividend payments as additional income.To
do so would be “double-counting.”

To illustrate the equity method, assume that Shaker Inc. earned $12 million in
2001 and paid dividends of $6 million. All the dividends are paid to Pepper, which
owns all of Shaker’s stock. Pepper Company would recognize Shaker’s income as an
increase in the carrying value of the investment and as income of $12 million:
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ASSETS � LIABILITIES � SHAREHOLDERS’ EQUITY

Investment in subsidiary Retained earnings
�$12 million �$12 million

(Income from investments)

Upon receipt of the dividend, Pepper Company would increase cash and reduce
the investment balance by $6 million:

ASSETS � LIABILITIES � SHAREHOLDERS’ EQUITY

Cash Investment
in Subsidiary

�$6 million �$6 million

Recall that Pepper Company paid an amount that was $90 million in excess of the
book value of Shaker’s shareholders’equity at the acquisition date.This amount was at-
tributed to goodwill.This asset is being used in Shaker’s operations, and from Pepper
Company’s point of view, the additional asset cost must be recognized as an expense
over the useful life of the asset. In other words, Pepper’s income from its investment
in Shaker is less than the $12 million recorded earlier. If we assume that goodwill has
a useful life of 18 years, the annual amortization expense for goodwill is $5 million
($90 million cost � 18 years of useful life).This additional annual expense of $5 mil-
lion must be recognized by Pepper Company. Accordingly, each year the carrying
value of the investment is reduced by $5 million,and income from the subsidiary is re-
duced by the same amount.The net result is that the investment carrying value in-
creased by $1 million in the first year ($12 million income less $6 million dividends
and $5 million goodwill amortization).
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Other Types of Consolidation Adjustments
The consolidation of Pepper Company and its subsidiary Shaker Inc.requires relatively
few adjustments because we assume that the operations of both firms are completely
independent. In many cases, however, numerous transactions take place between af-
filiated firms, and these transactions require further adjustments as part of the con-
solidation process. Consider, for example, a parent firm that has acquired controlling
ownership of a major supplier.After the acquisition, the firms would certainly con-
tinue their existing business relationship and, as a result, the subsequent consolidated
financial statements of the parent firm would require the following types of adjust-
ments:

1. The accounts payable of the parent would include amounts owed to the sub-
sidiary. Correspondingly, the accounts receivable of the subsidiary would include
amounts due from the parent.These intercompany receivables and payables
would be eliminated in consolidation. It makes no sense to report amounts owed
to and from oneself on a consolidated balance sheet.

2. The sales among companies included in a consolidation do not constitute sales to
outside entities.As a result, unless these intercompany sales are eliminated in
preparing the consolidation,both consolidated sales and cost of goods sold would
be overstated in the financial statements.

3. The inventories reported by the parent would very likely include items purchased
from the subsidiary at a profit to the subsidiary.From a consolidated point of view,
however, these inventories have not been sold to outside entities at the balance
sheet date.As a result, these unrealized inventory profits would be removed
from the carrying value of the inventory and from the subsidiary’s income in the
process of consolidation.

Various other transactions between affiliated firms occur frequently and must be
adjusted appropriately in preparing a set of consolidated financial statements. Bear in
mind that a set of legally distinct companies is consolidated as a single economic or
reporting entity.As a result, financial statement elements,such as receivables,payables,
revenues, and expenses, must involve transactions only with other, outside entities.

FINANCIAL RATIOS AND CONSOLIDATED 
FINANCIAL STATEMENTS

Consolidated financial statements are prepared primarily to serve investors and fi-
nancial analysts.A useful starting point in the analysis of financial statements is the
calculation of a set of key financial ratios.Note that many of these ratios were first in-
troduced in earlier chapters and were summarized in Chapter 11,“A Framework for
Financial Statement Analysis.”This section illustrates how the consolidation of affili-
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ASSETS � LIABILITIES � SHAREHOLDERS’ EQUITY

Investment in subsidiary Retained earnings
�$5 million �$5 million

(Income from investments)
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ated companies affects selected financial statement ratios.
As seen earlier, some financial statement elements change dramatically as a result

of consolidating subsidiary firms,while other items are unaffected.To illustrate the ef-
fects of consolidation on selected financial ratios, Exhibit 13-3 repeats the financial
statements of Pepper Company before and after consolidation,as developed earlier in
the chapter.Exhibit 13-3 also shows the calculation of two widely used financial ratios.
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Selected Financial Ratios Before and After Consolidation
Pepper Company and Shaker Inc.

on January 1, 2001
(Dollars in Millions)

Pepper Company, Pepper Company,
Unconsolidated Consolidated

(from Exhibit 13-1) (from Exhibit 13-1)
Current assets $ 570 $1,850
Noncurrent assets 2,080 2,130

Total assets $2,650 $3,980

Current liabilities $420 $470
Long-term debt 540 1,820

Total liabilities 960 2,290
Shareholders’ equity 1,690 1,690

Total liabilities and equity $2,650 $3,980

Net income during 2001: $30 million

Ratio Unconsolidated Consolidated

Debt-to-assets $960/$2,650 $2,290/$3,980

� 36.2% � 57.5%

Current ratio $570/$420 $1,850/$470
� 1.36 � 3.94

Note the following:

1. Pepper’s debt-to-assets ratio increased markedly from 36.2 to 57.5 percent as a result
of consolidation. This ratio increases whenever a consolidated subsidiary has debt fi-
nancing.

2. In Pepper Company’s case, the current ratio increased from 1.36 to 3.94 percent as a
result of consolidation. This occurs because Shaker Inc., the subsidiary, has a higher
current ratio than the parent company.

These illustrative ratio calculations show that many of the ratios used by analysts will
differ before and after consolidation. Analysts must be careful when examining ratio trends
that cover periods when new subsidiaries are being consolidated (or when subsidiaries are
being sold or divested).

EXHIBIT 13-3     Financial Ratios
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EVALUATION OF CONSOLIDATION ACCOUNTING

Financial accounting standards require the reporting of consolidated financial state-
ments, based on a presumption that investor analysts need to evaluate the total set of
economic resources that are controlled by the parent company, as well as the total li-
abilities and other claims against those resources. Correspondingly, the consolidated
income statement measures the total revenues and expenses attributed to these eco-
nomic resources and claims.

The FASB has initiated a comprehensive reexamination of the principles and as-
sumptions that underlie consolidated financial statements.Two key issues are (1) de-
veloping a meaningful measure of “control” for purposes of including an investee in
the consolidation and (2) the extent to which consolidation may in some cases impair
rather than enhance the usefulness of financial statements.

With respect to the issue of control, it is unclear that owning a majority of an in-
vestee’s outstanding shares is a necessary means of establishing control. For example,
a substantial portion of the outstanding shares in widely held companies is not voted
at stockholders’meetings.Smaller investors with minor shareholdings may lack the in-
centive to study the issues and participate in the governance of a corporation.As a
consequence, a parent company owning much less than 50 percent of an affiliate’s
outstanding stock can still regularly cast a majority of the votes on matters of company
policy.The issue of control is further muddied by the existence of convertible securi-
ties (such as convertible bonds and preferred stock, discussed in Chapter 10,“Share-
holders’Equity”). If the holders of such securities can convert their holdings to voting
common stock at any time, then the ownership percentages in an investee can shift
dramatically on short notice.

The usefulness of consolidated financial statements has also been questioned on
grounds that aggregations of information cause a loss of information. Some analysts
and company managers argue that, because consolidation often entails adding to-
gether financial statements from companies of diverse industries, the resulting totals
are very difficult to interpret. For example, most automotive companies and other
durable goods manufacturers have subsidiary companies that extend consumer credit
to the parent company customers. It has been a long-standing practice for the parent
firms to exclude finance subsidiaries from their consolidations, which is defended on
the grounds that analysts would be misled by an aggregation of manufacturing and fi-
nancial companies. Subsequently, the FASB issued a standard that requires the consol-
idation of all majority-owned subsidiaries (see SFAS No. 92, “Consolidation of All
Majority-Owned Subsidiaries,”October, 1987).

INTRODUCTION TO PART II: INTERNATIONAL 
ASPECTS OF FINANCIAL REPORTING

Business activities are increasingly international.As tariff barriers dissolve through re-
gional trade arrangements,such as the North American Free Trade Agreement (NAFTA)
and the European Union (EU), domestic business firms rely more extensively on in-
ternational trade both for sources of supply and as markets for their products.The po-
litical and economic reshaping of Eastern Europe and the still embryonic moderniza-
tion of China ensure that international trade will be a substantial and rapidly growing
component in the business affairs of domestic firms.

As foreign suppliers and customers become more essential to business activities,
companies frequently establish or acquire subsidiary companies that operate in for-
eign nations.To report financial statements on a consolidated basis to U.S. investors,
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the foreign operations of those affiliates need to be translated into U.S.dollars.Because
most foreign currency exchange rates fluctuate over time, a variety of issues arise in
the preparation of dollar-denominated financial reports.

This part of the chapter discusses three related aspects of financial reporting for
firms engaged in international business:

1. the reporting of transactions between foreign and domestic firms,when the trans-
actions are valued on the basis of the foreign currency;

2. the method used in translating the financial statements of foreign affiliates that
have been prepared in other currencies into U.S. dollars; and

3. the diversity of accounting practices that exist among nations and the emerging
efforts to achieve international harmonization of accounting practices.

FOREIGN CURRENCY TRANSACTIONS

If a U.S. company either buys from or sells to a foreign company, the firms must spec-
ify the currency that will be used to settle the resulting accounts receivable or
payable.Foreign currency transactions create receivables or payables that must be
settled in a foreign currency.These balances are said to be denominated in the for-
eign currency.

When a U.S. firm collects an account receivable that is paid in a foreign currency,
it then converts the foreign currency to dollars. Conversely, in order for a U.S. firm to
make payment of an account that is payable in a foreign currency, it must first convert
U.S. dollars into the foreign currency. In either case, the U.S. firm must buy or sell for-
eign currency at the current foreign exchange rate between the U.S.dollar and the
foreign currency. The foreign exchange rate specifies the number of U.S. dollars
needed to obtain one unit of a specific foreign currency.Note that direct rates for for-
eign exchange quote the number of U.S.dollars required for one unit of a foreign cur-
rency. Indirect rates indicate the number of foreign currency units required for one
U.S. dollar.The discussion in this chapter uses only direct quotations.

As a basis for discussion,hypothetical foreign exchange rates between the U.S.dol-
lar ($) and the British pound (£) for various dates are provided in Exhibit 13-4.These
rates show the number of U.S. dollars required to buy one British pound at the dates
indicated. If we assume the rate is 1.40 on April 1, 2001, then U.S. $1.40 is needed to
buy one British pound.

The information in Exhibit 13-4 includes spot rates and forward rates. A spot
rate is the rate of exchange for the immediate delivery of foreign currencies.A for-
ward rate is the rate of exchange for the future delivery of foreign currencies, and the
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Foreign Exchange Rates Between the U.S. Dollar ($)
and the British Pound (£), Spot and Forward Rates

Date $/£

April 1, 2001 Spot rate: 1.40
Forward rate: 30 days 1.395

60 days 1.38
90 days 1.37

May 30, 2001 Spot rate: 1.30

EXHIBIT 13-4     Hypothetical Foreign Exchange Rates
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market in which foreign currencies are bought and sold for future delivery is referred
to as a currency forward market. Exhibit 13-4 indicates that the 60-day forward ex-
change rate of dollars to pounds is 1.38. If a U.S. firm needs British pounds in 60 days,
it could contract today with a foreign exchange broker to buy pounds 60 days hence
at a price of U.S.$1.38 per pound.Alternatively, the firm could simply wait and buy the
pounds in 60 days at the prevailing spot rate on that date.

Firms frequently contract to buy or sell foreign currencies in the forward market
in order to protect against the risks of foreign exchange rate fluctuations. The ex-
change rates between most pairs of currencies change frequently in response to the
forces of supply and demand.As the number of U.S. dollars that is needed to buy a
unit of foreign currency increases (or decreases), that foreign currency is said to
strengthen (or weaken) against the dollar. As a result, if a U.S. firm has a foreign
currency-denominated receivable or payable, then the dollar value of the account will
vary as foreign currency exchange rates fluctuate.

The existence of forward markets for the foreign currencies of most major U.S.
trading partners allows managers to hedge, or protect against the risks of exchange
rate fluctuations.To illustrate,assume that on April 1,2001,the Reagan Company,a U.S.
firm, sells merchandise to Thatcher, Ltd., a British firm.The sales agreement specifies
that Thatcher will make a payment of £150,000 to Reagan in 60 days,on May 30,2001.
Sales are recorded using the spot rate on the date of sale, rather than the forward rate
for the date of anticipated collection. Because the spot rate of exchange at the trans-
action date,April 1, 2001, is 1.40 (see Exhibit 13-4), Reagan would record the account
receivable and sale at $210,000 ($1.40�150,000).
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Exhibit 13-4 shows that the spot rate of exchange on May 30, 2001, when the re-
ceivable balance is paid by Thatcher,Ltd.,has fallen to 1.30.This indicates that the U.S.
dollar has strengthened against the British pound and it requires fewer dollars to buy
British pounds. Conversely, because the Reagan Company has a pound-denominated
account receivable, the dollar value of the receivable has declined to $195,000 ($1.30
� £150,000).Reagan’s collection of the receivable would increase cash by $195,000,
but the entire receivable must be eliminated, so an exchange rate loss would be rec-
ognized for $15,000 ($210,000 �$195,000).

ASSETS � LIABILITIES � SHAREHOLDERS’ EQUITY

Accounts receivable Retained earnings
�$210,000 �$210,000

(Sales revenue)

ASSETS � LIABILITIES � SHAREHOLDERS’ EQUITY

Cash Accounts receivable Retained earnings
�$195,000 �$210,000 �$15,000 

(Foreign currency loss)
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In this example, the Reagan Company was exposed to the risk of exchange rate
fluctuations over the 60-day collection period.The firm held an accounts receivable
denominated in a foreign currency and incurred a loss because that foreign currency
weakened against the dollar.Consequently, the dollar value of the receivable declined.
Reagan could instead have chosen to protect itself against rate fluctuations at the date
of sale by contracting on April 1 with a foreign exchange broker to sell 150,000 British
pounds in 60 days at the 60-day forward exchange rate of 1.38.

Upon signing such a hedging contract, the Reagan Company would recognize
an account receivable from the currency broker for $207,000 ($1.38 forward rate
�150,000) in dollars to be received in 60 days. Reagan would also recognize an ac-
count payable to the broker for $210,000 ($1.40 spot rate�150,000), to be paid in
British pounds in 60 days, and a hedging expense of $3,000 ($210,000 account
payable less $207,000 account receivable).
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ASSETS � LIABILITIES � SHAREHOLDERS’ EQUITY

Accounts receivable Accounts payable Retained earnings
�$207,000 �$210,000 �$3,000

(hedging expense)

In effect, Reagan would have paid $3,000 to protect itself from exposure to for-
eign currency rate fluctuations over the collection term of the account receivable.
They would have an account receivable from Thatcher, Ltd. in British pounds that is
offset by a liability to the foreign exchange broker that also is denominated in British
pounds.

When the spot rate of exchange subsequently falls from $1.40 on April 1 to $1.30
on May 30, the Reagan Company would revalue downward by $15,000 the pound-
denominated receivables and payables. Because the $15,000 loss on the account re-
ceivable is exactly offset by the $15,000 gain on the account payable, no net gain or
loss results.

ASSETS � LIABILITIES � SHAREHOLDERS’ EQUITY

Accounts receivable Accounts payable
�$15,000 �$15,000

In summary,when a U.S. firm contracts either to receive or to pay future accounts
that are denominated in foreign currencies, there is an attendant risk of gains or losses
from fluctuations in foreign exchange rates. Usually, firms are able to insulate them-
selves from risk by hedging, which is accomplished by entering into contracts with
foreign exchange brokers to buy or sell foreign currencies at future dates.

The example in this section has shown how a firm would hedge a foreign cur-
rency account receivable by contracting to sell foreign currency in the future. Firms
with foreign currency accounts payable, however, would hedge in the opposite fash-
ion.They would hedge by contracting to buy foreign currency in the future. In either
case, the objective is the same: to have offsetting receivables and payables in the
foreign currency. Besides hedging foreign currency-denominated accounts receivable
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or payable, firms often hedge commitments to engage in future transactions.These can
include purchase commitments, sales agreements, employment contracts, and so on.

Hedging one’s exposure to foreign exchange rate fluctuations is similar in con-
cept to the payment of an insurance premium in order to avoid risk.Firms engaged in
international trade may have significant amounts of foreign currency-denominated fi-
nancial assets and liabilities. If these are left unhedged, gains and losses caused by
changes in exchange rates might account for a substantial portion of periodic profits
and losses. Rather than speculate on the future strength or weakness of the dollar,
most managers of industrial trading firms hedge to avoid exposure to exchange rate
fluctuations. Reality Check 13-2 describes how one firm hedges its exposures to for-
eign exchange rate fluctuations.
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General Motors Company is a major automotive producer. The company included the following disclosures related to the
management of its foreign exchange exposures in its 1997 financial statements (edited):

“GM is an international corporation with operations in over 50 countries and has foreign currency exposures at
these operations related to buying, selling, and financing in currencies other than the local currency. The magnitude of
these exposures significantly varies over time depending on the strength of local automotive markets and sourcing deci-
sions.

GM enters agreements in order to manage certain foreign exchange exposures in accordance with established pol-
icy guidelines. These agreements primarily hedge cash flows such as debt, firm commitments, and anticipated transac-
tions involving vehicles, components, fixed assets, and subsidiary dividends. GM uses foreign exchange forward con-
tracts as well as purchased and written foreign exchange options. Foreign exchange forward contracts are legal
agreements between two parties to purchase or sell a foreign currency for a price specified on the contract date with de-
livery and settlement in the future.”

Required

a. The Note discussion indicates that the firm attempts to hedge debt, firm commitments, and anticipated transactions.
Commitments and anticipated transactions are not formally recognized in the body of the financial statements, how-
ever. Discuss the advisability of hedging events that have not yet been recorded for financial statement purposes.

b. Provide an example of both a commitment and an anticipated transaction that exposes a firm to foreign currency
risk. In each case, describe how the risk might be hedged.

Solution

a. In attempting to insulate the firm from changes in foreign exchange rates, managers need not be bound by the com-
pleted transaction convention in financial accounting. Commitments are firm agreements to engage in future trans-
actions at specific amounts of foreign currency and, if unhedged, represent exposure in an economic sense. Antic-
ipated transactions, on the other hand, represent intentions rather than firm agreements, and in many cases these
anticipated transactions eventually may not occur. For this reason, it is arguable whether they represent economic
exposures to future exchange rate changes.

b. An example of a foreign currency commitment is a future purchase agreement made to a supplier, to be paid in a
specified amount of foreign currency. An example of an anticipated transaction would be budgeted sales to cus-
tomers abroad, with the sales proceeds to be received in foreign currencies. Regarding the purchase commitment,
if future exchange rates change, the cost of the inventory and the liability to the supplier will both be changed in
terms of U.S. dollars. The commitment could be hedged by selling the foreign currency for future delivery (by cre-
ating an offsetting account receivable denominated in the foreign currency). Regarding the future sales transactions,
it is not easily known whether the terms or the equivalent dollar amounts of those sales will be changed as a conse-
quence of future changes in foreign exchange rates. Because future sales represent expected future receipts of a for-
eign currency, the selling firm might hedge by contracting for a future sale of the foreign currency. It would be dif-
ficult to determine whether the foreign currency risks had been fully hedged, however, because the actual future sales
amounts are not presently known.

R E A L I T Y  C H E C K  1 3 - 2
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TRANSLATION OF FOREIGN CURRENCY 
FINANCIAL STATEMENTS

Foreign subsidiaries of U.S. firms usually prepare their financial statements in the cur-
rencies in which they transact their business,which is referred to as their functional
currency. The U.S. parent firm prepares its financial reports in U.S. dollars and, as a
consequence, the financial statements of the foreign subsidiaries must be translated
into U.S. dollars in order to be consolidated with those of the parent company.

To illustrate the process of translating foreign currency financial statements, con-
sider the balance sheets and income statements of Perot, Inc., a subsidiary of a U.S.
company, at the end of 2001, as shown in Exhibit 13-5. Perot, Inc., operates in Taiwan
and prepares its financial statements in New Taiwan dollars, or NT$. Because Perot,
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Perot, Inc.
Summary Income Statement and Balance Sheet

Year Ended December 31, 2001

(All Currencies in Millions)

Income Statement, Year Ended December 31, 2001

Account NT$ Translation Rate US$

Revenues 5,000 .04a 200.0
Expenses (4,200) .04a (168.0)

Net income 800 32.0

Balance Sheet, December 31, 2001

Account NT$ Translation Rate US$

Assets 8,500 .038b 323.0

Liabilities 4,600 .038b 174.8
Invested capital 2,500 .050c 125.0
Retained earnings 1,400 — 60.8
Translation adjustment — — (37.6)

Total 8,500 323.0

Analysis of Retained Earnings Changes During 2001

Account NT$ Translation Rate US$

Beginning balance 900 —d 40.5
Net income 800 —e 32.0
Dividends (300) .039f (11.7)
Ending balance 1,400 60.8

NOTES: aAverage exchange rate during 2001.
bCurrent (spot) rate on December 31, 2001
cHistorical rate when capital stock was issued.
dBeginning balance in U.S. dollars is obtained from the translated balance sheet
on January 1, 2001.

eSee translated income statement above.
f Historical rate when dividends were declared.

EXHIBIT 13-5     Translation of Foreign Currency Financial Statements
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Inc., is a subsidiary of a U.S. company, its financial statements must be translated into
U.S. dollars prior to consolidation with those of the U.S. parent.

Foreign exchange rates between U.S. and New Taiwan dollars must be used to
translate the various elements of Perot’s financial statements into U.S. dollars. Ac-
counting standards require the use of different rates for different financial statement
elements.The FASB specifies the following rates for translation (SFAS No.52,“Foreign
Currency Translation”):

• The average exchange rate during the reporting period is used to translate in-
come statement items. Average rates are appropriate when operating activities
have been level throughout the year,and changes in exchange rates have occurred
evenly throughout the year. Exhibit 13-5 shows that the average rate during 2001
was $0.04.Thus, it required US$0.04 to buy one NT dollar.

• The current exchange rate (the spot rate at the balance sheet date) is used to
translate asset and liability items. Exhibit 13-5 shows that the current exchange
rate was US$0.038 on December 31, 2001.

• Various historical exchange rates are used to translate the balances of invested
capital,beginning retained earnings,and dividends.Exhibit 13-5 shows that the ex-
change rate when Perot’s stock was issued was $.05,and the rate when dividends
were declared in 2001 was US$0.039.The balance of Perot’s retained earnings,
translated into U.S. dollars, was $40.5 million at the beginning of 2001.

The ending balance in retained earnings is not translated directly from Perot Inc.’s for-
eign currency balance sheet. Instead, it is computed in the following manner:

millions of US$

Retained earnings, beginning balance (January 1, 2001) $40.5
Add: Translated amount of net income (Exhibit 13-5) 32.0
Less: Translated amount of dividends (Exhibit 13-5) (11.7)
Retained earnings, ending balance (December 31, 2001) $60.8

Note in Exhibit 13-5 that the translated balance sheet for Perot, Inc. requires a
translation adjustment in order to remain in balance.This adjustment is required be-
cause not all balance sheet elements are translated at the same exchange rate. In
Perot’s case, the translated amounts of total assets are less than the translated amounts
of total liabilities and shareholders’equity (exclusive of the translation adjustment) by
$37.6 million. For this reason, $37.6 million must be subtracted from shareholders’
equity to restore the balance.

The interpretation of this translation adjustment is a matter of continuing contro-
versy.The FASB suggests the following interpretation:When a foreign subsidiary of a
U.S. firm has assets in excess of its liabilities, this is similar to a partially unhedged in-
vestment in a foreign currency. If a foreign currency strengthens (or weakens) against
the U.S.dollar, then this unhedged investment gives rise to an unrealized gain (or loss).
In Perot’s case, the foreign currency (NT$) has weakened against the U.S. dollar, and
the translation adjustment can be interpreted as an unrealized loss.Because the parent
company intends to maintain its investment in Perot, Inc. over the foreseeable future,
and because foreign currency exchange rates are likely to continue to fluctuate, it
would be premature to recognize such unrealized gains or losses in income.

Some analysts question the view that a firm’s net asset position should be viewed
as an unhedged foreign currency investment. Instead, they argue that investments in
nonmonetary items, such as inventories, property, plant, equipment, and other assets,
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should be accounted for based on the historical cost concept that underlies the parent
company’s financial statements.Translation of asset costs at current exchange rates
causes the U.S.dollar book values of the assets to change whenever the translation rate
fluctuates.For this reason,the translated book values do not represent historical costs.
In a partial recognition of this problem, the FASB has established a special set of “re-
measurement”rules for foreign currency financial statements in high-inflation countries.

Many analysts who otherwise accept the FASB’s interpretation of the net assets re-
ported in foreign currency financial statements object to the exclusion of gains or
losses from net income.These critics suggest that financial accountants have no spe-
cial expertise in identifying temporary versus permanent changes in currency ex-
change rates. If current exchange rates are determined in a well-functioning foreign
exchange market based on the trading activities of informed investors, these analysts
argue that the gains or losses that result from unhedged net assets or liabilities should
be reported as part of net income when they occur.

INTERNATIONAL VARIATIONS IN ACCOUNTING STANDARDS

Diversity pervades the world community.Variations in language, custom, cuisine, and
architecture, as well as in business,political, and social organizations,give truth to the
adage that “travel is broadening.” Although tour books routinely ignore the fact, ac-
counting standards also vary among nations. International diversity in accounting stan-
dards complicates the task for investor analysts when attempting to evaluate risks and
returns based on comparable financial information. Moreover, disparate accounting
standards and disclosure requirements impede the capability of firms to raise debt and
equity capital across national boundaries.

The accounting standards that have developed in a given nation or region reflect
to some extent the unique characteristics of the society and business community in
which they have evolved.Accordingly,as business firms become more international in
their activities, and as investors aim for greater international diversification of their in-
vestments, it becomes essential to understand the differences in accounting standards
that exist among nations.

UNDERLYING CAUSES OF ACCOUNTING DIVERSITY

Differences in accounting standards originate mainly from differences in the objec-
tives of financial reporting across nations. In turn, different objectives exist for finan-
cial reporting due to the differing characteristics of legal systems, the financial struc-
ture of business firms, the relation between financial and tax accounting, and other
factors.

Legal System Influences
The legal system of a nation influences the extent to which accounting standards es-
tablish general, flexible guides for reporting practices,as opposed to providing a com-
plete set of detailed, rigid rules with minimal scope for professional judgment by re-
porting firms. Countries such as the United States and the United Kingdom, for
example, have legal systems that rely on statutes, which are then interpreted by the
courts in a flexible manner to deal with the unique circumstances in individual cases.
Other nations, such as France and Germany, have legal systems in which laws are de-
signed to cover virtually all possible circumstances.

Corresponding to these differing legal systems, accounting rules in France and
Germany tend to be very detailed and explicit, leaving no scope for judgment.
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Accounting disputes are resolved by “looking up” the correct solution in the applica-
ble rule books. By contrast, and with some notable exceptions, U.S. and British ac-
counting standards tend to establish broad frameworks and allow considerable room
for interpretations and assumptions in individual cases.

Financial Structure Influences
The financial structure of a firm refers to the sources from which its investment cap-
ital is obtained. In the United States and the United Kingdom, a major portion of fi-
nancing is obtained by the sale of equity shares on security exchanges.These securi-
ties are typically held by diverse individuals and institutions that rely on published
financial reports for investment-relevant information. For this reason, the focus of fi-
nancial accounting standards is on the decision-making usefulness of published fi-
nancial reports.

In many other nations, including Germany and Japan, corporate financing is ob-
tained primarily from direct borrowings and from sales of equity securities to banks
and other financial institutions. In these cases, the lenders and investors are able to de-
mand relevant and timely financial information directly from the firm. Because major
lenders and investors do not depend on public financial reports,accounting standards
for public financial reports are determined by factors other than investor information,
such as conformity with the tax rules or the information needs of government eco-
nomic planners.

Taxation Influences
In countries such as Germany, Italy, France, and Japan, there is a very close correspon-
dence between financial reporting standards and the rules used to determine taxable
income. In these nations, there is no distinction made between the possibly different
measurements needed for purposes of government fiscal policy and the information
needs of investors.Revenues and expenses must be recognized for tax purposes in the
same periods in which they are reported to investors. Not surprisingly, accounting
standards in these countries tend to be very conservative relative to U.S.standards.For
example, price-to-earnings multiples (the ratio of market price per share to earnings
per share) are much higher in Germany and Japan than in the United States.This com-
parison suggests that investors consider German and Japanese earnings numbers to be
of higher quality (more conservative) than reported earnings of U.S. firms.

INTERNATIONAL DIFFERENCES IN 
SELECTED ACCOUNTING PRACTICES

This section considers five specific areas of accounting practice: accounting for good-
will in business acquisitions, consolidation policy, accounting for leases, pension re-
porting, and departures from historical cost in valuing assets. In each case, U.S. stan-
dards are compared to those in several major industrial nations.

Goodwill
As discussed in the first part of this chapter, goodwill arises in a business acquisition
when the buyer pays an amount that exceeds the fair value of the identifiable net as-
sets of the seller.The amount assigned to goodwill often accounts for a major portion
of the purchase price. For U.S. firms, reported earnings subsequent to the acquisition
must be reduced by systematic amortization of the amount attributed to goodwill.

In several European nations, including Germany, the Netherlands, and Italy, good-
will can be charged immediately to shareholders’ equity.As a result, the asset (good-
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will) does not appear on the balance sheet, and subsequent earnings are not reduced
by goodwill amortization.Managers of U.S. firms often claim that this difference in ac-
counting standards causes an “uneven playing field,”because their European counter-
parts can report higher profits subsequent to business combinations.

Until late in 1998,almost all British companies wrote off goodwill to shareholders’
equity immediately on acquisition. During this same period, U.K. firms often outbid
U.S.companies for acquisition targets because the goodwill that was immediately writ-
ten-off would not reduce future earnings. Recently, however, U.K. standards were
changed to require that companies capitalize purchased goodwill and amortize it
against future earnings over periods of up to 20 years.

Consolidations
Firms in the United States are required to consolidate all majority-owned subsidiaries.
Except for Australia,most major industrial nations do not require the consolidation of
nonhomogeneous subsidiaries, which are those whose major operating activities
take place in industries that differ from those of the parent company. U.S. automobile
manufacturers, for example, are required to consolidate their financing subsidiaries,
even though the activities are quite distinct from those of the parent companies.Amer-
ican managers argue that a substantial portion of the assets and debt controlled by for-
eign parent companies can easily be hidden on the books of unconsolidated, con-
trolled subsidiaries. As a consequence, financial ratio calculations that are based on
published financial statements can appear to be less favorable for U.S. firms.

Leases
As discussed in Chapter 12,“Additional Issues in Liability Reporting,” U.S. accounting
standards require that long-term leases be capitalized, or recorded as assets and lia-
bilities based on present value measurements when the lessee acquires both the risks
and the rewards of ownership.Although many advanced industrial nations have simi-
lar standards, the criteria they use to identify a capital lease are considerably more flex-
ible than those in the United States.As a result, most leases are interpreted as operat-
ing leases, in other words, as ordinary rentals of assets, rather than capital leases. In
Japan,most leases are designed as operating leases in order to minimize taxes. In Italy,
all leases are reported as operating leases.Therefore, lease disclosures are not compa-
rable between firms in these countries.

Pensions
The defined benefit type of pension plan that has been widely adopted by U.S. firms,
as discussed in Chapter 12, is relatively less important in other nations. In many coun-
tries,government-sponsored pension arrangements are more prominent than are com-
pany-sponsored plans, and most of the latter are defined contribution plans. Even in
cases where defined benefit plans do exist,only the U.S. requires an annual evaluation
of the discount rate that is used to estimate the value of the pension liability.This an-
nual evaluation has in recent years caused the amounts of unfunded pension liabilities,
and also the reported pension expense,to be more volatile for mature U.S. firms.More-
over,U.S. standards require much greater detail in the footnote disclosures of pension
assumptions, funding status, cost components, and other items.

Asset Valuations
American accounting standards generally require that assets be valued at historical
cost.Exceptions to this are the lower of cost or market (LCM) rules,which are applied
to the most current assets and the fair market value rules for investments in mar-
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ketable securities. In contrast,U.K.companies may choose to revalue tangible and in-
tangible noncurrent assets at the current replacement cost. Alternatively, tangible
noncurrent assets can be valued at current market values. France allows current cost
revaluations of tangible assets,but not intangibles.Because of extremely high inflation
rates,South American countries require that the historical costs of most noncurrent as-
sets be adjusted by a purchasing power index to reflect inflation.

INTERNATIONAL HARMONIZATION 
OF ACCOUNTING STANDARDS

Recent years have seen a burgeoning demand by foreign firms for debt and equity cap-
ital, which has been obtained by selling securities in other nations.This demand is
partly attributable to the wave of privatization in Eastern and Western Europe and in
South America. Privatization is the act of selling government-owned or controlled en-
terprises to private investors, and the resultant demands for investment capital often
exceed what is available in the local economies.

The demand for access to investment capital in other nations is also due in part
to international differences in the cost of capital. For example, because of a rigorous
and comprehensive set of financial reporting standards and well-regulated securities
markets, the cost of investment capital in U.S. financial markets is generally lower than
that in other Western nations. It can be quite costly, however, for foreign companies
that initially prepare financial statements in their domestic currencies and apply do-
mestic accounting standards to expand and recast their financial reports in a manner
that allows them to list their shares on foreign stock exchanges. As an example, in
1993,Daimler-Benz AG,a German automaker,decided to list its shares on the New York
Stock Exchange.To comply with U.S. financial reporting standards, the company in-
curred expenses that were estimated to exceed $500 million (“Foreign Firms Raise
More and More Money in the U.S.Markets,”The Wall Street Journal, October 5,1993).

The considerable amount of expense incurred by firms in preparing financial re-
ports to comply with multiple sets of accounting standards, as well as the difficulties
encountered by investor analysts in evaluating investment opportunities across na-
tional boundaries, has given impetus to efforts for creating international accounting
standards.This would require that financial statements worldwide conform to a single
set of accounting standards.

To promote harmonization of accounting standards throughout the world busi-
ness community, the International Accounting Standards Committee (IASC) was
formed in 1973.This committee is a joint effort, initially undertaken by professional ac-
counting groups in 10 Western nations (including the AICPA in the United States).The
IASC issues accounting pronouncements, termed International Accounting Standards
(IAS).To date, more than 36 such standards have been issued. Exhibit 13-6 contains a
statement by IASC of the reasons why international accounting standards are desir-
able.

The effectiveness of the IASC as a force for international harmonization is limited
by several factors. First, the committee has no power to enforce its standards. Recall
that in the United States, the authority of the FASB is backed by the endorsement of
the SEC, and firms must follow FASB pronouncements in order to list and sell securi-
ties. No similar authority exists to give credibility to IASC standards.

A second reason why IASC standards have failed to achieve harmonization is the
fact that the standards themselves usually fail to create a single method of accounting.
Instead, most standards enumerate and endorse a variety of accounting methods that
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are used by member nations. Only in this manner has the IASC been able to achieve
the consensus needed to issue its standards and no agreement exists among IASC
members regarding the set of accounting standards that is “best” for the international
financial market. For example, there is wide acknowledgment that U.S. accounting
standards require more elaborate and comprehensive disclosures than do the stan-
dards in other nations.Yet accounting groups in other nations argue that “more is not
necessarily better.” Financial reporting in the United States might be unduly compli-
cated and expensive, thereby putting extra burdens on preparers and users alike.

It is questionable whether any international group,whatever its composition,will
be able to achieve worldwide harmonization of accounting standards.Throughout the
earlier chapters of this book we have considered many of the FASB standards that gov-
ern financial reporting in the United States.As you have seen, such standards are the
result of a political process that attempts to balance the economic impact of ac-
counting rules across a variety of different constituencies, and similar processes exist
in other nations.Accordingly,existing accounting standards can vary from those in the
United States because a different political consensus has been achieved in those na-
tions. It may be naive to believe that the FASB,or its counterpart groups in other coun-
tries,will modify their standards purely in the interest of international harmonization.
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The Need for International Accounting Standards
At present, financial reports prepared for shareholders and other users involve principles
and procedures that can vary widely from country to country, and sometimes even within
a country. Accounting reports, therefore, can lack comparability. This is highly unsatisfac-
tory because

• it can cause preparation costs for financial reports that are much higher than neces-
sary. A multinational company may have to prepare different reports on its operations
for use in different countries; and

• businesses will want to have a uniform system for assessing financial performance in
their operations in different countries. They will also want their external reports to be
consistent with internal assessments of performance. These two objectives are not
achievable if accounting standards vary from country to country.

Investment analysts and other users of financial reports incur extra costs of analysis when
the reports are prepared according to different standards in different countries. They may
be confused in their interpretation of the reports. Effective competition among the capital
markets of the world may be impaired and companies may have to bear higher costs of
capital because of the difficulties involved in financial analysis. The credibility of account-
ing suffers. Accounting reports will significantly lose credibility if a company reports dif-
ferent profit numbers in different countries for given transactions.

International Accounting Standards are also of great usefulness for developing countries
or other countries which do not have a national standard setting body or do not have the
resources to undertake the full process of preparing accounting standards. The prepara-
tion of accounting standards involves considerable cost and, quite apart from the advan-
tages of uniformity, it would not be economic for each country to have a separate process.

The magnitude of cross-border financing transactions, securities trading, and direct foreign
investment is enormous, often in smaller as well as larger countries. The need of a single
set of rules by which assets, liabilities, and income are recognized and measured is urgent.

SOURCE: International Accounting Standards Committee (IASC) internet web site,
www.iasc.org.uk
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THE CHANGING INTERNATIONAL ECONOMIC CLIMATE

Financial reporting does not exist in a vacuum,and major international developments,
both planned and unplanned, will inevitably affect the form and content of financial
statements. Changes in international monetary arrangements, capital markets,
governmental fiscal policies, and business risks will ultimately impact the types of in-
formation that investors require from financial reports.Two major changes in the re-
cent international environment include the adoption of a supra-national currency by
several major European nations and the economic upheavals experienced by a num-
ber of Asian nations.

A Supra-National Currency
In the early 1990s, the European Union (EU) agreed to introduce a single European
currency in an effort to create a European Monetary Union.The euro, which was in-
troduced in early 1999, will coexist with existing national currencies for three years.
After that time, the national currencies of EU members will no longer be legal tender.
The expected advantages of this single currency include the elimination of risks due
to foreign currency fluctuations, savings in transactions costs with a resulting stimu-
lation of trade and investment, and the potential of lower inflation and interest rates
for some member nations.A single currency, however, implies a coordination of the
monetary policies of the member countries. Because monetary policy is very closely
tied to fiscal (taxation and government spending) policy, this also implies an evolving
similarity across nations in terms of political and social policies.

The introduction of the euro will have various direct and indirect effects on ac-
counting.Financial reports will be prepared in the common currency across all mem-
ber nations,and historical data will be recast in terms of the new currency.During the
transition process, firms may require that transactions be recorded in parallel curren-
cies (that is, the euro and the domestic currency). Firms’pricing policies,wage levels,
tax regulations,and overall business strategies may all be impacted by the introduction
of the euro.

The introduction of a common European currency might even displace the U.S.
dollar as the world’s leading currency. Governments, firms, and individuals may re-
consider the present prominence of the U.S. dollar as the currency in which to keep
reserves and issue debt. Potentially strong shifts in international capital flows could
change costs of capital (and the values of publicly traded debt and equity securities)
in ways that are difficult to predict.

The Asian Crisis
During the past few years, many Asian economies have experienced significant eco-
nomic upheaval, which has led to precipitous declines in the trading value of stocks
and bonds and the failures of many banks, industrial corporations, and other entities.
As the U.S.dollar has strengthened against most Asian currencies, the price of imports
from other nations has declined in the U.S.,while the cost of U.S.exports of goods and
services has increased to customers in other nations.

The ultimate impact of the Asian crisis on U.S. firms and on their financial reports
is presently unknown. Major factors that are affecting firms doing business in Asia
are currency devaluation and political instability in the region, as well as declining
share prices leading to higher costs of local financing.The stronger U.S. dollar makes
it harder for U.S. firms to market their now relatively more expensive products and ser-
vices abroad, while at the same time it increases the degree of domestic competition
from now relatively less expensive imports. In addition, the financial statements of
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many firms may require substantial write-downs of asset values.As Asian market values
have tumbled, the market values of debt and equity securities carried on the balance
sheets of many U.S. firms have fallen well below their carrying values. Moreover, even
the recorded values of investments in long-lived tangible assets in Asian countries may
need to be reduced.Managers also may need to expand their disclosures of significant
risks and uncertainties to assure that they adequately communicate the increased busi-
ness, financial, and political risks in their international activities.

SUMMARY OF LEARNING OBJECTIVES

1. Understand the reasons for reporting consolidated financial statements.
Business firms often expand by taking over existing firms. Most takeovers occur
as acquisitions, in which a buyer firm acquires a majority of the voting shares of a
seller firm.The buyer is thereafter referred to as the parent company,and the seller
as a subsidiary company. Both firms continue to exist as legally distinct corpora-
tions.Because they are under common control, their financial statements must be
consolidated for financial reporting purposes.

2. Appreciate how affiliated firms construct and report their consolidated
financial statements.
Consolidation requires adding together the assets, liabilities, revenues, and ex-
penses of the parent and subsidiary firms.A variety of consolidation adjustments
must be made to reflect the fact that both firms are now a single economic entity.
The following adjustments characterize most consolidations:
a. The balance of the parent’s investment account in the subsidiary must be

eliminated because, from a consolidated perspective, the subsidiary is not a
distinct economic entity.The subsidiary’s shareholders’ equity also must be
eliminated because its shares are not held outside the consolidated entity.

b. The subsidiary’s individual assets and liabilities may require revaluation in the
process of consolidation in order to reflect differences between the parent’s
cost of acquisition and their carrying values at the acquisition date. In subse-
quent periods, these revaluations may require adjustments to the revenues
and expenses used in computing consolidated income.

c. Intercompany borrowing and lending might result in accounts receivable and
payable on the balance sheets of a parent and its consolidated subsidiaries. If
so, these amounts must be eliminated.

d. Revenues and expenses reported on the consolidated income statement must
reflect only transactions with outside entities,which are firms that are not in-
cluded in the consolidation. Similarly, the carrying values of assets must ex-
clude any unrealized profits for assets that have been transferred among the
affiliated firms.

3. Understand how foreign exchange fluctuations affect the financial re-
porting of transactions conducted in foreign currencies.
Companies engaged in international trade often have accounts receivable or ac-
counts payable that are denominated in foreign currencies.Fluctuations in foreign
currency exchange rates affect the dollar value of such receivables and payables,
resulting in gains or losses.

The existence of forward markets for foreign currencies allows managers to
hedge and thereby protect against the risks of exchange rate fluctuations. Firms
with foreign currency receivables may contract to sell foreign currency in the fu-
ture, and firms with foreign currency payables may contract to buy foreign cur-
rency in the future. In either case, the firm’s goal is to have offsetting amounts of
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receivables and payables denominated in a given foreign currency.
4. Determine how financial statements prepared initially in foreign cur-

rencies are translated to U.S. dollars.
Foreign subsidiaries of U.S. firms usually prepare their financial statements in the
currencies in which they transact their business.For financial reporting purposes,
these foreign currency financial statements must be translated into U.S. dollars in
order to be consolidated with the U.S. parent.

Generally, an average exchange rate for the period is used to translate the in-
come statement; the current exchange rate on the balance sheet date is used to
translate assets and liabilities, and historical exchange rates are used to translate
most components of shareholders’ equity.As a consequence of using a variety of
exchange rates, the balance sheet requires a translation adjustment in order to bal-
ance.Currently,accounting standards do not recognize changes in this translation
adjustment as gains or losses in the income statement. Instead, the adjustment is
reported as a separate component of shareholders’ equity.

5. Appreciate the wide diversity of international accounting practices.
Many different sets of accounting standards coexist in the world economy. In any
given nation, local accounting standards are influenced by the unique character-
istics of the society and business community.Because international diversity in ac-
counting standards complicates the task of investment analysis and impedes the
international flow of capital, there is widespread interest in the establishment of
uniform worldwide accounting standards. Such efforts have had only limited suc-
cess to date, however.There is no consensus internationally that any existing set
of national standards would be best for all nations.

QUESTIONS

13-1 Distinguish between business growth through internal and external expansion.
Discuss several reasons why a firm might seek to expand externally,rather than
internally.

13-2 Explain how a firm might attempt to diversify risks by combining with other
business firms.

13-3 Business combinations usually occur in the form of mergers,consolidations,or
acquisitions. How do each of these types of combinations differ?

13-4 What advantages might a business acquisition offer as opposed to a merger or
a consolidation?

13-5 Evaluate the following statements:Accounting for goodwill makes no sense. If
a firm generates goodwill internally, the costs are written off as expenses,
and no related asset appears on the balance sheet. If, on the other hand, a
firm purchases goodwill by acquiring another firm, the amount paid for
goodwill is reported as an asset. How is an analyst supposed to make com-
parisons given these rules? Wouldn’t it be more sensible to make all firms
write off goodwill immediately?

13-6 Suppose that Psycho Company buys all of Somatic Inc.’s outstanding shares di-
rectly from Somatic’s existing shareholders. Describe how Somatic’s balance
sheet would be affected by the acquisition.

13-7 Describe what is meant by consolidated financial statements. In what circum-
stances should a parent company’s financial statements be prepared on a con-
solidated basis?
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13-8 Consolidation is mainly a process of adding together the financial statement
elements of a parent and its controlled subsidiaries with certain necessary
adjustments. Discuss why the following items may require adjustments in
preparing a consolidated balance sheet:
a. Investment in a subsidiary (on the parent’s balance sheet)
b. Shareholders’ equity (on the subsidiary’s balance sheet)
c. Accounts receivable
d. Accounts payable
e. Inventory
f. Goodwill
g. Property, plant, and equipment

13-9 Discuss why the following items may require adjustments when preparing a
consolidated income statement:
a. Income from a subsidiary (on the parent’s income statement)
b. Sales
c. Cost of goods sold
d. Depreciation and amortization expenses

13-10 Which of the following items would differ on a firm’s financial statements be-
fore and after consolidation of its subsidiaries? Explain your answers.
a. Total assets
b. Total liabilities
c. Shareholders’ equity
d. Sales
e. Expenses
f. Net income

13-11 Indicate how each of the following financial ratios changes after a consolida-
tion of a parent firm and its subsidiaries:
a. Debt-to-total assets ratio
b. Net income-to-shareholders’ equity ratio
c. Net income-to-total assets ratio
d. Net income-to-sales ratio
e. Current ratio

13-12 Respond to the following remarks: I just read in the financial pages that
Whale company owns 60 percent of Minnow Inc.’s shares.Whale Company
includes all of Minnow’s assets and liabilities and all of Minnow’s revenues
and expenses in its consolidated financial statements. It seems to me that
this is a misrepresentation. If Whale owns 60 percent of Minnow, then it
should only reflect 60 percent of Minnow in its financial statements.

13-13 Is it necessary for one firm to own more than 50 percent of the voting stock of
another firm in order to exert control over the investee firm? If not, how
should control be defined for purposes of deciding on the preparation of con-
solidated financial statements?

13-14 It is sometimes argued that consolidation may result in a loss of information
and may produce aggregations in the financial statements that are difficult to
interpret. Do you agree or disagree? In what areas, other than consolidations,
are accounting numbers too aggregated to serve investment analysts? Discuss.

13-15 Describe what is meant by a foreign currency transaction.
13-16 Which of the following events is a foreign currency transaction from the point

of view of the U.S. firm?
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a. A U.S. firm purchases inventory from a British firm, with payment to be
made in British pounds.

b. A U.S. firm sells to an Italian firm, with payment to be made in U.S. dollars.
c. A U.S. firm purchases from a Taiwanese firm, with payment to be made in

Japanese yen.
13-17 Explain whether a U.S. firm would experience a gain or a loss related to its un-

hedged accounts receivable or payable in each of the following cases:
a. A U.S. firm has accounts receivable in British pounds, and the pound

strengthens relative to the U.S. dollar.
b. A U.S. firm has accounts payable in Mexican pesos, and the peso weakens

relative to the U.S. dollar.
c. A U.S. firm has accounts receivable in French francs, and the franc weakens

relative to the U.S. dollar.
d. A U.S. firm has accounts payable in Canadian dollars, and the Canadian dol-

lar strengthens relative to the U.S. dollar.
13-18 Explain what is meant by a hedge of a foreign currency-denominated account

receivable or payable.
13-19 Assume that a U.S. firm has an account receivable in Swiss francs,with payment

due in 90 days,and wishes to hedge its exposure to currency rate fluctuations.
Explain the actions the U.S. firm would take to accomplish such a hedge. De-
scribe how the U.S. firm’s financial statements would be affected if the Swiss
franc strengthened relative to the U.S.dollar before the account receivable was
collected.

13-20 Distinguish between spot rates and forward rates of foreign currency ex-
change.Which rate would a U.S. firm use in order to report its balance sheet ac-
counts receivable in foreign currencies?

13-21 Explain why the financial statements of U.S. firms’ foreign subsidiaries must be
translated to U.S.dollars in order to prepare consolidated financial statements.

13-22 The balance sheets of foreign firms,prepared in their local currencies,must be
in balance (assets equal liabilities plus shareholders’equity).Yet when such bal-
ance sheets are translated to U.S. dollars, they usually require a “translation ad-
justment” in order to balance. Explain why this is so.

13-23 Identify the exchange rate (current, historical, or average) that would be used
to translate each of the following elements of a foreign subsidiary’s financial
statements to U.S. dollars:
a. Accounts receivable
b. Property, plant, and equipment
c. Total liabilities
d. Paid-in capital
e. Sales
f. Net income
g. Dividends

13-24 Assume that a foreign subsidiary of a U.S. firm acquired a parcel of land in 1998,
and that each year thereafter the functional currency of the foreign subsidiary
continues to weaken against the U.S.dollar.Describe how the carrying value of
the land would change on successive translated balance sheets of the foreign
subsidiary. Is the result sensible? What remedy could be suggested?

13-25 Describe the main factors that cause differences in accounting standards across
nations.
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13-26 Is worldwide harmonization of accounting standards a desirable objective? If
so, prepare a memo indicating how such accounting standards should be de-
veloped and enforced. If not, prepare a memo identifying the major reasons
why the costs of standardization outweigh its benefits.

13-27 Explain how the legal system of a nation can influence the types of accounting
standards that are established.

13-28 Explain how the prevailing financial structure of business firms can affect the
types of financial reports that are published.

13-29 Describe how taxation rules can influence the types of financial accounting
standards that are developed.How might this influence differ in nations where
there is no difference between income measurements for investor and taxation
purposes?

13-30 Identify several areas of accounting practice where there are substantial dif-
ferences among nations. In each case, defend what you consider to be the su-
perior practice.

EXERCISES

Purchased Goodwill
13-31 The following excerpt is from the acquisitions note contained in Tyler Corpo-

ration’s 1994 annual report:

On January 7, 1994, the company completed the purchase of Institutional Fi-
nancing Services, Inc. (IFS) . . . IFS was acquired for approximately $50,000,000
and the assumption of seasonal working capital debt of $12,800,000.The pur-
chase price and expenses associated with the acquisition exceeded the fair
value of IFS’s net assets by approximately $40,854,000, which has been as-
signed to goodwill.

Required
a. Why did Tyler Corporation pay over $40 million more than the fair value of

IFS’s net assets?
b. If  Tyler amortizes goodwill over 40 years,what would be the impact on the

income statement for the annual amortization?

Consolidation
13-32 Goliath Corporation purchased all of Masonry Corporation’s outstanding stock

on January 1,1999, for $6,000,000.The purchase price was paid as follows:Go-
liath Corporation issued 40,000 shares of its own common stock, par $1, with
a market price of $102/share,and cash paid of $1,920,000.The acquisition was
accounted for as a purchase.Therefore, Masonry’s income statement has been
included with Goliath’s since the acquisition date.The estimated fair value and
carrying value of the assets purchased and the liabilities assumed totaled
$7,600,000 and $2,100,000. The excess of the purchase price over the fair
value of the assets is being amortized over 40 years on a straight-line basis.

Required
a. Use the balance sheet equation to show how Goliath’s financial statements

will be affected by its acquisition of Masonry. (Assume that Masonry con-
tinues as a separate corporation.)

b. Determine any goodwill inherent in this acquisition.
c. Why did Goliath pay more than the fair value of Masonry’s net assets?
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Consolidation and Goodwill
13-33 On January 1,1999,Maplegrove Deli, Inc.purchased all of the outstanding stock

of Bizno’s Sub Shops, Inc. for $4,500,000.Maplegrove paid $2,000,000 cash and
issued 25,000 shares of its common stock, no par value, currently selling for
$100 per share.The estimated fair value and carrying value of Bizno’s assets
(purchased by Maplegrove) and liabilities (assumed by Maplegrove) approxi-
mated $6,200,000 and $1,920,000 respectively.The excess of the purchase price
over the fair value of the assets is being amortized over 40 years on a straight-
line basis.During 1999,Bizno’s earned a net income of $3,400,000 and paid div-
idends of $230,000.

Required
a. Use the balance sheet equation to show how Maplegrove’s financial state-

ments are affected at the date of acquisition.
b. How is Maplegrove affected by Bizno’s net income and dividends?
c. How much goodwill should Maplegrove amortize? Show the effect on

Maplegrove’s balance sheet equation.
d. What is the net amount Maplegrove earned from owning Bizno’s during the

year?

PROBLEMS

Consolidation: Adjustment to the Income Statement
13-34 Presented below are condensed income statements for the MHL Company and

its wholly owned subsidiary, PTE Inc., for the year ended December 31, 2000
(dollars in millions). MHL acquired its ownership of PTE in 1989.

MHL Company PTE Inc.
Sales $260 $180
Cost of sales (110) (75)
Other operating expenses (145) (85)
Net income* 5 20

*MHL has not recognized any income during 2000 related to its ownership of PTE’s
shares.

Required
Explain how each of the following items would affect your preparation of a
consolidated income statement for MHL and PTE:
a. During 2000, PTE made sales to MHL totaling $40 million.
b. At the end of 2000, MHL’s inventory includes $10 million for items pur-

chased from PTE.The cost of these sales incurred by PTE was $4.5 million.
c. At the beginning of 2000, none of MHL’s inventory consisted of goods pur-

chased from PTE.
d. Prepare a consolidated income statement for MHL Company for the year

1998.

Consolidation: Adjustments to the Balance Sheet
13-35 Presented below are condensed balance sheets for the ASAP Company and its

wholly owned subsidiary, BYOB Inc., at December 31, 1999 (dollars in mil-
lions):
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ASAP Company BYOB Inc.

Current assets $  30 $  55
Noncurrent assets 210 95

Total $240 $150

Liabilities $110 $  85
Shareholders’ equity 130 65

Total $240 $150

Required
Explain how each of the following items would affect your preparation of a
consolidated balance sheet for ASAP and BYOB:
a. The noncurrent assets of ASAP include its investment in BYOB at a value of

$65 million.
b. The current assets of BYOB include an account receivable from ASAP of $9

million.
c. The noncurrent assets of BYOB include land purchased from ASAP for $25

million.The cost of the land to ASAP was $7 million.
d. Prepare a consolidated balance sheet for ASAP Company on December 31,

1999.

Consolidation of Balance Sheets
13-36 Selected items from the unconsolidated financial statements of Tipton Financial

Services, Inc., and its wholly owned subsidiary are provided below.Tipton ac-
counts for its investment in Smartcom, Inc., using the equity method. Its in-
vestment cost is equal to Smartcom’s net asset book value (shareholders’equity).

Tipton Smartcom
(Dollars in thousands)

Total assets (including the investment) $ 420,000 $210,000
Total liabilities 230,000 190,000
Total shareholders’ equity 190,000 20,000
Sales 1,200,000 575,000
Interest expense 40,000 30,000
Net income 24,000 100

Required
a. Combine the two unconsolidated companies’ financial statements and show

the consolidated financial statements of Tipton, similar to Exhibit 13-2. Re-
member to eliminate Tipton’s investment against Smartcom’s shareholders’
equity.

b. Calculate the following ratios for Tipton before and after consolidation:

• Debt-to-total assets ratio

• Return on shareholders’equity ratio (use ending shareholders’equity to ap-
proximate the average)

c. Comment on any differences in these ratios before and after consolidation.

Statement of Consolidation Policy
13-37 Cabot Corporation, a producer of specialty chemicals and materials, reported

the following accounting policies for intercorporate investments:

Principles of Consolidation:The Consolidated Financial Statements include the
accounts of Cabot Corporation and majority-owned and controlled domestic
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and foreign subsidiaries. Investments in majority-owned affiliates where con-
trol is temporary and investments in 20 to 50 percent-owned affiliates are ac-
counted for on the equity method. All significant intercompany transactions
have been eliminated.

Required
a. Cabot noted only “majority-owned and controlled”subsidiaries are included

in the consolidation. Is it possible that majority ownership (greater than 50
percent) in a subsidiary would not constitute control? Discuss.

b. Why are subsidiaries that are less than 100 percent-owned included in the
consolidation?

c. Cabot used the equity method to account for investments in 20- to 50 percent-
owned affiliates.Explain how consolidation of these affiliates would affect
Cabot’s reported total assets, total liabilities, shareholders’ equity, and net 
income.

d. Cabot stated that all significant intercompany transactions were eliminated.
Provide several examples of intercompany transactions that require elimi-
nation in order to consolidate affiliated firms.

Effects of Consolidation on Selected Accounts and Ratios
13-38 Selected items from the unconsolidated financial statements of Mammoth Mo-

tors Company and its wholly owned subsidiary, Chattel Credit Corp., are pro-
vided below. Mammoth uses the equity method to account for its investment
in Chattel, and the investment cost is equal to Chattel’s book value of share-
holders’ equity.

Mammoth Chattel
Motors Co. Credit Corp.

(Dollars in millions)

Total assets (including investments) $29,000 $18,500
Total liabilities 15,500 17,700
Total shareholders’ equity 13,500 800
Sales 54,000 10,200
Interest expense 4,000 —
Net income 3,000 1,100
Income tax rate 35% 30%

Required
a. Determine how the following items would be valued in Mammoth Motors’

consolidated financial statements:

• Total assets

• Total liabilities

• Shareholders’ equity

• Sales

• Net income
b. Contrast the following financial ratios of Mammoth Motors before and after

consolidation with Chattel Credit:

• Debt-to-total assets ratio

• Return on assets ratio

• Return on shareholders’ equity ratio

• Operating income ratio

• Asset turnover ratio
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Interpreting Financial Statements: Affiliated Firms
13-39 Review Reebok’s financial statements in Appendix E.

Required
a. Read Notes 1 and 12. Identify any unfamiliar or unusual terms. Match the

terms presented in this chapter to the terms used by Reebok.
b. Determine whether Reebok’s relationships with its subsidiaries seem to

have a significant effect on the firm’s liquidity,profitability,capital structure,
or other important dimensions of the firm’s performance.

c. Does the firm use the equity method of accounting for its ownership of af-
filiated companies? How does the firm’s choice of method affect its results?
To the extent possible, characterize the method used as being either con-
servative, aggressive, or in-between in terms of its impact on net income.

Allocation of Acquisition Cost in a Purchase
13-40 Ronco, Inc.purchased all of the outstanding voting stock of Nanco,Ltd.on Jan-

uary 1, 1999, at a cost of $750 million paid in cash. On the acquisition date,
Nanco had the following assets and liabilities (dollars in millions):

Book Value Fair Market Value

Cash $  55 $  55
Other assets 820 950
Liabilities 430 364

Required
a. Explain why the fair market values of Nanco’s identifiable assets and liabili-

ties may differ from their book or carrying values at the acquisition date.
b. Determine the excess of Ronco’s investment cost over the book value of

Nanco’s net assets.
c. Determine the excess of Ronco’s investment cost over the fair market value

of Nanco’s net assets.
d. Is goodwill implicit in the investment cost incurred by Ronco? If so, what

amount would be reported as goodwill in Ronco’s consolidated balance
sheet on January 1, 1999?

Preparation of Consolidated Balance Sheet at Acquisition Date
13-41 On January 1, 1999,Tipper Company purchased all of Albert Inc.’s outstanding

stock.The post-combination balance sheets of both firms are listed below (dol-
lars in millions):

Tipper Company Albert Inc.

Cash $ 20 $ 5
Accounts receivable 120 65
Other assets 950 330
Investment in Albert, Inc. 410 —

Total assets $1500 $400

Liabilities $650 160
Shareholders’ equity 850 240

Total liabilities and shareholders’ equity $1500 $400
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Additional information:
1. On the date of acquisition,Albert Inc.’s other assets had a fair market value

of $380 million.All other components of net assets had fair market values
approximately equal to book values.

2. Albert’s accounts receivable include $25 million that is due from Tipper
Company.

Required
a. Assume that Tipper Company will report a consolidated balance sheet on

January 1, 1999. Indicate how each of the following items would be valued
in the consolidated statement:

• Accounts receivable

• Other assets

• Investment in Albert Inc.

• Goodwill

• Liabilities

• Shareholders’ equity

Valuation and Amortization of Goodwill
13-42 a. In the takeover battle between Viacom and QVC over Paramount, the po-

tential cost of acquiring Paramount varied between $8 and $11.5 billion.
How do you suppose a potential buyer (Viacom) would determine how
much to pay in order to acquire another firm (Paramount)? To what extent
would the assets and liabilities reported in Paramount’s balance sheet in-
fluence the amounts offered for Paramount’s ownership shares?

b. Assume that Viacom purchases Paramount for $11 billion and that the
recorded value of Paramount’s net assets at that date is $6.5 billion.For pur-
poses of subsequent financial reports, how would Viacom account for the
difference of $4.5 billion ($11 billion�$6.5 billion)? How would this dif-
ference affect the balance sheets and the income statements of Viacom in
subsequent years?

Business Acquisitions
13-43 Access the EDGAR archives (www.sec.gov/edaux/searches.htm) and lo-

cate the 8-K report filed by Disney Enterprises Inc. (formerly Walt Disney Co.)
on February 9, 1996.This report was filed on the successful acquisition of a
communications corporation. Examine the 8-K report and answer the follow-
ing questions based on scenario 1:
a. Which company did Disney acquire?
b. What were the separate revenue and operating incomes for each company

prior to the acquisition (for the year ended September 30, 1995)? Refer to
the Pro Forma Combined Condensed Statement of Income and identify the
revenue and operating income for the same period had the companies been
combined.

c. Separately calculate the operating income percentage and net income per-
centage (of net sales) for each company and for the combined company.
What are your observations?

d. What were the total assets and total liabilities of each company? Compare it
to the combined company.What do you observe?
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Foreign Currency Transactions
13-44 In each of the following examples, determine the gain or loss resulting from

foreign exchange transactions.All exchange rates are shown as the number of
U.S. dollars required to obtain one unit of foreign currency.
a. Bancroft Company purchases supplies and records an account payable of

100,000 Japanese yen.The exchange rate on the purchase date is $0.007.
When the account payable is paid, the exchange rate has risen to $0.008.

b. Vaughn Enterprises sells services and records an account receivable of
12,000 British pounds when the exchange rate is $1.55.Vaughan receives
payment in pounds from the British buyer when the exchange rate is $1.60.

c. Bishop Chess Company records an account payable of 60,000 Swiss francs
when the exchange rate is $0.65.At payment date, the exchange rate has
fallen to $0.62.

Foreign Currency Transactions
13-45 In each of the following examples, determine the gain or loss resulting from

foreign exchange transactions.All exchange rates are shown as the number of
U.S. dollars required to obtain one unit of foreign currency.
a. Shipley Company purchases supplies and records an account payable of

82,000 Japanese yen. The exchange rate on the purchase date is $0.009.
When the account payable is paid, the exchange rate has risen to $0.006.

b. Cameron Enterprises sells services and records an account receivable of
38,200 British pounds when the exchange rate is $1.38.Vaughan receives
payment in pounds from the British buyer when the exchange rate is $1.44.

c. Bishop Chess Company records an account payable of 82,000 French francs
when the exchange rate is $0.56.At payment date, the exchange rate has
fallen to $0.51.

d. Describe how the firm might have hedged its foreign currency exposure by
transactions to buy or sell foreign currencies in futures markets.

Foreign Currency Transactions: Unhedged
Accounts Receivable and Payable
13-46 In each of the following cases, determine the amount of gain or loss to be re-

ported in 1999 due to unhedged accounts receivable or payable that are de-
nominated in foreign currencies.All exchange rates are stated as the number of
U.S. dollars required to obtain one unit of foreign currency.
a. Asebrook Company recorded an account receivable of 10,000 British

pounds in 1999 when the exchange rate was $1.50. At year-end, the ex-
change rate had risen to $1.60.

b. Baker Company recorded an account payable of 1,000,000 New Taiwan dol-
lars in 1999 when the exchange rate was $0.04.At year-end, the exchange
rate had risen to $0.05.

c. Hanno Company recorded an account receivable of 100,000 Canadian dol-
lars in 1999 when the exchange rate was $0.75.At year-end, the exchange
rate had fallen to $0.68.

d. Pfeiffer Company recorded an account payable of 50,000 Swiss francs in
1999 when the exchange rate was $0.60.At year-end, the exchange rate had
fallen to $0.57.
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e. In each of these cases (a through d), describe how the U.S. firm might have
insulated itself from foreign exchange gains and losses by transactions in the
foreign exchange forward market.

Foreign Currency Transactions and Hedging Activities
13-47 On October 1, 1999, the Keaton Company, a U.S. firm, sold merchandise to

Chaplin, Inc., a British firm. The sales agreement specifies that Chaplin will
make a payment of £500,000 to Keaton in 120 days on February 1, 1999. Rele-
vant exchange rates are shown in the following table:

Date Rate $/£

October 1, 1999 Spot $1.50
30-day forward 1.48
60-day forward 1.46
90-day forward 1.42

120-day forward 1.40
December 31, 1999 Spot 1.46
February 1, 2000 Spot 1.51

Required
a. Determine the amount of the account receivable and sales revenue to be

recorded (in U.S. dollars) by the Keaton Company on the date of sale.
b. What amount of gain or loss would be reported by Keaton in 1999 and in

2000 if the foreign currency receivable is not hedged?
c. Describe how Keaton might hedge the above transaction in the forward

market for British pounds.What is the amount of income or expense asso-
ciated with the hedging transaction?

d. In retrospect on February 1, 2000, would it have been wise for Keaton to
hedge the account receivable? Explain.

Interpreting Financial Statements: Foreign Currency
Translation
13-48 Review Reebok’s financial statements in Appendix E.

Required
a. Read Notes 1 and 13. Identify any unfamiliar or unusual terms. Match the

terms presented in this chapter to the terms used by Reebok.
b. Does the firm’s treatment of foreign currency translations seem to have any

significant effect on its balance sheet? On its income statement?
c. What other impact might foreign currency translations have on the long-

term success or failure of this firm? On other aspects of its financial state-
ments? On other aspects of the firm’s performance?
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Foreign Currency Hedging
13-49 In Du Pont Corporation’s 1994 annual report,Note 27 contained the following

(partial) information:

Principal foreign currency exposures and related hedge positions on Decem-
ber 31, 1994, were as follows:

Open Contracts
Net Monetary to Buy(Sell)

Currency Asset (Liability) Foreign Currency Net After-Tax
(Dollars in millions) Exposure After Tax Exposure

British pound $(1,428) $1,427 $(1)
Dutch gilder $ 273 $ (271) $ 2
Italian lira $ 205 $ (206) $(1)

Required
Discuss the impact that hedging has had on Du Pont’s financial statements.

Advantages and Disadvantages of Comprehensive Disclosures  
13-50 a. Managers of U.S. firms sometimes allege that they are at a disadvantage

when selling securities in international markets because U.S.disclosure and
measurement standards are more comprehensive, stringent, and costly than
are those of most other nations.Assume that these managers are correct and
propose a solution to the problem.

b. Managers of non-U.S. firms sometimes argue that they are impeded from
selling securities in U.S. financial markets because U.S. reporting standards
are extensive and costly to implement.Propose a diplomatic solution to the
problem,with due consideration to the costs and benefits of foreign and do-
mestic business firms.

Translation of Foreign Currency Financial Statements
13-51 The balance sheet and income statement of Buchanen, Inc., a subsidiary of a

U.S.company, is shown below.Buchanen,Inc.operates in New Zealand and pre-
pares its financial statements in New Zealand dollars (NZ$).

Buchanen, Inc.
Balance Sheet and Income Statement

December 31, 2000
(NZ$ in millions)

Income Statement Balance Sheet

Revenues NZ$ 1,200 Assets NZ$ 1,500 Liabilities NZ$ 600
Expenses (900) Paid-in capital 150
Net income NZ$ 300 NZ$ 1,500 Retained earnings 750

NZ$ 1,500 NZ$ 1,500

Supplementary information:
Exchange rates (US$/NZ$):

Average during 2000 .55
Spot rate, December 31, 2000 .60
Historical rate when capital stock was issued .75
Beginning balance in retained earnings, in US$ $500.00

No dividends to shareholders were declared during 2000.
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Required
a. Translate Buchanen’s financial statements into U.S. dollars so that they can

be consolidated with those of the U.S. parent firm.
b. Has the U.S. dollar strengthened or weakened relative to the New Zealand

dollar during 2000? Explain how this change has affected Buchanen’s trans-
lated balance sheet.

c. Explain why a translation adjustment is required in order to bring the trans-
lated balance sheet into balance.

Reconciliation of Income and Shareholders’ Equity: 
The United States and the United Kingdom
13-52 Foreign companies whose shares are registered on U.S. security exchanges

must file a description of significant differences between U.S.and domestic ac-
counting principles with the SEC,as well as a reconciliation of net income and
shareholders’ equity under domestic and U.S. GAAP.

Antic Knights, plc, a British firm, included the following information in its
SEC filings for 2000:
1. Summary of Differences Between United Kingdom and United States Gen-

erally Accepted Accounting Principles:
(a) Acquisition Cost

Under United Kingdom GAAP, certain acquisition-related costs can be
immediately charged to retained earnings. Under United States GAAP,
these costs are charged to the statement of earnings as incurred. Exam-
ples of such items include certain costs related to the closure of facili-
ties and severances of terminated employees.

(b) Deferred Taxation
United Kingdom GAAP allows for no provision for deferred taxation to
be made if there is reasonable evidence that such taxation will not be
payable in the foreseeable future. United States GAAP requires provi-
sions for deferred taxation be made for all differences between the tax
basis and book basis of assets and liabilities.

(c) Goodwill and Other Intangibles
The Company writes off certain intangible assets, including goodwill,
covenants not to compete, and favorable lease rights, directly to re-
tained earnings in the year of acquisition. Under U.S. GAAP these intan-
gible assets would be capitalized as assets and amortized over their es-
timated useful lives.

2. Reconciliations of Net Income and Shareholders’ Equity:

Net Income Reconciliation Shareholders’ Equity Reconciliation
For the year ended For the year ended
March 31, 2000 March 31, 2000

(Pounds in Thousands) (Pounds in Thousands)

Net earnings before
extraordinary items £ 19,726 Shareholders’ equity £ 8,652

Amortization of goodwill (10,292) Goodwill 13,312
Acquisition costs (3,012) Deferred taxes (509)
Deferred income taxes (333) Other 1,172
Other (1,895)
Estimated earnings, Shareholders’ equity, 

U.S. GAAP £ 4,194 U.S. GAAP £22,627
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Required
a. For each of the indicated differences between U.S. and U.K. GAAP, indicate

which method of accounting you consider to be more suitable to the needs
of investor analysts. Explain your reasoning.

b. Based on the information provided,do you consider U.K.or U.S.GAAP to be
more conservative? Explain.

c. Based on the explanations of differences between U.K. and U.S. GAAP, ex-
plain why each of the individual reconciling items is added (or subtracted)
to convert to U.S. GAAP. (For example, why is goodwill subtracted in the in-
come reconciliation and added in the shareholders’ equity reconciliation?)

Reconciliation of Income and Shareholders’ Equity: 
The United States and Chile
13-53 Foreign companies whose shares are registered on U.S. security exchanges

must file a description of significant differences between U.S.and domestic ac-
counting principles with the SEC as well as a reconciliation of net income and
shareholders’ equity under domestic and U.S. GAAP.
Goldplate Company, Inc., a Chilean firm, included the following information:
1. Differences in Measurement Methods

The principal methods applied in preparing the accompanying financial
statements that have resulted in amounts which differ from those that
would have otherwise been determined under U.S. GAAP, are as follows:
(a) Inflation Accounting

The cumulative inflation rate in Chile, as measured by the Consumer
Price Index,for the three-year period ended December 31,2000,was ap-
proximately 85 percent.

Chilean accounting principles require that financial statements be
restated to reflect the full effects of loss in the purchasing power of the
Chilean peso on the financial position and the results of reporting enti-
ties’ operations.The method is based on a model in which net inflation
gains or losses caused by monetary assets and liabilities exposed to
changes in the purchasing power of local currency are calculated by re-
stating all nonmonetary accounts of the financial statements.

The inclusion of price-level adjustments in the accompanying fi-
nancial statements is considered appropriate under the prolonged in-
flationary conditions affecting the Chilean economy.

(b) Revaluations of Property, Plant, and Equipment
Certain property, plant, and equipment are reported in the financial
statements at amounts determined in accordance with a technical ap-
praisal carried out in 1997. Revaluation of property, plant, and equip-
ment is an accounting principle not generally accepted in the United
States.

(c) Vacation Expense
The cost of vacations earned by employees is generally recorded by the
Company on a pay-as-you-go basis.Accounting principles generally ac-
cepted in the United States require that this expense be recorded on the
accrual basis as the vacations are earned.
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(d) Inventory Valuation
Finished and in-process products are reported on the financial state-
ments at the replacement cost of the raw materials included therein and
therefore exclude labor and overhead, the practice of which is contrary
to U.S. GAAP.

(e) Write-Up of Noncurrent Asset
Net income reported in the Chilean GAAP financial statements as of De-
cember 31, 2000, includes the effects of the reversal of a valuation al-
lowance recorded in prior years to writing down the carrying value of
disposable land to estimated market value.

2. Reconciliations of Net Income and Shareholders’ Equity:

Net Income Reconciliation Shareholders’ Equity Reconciliation
For the year ended For the year ended
March 31, 2000 March 31, 2000

(CH$ in thousands) (CH$ in thousands)

Net income, Shareholders’
Chilean GAAP CH$ 14,201,342 equity CH$ 36,773,825

Depreciation on Property
revaluation 43,188 revaluations (4,259,726)

Provision for vacations (58,984) Inventory costing 67,592
Reverse asset write-up (1,744,402) Other (2,154,501)
Other 627,904 Shareholders’
Net income, equity,

U.S. GAAP CH$ 13,069,048 U.S. GAAP CH$ 30,427,190

Required
a. For each of the individual differences between U.S. and Chilean GAAP, indi-

cate which method of accounting you consider to be the most useful to in-
vestor analysts. Explain your reasoning.

b. Based on the information provided above, do you consider Chilean or U.S.
GAAP to be more conservative? Explain.

c. Discuss why each of the individual reconciling items is added (or sub-
tracted) in converting from Chilean to U.S. GAAP.

Interpreting Financial Statements: Affiliated Firms
13-54 The PolyGram Group includes businesses around the world that are chiefly in-

volved in acquisition, production, and marketing in the music industry, as well
as the manufacture, sale, and distribution of prerecorded sound carriers, such
as compact discs,cassettes,and records. In addition,PolyGram is engaged in ac-
tivities with respect to music video, in the production of films and television
programming, and in music publishing. Its income statements are summarized
below (in millions of Netherlands guilders).
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1994 1993

Net sales 8,600 7,416
Direct costs of sales (4,543) (3,909)

Gross income 4,057 3,507
Selling, general and administrative expenses (2,988) (2,575)

Income from operations 1,069 932
Financial income and expenses 8 (5)
Income before taxes 1,077 927

Income taxes (302) (264)
Income after taxes 775 663

Equity in income of nonconsolidated companies (9) (20)
Group income 766 643

Minority interests (28) (29)
Net income 738 614

Required
a. Discuss any unusual terms or disclosure practices in PolyGram’s income

statement.
b. Discuss how and why PolyGram’s income has been reduced due to minor-

ity interests and other interests in affiliated companies.
c. Did these interests have a significant effect on PolyGram’s income? Why?
d. What other information would you like to have about PolyGram’s interests

in affiliated companies? Why?
e. Evaluate PolyGram’s profitability. Consider its operating income separately

from group income and from net income.

Interpreting Financial Statements: Effects of U.S. GAAP
13-55 Polygram’s financial statements included the following additional disclosure

(see preceding problem):
The calculation of Net income . . . substantially in accordance with U.S. GAAP,
is as follows (in millions of Netherlands guilders):

1994 1993

Net income per PolyGram’s Consolidated
Statements of Income 738 614

Adjustments to reported income:
a. Amortization of goodwill (27) (26)
b. Amortization of intangible assets (57) (64)
c. Remeasurement of financial statements

of entities in hyper-inflated countries (13) 5
d. Other 5 5

Approximate net income in accordance
with U.S. GAAP 646 534
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Required
a. Discuss any unfamiliar terms used by PolyGram in this note.
b. How have the applications of U.S. GAAP affected PolyGram’s reported net

income? Do these differences seem significant? Why?
c. Reevaluate PolyGram’s profitability (see preceding case). Does this new in-

formation change your assessment of PolyGram’s profitability? How?
d. Why do you think PolyGram reports net income at higher levels in its pri-

mary financial statements and then at lower levels after applying U.S.GAAP?
e. Which of PolyGram’s disclosures of net income is more conservative? Which

is more comparable to other U.S. companies? Which would you prefer as a
manager? As an investor? As a financial analyst? Discuss these differences.

Foreign Currency Effects
13-56 Boise Cascade Company is a major producer of paper,building,and office prod-

ucts.The company reported the following items related to foreign exchange
gains and losses in its 1993 financial statements (dollars in thousands):

1993 1992

Foreign exchange gain $1,610 $6,590

Notes:
Foreign exchange gains and losses reported on the Statements of Income
(Loss) arose primarily from activities of the Company’s Canadian subsidiaries.
On December 31, 1993, contracts for the purchase of 50,000,000 Canadian
dollars were outstanding. Gains or losses in the market value of the forward
contracts were recorded as they were incurred during the year and partially
offset gains or losses arising from translation of the Canadian subsidiaries’ net
liabilities.

Required
a. The Note discussion indicates that the firm, through its Canadian sub-

sidiaries,has net liabilities, in Canadian dollars.Explain the meaning of this
term.

b. From the information provided, are you able to tell whether the U.S. dollar
strengthened or weakened against the Canadian dollar during 1993? Ex-
plain.

c. Does Boise Cascade attempt to fully “hedge” its foreign currency transac-
tions? Explain.

Foreign Currency Effects
13-57 Kimberly-Clark is a global corporation whose primary product is diapers and

tissues.Access the EDGAR archives (www.gov.sec/edaux/searches.htm) to
locate Kimberly-Clark’s 1995 10-K.Answer the following questions based on its
Note on Foreign Currency Related Issues.
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a. What is the dollar impact of foreign currency transactions included in con-
solidated net income?

b. How does the company translate the financial statements of foreign opera-
tions other than those in hyper-inflationary economies?

c. How does the company translate monetary assets (accounts receivable and
cash) of subsidiaries located in hyper-inflationary economies?

d. Determine the dollar impact on the company of the Mexican peso devalua-
tion in 1995.

Financial Analysis in the U.S. and U.K.
13-58 Access the EDGAR archives (www.sec.gov/edaux/searches.htm) and lo-

cate the Schedule 14D1 filing (February 1,1995) made by Cadbury Schweppes
on the successful acquisition of Dr. Pepper/Seven-Up Companies Inc. Hint:
Search on “Cadbury” or “Dr. Pepper.” Examine the section that contains the fi-
nancial statements of the U.K. corporation and locate the information on dif-
ferences between U.K. GAAP and U.S. GAAP. In this section, the company has
provided a GAAP reconciliation.

Required
a. What are the primary reasons for the differences in net income and share-

holders’ equity from U.K. GAAP to U.S. GAAP.
b. Explain the treatments of goodwill and trademarks under U.K. GAAP. How

do these differ from U.S. GAAP?
c. Calculate the return on equity under both U.K. and U.S. GAAP. Explain how

the different accounting standards have an impact on the computed ratios.

Financial Analysis in the U.S. and U.K.
13-59 Access the EDGAR archives (www.sec.gov/edaux/searches.htm) and lo-

cate the Schedule 14D1 filing made by either Amdura Corporation or FKI plc
on March 22, 1995 (they are identical). Hint: You can search for this filing on
the SEC database by inputting the name of either company. It was filed when
FKI plc, a U.K. corporation, made a successful tender offer for Amdura Corp., a
U.S.corporation.The Schedule 14D1 contains,among other things, the financial
statements of FKI plc as per U.K. GAAP and a reconciliation of its net income
and shareholders’ equity as per U.K. GAAP to the U.S. GAAP equivalent.

Required
a. Calculate the return on equity of FKI plc per U.K.GAAP and per U.S.GAAP.

Explain the major reasons for the difference.
b. Calculate the return on assets and operating income percentage of FKI per

U.K. GAAP and U.S. GAAP, and explain the difference.
c. Compare the ratios of FKI plc with the return on equity, return on assets,

and operating income percentage of Parker-Hannifin (access EDGAR for the
raw data to compute the ratios), a U.S.-based competitor of FKI plc. Should
one use the U.S.GAAP-based numbers or the U.K.GAAP-based numbers for
FKI plc? 
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c h a p t e r

14
LEARNING OBJECTIVES

1. Understand and interpret comprehensive income.
2. Interpret the financial statements of firms that have undertaken accounting

changes.
3. Analyze information about operating segments.
4. Describe annual and interim reports.
5. Identify reports filed with the Securities and Exchange Commission (SEC).
6. Explain the efficient market hypothesis and its implications for accounting.
7. Describe the two major roles of financial accounting.
8. Understand the motivations for and methods of earnings management.

INTRODUCTION

This chapter deals with several important financial reporting issues that have not yet
been fully addressed. These issues include comprehensive income, accounting changes,
operating segment disclosures, annual and interim reports, reports filed with the SEC,
the relationship between accounting information and stock prices, and a synthesis of
the major roles that financial accounting information plays in our society. An under-
standing of these topics will make you a more sophisticated user of accounting infor-
mation.

COMPREHENSIVE INCOME

A major focus of this text has been on net income and the long-standing conventional
income statement. As of 1998, however, firms are required to disclose another im-
portant income measure: comprehensive income.The motivation for requiring dis-
closure of this new measure is that generally accepted accounting principles (GAAP)
mandate that certain changes in the value of assets and liabilities be excluded from net
income.

To illustrate, recall the treatment of marketable equity securities described in
Chapter 6, “Current Assets.”At year-end, the carrying value of securities classified as
available-for-sale is increased or decreased to reflect current market value. However,
that value change is not reflected in net income. Instead, the value change is included
in a separate component of shareholders’ equity. The Financial Accounting Standards
Board (FASB) adopted this treatment due to the lobbying efforts of corporate man-
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agers. Managers prefer to exclude from income items that are volatile and that make
income more difficult to control. The FASB reached a compromise: The securities are
revalued, but the value change is excluded from net income until the securities are
sold.

Many financial statement readers believe that this exclusion and several other sim-
ilar ones reduce the usefulness of the net income figure. Because of this, the FASB
now requires firms to report comprehensive income, which is defined as net income
plus revenues, expenses, gains, and losses that are excluded from net income. These
items include unrealized gains and losses on certain marketable securities, foreign cur-
rency items, changes in the market value of certain futures contracts, and changes in
the additional pension liability provision.

Financial Statement Presentation
In displaying comprehensive income, firms can choose from the one-statement ap-
proach or the two-statement approach (a third approach is available, but the FASB dis-
courages its use).The two-statement approach leaves the conventional income state-
ment intact and a new statement, the statement of comprehensive income, is
included. This statement starts with net income and the other items of comprehensive
income are then added to net income. The final figure is comprehensive income. Ex-
hibit 14-1 contains an example of the two-statement approach.

The one-statement approach extends the conventional income statement. Al-
though the conventional format ends with net income, the extended statement in-
cludes the other items of comprehensive income to net income. The final figure of
that statement would then be comprehensive income. Exhibit 14-2 illustrates the one
statement approach.
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Bosch, Inc.
Statement of Income

Year ended December 31, 2001
(dollars in thousands)

Net sales $250,000
Cost of products sold 150,000
Gross profit 100,000
Marketing and administrative expenses 40,000
Operating profit 60,000
Income taxes 25,000
Net income $35,000

Bosch, Inc.
Statement of Comprehensive Income

Year ended December 31, 2001
(dollars in thousands)

Net income $35,000
Other comprehensive income, net of tax:

Foreign currency translation adjustment 4,000
Unrealized loss on securities (5,000)

Comprehensive income $34,000

EXHIBIT 14-1     Comprehensive Income: Two-Statement Approach
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Assessment of Comprehensive Income Reporting
Differences between net income and comprehensive income arise solely because
GAAP requires that the recorded value changes in certain assets and liabilities be ex-
cluded from net income. Many FASB critics argue that these exclusions are the result
of undesirable political compromises by the FASB and reduce the usefulness of net in-
come. The required disclosure of comprehensive income has the effect of reporting a
figure that would equal net income if the FASB had not made those compromises.
Thus, many financial statement readers view comprehensive income as a more useful
number than net income. This suggests that analyses and ratio calculations that in-
clude net income should also be conducted using comprehensive income.

ACCOUNTING CHANGES

The term accounting changes includes three types of accounting events:

• A change in accounting principle,

• A change in accounting estimate, and

• A change in reporting entity.

Since the accounting for each type of change is different, they are discussed sep-
arately.

Change in Accounting Principle
In many situations, corporate managers are free to choose from several acceptable ac-
counting methods. For example, LIFO or FIFO can be used for inventory valuation,
and an accelerated or straight-line method can be used to calculate depreciation ex-
pense. Although managers can choose between alternative GAAP, once a method is
selected, it should be used consistently from period to period. This enhances the in-
terperiod comparability of financial statements. In other words, if a firm consistently
uses the same accounting principles from one period to another, changes in the fi-
nancial statement numbers over time will likely reflect changes in the underlying eco-
nomics of the firm, rather than the effect of an accounting principle change.
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Bosch, Inc.
Statement of Income and Comprehensive Income

Year ended December 31, 2001
(dollars in thousands)

Net sales $250,000
Cost of products sold 150,000
Gross profit 100,000
Marketing and administrative expenses 40,000
Operating profit 60,000
Income taxes 25,000
Net income 35,000
Other comprehensive income, net of tax:

Foreign currency translation adjustment 4,000
Unrealized loss on securities (5,000)

Comprehensive income $  34,000

EXHIBIT 14-2     Comprehensive Income: One-Statement Approach
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Although the consistent use of accounting principles is desirable, firms do occa-
sionally change from one principle to another. Because financial statement readers do
not usually expect such changes, these changes are highlighted in the auditor’s report.
Since the existence of an accounting change dramatically alters the interpretation of
financial statements, a review of the auditor’s report should always be one of the first
steps in the analysis of financial statements.

An accounting principle change can be accounted for in several ways. Each ap-
proach is used only in clearly defined circumstances.

General Rule To illustrate the general rule, consider a change in the depreciation
method for a machine that originally cost $3,700, has an estimated salvage value of
$700, and an estimated life of five years. Assume that during the first two years of the
machine’s life, the straight-line method was used. In the third year, the sum-of-the-
years’ digits method was adopted.

The general rule requires a cumulative effect adjustment. In the year of the
change, the account balances are restated to show the amounts that would have ap-
peared if the new method had been used all along. This requires a comparison of de-
preciation charges under the two methods.

Annual depreciation expense under the straight-line method is $600 [($3,700�
$700)/5], or a total of $1,200 for the first two years. Under the sum-of-the-years’digits
method, total depreciation expense for the first two years would be $1,800:

Depreciable Base Fraction Depreciation

Year 1 ($3,700 �$700) � 5/15 � $1,000
Year 2 ($3,700 �$700) � 4/15 � 800

$1,800

If the sum-of-the-years’ digits method had originally been used, depreciation ex-
pense for the two years would have been higher by a total of $600. What effect would
this have had on the accounting records at the beginning of year three? First, accu-
mulated depreciation would have been higher by $600. Second, because depreciation
expense would have been higher, net income and retained earnings would have been
lower by $600. The analysis (which for simplicity ignores the tax effect) is as follows:
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The cumulative effect of $600 appears as the last item on the income statement
in the year of the accounting principle change. Future years’ depreciation expenses
are based on the sum-of-the-years’ digits method.

The general rule for reporting an accounting principle change results in two in-
consistencies between the year of the change and prior years:

ASSETS � LIABILITIES � SHAREHOLDERS’ EQUITY

Accumulated depreciation Retained earnings
�$600 �$600 (Cumulative effect of

accounting principle change)
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1. The cumulative effect of adopting the change is included in the adoption year’s in-
come. No comparable amount appears in prior or subsequent years’ income.

2. Depreciation expense in the year of the change is based on the new method,
while in prior years it was based on the old method.

Because of these inconsistencies, GAAP requires footnote disclosure of what net
income would have been in the current and prior years had the new method been
used. Many accountants refer to these as pro forma amounts. Because the pro
forma amounts are based on the new accounting principle, valid comparisons can be
drawn between the current and prior years. Valid comparisons can also be made be-
tween the pro forma amounts and the regularly reported results of future years.

Exhibit 14-3 contains a condensed income statement and a note from the 1997 fi-
nancial statements of BE Aerospace, Inc. (BE), the world’s largest manufacturer of
commercial aircraft cabin interior products, such as aircraft seats, food and beverage
preparation and storage equipment, and in-flight entertainment systems. In 1996, BE
evaluated its accounting policy of capitalizing (recording as an asset) engineering
costs incurred before a contract had been signed with a customer. This policy is rather
liberal and results in higher reported asset values and higher reported income. In
1996, BE adopted the more conservative policy of expensing these costs. BE’s new
policy is more consistent with that used by most of its rivals. BE appropriately ac-
counted for this accounting principle change by using the cumulative effect adjust-
ment, which is included in the 1996 income statement.

Under the cumulative effect approach, intertemporal (across time) comparability
of net income is compromised both by inclusion of the cumulative effect in 1996 net
income and by the fact that a policy of capitalization was employed prior to 1996 and
a policy of expensing was used starting in 1996. The note included in Exhibit 14-3 pro-
vides pro forma amounts that restate net earnings (loss) for 1996 and 1995, assuming
retroactive application of the new (expensing) policy. Because the reported results for
1997 are based on the new policy, pro forma amounts are not necessary. Given that
the reported 1997 figures are based on the new policy and the pro forma amounts for
1996 and 1995 are based on retroactive application of the new policy, the appropri-
ate intertemporal comparisons are as follows (in thousands):

1997 1996 1995

Net earnings (loss) $13, 709 $(60,081) $(35,398)

Reality Check 14-1 contains information about an accounting principle change
made by Seaboard Corporation.

Exceptions Some accounting principle changes are accounted for retroactively.
Under this approach, prior years’ financial statements are restated to reflect the use
of the new method. The obvious advantage of the retroactive approach is that the fi-
nancial statements of the current and prior years are based on a common set of ac-
counting principles. However, reissuing financial statements with numbers different
from those that originally appeared may dilute the public’s confidence in financial
reporting.

The retroactive approach is only used in the following situations:

1. a change from LIFO to another inventory method,
2. a change in the method of accounting for long-term construction contracts,
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3. a change to or from the full-cost method by firms in the extractive industries,
4. a change made by a firm issuing financial statements to the public for the first

time, or
5. when required as part of the transition process for a new FASB standard.

The first three changes often result in large cumulative effects that would greatly
compromise the interperiod comparability of financial statements. Consequently,
these changes are accounted for by retroactive restatement. The fourth situation is one
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BE Aerospace, Inc.
Consolidated Statement of Operations (Condensed)

(Dollars in Thousands)

1997 1996 1995

Net sales $412,379 $232,582 $229,347
Cost of sales 270,557 160,031 154,863
Gross profit 141,822 72,551 74,484
Other expenses 126,591 132,632 93,356
Earnings (loss) before income taxes and

cumulative effect of accounting change 15,231 (60,081) (18,872)
Income taxes 1,522 — (6,806)
Earnings (loss) before cumulative

effect of accounting change 13,709 (60,081) (12,066)
Cumulative effect of change in accounting

principle — (23,332) —
Net earnings (loss) $  13,709 $ (83,413) $ (12,066)

Note 2. Accounting Change. In fiscal 1996, the Company undertook a comprehensive re-
view of the engineering capitalization policies followed by its competitors and others in its
industry peer group. The results of this study and an evaluation of the Company’s policy led
the company to conclude that it should adopt the accounting method that it believes is fol-
lowed by most of its competitors and certain members of its industry peer group. Previously,
the Company had capitalized precontract engineering costs as a component of inventories,
which were then amortized to earnings as the product was shipped. The Company now ex-
penses such costs as they are incurred. While the accounting policy for precontract engi-
neering expenditures previously followed by the Company was in accordance with gener-
ally accepted accounting principles, the changed policy is preferable.

The effect of this change in accounting for periods through February 25, 1995 was a
charge of $23,332 ($1.44 per share); the effect of expensing engineering costs for the year
ended February 24, 1996 was a charge of $42,114 ($2.60). The following table summa-
rizes the pro forma net earnings (loss) and per share amounts for each period presented.
Primarily as a result of this accounting change, inventories decreased by $65,446 as of Feb-
ruary 24, 1996.

Pro forma amounts assuming the change in application of the accounting principle ap-
plied retroactively (unaudited) are as follows:

Year Ended
February 24, 1996 February 25, 1995

Net loss $(60,081) $(35,398)
Net loss per share $ (3.71) $ (2.20)

EXHIBIT 14-3     Accounting Principle Change: Cumulative Effect Approach
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in which the general public has not previously seen the firm’s financial statements. Ac-
cordingly, the public would be best served by a set of financial statements that is com-
parable across time periods. The fifth exception acknowledges that the FASB uses a va-
riety of transition methods when issuing new standards.

Change in Accounting Estimates
Many financial statement figures are based on estimates. Depreciation expense and
the book value of fixed assets, for example, are determined by estimates of useful lives
and salvage values. As another example, uncollectible accounts expense and the net
value of accounts receivable are based on estimates of the number of customers that
will not honor their obligations to the firm.

An inherent aspect of estimates is that they do not always prove to be correct. Con-
ceptually, changes in accounting estimates could be accounted for retroactively. That is,
when an estimate proves faulty, prior years’financial statements could be restated. How-
ever, that treatment has been rejected by the accounting profession. For most firms of
even modest size, a large number of estimates will miss their mark. The retroactive ap-
proach would result in firms continually restating financial statements, which would se-
riously compromise the credibility and usefulness of financial reporting.

Instead, changes in accounting estimates are accounted for prospectively by in-
cluding them in the year of the change and in future years, if appropriate. To illustrate,
assume that a machine is acquired for $14,000 in 1999. It has a salvage value of $2,000
and an estimated life of five years. Straight-line depreciation is used and the annual de-
preciation charge is $2,400:
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Seaboard Corporation reported the following financial information (dollars in thousands):

1997 1996 1995

Earnings before cumulative effect of
accounting change $30,574 $2,840 $20,202

Cumulative effect of changing the
accounting for inventories, net
of tax expense of $1,922 — 3,006 —

Net earnings $30,574 $5,846 $20,202

Assume that other than the cumulative effect, earnings were not materially affected by the change.

Required

Identify the earnings number for each year that would permit valid comparisons.

Solution

Because 1996 was the only year affected by the change, reported earnings for 1997 and 1995 can be used. For 1996,
earnings before the cumulative effect should be used. The valid comparisons involve the following:

1997 $30,574
1996 2,840
1995 20,202

R E A L I T Y  C H E C K  1 4 - 1
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Assume that at the beginning of 2001 the machine’s total useful life is now esti-
mated to be eight years. Depreciation expense for 1999 and 2000 is not changed. The
remaining depreciable base is depreciated over the remaining useful life of six years.
Annual depreciation expense for 2001 through 2006 is $1,200:

Cost $14,000
Less salvage value (2,000)
Less depreciation to date (4,800)
Remaining depreciable base $ 7,200

The effect of changes in accounting estimates on net income must be disclosed in
the notes to the financial statements. As a practical matter, although virtually all firms
experience changes in accounting estimates, they are usually too small (immaterial) to
require disclosure.

Change in Reporting Entity
A change in a reporting entity occurs when a firm changes the specific subsidiaries in-
cluded in its consolidated financial statements (see Chapter 13, “Reporting Issues for
Affiliated and International Companies”). This situation often arises when the parent
first acquires the majority share of a subsidiary’s voting stock.

The acquisition and consolidation of a new subsidiary essentially result in a dif-
ferent reporting entity. The new subsidiary might substantially change the consoli-
dated group’s size, scope, and scale of operations, as well as the nature of the prod-
ucts and services provided. Accordingly, the results of the new consolidated group
cannot be validly compared to the results of the old group as previously reported.

A change in a reporting entity is accounted for retroactively. Prior years’ financial
statements are restated to reflect the past results of the new consolidated group. This
approach ensures the comparability of the financial statements.

SEGMENT REPORTING

Many large corporations engage in a variety of different business activities and oper-
ate in various economic and geographic environments. They also serve many cus-
tomers, both large and small, and financial statements provide figures covering all
such groups. Many analysts, however, feel that they would benefit from more detailed
information. They suggest that this information could assist them in making better es-
timates of a firm’s risk and expected return. For example, a firm that generates 10 per-
cent of its revenue and profit from software development and 90 percent from man-
ufacturing breakfast cereal will have a different risk and return outlook than one that
generates 10 percent of its revenue and profit from breakfast cereal and 90 percent
from software development.

 � $1,200

 �
$7,200

6

Annual depreciation expense �
Remaining depreciable base

Remaining life

Annual depreciation expense �
($14,000 � $2,000)

5
� $2
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Accordingly, all publicly held corporations are required to make certain disclo-
sures in financial statement notes. These disclosure requirements are summarized in
the following sections.

Operating Segments
An operating segment is a component of a firm (a) that engages in business activi-
ties from which it can earn revenues and incur expenses, (b) whose operating results
are regularly reviewed by the firm’s chief operating decision maker, and (c) for which
financial information is available. This definition is intentionally broad and recognizes
that firms are organized in different ways. Some firms are organized around the prod-
ucts that are produced and distributed, which is the way many large diversified cor-
porations are organized. Other firms are organized based on the type of customer. An
auto parts distributor, for example, could have separate divisions to sell to profes-
sionals (repair shops) and to individual car owners (via its own retail outlets). Still
other firms could be organized based on geography, with each region or country con-
stituting its own segment.

Operating segments correspond to the organizational subunits that the firm’s top
management uses in evaluating performance and allocating resources. The advantage
of this approach is that financial statement readers are provided with the same view
of the firm and the same information that is used by top management. The disadvan-
tage is that operating segment classifications across firms are not uniform, and inter-
firm comparisons of segment information is difficult.

For each major segment, firms must report

1. Profit or loss.
2. Total assets.
3. A number of other amounts, such as revenue from external customers and de-

preciation expense, but only if those amounts are included in the profit or loss
measure used by the chief operating decision maker.

The measurement of each segment item listed above is to be the amount used by
the chief operating decision maker. The calculation of these amounts need not com-
ply with GAAP. Recall that for internal purposes, managers can use whatever infor-
mation they find relevant. The FASB has now mandated that these internal measures
be reported to the public (which includes a firm’s competitors). Firms must also ex-
plain how the measurements are made and some of them must be reconciled to fig-
ures appearing on the GAAP-based financial statements.

Geographic Areas
A firm is also required to report information about its activities in different geographic
areas. In particular, a firm must separately report revenue generated from its country
of domicile and revenue generated in all foreign countries. A firm must also report
long-lived assets located in the country of domicile and long-lived assets located in all
foreign countries. If any of the above amounts attributed to an individual foreign coun-
try is material, separate disclosure is required.

Because political stability varies considerably from country to country, informa-
tion about foreign activities is particularly helpful in assessing a firm’s risk. The safety
of a firm’s assets in a relatively unstable country or the continuity of sales in such a
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country might be highly uncertain. This is an important consideration in estimating
risk. For example, ICN Pharmaceuticals Inc. recently took a $172 million charge when
the Yugoslav government defaulted on loan payments. ICN subsequently suspended
sales in Yugoslavia, which accounted for about 30 percent of ICN’s revenue.

Major Customers
A customer is considered to be a major customer if it accounts for 10 percent or
more of a firm’s revenue. Total revenue generated by each major customer must be dis-
closed as well as the operating segment that services the client; the customer need not
be identified. This information provides insights into the riskiness of a firm’s revenue
stream. Greater risk is indicated if a few customers from one segment account for a
large portion of revenue. If customers from that segment concurrently experience
economic difficulties, the firm’s revenue may suffer significantly. Moreover, a cus-
tomer who accounts for a sizable portion of revenue may be able to demand signifi-
cant concessions, which could have an unfavorable effect on the firm’s future finan-
cial performance.

An Illustration
Exhibit 14-4 contains segment information for Global Enterprises, Inc., which has
three operating segments:

1. Chemical Specialties produces chemicals for use by paper manufacturers and
water-soluble polymers that enhance the storage and usage of liquid products.

2. Food and Functional Products produces items such as food gums used in
processed meats and baked goods as well as fat substitutes.

3. Aerospace provides propulsion systems for virtually all space and military pro-
grams.

Based on sales and assets, the segments are generally of comparable size. To assess
the relative profitability of the three segments, divide operating profit by assets. This
is similar to the return on assets calculation discussed in Chapter 4, “The Income State-
ment.”The results for 2001 are

• Chemical Specialties 23.1%

• Food and Functional Products 14.3%

• Aerospace 20.0%

Segment data can also help analysts to assess risks and future trends. For example,
the success of Global’s low-fat products will depend on consumer attitudes regarding
their diets and their efforts to “eat right.” In contrast, the aerospace segment’s success
will be determined by its capability to adapt to a post-Cold War environment. The
trend in the profitability of the aerospace segment is quite favorable; its profit doubled
in 2001 over the previous year.

Exhibit 14-4 also contains disclosures by geographic area. The majority of Global’s
sales take place in the United States, although about 38 percent of its sales occur in
other countries. Thus, for example, the attitudes of consumers in both the United
States and abroad will affect the success of Global’s low-fat products.
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ANNUAL REPORTS

All publicly held corporations and many closely held ones issue their financial statements
as part of an annual report to shareholders. Because these reports are a major means of
communicating with shareholders, corporations take great care in their preparation. The
reports are usually prepared on glossy paper, contain interesting photographs, and are
sometimes quite lengthy. The 1997 annual report of Marsh & McLennan Companies, Inc.,
for example, is 57 pages long. Excerpts from two annual reports appear at the end of this
text in Appendixes D, “Wendy’s International, Inc.,”and E, “Reebok International Ltd.”

In addition to the financial statements and the related notes, annual reports in-
clude the following information:

1. an introductory letter by the chief executive officer highlighting the year’s per-
formance and commenting on prospects for the future,

2. a review of the types of businesses in which the firm is involved,
3. a financial summary (sales, net income, and so on) for each of the five or 10 most

recent years,
4. management’s discussion and analysis of the firm’s liquidity, capital resources, and

operations,
5. a statement by management acknowledging its responsibility to prepare the fi-

nancial statements and maintain an adequate system of internal controls,
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Operating Segment and Geographic Area Disclosures
(Dollars in Millions)

Food &
Chemical Functional Corporate

Specialties Products Aerospace & Other Total

Operating Segments

2001

Net Sales $ 900 $800 $ 700 $200 $2,600
Profit (Loss) from Operations 150 100 120 (50) 320
Total Assets 650 700 600 250 2,200
Depreciation 60 50 55 20 185

2000

Net Sales 825 770 650 180 2,425
Profit (Loss) from Operations 130 80 60 (45) 225
Total Assets 630 675 580 225 2,110
Depreciation 55 45 50 15 165

Geographic Area U.S. Foreign Total

2001

Net Sales $1,600 $1,000 $2,600
Long-Lived Assets 1,000 500 1,500

2000

Net Sales 1,400 1,025 2,425
Long-Lived Assets 970 480 1,450

EXHIBIT 14-4     Global Enterprises, Inc, Segment Reporting Disclosure

    Additional Dimensions of Financial Reporting 591



6. the auditor’s report expressing an opinion on the fairness of the financial state-
ments,

7. quarterly financial data,
8. stock price and dividend data, and
9. a listing of officers and directors, along with a limited description of their back-

grounds.

Management’s discussion and analysis (MDA) is one of the newest and most informa-
tive sections of the annual report. As noted in item 4, it includes a discussion of liquidity,
capital resources, and operations. MDA contains an analysis of past performance and
known trends. It also identifies the underlying economic causes of the observed trends.

In addition, MDA provides two types of information about the future. First, man-
agement may know of existing circumstances that will have an impact on future op-
erations. For example, the planned sale of a firm’s subsidiary will affect both opera-
tions and liquidity. Second, management might also comment on anticipated trends
and their effect on the firm’s future. An illustration of this type of analysis might be a
sales forecast based on macroeconomic factors, such as an impending recession or
higher interest rates.

Refer to the MDA section in Wendy’s annual report (see Appendix D), which in-
cludes a discussion on trends in revenues, expenses, and income, as well as expecta-
tions about sales levels in 1998. A discussion of financial condition and liquidity is also
provided.

INTERIM REPORTING

Annual financial statements are usually issued between one and three months after a
firm’s fiscal year-end. Given that firms’transactions occur on an ongoing basis through-
out the year, many analysts feel that annual financial statements do not report infor-
mation in a timely manner. Because of this, all publicly held corporations and many
closely held companies report financial information on an interim basis throughout
the year. Most firms undertaking such interim reporting do so quarterly.

Interim financial statements are usually highly abbreviated and contain only lim-
ited disclosures in notes. Moreover, they are not audited. Thus, although interim fi-
nancial statements are more timely, they are not as comprehensive or as reliable as an-
nual financial statements.

In general, interim financial statements are prepared based on the same accounting
principles as a firm’s annual financial statements. However, two exceptions exist. First,
interim financial statements frequently require the use of additional estimates. For ex-
ample, many firms do not undertake a physical count of inventory at the close of each
quarter. Instead, the ending inventory amount and cost of goods sold are estimated.

The second exception concerns expense recognition. Some costs that are ex-
pensed for annual purposes are not immediately expensed for interim reporting if they
clearly benefit more than one interim period. Instead, these costs are deferred (treated
as an asset) and subsequently allocated as an expense to future interim periods.

The ski industry offers a good example. It would be reasonable for a ski area to
have a fiscal year that runs from June 1 to May 31. Since May 31 is a low point in their
operations, it is a natural time to tally results. Much of a ski area’s repair and mainte-
nance activities, however, take place over the ensuing summer months. In general, we
know that repairs and maintenance costs are expensed immediately. However, given
that the ski industry earns little revenue in the summer months and the repairs 
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and maintenance costs will clearly benefit operations during the upcoming season,
immediately expensing such costs will not result in the most useful interim financial
information. Instead, these costs are deferred and allocated as an expense to future in-
terim periods based on the revenue generated in those periods.

As the ski area example illustrates, the nature of some businesses is quite seasonal.
Consequently, care must be exercised in projecting annual results from interim peri-
ods. The accounting profession encourages firms to include in their interim reports
the results for the most recent 12-month period.

REPORTS FILED WITH THE SEC

As you know from Chapter 1, “Financial Accounting and Its Environment,”the SEC has
the legislative authority to regulate the financial disclosures of publicly held corpora-
tions. Although the SEC requires firms to file a number of different reports, two of
these are of the most interest to us: 10-K reports and 10-Q reports.

A firm’s 10-K report includes virtually all the information contained in its annual
report, plus some additional disclosures. These disclosures include information about
litigation, executive compensation, and shareholdings by officers and directors. Be-
cause 10-K reports include such detailed disclosures, they are intended to meet the in-
formation needs of rather sophisticated investors. Accordingly, most firms send annual
reports to shareholders and make 10-K reports available on request.

The second SEC report, the 10-Q report, includes a firm’s quarterly financial
statements, plus some additional disclosures. These disclosures include information on
litigation and defaults on debt securities. Firms usually send quarterly financial state-
ments to shareholders and send 10-Q reports on request.

ACCOUNTING INFORMATION AND THE 
EFFICIENT MARKET HYPOTHESIS

Although accounting and finance researchers have now studied the efficient market
hypothesis (EMH) for several decades, it remains rather controversial. This section
describes the EMH and summarizes its implications for accounting.

The Efficient Market Hypothesis
The EMH states that publicly available information is fully reflected in share prices. That
is, once a corporation releases information (for example, quarterly net income), that
information is quickly and unbiasedly reflected in share prices. This implies that a trad-
ing strategy based on publicly available information will not be particularly successful.

Considerable evidence exists indicating that share prices react very quickly to ac-
counting information. Exhibit 14-5 shows the results of a study that examined the num-
ber of extreme price changes that occured when a sample of firms released their earnings
announcements. As can be seen, most of the price changes occurred within a few hours
of the announcement. Thus, unless one acts very quickly, no especially large profits are
available by trading based on reported earnings announcements.

Not all research evidence, however, is consistent with the EMH. Some studies
have shown that sizable abnormal returns can be earned from an analysis of publicly
available financial statements. These returns exceed typical transaction costs (such as-
brokerage commissions), suggesting that a net profit could be made.

Overall, the research evidence regarding the EMH is conflicting. As you progress
through your business education, pay particular attention to new evidence that per-
tains to this issue.

584 CHAPTER 14

    Additional Dimensions of Financial Reporting 593



Implications of the EMH
The EMH has important messages for corporate managers and individual investors. Ac-
ceptance of the EMH should suggest to corporate managers that any attempt to affect
their share price by using accounting ploys to influence reported earnings is not likely
to be successful. For example, inflating earnings by selecting an income-increasing ac-
counting principle will not fool financial statement readers. They will recognize that
the increase in income was not due to improvements in the underlying profitability of
the firm. Of course, rejection of the EMH could lead to a different inference.

Individual investors who accept the EMH would conclude that they are unable to
earn abnormal profits by developing trading strategies based on publicly available in-
formation. Accordingly, selecting investments by analyzing annual reports will not
prove profitable. The information in these reports is already reflected in share prices
by the time the investor is able to obtain the report. These investors would be inclined
to diversify their investments, perhaps by choosing mutual funds, which are invest-
ment vehicles that own shares in hundreds of corporations. By owning a small part of
many companies, an investor’s risk is reduced.
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EXHIBIT 14-5     Market Reaction to Earnings Announcements
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Investors who reject the EMH do not feel that share prices necessarily reflect all
publicly available information. They feel that a careful analysis of financial statements
and other information permits them to identify underpriced securities. Assuming that
prices eventually gravitate to their “true values,” these stocks represent a favorable in-
vestment opportunity.

Accepting the EMH may raise a question about the usefulness of financial state-
ments. If financial statements cannot be used to identify profitable investments, are
they of any use? The answer is clearly yes. Even though no individual will be able to
earn abnormal profits by trading on the information contained in financial statements,
all investors benefit from the disclosure of that information. Financial statements help
stock markets identify relatively efficient companies. Capital resources can then be al-
located to those firms, and overall wealth is expanded. Financial statements can also
be used in corporate buyouts. By identifying inefficient firms (those firms whose man-
agers are not effectively utilizing assets), takeover firms can select targets.

Also keep in mind that the EMH applies mostly to large, organized stock markets.
Financial statements can be very useful in valuing closely held companies that are not
publicly traded. Financial statements can also be used in credit-granting decisions, la-
bor negotiations, and a variety of other situations.

The EMH and Price-to-Earnings Ratios
The price-to-earnings ratio (P/E ratio) was discussed in Chapter 10, “Shareholders’Eq-
uity.” It is simply the price of a share of stock divided by earnings per share (EPS). The
P/E ratio of large U.S. firms has averaged about 21 during the last decade. Some ana-
lysts view the P/E ratio as a measure of how expensive a stock is. The EPS stream is as-
sumed to continue indefinitely into the future, and the P/E ratio reflects how many
dollars investors are willing to pay for a $1 EPS stream. For example, a firm with a
share price of $60 and EPS of $4 has a P/E ratio of 15:

P/E �
Price

�
$60

� 15EPS $4

Investors are willing to pay $15 for every dollar of earnings. This stock would be
viewed as less expensive than one with a P/E ratio of 20. In this latter case, investors
are paying $20 for every dollar of earnings.

Some investors recommend purchasing low P/E stocks. The rationale is that these
stocks are cheap and have a great deal of upside potential. As you might guess, the re-
search evidence regarding the success of this strategy is mixed.

In any event, recognize that P/E ratios vary among firms for several reasons. First,
firms use different accounting principles, which systematically affect EPS. Everything
else being equal, firms using accelerated depreciation report relatively low EPS. This
results in a higher P/E ratio than that of firms using straight-line depreciation.

Variations in earnings growth are another reason why P/E ratios differ among
firms. Recall the assumption that the EPS stream is expected to continue indefinitely.
This assumption is not valid for many firms. In particular, firms with a large array of fa-
vorable investment prospects are likely to grow at relatively fast rates. The current EPS
number for these growth firms understates the future EPS stream (the stream for
which investors are actually paying), and the P/E ratio is therefore overstated for such
growth firms.

In any given year, a firm’s EPS might contain a transitory component, one that is
not expected to persist into the future. For example, a firm will occasionally take a re-
structuring charge, which is a special charge that reduces net income. Accordingly,
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the current year’s EPS understates the future earnings stream, and the P/E ratio is
higher than it otherwise would be.

Interfirm differences in P/E ratios can be questionable guides for investment se-
lection, however. Instead, differences in P/E ratios might simply reflect differences in
accounting methods, earnings growth rates, and transitory earnings components.

An interesting illustration is provided by Electronic Data Systems (EDS). A dispute
arose between EDS and one of its major customers regarding amounts due EDS for
providing network management services. Litigation ensued and EDS took a charge of
$200 million. Based on actual EPS of $1.50, its P/E ratio was:

Eliminating the effect of this one-time charge results in an EPS of approximately
$1.74. The adjusted P/E ratio would be 29.9.

This is a more reasonable figure and illustrates how P/E ratios can be affected by
transitory components of net income.

Reality Check 14-2 illustrates the effect accounting changes can have on P/E ratios.

THE ROLES OF ACCOUNTING

Throughout this text, we have emphasized the two roles that financial accounting
plays. One role is to provide information useful for economic decision making. We saw
how financial accounting information can be used in a variety of decision contexts,
such as credit granting. Financial accounting’s second role is to serve as a basis for en-
gaging in contracts. That is, many contracts are based on financial statement numbers.
This section summarizes these two purposes.

Informational Role
The informational role is emphasized by the FASB when it develops GAAP. In fact,
the FASB has given considerable thought to the qualities that make information useful.
Those qualities are summarized in Exhibit 14-6.

The two primary qualities that contribute to usefulness are relevance and relia-
bility. Relevance refers to an item’s capacity to make a difference in a decision. For
example, few analysts would argue with the assertion that net income is relevant in
business valuation. Reliability refers to an item’s integrity. That is, does it measure
what it purports to measure? The cash figure on the balance sheet is usually quite re-
liable, but pension obligations are considerably less reliable because of the many esti-
mates involved in their calculation.

Some accountants question the helpfulness of these qualities in selecting ac-
counting principles. In part, this is due to differences among financial statement users.
For example, one user may find that expensing research and development (R&D)
costs results in the most relevant information, while another user may feel that capi-
talizing R&D provides the best information. Such differences make it difficult for the
FASB to choose the accounting method that is the most useful.

A Basis for Contracting
Serving as a basis for contracting is financial accounting’s second role. Very fre-
quently, firms enter into contracts that are defined in terms of numbers from the fi-

P�E �
$52

$1.74
� 29.9

P�E �
$52
$1.5

� 34.7
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Reality Check 14-1 contained the following information for Seaboard Corporation (dollars in thousands):

1997 1996 1995

Earnings before cumulative effect of
accounting change $30,574 $2,840 $20,202

Cumulative effect of changing the
accounting for inventories, net
of tax expense of $1,922 — 3,006 —

Net earnings $30,574 $5,846 $20,202

The following figures are on a per share basis:

1997 1996 1995

Earnings before cumulative effect of
accounting change $  20.55 $  1.91 $  13.58

Cumulative effect of changing the
accounting for inventories, net
of tax expense — 2.02 —

Net earnings $  20.55 $  3.93 $  13.58

Price per share $ 440 $   266 $ 269

Required

a. Compute the P/E ratio for each year.
b. Which ratio is substantially different from the others?
c. What might explain the difference observed in part b?

Solution

a. The P/E ratios for the three years are

1997 1996 1995

$440
� 21.4 $266

� 67.7 $269
� 19.8

$20.55 $3.93 $13.58

b. The P/E ratio in 1996 is approximately three times as large as the P/E ratio for the other two years.
c. The information provided indicates that the 1996 net income includes at least one significant transitory component:

the cumulative effect of a change in accounting principles. This enables the calculation of a more meaningful 1996
P/E ratio that excludes the effect of the change. The modified P/E ratio is

This modification actually enlarges the difference between the 1996 ratio and the other ratios. Consequently, an ad-
ditional explanation must be sought. Earnings before the cumulative effect are much lower in 1996 than in the other
years. Seaboard’s low earnings in 1996 arose because the airline industry (Seaboard’s customers) experienced a down-
turn and temporarily curtailed purchases from Seaboard. Although this had a very large effect on 1996 earnings, the
stock price was not as dramatically affected.

P�E �
$266
$1.91

� 139.3
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EXHIBIT 14-6     Qualities of Useful Information

Understandability

Benefits > Costs

Decision Usefulness

Decision Makers 
and Their Characteristics

Relevance Reliability

Predictive
Value

Feedback
Value

Timeliness

Verifiability

Neutrality

Representational
Faithfulness

Materiality

Comparability
(Including Consistency)

SOURCE: FASB Concepts Statement No. 2, “Qualitative Characteristics of Accounting Information.”(Stamford,
Conn., May 1980).
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nancial statements. The compensation of top executives, for example, is often tied to
reported net income. As another example, loan agreements require firms to maintain
specified levels of various accounting numbers, such as the debt-to-total assets ratio.

Given that contracts are stated in terms of numbers appearing on financial state-
ments, changing the accounting principles used to prepare those statements alters the
terms of contracts. Of course, changing contract terms affects the wealth of the con-
tracting parties. Thus, the adoption of a new, income-decreasing accounting principle
may, for example, reduce the compensation paid to a firm’s executives. This adversely
affects their wealth, and since the corporation pays out less cash, the shareholders are
benefited.

Because accounting principles can affect the wealth of various parties, some ac-
countants feel that the FASB should consider the economic consequences of their ac-
counting principle choices. They argue that the FASB is a regulatory body that should
promote the public interest by maximizing social welfare. They further argue that so-
cial welfare can only be maximized by assessing the effects that accounting standards
have on all parties.

The FASB has consistently rejected this approach. It believes that the effects of ac-
counting principle choices on special interest groups should not influence the FASB’s
decisions. To do so would compromise the credibility of the financial reporting sys-
tem. Rather, the FASB seeks “truth in accounting.”

Because acceptable alternative accounting principles exist within GAAP, corpo-
rate managers also play a role in accounting principle selection. Although managers
may have some interest in providing information useful for decision making, financial
statement readers need to be acutely aware of other managerial motivations. Managers
may be motivated to select/change accounting principles and to develop accounting
estimates either to enhance their own compensation or to reduce the possibility of vi-
olating loan agreements. They may also be motivated to select accounting principles
to reduce political costs. Political costs include taxes and other costs imposed on firms
by various governmental regulations. Profitable firms are the most likely target for po-
litical costs and therefore some firms (particularly large, highly visible firms) might be
motivated to reduce reported income. The next section elaborates on managers’ in-
centives to engage in earnings management.

EARNINGS MANAGEMENT

The previous section suggested that corporate managers are not indifferent to the se-
lection of accounting principles or to the earnings numbers reported by their firms.
Managers have these preferences because accounting numbers (particularly earnings)
can affect the well-being either of themselves, their firms, or both. Because of this,
managers are motivated to engage in earnings management, which involves mak-
ing accounting-related decisions that will result in favorable consequences for them-
selves and their firms. The following sections demonstrate how reported accounting
earnings can affect managers and their firms, and how managers can undertake ac-
tions that will affect the income number reported on the financial statements.

Motivations for Earnings Management
The wealth of corporations and their managers can be affected by reported account-
ing earnings in the following ways:

1. Lending agreements typically place restrictions on borrowers stated in terms of
accounting numbers. Restrictions include minimum levels of retained earnings
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and current ratios, and maximum levels of debt-to-equity ratios. Higher reported
net income reduces the likelihood that an agreement would be violated. Since vi-
olations can result in higher interest rates or other adverse consequences to the
borrower, managers have an incentive to inflate reported earnings.

2. Managers’ bonuses are often based on reported accounting earnings. Managers’
personal wealth can therefore be increased by making accounting decisions that
maximize the bonus.

3. Governments have the power to significantly affect the financial well-being of
corporations through taxes, subsidies, antitrust actions, and a variety of other reg-
ulations and restrictions. Reported accounting earnings can affect the likelihood
that a firm will reap a benefit or incur the cost of a governmental intervention. Be-
cause of this, some firms and their managers have an incentive to reduce reported
income.

4. Stock market analysts pay close attention to a firm’s earnings and the trend in
earnings. Most valuation models place a positive weight on earnings growth. Con-
sequently, corporations are motivated to report higher earnings, year after year.
Also, analysts seek to minimize risk. Since highly variable earnings are a sign of
riskiness, corporations seek to smooth peaks and troughs in reported earnings.

5. Earnings are also used as a basis for bargaining. When negotiating with an em-
ployees’union over wages and benefits, for example, a corporation’s best interest
might be served by reporting low earnings. The corporation can then claim that
it doesn’t have the financial resources to meet demands for higher employee com-
pensation.

Methods of Earnings Management
GAAP provides corporate managers with a tremendous amount of discretion regard-
ing accounting-related decisions and estimates. This latitude can be used by managers
to shift income across years in order to achieve the objectives outlined in the previous
section. Corporations can also time certain transactions in order to manage earnings.
Specific earnings management tools include the following:

1. GAAP often permits a firm to choose its accounting methods from several ac-
ceptable alternatives. For example, earlier chapters of this book discussed three
ways to account for inventory and three methods of depreciation. Managers seek-
ing to maximize reported earnings would likely choose the FIFO inventory
method (assuming a period of rising prices) and the straight-line method of de-
preciating fixed assets.

2. A variety of assumptions and
estimates are needed to im-
plement GAAP. For exam-
ple, to actually calculate 
depreciation charges, esti-
mates of useful lives and sal-
vage values are needed.
Other estimates required by
GAAP include uncollectible
accounts and product war-
ranty liabilities. Managers of-
ten know considerably more
about these issues than do
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As the chief financial officer for Bullet Enterprises, the chief executive officer
(CEO) has asked your advice regarding an accounting principle change she
is considering. Many firms in your industry have recently adopted LIFO. These
adoptions were motivated by substantial increases in inventory costs. Under
such conditions, LIFO can provide significant tax savings. Bullet’s inventory
costs have also risen, but not as much as your competitor’s prices.

However, another issue concerns you. Your compensation package in-
cludes a bonus based on reported net income and the bonus is not activated
unless net income exceeds $500,000. Your analysis shows that if LIFO is not
adopted, net income will approximate $750,000. If LIFO is adopted, net in-
come will be about $475,000. What would you tell the CEO?

W H AT  W O U L D  Y O U  D O ?
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the firm’s auditors. Although managers’estimates must be reasonable, the range of
reasonableness is fairly large.

3. Newly promulgated FASB standards usually provide a period of time, often two or
three years, during which firms can initially adopt the new rules. Adoption dates
selected by individual firms depend on the projected effects of the standard on
the firm’s financial statements (which could be in the billions of dollars), and on
the firm’s earnings management objectives.

4. During the past decade, numerous firms have taken large restructuring charges.
These charges arise when firms revamp operations. They mostly include writing
down assets and recognizing the severance benefits liability to employees who
have been (or will be) terminated. Most restructurings take several years to com-
plete. Restructuring charges can be an earnings management tool because of the
many difficult estimates they entail.

5. Earnings can also be managed by cleverly timing certain transactions. For exam-
ple, recall the accounting for securities classified as available-for-sale. Changes in
the market value of these securities are not reflected in earnings while the secu-
rities are held. At the time securities are sold, the entire gain or loss (the difference
between the historical cost and the selling price) is recorded. By carefully select-
ing to sell certain securities from its portfolio, a firm can predetermine if a gain or
loss will be included in earnings.

Implications of Earnings Management
Accounting-related decisions (the selection of accounting principles and the devel-
opment of accounting estimates) affect the well-being of corporations and their man-
agers. The wide latitude provided by GAAP to corporate managers ensures that earn-
ings management will continue to be practiced. As a result, the quality of information
contained in the financial statements can be compromised. Financial statement read-
ers must be diligent in their efforts to uncover these practices and intertemporal com-
parisons of financial statement numbers (such as the allowance for uncollectible ac-
counts) can help. An examination of detailed disclosures in the financial statement
notes is also important. Finally, a thorough knowledge of the firm and its industry is
essential.

592 CHAPTER 14

    Additional Dimensions of Financial Reporting 601



SUMMARY OF LEARNING OBJECTIVES

1. Understand and interpret comprehensive income.
Current GAAP excludes changes in the value of several assets and liabilities (e.g.,
marketable securities) from net income. Because of this, some financial statement
readers believe that the usefulness of net income is compromised. Consequently,
the FASB now requires firms to report comprehensive income, which includes
net income and the value changes previously mentioned.

2. Interpret the financial statements of firms that have undertaken ac-
counting changes.
Given that acceptable alternatives exist within GAAP, firms sometimes change ac-
counting principles. Some changes are accounted for retroactively. That is, prior
years’ financial statements are restated to reflect the new principle, which ensures
that the firm’s financial statements are comparable across time periods. Most ac-
counting principle changes, however, are accounted for by the cumulative effect
approach; prior years’ statements are not revised. The current year’s income
statement is based on the new method and it also includes the cumulative effect
adjustment. Thus, interperiod comparability is compromised. Changes in ac-
counting estimates are accounted for prospectively. That is, prior years’ financial
statements are not altered. The effect of the estimate change is reflected in the
current and future years’ income. Finally, changes in reporting entities are ac-
counted for retroactively.

3. Analyze information about operating segments.
Firms are required to make disclosures in financial statements about their major
operating segments. This information is intended to help analysts assess the risks
and expected returns associated with each business segment.

4. Describe annual and interim reports.
Although this text focuses on financial accounting and the resultant financial
statements, the broader context of financial reporting should be considered. Fi-
nancial reporting includes financial statements as well as other financial informa-
tion. Some of this information is contained in annual and interim reports, and in-
cludes the president’s letter, management’s discussion and analysis, and the
auditor’s report.

5. Identify reports filed with the SEC.
The most common reports filed with the SEC are 10-K and 10-Q reports. These
reports contain, respectively, a firm’s annual and quarterly financial statements, as
well as more detailed disclosures. Relatively sophisticated analysts are the primary
users of these reports.

6. Explain the efficient market hypothesis and its implications for ac-
counting.
Despite considerable research effort, the validity of the EMH remains unsettled.
Proponents believe that managers cannot fool the stock market with accounting
gimmicks, and that investors cannot reap abnormal profits by using trading
strategies based on publicly available information. Critics of the EMH believe that
share prices do not reflect all publicly available information, and that profitable
strategies based on that information can be developed.

7. Describe the two major roles of financial accounting.
First, financial accounting is designed to provide useful information for economic
decision making. Second, many contracts are written in terms of accounting num-
bers. Because different accounting principles result in different accounting num-
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bers, contract terms can be altered simply by changing accounting principles.
Thus, corporate managers develop preferences for certain accounting principles.
As a result, financial statement numbers are not necessarily unbiased, and they
should be interpreted accordingly.

8. Understand the motivations for and methods of earnings management.
The financial well-being of corporations and their managers can be significantly
affected by reported accounting earnings. Because of this, corporations have an
incentive to select accounting principles and make other accounting-related de-
cisions in order to achieve their earnings management objectives.

QUESTIONS

14-1 Describe comprehensive income. How does it differ from net income?
14-2 Under what circumstances would a manager prefer comprehensive income or

net income? An investor? A creditor?
14-3 How does comprehensive income differ from the concept of sustainable in-

come, as described earlier in the text? Under what circumstances might an in-
vestor or creditor prefer sustainable income, as compared to comprehensive
income?

14-4 Describe three different types of accounting changes. Under what circum-
stances should each be reported?

14-5 Discuss why financial statement users prefer a firm to consistently use the
same accounting principles.

14-6 What is the financial statement user’s first indication that an accounting change
has occurred? Why should this source be examined first when reading a finan-
cial statement?

14-7 Discuss the general rule in reporting the effects of an accounting principle
change. What is meant by a “cumulative effect”adjustment?

14-8 Under the general rule dealing with accounting principle changes, have the
firm’s retained earnings changed? How has the firm gained or lost some of its
prior (accumulated) retained earnings? Why?

14-9 Discuss any inconsistencies that are introduced when accounting principle
changes occur.

14-10 Are financial statements that include an accounting change more comparable
with those of prior years or of subsequent years? Why?

14-11 Under what circumstances are prior years’ financial statements retroactively re-
stated? Why do you suppose these exceptions exist?

14-12 Why would a firm that is issuing its first public financial statements have more
latitude in using retroactive adjustments for the effects of accounting changes?

14-13 Why does the FASB require that firms make retroactive adjustments when a
new reporting standard has been issued?

14-14 When the effects of a change in an accounting estimate are recognized, can
prior financial statements be restated retroactively? Why?

14-15 Where are the effects of changes in accounting estimates reported? Why
should the financial statement user often not be aware of many of these
changes?

14-16 In general, how are the financial statements changed when two firms merge or
engage in some similar restructuring?

14-17 Why is a change in reporting entity shown as a retroactive adjustment and not
as a prospective adjustment?
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14-18 Identify three types of segment reporting. Where is this information reported?
Why have such types of segment reporting been required?

14-19 Describe what is meant by an industry segment and the types of information
that must be reported for each segment.

14-20 Why are the identifiable assets for each segment shown as part of segment re-
porting?

14-21 Why are profits for each segment shown as part of segment reporting?
14-22 Why are domestic and foreign operations separately disclosed? How would this

information be helpful to an investor or creditor?
14-23 Why is information about a firm’s major customers reported as part of the

notes on the firm’s segment? Why not use a threshold higher than 10 percent
as the criterion for determining who is a major customer?

14-24 Describe why a firm with more foreign operations or more large customers
(greater than 10 percent of its volume) might be viewed as having higher risk
than a domestic company with many small customers (less than 10 percent).

14-25 Why does a firm’s annual report contain so much information in such a variety
of formats? Under what circumstances would a more condensed format be
more useful?

14-26 Why are interim reports less reliable and less useful than annual reports? In
what major ways do interim reports differ from annual reports?

14-27 Describe the efficient market hypothesis (EMH). How does it affect financial
statement analysis as described in this text?

14-28 Assume that a firm changes from FIFO to LIFO during a period of rising prices.
Would a proponent of the EMH predict an increase or decrease in the firm’s
share price as a result of the change in inventory valuations? Why?

14-29 Why do price-to-earnings (P/E) ratios differ between firms?
14-30 Describe financial accounting’s two primary roles. Discuss the major criteria

that financial accounting must adopt as part of its informational role? What
other roles or criteria would you suggest? Why?

14-31 How do a firm’s accounting principles affect contracts that are based on the fi-
nancial statements?

14-32 Discuss how economic consequences can affect various users of financial
statements. How should those who are affected by economic consequences
participate in the development of accounting principles?

14-33 Why should financial analysts not be willing to accept all the information in a
firm’s financial statements at face value?

14-34 Identify the differences between relevance and reliability. Which would a man-
ager emphasize? A financial analyst?

14-35 What is earnings management? Why would a manager engage in earnings man-
agement? Would an investor or creditor approve of such activities? Under what
circumstances would an investor or creditor approve? Why?

14-36 Discuss each of the motivations for earnings management. Under what cir-
cumstances would you support the use of these techniques? Why?

14-37 Describe each of the methods used to manage earnings. Which seem appro-
priate and ethical? Why?

14-38 Identify some methods that might be used to manage earnings that were not
described in this chapter. Are these new methods more appropriate or more
ethical than the methods already described in the chapter? Why?

14-39 What are the implications of earnings management? As an external financial an-
alyst, what can be done to combat earnings management?
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14-40 The Sisters Coffee Emporium has been researching and developing new exotic
coffee flavors and innovative coffee equipment. During 1998, it spent over
$250,000 on R&D costs. It is now year-end and the company is preparing its
balance sheet. Sisters would like the most relevant information to be reported
to investors because the company is considering whether or not to capitalize
the R&D costs.
a. Advise Sisters on the concepts of relevance and reliability and how the R&D

expenditures should be handled.
b. Discuss the two primary concepts of accounting in the context of Sisters

Coffee Emporium.

PROBLEMS

Comprehensive Income
14-41 IDQ’s income statement data for the year ended November 30, 1999, is pre-

sented below (dollars in millions).

11/30/99

Net sales $340
Cost of goods sold 249
Gross profit 91
Selling, general, and administrative 40
Income before depreciation 51
Nonoperating income 2
Income before tax 53
Provisions for income tax 20
Net income $  33

Dividends 12
Unrealized gain on securities 10
Foreign exchange adjustement 3
Allowance for bad debts 13

Required
a. Review the annual income statement for the fiscal year ended 11/30/99.

Identify any unusual items and any items that shouldn’t appear on an in-
come statement.

b. Using the data presented, prepare a statement of comprehensive income.
Evaluate and discuss the differences between the income statement as orig-
inally shown and your statement of comprehensive income.

c. Compute a vertical analysis of each income statement. Comment on any dif-
ferences in the return on sales ratio as derived from each statement.

d. Using the following balance sheet data, compute each ratio, and comment
on any differences in the ratios as derived from each statement.
i. Assuming average assets of $400 (million), calculate return on assets

(ROA).
ii. Assuming average shareholders’equity of $150 (million), calculate return

on equity (ROE).
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Comprehensive Income Trends
14-42 IDQ’s income statement data for the years ended November 30, 2000 and

2001, are presented below (dollars in millions).

11/30/00 11/30/01

Net sales $1061 $1154
Cost of goods sold 792 830
Gross profit 269 324
Selling, general, and administrative 111 134
Income before depreciation 158 190
Nonoperating income 5 6
Income before tax 163 196
Provisions for income tax 64 76

Net income $ 99 $ 120

Dividends (10) (12)

Foreign exchange adjustment 4 36
Unrealized loss on securities (7) (9)
Accumulated depreciation (79) (82)

Required
a. Review the annual income statements for each year. Identify any unusual

items and any items that shouldn’t appear on an income statement.
b. Using the data presented, prepare statements of comprehensive income for

each year. Evaluate and discuss the differences between the income state-
ment as originally shown and your statements of comprehensive income.
Discuss the trends shown in net income and comprehensive income. Which
are more helpful and useful for managers? For investors? Why?

c. Compute a vertical analysis of each income statement. Comment on any dif-
ferences in the return on sales ratio as derived from each statement. Also
comment on any differences in the trends shown by the ROS ratios.

d. Using the following balance sheet data, compute each ratio and comment
on any differences in the ratios as derived from each statement.
i. Assuming average assets of $420 and $390 (million) in 2000 and 2001 re-

spectively, calculate return on assets (ROA) for each year. Evaluate the
trends shown in each ratio.

ii. Assuming average shareholders’ equity of $150 and $135 (million) in
2000 and 2001 respectively, calculate return on equity (ROE). Evaluate
the trends shown in each ratio.

Accounting Principle Change
14-43 Mesple Music, Inc. purchased musical instrument equipment on January 1,

1999, for $25,000. Mesple depreciated it on the straight-line basis over five
years with no salvage value. However, on January 1, 2001, the company real-
ized that the productive capacity of this equipment is declining, so it decided
to change to the double-declining balance method of depreciation.
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Required
a. Calculate depreciation expense for 1999 and 2000, using the straight-line

method.
b. Calculate depreciation expense for 1999 and 2000, using the double-de-

clining balance method. (Refer to Chapter 7, “Noncurrent Assets,”for details
on double-declining balance depreciation.)

c. Show the cumulative effect of the change in the year 2001 in terms of the
effects on the balance sheet equation.

Accounting Principle Change
14-44 Central Air Conditioning, Inc. purchased machinery for installing air condi-

tioners. The purchase price of the machine on July 1, 2000, was $35,000. The
company chose a seven-year life, a sum-of-the-years’ digits (SYD) depreciation,
and no salvage value. Unfortunately, the weather during 2000, 2001, and 2002
was extremely mild and the machinery was not used as much as the company
had thought. Therefore, it decided that the straight-line method would be more
representative of the productive capacity of the machine, so it switched to the
straight-line method on July 1, 2003.

Required (Ignore Income Tax)
a. Calculate depreciation expense, using SYD for the annual periods ending

June 30, 2001, 2002, and 2003. (See Chapter 7 for a review of SYD depre-
ciation.)

b. Calculate depreciation expense, using the straight-line method for the an-
nual periods ending June 30, 2001, 2002, and 2003.

c. Show the cumulative effect of the change for July 1, 2003, in terms of the
balance sheet equation.

Ratios: Accounting Change
14-45 Polymer Element Corporation presented the following (partial) income state-

ments (dollars in thousands, except EPS):

December 31
2000 1999 1997

Income from continuing
operations after tax $ 207,500 $ 195,400 $ 189,600

Cumulative effect of change in
accounting principle (25,000) 0 (45,000)

Net income $ 182,500 $ 195,400 $ 144,600

Weighted-average common shares
outstanding 146,000 146,000 146,000

Average total shareholders’ equity $3,650,000 $3,908,000 $2,892,000

Market price of stock $20 $18 $16

Required
a. Calculate earnings per share (EPS) and calculate the P/E ratio for each year.
b. Calculate return on shareholders’ equity for each year.
c. Revise the answers to parts a and b, adjusting the data for the cumulative ef-

fect of the change in accounting principle.
d. Comment on the impact these results might have on an investor’s prefer-

ences or risks.
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Calculating Depreciation
14-46 A firm has a computer that originally cost $37,500 with an estimated salvage

value of $17,500 and an estimated life of five years. During the first two years,
the firm used straight-line (SL) depreciation. In the third year, the sum-of-the-
years’digits (SYD) method was adopted.

Required
a. Calculate the depreciation expense during the first two years under each

method.
b. What would have been the effect, before taxes, on the accounting equation

if SYD had been used during the first two years instead of SL?
c. Describe the general principle that must be followed to account for the dif-

ference.
d. What depreciation expense will be shown in the third and each subsequent

year, using SYD?

Calculating Depreciation
14-47 A firm has a delivery truck that originally cost $55,000 with an estimated sal-

vage value of $5,000 and an estimated life of 10 years. During the first two
years, the firm used sum-of-the-years’digits (SYD) depreciation. At the begin-
ning of the third year, straight-line (SL) depreciation was adopted.

Required
a. Calculate the depreciation expense during the first two years under each

method.
b. What would have been the effect, before taxes, on the accounting equation

if SL had been used during the first two years instead of SYD?
c. Describe the general principle that must be followed to account for the dif-

ference.
d. What is the depreciation expense that will be shown in the third and each

subsequent year, using SL?
e. How would the financial statements be affected if a retroactive adjustment

were the appropriate treatment? Does this difference seem important?
Why?

Calculating Depreciation Expense
14-48 A copy machine was acquired at the beginning of 1998 for $12,000. It had a

salvage value of $2,000 and an estimated life of five years.
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Required
a. Calculate the annual straight-line (SL) depreciation.
b. Assume that at the beginning of the year 2000, the copy machine’s total use-

ful life is estimated to be eight years. What is the effect of this change in es-
timated useful life on net income each year?

c. What is the copy machine’s book value at the end of 1998? 1999? 2000?
d. Using the original data, assume that at the beginning of 2001 it is deter-

mined that there will be zero salvage at the end of the fifth year. Assume that
the original estimated useful life is still five years.
i. What is the effect of this change in estimated salvage value on net in-

come in each year?
ii. What is the copy machine’s book value at the end of the year 1998?

1999? 2000?
e. Using the original data, assume that both the change in estimated useful life

and the change in salvage value occur as stated.
i. What is the effect on net income in 2000 and 2001?
ii. What is the copy machine’s book value at the end of each year?
iii. Do these effects seem so important that they would be separately dis-

closed in the notes? Why?

Calculating Bad Debt Expense
14-49 Dandy’s Discount Duds offers credit to all customers. It estimated that 15 per-

cent of all such customers will not be able to pay their accounts. Dandy’s credit
sales in 2000 were $4,000,000. Its estimated bad debt expense was calculated
at 15 percent of annual credit sales.

Required
a. What is the effect of estimated bad debts on net income in 2000?
b. In early 2001, Dandy discovered that half of its customers have been laid off

because a major automaker closed two of its plants. Dandy found that 25
percent of its customers will not be able to pay their accounts. What impact
will this new realization have on Dandy’s income for 2001?

c. If a retroactive adjustment to 2000’s net income were necessary, what other
information is needed that is not shown in this problem?

d. Why is it appropriate that such adjustments to estimates be shown on a
prospective basis?
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Interpreting Financial Statements:
Accounting Changes and Restructuring
14-50 Listed below are the income statements for Alco Standard Corporation, the

largest distributor of copiers in North America (dollars in thousands):

September 30
1994 1993

Revenues:
Net sales $7,925,784 $6,387,078
Dividends, interest, and other income 3,537 6,332
Finance subsidiaries 66,731 51,149

7,996,052 6,444,559
Costs and Expenses:
Cost of goods sold 5,884,819 4,799,757
Selling and administrative 1,765,483 1,378,814
Interest 43,802 40,189
Finance subsidiaries interest 27,978 23,662
Restructuring costs 175,000

7,722,082 6,417,422

Loss from unconsolidated affiliate (117,158) (2,538)
Income from continuing operations before taxes 156,812 24,599
Taxes on income 86,203 16,984
Income from continuing operations 70,609 7,615
Loss from discontinued operations,

net of tax (7,515)
Net Income $ 70,609 $ 100

Required
a. Study Alco Standard’s income statement. Identify any unfamiliar or unusual

terms.
b. Discuss Alco Standard’s different reporting treatment in 1993 for its loss

from discontinued operations and its restructuring costs.
c. As an investor, evaluate the two items in part b. What impact might they

have on the company’s future operations?

Recognizing the Effects of Accounting Changes
14-51 The Kellogg Company reported the following financial information (dollars in

millions):
1993 1992 1991

Earnings before cumulative effect of
accounting change $680.7 $682.8 $606.0

Cumulative effect of change in method
of accounting for postretirement
benefits other than pensions (net of
tax benefit of $144.6) — (251.6) —

Net earnings $680.7 $431.2 $606.0

Assume that other than the cumulative effect, earnings for 1992 and 1991 were
not materially affected by the change.
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Required
a. Identify the most appropriate earnings figure for each year that leads to the

most valid intertemporal comparisons.
b. These earnings figures, stated on a per share basis, are as follows:

1993 1992 1991

Earnings before cumulative effect of
accounting change $ 2.94 $2.86 $ 2.51

Cumulative effect of change in method
of accounting for postretirement
benefits other than pensions (net of
tax benefit of $144.6) — (1.05) —

Net earnings $ 2.94 $1.81 $ 2.51

Price per share $563/4 $ 67 $653/8

i. Compute the P/E ratio for each year.
ii. Why does the 1992 P/E ratio seem unusual?
iii. Compute a more meaningful P/E ratio for 1992.

Interpreting Financial Statements: Restructuring
14-52 Review Reebok’s financial statements in Appendix E.

Required
a. Read Notes 2 and 12. Identify any unfamiliar or unusual terms.
b. Discuss Reebok’s relationship with these firms. What impact did Reebok’s

actions have on the company’s financial statements?
c. Why shouldn’t these special charges be reported as retroactive adjustments

so that the years are more comparable?

Change in Accounting Principles
14-53 Fitzer, Inc. reported the following data in its 1999 income statement (dollars in

millions):

Income before cumulative effect of accounting changes $1,093.5
Cumulative effect of change in accounting for

postretirement benefits, net of income taxes (312.6)
Income taxes 30.0
Net income $810.9

Fitzer’s notes include the following explanations:

In the fourth quarter of 1999, the Company adopted the provisions of SFAS
No. 106, Employer’s Accounting for Postretirement Benefits Other Than Pen-
sions. This statement requires the accrual of the projected future cost of pro-
viding postretirement benefits during the period that employees render the
services necessary to be eligible for such benefits. In prior years, the expenses
were recognized when claims were paid.

The Company elected to immediately recognize the accumulated benefit
obligation, measured as of January 1, 1999, and recorded a one-time pretax
charge of $520.5 million ($312.6 million after taxes, or $0.93 per share) as the
cumulative effect of this accounting change.
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The Company adopted SFAS No. 109. The cumulative effect of the change
increased net income by $30.0 million ($0.09 per share) and is reported sepa-
rately in the 1999 Consolidated Statement of Income.

Required
a. Describe, in your own words, the accounting changes Fitzer included in

1999’s net income.
b. Since these changes were all adopted in fiscal 1999, what is the effect of

these changes on prior years?
c. Recalculate the effect on Fitzer’s net income, assuming that neither change

had been reported in 1999.
d. Why might Fitzer’s managers have wanted to lump both changes in the

same year? Why might they have wanted to recognize the postretirement
change in 1999, rather than waiting until 2000?

e. Suppose Fitzer recorded a charge of $55,000,000 for restructuring the ma-
terials group in fiscal 1999. Why would managers want to lump several such
changes into net income for the same year?

f. Write a short statement describing your view of management’s motivations
about recognizing accounting changes. Why is the timing associated with
recognizing such changes so important to managers?

Interpreting Financial Statements: Restructuring
14-54 Bergen Brunswig Corporation reported the following information (dollars in

thousands) in its 1993 consolidated earnings statement:

Operating earnings from continuing operations $70,983
Net interest expense 22,723
Earnings from continuing operations before taxes 48,260
Taxes on income from continuing operations 19,653
Earnings from continuing operations 28,607
Extraordinary loss from early extinguishment of debt,

net of income tax benefit (2,570)
Net earnings $26,037

Required
a. Comment on any unusual items in this income statement. Has Bergen

Brunswig reported any accounting changes?
b. Bergen Brunswig’s statements disclosed an item, earlier in the income state-

ment, “Restructuring charge, $33,000,000.”This item appeared only in the
1993 column, with nothing reported in the prior years. How do you sup-
pose that this item related to operations of 1993 and to its continuing op-
erations?

c. Note 12, Restructuring and Other Unusual Charges, disclosed the following
new information:

During the fourth quarter of fiscal 1993, the Company approved a re-
structuring plan which consists of accelerated consolidation of domestic fa-
cilities into larger, more efficient regional distribution centers, the merging
of duplicate operating systems, the reduction of administrative support in
areas not affecting valued services to customers and the discontinuance of
services and programs that did not meet the Company’s strategic and eco-
nomic return objective. The estimated pre-tax cost of the restructuring plan

(Continued)
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is $33.0 million. The restructuring charge represents the costs associated
with restructure, primarily abandonment and severance. For those activities
or assets where the disposal is expected to result in a gain, no gain will be
recognized until realized.

d. Did Bergen Brunswig have a choice on when to recognize the restructuring
charge? Where would these costs have been reported if they were not listed
in this category of costs?

e. How will the restructuring charges in 1993 affect Bergen Brunswig’s future
operations? How will these effects be reported in future years?

f. The same note disclosed another unusual charge:

On June 18, 1993, the Company announced that a joint bid which the
Company had made in April 1993 with the French Company, Cooperation
Pharmaceutique Francaise, to acquire the largest French pharmaceutical dis-
tribution company, Office Commercial Pharmaceutique, had been with-
drawn. Accordingly, expenses of $2.5 million, before income tax benefit of
$1.0 million associated with the transaction, have been recorded in the
fourth quarter of fiscal 1993.

These expenses are not listed anywhere as a separate item in Bergen
Brunswig’s income statement. Why? Why must these costs be reported in 1993
and not in 1992 or 1994? Would your conclusions about the reporting of these
costs change if you later found that Bergen Brunswig had reported in earlier years
a separate section in its income statement called “Discontinued Operations”?

g. Bergen Brunswig’s Earnings from continuing operations in 1992 and 1991
were, respectively, $53,012,000 and $58,061,000. How has this trend been
affected by the $33,000,000 restructuring charge? If the company had not
taken this charge in 1993, what would its earnings from continuing opera-
tions have been for 1993, and how would this affect the earlier trend? Why
do you suppose that managers might want to take such a charge in 1993?

Accounting Principle Change: Cumulative Effect Approach
14-55 U. S. Shoe Corporation reported the following income statement information:

U.S. Shoe Corporation
Consolidated Statement of Earnings (Partial)

(Dollars in Thousands)

1991 1990 1989
Earnings (loss) before cumulative

effect of accounting change ($27,662) $49,187 $12,965
Cumulative effect of accounting change

related to product maintenance
contracts, net of tax effect of $2,343 (3,621) — —

Net earnings (loss) ($31,283) $49,187 $12,965

Note (3) Accounting Change (Adapted)

In December 1990, the Financial Accounting Standards Board issued a techni-
cal bulletin on accounting for product maintenance contracts such as those
sold by the company’s optical retailing group. The bulletin requires the defer-

604 CHAPTER 14

    Additional Dimensions of Financial Reporting 613



ral and amortization of revenue from the sales of such contracts on a straight-
line basis over the term of the contract (one to two years). Under the ac-
counting method previously followed by the company, a portion of the rev-
enue earned from the sale of eyewear product maintenance contracts was
recognized on the date of sale and the remainder was deferred and amortized
on a straight-line basis over the term of the contract.
Effective at the beginning of 1991, the company has elected to adopt this new
accounting method for all contracts in place. The effect of this change is to in-
crease the net loss in 1991 by $4.3 million, including $3.6 million, which is the
cumulative effect of the accounting change.

If this change in accounting method had been in effect during 1990 and
1989, the effects would have been immaterial to net earnings.

Required
Evaluate the disclosures by U. S. Shoe Corporation. In what ways do these dis-
closures provide useful information to the readers of its financial statements?

Effects of Retroactive Adjustment: 
Percentage-of-Completion Method
14-56 Ace Construction Company accounted for all its long-term contracts on a de-

ferred basis; that is, all revenue and expenses were deferred until the completion
of the contract when all the costs were known with certainty. Although this is a
conservative approach, Ace has been having difficulty with its auditors and with
the IRS over this approach. It now desires to shift to a percentage-of-completion
method. Assume that only one such contract is to be changed at this time. This
contract for $5,000,000 was initiated four years ago, and an equal amount of
work was done each year. The contract work cost the firm $4,000,000.

Required
a. Show the effects of the $5,000,000 on the accounting equation, assuming

that it was all reported as income in the final year.
b. Show the effects on the accounting equation of a retroactive adjustment to

the firm’s financial statements for each of the contract years. To answer this
question, you may need to review Chapter 4, “The Income Statement.”

c. Does this set of adjustments seem important to investors or financial ana-
lysts? Does it seem to be a useful adjustment that would be viewed as help-
ful by the readers of the firms’ financial statements? Why?

Discussion of Accounting Changes
14-57 Identify an accounting change (other than a change in depreciation method)

that requires a cumulative adjustment. Create a numerical example of this ac-
counting change and show the effects on net income and retained earnings
during the year when the change occurs.

Discussion of Accounting Changes
14-58 Why would a change from FIFO, or some other inventory method, to LIFO not

require a retroactive adjustment of a firm’s financial statements? What would
be the cumulative effect of such an adjustment?
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Discussion of Accounting Changes
14-59 Discuss why the effects of a change in an accounting estimate are not reported

using the “cumulative effects” rule. Discuss the differences between the “cu-
mulative effects”method and the “prospective”method.

Discussion of How Estimates Are Used in Accounting
14-60 Review the prior chapters in this text and compile a list of at least five areas

where estimates are required as part of the accounting measurement process.
Determine through your review or through interviews with accounting pro-
fessionals whether these estimates can generally be made in a reliable manner
that requires limited adjustments in later years. In other words, what is the gen-
eral long-term effect of using these types of estimates?

Various Accounting Changes
14-61 Match the following terms to the correct description. For each situation, de-

scribe in words (ignore the dollar amounts) what accounting treatments are re-
quired.
a. Change in accounting principle, cumulative effect reported
b. Change in reporting entity
c. Change in accounting estimate
d. Change in principle, retroactive effect reported

___ 1. Shipley Office Products, Inc. used equipment for three years and
depreciated it on the straight-line basis. The original useful life was
seven years, but after three years the company decided to change
the original life to five years.

___ 2. American Shoe Corporation purchased all the outstanding stock of
Faborini, Inc. in early 1998. American Shoe Corporation is preparing
its comparative financial statements for the year ended December
1998.

___ 3. Sportscards USA decided to change its inventory costing method
from LIFO to FIFO.

___ 4. The Second Time Through apparel shop has been owned by Homer
Sampson. He wanted to raise capital to expand, so he decided to “go
public”and offer the company stock for sale in the open market. At
the same time, the company implemented an accounting change for
postretirement benefits and calculated the cumulative effect of go-
ing from “pay-as-you-go” to estimating retirement benefits and ac-
cruing an expense each year.

Accounting Changes: LIFO to FIFO
14-62 The following consolidated financial statements, selected excerpts from the

notes, and auditor’s report for Zenith Electronics Corporation were obtained
from the EDGAR database:
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Consolidated Financial Statements

Zenith Electronics Corporation
Statements of Consolidated Operations and Retained Earnings (Deficit)

Year Ended December 31
1997 1996 1995

(In Millions, Except Per Share Amounts)
Revenues

Net Sales $1,173.1 $1,287.9 $1,273.9
------------ ------------ ------------

Costs, expenses, and other
Cost of products sold 1,180.5 1,257.0 1,188.8
Selling, general and administrative (Note Four) 178.3 167.8 128.8
Engineering and research 42.9 46.7 43.5
Other operating expense (income), net

(Notes One, Three, and Ten) 42.4 (26.3) (30.1)
Restructuring and other charges

(Note Seven) - 9.3 21.6
------------ ------------ ------------

Income 1444.1 1454.5 1352.6
Operating income (loss) (271.0) (166.6) (78.7)
Gain (loss) on asset sales, (4.6) 0.3 (1.7)
Interest expense (25.5) (15.1) (19.9)
Interest income 0.9 3.6 1.8

------------ ------------ ------------
Income (loss) before income taxes (300.2) (177.8) (98.5)
Income taxes (credit) (Note Eight) (0.8) 0.2 (7.7)

------------ ------------ ------------
Net income (loss) $ (299.4) $ (178.0) $ (90.8)

------------ ------------ ------------------------ ------------ ------------
Per share

Income (loss) per common share (Note Eighteen) $(4.49) $ (2.73) $ (1.85)
------------- ------------ ------------------------- ------------ ------------

Retained earnings (Deficit)
Balance at beginning of year $ (362.3) $ (184.3) $ (93.5)
Net income (loss) (299.4) (178.0) (90.8)

------------ ------------ ------------
Retained earnings (deficit) at end of year $(661.7) $(362.3) $(184.3)

------------ ------------ ------------------------ ------------ ------------
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The accompanying Notes to Consolidated Financial Statements are an integral
part of these statements.

NOTES TO CONSOLIDATED FINANCIAL STATEMENTS (Excerpts Only)

NOTE ONE—SIGNIFICANT ACCOUNTING POLICIES:

Principles of consolidation: The consolidated financial statements include the ac-
counts of Zenith Electronics Corporation and all domestic and foreign subsidiaries
(the Company). All significant intercompany balances and transactions have been
eliminated.

Use of estimates: The preparation of financial statements in conformity with
GAAP requires management to make estimates and assumptions that affect the re-
ported amounts of assets and liabilities at the date of the financial statements and the
reported amounts of revenues and expenses during the reporting period. Actual re-
sults could differ from those estimates.
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Statements of consolidated cash flows: The company considers time deposits, cer-
tificates of deposit, and all highly liquid investments purchased with an original ma-
turity of three months or less to be cash.

Inventories: Inventories are stated at the lower of cost or market. Costs are de-
termined for all inventories using the FIFO method.

Engineering, research, product warranty, and other costs: Engineering and re-
search costs are expensed as incurred. Estimated costs for product warranties are pro-
vided at the time of sale based on experience factors. The costs of co-op advertising
and merchandising programs are also provided at the time of sale.

Impairment of long-lived assets: The company periodically assesses whether
events or circumstances have occurred that may indicate that the carrying value of its
long-lived assets may not be recoverable. When such events or circumstances indicate
that the carrying value of an asset may be impaired, the company uses an estimate of
the future undiscounted cash flows to be derived from the remaining useful life of the
asset to assess whether or not the asset is recoverable. If the future undiscounted cash
flows to be derived over the life of the asset do not exceed the asset’s net book value,
the company recognizes an impairment loss for the amount by which the net book
value of the asset exceeds its estimated fair market value. See Note Three for additional
information.

NOTE TWO—FINANCIAL RESULTS AND LIQUIDITY:

The company has incurred net losses of $299.4 million, $178.0 million, and $90.8 mil-
lion in 1997, 1996, and 1995, respectively. For many years, the company’s major com-
petitors, many with greater resources, have aggressively lowered their selling prices in
an attempt to increase market share. Although the company has benefited from cost
reduction programs, these lower color television prices together with inflationary
cost increases have more than offset such cost reduction benefits.

Since joining the company in January 1998, the new Chief Executive Officer,
along with the rest of the company’s management team has been developing a broad
operational and financial restructuring plan. A broad outline of that plan has been pre-
sented to the company’s Board of Directors in March 1998. The plan, which is de-
signed to leverage the company’s brand, distribution, and technology strengths, in-
cludes reducing costs, outsourcing certain components and products, disposing of
certain assets, and capitalizing on the company’s patented digital television technolo-
gies. Restructuring costs must be incurred to implement the plan.

Despite its negative cash flow, the company has been able to secure financing to
support its operations to date, based on credit support from LGE. Between November
1997 and February 1998, the company (with the guarantee of LGE) entered into a se-
ries of new lending agreements with commercial lenders for unsecured lines of credit
totaling more than $100 million, all of which has been drawn as of March 31, 1998.

Going forward, significant amounts of additional cash will be needed to pay the
restructuring costs to implement the proposed business plan and to fund losses until
the company has returned to profitability. Based on management’s proposed plan, the
company estimates that at least $225 million would be required to fund the company’s
restructuring costs and operations through the end of 1998 and that additional
amounts could be required thereafter.

Although there is no assurance that funding will be available to execute the plan,
the company is continuing to seek financing to support its turnaround efforts and is
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exploring a number of alternatives in this regard. LGE has agreed to provide up to $45
million in additional funding for one year from the date of the first borrowing, subject
to LGE’s right to demand repayment at anytime after June 30, 1998, and is secured by
certain assets of the company. The company believes that this additional short-term fi-
nancing, along with its current credit facilities, will be sufficient to support the com-
pany’s liquidity requirements through June 30, 1998, depending on operating results
and the level of continued trade support. In addition, the company is engaged in on-
going discussions with LGE concerning the company’s business plan, and LGE is con-
sidering whether to provide additional long-term financial support. However, LGE has
no obligation to do so. Any such support by LGE would be subject to a number of con-
ditions, including the operating results of the company, third-party consents, Repub-
lic of Korea regulatory approvals, and other conditions. No decision has been made at
this time by LGE or the company regarding additional financial support, and there can
be no assurance that any additional financial support will be forthcoming from LGE.

In the absence of long-term financial support from LGE, there can be no assur-
ance that additional financing can be obtained from conventional sources. Manage-
ment is exploring alternatives that include seeking strategic investors, lenders, and/or
technology partners; selling substantial company assets; or pursuing other transac-
tions that could result in diluting LGE to a less than majority position. There can be no
assurance that management’s efforts in this regard will be successful.

Management believes that, under any restructuring scenario, the company’s com-
mon stock would likely be subject to massive dilution as a result of the conversion of
debt to equity or otherwise. There can be no assurances as to what value, if any, would
be ascribed to the common stock in a restructuring. In addition, the company’s sub-
ordinated debentures could suffer substantial impairment in a restructuring. Due to a
number of uncertainties, many of which are outside the control of the company, there
can be no assurance that the company will be able to consummate any operational or
financial restructuring.

The company’s independent public accountants have included a “going concern”
emphasis paragraph in their audit report accompanying the 1997 financial statements.
The paragraph states that the company’s recurring losses and negative working capi-
tal raise substantial doubt about the company’s capability to continue as a going con-
cern and cautions that the financial statements do not include adjustments that might
result from the outcome of this uncertainty.

Existing credit facilities are not expected to be sufficient to cover liquidity re-
quirements after June 30, 1998, and the company is currently facing the prospect of
not having adequate funds to operate its business. There can be no assurance that ad-
ditional credit facilities can be arranged or that any long-term restructuring alternative
can be successfully initiated or implemented by June 30, 1998, in which case the com-
pany may be compelled to pursue a bankruptcy filing in the absence of a proposed or
pre-approved financial restructuring. The company will be required to obtain waivers
under its financing arrangements for periods subsequent to June 30, 1998 and the
lenders thereunder are under no obligation to provide such waivers.

Management believes that, despite the financial hurdles and funding uncertainties
going forward, it has under development a business plan that, if successfully funded
and executed as part of a financial restructuring, can significantly improve operating
results. The support of the company’s vendors, customers, lenders, stockholders, and
employees will continue to be key to the company’s future success.
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NOTE THREE—IMPAIRMENT OF LONG-LIVED ASSETS:

During the fourth quarter of 1997, an impairment was recognized for the Consumer
Electronics business because the future undiscounted cash flows of assets were esti-
mated to be insufficient to recover their related carrying values. As such, the company
recognized an expense of $53.7 million and established a valuation reserve for the
write-down of the excess carrying value over fair market value. The fair market value
used in determining the impairment loss was based upon management and third party
valuations, including estimates of potential environmental liabilities. This FAS 121
charge is included in Other operating expense (income).

During the third quarter of 1997, the company recorded a charge of $10 million
related to the impairment of certain long-lived assets that are to be disposed . The
charge relates primarily to (i) assets that will be sold or scrapped as a result of the
company’s decision to phase out its printed circuit board operation (ii) assets that will
be sold or scrapped as a result of the company’s decision not to develop the proposed
large-screen picture tube plant in Woodridge, Illinois and (iii) a building in Canada that
was sold in December 1997. The amount of the charge is included in Other operating
expense (income).

The impairment charges discussed above are based upon management’s best es-
timates of the recoverability of long-lived assets and the fair value of the related assets.
It is reasonably possible that the company’s estimates of the recoverability of long-
lived assets and the fair value will change. See Note Two for additional information.

NOTE FOUR—CHARGE FOR BAD DEBTS:

In November 1995, the company entered into a contract with a customer in Brazil to
purchase TVs and TV kits and to assemble and distribute Zenith brand TVs in that
country. In early 1997, this customer discontinued timely payments of its obligations
and sought to renegotiate both the timing and the amount of the obligations to the
company. While the company and this customer continued to negotiate in an attempt
to reach a business solution, litigation was commenced by both parties in Brazil. The
company had also initiated litigation against this customer in the United States. In late
1997, this matter was settled. The agreement provides that the company will make
certain parts and components available to this customer and will receive an $11 mil-
lion settlement payable in installments over 11 months. As a result of the above prob-
lems, the company recorded a $21.3 million bad debt charge during 1997 related to
this customer, which reflects the company’s estimated loss as of December 31, 1997.
The bad debt charge affected the transferor certificate valuation allowance.

NOTE FIVE—ACCOUNTING CHANGES:

During 1997, the company changed its accounting policy for most tooling expendi-
tures. The old policy was to charge most tooling expenditures to expense in the pe-
riod acquired. The new policy is to defer the tooling charges incurred subsequent to
March 29, 1997, over a 20-month period in order to more appropriately match the
costs with their period of benefit. The accounting policy for picture tube tooling re-
mains the same, which is to amortize that tooling over a four-year period. This change
was accounted for as a change in accounting estimate effected by a change in ac-
counting principle and will be accounted for on a prospective basis. The change de-
creased tooling expense by $8.9 million and decreased the loss per share by $.13 in
1997.
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Effective January 1, 1996, the company changed its inventory costing method for
its picture tube inventories from LIFO to FIFO. There has also been a strategic mar-
keting shift in the company toward selling more larger-screen television sets and less
smaller-screen sets. The picture tubes for the smaller-screen television sets are manu-
factured by the company and have been costed using LIFO. It is expected that the
LIFO picture tube inventory pool will decrease and this decrease would create a LIFO
liquidation resulting in a poor matching of current costs with current revenues. As a
result, the company believes that the FIFO method is preferable as it will provide a
more appropriate and consistent matching of costs against revenues. This change in
accounting had no material impact on quarterly results and, as a result, quarterly in-
formation is not restated. The effect of this change in accounting principle was to re-
duce the net loss reported for 1996 by $2.7 million, or $.04 per share, The change has
been applied to prior years by retroactively restating the financial statements. The ef-
fect of this change for 1995 was to reduce the net loss reported by $1.6 million, or
$.03 per share.

REPORT OF INDEPENDENT PUBLIC ACCOUNTANTS

To the Stockholders of Zenith Electronics Corporation:

We have audited the accompanying consolidated balance sheets of Zenith Electron-
ics Corporation (a Delaware corporation) and subsidiaries as of December 31, 1997
and 1996, as well as the related statements of consolidated operations, retained earn-
ings, and cash flows for each of the three years in the period ended December 31,
1997. These financial statements are the responsibility of the Company’s manage-
ment. Our responsibility is to express an opinion on these financial statements based
on our audits.

We conducted our audits in accordance with generally accepted auditing stan-
dards. These standards require that we plan and perform the audit to obtain reason-
able assurance about whether the financial statements are free of material misstate-
ment. An audit includes examining, on a test basis, evidence supporting the amounts
and disclosures in the financial statements. An audit also includes assessing the ac-
counting principles used and significant estimates made by management, as well as
evaluating the overall financial statement presentation. We believe that our audits pro-
vide a reasonable basis for our opinion.

In our opinion, the consolidated financial statements referred to above present
fairly in all material respects the financial position of Zenith Electronics Corporation
and subsidiaries as of December 31, 1997 and 1996, and the results of their operations
and their cash flows for each of the three years in the period ended December 31,
1997, in conformity with GAAP.

The accompanying consolidated financial statements have been prepared assum-
ing that the Company will continue as a going concern. As discussed in Note Two to
the financial statements, the Company has suffered recurring losses from operations
and has negative working capital that raises substantial doubt about its capability to
continue as a going concern. Management’s plans in regards to these matters are also
described in Note Two. The financial statements do not include any adjustments that
might result from the outcome of this uncertainty.

As explained in Note Five to the financial statements, the Company changed its
methods of accounting for tooling costs in 1997 and picture tube inventories in 1996.

Arthur Andersen LLP                  Chicago, Illinois                  March 27, 1998
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Required
a. Review Zenith’s income statement, notes, and auditor’s report. Note any un-

usual terms. Trace all the information shown in each note (1-5) to the in-
come statement. Trace the disclosures in the auditor’s report to the notes
and income statement.

b. Explain why the impact of the change in accounting method from LIFO to
FIFO does not appear on the face of the income statement. How would this
accounting change be more apparent? (Hint: Compare the 1996 data shown
in the income statement to the original 1996 income statement as shown on
page 607.)

c. Calculate Zenith’s sustainable operating income for each year. Even though
all the notes are not included above, assume that all the restructuring
charges and the other operating expenses (income) as shown are not ex-
pected to continue. Also, make an adjustment reflecting the effects of the
unusual bad debts as noted in Note 4.

d. Compare and contrast the sustainable operating income (see Chapter 4)
with the operating income as reported in the income statement. How did
your adjustments change the trend in Zenith’s operating income? Does the
adjusted data yield any more optimistic views of results expected in 1998
and 1999? Why?

e. The auditors raised questions about Zenith’s capability to continue as a go-
ing concern entity. What evidence in the income statement supports their
concerns? In the notes? Even though the balance sheet was not included
above, what evidence about liquidity concerns supports the auditor’s going
concern issue?

f. What is Zenith’s likely trend in net sales and net income? Is there any evi-
dence that Zenith will even survive? What impact is the restructuring likely
to have?

g. Even though the balance sheet, cash flow statement, and the remainder of
the notes were not provided, what advice would you give to an investor in
Zenith? To a manager? To a lender?

Identification of Accounting Changes
14-63 Locate the most recent 10-K filing by Bank One and Time-Warner from the

EDGAR archives (www.sec.gov/edaux/searches.htm). Refer to the note on sig-
nificant accounting policies in “Notes to the Financial Statements” to identify
changes in accounting policies. Identify any changes the companies might
have made in their methods of accounting. How have changes in accounting
principles impacted their consolidated income statements?

Internet
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Possible Violation of Debt/Asset Covenant
14-64 Assume you have just conducted a preliminary analysis of your firm’s 1999 fi-

nancial statements. The firm has not prospered in recent years, and you are par-
ticularly concerned about violating a provision of a loan agreement you have
with a local bank. Your firm has a $200,000, nine percent bank loan due in
2001. One provision of the loan agreement is that your firm’s debt-to-total as-
sets ratio does not exceed 50 percent. Your review of the 1999 financial state-
ments indicates a ratio of 58 percent.

You are very confident that violation would result in a renegotiated inter-
est rate of about 10.5 percent. Your firm would find meeting this higher inter-
est charge to be quite difficult.

The only alternative to violating this provision that you can think of is to
change depreciation methods. Currently, your firm uses double-declining-bal-
ance. You have calculated that changing to the straight-line method would re-
duce your debt-to-total assets ratio to 49 percent.

Required
a. How much additional interest expense would be incurred if the loan

agreement is violated?
b. What are the ethical implications of this decision?

Segment Reporting
14-65 The following (partial) information was provided in the industry segment note

in American Home Products Corporation’s 1994 financial statements (dollars in
millions):

Years Ended December 31
1994 1993

Net sales:
Health care products $ 7,885.6 $7,369.1
Food products 997.3 935.8
Agricultural products 83.3 —

Consolidated total $ 8,966.2 $8,304.9

Income before taxes
Health care products $ 1,839.9 $1,836.7
Food products 155.6 152.4
Agricultural products 16.8 —
Corporate 17.5 3.6

Consolidated total $ 2,029.8 $1,992.7

Total assets on December 31:
Health care products $ 8,118.4 $5,165.3
Food products 558.8 504.4
Agricultural products 1,173.9 —
Corporate 11,823.7 2,017.7

Consolidated total $21,674.8 $7,687.4

Net sales by geographic region:
United States $ 5,908.0 $5,695.8
Canada and Latin America 1,022.4 897.7
Europe and Africa 1,422.7 1,196.6
Asia and Australia 613.1 514.8

Consolidated total $ 8,966.2 $8,304.9
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Required
a. For each segment, calculate the return on assets (use end-of-year assets and

operating profit) and calculate income before tax as a percent of sales.
b. Evaluate the performance of each segment. Regarding the products and ser-

vices sold by each segment, comment on concerns and outlooks that an in-
vestor might have.

c. Comment on the company’s sales in the different geographic regions. How
could this impact the investor’s evaluation of American Home Products’po-
tential future performance?

Evaluation of Segment Disclosure for Two Firms
14-66 Examine notes from the financial statements of two different companies to de-

termine how they report segments of their operations. Evaluate the level of dis-
closure for each firm in terms of the usefulness and relevance of the notes pro-
vided by each firm.

Segment Reporting
14-67 TRW, Inc., is a global company that specializes in producing automotive, space-

craft, and information system products. The following (partial) segment data
was reported (dollars in millions):

December 31
1994 1993

Sales:
Automotive $5,679 $4,538
Space and defense 2,812 2,792
Information systems 596 618

Operating profit:
Automotive $476 $309
Space and defense 175 199
Information systems 96 74

Identifiable assets:
Automotive $3,481 $3,004
Space and defense 1,111 1,253
Information systems 622 752

Required
a. Calculate the return on assets of 1994 for each segment (use operating

profit and ignore interest expense).
b. Calculate each segment’s operating income as a percentage of sales.
c. Why is the segment-by-segment information important for an investor to

have? Which ratio results will be most important to investors? Why?

Identification of Industry Segments 
14-68 Locate the most recent 10-K filing by Gillette Corporation from the EDGAR

archives (www.sec.gov/edaux/searches.htm). The “Notes to the Financial State-
ments”contains detailed segment information.
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Required
a. Identify the major business (industry) segments in which Gillette is in-

volved.
b. What is the percentage contribution of each segment to the company’s net

sales and profit from operations? Which is the most important business seg-
ment?

c. For which geographic areas does Gillette have a material presence? Which
is the most profitable geographic area?

d. In your opinion, is Gillette a U.S. company or a global company?

Interim Reports
14-69 Falcon Amusements, Inc. chose September 30 as its year-end. Reported below

are its quarterly income statements for fiscal 2000 and its annual income state-
ment.

Quarterly

10/1/99 1/1/00 4/1/00 7/1/00 Annual at
12/31/99 3/31/00 6/30/00 9/30/00 9/30/00

Net sales $577,441 $571,930 $698,432 $818,034 $2,665,837
Cost of goods 118,563 126,471 134,587 174,259 553,880
Gross profit 458,878 445,459 563,845 643,775 2,111,957
Selling, general

& administrative 
expense 303,755 377,096 393,309 428,588 1,502,748

Depreciation 52,055 51,622 52,651 53,044 209,372
Non-operating

income (114,062) (17,251) (14,845) (3,315) (149,473)
Interest expense 28,413 11,515 11,717 9,234 60,879

270,161 422,982 442,832 487,551 1,623,526
Income before tax 188,717 22,477 121,013 156,224 488,431
Provision for

income tax 51,614 6,412 36,499 44,521 139,046
Net income $137,103 $  16,065 $  84,514 $111,703 $ 349,385

Required
a. Discuss briefly why Falcon is reporting quarterly information. Is it audited?
b. How does the annual audited information differ from the quarterly data?
c. Are there any obvious seasonal trends? Why might the cost of goods sold

rise in the fourth quarter (aside from sales being higher)? Hint:Year-end ad-
justments. How might an investor be concerned about such trends and fluc-
tuations?
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Interim Reporting
14-70 International Dairy Queen’s annual income statement for the year ended No-

vember 30, 1994, and its four quarterly income statements are presented below.

Annual
ending

11/30/94 11/30/94 2/24/95 5/26/95 8/25/95

Net sales $340,833 $76,070 $67,530 $106,150 $115,361
Cost of goods

sold 249,985 55,140 47,556 79,220 83,010
Gross profit 90,848 20,930 19,974 26,930 32,351
Selling,

general, and 
administrative 40,495 10,331 12,352 11,136 13,418

Income before
depreciation 50,353 10,599 7,622 15,794 18,933

Depreciation 0 0 0 0 0
Non-operating

income 1,578 (56) 498 484 484
Income before tax 51,931 10,543 8,120 16,278 19,417
Provisions for

income tax 20,510 4,160 3,210 6,430 7,670
Net income $  31,421 $  6,383 $  4,910 $ 9,848 $  11,747

Required
a. Review the annual income statement for the fiscal year ended 11/30/94 and

the quarterly income statements for the four quarters. Identify any unusual
items.

b. Evaluate any seasonal trends in these quarterly statements.
c. Discuss why Dairy Queen would choose November 30 as its fiscal year-end.
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Information Search
14-71 The SEC archives can be accessed at www.sec.gov/edaux/searches.htm.

Required
Locate the SEC disclosures for the corporate filings listed below. For each filing,
answer the questions and identify who might use this information and why it
is important to that user.
a. 10-K for Centurion Mines Corp (February 7, 1996)

• The report was for which accounting year?

• What industry is Centurion in and what is its Standard Industrial Classi-
fication number?

• How many shares of stock were outstanding as of January 1, 1996?

• When did Centurion’s predecessor organization begin operations (from
Section 1)?

• What was the amount of net operating revenues?

• Who audited Centurion’s financial statements (from Section F2)?
b. 10-Q for SCI Systems Inc. (February 7, 1996)

• The report is for which quarter of the fiscal year?

• How many shares of stock were outstanding on January 23, 1996?

• What was the amount of net sales for the three months ended January
24, 1995?

c. S�8 for Campbell Soup Co. (February 6, 1996)

• What securities were registered (be specific)?

• What amount of securities were registered?

• What was the proposed maximum offering price per share?

• What was the amount of the registration fee?
d. DEF 14A for ADAC Laboratories (February 7, 1996)

• What items of business were to be conducted at the 1996 annual meet-
ing of shareowners (be brief)?
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LEARNING OBJECTIVES

1. Prepare and post journal entries.
2. Calculate account balances.
3. Prepare and post adjusting entries.
4. Prepare and post closing entries.
5. Generate balance sheets and income statements from general ledger accounts.

INTRODUCTION

This text focuses on conceptual accounting issues and the uses of accounting information.
In contrast, this appendix summarizes the detailed procedures used by accountants to gen-
erate financial statements. Although, in theory, the basic accounting equation can be used
to prepare financial statements, virtually all firms would find that approach to be ex-
tremely cumbersome. Far more efficient processes are needed by firms that have hundreds
of different assets and liabilities and engage in thousands of transactions.

THE GENERAL LEDGER

Recall from Chapter 2, “The Basic Concepts of Financial Accounting,” that the core of fi-
nancial accounting is the analysis of transactions in terms of the basic accounting equation:

ASSETS  =  LIABILITIES  +  SHAREHOLDERS’ EQUITY

The purpose of this analysis is to summarize the effects of different types of transac-
tions on the equation’s elements. In real business settings, this summarization is done in
the general ledger. Although most accounting systems are computerized, at this stage
we will illustrate a manual system. In such a system, the general ledger often takes the
form of a loose-leaf notebook. Each page is assigned to a particular equation item (such as
cash, inventory, accounts payable, or invested capital) and is referred to as an account.

Debits and Credits
To show increases and decreases in account amounts, plus (+) and minus (–) signs could
be used. For several reasons, however, the accounting profession has discarded this alter-
native. Instead, each account is divided into a left-hand side and a right-hand side; in-
creases are recorded on one side and decreases are recorded on the other.

a p p e n d i x
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ASSETS = LIABILITIES + SHAREHOLDERS’ EQUITY

Cash Invested capital

+$10,000 +$10,000

Cash Invested Capital

$10,000 $10,000

Assets = Liabilities + Shareholders’ Equity

Dr Cr Dr Cr Dr Cr
+ – – + – +

EXHIBIT A–1       Debit and Credit Rules

For all accounts, the left-hand side is the debit side and the right-hand side is the
credit side. For accountants, debit and credit have no meanings other than left and
right, respectively. This can be a source of confusion. Many nonaccountants associate
the term credit with something good. The accountant does not.

In actual business practice, general ledger accounts can take many forms. For sim-
plicity, they are illustrated here using T-accounts. T-accounts for cash and accounts
payable are shown as follows:
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Cash Accounts Payable

Dr Cr Dr Cr

The side of an account in which increases and decreases are recorded depends
on the nature of the account. Increases in assets are recorded by debits, and de-
creases are recorded by credits. The rules for liabilities and shareholders’ equity are
the reverse: increases are recorded as credits, and decreases are recorded as debits.
These rules are summarized in Exhibit A–1.

The debit and credit rules are largely arbitrary. Accordingly, with one exception,
do not look for any special logic in them. One aspect of the rules does make sense,
however. Because assets appear on the opposite side of the basic accounting equation
from liabilities and shareholders’equity, the debit and credit rules for assets are the op-
posite of the rules for liabilities and shareholders’ equity. The reasoning for this is dis-
cussed later in the appendix.

An Example
Consider two illustrative transactions. First, shareholders invest $10,000 in a firm. In
terms of the basic equation, this transaction increases cash and increases sharehold-
ers’ equity (invested capital):

In the general ledger, an increase in cash is recorded as a debit, and an increase in
shareholders’ equity is recorded as a credit. After the analysis, the amounts would ap-
pear as follows:
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The second transaction involves a purchase of inventory for $2,000. This transac-
tion increases inventory and decreases cash:

ASSETS = LIABILITIES + SHAREHOLDERS’ EQUITY

Cash Inventory
–$2,000 +$2,000

The decrease in cash is recorded as a credit, and the increase in inventory is
recorded as a debit, as shown in these T-accounts:

Cash Inventory

$10,000 $2,000 $2,000

As previously mentioned, the rules for assets (which appear on the left side of the
equation) are the opposite of the rules for liabilities and shareholders’ equity (which
appear on the right side of the equation). This is no coincidence. By reversing the
rules, the equality of debits and credits for each transaction (and in total) is assured.
For example, when inventory is purchased for cash, inventory is debited and cash is
credited for $2,000. The equality of debits and credits helps accountants identify and
eliminate errors from the accounting process.

Balancing Accounts
To determine the net amount of cash, inventory, and so on at the end of an account-
ing period, the accounts must be balanced. This is done by totaling the debits and
credits in each account and calculating their difference. This difference is shown on
the side of the account that has the larger amount. These balances are the basis for the
financial statements. The balanced cash account shows an $8,000 debit balance:

Cash

10,000 2,000

Bal 8,000

Chart of Accounts
Firms have a great deal of discretion in choosing their account titles and the number
of accounts they employ. Accordingly, most firms develop a chart of accounts,
which is essentially an index to the general ledger. It lists account titles and account
numbers. Account numbers are often employed because they provide a firm’s per-
sonnel with an efficient and unambiguous way to communicate. Exhibit A–2 illustrates
a chart of accounts.

THE GENERAL JOURNAL

In the general ledger, the information about a given transaction is spread across two
or more accounts. This makes it difficult for auditors and others to review all the in-
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formation about a given transaction. The general journal is another major account-
ing record. It provides a chronological listing of all transactions and events. This en-
ables the auditor to easily see all the accounts affected by a single transaction. As with
the general ledger, the general journal in a manual system consists of a loose-leaf note-
book.

Journal Entries
General journal entries are actually the first step in the formal financial accounting
process. This step occurs after the accountant has conceptually analyzed the transac-
tion in terms of the basic accounting equation, ascertained which accounts have in-
creased or decreased, and translated the increases and decreases into debits and cred-
its. A transaction’s journal entry consists of

1. the date,
2. the account(s) to be debited,
3. the account(s) to be credited,
4. the amounts, and
5. an explanation.

For example, if shareholders invest $10,000 in a firm on January 1, cash is in-
creased and shareholders’ equity is increased. Translated into debits and credits, cash
is debited and invested capital is credited. In journal entries, the debits are shown
first, and the credits are indented and shown after the debits. The journal entry for the
$10,000 investment would be

January 1

Cash 10,000
Invested Capital 10,000

To record shareholders’ investment

Notice that the journal contains two dollar columns. The one to the left is for deb-
its and the one to the right is for credits.
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Account Account Number

Cash 110
Accounts Receivable 120
Prepaid Rent 130
Inventory 140
Equipment 150
Accumulated Depreciation 160
Accounts Payable 210
Unearned Revenue 220
Utilities Payable 230
Interest Payable 240
Notes Payable 250
Invested Capital 310
Retained Earnings 320

EXHIBIT A–2     Jacobs Golf and Tennis Chart of Accounts
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AN ILLUSTRATION OF ACCOUNTING PROCEDURES

Chapter 2 provided a comprehensive example involving Jacobs Golf and Tennis
(JG&T). JG&T began operations in January 2000 and engaged in a number of transac-
tions. That example is used here to demonstrate the accounting procedures just dis-
cussed. The only difference between Chapter 2 and the treatment here is that we now
assume that JG&T is organized as a corporation.

Transaction 1: Shareholders invest $50,000.
Analysis: Increase cash; increase invested capital.
Debits and credits: Increase cash (an asset) by a debit;

increase invested capital
(an equity account) by a credit.

Journal entry:
January 1

Cash 50,000
Invested Capital 50,000

To record investment by shareholders

Transaction 2: Borrowed $20,000 from a bank.
Analysis: Increase cash; increase notes payable.
Debits and credits: Increase cash by a debit; increase notes

payable by a credit.
Journal entry:

January 1
Cash 20,000

Notes Payable 20,000
To record note payable

622 APPENDIX  A

1. Identify transactions and events.
2. Analyze transactions and events in terms of the basic accounting equation.
3. Translate the transaction analysis into debits and credits.
4. Prepare journal entries and post to the general ledger.
5. Prepare and post adjusting entries.
6. Prepare the income statement.
7. Prepare and post closing entries.
8. Prepare the balance sheet.

EXHIBIT A–3     The Accounting Process

Posting
To determine account balances, the amounts in the journal entries need to be placed
in the general ledger. Transcribing the amounts from journal entries into the general
ledger is called posting. From a procedural standpoint, transactions, events, and so
on, are never initially entered into the general ledger. General journal entries are al-
ways prepared first and are then posted to the general ledger.

Summary
The accounting process includes the steps summarized in Exhibit A–3. We have cov-
ered the first four steps. Later in this appendix, we will cover the other steps in the
accounting process.
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Transaction 3: Paid in advance one year’s rent of $12,000.
Analysis: Increase prepaid rent; decrease cash.
Debits and credits: Increase prepaid rent by a debit;

decrease cash by a credit.
Journal entry:

January 1
Prepaid Rent 12,000

Cash 12,000
To record prepayment of one year’s rent

Transaction 4: Purchased inventory on account, $30,000.
Analysis: Increase inventory; increase accounts payable.
Debits and credits: Increase inventory by a debit; increase

accounts payable by a credit.
Journal entry:

January 1 Inventory 30,000
Accounts Payable 30,000

To record the purchase of inventory on account

Transaction 5: Purchased equipment for $25,000.
Analysis: Increase equipment; decrease cash.
Debits and credits: Increase equipment by a debit;

decrease cash by a credit.
Journal entry:

January 1 Equipment 25,000
Cash 25,000

To record purchase of equipment for cash

At this point, journal entries have been prepared for all of JG&T’s preliminary
transactions. The next step is to post these entries to general ledger accounts. Exhibit
A-4 contains general ledger accounts that reflect these postings.
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Cash Prepaid Rent

1) 50,000 3) 12,000 3) 12,000
2) 20,000 5) 25,000

Bal 33,000

Inventory Equipment

4) 30,000 5) 25,000

Notes Payable Accounts Payable

2) 20,000 4) 30,000

Invested Capital

1) 50,000

EXHIBIT A–4       Jacobs Golf and Tennis General Ledger
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REVENUE AND EXPENSE ACCOUNTS

Revenue and expense transactions affect the retained earnings component of share-
holders’ equity. For example, if a firm renders services in the amount of $100 to
clients, on account, accounts receivable increases and retained earnings increases:

ASSETS = LIABILITIES + SHAREHOLDERS’ EQUITY

Accounts Receivable Retained earnings
+$100 +$100 (sales)

As you know from Chapter 2, the income statement summarizes the many types
of revenue and expense transactions that affect retained earnings during a period. If
all revenue and expense transactions were commingled in that one account, ascer-
taining the detailed amounts for each line item on the income statement would be
quite difficult.

Consequently, general ledger accounts are established for each revenue and ex-
pense item desired on the income statement. Instead of initially debiting or crediting
retained earnings for revenue and expense transactions, the revenue and expense ac-
counts are used. These accounts are best viewed as temporary accounts, which are
really components of retained earnings. Increases in revenues are shown as credits,
while increases in expenses are treated as debits. Note that expenses reduce retained
earnings; so increasing the debit balance in an expense account actually decreases re-
tained earnings. Exhibit A–5 summarizes the debit and credit rules for revenue and ex-
pense accounts.
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Revenue Expense

Dr Cr Dr Cr
– + + –

EXHIBIT A–5       Debit and Credit Rules for Revenue and Expense Accounts

To illustrate JG&T’s revenue and expense transactions for January, 2000, assume
that all transactions occur on January 15.

Transaction 6: Rendered services to customers for $200 plus a promised future
payment of $400.

Analysis: Increase cash; increase accounts receivable; increase service
revenue.

Debits and credits: Debit cash by $200; debit accounts receivable by $400; credit
service revenue by $600.

Journal Entry:
January 15 Cash 200

Accounts Receivable 400
Service Revenue 600

To record service revenue

The preceding entry is referred to as a compound journal entry. Its distin-
guishing characteristic is that more than one account is either debited or credited (or
both). As with all journal entries, the total dollar amount of debits equals the total dol-
lar amount of credits.
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Transaction 7: Received $100 from customers for services to be
performed at a later date.

Analysis: Increase cash; increase unearned revenue
(remember that unearned revenue is a liability).

Debits and credits: Debit cash; credit unearned revenue.
Journal entry:

January 15 Cash 100
Unearned revenue 100

To record customers’ prepayment of revenue

Transaction 8: Paid workers’ salaries of $700.
Analysis: Decrease cash; decrease retained earnings

via salary expense.
Debits and credits: Credit cash; debit salary expense.
Journal entry:

January 15 Salary Expense 700
Cash 700

To record payment of salary expense

Transaction 9: Received a $120 utility bill for services already used.
Payment was not immediately made.

Analysis: Utilities expense increases; utilities payable increases.
Debits and Credits: Debit utilities expense; credit utilities payable.
Journal entry:

January 15 Utilities Expense 120
Utilities Payable 120

To record January utilities expense

Transaction 10: Sold, for $4,000 on account,
inventory costing $2,200.

Analysis: Accounts receivable increases; sales increases;
inventory decreases; cost of goods sold
(CGS) increases.

Debits and credits: Debit accounts receivable; credit sales; credit inventory;
debit CGS.

Journal entry:
January 15 Accounts Receivable 4,000

Sales 4,000
To record a credit sale on account

CGS 2,200
Inventory 2,200

To record CGS on credit sale

Exhibit A–6 contains ledger accounts reflecting the posting of these entries.

ADJUSTING ENTRIES

As you know from Chapter 2, adjustments to the accounting records are typically
needed before financial statements are prepared. The adjustments are needed to en-
sure that the account balances are correct and up to date. These adjustments result
from interest accruals, depreciation, and a variety of other matters. Adjustments to the
account balances are accomplished by journal entries. We now analyze the adjust-
ments needed to correctly state  JG&T’s accounts as of January 31.
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Transaction 11: Incurred but did not pay interest expense of $133.
Analysis: Increase interest expense; increase interest payable.
Debits and credits: Debit interest expense; credit interest payable.
Journal entry:

January 31 Interest Expense 133
Interest Payable 133

To record January interest expense

626 APPENDIX  A

Cash Accounts Receivable

1) 50,000 3) 12,000 6) 400
2) 20,000 5) 25,000 10) 4,000
6) 200 8) 700

Bal 4,4007) 100

Bal 32,600

Prepaid Rent Inventory

3) 12,000 4) 30,000 10) 2,200

Bal 27,800

Equipment

5) 25,000

Notes Payable Accounts Payable

2) 20,000 4) 30,000

Unearned Revenue Utilities Payable

7) 100 9) 120

Invested Capital Retained Earnings

1) 50,000

Service Revenue Sales

6) 600 10) 4,000

Salary Expense Utilities Expense

8) 700 9) 120

Cost of Goods Sold

10) 2,200

EXHIBIT A–6       Jacobs Golf and Tennis General Ledger
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Transaction 12: Used $1,000 of prepaid rent.
Analysis: Increase rent expense; decrease prepaid rent.
Debits and credits: Debit rent expense; credit prepaid rent.
Journal entry:

January 31 Rent Expense 1,000
Prepaid Rent 1,000

To record January rent expense

Transaction 13: Depreciation on equipment amounted to $208.
Analysis: Increase depreciation expense; decrease equipment

by increasing the balance in the contra-asset 
account, accumulated depreciation.

Debits and credits: Debit depreciation expense;
credit accumulated depreciation.

Journal entry:
January 31 Depreciation Expense 208

Accumulated Depreciation 208
To record January depreciation expense

Transaction 14: Earned $50 of the $100 advance payment
previously made by customers.

Analysis: Decrease unearned revenue; increase service revenue.
Debits and credits: Debit unearned revenue; credit service revenue.
Journal entry:
January 31 Unearned Revenue 50

Service Revenue 50
To record revenue earned

General ledger accounts with these postings appear in Exhibit A–7. The balances
in the revenue and expense accounts are now correct and the income statement, con-
tained in Exhibit A–8, can be prepared based on the revenue and expense accounts.

CLOSING ENTRIES

At this point, a problem exists in preparing JG&T’s balance sheet. Since the revenue
and expense transactions, which really affect retained earnings, were not recorded in
that account, the balance sheet will not balance. Therefore, the amounts in the rev-
enue and expense accounts must be transferred to retained earnings. This is done via
closing entries.

JG&T’s closing entries at the end of January appear in Exhibit A–9. Viewed in iso-
lation, closing entries do not make a great deal of sense. However, keep in mind their
purpose: to transfer balances from revenue and expense accounts to retained earn-
ings. General ledger accounts that reflect the posting of these entries appear in Ex-
hibit A–10. The balance now in retained earnings is that which would have been there
if all the revenue and expense transactions were initially recorded in that account.

Note that after posting the closing entries, the balance in each revenue and ex-
pense account is zero. This is why they are called temporary (or nominal) ac-
counts. Moreover, since the balances are zero, next month they will only reflect the
revenue and expense amounts for February and not a cumulative amount beginning
with January. This will enable the easy preparation of an income statement for the
month of February.
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Cash Accounts Receivable

1) 50,000 3) 12,000 6) 400
2) 20,000 5) 25,000 10) 4,000
6) 200 8) 700

Bal 4,4007) 100

Bal 32,600

Prepaid Rent Inventory

3) 12,000 12) 1,000 4) 30,000 10) 2,200

Bal 11,000 Bal 27,800

Equipment Accumulated Depreciation

5) 25,000 13) 208

Notes Payable Accounts Payable

2) 20,000 4) 30,000

Unearned Revenue Utilities Payable

14) 50 7) 100 9) 120

Bal 50

Interest Payable

11) 133

Invested Capital Retained Earnings

1) 50,000

Service Revenue Sales

6) 600 10) 4,000
14) 50

Bal 650

Salary Expense Utilities Expense

8) 700 9) 120

Cost of Goods Sold

10) 2,200

Interest Expense Rent Expense

11) 133 12) 1,000

Depreciation Expense

13) 208

EXHIBIT A–7       Jacobs Golf and Tennis General Ledger
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DIVIDENDS

JG&T engaged in one more transaction in January. It declared and paid a $100 divi-
dend to the shareholders. The analysis is as follows:

Transaction 17: Paid dividend of $100.
Analysis: Cash decreases; retained earnings decreases.
Debits and credits: Debit retained earnings; credit cash.
Journal entry:

January 31 Retained earnings 100
Cash 100

To record dividend

Jacobs Golf & Tennis
General Journal

January 31

15) Retained earnings 4,361
Salary expense 700
Utilities expense 120
Cost of goods sold 2,200
Interest expense 133
Rent expense 1,000
Depreciation expense 208

To close expense accounts

16) Service revenue 650
Sales 4,000

Retained earnings 4,650
To close revenue accounts

EXHIBIT A–9     Closing Entries

Jacobs Golf and Tennis
Income Statement

For the month ended January 31, 2000

Revenue
Sales $4,000
Services 650

Total revenue $4,650

Expenses
Cost of goods sold 2,200
Rent 1,000
Salary 700
Depreciation 208
Interest 133
Utilities 120

Total expenses 4,361
Net income $ 289

EXHIBIT A–8     Income Statement
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The posting of this entry is also reflected in the general ledger accounts appear-
ing in Exhibit A–10.

At this point, all transactions have been journalized and posted, and the revenue
and expense accounts have been closed to retained earnings. A balance sheet based
on the account balances in Exhibit A–10 can be prepared. It appears in Exhibit A–11.

OTHER PROCEDURAL MATTERS

One chapter cannot cover all of accounting’s detailed procedures. However, a few ad-
ditional items deserve attention.

Trial Balances and Worksheets
The equality of debits and credits implies that the total of all accounts with debit bal-
ances should equal the total of all accounts with credit balances. As a check on this,
accountants prepare trial balances at various points in the accounting process.

A trial balance is simply a listing of general ledger accounts and their amounts.
Two columns are used: one for accounts with debit balances and one for accounts
with credit balances. Exhibit A–12 contains an illustration of a trial balance based on
the account balances in Exhibit A–10. Note that the totals in the two columns balance.

An extended form of the trial balance is the worksheet. The worksheet serves
two purposes. First, it includes a trial balance, so, accordingly, it provides a check on
certain errors. Second, it serves as a testing ground for adjusting and closing entries.
That is, prior to inserting the adjusting and closing entries into the general journal and
ledger, many accountants test these entries in the worksheet, which is not a formal
part of the accounting records. By doing this, errors in these entries can hopefully be
eliminated before they are entered in the formal books of account. Worksheets are
highly mechanical, so they are not considered further in this text.

Subsidiary Ledgers
This chapter has discussed only two formal accounting records: the general ledger and
general journal. In actual practice, there are many more. One type of record is a sub-
sidiary ledger. The purpose of a subsidiary ledger is to provide detailed information
regarding a particular general ledger account.

Consider, for example, accounts receivable. This account indicates the total
amount due from customers. Of course, firms also need to know the amount owed by
each individual customer. Unfortunately, the accounts receivable account does not
easily provide this information. The accounts receivable subsidiary ledger is designed
to do this. Envision the subsidiary ledger as a separate loose-leaf notebook with a page
(account) assigned to each customer.

To illustrate, assume that the Pine Company is owed a total of $700 from its three
customers. Customer A owes $400, Customer B owes $200, and Customer C owes
$100. As shown in Exhibit A–13, Pine’s accounts receivable general ledger account
shows a balance of $700. The subsidiary ledger, appearing in the lower half of the ex-
hibit, shows the detail of each customer’s indebtedness. Notice that the total of the
subsidiary ledger accounts is $700, which agrees with the accounts receivable general
ledger account.

Several other general ledger accounts, such as accounts payable and equipment,
have subsidiary ledgers.
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ACCOUNTING PROCEDURES 631

Balance Sheet Accounts
Cash Accounts Receivable

1) 50,000 3) 12,000 6) 400
2) 20,000 5) 25,000 10) 4,000
6) 200 8) 700

Bal 4,4007) 100 17) 100

Bal 32,500

Prepaid Rent Inventory

3) 12,000 12) 1,000 4) 30,000 10) 2,200

Bal 11,000 Bal 27,800

Equipment Accumulated Depreciation

5) 25,000 13) 208

Notes Payable Accounts Payable

2) 20,000 4) 30,000

Unearned Revenue Utilities Payable

14) 50 7) 100 9) 120

Bal 50

Interest Payable

11) 133

Invested Capital Retained Earnings

1) 50,000 15) 4,361 16) 4,650

17) 100

Bal 189

Income Statement Accounts
Service Revenue Sales

6) 600 16) 4,000 10) 4,000
16) 650 14) 50

Bal 0
Bal 0

Salary Expense Utilities Expense

8) 700 15) 700 9) 120 15) 120

Bal        0 Bal 0

EXHIBIT A–10       Jacobs Golf and Tennis General Ledger
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Special Journals
Preparing general journal entries for each transaction is a laborious, time-consuming
process; account titles must be written and often the same amount must be written
twice in the same entry. Because of this, accountants have devised streamlined jour-
nalizing procedures that make use of special journals. Special journals are con-
structed to achieve great efficiencies in journalizing transactions. Examples of special
journals include sales journals, cash receipts journals, and cash payments journals.

Computerization
This appendix has emphasized manual (pen-and-ink) accounting systems, which are
simple and straightforward. Accordingly, they help you envision the flow of information.

However, the vast majority of actual accounting systems are computerized and
such systems have several advantages. First, they are able to process large numbers of

632 APPENDIX  A

Interest Expense Depreciation  Expense

11) 133 15) 133 13) 208 15) 208

Bal 0 Bal 0

Rent Expense Cost of Goods Sold

12) 1,000 15) 1,000 10) 2,200 15) 2,200

Bal 0 Bal 0

EXHIBIT A–10       Jacobs Golf and Tennis General Ledger (CONTINUED)

Jacobs Golf and Tennis
Balance Sheet

January 31, 2000

Assets Liabilities and Shareholders’ Equity
Cash $ 32,500 Liabilities
Accounts receivable 4,400 Accounts payable $ 30,000
Prepaid rent 11,000 Utilities payable 120
Inventory 27,800 Interest payable 133
Equipment $25,000 Unearned revenue 50
Less: Accumulated Notes payable 20,000
depreciation (208) 24,792 Total liabilities 50,303

Shareholders’ equity
Invested capital 50,000
Retained earnings 189

50,189
Total liabilities and

Total assets $100,492 shareholders’ equity $100,492

EXHIBIT A–11     Balance Sheet
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transactions more quickly than manual systems. Consequently, they provide financial
statements and other reports in a more timely manner. Second, they achieve a greater
degree of accuracy than manual systems. Finally, they permit a greater amount of in-
formation (different reports) to be generated.

Computerized accounting systems require both hardware and software. Hard-
ware consists of a computer’s physical components, such as storage disks, monitors,
keyboards, and central processing units. Computers range in size from laptop models
to mainframe computers that can occupy an entire floor.

Software refers to coded instructions given to the computer, telling it how to
process information. A set of instructions concerning one or more related tasks is
called a program. Some firms develop their own programs for accounting tasks. Other
firms rely on programs developed by software specialists. Many programs currently
exist that enable small- and medium-sized firms to computerize their accounting func-
tions quickly and inexpensively.

ACCOUNTING PROCEDURES 633

Jacobs Golf & Tennis
Trial Balance

January 31, 2000

Debit Credit

Cash 32,500
Accounts receivable 4,400
Prepaid rent 11,000
Inventory 27,800
Equipment 25,000
Accumulated depreciation 208
Notes payable 20,000
Accounts payable 30,000
Unearned revenue 50
Utilities payable 120
Interest payable 133
Invested capital 50,000
Retained earnings       100,700 189

100,700 100,700

EXHIBIT A–12     Trial Balance

General Ledger

Accounts Receivable

700

Accounts Receivable Subsidiary Ledger

Customer A Customer B Customer C

400 200 100

EXHIBIT A–13     Pine Company General and Subsidiary Ledgers
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SUMMARY OF LEARNING OBJECTIVES

1. Prepare and post journal entries.
Journal entries translate a transaction’s basic accounting equation analysis into
debits and credits. Because journal entries do not summarize the effects of trans-
actions on the various financial statement elements, journal entries must be
posted to general ledger accounts.

2. Calculate account balances.
Account balances are determined by summing the debits in an account, summing
the credits, and taking the difference.

3. Prepare and post adjusting entries.
Adjusting entries are prepared at the end of a time period (usually a month, quar-
ter, or year). Adjusting entries are needed because certain events might not have
been reflected in the account balances. Typical examples include interest expense
and depreciation expense. Adjusting entries update the account balances so that
correct financial statements can be prepared.

4. Prepare and post closing entries.
Revenue and expense transactions are initially recorded in revenue and expense
accounts. This permits the preparation of a detailed income statement. Because
these transactions ultimately affect retained earnings, closing entries are needed
to transfer the balances in revenue and expense accounts to retained earnings.

5. Generate balance sheets and income statements from general ledger 
accounts.
Financial statements can be prepared by simply transcribing the balances from
the relevant general ledger accounts onto the appropriate financial statement.

QUESTIONS 

A-1 Define the terms debit and credit.
A-2 Draw a diagram reflecting the parts of the accounting cycle, showing how

journals, ledgers, and so on, are used to record transactions.
A-3 Define the term posting.
A-4 Discuss why a firm might use subsidiary ledgers.
A-5 Why are adjusting entries used?
A-6 Would a cash-based system have a need for adjusting entries? Why?
A-7 Why are closing entries used?
A-8 If a firm never prepared periodic financial statements, would it need to prepare

adjusting or closing entries? Why?
A-9 What are some of the conditions that might cause a trial balance not to be “in

balance”?

PROBLEMS

A-10 Describe each of the steps in the accounting process, as shown below:
1. Identify transactions and events
2. Analyze transactions and events in terms of the basic accounting equation.
3. Translate the transaction analysis into debits and credits.
4. Prepare journal entries and post to the general ledger.
5. Prepare and post adjusting entries.
6. Prepare the income statement.
7. Prepare and post-closing entries.
8. Prepare the balance sheet.

634 APPENDIX  A

KEY TERMS
Balanced 620
Chart of accounts 620
Compound journal 

entry 624
Credit 619
Debit 619
General journal 621
General ledger 618
Journal entry 621
Posting 622
Special journals 632
Subsidiary ledger 630
Temporary (nominal)

accounts 624
Trial balance 630
Worksheet 630
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A-11 (Similar to Exercise 2-16) John Hasty opened his bakery on March 1, 1999. The
following transactions took place in early March:
1. Deposited $10,000 into a checking account in the name of the Hasty Bak-

ery.
2. Leased a small kitchen for one year at $500 per month. One month’s rent

was paid at this time.
3. Purchased kitchen equipment for $3,000 cash.
4. Purchased baking ingredients for $6,000 on account.
5. Obtained a $2,000, nine percent, one-year loan.
6. Rented a delivery truck for three years. The monthly payment of $200 is due

at the end of each month. Nothing was paid in March.
7. Obtained a one-year insurance policy on the kitchen equipment. Paid the

entire premium of $500.

Required
a. Prepare the journal entries to record these transactions.
b. Prepare any necessary adjusting entries (such as interest expense).
c. Post all journal entries to T-accounts.
d. Prepare a trial balance.
e. Prepare a balance sheet for the Hasty Bakery as of March 31, 1999.

A-12 (Similar to Problem 2-23) The following account balances are shown on No-
vember 30, 1999, for the Clever Bookstore:

Cash $  8,000 Accounts payable $  4,000
Accounts receivable 9,000 Salaries payable 2,000
Inventory 60,000 Notes payable 35,000
Supplies 3,000 J. Clever, capital 39,000
Total $80,000 Total $80,000

The following transactions occurred during December.
1. Paid workers the $2,000 owed them on November 30.
2. Made sales totaling $40,000. One-half of the sales were for cash. The other

half were on account. The cost of goods sold was $25,000.
3. Purchased inventory on account, $15,000.
4. Collected in cash $22,000 of receivables.
5. Used supplies totaling $800.
6. Paid accounts payable of $12,000.
7. Paid December’s interest on the note payable in the amount of $300.

Required
a. Prepare the journal entries to record these transactions.
b. Prepare any necessary adjusting entries.
c. Post all journal entries to T-accounts.
d. Prepare a trial balance.
e. Prepare a balance sheet for Clever Bookstore as of December 31, 1999.

A-13 (Similar to Problem 2-20) The following transactions all occurred on January 2
of the current year:
1. A company paid a $2,000 bill for a fire insurance policy that covers the cur-

rent year and next year.
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2. A company purchased for $200 a trash compactor that has an expected life
of five years.

3. Two attorneys, working under a corporate structure, decide that a ski chalet
at Vail is necessary to entertain current and prospective clients. At the same
time, they are considering the addition of a third attorney. This new attor-
ney has a ski chalet that she purchased five years ago for $120,000. Its cur-
rent market value is $200,000.  

Required
a. Prepare the journal entries to record these transactions. Record the acqui-

sition of the ski chalet when the new attorney is hired and it is transferred
to the corporation.

b. Prepare any necessary adjusting entries for the company’s December 31
year-end (such as depreciation expense).

c. Post all journal entries to T-accounts.

A-14 (Similar to Problem 2-21) On June 1, a sole proprietorship was formed to sell
and service personal computers. During the first six months, the following
transactions occurred:
1. On June 1, invested $50,000 in the business.
2. On July 1, purchased a four-wheel-drive pickup truck for $22,000 (on ac-

count) that will be used in the business.
3. On September 1, paid fuel and repairs costs of $1,750 for the truck.
4. On December 31, the truck proves to be a “lemon” and it is sold to a used

car dealer for $1,000.

Required
a. Prepare the journal entries to record these transactions.
b. Prepare any necessary adjusting entries for the company’s December 31

year-end (such as depreciation expense).
c. Post the journal entries and accruals to T-accounts.
d. Prepare a trial balance.
e. Prepare a balance sheet for the December 31 year-end.

A-15 (Similar to Problem 2-22)  Seaver & Co., a CPA firm, prepare their own finan-
cial statements with a December 31 year-end.
1. As of December 31, Seaver & Co. have rendered $20,500 worth of services

to clients for which they have not yet billed the client, and for which they
have not made any accounting entry.

2. Seaver & Co. owns equipment (computers, etc.) having an original cost of
$12,000. The equipment has an expected life of six years.

3. On January 1, 1999, Seaver borrowed $15,000. Both principal and interest
are due on December 31, 2000. The interest rate is 11 percent.

4. On January 1, 1999, Seaver rented storage space for three years. The entire
three-year charge of $15,000 was paid at this time. Seaver correctly created
a prepaid rent account in the amount of $15,000.

5. As of December 31, workers have earned $10,200 in wages that are unpaid
and unrecorded.

Required
a. Record any necessary adjusting entries.
b. Post the journal entries to T-accounts.
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A-16 (Similar to Problem 2-24) Susan’s Sweets opened a candy shop on January 1.
1. Susan invested $100,000 in cash on January 1, 1999, and began business as

a sole proprietorship.
2. Susan paid $20,000 for a six-month lease. The lease is renewable for another

six months on July 1.
3. Susan purchased candy and other “sweetments”at a cost of $40,000 in cash.
4. Susan purchased store fixtures at a cost of $15,000, paying $5,000 in cash.

These store fixtures have a useful life of five years, with no expected salvage
value.

5. During the first month of operations, Susan’s sales totaled $32,000. At the
end of the first month, her outstanding accounts receivable were only
$1,500. Her cost of sales was $9,500.

6. During the first month, her other operating expenses were $37,300 on ac-
count. She also paid herself a “salary” of $10,000, which was really a with-
drawal.

7. Susan recorded depreciation for the first year.

Required
a. Prepare the journal entries to record these transactions.
b. Prepare any necessary adjusting entries (such as rent expense).
c. Post the entries to T-accounts.
d. Prepare a trial balance.
e. Prepare an income statement and balance sheet for Susan’s Sweets to “tell

the story”of the first month’s operations.

A-17 (Similar to Problem 2-25) Susan’s Shoe Shop opened on January 1. The follow-
ing transactions took place during the first month:
1. Deposited $30,000 in the firm’s checking account.
2. Purchased shoes, boots, socks, and other inventory for $45,000 on account.
3. Purchased display shelving, chairs, and other fixtures for $10,000 cash and

$40,000 on account. Assume a useful life of five years.
4. Obtained a three-year, $20,000 bank loan at eight percent annual interest.
5. Paid $10,000 to two different creditors.
6. Signed an application for a one-year insurance policy and paid the year’s

premium of $2,400.
7. Paid three employees a monthly salary of $2,000 each.
8. Collected $35,000 from customers on account.

Required
a. Prepare the journal entries to record these transactions.
b. Prepare any necessary adjusting entries.
c. Post all journal entries to T-accounts.
d. Prepare a trial balance.
e. Prepare an income statement and balance sheet for Susan’s Shoe Shop on

January 31.

A-18 Matt’s Ski Shop is in the process of acquiring a vehicle for the business. The fol-
lowing transactions took place in December, 2000:
1. Verbally agreed to purchase a used car from Slee-Z-Auto for $3,500.
2. Paid $400 for a warranty on the used car.
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3. Took the car on a test drive, found it faulty, and told the salesperson to 
deliver a different car.

4. The sales manager kindly transferred the warranty to the second vehicle.
5. Paid $7,500 for the vehicle, which has a useful life of five years, and no sal-

vage value.
6. Paid license and taxes of $475.
7. Bought new tires for $550.
8. On a cold winter morning, the car failed to start.
9. Purchased a new battery for $85.

10. Filed a warranty claim for the new battery.
11. Received $65 payment under the warranty.

Required
a. Prepare the journal entries to record these transactions.
b. Prepare any necessary adjusting entries.
c. Post all journal entries to T-accounts.

A-19 (Similar to Problem 2-29) Matt, the sole proprietor of Matt’s Ski Shop, traveled
to Switzerland to attend the Alpine Equipment Exposition. The following trans-
actions occurred:
1. Paid $2,000 for airline tickets, hotel accommodations, and tour guidance

from Hugo’s U-Go Travel.
2. Changed the airline reservation.
3. Paid a $35 fee to change the reservation.
4. Arrived at the hotel and checked in.
5. Found his room to be next to the hotel laundry and facing the noisy load-

ing zone. Furthermore, the room only had two cheap radios and no tele-
vision!

6. Asked the hotel manager for a more suitable room.
7. Tipped the bellhop $5 after his luggage was moved.
8. Upon checking out of the hotel at the end of the week, found a $50 per

day upgrade charge on his hotel bill.
9. Paid $257 for meals and phone charges on his hotel bill, but denied liabil-

ity and responsibility for the upgrade charges.
10. The hotel manager insisted that the upgrade charges were Matt’s respon-

sibility, and that they would be added to his credit card balance.
11. Filed a complaint with Hugo’s U-Go Travel and with the credit card issuer.
12. Received a refund of $200 from Hugo.
13. Received a credit for the upgrade charges from the credit card issuer.
14. Took films from the exposition to a photo shop for developing. Charges for

developing and printing these films were expected to be $45.
15. Paid the $45 two weeks later.

Required
Prepare the journal entries for these related transactions.

A-20 (Similar to Problem 2-33) John’s Anti-Mediation League (JAML) engaged in the
following transactions in 1999:
1. On January 1, JAML borrowed $100,000 at six percent per year with inter-

est due quarterly.
2. JAML paid a $1,000 kickback to a good friend who helped obtain the loan.
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3. JAML had not yet paid any interest after the loan had been in effect for three
months.

4. On June 30, JAML paid the interest due.
5. On July 1, JAML renegotiated the terms of the loan, which increased the in-

terest rate to nine percent per year.
6. At the end of September, John paid the interest on the loan from his per-

sonal account.
7. At the end of December, JAML accrued the interest due.
8. On January 1, 2000, JAML paid the interest due to the lender and to John’s

personal account.

Required
a. Prepare the journal entries to record these transactions.
b. Post all journal entries to T-accounts.

A-21 Sue’s Mediation League (SML) engaged in the following transactions in 2000:
1. On January 1, SML borrowed $250,000 at nine percent per year with inter-

est due quarterly.
2. SML paid $1,000 to a good friend who helped obtain the loan.
3. SML had not yet paid any interest after the loan had been in effect for three

months.
4. On June 30, SML paid the interest due.
5. On July 1, SML renegotiated the terms of the loan, which decreased the in-

terest rate to six percent per year.
6. At the end of September, Sue paid the interest on the loan from her per-

sonal account.
7. At the end of December, SML accrued the interest due.
8. On January 1, 2001, SML paid the interest due to the lender and to Sue’s per-

sonal account.

Required
a. Prepare the journal entries to record these transactions.
b. Post all journal entries to T-accounts.

A-22 (Similar to Problem 2-34) Sharon’s Affairs and Parties (SAAP) engaged in the fol-
lowing transactions in 1999:
1. SAAP borrowed $150,000 at 10 percent per year to begin operations.
2. SAAP accrued the first month’s interest on the loan.
3. SAAP accrued the second month’s interest.
4. SAAP paid the interest due at the end of the second month.
5. Sharon loaned SAAP $10,000 at 24 percent interest per year.
6. SAAP accrued interest for the next month on both loans.
7. SAAP paid accrued interest at the end of the third month.
8. SAAP repaid Sharon’s loan, along with a loan “cancellation” fee of $2,500.
9. SAAP accrued interest for the next month.

10. SAAP repaid the original loan, along with nine months accrued interest at
the end of 1999.

Required
a. Prepare the journal entries to record these transactions.
b. Post all journal entries to T-accounts.
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A-23 Hilger’s Intimate Promises (HIP) engaged in the following transactions in 2000:
1. HIP borrowed $50,000 at eight percent per year to begin operations.
2. HIP accrued the first month’s interest on the loan.
3. HIP accrued the second month’s interest.
4. HIP paid the interest due at the end of the second month.
5. Hilger loaned HIP $10,000 at 24 percent interest per year.
6. HIP accrued interest for the next month on both loans.
7. HIP paid accrued interest at the end of the third month.
8. HIP repaid Hilger’s loan, along with a loan “cancellation” fee of $1,500.
9. HIP accrued interest for the next month.

10. HIP repaid the original loan, along with nine months accrued interest at
the end of 2000.

Required
a. Prepare the journal entries to record these transactions.
b. Post all journal entries to T-accounts. 
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INTRODUCTION

The field of accounting offers a variety of interesting and challenging career opportunities.
In fact, Money magazine ranked accounting as the twenty-third most popular occupation.
Accounting was rated high in short-term outlook, job security, and prestige. It was rated
low in stress and strain. (Try telling that to a tax accountant on April 14!) This appendix de-
scribes possible accounting career choices.

Many individuals who begin their careers as accountants remain accountants through-
out their work lives. Others use accounting as a stepping stone. For example, some mem-
bers of congress are accountants, and at least one TV star (Bob Newhart) is a former ac-
countant. Moreover, many chief executive officers have accounting backgrounds.

The American Institute of CPAs (AICPA) has compiled a summary of the placement re-
sults of recent college graduates. It shows the following:

Bachelor’s Master’s

Public accounting 27% 51%
Business/industry 28 18
Government 4 3
Other areas 10 2
Graduate school 2 3
Unknown 29 23
Total 100% 100%

Although this text concentrates on financial accounting, a wide array of employment
possibilities are discussed here.

PUBLIC ACCOUNTING

CPA firms are the most visible employer of accountants. This visibility, in part, stems from
the auditing relationship that CPA firms have with the very largest corporations. The fi-
nancial statements of all publicly held companies are accompanied by an auditor’s report,
thereby providing CPA firms with significant publicity. Additionally, CPA firms have re-
cently undertaken advertising campaigns costing millions of dollars. These firms regularly
place advertisements in business publications such as The Wall Street Journal and For-
tune.They also utilize television commercials. One firm has even aired a commercial dur-
ing the Super Bowl.

CPA firms provide three primary services: auditing, tax preparation and planning, and
management consulting. These services and the associated career opportunities are dis-
cussed in the following sections.

a p p e n d i x
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Auditing
As you know, a major role of CPA firms is to audit financial statements. The purpose
of an audit is to ascertain if the statements comply with generally accepted accounting
principles (GAAP). In essence, audits enhance the reliability of financial statements.

CPA firms generally have four hierarchical levels:

1. partners,
2. managers,
3. senior accountants, and
4. staff accountants.

Most CPA firms hire recent college graduates as staff accountants. These individ-
uals have excellent educational backgrounds, but usually little or no practical experi-
ence. Accordingly, firms provide both formal and on-the-job training.

Staff accountants perform the “pick and shovel”work on an audit. Typical tasks in-
clude conducting test counts of inventory, sending letters to the client’s customers to
confirm accounts receivable, preparing and reviewing bank reconciliations, and veri-
fying payroll withholdings. Computer-based tests and analyses are beginning to re-
place some of the drudgery associated with these tasks.

After two or three years of experience, many staff accountants are promoted to
senior accountant. Senior accountants’ responsibilities are much more interesting than
those of staff accountants. Seniors play a major role in planning the audit. This entails
specifying the audit tests necessary for a particular client. Seniors also supervise the
fieldwork. That is, they oversee the staff accountants who perform the audit tests at
the client’s place of business.

After a total of five or six years of experience, some candidates are promoted to
manager. Managers, along with senior accountants, participate in planning the audit.
They supervise senior accountants and review the work of both senior and staff ac-
countants. Managers also have significant interactions with the client’s upper-level
management. Many decisions, such as the timing of fieldwork, must be made jointly
by the auditor and the client.

After a total of about 12 years of employment in large firms, successful candidates
are promoted to partner. Less time is usually needed in smaller firms. Partners are ul-
timately responsible for the quality of an audit. They confer with the manager and se-
nior accountant regarding difficult or sensitive problems. They are also the primary li-
aison with the client’s top executives. In addition, a major part of their job entails
practice development, such as getting new clients and retaining current clients. CPA
firms are, after all, businesses that need clients in order to generate revenues and
profits.

Tax
A major function of CPA firms is to assist clients with their taxes. Both individuals and
business organizations, such as corporations, need this help. In general, CPAs provide
two types of tax services. One is tax compliance which entails completing tax returns
at year-end. The other service is tax planning which involves structuring transactions
in order to minimize their tax effects.

Staff accountants and senior accountants are highly involved in tax compliance.
Managers and partners review the work of staff and seniors and also provide clients
with tax planning advice.
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An increasingly important area is international tax. The globalization of business
is prompting many corporations to conduct their affairs in more than one country.
This requires knowledge of the tax laws of those countries, and the tax treaties among
those countries.

Management Consulting
Members of CPA firms are widely recognized not only for their expertise in account-
ing, auditing, and taxes, but also for their overall business knowledge. Because of this,
CPA firms offer a wide variety of consulting services to their clients. Perhaps the most
prominent service is the installation of computerized information systems. Other ser-
vices include employee benefits, mergers and acquisitions, and health care consulting.

CPA firms have been extremely successful in their consulting endeavors. For ex-
ample, a recent survey by the AICPA showed that small businesses were three times
more likely to seek advice from their CPA than from any other source.

Characteristics of CPA Firms
CPA firms can be described based on several characteristics. This section summarizes
many important aspects of CPA firms.

Organizational Form CPA firms have traditionally been organized as sole propri-
etorships or partnerships. Recall that the owners of these organizations have unlim-
ited legal liability. That is, their personal assets are available to meet all obligations of
the business.

The individual states, which regulate the accounting profession, have been re-
luctant to permit accounting firms to organize as corporations. Many regulators feel
that professionals (doctors, lawyers, accountants) should be fully responsible for their
actions and should not enjoy the shield of limited liability provided by corporations.

An excellent counterargument exists, however. Consider a national CPA firm with
offices in many cities. Let’s assume that one of the firm’s owners in the Boston office
conducts a faulty audit and that the firm is sued. Should the personal assets of the
firm’s owners who work in, say, the Seattle office be available to satisfy any claims that
may arise? These owners had nothing to do with the faulty audit, and might have only
a passing acquaintance with the owner from the Boston office.

The accounting profession is currently seeking ways to limit the exposure of CPAs
for damages arising from the actions of others. In many states, several organizational
forms have recently become available to CPAs. Two of these are professional corpora-
tions and limited liability partnerships. Both of these organizational forms place lim-
its on the liability of owners for acts committed by other owners. Owners, however,
are still fully responsible for the consequences of their own acts. Professional corpo-
rations are typically used by accounting firms that conduct business in only one state.
Limited liability partnerships are used by firms that operate in two or more states.

Size CPA firms vary dramatically in size. Many CPA firms consist of only an owner
and maybe a few employees. In contrast, a number of CPA firms are extremely large
international organizations. Exhibit B–1 contains a listing of the eight largest public ac-
counting firms in the United States. The largest five firms are often referred to as the
“Big Five.”To gain an appreciation for their size, examine the columns labeled “Num-
ber of Professional Staff” and “Number of Offices.”You can see that they are consider-
ably larger than the other firms listed.
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Of course, many medium-sized CPA firms exist. Without doubt, the public’s best
interest is served by a wide array of firm sizes. For example, small individual taxpay-
ers (like us) might appreciate the personal attention (and relatively low fees) of a small
or midsize firm. In contrast, a large international corporation will need the services of
a large CPA firm that has multiple offices and specializes in international and domes-
tic taxes and auditing.

The last three columns of Exhibit B–1 show the services emphasized by each
firm. Most firms focus on accounting, auditing, and taxes. Only one firm, Arthur An-
dersen & Co., earns the majority of its revenue from management consulting services.

Compensation Exhibit B–2 summarizes salary information for several U.S. cities
and the nation as a whole. Salaries vary considerably based on location. This variation
reflects both the cost of living differences and supply and demand factors.

Based on levels within the firm, the biggest jump in compensation occurs be-
tween manager and partner. This makes sense, given that a manager is simply an em-
ployee of the firm, whereas a partner is an owner.

Exhibit B–2 contains averages for firms of all sizes. Compensation is usually higher
in the larger firms. For example, partners in Big Five firms earn in excess of a quarter
of a million dollars annually.

Overtime Employees of CPA firms have very demanding work schedules, largely
due to the needs of their clients. All individual taxpayers must file their returns by April

644 APPENDIX B

FY97
U.S. Non-

Rank by Firm Revenue % No. of Partner No. of Practice Mix (%)
Revenue ($mil) Chg. Partners Prof’ls Offices A&A Tax MCS Other

1 Andersen Worldwide $5,445 21.0 1,673 32,319 95 20 14 66 0
2 PricewaterhouseCoopers 4,848 17.2 2,339 26,404 116 38 21 29 12
3 Ernst & Young 4,416 23.7 2,172 17,845 89 36 23 41 0
4 Deloitte & Touche 3,600 23.1 1,719 16,426 106 35 20 37 8
5 KPMG Peat Marwick 2,698 18.2 1,600 13,400 130 41 25 34 0
6 Grant Thornton 289 8.7 278 1,979 48 42 30 28 0
7 McGladrey & Pullen 270 5.5 381 1,883 64 33 22 23 22
8 BDO Seidman 240 13.7 217 1,337 42 51 26 23 0

SOURCE: Public Accounting Report, Copyright 1998 by Strafford Publications, Inc., 590 Dutch Valley Road, N.E.,
Atlanta, GA 30324-0729. 404-881-1141.

EXHIBIT B–1     Largest U.S. Public Accounting Firms

New York Detroit Denver Nationwide

Entry level $ 36,000 $ 35,000 $ 31,200 $ 31,600
Staff (1–2 years) 44,100 40,000 35,900 37,000
Senior (3–5 years) 59,300 50,000 44,500 44,800
Manager (6–9 years) 81,400 65,000 62,500 63,600
Partner (first year) 135,600 125,000 107,300 116,600

SOURCE: Accounting & Finance Salary Survey, 1998, by Source Finance.

EXHIBIT B-2     Public Accounting Salaries
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15. Calendar year-end corporations must file their returns by March 15, and publicly
held corporations with a calendar year-end must submit their audited financial state-
ments by March 31.

Clearly, January through April are busy months for CPA firms. Employees of CPA
firms work substantial overtime during this period. Average workweeks of 60 hours
(or more) are common.

Fortunately, there can be a silver lining to the overtime cloud. Some firms provide
a leisure bank. Overtime hours worked during busy seasons enable employees to take
additional vacation days during slow seasons. Most firms also provide the option of
monetary compensation for overtime hours.

Travel Large CPA firms have large clients, who have a number of geographic loca-
tions. Many employees of large CPA firms undertake some out-of-town travel. The
auditing and management consulting staffs do most of the traveling. Although gener-
alizations are difficult, two or three weeks of travel each year is a reasonable average.
The tax staff usually travels considerably less.

CORPORATE (INDUSTRY) ACCOUNTING

Accountants who work in corporate settings perform a wide array of functions. The
following sections describe general accounting, internal auditing, taxes, cost ac-
counting, and budgeting.

General Accounting
Corporations are, of course, responsible for the preparation of their financial state-
ments. This is a significant task, particularly for large corporations. Because of this, cor-
porations employ many accountants to generate the information needed for financial
statements.

Corporations are also subject to other reporting requirements. For example,
lenders will sometimes ask for more detailed information than that found in financial
statements. As another example, corporations must prepare SEC registration state-
ments when they sell securities to the public. These and other requirements increase
the need for general accounting personnel.

Internal Auditing
Virtually all large corporations, and many midsize ones, have internal audit staffs. A pri-
mary objective of an internal audit is the same as that of an external audit performed
by public accountants: to help ensure the reliability of financial statements.

However, the role of internal auditing is somewhat broader. It also includes op-
erational auditing, which assesses the effectiveness and efficiency of the corporation’s
operations. In part, this entails determining if internal policies are being followed. For
example, many firms have a policy of paying quickly for purchases so that favorable
discounts can be taken. Internal audits periodically assess if this policy is actually fol-
lowed. Internal audits can also deal with much more complex issues, such as compli-
ance with environmental laws and regulations.

Taxes
Tax accountants who work for corporations participate in the two primary tax-related
activities of compliance and planning. Compliance can be quite complex for large
corporations that operate in a number of jurisdictions. Federal tax returns must be
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completed, as well as multiple state returns. If the corporation operates in other na-
tions, foreign returns must be compiled. Tax accountants are also responsible for re-
turns related to payroll taxes, sales taxes, real estate taxes, and personal property taxes.

Tax planning is also a major responsibility for corporate tax accountants. The area
of mergers and acquisitions is an increasingly important one for tax planning. It in-
volves important issues such as these:

1. Should the target corporation’s stock or the underlying assets be acquired?
2. Should the acquisition be funded by issuing stock, using available cash, or incur-

ring new debt?

Careful attention to these questions can have a large impact on the amount of
taxes paid.

Cost Accounting
It is crucially important for corporations to know the cost of the products and services
that they produce. Without such knowledge, the profitability of different products and
customers cannot be measured. This could result in unwise business decisions.

Calculating product costs in single-product firms is relatively straightforward. All
manufacturing costs are related to that one product and are included in its cost. The
task becomes much more difficult in multiproduct firms. In these firms, the same
manufacturing facility is frequently used to produce several (perhaps many) products.
Because of this, the cost of the facility must be allocated to the various products. The
basis for such allocations is frequently not obvious, and cost accountants must decide
how the costs are to be assigned to each product.

Cost accountants also accumulate information to help in controlling costs. For ex-
ample, an important cost in many organizations is inventory handling costs, which in-
clude receiving, shipping, and storage costs. Knowing the amount spent on these ac-
tivities is an essential ingredient to controlling the costs.

Budgeting
To be successful, corporations must identify goals and develop plans to achieve those
goals. Budgets are quantitative expressions of corporate plans and reflect a corpora-
tion’s expectations regarding future results. Realistic budgets help identify profitable
opportunities. Moreover, the departure of actual results from budget targets will sug-
gest areas in need of corrective action.

Accountants play a major role in budgeting. In conjunction with operating per-
sonnel, they develop forecasts of future operations. Accountants then trace through
the effects of these forecasted operations on various financial statement items. For ex-
ample, forecasts of sales and costs are a prerequisite for cash flow planning. That is,
accountants will assess the impact and timing of forecasted sales and costs on cash to
ascertain if future borrowings will be needed or if excess cash will be generated.

Personnel Policies
Corporations differ considerably regarding overtime, travel, training, and so on. Every
situation is different, and job candidates should be careful to ask the necessary ques-
tions.

Compensation also varies, but surveys have been done that provide average salary
figures. Exhibit B–3 contains entry-level averages for several types of corporate ac-
counting positions. There is little variation across position categories, although there
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are considerable geographic differences. The exhibit also contains average salaries for
controllers, who are the chief accounting officers in corporations.

OTHER OPPORTUNITIES

Accountants are employed by many different organizations. Virtually all governmental
units (federal, state, and local) rely on accountants to monitor their flow of funds. The
Internal Revenue Service (IRS) employs a large number of tax accountants to interpret
tax laws, provide assistance to taxpayers, and audit returns. Not-for-profit organiza-
tions, such as certain hospitals and charitable organizations, also need the services of
accountants, who perform many of the same tasks in these organizations as those un-
dertaken in corporations.

CERTIFICATION

Potential employers and the public at large have an interest in identifying competent
accountants. To assist in this process, several professional organizations have estab-
lished certification programs. For example, the Institute of Management Accountants
operates the Certified Management Accountant (CMA) program. Other certification
programs include Certified Internal Auditor (CIA) and Certified Fraud Examiner (CFE).
Some certificate programs outside of the accounting field (Certified Financial Analyst)
also require a knowledge of accounting.

To become certified, accountants submit their credentials for evaluation against
standardized criteria established by the sponsoring organization. Most certificate pro-
grams require candidates to have a specified educational background, pass a rigorous
exam, and have a certain amount of work experience. The following sections describe
the two most well-known certificates: CPA and CMA.

Certified Public Accountant
The most widely known and widely held certificate is the CPA. In fact, becoming a
CPA involves more than receiving the blessing of a private organization. CPAs, like
doctors and lawyers, are licensed by the individual states. Each state has its own spe-
cific licensing requirements. This section provides a general overview of these re-
quirements.

Education Most states require at least a baccalaureate degree and a specified array
of accounting and related business courses. Many states require 21 to 27 semester
hours of accounting. Courses might include intermediate financial accounting,
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New York Detroit Denver Nationwide

Entry level
General accounting $30,800 $30,000 $28,000 $27,600
Internal auditor 33,500 32,500 30,000 29,900
Tax accounting 35,300  32,500 23,200 30,700
Cost accounting 34,000 35,000 32,500 29,100

Controller 94,700 60,000 68,200 71,600

SOURCE: Accounting & Finance Salary Survey, 1998, by Source Finance.
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intermediate managerial accounting, auditing, and taxes. Approximately 24 semester
hours in other business courses, such as management, economics, finance, business
law, and information systems, are also required.

There is a strong movement among the states to require 150 semester hours,
rather than 120, for licensing. The rationale for this change is that both business in gen-
eral, and accounting in particular, are becoming so complex that an adequate intro-
duction to these topics requires 150 hours. The AICPA recommends the following al-
location of semester hours:

General education 60–80
Education in business administration 35–50
Accounting education 25–40

The 150-hour requirement has been implemented or is being phased in by more
than 40 states.  Of course, all those CPAs who have 120 semester hours and are li-
censed prior to adoption of the 150-hour provision retain their licenses.

The CPA Exam All states require candidates to pass the Uniform CPA Exam, de-
veloped by the AICPA. The exam is given twice a year, on the first Wednesday and
Thursday in May and November. It is an exhausting experience, taking 71/2 hours on
Wednesday and eight hours on Thursday.

The exam has four parts:

1. Financial Accounting and Reporting
2. Accounting and Reporting—Taxation, Managerial, Governmental and Not-for-

Profit Organizations
3. Auditing
4. Business Law and Professional Responsibilities

The most difficult aspect of the exam is its breadth. It is equivalent to taking a
comprehensive final exam on approximately 12 courses during a two-day period. Ob-
viously, candidates must spend a great deal of time preparing for this exam. Less than
20 percent of first-time candidates pass all parts. However, many candidates ultimately
prove to be successful by retaking the parts they initially fail.

Work Experience Most states require one to three years of public accounting ex-
perience as a condition of licensing. Some states permit alternative work experiences,
such as internal auditing. A few states have no experience requirement.

Other Requirements Many states require CPA candidates to pass an ethics exam.
Most candidates complete a self-study course to prepare for this exam. Some states
also have residency or employment requirements.

Nearly all states also require that their certificate holders engage in ongoing con-
tinuing professional education. This requirement usually involves 40 hours of training
per year that is designed to enhance the competence of CPAs.

Career Implications Individuals are precluded from practicing public accounting
without being a CPA. Thus, a CPA certificate is public accounting’s entry requirement.
(Keep in mind that you can work for a CPA firm without being a CPA.) However, in
evaluating job candidates, many employers use easily implemented screening criteria,
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of which a CPA license is one. As a result, many CPAs are employed by corporations,
governmental units, and other organizations.

Certified Management Accountant
The CMA program has four objectives:

1. to establish management accounting as a recognized profession by identifying the
role of the management accountant and financial manager, the underlying body of
knowledge, and a course of study by which such knowledge is acquired;

2. to encourage higher educational standards in the management accounting field;
3. to establish an objective measure of an individual’s knowledge and competence

in the field of management accounting; and
4. to encourage continued professional development by management accountants.

Education To become a CMA, a candidate must hold a bachelor’s degree or a CPA
certificate. Although the CMA program does not designate specific course work, the
CMA exam, as a practical matter, effectively requires candidates to take a certain array
of courses.

The CMA Exam The CMA exam is a four-part exam intended to measure candi-
dates’ knowledge of management accounting and financial management. In addition,
the exam assesses candidates’abilities to analyze information and to communicate the
results of that analysis. Ethical responsibilities are also addressed throughout the
exam. The CMA exam’s four parts are

1. Economics, Finance, and Management
2. Financial Accounting and Reporting
3. Management Reporting, Analysis, and Behavioral Issues
4. Decision Analysis and Information Systems

Candidates may register for any number of parts and take the parts in any order,
but, the entire exam must be passed within three years. Each part takes four hours and
the entire exam is given over a two-day period in mid-June and mid-December. Can-
didates who have passed the CPA exam are given credit for Part 2, Financial Account-
ing and Reporting.

Other Requirements CMA candidates must have two continuous years of man-
agement accounting experience or three years of auditing experience in public ac-
counting. Holders of CMA certificates must meet a continuing professional education
requirement that consists of 30 hours per year. Qualifying subjects include manage-
ment accounting, corporate taxation, finance, computer science, systems analysis, sta-
tistics, management skills, insurance, marketing, business law, or other subjects rele-
vant to the certificate holder’s career development or employer needs.

WEB SITES

Numerous Web sites are available that provide information and advice about career op-
portunities and job search strategies.  Many of these sites also provide lists of jobs and
offer you the opportunity to put your resume on file.  Some of these sites are
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www.accountingnet.com
www.career.com
www.careermag.com
www.accountingstudents.com
www.studentcenter.com

Each of the Big Five firms has a Web site that describes, among other things, their
career opportunities.  These sites are

www.arthurandersen.com
www.dttus.com
www.ey.com
www.us.kpmg.com
www.pwcglobal.com/us

Finally, several very interesting sites regarding the accounting profession are avail-
able. 

www.rutgers.edu/accounting
www.aicpa.org
www.fasb.org

THE FUTURE

As with many fields of endeavor, accounting faces continual change. Robert Half In-
ternational, a leading employment agency specializing in accounting, has identified
several factors that will affect accounting as we enter the 21st century. The following
sections discuss these factors.

Computers
Computers are a fact of life for every accountant. Even very small organizations have
computerized their accounting functions. The widespread use of computers is due to
(1) the rapidly declining cost of computers, (2) the increased power of such comput-
ers, and (3) the availability of low-cost accounting software.

Accountants must be familiar with both hardware and software. College courses
and continuing professional education classes address these issues. Since many com-
puters operate in a similar fashion, most courses focus on software. The majority of
software packages are user-friendly and require no knowledge of computer program-
ming languages. These packages usually include readable instruction manuals, as well
as on screen tutorials and help functions.

Although employers often provide training, they also look quite favorably on job
candidates who already have some computer expertise. In fact, some employers pay
a five to 10 percent premium to candidates who have experience with certain soft-
ware packages.

Globalization
Businesses are now looking at the entire world as their marketplace. Both corpora-
tions and public accounting firms are expanding their international operations, creat-
ing the need for accountants with a global view. Accountants need to know the busi-
ness practices, accounting procedures, language, and social customs of the countries
in which their firms operate. Much of this knowledge is gained through experience,
but some of it, including language training, can be obtained through formal classes.
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Demographics and Personnel Policies
Perhaps the most noteworthy demographic trend in accounting is the increasing num-
ber of female accountants. More than half of recent accounting graduates were
women. This suggests an increase in two-career couples. Managing two demanding
work schedules and a family life is quite difficult. Because of this, organizations are be-
coming more flexible in their terms of employment. Part-time employment and job-
sharing are more commonplace. Some public accounting firms have a partnership
track that entails less than full-time work.

Although women comprise a majority of recent accounting graduates, men still
dominate the upper levels in most firms (the “glass ceiling”effect). However, the trend
is towards more equality.  Although a few years ago only six percent of partners in
large public accounting firms were female, current statistics indicate that women hold
approximately 10 percent of partnership positions.  This change is at least partially
due to the formal mentoring programs established by firms to ensure that their female
staff do not feel alienated and are given proper career guidance.

SUMMARY AND REVIEW

Accounting offers a variety of career opportunities, many of which are rather lucra-
tive. Accountants are employed by public accounting firms, corporations, govern-
mental units, and not-for-profit organizations. Accounting professionals engage in a va-
riety of functions, such as financial accounting, taxes, cost accounting, and
budgeting.

Certification is an important step in an accountant’s career path. It is an indication
of a candidate’s qualifications. The most recognized certificate is the CPA. The CMA is,
perhaps, the second most recognized certification.

The future job outlook for accountants is good. Demand for accountants is ex-
pected to be strong, and accountants continue to be respected by the business com-
munity. Accounting is also a road to the top of business organizations; many chief
executive officers began their careers as accountants.
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STUDYING THIS APPENDIX WILL ENABLE YOU TO

1. Determine the future value, or compound amount, of dollars that are invested or
borrowed today.

2. Determine the value today, or present value, of dollars that are to be received or paid
in the future.

3. Understand how the concept of present value is used to calculate interest expense.

INTRODUCTION

Many business transactions create financial assets and liabilities that represent cash in-
flows and outflows that will occur in future periods.For this reason, it is necessary to con-
sider the concept of present and future values, or the time value of money, in order to
determine how such transactions should be reported in the financial statements.

FUTURE VALUE

Money deposited to an interest-earning bank account will “grow”over time. For example,
$1,000 deposited in an account earning 8% per year will amount to $1,080 ($1,000 � 1.08
� $1,080) after one year. If the total amount is left on deposit for a second year, it will
grow to $1,166 rounded ($1080 � 1.08 � $1,166).Because the interest is not withdrawn
from the account, in each successive year the account earns “interest on interest,”and the
account grows by a larger dollar amount each year.This notion of earning interest on in-
terest is referred to as compound interest.The growth in the account balance can be de-
picted in the following way:

Initial deposit $1,000
Amount in one year $1,000 � (1.08) � $1,080.00
Amount in two years $1,000 � (1.08) � (1.08)

or $1,000 � (1.08)2 � $1,000 � (1.166) � $1,166

More generally, let P represent the initial deposit, let i represent the interest rate, let n
represent the number of periods (e.g., years) over which the deposit is allowed to grow,
and let A represent the future value of the deposit.The relationship may be written in the
following way.

a p p e n d i x

C The Time Value of Money
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A � P � (1 � i )n

In our earlier example, P � $1,000, i � 8%, and n � 2, so

A � P � (1 � i )n
� $1000 � (1.08)2

� $1000 � (1.166)
� $1,166

If the deposit were allowed to grow for 10 years, the future value would be $2,159,
i.e.,

A � P � (1 � i )n
� $1,000 � (1.08)10

� $1,000 � (2.159)
� $2,159

This simple formula may be used for any values of P (the initial deposit), i (the inter-
est rate), and n (the number of periods) in order to obtain the future value of the de-
posit.The expression (1 � i)n is referred to as the future value factor because it con-
verts the initial deposit to its future value for given values of i and n.

Future values frequently must be computed in business and finance, and special
tables have been prepared showing the future value factors for various interest rates
and numbers of periods.As a practical matter, financial calculators or personal com-
puters are used to make these calculations.The tables included in this text are useful
as a way of introducing you to the concepts of future values and present values. Ex-
hibit C-1 contains future value factors, and you can use this table to verify the calcula-
tions that were made earlier. For example, refer to the 8% column in Exhibit C-1; the
entries in this column show the future amounts for $1 invested today at 8% per pe-
riod.The factors for 1, 2, and 10 periods are 1.080, 1.166, and 2.159, respectively, the
same as those used in our previous calculations.

PRESENT VALUE

In the preceding examples,we determined the future value of a cash deposit made to-
day. Business decisions often require that we determine the value today, or present
value, of an amount to be received or paid in the future. For example, suppose that
we need $10 million in three years to pay for new plant and equipment. How much
would we need to deposit today in order to have $10 million in three years, assuming
that the interest rate is 10% per year? In this case we know the future amount ($10 mil-
lion), the interest rate (10%), and the number of periods (three years).We need to de-
termine the value today, or the present value, of $10 million to be paid three years in
the future. Recall our earlier expression for calculating future values:

A � P � (1 � i )n

If we know A, the future value, and wish to determine P, the present value, we need
only rearrange the expression as follows:

P � A � 1/(1 � i )n
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In the present example, the future payment is known to be $10 million.The time pe-
riod is three years, and the interest rate is 10%.

P � A � 1/(1 � i)n
� $10,000,000 � 1/(1.10)3

� $10,000,000 � (.751)
� $7,510,000

In other words, if you were to deposit $7,510,000 into an account earning 10% in-
terest, then the account balance would accumulate to $10 million at the end of three
years.You can verify this result by using the future value factors in Exhibit C-1. Note
that the future value factor at 10% for three periods is 1.331:

A � P � (1 � i)n
� $7,510,000 � (1.10)3 �$7,510,000 � (1.331)
� $10,000,000 (rounded)

In financial terms, you would be equally as well off if you were to receive (or pay)
$10 million in three years or to receive (or pay) $7,510,000 today.

In this case,the future value,A, is multiplied by a present value factor, 1/(1 � i)n,
in order to obtain its present value. Exhibit C-2 contains present value factors. Notice
that the future value factors in Exhibit C-1 and the present value factors in Exhibit 
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Periods 1% 2% 4% 6% 8% 10% 12% 14% 16% 18% 20%

1 1.010 1.020 1.040 1.060 1.080 1.100 1.120 1.140 1.160 1.180 1.200
2 1.020 1.040 1.082 1.124 1.166 1.210 1.254 1.300 1.346 1.392 1.440
3 1.030 1.061 1.125 1.191 1.260 1.331 1.405 1.482 1.561 1.643 1.728
4 1.041 1.082 1.170 1.262 1.360 1.464 1.574 1.689 1.811 1.939 2.074
5 1.051 1.104 1.217 1.338 1.469 1.611 1.762 1.925 2.100 2.288 2.488

6 1.062 1.126 1.265 1.419 1.587 1.772 1.974 2.195 2.436 2.70 2.986
7 1.072 1.149 1.316 1.504 1.714 1.949 2.211 2.502 2.826 3.186 3.583
8 1.083 1.172 1.369 1.594 1.851 2.144 2.476 2.853 3.278 3.759 4.300
9 1.094 1.195 1.423 1.689 1.999 2.358 2.773 3.252 3.803 4.436 5.160

10 1.105 1.219 1.480 1.791 2.159 2.594 3.106 3.707 4.411 5.234 6.192

11 1.116 1.243 1.539 1.898 2.332 2.853 3.479 4.226 5.117 6.176 7.430
12 1.127 1.268 1.601 2.012 2.518 3.138 3.896 4.818 5.936 7.288 8.920

13 1.138 1.294 1.665 2.133 2.720 3.452 4.363 5.492 6.886 8.599 10.699
14 1.149 1.319 1.732 2.261 2.937 3.798 4.887 6.261 7.988 10.147 12.839
15 1.161 1.346 1.801 2.397 3.172 4.177 5.474 7.138 9.266 11.974 15.407

16 1.173 1.373 1.873 2.540 3.426 4.595 6.130 8.137 10.748 14.129 18.499
17 1.184 1.400 1.948 2.693 3.700 5.054 6.866 9.276 12.468 16.672 22.186
18 1.196 1.428 2.026 2.854 3.996 5.560 7.690 10.575 14.463 19.673 26.623
19 1.208 1.457 2.107 3.026 4.316 6.116 8.613 12.056 16.777 23.214 31.948
20 1.220 1.486 2.191 3.207 4.661 6.728 9.646 13.743 19.461 27.393 38.338

21 1.232 1.516 2.279 3.400 5.034 7.400 10.804 15.668 22.575 32.324 46.005
22 1.245 1.546 2.370 3.604 5.437 8.140 12.100 17.861 26.186 38.142 55.206
23 1.257 1.577 2.465 3.820 5.871 8.954 13.552 20.362 30.376 45.008 66.247
24 1.270 1.608 2.563 4.049 6.341 9.850 15.179 23.212 35.236 53.109 79.497
25 1.282 1.641 2.666 4.292 6.848 10.835 17.000 26.462 40.874 62.669 95.396

EXHIBIT C-1     Future Value of $1
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C-2 have a reciprocal relationship, i.e., present value factors are the inverses of future
value factors.

For example, when i � 8% and n � 2

Present value factor �000.857
Future value factor �001.166
and .857 �1/1.166

Let’s use the present value factors in Exhibit C-2 to determine the present value of
$100,000 to be received in five periods,assuming alternatively that the appropriate in-
terest rate is 4, 8, and 12%.When interest rates are used to compute present values in-
stead of future values, the interest rate is usually referred to as the discount rate.

Present Value Factor
Discount Rate Future Cash Receipt � for n � 5 � Present Value

(%) ($) (Exhibit C-2) ($)

04 100,000 � .822 � 82,200
08 100,000 � .681 � 68,100
12 100,000 � .567 � 56,700

Present value factor �
1

Future value factor

THE TIME VALUE OF MONEY 655

Periods 1% 2% 4% 6% 8% 10% 12% 14% 16% 18% 20%

1 0.990 0.980 0.962 0.943 0.926 0.909 0.893 0.877 0.862 0.847 0.833
2 0.980 0.961 0.925 0.890 0.857 0.826 0.797 0.769 0.743 0.718 0.694
3 0.971 0.942 0.889 0.840 0.794 0.751 0.712 0.675 0.641 0.609 0.579
4 0.961 0.924 0.855 0.792 0.735 0.683 0.636 0.592 0.552 0.516 0.482
5 0.951 0.906 0.822 0.747 0.681 0.621 0.567 0.519 0.476 0.437 0.402

6 0.942 0.888 0.790 0.705 0.630 0.564 0.507 0.456 0.410 0.370 0.335
7 0.933 0.871 0.760 0.665 0.583 0.513 0.452 0.400 0.354 0.314 0.279
8 0.923 0.853 0.731 0.627 0.540 0.467 0.404 0.351 0.305 0.266 0.233
9 0.914 0.837 0.703 0.592 0.500 0.424 0.361 0.308 0.263 0.225 0.194

10 0.905 0.820 0.676 0.558 0.463 0.386 0.322 0.270 0.227 0.191 0.162

11 0.896 0.804 0.650 0.527 0.429 0.350 0.287 0.237 0.195 0.162 0.135
12 0.887 0.788 0.625 0.497 0.397 0.319 0.257 0.208 0.168 0.137 0.112
13 0.879 0.773 0.601 0.469 0.368 0.290 0.229 0.182 0.145 0.116 0.093
14 0.870 0.758 0.577 0.442 0.340 0.263 0.205 0.160 0.125 0.099 0.078
15 0.861 0.743 0.555 0.417 0.315 0.239 0.183 0.140 0.108 0.084 0.065

16 0.853 0.728 0.534 0.394 0.292 0.218 0.163 0.123 0.093 0.071 0.054
17 0.844 0.714 0.513 0.371 0.270 0.198 0.146 0.108 0.080 0.060 0.045
18 0.836 0.700 0.494 0.350 0.250 0.180 0.130 0.095 0.069 0.051 0.038
19 0.828 0.686 0.475 0.331 0.232 0.164 0.116 0.083 0.060 0.043 0.031

20 0.820 0.673 0.456 0.312 0.215 0.149 0.104 0.073 0.051 0.037 0.026

21 0.811 0.660 0.439 0.294 0.199 0.135 0.093 0.064 0.044 0.031 0.022
22 0.803 0.647 0.422 0.278 0.184 0.123 0.083 0.056 0.038 0.026 0.018
23 0.795 0.634 0.406 0.262 0.170 0.112 0.074 0.049 0.033 0.022 0.015
24 0.788 0.622 0.390 0.247 0.158 0.102 0.066 0.043 0.028 0.019 0.013
25 0.780 0.610 0.375 0.233 0.146 0.092 0.059 0.038 0.024 0.016 0.010

EXHIBIT C-2     Present Value of $1
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As you might expect, the same future cash flow ($100,000 in this example) has dif-
fering present values,depending on the discount rate used.A larger discount rate pro-
duces a smaller present value.This is a sensible result because a higher interest rate in-
dicates that interest earnings will be greater.Accordingly, the required initial deposit is
smaller.The choice of a suitable discount rate to use in finding the present value of ex-
pected future cash flows requires considerable judgment. In general, discount rates
that are used by lenders and investors vary directly with risk.For instance,riskier loans
and investments require higher discount rates.

PRESENT VALUE AND SERIES OF FUTURE PAYMENTS

Imagine for a moment that you have won a million-dollar lottery and will receive pay-
ments of $200,000 at the end of each year for five years (5 years � $200,000 � $1
million). Could you use your lottery prize immediately to pay for a million-dollar
house? You soon would realize that the lottery prize is worth less than $1 million be-
cause the payments will be received at various future dates.To find the prize’s real
value, you would need to determine the present value of each payment. Then you
would add the present values of the individual payments in order to obtain the total
present value.Assuming a 10% interest rate, the calculation is as follows:

Present Value Factor
Date of Payment Cash flow ($) � (Exhibit C-2) � Present Value ($)

End of:
Year 1 200,000 � .909 � 181,800
Year 2 200,000 � .827 � 165,400
Year 3 200,000 � .751 � 150,200
Year 4 200,000 � .683 � 136,600
Year 5 200,000 � .621 � 124,200

Total 3.791 $758,200

This result shows that the series of five payments of $200,000 has a value today of
$758,200, even though the total of the five payments is $1 million. In other words, if
you were to receive $758,200 today and deposit this amount in a bank account earn-
ing 10% per year, you would be able to withdraw $200,000 at the end of each year for
five years. In this sense, you would be just as well off receiving $758,200 immediately
as if you received the five lottery payments (totaling $1 million) over five years. Instead
of buying a million-dollar house today, you can only afford to spend $758,200.

In this lottery example, the cash flows are equal in dollar amount and are paid at
the end of each period.The term annuity is used to describe equal cash flows over
uniform time intervals. Such cash flow patterns are found frequently in business con-
tracts. For this reason, special present value tables have been prepared for evaluating
annuities. Exhibit C-3 contains present value factors for this purpose.

If we use the notation S to indicate the dollar amount of each of a series of cash
flows and PVAF (i percent, n periods) to indicate the present value factor for an an-
nuity of n periods at interest rate i, and if the interest rate is 10%, then your lottery
winnings may be valued as follows using Exhibit C-3:

P � S � PVAFi
n (i percent, n periods)

� $200,000 � PVAF.10
5 (10%, 5 periods)

� $200,000 � 3.791 (from Exhibit C-3)
� $758,200
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This is the same result as the one we obtained earlier by finding the present values of
each payment and adding them to obtain the total present value of the series of five
payments. In fact, the present value factors for annuities are equal to the sum of the
present value factors for the individual cash flows. Refer to our previous calculation.
The total of the five present value factors from Exhibit C-2 is the same as the present
value factor for a five-period annuity from Exhibit C-3.

FUTURE VALUE AND SERIES OF FUTURE PAYMENTS

Firms sometimes arrange to make a series of cash payments over several periods to a
special fund referred to as a sinking fund. The ending balance of the sinking fund is
usually designated for a special purpose,such as the retirement of outstanding debt or
the replacement of operating assets.To illustrate, let us continue with your imagined
lottery winnings.Assume that you deposit in a retirement fund the $200,000 payments
received at the end of each of the next five years.You expect to earn 10% each year.
At the end of the fifth year,what would be the balance in your retirement fund? To find
the future value of the fund, you would determine the future value of each deposit.
Then you would add these future values in order to determine the total future value
of your fund in the following manner (see next page).
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Periods 1% 2% 4% 6% 8% 10% 12% 14% 16% 18% 20%

1 0.990 0.980 0.962 0.943 0.926 0.909 0.893 0.877 0.862 0.847 0.833
2 1.970 1.942 1.886 1.833 1.783 1.736 1.690 1.647 1.605 1.566 1.528
3 2.941 2.884 2.775 2.673 2.577 2.487 2.402 2.322 2.246 2.174 2.106
4 3.902 3.808 3.630 3.465 3.312 3.170 3.037 2.914 2.798 2.690 2.589
5 4.853 4.713 4.452 4.212 3.993 3.791 3.605 3.433 3.274 3.127 2.991

6 5.795 5.601 5.242 4.917 4.623 4.355 4.111 3.889 3.685 3.498 3.326
7 6.728 6.472 6.002 5.582 5.206 4.868 4.564 4.288 4.039 3.812 3.605
8 7.652 7.325 6.733 6.210 5.747 5.335 4.968 4.639 4.344 4.078 3.837
9 8.566 8.162 7.435 6.802 6.247 5.759 5.328 4.946 4.607 4.303 4.031

10 9.471 8.983 8.111 7.360 6.710 6.145 5.650 5.216 4.833 4.494 4.192

11 10.368 9.787 8.760 7.887 7.139 6.495 5.938 5.453 5.029 4.656 4.327
12 11.255 10.575 9.385 8.384 7.536 6.814 6.194 5.660 5.197 4.793 4.439
13 12.134 11.348 9.986 8.853 7.904 7.103 6.424 5.842 5.342 4.910 4.533
14 13.004 12.106 10.563 9.295 8.244 7.367 6.628 6.002 5.468 5.008 4.611
15 13.865 12.849 11.118 9.712 8.559 7.606 6.811 6.142 5.575 5.092 4.675

16 14.718 13.578 11.652 10.106 8.851 7.824 6.974 6.265 5.669 5.162 4.730
17 15.562 14.292 12.166 10.477 9.122 8.022 7.120 6.373 5.749 5.222 4.775
18 16.398 14.992 12.659 10.828 9.372 8.201 7.250 6.467 5.818 5.273 4.812
19 17.226 15.678 13.134 11.158 9.604 8.365 7.366 6.550 5.877 5.316 4.844
20 18.046 16.351 13.590 11.470 9.818 8.514 7.469 6.623 5.929 5.353 4.870

21 18.857 17.011 14.029 11.764 10.017 8.649 7.562 6.687 5.973 5.384 4.891
22 19.660 17.658 14.451 12.042 10.201 8.772 7.645 6.743 6.011 5.410 4.909
23 20.456 18.292 14.857 12.303 10.371 8.883 7.718 6.792 6.044 5.432 4.925
24 21.243 18.914 15.247 12.550 10.529 8.985 7.784 6.835 6.073 5.451 4.937
25 22.023 19.523 15.622 12.783 10.675 9.077 7.843 6.873 6.097 5.467 4.948

EXHIBIT C-3     Present Value of an Annuity
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Future Value Factor
Date of Deposit Cash flow ($) � (Exhibit C-1) � Future Value ($)

End of:
Year 1 200,000 � 1.464 � 292,800
Year 2 200,000 � 1.331 � 266,200
Year 3 200,000 � 1.210 � 242,000
Year 4 200,000 � 1.100 � 220,000
Year 5 200,000 � 1.000 � 200,000

Total 6.105 $1,221,000

Because each deposit is made at the end of the year, the first deposit earns interest for
four years, the second deposit earns interest for three years, and so on. The last
deposit is made at the end of the fifth (and last) year and so earns no interest at all.
Since each of the cash flows is the same ($200,000), the cash flows are an annuity.That
is, they are equal in dollar amount and are deposited each period. Because sinking
funds with equal annual deposits are found frequently in business contracts,special fu-
ture value tables have been prepared containing the appropriate annuity factors. Ex-
hibit C-4 contains such factors.
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Periods 1% 2% 4% 6% 8% 10% 12% 14% 16% 18% 20%

1 1.000 1.000 1.000 1.000 1.000 1.000 1.000 1.000 1.000 1.000 1.000
2 2.010 2.020 2.040 2.060 2.080 2.100 2.120 2.140 2.160 2.180 2.200
3 3.030 3.060 3.122 3.184 3.246 3.310 3.374 3.440 3.506 3.572 3.640
4 4.060 4.122 4.246 4.375 4.506 4.641 4.779 4.921 5.067 5.215 5.368
5 5.101 5.204 5.416 5.637 5.867 6.105 6.353 6.610 6.877 7.154 7.442

6 6.152 6.308 6.633 6.975 7.336 7.716 8.115 8.536 8.978 9.442 9.930
7 7.214 7.434 7.898 8.394 8.923 9.487 10.089 10.731 11.414 12.142 12.916
8 8.286 8.583 9.214 9.897 10.637 11.436 12.300 13.233 14.240 15.329 16.499
9 9.369 9.755 10.583 11.491 12.488 13.579 14.776 16.085 17.519 19.089 20.799

10 10.462 10.950 12.006 13.181 14.487 15.937 17.549 19.337 21.322 23.521 25.959

11 11.567 12.169 13.486 14.972 16.645 18.531 20.655 23.045 25.733 28.755 32.150
12 12.683 13.412 15.026 16.870 18.977 21.384 24.133 27.271 30.850 34.931 39.581
13 13.809 14.680 16.627 18.882 21.495 24.523 28.029 32.089 36.786 42.214 48.497
14 14.947 15.974 18.292 21.015 24.215 27.975 32.393 37.581 43.672 50.818 59.196
15 16.097 17.293 20.024 23.276 27.152 31.772 37.280 43.842 51.660 60.965 72.035

16 17.258 18.639 21.825 25.673 30.324 35.950 42.753 50.980 60.925 72.939 87.442
17 18.430 20.012 23.698 28.213 33.750 40.545 48.884 59.118 71.673 87.068 105.931
18 19.615 21.412 25.645 30.906 37.450 45.599 55.750 68.394 84.141 103.740 128.112

19 20.811 22.841 27.671 33.760 41.446 51.159 63.440 78.969 98.603 123.414 154.740
20 22.019 24.287 29.778 36.786 45.762 57.275 72.052 91.025 115.380 146.628 186.688

21 23.239 25.783 31.968 39.993 50.423 64.002 81.699 104.768 134.841 174.021 225.026
22 24.472 27.299 34.248 43.396 55.457 71.402 92.503 120.436 157.415 206.345 271.031
23 25.716 28.845 36.618 46.996 60.893 79.543 104.603 138.297 183.601 244.487 326.237
24 26.973 30.422 39.083 50.812 66.765 88.497 118.155 158.659 213.978 289.494 392.484
25 28.243 32.030 41.646 54.865 73.106 98.347 133.334 181.811 249.214 342.603 471.981

EXHIBIT C-4     Future Value of an Annuity
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If we use the notation S to indicate the dollar amount of each of a series of future
cash flows and FVAF (i percent,n periods) to indicate the future value factor for an an-
nuity of n periods at interest rate i, and if the interest rate is 10%, then after five peri-
ods your retirement fund will amount to $1,221,000, computed as follows using Ex-
hibit C-4:

Future value � S � FVAFi
n (i percent, n periods)

� $ 200,000 � FVAF.10
5 (10%, 5 periods)

� $ 200,000 � 6.105 (from Exhibit C-4)
� $1,221,000

In other words, $200,000 per year for five years at 10% interest has the same value as
a single receipt of $1,221,000 at the end of five years.From our earlier example, recall
that the same five-year $200,000 annuity has a present value of $758,200.From this, it
follows that a single payment of $1,221,000 to be received in five years has the same
value as $758,200 to be received immediately.1

At this point, you have acquired a useful set of tools for dealing with the time
value of money.You are able to determine the future amount, or compound value, of
an amount deposited today at a specified interest rate and number of time periods.
Conversely, you are able to determine the value today, or present value, of an amount
to be received at a specified future date,given the prevailing interest rate.Also,you are
able to determine both the present value and the future value of an ordinary annuity
or a series of periodic cash flows that are equal in dollar amount.The discussion of
noncurrent liabilities in Chapter 9 will give you a chance to put these tools to good
use.

This appendix has explained the time value of money and has illustrated the tech-
niques of compound interest that are used widely in accounting for long-term finan-
cial assets and liabilities. Present value is the term used to denote the value today of
cash to be received or paid in future periods. Future value is the term used to denote
the expected maturity value of cash that is deposited (or otherwise invested) today at
a specified rate of interest for a given number of future periods. Special tables have
been constructed containing present value and future value factors for single cash
flows, and the use of these tables has been illustrated in this appendix.

Business cash flows are often in the form of annuities, which are a series of cash
flows that are equal in dollar amount and occur over uniform time intervals. Present
value and future value calculations for annuities have been explained in the appendix.
Special tables also have been constructed for evaluating annuities, and their use has
been illustrated.
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1The future value factor for five periods at 10% is 1.611 (from Exhibit C-1).
� A � P � (1 � i )n

� $758,200 � (1.10)5
� $758,200 � (1.611)
� $1,221,000 (rounded)
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SUMMARY OF LEARNING OBJECTIVES

1. Determine the future value, or compound amount, of dollars that are in-
vested or borrowed today.
Compound interest calculations were explained using the following notation:

A � future value
P � present value
S � dollar amount of each of a series of cash flows (an annuity)
i � periodic interest rate
n � number of time periods

Future value, single cash deposit:

A � P � (1 � i )n (requires use of Exhibit C-1)

Future value, series of equal cash flows (an annuity):

A � S � FVAFi
n (i percent, n periods) (requires use of Exhibit C-4)

2. Determine the value today, or present value, of dollars that are to be re-
ceived or paid in the future.
Present value, single future cash flow:

P � A � 1/(1 � i )n (requires use of Exhibit C-2)

Present value, series of equal cash flows (an annuity)

P � S � PVAFi
n (i percent, n periods) (requires use of Exhibit C-3)

3. Understand how the concept of present value is used to calculate interest
expense. 
When a firm borrows money, the amount received is the present value of the dol-
lar amounts that will be repaid to the lender in the future. In other words, the fu-
ture repayments are discounted at a suitable interest rate, to determine the pre-
sent value of the loan.For this reason, interest expense is determined each period
by multiplying the present value of the loan at the start of the period, by the in-
terest rate that was used in discounting the future repayments.

QUESTIONS

C-1 Describe the concept of compound interest. In your own terms, why is a dollar
today worth more than a dollar to be received three years from now?

C-2 Compare and contrast the concepts of future value and present value. Why
might a decision maker prefer to use present values? Under what circumstances
might future values be preferred?

C-3 Define an annuity. Under what circumstances can an annuity be a liability? Why
might an analyst prefer to use the annuity concept in analyzing different liabili-
ties?

C-4 In analyzing the benefits of two different annuities,will present values and future
values yield a different ranking of the two annuities? Why? Describe the differ-
ences between each set of comparisons.
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C-5 What basic information must be known before calculating the discounted cash
flows associated with any liability?

C-6 Explain the concept of compound interest. In your discussion, explain why an
initial deposit left in an interest-earning bank account for several years would
earn larger amounts of interest in each successive year.

C-7 Discuss the different perspectives used to analyze the time value of money:
a. Future value versus present value of a single amount
b. Future value versus present value of a series of future payments (annuities)

C-8 When calculating a future value, if the interest rate increases from 12 to 18 per-
cent, what happens to the future value? Why?

C-9 a. When calculating a present value, if the interest rate increases from 12 to 18
percent, what happens to the present value? Why?

b. Is there any inconsistency between your answer to this question and your an-
swer to Question 9A-8? Why or why not?

C-10 a. Identify the basic types of information that you must have in order to calcu-
late the time value of money.

b. Which of these information elements is more objective (can be determined
with greater precision)?

c. How will subjective estimates of some of these factors affect your interpre-
tation and use of present and future values?

C-11 Could an analyst use either present or future values and still get the same rank-
ings or preferences for two alternative projects? Why?

C-12 Assuming that an analyst’s conclusions or investment decisions will be the same
under either present or future values,why are present values preferred for most
analytical purposes?

EXERCISES

Future Value Calculations
C-13 Calculate the future value of the following cash flow streams,assuming a 10 per-

cent annual interest rate in each case:
a. Deposit $10,000 in a certificate of deposit for three years.
b. Deposit $10,000 in a savings account at the end of year 1 and an additional

$10,000 at the end of year 2.What is the balance in the account at the end of
the second year?

c. Make five deposits of $10,000 in a savings account on December 31 of each
year.What is the balance at the end of the fifth year? At the end of the fourth
year?

Present Value Calculations
C-14 Calculate the present value of the following cash flow streams, assuming a 12

percent interest rate in each case:
a. A certificate of deposit will mature in one year that will be worth $ 10,000 at

that time.
b. A $100,000 bond will mature in three years.
c. An insurance payout agreement will provide $30,000 at the end of each of

the next three years.
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Future Value Calculations
C-15 You have just discovered a 1957 Corvette that the owner will sell you in three

years for $25,000. How much must you deposit in your savings account each
year for three years in order to be able to buy the Corvette? Assume that all de-
posits are at the end of the year and that the Corvette will be purchased at the
end of the third year.Also, assume an interest rate of eight percent.

Present Value Calculations
C-16 At the end of five years, you are guaranteed to receive $20,000.At each of the

specified interest rates, what is the present value of this future promise?
a. Assume annual compounding at 12 percent.
b. Assume annual compounding at six percent.
c. Why is the present value different at different interest rates? Discuss these dif-

ferences.Without making any further calculations,would the present value at
16 percent be higher or lower than the present value at 12 percent. Discuss
why this must be so.

Present Value Calculations
C-17 A firm expects to make future payments on its warranty obligations of $300,000

per year for the next five years.What is the present value of this liability?
a. Assume an interest rate of 12 percent.
b. Assume an interest rate of six percent.
c. Why should a reader of financial statements be concerned about the interest

rate that the firm may have used in calculating the present values of various
financial contracts?

PROBLEMS

Time Value Calculations
C-18 Evaluate each independent situation using the appropriate table and an interest

rate of 12 percent.
a. You would like to relax and not work for the next six years, but you would

like to withdraw $25,000 at the end of each year. How much must you have
in your investment account now to be able to do this?

b. You would like to have $100,000 upon graduation.How much should you in-
vest in a fund at the end of each year for the next four years?

c. Your firm signs a contract to repay $1,000,000 in five years. How much will
the firm receive today in exchange for this promised future payment?

d. You have found some wonderful mountain property.You’re thinking if you
could invest a single sum of $50,000 for five years you might be able to buy
a parcel of land that costs $70,000. However, the land cost is expected to ap-
preciate compounded at four percent per year. Can you afford the land?
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Time Value Calculations
C-19 Evaluate each independent situation,using the appropriate table and an interest

rate of eight percent.
a. A retirement fund is set up to pay $15,000 per year for the next 20 years.How

much is in the fund at the beginning?
b. A company is required, as part of their loan restrictions, to set up a sinking

fund account (an investment account) and invest $5,000 at year-end for four
years. How much will be in the fund at the end of four years to provide for
the debt payoff? Identify two alternative ways of using the tables to calculate
your answer.

c. How much should you invest now to have $60,000 at the end of nine years?
Would your answer be different if interest is compounded semiannually dur-
ing these nine years?

d. How much will your fund grow to in 10 years if you invest $20,000 today?
Would your answer be different if interest is compounded semiannually dur-
ing these 10 years?

Annuity Necessary to Meet Future Cash Objective
C-20 A firm promises to pay its CEO a bonus of $1,000,000 on her retirement at the

end of eight years.How much must the firm put aside at the end of each year at
an interest rate of 10 percent in order to meet its commitment? Identify two al-
ternative ways of using future value tables to analyze this problem.

Future Value of Annuity Deposits
C-21 A large chemical firm has just lost a major lawsuit and now must make 20 pay-

ments of $1,000,000 at year-end to the survivors of its chemical factory explo-
sion. Using an eight percent interest factor, how much must be in the fund to
provide for these payments?

Present Value Calculations
C-22 Calculate the present value of the following cash flows, using a 10 percent in-

terest rate:
a. Your rich uncle promises to give you $1,000,000 in 10 years, when you are

more mature and able to handle such sums.
b. Your rich aunt promises to give you $3,000,000 in 20 years,when she is sure

you are mature enough to handle such sums.
c. Evaluate which of the two promises you prefer, and describe why you prefer

it.

Present Value Calculations
C-23 Calculate the present value of the following cash flows, using an eight percent

interest rate:
a. Your rich uncle promises to give you $100,000 for each of the next five years,

and $1,000,000 at the end of the tenth year.
b. Your rich aunt promises to give you $3,000,000 in 20 years,when she is sure

that you will need the money!
c. Evaluate which of the two promises you prefer, and describe why you prefer

it.
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Present Value Calculations
C-24 Calculate the present value of the following cash flows, using a 12 percent rate

of interest:
a. Your rich uncle promises to give you $100,000 for each of the next five years,

$200,000 for the following five years, and $1,000,000 at the end of the tenth
year.

b. Your rich aunt promises to give you $3,000,000 in 20 years,when she is sure
that she will have enough money to afford this gift.

c. Evaluate which of the two promises you prefer, and describe why you prefer
it.

Present Value Calculations
C-25 Calculate the present value of the cash flows associated with a life insurance pol-

icy that you inherited, using a 10 percent interest rate.
a. The life insurance policy offers a payout option of $300,000 at the end of

each of the next three years.
b. A second option, under the same policy, is to receive $100,000 at the end of

each year, for the next 12 years.
c. Identify which option you prefer, and describe why you prefer it.

Present Value Calculations
C-26 Calculate the present value of the cash flows associated with the retirement op-

tions under your pension plan, using an eight percent interest rate.
a. One retirement option under the pension plan is to receive 90 percent of

your current annual salary of $80,000 at the end of the year, for life, which is
expected to be 20 years.

b. Another option is to receive a lump sum distribution of $1,300,000 immedi-
ately.

c. A third option is to receive five annual (year-end) payments of $300,000.
d. Evaluate which option you prefer and describe why you prefer it.

Present Value Calculations
C-27 Calculate the present value of the cash flows associated with the retirement op-

tions under your pension plan, using a 10 percent interest rate.
a. One retirement option under the pension plan is to receive 90 percent of

your current annual salary of $100,000 at the end of the year, for life, which
is expected to be 20 years.

b. Another option is to receive a lump sum distribution of $1,000,000 immedi-
ately.

c. A third option is to receive five annual (year-end) payments of $250,000.
d. Evaluate which option you prefer and describe why you prefer it.
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Present Value Calculations
C-28 Calculate the present value of the cash flows associated with a life insurance pol-

icy that you inherited, using a 12 percent interest rate.
a. The life insurance policy offers a payout option of $500,000 at the end of

each of the next four years.
b. A second option, under the same policy, is to receive $245,000 per year, for

each of the next 12 years.
c. Identify which option you prefer and describe why you prefer it.

Present Values: Interpreting Financial Statements
C-29 Refer to Wendy’s financial statements in Appendix D. Review the financial state-

ments to determine how and where present value calculations may have been
used.

Required
a. Were present value calculations disclosed?
b. If the present value calculations were not separately disclosed, discuss areas

where you infer that such calculations must have been used.

Present Values: Interpreting Financial Statements
C-30 Refer to Reebok’s financial statements in Appendix E.Review the financial state-

ments to determine how and where present value calculations may have been
used.

Required
a. Were present value calculations disclosed?
b. If the present value calculations were not separately disclosed, discuss areas

in which you would infer that such calculations must have been used.
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DAVIS, MICHAELS, AND COMPANY

Discounted Cash Flow Analysis

Directed

Tom Davis was born and raised in San Francisco and served as a Navy lieutenant in Vietnam.
After his discharge he used the GI Bill to attend NYU, where he received his degree in finance and
held a part-time job at Steel, Robbins, Hernandez, and Associates, a regional brokerage firm
headquartered in New York City. After graduation he was offered a permanent position with Steel,
which he gladly accepted. While at the firm, Tom became friends with Gene Michaels, a Stanford
MBA who had been working as a financial analyst with the company for just over a year.
Although Tom enjoyed his work, his ultimate goal was to open a financial consulting firm in his
hometown. After five years, Tom managed to save enough commissions to realize his goal. He
convinced Gene to become his partner and to move to San Francisco to open their own financial
consulting firm, Davis, Michaels, and Company.

Davis, Michaels, and Company provides financial planning services to upper-middle-class
professionals. Basically, the firm provides consulting services in the areas of income tax planning,
investment planning, insurance planning, estate planning, and employee benefits planning for
small, family-owned businesses. The firm is heavily involved in the Chinese community where
Tom has close ties. Also, both he and Gene speak fluent Chinese. The firm does not have a tax
lawyer or CPA on its staff, so Tom and Gene hire outside experts when a problem arises which
they cannot handle, but this is rare.

Business has been good, perhaps too good. Tom and Gene have been working overtime to
handle the load, and no end is in sight. In fact, Tom recently turned away several potential
customers because he didn’t think that the firm could offer them the high degree of personal
service that it usually gives its customers. As a permanent solution, he is talking to career resource
center personnel at several universities. He hopes to hire a finance major who can start work
immediately after graduation, but that is still several months away.

In the meantime, Tom believes that Janet Ho, the firm’s top secretary, can handle various
financial analysis duties after turning over some of her clerical duties to someone else. Janet has
been taking night courses in business at a community college, and she is convinced that she can
handle increased responsibilities. Tom has a great deal of faith in Janet--she has been with the firm
from the very beginning, and her great personality and sound work ethic have contributed
substantially to the firm’s success. Still, Tom knows that there is little room for error in this
business. Customers must be confident that their financial plans are soundly conceived and
properly implemented. Any mistakes create instant mistrust, and the word spreads quickly.

To make sure that Janet has the skills to do the job, Tom plans to give her a short test. As far
as Tom is concerned, the single most important concept in financial planning, whether it be
personal or corporate, is discounted cash flow (DCF) analysis. He believes that if Janet has solid
skills in this area, then she will be able to succeed in her expanded role with minimal problems.
The basis for the test is an actual analysis that Tom is currently working on for one of his clients.
The client has $10,000 to invest with a goal of accumulating enough money in five years to pay
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for his daughter’s first year of college at a prestigious Ivy League school. He has directed Tom to
evaluate only fixed interest securities (bonds, bank certificates of deposit, and the like) since he
does not want to put his daughter’s future at risk.

One alternative is to invest the $10,000 in a bank certificate of deposit (CD) currently paying
about 10 percent interest. CDs are available in maturities from six months to ten years, and interest
can be handled in one of two ways—the buyer can receive interest payments every six months or
reinvest the interest in the CD. In the latter case, the buyer receives no interest during the life of
the CD, but receives the accumulated interest plus principal amount at maturity. Since the goal is
to accumulate funds over five years, all interest earned would be reinvested.

However, Tom must also evaluate some other alternatives. His client is considering spending
$8,000 on home improvements this year, and hence he would have only $2,000 to invest. In this
situation, Tom’s client plans to invest an additional $2,000 at the end of each year for the
following four years, for a total of five payments of $2,000 each. A final possibility is that the
client might spend the entire $10,000 on home improvements and then borrow funds for his
daughter’s first year of college.

To check your skills at DCF analysis, place yourself in Janet’s shoes and take the following
test.

QUESTIONS

 1. Consider a 1-year, $10,000 CD.

a. What is its value at maturity (future value) if it pays 10 percent (annual) interest?

b. What would be the future value if the CD pays 5 percent? If it pays 15 percent?

c. The First National Bank of San Francisco offers CDs with 10 percent nominal (stated)
interest rate but compounded semiannually. What is the effective annual rate on such a CD?
What would its future value be?

d. Pacific Trust offers 10 percent CDs with daily compounding. What are such a CD’s
effective annual rate and its value at maturity?

e. What nominal rate would the First National Bank have to offer to make its semiannual
compounding CD competitive with Pacific’s daily-compounding CD?

 2 Now consider a 5-year CD. Rework Parts a through d of Question 1 using a 5-year ending date.

 3. It is estimated that in five years the total cost for one year of college will be $20,000.

a. How much must be invested today in a CD paying 10 percent annual interest in order to
accumulate the needed $20,000?

b. If only $10,000 is invested, what annual interest rate is needed to produce $20,000 after
five years?

c. If only $10,000 is invested, what stated rate must the First National Bank offer on its
semiannual compounding CD to accumulate the required $20,000?

 4. Now consider the second alternative-five annual payments of $2,000 each. Assume that the
payments are made at the end of each year.

a. What type of annuity is this?

b. What is the future value of this annuity if the payments are invested in an account paying
10 percent interest annually?

c. What is the future value if the payments are invested with the First National Bank, which
offers semiannual compounding?

d. What size payment would be needed to accumulate $20,000 under annual compounding at
a 10 percent interest rate?

e. What lump sum, if deposited today, would produce the same stream of payments as in Part
b?
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f. Suppose the payments are only $1,000 each, but are made every six months, starting six
months from now. What would be the future value if the ten payments were invested at 10
percent annual interest? If they were invested at the First National Bank which offers
semiannual compounding?

 5. Assume now that the payments are made at the beginning of each period. Repeat the analysis
in Question 4.

 6. Now consider the following schedule of payments.

End of Year Payment

0 $2,000
1 2,000
2 0
3 1,500
4 2,500
5 4,000

a. What is the value of this payment stream at the end of Year 5 if the payments are invested
at 10 percent annually?

b. What payment today (Year 0) would be needed to accumulate the needed $20,000?
(Assume that the payments for Years 1 through 5 remain the same.)

 7. Consider Bay City Savings Bank, which pays 10 percent interest compounded continuously.

a. What is the effective annual rate under these terms?

b. What is the future value of a $10,000 lump sum after five years?

c. What is the future value of a 5-year ordinary annuity with payments of $2,000 each?

 8. The client is also considering borrowing the $20,000 for his daughter’s first year of college and
repaying the loan over a four-year period. Assuming that he can borrow the funds at a 10
percent interest rate, what amount of interest and principal will be repaid at the end of each
year?

 9. Explain how an interested party may determine the appropriate discount rate. Include the
factors that should be considered.

10. If you are using the spreadsheet model, first examine the model closely to see how it works and
then complete the model. Don’t hesitate to change input values to obtain a better grasp of the
model. Also, don’t forget to look at the graphs. After you are thoroughly familiar with the
model, write a short summary of a spreadsheet’s DCF capabilities. Include not only what
spreadsheets can do, but also how they can be used in financial management decision making.
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PEACHTREE SECURITIES, INC. (A)

Risk and Return

Directed

Peachtree Securities is a regional brokerage house based in Atlanta. Although the firm is only 20
years old, it has prospered by following a simple goal—providing quality personal brokerage
services to small investors. Jake Taylor, the firm’s founder and president, is well satisfied with
Peachtree’s progress. However, he is apprehensive about the future, as more and more of the
firm’s customers are buying mutual funds rather than individual stocks and bonds. Thus, even
though the number of customers per office has been increasing because of population growth, the
number of transactions per customer has been decreasing, and hence sales growth has slackened.

Taylor believes this trend will continue, so he has been actively expanding his product line in
an effort to increase sales volume. As a first step, Peachtree began offering trust and portfolio
management services five years ago. Many of the trust clients are retirees who are interested
primarily in current income rather than capital gains. Thus, an average portfolio consists mostly of
bonds and high yield stocks. The stock component is heavily weighted with electric utilities, an
industry that has traditionally paid high dividends. For example, the average electric company’s
dividend yield was about 6.3 percent in 1992, versus an average stock’s yield of 3.1 percent.

Until 1993, Peachtree had no in-house security analysts—all stock and bond selections were
based on research provided by subscription services. However, these services had become very
costly, and the volume of portfolio management had reached the point where hiring an in-house
analyst was now cost-effective. Because most of its portfolios were heavily weighted with electric
utilities, Peachtree created its first analyst position to track this industry. Taylor hired Laura
Donahue, a recent graduate of the University of Georgia, to fill the job.

Donahue reported to work in early January, 1993, jubilant at having the opportunity to use
the skills she had worked so hard to learn. Taylor then informed her that her first task would be to
conduct a seminar for a group of Peachtree customers on stock investments, including the effects
of different securities on portfolio performance. Donahue was asked to pick an electric utility,
assess its riskiness, develop an estimate of its required rate of return on equity, and then present
her findings to a group of Peachtree’s customers.

Donahue’s first step—choosing the company—was simple. She had been born and raised in
Tampa, Florida, so she picked TECO Energy, Inc., the holding company for Tampa Electric. Next,
she searched for information on the company. Donahue remembered using the Value Line
Investment Survey during her student days, so she turned to this source first. (See Figure 1 on the
last page of this case.) Then, she spent a few days reviewing industry trends to gain an historical
perspective.

Electric utilities are granted monopolies to provide electric service in a given geographical
area. In exchange for the franchise, the company is subjected to regulation over both the prices it
may charge and the quality of its service. In theory, regulation acts to prevent the company from
abusing its monopoly position, and its prices are set to mimic those that would occur if the firm
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were operating under perfect competition. Under such competition, the firm would earn its cost of
capital, no more and no less.

In the 1950s and much of the 1960s, electric utilities were in an ideal position. Their costs
were declining because of technological advances and economies of scale in generation and
distribution. This made everyone happy—managers, regulators, stockholders, and customers.
However, the situation changed dramatically during the 1970s, when inflation, along with high gas
and oil prices, pushed construction and operating costs to levels which were unimaginable just a
few years earlier. The result was a massive change in the economics of the industry and in how
investors viewed electric utilities.

Today, the industry is facing many challenges, including cogeneration, diversification,
deregulation, and nuclear generation. Cogeneration is the combined production of electricity and
thermal power, usually steam. Most electric companies use coal or nuclear energy to generate
electricity. In the 1980s, though, oil and gas prices dropped sharply, making it cheaper to generate
with gas or oil. However, one cannot burn gas or oil in a coal or nuclear plant. The changed fuel
cost situation, combined with a need for steam, made it profitable for many industrial customers to
switch to cogeneration. This, in turn, has made it very difficult for utilities to forecast industrial
demand. Also, since utilities must buy any surplus power generated by their former customers,
companies with cogeneration plants are, in effect, competing with the electric companies.

Many utility companies are evaluating diversification, or expansion into nonregulated
industries. Due to large depreciation flows following completion of major plant construction
programs in the early 1980’s, many companies now have cash flows that exceed immediate needs.
Industry officials believe that usage of these cash flows to diversify into nonregulated industries
would smooth out the financial risks of the regulated business, while providing companies an
opportunity to earn returns above those allowed by regulation. To facilitate diversification, many
electric utilities, including TECO, have formed holding companies under which the parent
company holds both regulated and nonregulated subsidiaries.

Diversification does have some potential downside for both utility customers (ratepayers)
and stockholders. Ratepayers are supposed to pay the costs associated with producing and
delivering power, plus enough to cover the utility’s cost of capital. However, a diversified utility
could, theoretically, allocate some corporate costs that should be assigned to the unregulated
(diversified) subsidiaries to the regulated utility. This would cause reported profits to be
abnormally high for the nonregulated business. In effect, ratepayers would be subsidizing the
nonregulated businesses. The total corporation’s overall rate of return would be excessive, because
it would be earning the regulated cost of capital on utility operations and more than a competitive
return on nonregulated operations. Of course, regulators are aware of all this, so their auditors are
always on the alert to detect and prevent improper cost allocations.

There are two significant risks to stockholders from a utility diversification program. First,
there is the chance that utility executives, who generally have limited exposure to intense
competition, will fail in the competitive, nonregulated, markets they enter. In that case, money that
could have been paid out as dividends will have been lost in business ventures that turned out to
be unprofitable. Second, if the diversified activities are highly profitable, causing the overall
corporation to earn a high rate of return, then regulators might reduce the returns allowed on the
utility operations. There is always a question as to what a company’s cost of capital really is—
hence the rate of return the utility commission should allow it to earn—and it is easier for a
commission to set the allowed rate of return at the low end of any reasonable range if the company
is highly profitable because of successful nonregulated businesses. Thus, it has been argued that
diversified utilities might be getting into a “can’t-win” situation. As one analyst put it, a
diversified utility’s stockholders are in a “heads you win, tails I lose” situation.

There is also much discussion at present about the deregulation of the electricity markets per
se, and there is much controversy over the forced use of “wheeling,” whereby a customer (usually
a large industrial customer) buys power from some other party but gets delivery over the
transmission lines of the utility in whose service area it operates. This situation has occurred to a
large extent in the gas industry, where large customers have contracted directly with producers and
then forced (through legal actions) pipeline companies to deliver the gas.
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Another problem facing many, but not all, electric companies, relates to nuclear plants. A
few decades ago, nuclear power was thought by many to be the wave of the future in electric
generation. It was widely believed that nuclear was cleaner and cheaper than coal, oil, and gas
generation. However, the 1979 accident at Three Mile Island almost instantly reversed the future
of nuclear power. Many plants that were under construction at that time were cancelled, while the
costs of completing the remaining plants skyrocketed. Many partially completed plants had to be
retrofitted with new safety devices. As a result, the cost of power from new nuclear plants rose
dramatically. Further, several states have held referendums to close nuclear plants.

With this industry overview in mind, Laura Donahue developed the data in Table 1 on
returns expected in the coming year. TECO is the stock of primary interest, Gold Hill is a
domestic gold mining company, and the S&P 500 Fund is a mutual fund that invests in the stocks
which make up the S&P 500 index. Donahue’s final preparatory step was to outline some
questions that she believed to be relevant to the task at hand. See if you can answer the questions
that she developed.

Table 1

Estimated Return Distributions

Estimated Total Return

State of the Economy Probability 1-Year T-Bond TECO Gold Hill S&P 500 Fund
Recession 0.10 8.0% –8.0% 18.0% –15.0%
Below average 0.20 8.0 2.0 23.0 0.0
Average 0.40 8.0 14.0 7.0 15.0
Above average 0.20 8.0 25.0 –3.0 30.0
Boom 0.10 8.0 33.0 2.0 45.0

QUESTIONS

 1. Why is the T-bond return in Table 1 shown to be independent of the state of the economy? Is
the return on a 1-year T-bond risk-free?

 2. Calculate the expected rate of return on each of the four alternatives listed in Table 1. Based
solely on expected returns, which of the potential investments appears best?

 3. Now calculate the standard deviations and coefficients of variation of returns for the four
alternatives. What type of risk do these statistics measure? Is the standard deviation or the
coefficient of variation the better measure? How do the alternatives compare when risk is
considered? (Hint: For the S&P 500, the standard deviation = 16.4%; for Gold Hill, the
standard deviation = 9.1%.)

 4. Suppose an investor forms a stock portfolio by investing $10,000 in Gold Hill and $10,000 in
TECO.
a. What would be the portfolio’s expected rate of return, standard deviation, and coefficient of

variation? How does this compare with values for the individual stocks? What
characteristic of the two investments makes risk reduction possible?

b. What do you think would happen to the portfolio’s expected rate of return and standard
deviation if the portfolio contained 75 percent Gold Hill? If it contained 75 percent TECO?
Use a spreadsheet model for this case to calculate the expected returns and standard
deviations for a portfolio mix of 0 percent TECO, 10 percent TECO, 20 percent TECO, and
so on, up to 100 percent TECO.

 5. Now consider a portfolio consisting of $10,000 in TECO and $10,000 in the S&P 500 Fund.
Would this portfolio have the same risk-reducing effect as the Gold Hill-TECO portfolio
considered in Question 4? Explain. Use a spreadsheet model to construct a portfolio using
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TECO and the S&P 500 Fund. What are the expected returns and standard deviations for a
portfolio mix of 0 percent TECO, 10 percent TECO, 20 percent TECO, and so on, up to 100
percent TECO?

 6. Suppose an investor starts with a portfolio consisting of one randomly selected stock.
a. What would happen to the portfolio’s risk if more and more randomly selected stocks were

added?
b. What are the implications for investors? Do portfolio effects impact the way investors

should think about the riskiness of individual securities? Would you expect this to affect
companies’ costs of capital?

c. Explain the differences between total risk, diversifiable (company-specific) risk, and
market risk.

d. Assume that you choose to hold a single stock portfolio. Should you expect to be
compensated for all of the risk that you bear?

 7. Now change Table 1 by crossing out the state of the economy and probability columns and
replacing them with Year 1, Year 2, Year 3, Year 4, and Year 5. Then, plot three lines on a
scatter diagram which shows the returns on the S&P 500 (the market) on the X axis and (1) T-
bond returns, (2) TECO returns, and (3) Gold Hill returns on the Y axis. What are these lines
called? Estimate the slope coefficient of each line. What is the slope coefficient called, and
what is its significance? What is the significance of the distance between the plot points and
the regression line, i.e., the errors? (Note: If you have a calculator with statistical functions, use
linear regression to find the slope coefficients.)

 8. Plot the Security Market Line. (Hint: Use Table 1 data to obtain the risk-free rate and the
required rate of return on the market.) What is the required rate of return on TECO’s stock
using Value Line’s beta estimate of 0.6 as reported in Figure 1? Based on the CAPM analysis,
should investors buy TECO stock?

 9. What would happen to TECO’s required rate of return if inflation expectations increased by 3
percentage points above the estimate embedded in the 8 percent risk-free rate? Now go back to
the original inflation estimate, where kRF = 8%, and indicate what would happen to TECO’s
required rate of return if investors’ risk aversion increased so that the market risk premium rose
from 7 percent to 8 percent. Now go back to the original conditions (kRF = 8%, RPM = 7%) and
assume that TECO’s beta rose from 0.6 to 1.0. What effect would this have on the required rate
of return?

10.What is the efficient markets hypothesis (EMH)? What impact does this theory have on
decisions concerning the investment in securities? Is it applicable to real assets such as plant
and equipment? What impact does the EMH have on corporate financing decisions? Should
Jake Taylor be concerned about the EMH when he considers adding to his staff of security
analysts? Explain.

(The following questions require an introductory knowledge of business risk and financial risk.
They may be assigned as part of the case or merely be discussed in class.)

11.Value Line indicates in Figure 1 that non-utility businesses will account for much of TECO’s
earnings growth. Suppose Value Line specified that an increasing portion of TECO’s assets
would be devoted to nonregulated businesses in the future (i.e. greater diversification). Would
this fact affect the validity of Value Line’s 0.6 beta for decision purposes? If so, how? (Hint:
Value Line bases its beta estimates on historical returns over the past 5 years.)

12.Notwithstanding the Value Line report, suppose TECO’s long-term debt ratio (Long-term
debt/Total assets) decreased during the period 1982 through 1992. Further, suppose this ratio
was projected to continue decreasing in 1993 and beyond. What impact would this have on
TECO’s riskiness, hence on its beta and required rate of return on equity?
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Figure 1. Value Line Investment Survey Report
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PEACHTREE SECURITIES, INC. (B)

Bond and Stock Valuation

Directed

Laura Donahue, the recently hired utility analyst for Peachtree Securities, passed her first
assignment with flying colors [see Case 2, Peachtree Securities, Inc. (A)].1 After presenting her
seminar on risk and return, many customers were clamoring for a second lecture. Therefore, Jake
Taylor, Peachtree’s president, gave Donahue her second task: determine the value of TECO
Energy’s common and preferred stock, and its bonds, and prepare a seminar to explain the
valuation process to the firm’s customers.

To begin, Donahue reviewed the Value Line Investment Survey data (see Figure 1 in Case 2).
Next, Donahue examined TECO’s latest Annual Report, especially Note E to the Consolidated
Financial Statements. This note lists TECO’s long-term debt obligations, including its first
mortgage bonds, installment contracts, and term loans. Table 1 contains information on three of
the first mortgage bonds listed in the Annual Report.

Table 1

Partial Long-Term Debt Listing for TECO Energy

Face Amount Coupon Rate
Maturity
Year

Years to
Maturity

$ 48,000,000 4 1
2 % 1997 5

$ 32,000,000 8 1
4 % 2007 15

$ 100,000,000 12 5
8 % 2017 25

Note: The terms stated here are modified slightly from the actual terms to simplify the case.

A concern, which immediately occurred to Donahue, was the phenomenon of “event risk.”
Recently, many investors have shied away from the industrial bond market because of the current
wave of leveraged buyouts (LBOs) and debt-financed corporate takeovers. These takeovers were
financed by issuing large amounts of new debt—often high-risk “junk” bonds—which caused the
credit rating of the firm’s existing bonds to drop, the required rate of return to increase, and the
price of the bonds to decline.

Donahue wondered if this trend would affect the required returns on TECO’s outstanding
bonds. Upon reflection, she concluded that TECO’s bonds would be much less vulnerable to such
event risk because TECO is a regulated public utility. Public utilities and banks are less vulnerable
to takeovers and leveraged buyouts, primarily because their regulators would have to approve such

                                                       
1 It is not necessary to have worked Part A of the case to work Part B.
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restructurings, and it is unlikely that they would permit the level of debt needed for an LBO.
Therefore, many investors have turned to government bonds, mortgage-backed issues, and utility
bonds in lieu of publicly traded corporate bonds. As a result, Donahue concluded that the effect, if
any, of the increased concern about event risk would be to lower TECO’s cost of bond financing.

With these considerations in mind, your task is to help Donahue pass her second hurdle at
Peachtree Securities by helping her answer the following questions.

QUESTIONS

Preliminary note: Some of our answers were generated using a computer model which carried out
calculations to eight decimal places. Therefore, you can expect small rounding differences if your
answers are obtained using a financial calculator. These differences are not material.

 1. To begin, assume that it is now January 1, 1993, and that each bond in Table 1 matures on
December 31 of the year listed. Further, assume that each bond has a $1,000 par value, each
had a 30-year maturity when it was issued, and the bonds currently have a 10 percent required
nominal rate of return.

a. Why do the bonds’ coupon rates vary so widely?
b. What would be the value of each bond if they had annual coupon payments?
c. TECO’s bonds, like virtually all bonds, actually pay interest semiannually. What is each

bond’s value under these conditions? Are the bonds currently selling at a discount or at a
premium?

d. What is the effective annual rate of return implied by the values obtained in Part c?
e. Would you expect a semiannual payment bond to sell at a higher or lower price than an

otherwise equivalent annual payment bond? Now look at the 5-year bond in Parts b and c.
Are the prices shown consistent with your expectations? Explain.

 2. Now, regardless of your answers to Question 1, assume that the 5-year bond is selling for
$800.00, the 15-year bond is selling for $865.49, and the 25-year bond is selling for $1,220.00.
(Note: Use these prices, and assume semiannual coupons, for the remainder of the
questions.)
a. Explain the meaning of the term “yield to maturity.”
b. What is the nominal (as opposed to effective annual) yield to maturity (YTM) on each

bond?
c. What is the effective annual YTM on each issue?
d. In comparing bond yields with the yields on other securities, should the nominal or

effective YTM be used? Explain.

 3. Suppose TECO has a second bond with twenty-five years left to maturity (in addition to the
one listed in Table 1), which has a coupon rate of 7 3

8  percent and a market price of $747.48.
a. What is (1) the nominal yield and (2) the effective annual YTM on this bond?

b. What is the current yield on each of the 25-year bonds?
c. What is each bond’s expected price on January 1, 1994, and its capital gains yield for 1993,

assuming no change in interest rates? (Hint: Remember that the nominal required rate of
return on each bond is 10.18 percent.)

d. What would happen to the prices of each bond over time? (Again, assume constant future
interest rates.)

e. What is the expected total (percentage) return on each bond during 1993?
f. If you were a tax-paying investor, which bond would you prefer? Why? What impact would

this preference have on the prices, hence YTMs, of the two bonds?
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 4. Consider the riskiness of the bonds.

a. Explain the difference between interest rate (price) risk and reinvestment rate risk.
b. Which of the bonds listed in Table 1 has the most interest rate risk? Why?
c. Assume that you bought 5-year, 15-year, and 25-year bonds, all with a 10 percent coupon

rate and semiannual coupons, at their $1,000 par values. Which bond’s value would be
most affected if interest rates rose to 13 percent? Which would be least affected? If you are
using the Spreadsheet model, calculate the new value of each bond?

d. Assume that your investment horizon (or expected holding period) is twenty-five years.
Which of the bonds listed in Table 1 has the greatest reinvestment rate risk? Why? What is
a type of bond you could buy to eliminate reinvestment rate risk?

e. Assume that you plan to keep your money invested, and to reinvest all interest receipts, for
five years. Assume further that you bought the 5-year bond for $800, and interest rates
suddenly fell to 5 percent and remained at that level for five years. Set up a worksheet that
could be used to calculate the actual realized rate of return on the bond, but do not
(necessarily) complete the calculations. Note that each interest receipt must be compounded
to the terminal date and summed, along with the maturity value. Then, the rate of return that
equates this terminal value to the initial value of the bond is the bond’s realized return.
Assume that the answer is 9.16 percent. How does that value compare with your expected
rate of return? What would have happened if interest rates had risen to 15 percent rather
than fallen to 5 percent? How would the results have differed if you had bought the 25-year
bond rather than the 5-year bond? Do these results suggest that you would be better off or
worse off if you buy long-term bonds and then rates change? Explain.

f. Today, many bond market participants are speculators, as opposed to long-term investors. If
you thought interest rates were going to fall from current levels, what type of bond would
you buy to maximize short-term capital gains?

 5. Now assume that the 15-year bond is callable after five years at $1,050.
a. What is its yield to call (YTC)?
b. Do you think it is likely that the bond will be called?

 6. TECO has $54,956,000 of preferred stock outstanding.
a. Suppose its Series A, which has a $100 par value and pays a 4.32 percent cumulative

dividend, currently sells for $48.00 per share. What is its nominal expected rate of return?
Its effective annual rate of return? (Hint: Remember that dividends are paid quarterly. Also,
assume that this issue is perpetual.)

b. Suppose Series F, with a $100 par value and a 9.75 percent cumulative dividend, has a
mandatory sinking fund provision. 60,000 of the 300,000 total shares outstanding must be
redeemed annually at par beginning at the end of 1993. If the nominal required rate of
return is 8 percent, what is the current (January 1, 1993) value per share?

 7. Now consider TECO’s common stock. Value Line estimates TECO’s 5-year dividend growth
rate to be 6 percent. (See Figure 1 in Case 2.) Assume that TECO’s stock traded on January 1,
1992 for $22.26. Assume for now that the 6 percent growth rate is expected to continue
indefinitely.
a. What was TECO’s expected rate of return at the beginning of 1992? (Hint: Value Line

estimated D1 to be $1.80 at the start of 1992. See Figure 1 in Case 2.)
b. What was the expected dividend yield and expected capital gains yield on January 1, 1992?
c. What is the relationship between dividend yield and capital gains yield over time under

constant growth assumptions?
d. What conditions must hold to use the constant growth (Gordon) model? Do many “real

world” stocks satisfy the constant growth assumptions?
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 8. Suppose you believe that TECO’s 6 percent dividend growth rate will only hold for five years.
After that, the growth rate will return to TECO’s historical 10-year average of 7.5 percent.
Note that D6 = D5 × 1.075. (Again, see Figure 1 in Case 2.)
a. What was the value of TECO stock on January 1, 1992, if the required rate of return is 13.5

percent?
b. What is the expected stock price at the end of 1992 assuming that the stock is in

equilibrium?
c. What is the expected dividend yield, capital gains yield, and total return for 1992?
d. Suppose TECO’s dividend was expected to remain constant at $1.80 for the next five years,

and then grow at a constant 6 percent rate. If the required rate of return is 13.5 percent,
would TECO’s stock value be higher or lower than your answer in Part a? If you are using
the Spreadsheet model for the case, calculate the dividend yield, capital gains yield, and
total yield from 1992 through 1996?

e. TECO’s stock price was $22.26 at the beginning of 1992. Using the growth rates given in
the introduction to this question, what is the stock’s expected rate of return?

f. Refer back to Figure 1 in Case 2. Look at the “% Earned Common Equity” estimated for
1995 through 1997 and at the projected earnings and dividends per share for the same
period. Could those figures be used to develop an estimated long-run “sustainable” growth
rate? Does this figure support the 7.5 percent growth rate given in the problem? [Hint:
Think of the formula g = br = (Retention ratio)(ROE).]

9. Common stocks are usually valued assuming annual dividends even though dividends are
actually paid quarterly. This is because the dividend stream is so uncertain that the use of a
quarterly model is not warranted. The quarterly constant growth valuation model is

^

0P
k g

=
−

0.75 0.50 0.25 0
q1 q2 q3 q4D (1 + k) + D (1+ k) + D (1+ k) + D (1 + k)

where P0 is the stock’s value and Dqi is the dividend in Quarter i. Note that this model assumes
that dividend growth occurs once each year rather than at every quarter. Assume that TECO’s
next four quarterly dividends are $1.80/4 = $0.45 each; that k, the annual required rate of
return, is 13.5 percent, and that g is a constant 6 percent. What is TECO’s value according to
the quarterly model?
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SILICON VALLEY MEDICAL
TECHNOLOGIES

Cost of Capital

Directed

Silicon Valley Medical Technologies (SIVMED) was founded in San Jose, California, in 1982 by
Kelly O’Brien, David Roberts, and Barbara Smalley. O’Brien and Roberts, both MDs, were on the
research faculty at the UCLA Medical School at the time; O’Brien specialized in biochemistry and
molecular biology, and Roberts specialized in immunology and medical microbiology. Smalley,
who has a PhD, served as department chair of the Microbiology Department at UC-Berkeley.

The company started as a research and development firm, which performed its own basic
research, obtained patents on promising technologies, and then either sold or licensed the
technologies to other firms which marketed the products. In recent years, however, the firm has
also contracted to perform research and testing for larger genetic engineering and biotechnology
firms, and for the U.S. government. Since its inception, the company has enjoyed enormous
success—even its founders were surprised at the scientific breakthroughs made and the demand
for its services. One event that contributed significantly to the firm’s rapid growth was the AIDS
epidemic. Both the U.S. government and private foundations have spent billions of dollars in
AIDS research, and SIVMED had the right combination of skills to garner significant grant funds,
as well as perform as a subcontractor to other firms receiving AIDS research grants.

The founders were relatively wealthy individuals when they started the company, and they
had enough confidence in the business to commit most of their own funds to the new venture.
Still, the capital requirements brought on by extremely rapid growth soon exhausted their personal
funds, so they were forced to raise capital from outside sources. First, in 1991, the firm borrowed
heavily, and then in 1993, when it used up its conventional debt capacity, it issued $15 million of
preferred stock. Finally, in 1996, the firm had an initial public offering (IPO) which raised $50
million of common equity. Currently, the stock trades in the over-the-counter market, and it has
been selling at about $25 per share.

SIVMED is widely recognized as the leader in an emerging growth industry, and it won an
award in 1998 for being one of the 100 best-managed small companies in the United States. The
company is organized into two divisions: (1) the Clinical Research Division and (2) the Genetic
Engineering Division. Although the two divisions are housed in the same buildings, the equipment
they use and their personnel are quite different. Indeed, there are few synergies between the two
divisions. The most important synergies lay in the general overhead and marketing areas.
Personnel, payroll, and similar functions are all done at the corporate level, while technical
operations at the divisions are completely separate.

The Clinical Research Division conducts most of the firm’s AIDS research. Since most of
the grants and contracts associated with AIDS research are long-term in nature, and since billions
of new dollars will likely be spent in this area, the business risk of this division is low. Conversely,
the Genetic Engineering Division works mostly on in-house research and short-term contracts
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where the funding, duration, and payoffs are very uncertain. A line of research may look good
initially, but it is not unusual to hit some snag, which precludes further exploration. Because of the
uncertainties inherent in genetic research, the Genetic Engineering Division is judged to have high
business risk.

The founders are still active in the business, but they no longer work 70-hour weeks.
Increasingly, they are enjoying the fruits of their past labors, and they have let professional
managers take over day-to-day operations. They are all on the board of directors, though, and
David Roberts is chairman.

Although the firm’s growth has been phenomenal, it has been more random than planned.
The founders would simply decide on new avenues of research, and then count on the skills of the
research teams—and good luck—to produce commercial successes. Formal decision structures
were almost nonexistent, but the company’s head start and its bright, energetic founders easily
overcame any deficiencies in its managerial decision processes. Recently, however, competition
has become stiffer, and such large biotechnology firms as Genentech, Amgen, and even Bristol-
Myers Squibb have begun to recognize the opportunities in SIVMED’s research lines. Because of
this increasing competition, SIVMED’s founders and board of directors have concluded that the
firm must apply state-of-the-art techniques in its managerial processes as well as in its
technological processes. As a first step, the board directed the financial vice president, Gary
Hayes, to develop an estimate for the firm’s cost of capital and to use this number in capital
budgeting decisions. Hayes, in turn, directed SIVMED’s treasurer, Julie Owens, to have a cost of
capital estimate on his desk in one week. Owens has an accounting background, and her primary
task since taking over as treasurer has been to deal with the banks. Thus, she is somewhat
apprehensive about this new assignment, especially since one of the board members is a well-
known Northwestern University finance professor.

Table 1

Silicon Valley Medical Technologies, Inc. Balance Sheet
for the Year Ended December 31, 1999

(In Millions of Dollars)

Cash and marketable securities $   7.6 Accounts payable $   5.7
Accounts receivable 39.6 Accruals 7.5
Inventory      9.1 Notes payable      1.9

Current assets $ 56.3 Current Liabilities $ 15.1

Long-term debt 61.2
Net fixed assets 114.5 Preferred stock 15.0

            Common stock    79.5
Total assets $170.8 Total claims $170.8

To begin, Owens reviewed SIVMED’s 1999 balance sheet, which is shown in Table 1. Next, she
assembled the following data:

(1) SIVMED’s long-term debt consists of 9.5 percent coupon, semiannual payment bonds
with fifteen years remaining to maturity. The bonds last traded at a price of $891 per
$1,000 par value bond. The bonds are not callable, and they are rated BBB.

(2) The founders have an aversion to short-term debt, so the firm uses such debt only to fund
cyclical working capital needs.

(3) SIVMED’s federal-plus-state tax rate is 40 percent.
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(4) The company’s preferred stock pays a dividend of $2.50 per quarter; it has a par value of
$100; it is noncallable and perpetual; and it is traded in the over-the-counter market at a
current price of $104.00 per share. A flotation cost of $2.00 per share would be required
on a new issue of preferred. (Although not planned at this time the company is interested
in how the analysis would change if the preferred stock had a mandatory redemption
provision, which specified that the firm must redeem the issue in 5 years at a price of
$110 per share.)

(5) The firm’s last dividend (D0) was $1.09, and dividends are expected to grow at about a
10 percent rate in the foreseeable future. Some analysts expect the company’s recent
growth rate to continue, others expect it to go to zero as new competition enters the
market, but the majority anticipate that a growth rate of about 10 percent will continue
indefinitely.

(6) An important minority of analysts have noted that over the last few years, the company
has had a 14 percent average return on equity (ROE) and has paid out about 25 percent of
its net income as dividends. They believe the firm’s expected future growth rate, g should
be based on this information and used to estimate ks.

(7) The firm’s per share dividend payment over the past five years has been as follows:

Year Dividend

1995 $0.72

1996 0.75

1997 0.85

1998 1.00

1999 1.09

(8) SIVMED’s common stock now sells at a price of about $25 per share. The company has
5 million common shares outstanding.

(9) The current yield on long-term T-bonds is 8 percent, and a prominent investment-banking
firm has recently estimated that the market risk premium is six percentage points over
Treasury bonds. The firm’s historical beta, as measured by several analysts who follow
the stock, is 1.2.

(10) The required rate of return on an average (A-rated) company’s long-term debt is 10
percent.

(11) SIVMED is forecasting retained earnings of $1,800,000 and depreciation of $4,500,000
for the coming year.

(12) SIVMED’s investment bankers believe that a new common stock issue would involve
total flotation costs—including underwriting costs, market pressure from increased
supply, and market pressure from negative signaling effects—of 30 percent.

(13) The market value target capital structure calls for 30 percent long-term debt, 10 percent
preferred stock, and 60 percent common stock.

Now assume that you were recently hired as Julie Owens’s assistant, and she has given you the
task of helping her develop the firm’s cost of capital. You will also have to meet with Gary Hayes
and, possibly, with the president and the full board of directors (including the Northwestern
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finance professor) to answer any questions they might have. With this in mind, Owens wrote up
the following questions to get you started with your analysis. Answer them, but keep in mind that
you could be asked further questions about your answers, so be sure you understand the logic
behind any formulas or calculations you use. In particular, be aware of potential conceptual or
empirical problems that might exist.

QUESTIONS

 1. What specific items of capital should be included in SIVMED’s estimated weighted average
cost of capital (WACC)? Should before-tax or after-tax values be used? Should historical
(embedded) or new (marginal) values be used? Why?

 2. a. What is your estimate of SIVMED’s cost of debt?
b. Should flotation costs be included in the component cost of debt calculation? Explain.
c. Should the nominal cost of debt or the effective annual rate be used? Explain.
d. How valid is an estimate of the cost of debt based on 15-year bonds if the firm normally

issues 30-year long-term debt? If you believe the estimate is not valid, what could be done
to make the 15-year cost a better proxy for the 30-year cost. (Hint: Think about the yield
curve.)

e. Suppose SIVMED’s outstanding debt had not been recently traded; what other methods
could be used to estimate the cost of debt?

f. Would it matter if the currently outstanding bonds were callable? Explain.

 3. a. What is your estimate of the cost of preferred stock?
b. SIVMED’s preferred stock is more risky to investors than its debt, yet you should find that

its before-tax yield to investors is lower than the yield on SIVMED’s debt. Why does this
occur?

c. Now suppose SIVMED’s preferred stock had a mandatory redemption provision, which
specified that the firm must redeem the issue in five years at a price of $110 per share.
What would SIVMED’s cost of preferred be in this situation? (In fact, SIVMED’s preferred
does not have such a provision, so ignore this question when working the remainder of the
case.)

 4. a. Why is there a cost associated with retained earnings?
b. What is SIVMED’s estimated cost of retained earnings using the CAPM approach?
c. Why might one consider the T-bond rate to be a better estimate of the risk-free rate than the

T-bill rate? Can you think of an argument that would favor the use of the T-bill rate?
d. How do historical betas, adjusted historical betas, and fundamental betas differ? Do you

think SIVMED’s historical beta would be a better or a worse measure of SIVMED’s future
market risk than the historical beta for an average NYSE company would be for its future
market risk? Explain your answer.

e. How can SIVMED obtain a market risk premium for use in a CAPM cost-of-equity
calculation? Discuss both the possibility of obtaining an estimate from some other
organization and also the ways in which SIVMED could calculate a market risk premium
in-house.

 5. a. Use the discounted cash flow (DCF) method to obtain an estimate of SIVMED’s cost of
retained earnings.

b. Suppose SIVMED, over the last few years, has had a 14 percent average return on equity
(ROE) and has paid out about 25 percent of its net income as dividends. Under what
conditions could this information be used to help estimate the firm’s expected future growth
rate, g? Estimate ks using this g estimate.

c. The firm’s per share dividend payment over the past five years has been as follows:
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Year Dividend

1995 $0.72

1996 0.75

1997 0.85

1998 1.00

1999 1.09

What was the firm’s historical dividend growth rate using the point-to-point method? Using
linear regression?

 6. Use the bond-yield-plus-risk-premium method to estimate SIVMED’s cost of retained
earnings.

 7. What is your final estimate for ks? Explain how you weighted the estimates of the three
methods.

 8. What is your estimate of SIVMED’s cost of new common stock, ke? What are some potential
weaknesses in the procedures you used to obtain this estimate?

 9. a. Construct SIVMED’s marginal cost of capital (MCC) schedule. How large could the
company’s capital budget be before it is forced to sell new common stock? Ignore
depreciation at this point.

b. Would the MCC schedule remain constant beyond the retained earnings break point, no
matter how much new capital it raised? Explain. Again, ignore depreciation.

c. How does depreciation affect the MCC schedule? If depreciation were simply ignored,
would this affect the acceptability of proposed capital projects? Explain.

10. Should the corporate cost of capital as developed above be used by both divisions, and for all
projects within each division? If not, what type of adjustments should be made?

11.a. What are SIVMED’s book value weights of debt, preferred stock, and common stock?
(Hint: Consider only long-term sources of capital.)

b. What are SIVMED’s market value weights of debt, preferred stock, and common stock?
c. Should book value or market value weights be used when calculating the firm’s weighted

average cost of capital? Why?
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SILICON VALLEY MEDICAL
TECHNOLOGIES

Cost of Capital

Non-Directed

Silicon Valley Medical Technologies (SIVMED) was founded in San Jose, California, in 1982 by
Kelly O’Brien, David Roberts, and Barbara Smalley. O’Brien and Roberts, both MDs, were on the
research faculty at the UCLA Medical School at the time; O’Brien specialized in biochemistry and
molecular biology, and Roberts specialized in immunology and medical microbiology. Smalley,
who has a PhD, served as department chair of the Microbiology Department at UC-Berkeley.

The company started as a research and development firm, which performed its own basic
research, obtained patents on promising technologies, and then either sold or licensed the
technologies to other firms which marketed the products. In recent years, however, the firm has
also contracted to perform research and testing for larger genetic engineering and biotechnology
firms, and for the U.S. government. Since its inception, the company has enjoyed enormous
success—even its founders were surprised at the scientific breakthroughs made and the demand
for its services. One event that contributed significantly to the firm’s rapid growth was the AIDS
epidemic. Both the U.S. government and private foundations have spent billions of dollars in
AIDS research, and SIVMED had the right combination of skills to garner significant grant funds,
as well as perform as a subcontractor to other firms receiving AIDS research grants.

The founders were relatively wealthy individuals when they started the company, and they
had enough confidence in the business to commit most of their own funds to the new venture.
Still, the capital requirements brought on by extremely rapid growth soon exhausted their personal
funds, so they were forced to raise capital from outside sources. First, in 1991, the firm borrowed
heavily, and then in 1993, when it used up its conventional debt capacity, it issued $15 million of
preferred stock. Finally, in 1996, the firm had an initial public offering (IPO) which raised $50
million of common equity. Currently, the stock trades in the over-the-counter market, and it has
been selling at about $25 per share.

SIVMED is widely recognized as the leader in an emerging growth industry, and it won an
award in 1998 for being one of the 100 best-managed small companies in the United States. The
company is organized into two divisions: (1) the Clinical Research Division and (2) the Genetic
Engineering Division. Although the two divisions are housed in the same buildings, the equipment
they use and their personnel are quite different. Indeed, there are few synergies between the two
divisions. The most important synergies lay in the general overhead and marketing areas.
Personnel, payroll, and similar functions are all done at the corporate level, while technical
operations at the divisions are completely separate.

The Clinical Research Division conducts most of the firm’s AIDS research. Since most of
the grants and contracts associated with AIDS research are long-term in nature, and since billions
of new dollars will likely be spent in this area, the business risk of this division is low. Conversely,
the Genetic Engineering Division works mostly on in-house research and short-term contracts
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where the funding, duration, and payoffs are very uncertain. A line of research may look good
initially, but it is not unusual to hit some snag, which precludes further exploration. Because of the
uncertainties inherent in genetic research, the Genetic Engineering Division is judged to have high
business risk.

The founders are still active in the business, but they no longer work 70-hour weeks.
Increasingly, they are enjoying the fruits of their past labors, and they have let professional
managers take over day-to-day operations. They are all on the board of directors, though, and
David Roberts is chairman.

Although the firm’s growth has been phenomenal, it has been more random than planned.
The founders would simply decide on new avenues of research, and then count on the skills of the
research teams—and good luck—to produce commercial successes. Formal decision structures
were almost nonexistent, but the company’s head start and its bright, energetic founders easily
overcame any deficiencies in its managerial decision processes. Recently, however, competition
has become stiffer, and such large biotechnology firms as Genentech, Amgen, and even Bristol-
Myers Squibb have begun to recognize the opportunities in SIVMED’s research lines. Because of
this increasing competition, SIVMED’s founders and board of directors have concluded that the
firm must apply state-of-the-art techniques in its managerial processes as well as in its
technological processes. As a first step, the board directed the financial vice president, Gary
Hayes, to develop an estimate for the firm’s cost of capital and to use this number in capital
budgeting decisions. Hayes, in turn, directed SIVMED’s treasurer, Julie Owens, to have a cost of
capital estimate on his desk in one week. Owens has an accounting background, and her primary
task since taking over as treasurer has been to deal with the banks. Thus, she is somewhat
apprehensive about this new assignment, especially since one of the board members is a well-
known Northwestern University finance professor.

Table 1

Silicon Valley Medical Technologies, Inc. Balance Sheet
for the Year Ended December 31, 1999

(In Millions of Dollars)

Cash and marketable securities $   7.6 Accounts payable $   5.7
Accounts receivable 39.6 Accruals 7.5
Inventory      9.1 Notes payable      1.9

Current assets $ 56.3 Current Liabilities $ 15.1

Long-term debt 61.2
Net fixed assets 114.5 Preferred stock 15.0

            Common stock    79.5
Total assets $170.8 Total claims $170.8

To begin, Owens reviewed SIVMED’s 1999 balance sheet, which is shown in Table 1. Next, she
assembled the following data:

(1) SIVMED’s long-term debt consists of 9.5 percent coupon, semiannual payment bonds
with fifteen years remaining to maturity. The bonds last traded at a price of $891 per
$1,000 par value bond. The bonds are not callable, and they are rated BBB.

(2) The founders have an aversion to short-term debt, so the firm uses such debt only to fund
cyclical working capital needs.

(3) SIVMED’s federal-plus-state tax rate is 40 percent.
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(4) The company’s preferred stock pays a dividend of $2.50 per quarter; it has a par value of
$100; it is noncallable and perpetual; and it is traded in the over-the-counter market at a
current price of $104.00 per share. A flotation cost of $2.00 per share would be required
on a new issue of preferred. (Although not planned at this time the company is interested
in how the analysis would change if the preferred stock had a mandatory redemption
provision, which specified that the firm must redeem the issue in 5 years at a price of
$110 per share.)

(5) The firm’s last dividend (D0) was $1.09, and dividends are expected to grow at about a
10 percent rate in the foreseeable future. Some analysts expect the company’s recent
growth rate to continue, others expect it to go to zero as new competition enters the
market, but the majority anticipate that a growth rate of about 10 percent will continue
indefinitely.

(6) An important minority of analysts have noted that over the last few years, the company
has had a 14 percent average return on equity (ROE) and has paid out about 25 percent of
its net income as dividends. They believe the firm’s expected future growth rate, g should
be based on this information and used to estimate ks.

(7) The firm’s per share dividend payment over the past five years has been as follows:

Year Dividend

1995 $0.72

1996 0.75

1997 0.85

1998 1.00

1999 1.09

(8) SIVMED’s common stock now sells at a price of about $25 per share. The company has
5 million common shares outstanding.

(9) The current yield on long-term T-bonds is 8 percent, and a prominent investment-banking
firm has recently estimated that the market risk premium is six percentage points over
Treasury bonds. The firm’s historical beta, as measured by several analysts who follow
the stock, is 1.2.

(10) The required rate of return on an average (A-rated) company’s long-term debt is 10
percent.

(11) SIVMED is forecasting retained earnings of $1,800,000 and depreciation of $4,500,000
for the coming year.

(12) SIVMED’s investment bankers believe that a new common stock issue would involve
total flotation costs—including underwriting costs, market pressure from increased
supply, and market pressure from negative signaling effects—of 30 percent.

(13) The market value target capital structure calls for 30 percent long-term debt, 10 percent
preferred stock, and 60 percent common stock.

Now assume that you were recently hired as Julie Owens’s assistant, and she has given you the
task of helping her develop the firm’s cost of capital. You will also have to meet with Gary Hayes
and, possibly, with the president and the full board of directors (including the Northwestern
finance professor) to answer any questions they might have. Keep in mind that you could be asked
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questions about your analysis, so be sure you understand the logic behind any formulas or
calculations you use. In particular, be aware of potential conceptual or empirical problems that
might exist.
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MOORE PLUMBING SUPPLY
COMPANY

Capital Structure Theory

Non-Directed

Mort Moore founded Moore Plumbing Supply after returning from duty in the South Pacific
during World War II. Before joining the armed forces, he had worked for a locally owned
plumbing company and wanted to continue with that type of work once the war effort was over.
Shortly after returning to his hometown of Minneapolis, Minnesota, he became aware of an
unprecedented construction boom. Returning solders needed new housing as they started families
and readjusted to civilian life. Mort felt that he could make more money by providing plumbing
supplies to contractors rather than performing the labor, and he decided to open a plumbing supply
company. Mort’s parents died when he was young and was raised by his older brother, Stan, who
ran a successful shoe business during the 1920’s. Stan often shared stories about owning his own
business and in particular about a large expansion that was completed just before the market
collapsed. Because of the economic times, Stan lost the business but was lucky to find
employment with the railroad. He dutifully saved part of each paycheck and was so thankful that
his bother returned home safely that he decided to use his sizable savings to help his brother open
his business. Mort kept in mind his brother’s failed business and vowed that his company would
operate in such a way that it would minimize its vulnerability of general business downturns.

Moore’s extensive inventory and reasonable prices made the company the primary supplier
of the major commercial builders in the area. In addition, Mort developed a loyal customer base
among the home repair person, as his previous background allowed him to provide excellent
advise about specific projects and to solve unique problems. As a result, his business prospered
and over the past twenty years, sales have grown faster than the industry. Because of large orders,
the company receives favorable prices from suppliers, allowing Moore Plumbing Supply to remain
competitive with the discount houses that have sprung up in the area. Over the years, Mort has
kept his pledge and the company has maintained a very strong financial position. It had a public
sale of stock and additional stock offers to fund expansions including regional supply outlets in
Milwaukee, Wisconsin and Sioux City, Iowa.

Recently, Stan decided that the winters were too long and he wanted to spend the coldest
months playing golf in Florida. He retired from the day-to-day operations but retained the position
of President and brought in his grandson, Tom Moore, to run the company as the new Chief
Executive Officer. Tom was an excellent choice for the position. After graduating summa-cum-
laud with a degree in communications from the University of Wisconsin, he worked in the
Milwaukee operation where he was quickly promoted to manager. In ten years, sales quadrupled
under his leadership and employees remained loyal. He was familiar with the supply and demand
of various components and was able to spot new trends in the industry before they became widely
accepted. Although he had developed a keen sense of financing working capital, he had no
background in higher-level corporate finance decision-making.
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Tom spent the first few months on the new job trying to get a better handle on the bigger
picture and puzzled over the company’s historical balance sheets, income statements and cash
flow statements. One area that concerned him was the company’s heavy reliance on equity
financing. Moore Plumbing has a large line of credit and uses this and short-term debt to finance
its temporary working capital requirements. However, it does not use any permanent debt capital.
Other construction related retail and wholesale companies have between 30 and 40 percent of their
long-term capitalization in debt. Tom wonders why other companies use more permanent debt and
what affect adding long-term debt would have on the company’s earnings and stock price.

Tom met with the company’s vice president of finance, Walt Harriman, and learned that the
company projected its earnings before interest and taxes to be $12 million for the next year with
virtually no interest expenses. Walt also mentioned that he expected the company’s current and
projected tax rate to be 40 percent. Tom next talked to the company’s investment bankers and
discovered that the company’s cost of equity was 16 percent. Since the company did not use debt
or preferred stock financing, this also represented the company’s current weighted average cost of
capital. The investment bankers indicated that the company could issue at least $30 million of
long-term debt at a cost of 9 percent. The company bonds would be highly rated and would carry a
low coupon because the company could easily service the debt.

Because of Stan’s depression experience and his early involvement in funding the initial
operation, the company not only avoided debt but also followed a policy of paying out most of its
earnings as dividends. Stan was frequently quoted saying “ a company with high dividend policy
rarely declared bankruptcy”. In lieu of using retained earnings to reinvest in the company, the
company used accounts payable and deferred taxes to meet its operating capital needs and issued
new equity capital when additional financing needs were exceptionally high. Much of the new
capital was purchased by members of the Moore family and they currently hold 75 percent of the
outstanding equity.

Tom is interested in gaining additional insights into capital structure issues and has asked
Walt to brief him in the area. He wants a basic review of the terminology but is particularly
interested in the impact of different types of risk and in understanding of the better-known
financial theorists. Walt knew that Tom could grasp complex issues quickly and felt that a
thorough discussion of Modigliani and Miller’s work would be appropriate. He also felt that
Miller’s addition of personal taxes to the earlier models would be good to cover, and he
determined that a good approximation of personal tax rate on debt income was 28 percent and for
stock income was 20 percent. He decided to add the more recent considerations of financial
distress, agency costs and information asymmetry for a comprehensive overview. To help with
this analysis, Walt developed the following estimates for cost of debt and cost of equity that
included an increasing premium for financial distress and agency costs as the debt ratio increases.

Debt ratio kd ks

0% — 16.0%

10% 9.00% 17.0%

20% 9.25% 17.8%

30% 9.75% 19.0%

40% 10.50% 20.5%

50% 12.00% 22.0%

60% 15.00% 26.0%

70% 20.00% 30.0%

80% 30.00% 40.0%

90% 50.00% 60.0%

You have been assigned to help Walt develop the briefing. He has also asked you to think
about other relevant issues that Moore might bring up. Walt is aware of Tom’s keen intellect but is
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also aware of his reputation for “asking the right questions” and for having little tolerance for
people who are not adequately prepared so he is concerned about covering the issues in an
understandable manner.
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MOORE PLUMBING SUPPLY
COMPANY

Capital Structure Theory

Directed

Mort Moore founded Moore Plumbing Supply after returning from duty in the South Pacific
during World War II. Before joining the armed forces, he had worked for a locally owned
plumbing company and wanted to continue with that type of work once the war effort was over.
Shortly after returning to his hometown of Minneapolis, Minnesota, he became aware of an
unprecedented construction boom. Returning solders needed new housing as they started families
and readjusted to civilian life. Mort felt that he could make more money by providing plumbing
supplies to contractors rather than performing the labor, and he decided to open a plumbing supply
company. Mort’s parents died when he was young and was raised by his older brother, Stan, who
ran a successful shoe business during the 1920’s. Stan often shared stories about owning his own
business and in particular about a large expansion that was completed just before the market
collapsed. Because of the economic times, Stan lost the business but was lucky to find
employment with the railroad. He dutifully saved part of each paycheck and was so thankful that
his bother returned home safely that he decided to use his sizable savings to help his brother open
his business. Mort kept in mind his brother’s failed business and vowed that his company would
operate in such a way that it would minimize its vulnerability of general business downturns.

Moore’s extensive inventory and reasonable prices made the company the primary supplier
of the major commercial builders in the area. In addition, Mort developed a loyal customer base
among the home repair person, as his previous background allowed him to provide excellent
advise about specific projects and to solve unique problems. As a result, his business prospered
and over the past twenty years, sales have grown faster than the industry. Because of large orders,
the company receives favorable prices from suppliers, allowing Moore Plumbing Supply to remain
competitive with the discount houses that have sprung up in the area. Over the years, Mort has
kept his pledge and the company has maintained a very strong financial position. It had a public
sale of stock and additional stock offers to fund expansions including regional supply outlets in
Milwaukee, Wisconsin and Sioux City, Iowa.

Recently, Stan decided that the winters were too long and he wanted to spend the coldest
months playing golf in Florida. He retired from the day-to-day operations but retained the position
of President and brought in his grandson, Tom Moore, to run the company as the new Chief
Executive Officer. Tom was an excellent choice for the position. After graduating summa-cum-
laud with a degree in communications from the University of Wisconsin, he worked in the
Milwaukee operation where he was quickly promoted to manager. In ten years, sales quadrupled
under his leadership and employees remained loyal. He was familiar with the supply and demand
of various components and was able to spot new trends in the industry before they became widely
accepted. Although he had developed a keen sense of financing working capital, he had no
background in higher-level corporate finance decision-making.
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Tom spent the first few months on the new job trying to get a better handle on the bigger
picture and puzzled over the company’s historical balance sheets, income statements and cash
flow statements. One area that concerned him was the company’s heavy reliance on equity
financing. Moore Plumbing has a large line of credit and uses this and short-term debt to finance
its temporary working capital requirements. However, it does not use any permanent debt capital.
Other construction related retail and wholesale companies have between 30 and 40 percent of their
long-term capitalization in debt. Tom wonders why other companies use more permanent debt and
what affect adding long-term debt would have on the company’s earnings and stock price.

Tom met with the company’s vice president of finance, Walt Harriman, and learned that the
company projected its earnings before interest and taxes to be $12 million for the next year with
virtually no interest expenses. Walt also mentioned that he expected the company’s current and
projected tax rate to be 40 percent. Tom next talked to the company’s investment bankers and
discovered that the company’s cost of equity was 16 percent. Since the company did not use debt
or preferred stock financing, this also represented the company’s current weighted average cost of
capital. The investment bankers indicated that the company could issue at least $30 million of
long-term debt at a cost of 9 percent. The company bonds would be highly rated and would carry a
low coupon because the company could easily service the debt.

Because of Stan’s depression experience and his early involvement in funding the initial
operation, the company not only avoided debt but also followed a policy of paying out most of its
earnings as dividends. Stan was frequently quoted saying “ a company with high dividend policy
rarely declared bankruptcy”. In lieu of using retained earnings to reinvest in the company, the
company used accounts payable and deferred taxes to meet its operating capital needs and issued
new equity capital when additional financing needs were exceptionally high. Much of the new
capital was purchased by members of the Moore family and they currently hold 75 percent of the
outstanding equity.

Tom is interested in gaining additional insights into capital structure issues and has asked
Walt to brief him in the area. He wants a basic review of the terminology but is particularly
interested in the impact of different types of risk and in understanding of the better-known
financial theorists. Walt knew that Tom could grasp complex issues quickly and felt that a
thorough discussion of Modigliani and Miller’s work would be appropriate. He also felt that
Miller’s addition of personal taxes to the earlier models would be good to cover, and he
determined that a good approximation of personal tax rate on debt income was 28 percent and for
stock income was 20 percent. He decided to add the more recent considerations of financial
distress, agency costs and information asymmetry for a comprehensive overview. To help with
this analysis, Walt developed the following estimates for cost of debt and cost of equity that
included an increasing premium for financial distress and agency costs as the debt ratio increases.

Debt ratio kd ks

0% — 16.0%

10% 9.00% 17.0%

20% 9.25% 17.8%

30% 9.75% 19.0%

40% 10.50% 20.5%

50% 12.00% 22.0%

60% 15.00% 26.0%

70% 20.00% 30.0%

80% 30.00% 40.0%

90% 50.00% 60.0%

You have been assigned to help Walt develop the briefing and he has prepared the following
questions to help direct your energies. He has also asked you to think about other relevant issues
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that Moore might bring up. Walt is aware of Tom’s keen intellect but is also aware of his
reputation for “asking the right questions” and for having little tolerance for people who are not
adequately prepared so he is concerned about covering the issues in an understandable manner.

QUESTIONS

 1. What is meant by capitalization? What is meant by a firm’s capital structure? For financial
planning purposes, explain why either book or market value should be used to determine the
firm’s capital structure. What is capital structure theory?

 2. Discuss the following issues relating to business risk and financial risk.

a. What is the difference between business risk and financial risk? Explain some of the factors
that contribute to each. Evaluate Moore Plumbing Supply’s level of business risk.

b. How do these risks relate to total risk?

c. How does business risk affect capital structure decisions?

 3. Discuss the following issues relating to Modigliani and Miller’s (MM) 1958 capital structure
model.

a. What was the importance of the model?

b. What are the basic assumptions of the model?

c. Develop algebraically the two main propositions that they developed in their no-tax model.

d. What are the implications of the propositions?

e. Briefly, explain how MM proved their propositions.

 4. Using Moore’s projected EBIT of $12 million, and assuming that the MM conditions hold,
compare the value of the company as an unlevered firm (VU) with a 16 percent cost of equity
(ksU) with the value of the firm if it had $30 million of 9 percent long-term debt.

a. What are the values for the unlevered firm (VU), the levered firm (VL), and the cost of
equity for the levered firm (ksL)?

b. Based on MM without taxes, what is the company’s cost of capital if it uses debt financing?
Use the formula WACC formula to verify that the leveraged firm’s cost of capital.

c. Graph the MM no-tax relationships between capital costs and leverage, plotting D/V on the
horizontal axis. Also, graph the relationship between the firm’s value and D/V.

 5. Now, consider MM’s later (1963) model in which they relaxed the no-tax assumption and
added corporate taxes.

a. What are the new Proposition I and II?

b. Repeat the analysis in Question 4 under the assumption that both the levered and unlevered
firm would have a 40 percent tax rate.

 6. Miller added personal taxes to the model in his 1976 Presidential Address to the American
Finance Association.

a. What is Miller’s basic equation (his Proposition I)?

b. What happens to Miller’s model, if there are no corporate or personal taxes? What happens
when only corporate taxes exist?

c. According to the Miller model and assuming that tc is the corporate tax rate at 40 percent, td

is the personal rate on debt income at 28 percent, and ts is the personal tax rate on stock
income at 20 percent, what is the value of the unlevered and levered firm and what is the
gain from leverage? How does this compare with the MM gain from leverage, where only
corporate taxes are considered?

d. What generalizations can we draw from the Miller model regarding the value to a
corporation of using debt when personal taxes are considered?
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 7. What are the implications of the three theories (MM no-tax, MM with corporate taxes, and
Miller with corporate and personal taxes) for financial managers regarding the optimal capital
structure? Do firms appear to follow one of these theoretical guidelines consistently?

 8. How does the addition of financial distress and agency costs change the MM with the
corporate tax model and the Miller model? Provide your answers in both equation and
graphical forms and discuss the results.

 9. Briefly describe the asymmetric information theory of capital structure. What are its
implications for financial managers?

10. Prepare a summary of the implications of capital structure theory that can be presented to Tom
Moore. Consider specifically these issues:

a. Are the tax tradeoff and asymmetric information theories mutually exclusive?

b. Can capital structure theory be used to actually establish a firm’s optimal capital structure
with precision? What insights can capital structure theory provide managers regarding the
factors which influence their firms’ optimal capital structures?

11. What recommendations would you make about the capital structure of Moore Plumbing
Supply Company? Justify your answer.
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LEVINGER ORGANIC SNACK
COMPANY

Financing with Convertibles and Warrants

Non-Directed

Chris Satterlee, treasurer of Levinger Organic Snack Company, was very concerned about an
upcoming strategy report that she needed to make to the long term planning committee of the
company’s board of directors. The company was one of the world’s largest producers of organic
snack food, with an extensive distribution system that included large chain grocery stores and
specialty shops. Like a number of large package food companies, Levinger Organic Snack
Company’s financial condition had deteriorated significantly over the past few years. The costs of
inputs, in particular that of organically grown food and overall processing, had skyrocketed. The
firm’s use of debt financing has been steadily increasing at the same time that earnings have
decreased. These events have caused Levinger’s interest coverage ratio to fall to a dangerously
low 2.5X and the firm’s bonds to be downgraded from A to BBB. In addition, general weakness in
the stock and bond market resulted in the company’s common stock selling at roughly 80 percent
of book value. (See Table 1 for Levinger’s most recent fiscal year balance sheet.)

To exacerbate the company’s financial condition, several new competitors have entered the
market over the past few years and the company found its market share eroding. In response,
Levinger’s management, under the direction of the company’s board of directors, had decided to
expand its offerings to include more ethnically oriented items. As part of this expansion, the
company recently finished a very successful international test marketing effort in Europe and
Asia, as well as in ethnic markets within the US. Based on the results, the company had recently
signed contracts for the construction of a new $120 million manufacturing facility to meet the
anticipated demand for the new products. Analysts have been following the company closely, and
with the expansion, they expect the company’s stock price to grow at a rate of 6 percent per year
for the near future.

As Chris began to prepare for the meeting, the seriousness of the company’s current situation
became apparent. The combination of the financial markets and the company’s financial condition
had increased the cost of capital. However, the negotiated construction contract contained
extremely high penalties, which made cancellation or postponement of the new plant infeasible. In
addition, the expansion is a key element in the company’s long-term plan and is needed to
maintain or increase market share. Because the company wanted to maintain a balanced capital
structure, it had initially intended to obtain the required financing for the construction by both
issuing first-mortgage bonds and meeting the equity portion through next year’s retained earnings.
However, the company’s deteriorating financial situation has reduced its flexibility in obtaining
external capital. Adding new long-term debt service to the already low interest coverage ratio
would most likely cause rating agencies to downgrade the company’s credit rating again. This
would drop the rating to junk bond category and prohibit some funds from holding Levinger
bonds.
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Chris decided to meet with the company’s investment bankers for some assistance in
developing a funding strategy to present to the board. As a result of that meeting, she obtained cost
estimates based on the capital structure currently employed by Levinger Organic Snack Co. found
in Table 2. These data indicate that Levinger could expect a significant increase in its weighted
average cost of capital if management increased the use of leverage to fund the expansion.
Management has also expressed a strong aversion to issuing new common stock at this time, both
because of the depressed share price and because of the dilution in book value and earnings per
share that would occur if it sold stock at a price below book value. Finally, Levinger’s board has
historically refused to issue preferred stock because (1) preferred dividends, which the board
regards as being similar to interest payments, are not tax deductible; (2) preferred stock is riskier
to investors than debt, and thus, preferred has a relatively high rate of return and cost, and (3) the
company would be unable to pay common stock dividends if the preferred dividends had to be
omitted.

The investment bankers suggested that Chris consider either convertible bonds or bonds with
warrants. At the conclusion of their second meeting, Chris tentatively agreed that the firm could
raise the required $120 million needed for construction by selling one of three alternative issues.
First, the company could sell 9.5 percent, annual-payment convertible debentures with a par value
of $1,000 and convertible into fifty shares of common stock. This issue would mature in twenty
years and would be callable on any interest payment date after three years (t = 3) with an initial
call premium of $95 per bonds that would decline by $5.59 [or $95/(20-3)] per year thereafter.
Alternatively, Levinger Organic Snack Company could issue 11.4 percent, $1,000 par value,
annual-payment debentures, which would be convertible into forty-five shares of common stock.
This issue would also have a maturity of twenty years and would again be callable on any interest
payment date after three years (t = 3), with a call premium of $114 in year 3 but declining by an
equal amount over the seventeen years remaining life. The company anticipates calling the bonds
when the conversion value is 35 percent greater than the bond’s par value. These issues would
contain a clause protecting the convertibles against dilution from stock splits, stock dividends and
issues of new stock at prices below the conversion price. Finally, Levinger could issue 10.25
percent, annual payment debentures carrying seventy-five detachable warrants, with each warrant
giving the holder the right to buy a share of common stock at $21.00 each. These bonds would
have a par value of $1,000 and would mature in twenty years, and the warrants would expire in
five years if they had not been exercised. Chris decided to make the simplifying assumptions that
there is a flat term structure, which would be constant across time, and that the bond's credit rating
would remain the same. However, since he does not regard any of these rates as firm, he knows
that they might have to be adjusted based on further analysis.

Both of the convertible issues and the bonds with warrants would be subordinated
debentures. Thus, they would have lower standing than the company’s existing mortgage bonds in
the event of bankruptcy. Since Levinger’s outstanding mortgage bonds have a BBB rating, its
convertibles or bonds with warrants would probably be rated BB. Currently BB bonds with a
maturity similar to that of the convertibles or bonds with warrants on average yield 12.85 percent.
Therefore, the “straight bond value” of the new issues would be determined by discounting at
12.85 percent.

Before the directors meeting, Chris wanted to thoroughly evaluate each of the financing
alternatives and to develop a recommendation. As part of her analysis, Chris needs to calculate the
firm’s weighted average cost of capital (WACC) under each of the financing choices. Since the
company uses short-term debt for permanent financing, it is included in the WACC under the
following equation:

WACC = wdST kdST (1-T) + wdLT kdLT (1-T) + ws (ks or ke)

Where
wdST = weight assigned to short-term debt,
kdST = cost of new short-term debt,
wdLT = weight assigned to long-term debt,
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kdLT = cost of new long-term debt,
T = marginal tax rate, currently at 35 percent,
ws = weight assigned to equity,
ks = cost of retained earnings, and
ke = cost of new common stock.

The weights in the preceding equation are the market value weights, not book value weights.
To include a convertible issue in the analysis, an additional term wc kc must be added to the
equation, where wc is the proportion of capital obtained in the form of convertibles and kc is the
cost of convertibles. Similarly, to include warrants, issues an additional term ww kw must be added
to the equation. To determine the cost of convertible or warrant capital, Chris will need to make an
assumption about when the bonds will be converted or the warrants exercised.

You have been asked to help Chris prepare her report to the board by conducting a thorough
analysis of the alternatives. Based on your analysis, you are to make a recommendation as to the
best method of financing the new expansion.

Table 1

Balance Sheet for Year Ended
December 31

Assets
Cash 4,300,000
Accounts receivable 31,500,000
Materials and supplies

65,360,000
    Total current assets 101,160,000
Plant and equipment (net) 493,027,000

Total Assets 594,187,000

Claims on Assets
Accounts payable 25,977,000
Accruals 12,567,000
Notes payablea 70,000,000
    Total current liabilities 108,544,000
Long-term debtb 280,000,000
    Total  liabilities 388,544,000
Common stockc 81,000,000
Retained earnings 124,643,000
    Total common equity 205,643,000

Total claims on assets 594,187,000

a Unlike many companies, Levinger uses short-term notes payable as a source of permanent
financing. Levinger’s notes payable currently carry an interest cost of 9 percent and are valued at
par.

b Levinger’s outstanding bonds have a par value of $1,000, a remaining life of thirteen years and a
coupon rate of 8.5 percent and pay annual interest. These are first-mortgage bonds, and the
current rate of interest for 13-year bonds with Levinger’s rating is 11 percent.

c The current price of the company’s common stock is $16.25 per share, and there are 10 million
shares outstanding.
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Table 2

Assumed Relationships Between Leverage
and the Cost of Capital

Leverage

(Long-Term
Debt/Capital

Short-Term
Interest Rate

Long-Term
Interest Rate

Cost of
Retained
Earnings

Cost of New
Common

Stock

0% 7.9% 9.2% 12.5% 13.3%
10 8.0 9.4 12.7 13.5
20 8.2 9.6 13.1 13.9
30 8.4 9.8 13.9 14.7
40 8.7 10.1 15.0 15.9
50 (target) 9.0 11.0 16.3 17.2
60 10.0 12.6 18.5 19.4
70 12.0 15.8 22.1 23.8

Note: The numbers presented here assume that the short-term debt/total capitalization ratio
remains constant at the predetermined optimal amount. Also, capital is defined here as notes
payable plus long-term debt plus total equity.
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LEVINGER ORGANIC SNACK
COMPANY

Financing with Convertibles and Warrants

Directed

Chris Satterlee, treasurer of Levinger Organic Snack Company, was very concerned about an
upcoming strategy report that she needed to make to the long-term planning committee of the
company’s board of directors. The company was one of the world’s largest producers of organic
snack food, with an extensive distribution system that included large chain grocery stores and
specialty shops. Like a number of large package food companies, Levinger Organic Snack
Company’s financial condition had deteriorated significantly over the past few years. The costs of
inputs, in particular that of organically grown food and overall processing, had skyrocketed. The
firm’s use of debt financing has been steadily increasing at the same time that earnings have
decreased. These events have caused Levinger’s interest coverage ratio to fall to a dangerously
low 2.5X and the firm’s bonds to be downgraded from A to BBB. In addition, general weakness in
the stock and bond market resulted in the company’s common stock selling at roughly 80 percent
of book value. (See Table 1 for Levinger’s most recent fiscal year balance sheet.)

To exacerbate the company’s financial condition, several new competitors have entered the
market over the past few years and the company found its market share eroding. In response,
Levinger’s management, under the direction of the company’s board of directors, had decided to
expand its offerings to include more ethnically oriented items. As part of this expansion, the
company recently finished a very successful international test marketing effort in Europe and
Asia, as well as in ethnic markets within the US. Based on the results, the company had recently
signed contracts for the construction of a new $120 million manufacturing facility to meet the
anticipated demand for the new products. Analysts have been following the company closely, and
with the expansion, they expect the company’s stock price to grow at a rate of 6 percent per year
for the near future.

As Chris began to prepare for the meeting, the seriousness of the company’s current situation
became apparent. The combination of the financial markets and the company’s financial condition
had increased the cost of capital. However, the negotiated construction contract contained
extremely high penalties, which made cancellation or postponement of the new plant infeasible. In
addition, the expansion is a key element in the company’s long-term plan and is needed to
maintain or increase market share. Because the company wanted to maintain a balanced capital
structure, it had initially intended to obtain the required financing for the construction by both
issuing first-mortgage bonds and meeting the equity portion through next year’s retained earnings.
However, the company’s deteriorating financial situation has reduced its flexibility in obtaining
external capital. Adding new long-term debt service to the already low interest coverage ratio
would most likely cause rating agencies to downgrade the company’s credit rating again. This
would drop the rating to junk bond category and prohibit some funds from holding Levinger
bonds.
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Chris decided to meet with the company’s investment bankers for some assistance in
developing a funding strategy to present to the board. As a result of that meeting, she obtained cost
estimates based on the capital structure currently employed by Levinger Organic Snack Co. found
in Table 2. These data indicate that Levinger could expect a significant increase in its weighted
average cost of capital if management increased the use of leverage to fund the expansion.
Management has also expressed a strong aversion to issuing new common stock at this time, both
because of the depressed share price and because of the dilution in book value and earnings per
share that would occur if it sold stock at a price below book value. Finally, Levinger’s board has
historically refused to issue preferred stock because (1) preferred dividends, which the board
regards as being similar to interest payments, are not tax deductible; (2) preferred stock is riskier
to investors than debt, and thus, preferred has a relatively high rate of return and cost, and (3) the
company would be unable to pay common stock dividends if the preferred dividends had to be
omitted.

The investment bankers suggested that Chris consider either convertible bonds or bonds with
warrants. At the conclusion of their second meeting, Chris tentatively agreed that the firm could
raise the required $120 million needed for construction by selling one of three alternative issues.
First, the company could sell 9.5 percent, annual-payment convertible debentures with a par value
of $1,000 and convertible into fifty shares of common stock. This issue would mature in twenty
years and would be callable on any interest payment date after three years (t = 3) with an initial
call premium of $95 per bonds that would decline by $5.59 [or $95/(20-3)] per year thereafter.
Alternatively, Levinger Organic Snack Company could issue 11.4 percent, $1,000 par value,
annual-payment debentures, which would be convertible into forty-five shares of common stock.
This issue would also have a maturity of twenty years and would again be callable on any interest
payment date after three years (t = 3), with a call premium of $114 in year 3 but declining by an
equal amount over the seventeen years remaining life. The company anticipates calling the bonds
when the conversion value is 35 percent greater than the bond’s par value. These issues would
contain a clause protecting the convertibles against dilution from stock splits, stock dividends and
issues of new stock at prices below the conversion price. Finally, Levinger could issue 10.25
percent, annual payment debentures carrying seventy-five detachable warrants, with each warrant
giving the holder the right to buy a share of common stock at $21.00 each. These bonds would
have a par value of $1,000 and would mature in twenty years, and the warrants would expire in
five years if they had not been exercised. Chris decided to make the simplifying assumptions that
there is a flat term structure, which would be constant across time, and that the bond's credit rating
would remain the same. However, since he does not regard any of these rates as firm, he knows
that they might have to be adjusted based on further analysis.

Both of the convertible issues and the bonds with warrants would be subordinated
debentures. Thus, they would have lower standing than the company’s existing mortgage bonds in
the event of bankruptcy. Since Levinger’s outstanding mortgage bonds have a BBB rating, its
convertibles or bonds with warrants would probably be rated BB. Currently BB bonds with a
maturity similar to that of the convertibles or bonds with warrants on average yield 12.85 percent.
Therefore, the “straight bond value” of the new issues would be determined by discounting at
12.85 percent.

Before the directors meeting, Chris wanted to thoroughly evaluate each of the financing
alternatives and to develop a recommendation. As part of her analysis, Chris needs to calculate the
firm’s weighted average cost of capital (WACC) under each of the financing choices. Since the
company uses short-term debt for permanent financing, it is included in the WACC under the
following equation:

WACC = wdST kdST (1-T) + wdLT kdLT (1-T) + ws (ksor ke)

Where
wdST = weight assigned to short-term debt,
kdST = cost of new short-term debt,
wdLT = weight assigned to long-term debt,
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kdLT = cost of new long-term debt,
T = marginal tax rate, currently at 35 percent,
ws = weight assigned to equity,
ks = cost of retained earnings, and
ke = cost of new common stock.

The weights in the preceding equation are the market value weights, not book value weights.
To include a convertible issue in the analysis, an additional term wc kc must be added to the
equation, where wc is the proportion of capital obtained in the form of convertibles and kc is the
cost of convertibles. Similarly, to include warrants, issues an additional term ww kw must be added
to the equation. To determine the cost of convertible or warrant capital, Chris will need to make an
assumption about when the bonds will be converted or the warrants exercised.

You have been asked to help Chris prepare her report to the board by conducting a thorough
analysis of the alternatives. Based on your analysis, you are to make a recommendation as to the
best method of financing the new expansion. Chris has outlined the following questions to help
focus your work on what she believes to be the critical areas of discussion.

Table 1

Balance Sheet for Year Ended
December 31

Assets
Cash 4,300,000
Accounts receivable 31,500,000
Materials and supplies

65,360,000
    Total current assets 101,160,000
Plant and equipment (net) 493,027,000

Total Assets 594,187,000

Claims on Assets
Accounts payable 25,977,000
Accruals 12,567,000
Notes payablea 70,000,000
    Total current liabilities 108,544,000
Long-term debtb 280,000,000
    Total  liabilities 388,544,000
Common stockc 81,000,000
Retained earnings 124,643,000
    Total common equity 205,643,000

Total claims on assets 594,187,000

a Unlike many companies, Levinger uses short-term notes payable as a source of permanent
financing. Levinger’s notes payable currently carry an interest cost of 9 percent and are valued at
par.

b Levinger’s outstanding bonds have a par value of $1,000, a remaining life of thirteen years and a
coupon rate of 8.5 percent and pay annual interest. These are first-mortgage bonds, and the
current rate of interest for 13-year bonds with Levinger’s rating is 11 percent.

c The current price of the company’s common stock is $16.25 per share, and there are 10 million
shares outstanding.
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Table 2

Assumed Relationships Between Leverage
and the Cost of Capital

Leverage

(Long-Term
Debt/Capital

Short-Term
Interest Rate

Long-Term
Interest Rate

Cost of
Retained
Earnings

Cost of New
Common

Stock

0% 7.9% 9.2% 12.5% 13.3%
10 8.0 9.4 12.7 13.5
20 8.2 9.6 13.1 13.9
30 8.4 9.8 13.9 14.7
40 8.7 10.1 15.0 15.9
50 (target) 9.0 11.0 16.3 17.2
60 10.0 12.6 18.5 19.4
70 12.0 15.8 22.1 23.8

Note: The numbers presented here assume that the short-term debt/total capitalization ratio
remains constant at the predetermined optimal amount. Also, capital is defined here as notes
payable plus long-term debt plus total equity.

Table 3

Conversion and Bond Values
For 11.4 Percent Convertible Bonds

Year Straight
Conversion

Value a

Bond Value
b

Call Price c Maturity
Value

Estimated
Market
Value d

0 731 897 Not callable 1,000 1,000
5 979 906 1,101 1,000 1,161

10 X X X X X
15 1,752 949 1,034 1,000 1,752
20 2,345 1,000 1,000 1,000 2.345

a Conversion value = Ct = P0 (1+g)t (CR), where,
t = years since the issue date
P0 = initial stock price
g = growth rate in stock price
CR = conversion ratio

As an example for year 5: C5 = $16.25 (1+.06)5 45 = 978.58

b Bond value = Bt = Σ I / (1+kd)
j + M / (1+kd)

n = I(PVIFAkd,n) + M(PVIFkd,n) where
n = number of years remaining until maturity
j = time subscript from 1 to n
kd = market rate of interest of equivalent risk, nonconvertible (straight) debt
issue
I = dollars of interest paid each year = coupon rate x par
M = maturity value
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As an example for year 5: B5 = 114 (PVIFA12.85%,15) + 1,000 (PVIF12.85%,15) = 905.56

c Call price: The bond is not callable for the first three years. After year 3, the call
premium is reduced by a constant amount each year to result in a zero call premium at
maturity. Thus, the call premium is reduced by 1 / (20 – 3) ($114) = $6.71 each year.
As an example for year 5: Call price = $1,114 – (5 - 3) (6.71) = 1,100.58.

d Estimated market value: The market value estimates were obtained by first determining
the year in which conversion is expected to occur (see Question 3). At that time, and in
subsequent years the market value should be equal to the conversion value. For years
prior to conversion, we found the growth rate by equating the initial market value,
$1,000, with the conversion value at the expected date of conversion. In this instance, the
growth rate was found to be 3.03 percent.

As an example for year 5: estimated MV = $1,000 (1 + .0303)5 = 1,160.96

QUESTIONS

 1. a. Calculate Levinger Organic Snack Company’s current market value of capital structure.
Explain the logic behind the calculations and why you should include short-term debt but
not current liabilities in the capital structure used in the analysis. Explain why the market
values of capital structure rather than book values should be used for the analysis.

b. Determine and explain Levinger’s current weighted average cost of capital based on the
cost data and the WACC equation provided in the case. In your calculations, use the cost of
new common stock provided in Table 2 for the cost of equity.

 2. What are convertible and callable bonds? Once a convertible becomes callable, what factors
would influence a company’s decision to call the issue as opposed to letting it remain
outstanding? What factors would induce the holders of a convertible to convert voluntary?

 3. Assume the Levinger would call the 11.4 percent convertible issue after the first interest
payment date on which the conversion value of the bond is 35 percent greater than the bond’s
par value. In what year should the bond be called for conversion? Explain the logic of your
calculations. (Hint: note that the 9.5 percent convertible issue would be called in nine years
under the same set of assumptions.)

For the following questions, assume that the number of years to conversion was N = 11,
regardless of your findings in Question 3.

 4. Complete the results for Table 3. Explain the intuition behind the formulas in determining the
inputs.

 5. Construct and then explain a graph which uses these data to show the conversion value,
straight bond value, call price, maturity value, and estimated market value of the 11.4 percent
convertible issue over time. Note that analysts expect the company to grow at a rate of 6
percent per year for the foreseeable future.

 6. What is the after-tax cost to Levinger of the 11.4 percent convertible issue? Explain the logic
used to determine the result. (Hint: think of this as analogous to finding the return on a bond
where the present value is the market value of the bond ($1,000), n is the number of years to
conversion, PMT is the after tax dollar cost of an interest payment per bond, and the future
value is the expected market price of the stock at the end of n periods based on the expected
growth rate.)
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 7. What is the expected before tax rate of return to investors of the 11.4 percent convertible issue
assuming a call in eleven years? Explain the difference between the investor’s return and the
company’s cost on the same issue. (note: The expected before-tax rate of return on the 9.5
percent convertible issue is 12.02 percent assuming a call in year 9.)

 8. What would Levinger’s weighted average cost of capital be if it issues $120 million of the 11.4
percent convertible bonds? In your calculations, assume that all new equity is raised as retained
earnings. Even through the capital structure weights will necessarily change due to the addition
of convertibles, assume that the cost of notes payable, long-term debt, and commons stock are
those for the target capital structure. Discuss the reasonableness of the assumption that the
component costs would remain constant. What changes would you expect?

 9. According to Table 3, the market value of the convertible bond in Year 5 is $1,161. Suppose
you purchased ten bonds at this price, and then the next day the company called the bonds for
conversion. How much would you gain or loose? What does this suggest about the market
value line in the figure from question 5? Explain.

10.Calculate the after-tax cost to the company of the bonds with warrants.

11.Explain why you think investors would or would not be willing to pay par value for the
warrant or convertible issues. If you think that any of the securities would be overvalued or
undervalued at an initial price of $1,000, explain how the terms of the various issues could be
changed to make them “more reasonable”.

12.Based on your analysis to this point, make and explain your recommendation to the board of
directors regarding the financing alternatives.

13.Assume that Levinger changes the coupon rate on the 11.4 percent convertible issue to 10.8
percent. In addition, it changes the call premium in year 3 to $108, and this premium will fall
by 108/(20-3) or $6.35 each year. If you are not using the spreadsheet model, discuss how
these changes would affect the company’s cost and the investor’s return. If you are using the
model, quantify and explain the after-tax cost to the company and the before-tax return to
investors for this issue. What should the company’s weighted average cost of capital be with
this issue? Again, assume that the company would call the convertible in year 11.
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Capital Structure Theory
7

SEATTLE STEEL PRODUCTS

Seattle Steel Products was founded shortly after World War II by Leonard Freeman. Prior to the war,
Freeman had owned a small steel foundry in Pittsburgh, Pennsylvania. The business was hit partic-
ularly hard by the Great Depression of the 1930s, driving it into bankruptcy. In 1940, Freeman
moved his family west and went to work as a mill foreman for American Steel Corporation in Seat-
tle, Washington. After the war ended, Freeman decided that he again wanted to run his own business.
Thus, Seattle Steel Products was founded in 1946.

With the memory of his last disastrous business experience still etched clearly in his mind,
Freeman vowed that his new firm would be operated so as to minimize vulnerability to general busi-
ness downturns. Freeman’s management style, and his dedication to making the business prosper,
proved to be successful, as the firm has enjoyed relatively rapid growth for over four decades. More-
over, it has maintained a consistently strong financial position.

In late 1992, Freeman, still very energetic at the age of 85, retired from active participation in
the day-to-day operations, but retained the position of Chairman of the Board. Steve Freeman,
Leonard’s grandson, was simultaneously appointed as the new Chief Executive Officer. Steve
Freeman was well prepared for his new position. He graduated with high honors from Cornell Uni-
versity, obtaining a degree in materials engineering. Afterwards, he spent 10 years in various sales
and technical positions with Seattle Steel. His one weakness is in the financial area, where he has had
no experience or training.

Steve Freeman spent the first several weeks in his new job trying to obtain a better feel for
the accounting and financial side of the business. One area of concern is the firm’s heavy reliance on
equity financing. Seattle Steel uses short-term debt to finance its temporary working capital require-
ments, but it does not use any permanent debt capital. Other firms in the steel industry generally have
between 25 and 35 percent of their long-term capitalization in debt. Steve Freeman wonders if this
difference should continue, and what affect a movement toward a greater use of debt would have
on the company’s earnings and stock price.

As part of the process of familiarizing himself with the operations of the firm, Steve Freeman
had extensive meetings with the managers of each of the firm’s major functional departments.
From Doug Howser, the financial vice president, Freeman learned that the firm was projecting
earnings before interest and taxes of $3.0 million for 1993. Since Seattle Steel will have essentially
zero interest expense in 1993, this figure would also be the firm’s earnings before taxes for 1993.
Howser also reported that the firm’s federal-plus-state income tax rate for 1993, and the foresee-
able future, should be 40 percent.

Copyright © 1994. The Dryden Press. All rights reserved.
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Steve Freeman also learned from Howser, who obtained his information from the firm’s
investment bankers, that the firm’s cost of equity—hence its weighted-average cost of capital—
was approximately 15 percent. The investment bankers had indicated, though, that the firm could
issue at least $10 million of long-term debt at a cost of 10 percent. Unless the company used quite
a lot of debt, its bonds would be highly rated and would carry a low coupon because the firm cur-
rently has no outstanding long-term debt.

In part because of Leonard Freeman’s depression experience—he had observed that compa-
nies with high dividend payouts had rarely gone bankrupt—Seattle Steel has always followed a
policy of paying out 100 percent of its earnings as dividends. In lieu of retaining earnings to rein-
vest in the business, the firm has used cash flows from depreciation and deferred taxes to meet its
funding needs, but it also issued additional equity capital (80 percent of which is currently held by
members of the Freeman family) when its financing needs were exceptionally high.

Steve Freeman has done some reading in the area of financial management, so he is vaguely
familiar with some key terms and with the works of a few of the better-known financial theorists. To
gain additional insights into the capital structure issue, he asked Doug Howser to give him a brief-
ing on the subject. Howser, in turn, asked his assistant to help him prepare a briefing report which the
two of them would use in a meeting with Steve Freeman the following week. To begin, Howser
and his assistant prepared the following list of questions, and the assistant must now draft answers to
them prior to a meeting with Howser. Assume that you are Howser’s assistant, and prepare answers
to the questions. Think also about other relevant questions that Freeman might ask—he may not
know much finance, but he is a very bright individual and has a reputation for “asking the right ques-
tions” and for making life difficult for subordinates who are not prepared to answer them.

QUESTIONS

1. a. What is a firm’s capital structure? What is its capitalization?
b. What is capital structure theory?

2. a. Who are Modigliani and Miller (MM)?
b. List the assumptions of MM’s no-tax (1958) model.
c. What were the two main propositions MM developed in their no-tax model? State the

propositions algebraically and discuss their implications.
d. Describe briefly how MM proved their propositions.

3. Using Seattle Steel’s projected 1993 EBIT of $3.0 million, and assuming that the MM con-
ditions hold, we can compare Seattle Steel’s value as an unlevered firm (VU) with a 15 per-
cent cost of equity (ksU), with the value the firm would have, under the MM no-tax model, if
it had $10 million of 10 percent debt (VL).
a. What are the values for VU, VL, and ksL?
b. Use the WACC formula to find Seattle Steel’s WACC if it used debt financing.
c. Use the formula WACC = EBIT/V to verify that Firm L’s WACC is 15 percent.
d. Graph the MM no-tax relationships between capital costs and leverage, plotting D/V on

the horizontal axis. Also, graph the relationship between the firm’s value and D/V.

4. Now consider MM’s later (1963) model, in which they relaxed the no-tax assumption and
added corporate taxes.
a. What are their new Propositions I and II?
b. Repeat the analysis in Question 3 under the assumption that both the levered and unlev-

ered firm would have a 40 percent tax rate.

Case: 07 Capital Structure Theory
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5. Miller, in his 1976 Presidential Address to the American Finance Association, added per-
sonal taxes to the model.
a. What is Miller’s basic equation (his Proposition I)?
b. What happens to Miller’s model if there are no corporate or personal taxes? What hap-

pens if only corporate taxes exist?
c. Now assume that Tc = Corporate tax rate = 40%, Td = Personal rate on debt income =

28%, and Ts = Personal tax rate on stock income = 20%. What is the gain from leverage
according to the Miller model? How does this compare with the MM gain from leverage,
where only corporate taxes are considered?

d. What generalizations can we draw from the Miller model regarding the value to a corpo-
ration of using debt when personal taxes are considered?

6. What are the implications of the three theories (MM no-tax, MM with corporate taxes, and
Miller with corporate and personal taxes) for financial managers regarding the optimal capi-
tal structure? Do firms appear to follow one of these theoretical guidelines consistently?

7. How does the addition of financial distress and agency costs change the MM (with corporate
taxes) model and the Miller model? (Express your answer in both equation and graphical
forms, and also discuss the results.)

8. Briefly describe the asymmetric information theory of capital structure. What are its implica-
tions for financial managers?

9. Now prepare a summary of the implications of capital structure theory which can be pre-
sented to Steve Freeman. Consider specifically these issues: (a) Are the tax tradeoff and
asymmetric information theories mutually exclusive? (b) Can capital structure theory be
used to actually establish a firm’s optimal capital structures with precision? If not, then what
insights can capital structure theory provide managers regarding the factors which influence
their firms’ optimal capital structures?

Case: 07 Capital Structure Theory
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Optimal Operating and Financial
Leverage

8A

ISLEMARINE BOAT COMPANY

Non-Directed

Chris Waterson had been a water enthusiast all of his life. He grew up with his parents in the Florida
Keys. He was an avid water-skier and sport fisher, and spent most of his free time involved in
water oriented activities. His first professional position was a technical and market representative for
a small family owned fiberglass molder in the Midwest. His heavy involvement in all aspects of pro-
duction and sales helped the company expand and provided him key insight and experience in the
fiberglass industry. The owners of the company were pleased with his enthusiasm and knowledge
and gave him the opportunity of opening and managing a new west coast operation in Seattle. 

After seeing the plant develop and thrive over 15 years, Chris realized that the family opera-
tion did not provide an ownership opportunity, and he wanted to develop his own business. While
at a trade meeting, Mark talked to the head of a fiberglass boat company who was interested in
retiring. Chris felt that these facilities might provide a good business opportunity. A boat company
would blend his expertise in the fiberglass industry with his interest in boating. He also believed that
the numerous contacts he had developed in the area, both within the industry and through his
involvement in fishing and boating associations, would be an asset in this type of venture. 

Mark knew that there was strong market demand for recreational boats and an increasing inter-
est in boats that younger family members could safely operate. He recently became aware of a jet
propelled boat design that combined beneficial aspects of jet skis with the advantages of a larger boat
design. The shell of the jet boat was similar to a traditional motor boat and could be molded as a
single fiberglass unit. The jet boat was relatively quiet and possessed incredible maneuverability. It
could operate at speeds of 45 miles per hour and had sufficient power to pull skiers and tubers. It was
capable of providing low maintenance transportation from island to island in the Puget Sound. The
jet propulsion mechanism eliminated the dangers of a propeller and made it relatively safe for
younger boaters. The lack of a propeller allowed the boat to operate in extremely shallow water.
Although higher priced than a traditional boat of comparable size, industry analysts indicated pent-
up demand for an upscale “water toy.” A number of west coast boat dealers felt that the jet boat
would cover an unfilled market niche and indicated an interested in selling them.

Waterson teamed up with Sally Sawyer, a college friend who was production engineer for a jet
ski manufacturer in Florida, and Ralph Redding, a financial specialist from Portland. This founding
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team needed to determine the feasibility of organizing a new company called the IsleMarine Boat
Company. The company would build the jet boat using the production facilities of the fiberglass shell
manufacturer. Each of the founding team agreed to invest both time and money into the new busi-
ness in exchange for a significant ownership interest. Although the founders’ capital would be sub-
stantial, they realized that they would need additional capital. Preliminary discussions with regional
banks indicated an interest in providing debt capital. Local venture capitalist also expressed an inter-
est in supplying some of the equity capital if the team could develop a viable business plan.

A local corporate attorney specializing in new business startups advised IsleMarine to incor-
porate immediately in order to raise outside capital through an initial public offering. She sug-
gested that corporate charter authorize 3.75 million shares of no par stock, and the founders were
advised that they could reasonably expect to issue shares to outsiders at $7.50 per share. However,
before the charter could be filed, it was necessary to determine the number of shares that could be
issued to the founders and still have sufficient value left in the company to raise the required amount
of external capital.

Ralph Redding concluded that he should create a business plan that not only described the
product, the markets to be served, and the firm’s production plans, but which also outlined the
anticipated financing requirements and expectations in some detail. The initial marketing plan called
for the production and sale of fiberglass jet boats to dealers in California, Oregon and Washington.
Redding felt that sales would be strong if the new jet boats were offered to exclusive wholesale deal-
ers at $5,500 each. Although initial interest was high, the retail boat industry has always been
highly cyclical, and Redding was uncomfortable with using a point estimate for unit sales. Thus, he
developed estimates for three possible scenarios: most likely, optimistic, and pessimistic which are
presented in Table 1.

TABLE 1

Sales Estimates

Scenario Probability Unit Sales Dollar Sales
Pessimistic 25% 1,800 $ 9,900,000
Most Likely 50% 7,000 38,500,000
Optimistic 25% 12,000 66,000,000

After an in-depth study, Sally Sawyer, the engineer-production manager, identified two alter-
native production processes that the company could employ. She asked Ralph to evaluate the impact
of each proposal on the companyís financial situation and to discuss the differential impact on
operating leverage and risk. Based on the analysis, he is expected to recommend the best course of
action. Plan A involved a more labor intensive process that would require a smaller amount of
automated equipment. Under this plan, annual fixed costs were estimated to be $4 million, with vari-
able costs of $3,300 per unit produced. Plan B would require the firm to invest in a more compre-
hensive finishing process and would require $4.8 million in fixed costs but would reduce variable
costs to $3,000 per unit. Neither fixed cost estimate includes interest expenses, since the capitaliza-
tion mix is still uncertain. The company plans to set the wholesale price at $5,500 regardless of
which production process is chosen. Total capital requirements for both current and fixed assets, as
well as start-up operating funds, are estimated to be $40,000,000 under plan A and $45,000,000
under plan B.

To help with the capitalization decision, Ralph had extensive meetings with investment
bankers, venture capitalists, commercial bankers, and portfolio fund managers. On the basis of these
meetings, he constructed Table 2, delineating estimates of the relationship between financial lever-
age and capital costs. 

Case: 8A Optimal Operating and Financial Leverage
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TABLE 2

Cost of Capital

Amount Borrowed Cost of Debt Cost of Equity
$ 0 million 12.00%
$14 million 9.00% 13.00% 
$28 million 11.00% 15.00%
$42 million 14.00% 18.00% 
$56 million 18.00% 23.00% 

The founders must prepare for a meeting with the attorney, investment bankers and venture
capitalists and present their proposed business plan. They must be prepared to discuss the issues
involving risk, both business and financial, as well as strategies for maximizing return. In addition,
Chris is aware that manufacturing companies on average had a times-interest-earned (TIE) ratio of
about 6x and a debt service or fixed charge coverage ratio of 4x.

In order to prepare the plan, the following assumptions were made. Any required debt will be
raised by issuing a 25 year term loan with annual payments including both interest and principal
amortization. The company’s value will be based on a perpetual cash flow, so the value of the firm
can be estimated on the basis of the expected EBIT. The $7.50 stock price is based on the investment
bankers “first approximation” number of shares and share price. The founders realize that the invest-
ment bankers will put on a “road show” where they, along with the company executives, travel
around the country and meet with the institutional investors and security analysts to pre-sell the stock
and obtain an idea of investor interest. The final price will be adjusted to reflect investor reactions.
Thus, the founders must be prepared to discuss the impact of a change in the cost of capital, infor-
mation asymmetry, and control issues. 

Other uncertain factors are taxes and labor. The firm’s tax rate is assumed to be 40%, but the
state legislature is considering revising the tax law. The direction and amount of change is unknown,
but they expect the maximum change to be less than 25 percentage points in either direction. Also,
other boat manufacturers are in the midst of labor negotiations, and the variable costs associated with
production may increase. Again, the magnitude of the change is unknown, but variable costs could
increase by as little as 5 percent or as much as 40 percent. Because of the uncertainty, preparation for
the upcoming meeting must include the potential effect that these factors have on the financial
analysis. 

You have been asked to help provide an analysis of plan A and B and make recommenda-
tions concerning the best plan for the company. In addition, you are requested to prepare an analy-
sis of the impact of the level of debt on the cost and value of the company. Based on this analysis you
must determine the optimal level of debt for the company. You have been instructed to consider
the impact of risk on the decisions of the company. 

Case: 8A Optimal Operating and Financial Leverage
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CHICAGO VALVE COMPANY

Capital Budgeting Decision Methods

Directed

Although he was hired as a financial analyst after completing his MBA, Richard Houston’s first
assignment at Chicago Valve was with the firm’s marketing department. Historically, the major
focus of Chicago Valve’s sales effort was on demonstrating the reliability and technological
superiority of the firm’s product line. However, many of Chicago Valve’s traditional customers
have embarked on cost-cutting programs in recent years. As a result, Chicago Valve’s marketing
director asked Houston’s boss, the financial VP, to lend Houston to marketing to help them
develop some analytical procedures that the sales force can use to demonstrate the financial
benefits of buying Chicago Valve’s products.

Chicago Valve manufactures valve systems that are used in a wide variety of applications,
including sewage treatment systems, petroleum refining, and pipeline transmission. The complete
systems include sophisticated pumps, sensors, valves, and control units that continuously monitor
the flow rate and the pressure along a line and automatically adjust the pump to meet pre-set
pressure specifications. Most of Chicago Valve’s systems are made up of standard components,
and most complete systems are priced from $100,000 to $250,000. Because of the somewhat
technical nature of the products, the majority of Chicago Valve’s sales people have a background
in engineering.

As he began to think about his assignment, Houston quickly came to the conclusion that the
best way to “sell” a system to a cost-conscious customer would be to conduct a capital budgeting
analysis which would demonstrate the cost effectiveness of the system. Further, Houston
concluded that the best way to begin was with an analysis for one of Chicago Valve’s actual
customers.

From discussions with the firm’s sales people, Houston concluded that a proposed sale to
Lone Star Petroleum, Inc. was perfect to use as an illustration. Lone Star is considering the
purchase of one of Chicago Valve’s standard petroleum valve systems, which costs $200,000,
including taxes and delivery. It would cost Lone Star another $12,500 to install the equipment, and
this expense would be added to the invoice price of the equipment to determine the depreciable
basis of the system. A MACRS class-life of five years would be used, but the system has an
economic life of eight years, and it will be used for that period. After eight years, the system will
probably be obsolete, so it will have a zero salvage value at that time. Current depreciation
allowances for 5-year class property are 0.20, 0.32, 0.19, 0.12, 0.11, and 0.06 in Years 1-6,
respectively.

This system would replace a valve system which has been used for about twenty years and
which has been fully depreciated. The costs for removing the current system are about equal to its
scrap value, so its current net market value is zero. The advantages of the new system are greater
reliability and lower human monitoring and maintenance requirements. In total, the new system
would save Lone Star $60,000 annually in pre-tax operating costs. For capital budgeting, Lone
Star uses an 11 percent cost of capital, and its federal-plus-state tax rate is 40 percent.
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Natasha Spurrier, Chicago Valve’s marketing manager, gave Houston a free hand in
structuring the analysis, but with one exception—she told Houston to be sure to include the
modified IRR (MIRR) as one of the decision criteria. To calculate MIRR, all of the cash inflows
are compounded to the terminal year, in this case Year 8, at the project’s cost of capital, and then
these compounded values are summed to produce the project’s terminal value. Then, MIRR is
found as the discount rate which causes the present value of the terminal value to equal the net
cost of the equipment. Spurrier had recently attended a seminar on capital budgeting and,
according to the seminar leader, the MIRR method has significant advantages over the regular
IRR. For that reason, it is rapidly replacing IRR as a primary capital budgeting method.

Now put yourself in Houston’s position, and develop a capital budgeting analysis for the
valve system. As you go through the analysis, keep in mind that the purpose of the analysis is to
help Chicago Valve’s sales representatives sell equipment to other nonfinancial people, so the
analysis must be as clear as possible, yet technically correct. In other words, the analysis must not
only be right, it must also be understandable to decision makers, and the presenter—Harrison, in
this case—must be able to answer any and all questions, ranging from the performance
characteristics of the equipment to the assumptions underlying the capital budgeting decision
criteria.
Table 1 contains the complete cash flow analysis. Examine it carefully, and be prepared to answer
any questions which might be posed.

TABLE 1

Project Net Cash Flows

Year
Net
Cost

Depreciation
Tax Saving

After-Tax
Cost Saving

Net
Cash Flow

0 ($212,500) ($212,500)

1 $17,000 $36,000 53,000

2 27,200 36,000 63,200

3 16,150 36,000 52,150

4 10,200 36,000 46,200

5 9,350 36,000 45,350

6 5,100 36,000 41,100

7 0 36,000 36,000

8 0 36,000 36,000

QUESTIONS

 1. Explain the inputs into 1) the net initial investment outlay at year 0, 2) the depreciation tax
savings in each year of the projects economic life, and 3) the projects incremental cash flows?

 2. What is the project’s NPV? Explain the economic rationale behind the NPV. Could the NPV of
this particular project be different for Lone Star Petroleum Company than for one of Chicago
Valve’s other potential customers? Explain.

 3. Calculate the proposed project’s IRR. Explain the rationale for using the IRR to evaluate
capital investment projects. Could the IRR for this project differ for Lone Star versus for
another customer?

 4. Suppose one of Lone Star’s executives typically uses the payback as a primary capital
budgeting decision tool and wants some payback information.

a. What is the project’s payback period?

b. What is the rationale behind the use of payback as a project evaluation tool?
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c. What deficiencies does payback have as a capital budgeting decision method?

d. Does payback provide any useful information regarding capital budgeting decisions?

e. Chicago Valve has a number of different types of products: some that are relatively
expensive, some that are inexpensive, some that have very long lives, and some with short
lives. Strictly as a sales tool, without regard to the validity of the analysis, would the
payback be of more help to the sales staff for some types of equipment than for others?
Explain.

f. People occasionally use the payback’s reciprocal as an estimate of the project’s rate of
return. Would this procedure be more appropriate for projects with very long or short lives?
Explain.

 5. What is the project’s MIRR? What is the difference between the IRR and the MIRR? Which is
better? Why?

 6. Suppose a potential customer wants to know the project’s profitability index (PI). What is the
value of the PI for Lone Star, and what is the rationale behind this measure?

 7. Under what conditions do NPV, IRR, MIRR, and PI all lead to the same accept/reject decision?
When can conflicts occur? If a conflict arises, which method should be used, and why?

 8. Suppose Congress reinstates the investment tax credit (ITC), which is a direct reduction of
taxes equal to the prescribed ITC percentage times the cost of the asset. What would be the
impact of a 10 percent ITC on the acceptability of the control system project? No calculations
are necessary; just discuss the impact.

 9. Plot the project’s NPV profile and explain how the graph can be used.

10. Now suppose that Chicago Valve sells a low-quality, short-life valve system. In a typical
installation, its cash flows are as follows:

Year Net Cash Flow

0 ($120,000)

1 150,000

Assuming an 11 percent cost of capital, what is this project’s NPV and its IRR? Draw this
project’s NPV profile on the same graph with the earlier project and then discuss the complete
graph. Be sure to talk about (1) mutually exclusive versus independent projects, (2) conflicts
between projects, and (3) the effect of the cost of capital on the existence of conflicts. What
conditions must exist with respect to timing of cash flows and project size for conflicts to
arise?

11. Natasha Spurrier informed Houston that all sales reps have laptop computers, so they can
perform the capital budgeting analyses. For example, they could insert data for their client
companies into the models and do both the basic analysis and also sensitivity analyses, in
which they examine the effects of changes in such things as the annual cost savings, the cost of
capital, and the tax rate. Therefore, Houston and Spurrier developed the following “sensitivity
questions,” which they plan to discuss with the sales reps:

a. Suppose the annual cost savings differed from the projected level; how would this affect the
various decision criteria? What is the minimum annual cost savings at which the system
would be cost justified? Discuss what is happening and, if you are using the spreadsheet
model, quantify your answers; otherwise, just discuss the nature of the effects.

b. Repeat the type of analysis done in Part a, but now, vary the cost of capital. Again, quantify
your answers if you are using the spreadsheet model.
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c. Repeat the type of analysis done in Part a, but now, vary the tax rate. Again, quantify your
answers if you are using the spreadsheet model.

d. Would the capability to do sensitivity analysis on a laptop computer be of much assistance
to the sales staff? Can you anticipate any problems that might arise? Explain.

12. Now suppose that Chicago Valve sells another product that is used to speed the flow through
pipelines. However, after a year of use, the pipeline must undergo expensive repairs. In a
typical installation, the cash flows of this product might be as follows:

Year N et C ash  F lo w 

0 ($30,000)

1 150,000

2 (120,000)

Assuming an 11 percent cost of capital, what is this project’s NPV, IRR, and MIRR? Draw this
new project’s NPV profile on a new graph. Explain what is happening with this project.
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INDIAN RIVER CITRUS COMPANY (A)

Cash Flow Estimation

Directed

Indian River Citrus Company is a leading producer of fresh, frozen, and made-from-concentrate
citrus drinks. The firm was founded in 1929 by Matthew Stewart, a navy veteran who settled in
Miami after World War I and began selling real estate. Since real estate sales were booming,
Stewart’s fortunes soared. His investment philosophy, which he proudly displayed behind his
desk, was “Buy land. They aren’t making any more of it.” He practiced what he preached, but
instead of investing in residential property, which he knew was grossly overvalued, he invested
most of his sales commissions in citrus land located in Florida’s Indian River County. Originally,
Stewart sold his oranges, lemons, and grapefruit to wholesalers for distribution to grocery stores.
However, in 1965, when frozen juice sales were causing the industry to boom, he joined with
several other growers to form Indian River Citrus Company, which processed its own juices.
Today, its Indian River Citrus, Florida Sun, and Citrus Gold brands are sold throughout the United
States.

Indian River’s management is currently evaluating a new product—lite orange juice. Studies
done by the firm’s marketing department indicate that many people who like the taste of orange
juice will not drink it because of its high calorie count. The new product would cost more, but it
would offer consumers something that no other competing orange juice product offers—35
percent less calories. Lili Romero and Brent Gibbs, recent business school graduates who are now
working at the firm as financial analysts, must analyze this project, along with two other potential
investments, and then present their findings to the company’s executive committee.

Production facilities for the lite orange juice product would be set up in an unused section of
Indian River’s main plant. Although no one has expressed an interest in this portion of the plant,
management wants to know how the analysis could incorporate the interest of another citrus in
leasing the lite orange juice production site for $25,000 a year. Relatively inexpensive, used
machinery with an estimated cost of only $500,000 would be purchased, but shipping costs to
move the machinery to Indian River’s plant would total $20,000, and installation charges would
add another $50,000 to the total equipment cost. Further, Indian River’s inventories (raw
materials, work-in-process, and finished goods) would have to be increased by $10,000 at the time
of the initial investment. The machinery has a remaining economic life of four years, and the
company has obtained a special tax ruling that allows it to depreciate the equipment under the
MACRS 3-year class. Under current tax law, the depreciation allowances are 0.33, 0.45, 0.15, and
0.07 in Years 1 through 4, respectively. The machinery is expected to have a salvage value of
$100,000 after four years of use.

The section of the main plant where the lite orange juice production would occur has been
unused for several years, and consequently it has suffered some deterioration. Last year, as part of
a routine facilities improvement program, Indian River spent $100,000 to rehabilitate that section
of the plant. Brent believes that this outlay, which has already been paid and expensed for tax
purposes, should be charged to the lite orange juice project. His contention is that if the
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rehabilitation had not taken place, the firm would have to spend the $100,000 to make the site
suitable for the orange juice production line.

Indian River’s management expects to sell 425,000 16-ounce cartons of the new orange juice
product in each of the next four years, at a price of $2.00 per carton, of which $1.50 per carton
would be needed to cover fixed and variable cash operating costs. Since most of the costs are
variable, the fixed and variable cost categories have been combined. Also, note that operating cost
changes are a function of the number of units sold rather than unit price, so unit price changes
have no effect on operating costs.

In examining the sales figures, Lili Romero noted a short memo from Indian River’s sales
manager which expressed concern that the lite orange juice project would cut into the firm’s sales
of regular orange juice—this type of effect is called cannibalization. Specifically, the sales
manager estimated that regular orange juice sales would fall by 5 percent if lite orange juice were
introduced. Lili then talked to both the sales and production managers and concluded that the new
project would probably lower the firm’s regular orange juice sales by $40,000 per year, but, at the
same time, it would also reduce regular orange juice production costs by $20,000 per year, all on a
pre-tax basis. Thus, the net cannibalization effect would be -$40,000 + $20,000 = -$20,000. Indian
River’s federal-plus-state tax rate is 40 percent, and with a 10 percent cost of debt and a 14 percent
cost of equity, its overall cost of capital is 10 percent, calculated as follows:

WACC = wdkd(1 - T) + wsks

= 0.5(10%)(1-.4) + 0.5(14%)
= 10.0%.

Lili and Brent were asked to analyze this project, along with two other projects discussed
below, and then to present their findings in a “tutorial” manner to Indian River’s executive
committee. They were also asked to extend their original presentation to explain how inflation of 5
percent per year over the next four years would impact the analysis and how the analysis would
change if the decision had been to replace an existing machine rather than to expand an existing
facility.

The second capital budgeting decision which Lili and Brent were asked to analyze involves
choosing between two mutually exclusive projects, S and L, whose cash flows are set forth below:

Expected Net Cash Flow

Year Project S Project L

0 ($100,000) ($100,000)

1 60,000 33,500

2 60,000 33,500

3 — 33,500

4 — 33,500

Both of these projects are in Indian River’s main line of business and have average risk, hence
each is assigned the 10 percent corporate cost of capital. The investment, which is chosen, is
expected to be repeated indefinitely into the future. Lili and Brent are concerned about inflationary
pressures. Therefore they believe it would be useful to also assume that the cost to replicate
Project S in two years is estimated to be $105,000 and similar investment cost increases would
occur for both projects in Year 4 and beyond.

The third project to be considered involves a fleet of delivery trucks with an engineering life
of three years (that is, each truck will be totally worn out after three years). However, if the trucks
were taken out of service, or “abandoned,” prior to the end of three years, they would have
positive salvage values. Here are the estimated net cash flows for each truck:
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Year

Initial Investment and
Operating Cash Flow

End-of-Year
Net Abandonment Cash

Flow
0 ($40,000) $40,000
1 16,800 24,800
2 16,000 16,000
3 14,000 0

Given the relevant cost of capital is again 10 percent, Lili and Brent have been asked to analyze
the NPV over the trucks full 3 years of operation as well as earlier abandonment.

The financial vice president, Lili and Brent’s supervisor, wants them to educate some of the
other executives, especially the marketing and sales managers, in the theory of capital budgeting
so that these executives will have a better understanding of capital budgeting decisions. Therefore,
Lili and Brent have decided to ask and then answer a series of questions as set forth below.

QUESTIONS

 1. Define the term “incremental cash flow.” Since the project will be financed in part by debt,
should the cash flow statement include interest expenses? Explain.

 2. Should the $100,000 that was spent to rehabilitate the plant be included in the analysis?
Explain.

 3. Suppose another citrus producer had expressed an interest in leasing the lite orange juice
production site for $25,000 a year. If this were true (in fact, it was not), how would that
information be incorporated into the analysis?

 4. What is Indian River’s Year 0 net investment outlay on this project? What is the expected
nonoperating cash flow when the project is terminated at Year 4? (Hint: Use Table 1 as a
guide.)

 5. Estimate the project’s operating cash flows. (Hint: Again use Table 1 as a guide.) What are the
project’s NPV, IRR, modified IRR (MIRR), and payback? Should the project be undertaken?
[Remember: The MIRR is found in three steps: (1) compound all cash inflows forward to the
terminal year at the cost of capital, (2) sum the compounded cash inflows to obtain the terminal
value of the inflows, and (3) find the discount rate which forces the present value of the
terminal value to equal the present value of the net investment outlays. This discount rate is
defined as the MIRR.]

 6. Now suppose the project had involved replacement rather than expansion of existing facilities.
Describe briefly how the analysis would have to be changed to deal with a replacement project.

 7. Assume that inflation is expected to average 5 percent per year over the next four years.

a. Does it appear that the project’s cash flow estimates are real or nominal? That is, are the
cash flows stated in constant (current year) dollars, or has inflation been built into the cash
flow estimates? (Hint: Nominal cash flows include the effects of inflation, but real cash
flows do not.)

b. Is the 10 percent cost of capital a nominal or a real rate?

c. Is the current NPV biased, and, if so, in what direction?

 8. Now assume that the sales price will increase by the 5 percent inflation rate beginning after
Year 0. However, assume that cash operating costs will increase by only 2 percent annually
from the initial cost estimate, because over half of the costs are fixed by long-term contracts.
For simplicity, assume that no other cash flows (net externality costs, salvage value, or net
working capital) are affected by inflation. What are the project’s NPV, IRR, MIRR, and
payback now that inflation has been taken into account? (Hint: The Year 1 cash flows, as well
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as succeeding cash flows, must be adjusted for inflation because the original estimates are in
Year 0 dollars.)

 9. The second capital budgeting decision which Lili and Brent were asked to analyze involves
choosing between two mutually exclusive projects, S and L, whose cash flows are set forth as
follows:

Expected Net Cash Flow

Year Project S Project L

0 ($100,000) ($100,000)

1 60,000 33,500

2 60,000 33,500

3 — 33,500

4 — 33,500

Both of these projects are in Indian River’s main line of business, orange juice, and the
investment, which is chosen, is expected to be repeated indefinitely into the future. Also, each
project is of average risk, hence each is assigned the 10 percent corporate cost of capital.

a. What is each project’s single-cycle NPV? Now apply the replacement chain approach and
then repeat the analysis using the equivalent annual annuity approach. Which project should
be chosen, S or L? Why?

b. Now assume that the cost to replicate Project S in two years is estimated to be $105,000
because of inflationary pressures. Similar investment cost increases will occur for both
projects in Year 4 and beyond. How would this affect the analysis? Which project should
be chosen under this assumption?

10. The third project to be considered involves a fleet of delivery trucks with an engineering life of
three years (that is, each truck will be totally worn out after three years). However, if the trucks
were taken out of service, or “abandoned,” prior to the end of three years, they would have
positive salvage values. Here are the estimated net cash flows for each truck:

Year

Initial Investment and
Operating Cash Flow

End-of-Year
Net Abandonment Cash

Flow
0 ($40,000) $40,000
1 16,800 24,800
2 16,000 16,000
3 14,000 0

The relevant cost of capital is again 10 percent.

a. What would the NPV be if the trucks were operated for the full three years?

b. What if they were abandoned at the end of Year 2? What if they were abandoned at the end
of Year 1?

c. What is the economic life of the truck project?

11. Refer back to the original lite orange juice project. In this and the remaining questions, if you
are using the spreadsheet model, quantify your answer. Otherwise, just discuss the impact of
the changes.

a. What would happen to the project’s profitability if inflation were neutral, that is, if both
sales price and cash operating costs increase by the 5 percent annual inflation rate?

b. Now suppose that Indian River is unable to pass along its inflationary input cost increases
to its customers. For example, assume that cash operating costs increase by the 5 percent
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annual inflation rate, but that the sales price can be increased at only a 2 percent annual
rate. What is the project’s profitability under these conditions?

12. Return to the initial inflation assumptions (5 percent on price and 2 percent on cash operating
costs).

a. Assume that the sales quantity estimate remains at 425,000 units per year. What Year 0 unit
price would the company have to set to cause the project to just break even?

b. Now assume that the sales price remains at $2. What annual unit sales volume would be
needed for the project to break even?

TABLE 1

Project Cash Flow Estimates

Net Investment
Outlay:

Depreciation Schedule:

Price X Basis = X

Freight X MACRS Deprec. End-of-Year

Installation X Year Factor Expense Book Value

Change in NWC X 1 33% $188,100 $381,900

X 2 X X X

3 X X X

4 7   39,900 0

100%             X

Cash Flow Statements:
Year 0 Year 1 Year 2 Year 3 Year 4

Unit price $ 2 X X $ 2

Unit sales  425,000 X X  425,000

Revenues $850,000 X X $850,000

Operating costs 637,500 X X 637,500

Depreciation 188,100 X X 39,900

Other project
effects

   20,000 X X    20,000

Before tax
income

$ 4,400 X X $152,600

Taxes      1,760 X X    61,040

Net income $ 2,640 X X $ 91,560

Plus depreciation  188,100 X X    39,900

Net op cash flow $190,740 X X $131,460

Salvage value $100,000

SV tax X

Recovery of NWC             X

Termination CF             X

Project NCF   X         X        X     X         X      
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INDIAN RIVER CITRUS COMPANY (A)

Cash Flow Estimation

Non-Directed

Indian River Citrus Company is a leading producer of fresh, frozen, and made-from-concentrate
citrus drinks. The firm was founded in 1929 by Matthew Stewart, a navy veteran who settled in
Miami after World War I and began selling real estate. Since real estate sales were booming,
Stewart’s fortunes soared. His investment philosophy, which he proudly displayed behind his
desk, was “Buy land. They aren’t making any more of it.” He practiced what he preached, but
instead of investing in residential property, which he knew was grossly overvalued, he invested
most of his sales commissions in citrus land located in Florida’s Indian River County. Originally,
Stewart sold his oranges, lemons, and grapefruit to wholesalers for distribution to grocery stores.
However, in 1965, when frozen juice sales were causing the industry to boom, he joined with
several other growers to form Indian River Citrus Company, which processed its own juices.
Today, its Indian River Citrus, Florida Sun, and Citrus Gold brands are sold throughout the United
States.

Indian River’s management is currently evaluating a new product—lite orange juice. Studies
done by the firm’s marketing department indicate that many people who like the taste of orange
juice will not drink it because of its high calorie count. The new product would cost more, but it
would offer consumers something that no other competing orange juice product offers—35
percent less calories. Lili Romero and Brent Gibbs, recent business school graduates who are now
working at the firm as financial analysts, must analyze this project, along with two other potential
investments, and then present their findings to the company’s executive committee.

Production facilities for the lite orange juice product would be set up in an unused section of
Indian River’s main plant. Although no one has expressed an interest in this portion of the plant,
management wants to know how the analysis could incorporate the interest of another citrus in
leasing the lite orange juice production site for $25,000 a year. Relatively inexpensive, used
machinery with an estimated cost of only $500,000 would be purchased, but shipping costs to
move the machinery to Indian River’s plant would total $20,000, and installation charges would
add another $50,000 to the total equipment cost. Further, Indian River’s inventories (raw
materials, work-in-process, and finished goods) would have to be increased by $10,000 at the time
of the initial investment. The machinery has a remaining economic life of 4 years, and the
company has obtained a special tax ruling that allows it to depreciate the equipment under the
MACRS 3-year class. Under current tax law, the depreciation allowances are 0.33, 0.45, 0.15, and
0.07 in Years 1 through 4, respectively. The machinery is expected to have a salvage value of
$100,000 after four years of use.

The section of the main plant where the lite orange juice production would occur has been
unused for several years, and consequently it has suffered some deterioration. Last year, as part of
a routine facilities improvement program, Indian River spent $100,000 to rehabilitate that section
of the plant. Brent believes that this outlay, which has already been paid and expensed for tax
purposes, should be charged to the lite orange juice project. His contention is that if the
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rehabilitation had not taken place, the firm would have to spend the $100,000 to make the site
suitable for the orange juice production line.

Indian River’s management expects to sell 425,000 16-ounce cartons of the new orange juice
product in each of the next four years, at a price of $2.00 per carton, of which $1.50 per carton
would be needed to cover fixed and variable cash operating costs. Since most of the costs are
variable, the fixed and variable cost categories have been combined. Also, note that operating cost
changes are a function of the number of units sold rather than unit price, so unit price changes
have no effect on operating costs.

In examining the sales figures, Lili Romero noted a short memo from Indian River’s sales
manager which expressed concern that the lite orange juice project would cut into the firm’s sales
of regular orange juice—this type of effect is called cannibalization. Specifically, the sales
manager estimated that regular orange juice sales would fall by 5 percent if lite orange juice were
introduced. Lili then talked to both the sales and production managers and concluded that the new
project would probably lower the firm’s regular orange juice sales by $40,000 per year, but, at the
same time, it would also reduce regular orange juice production costs by $20,000 per year, all on a
pre-tax basis. Thus, the net cannibalization effect would be –$40,000 + $20,000 = –$20,000.
Indian River’s federal-plus-state tax rate is 40 percent, and with a 10 percent cost of debt and a 14
percent cost of equity, its overall cost of capital is 10 percent, calculated as follows:

WACC = wdkd(1 – T) + wsks

= 0.5(10%)(1 – .4) + 0.5(14%)
= 10.0%.

Lili and Brent were asked to analyze this project, along with two other projects discussed
below, and then to present their findings in a “tutorial” manner to Indian River’s executive
committee. They were also asked to extend their original presentation to explain how inflation of 5
percent per year over the next four years would impact the analysis and how the analysis would
change if the decision had been to replace an existing machine rather than to expand an existing
facility.

The second capital budgeting decision which Lili and Brent were asked to analyze involves
choosing between two mutually exclusive projects, S and L, whose cash flows are set forth below:

— Expected Net Cash Flow —

Year Project S  Project L
0 ($100,000) ($100,000)
1 60,000 33,500
2 60,000 33,500
3 — 33,500
4 — 33,500

Both of these projects are in Indian River’s main line of business and have average risk, hence
each is assigned the 10 percent corporate cost of capital. The investment, which is chosen, is
expected to be repeated indefinitely into the future. Lili and Brent are concerned about inflationary
pressures. Therefore they believe it would be useful to also assume that the cost to replicate
Project S in two years is estimated to be $105,000 and similar investment cost increases would
occur for both projects in Year 4 and beyond.

The third project to be considered involves a fleet of delivery trucks with an engineering life
of three years (that is, each truck will be totally worn out after three years). However, if the trucks
were taken out of service, or “abandoned,” prior to the end of three years, they would have
positive salvage values. Here are the estimated net cash flows for each truck:
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Year
Initial Investment

and Operating Cash Flow
End-of-Year Net

Abandonment Cash Flow
0 ($40,000) $40,000
1 16,800 24,800
2 16,000 16,000
3 14,000 0

Given the relevant cost of capital is again 10 percent, Lili and Brent have been asked to analyze
the NPV over the trucks’ full three years of operation as well as earlier abandonment.

The financial vice president, Lili and Brent’s supervisor, wants them to educate some of the
other executives, especially the marketing and sales managers, in the theory of capital budgeting
so that these executives will have a better understanding of capital budgeting decisions.
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Risk Analysis in Capital Budgeting
13

INDIAN RIVER CITRUS COMPANY (B)

In Case 12, Lili Romero and Brent Gibbs analyzed a lite orange juice project for the Indian River Cit-
rus Company. The project required an initial investment of $570,000 in fixed assets (including
shipping and installation charges), plus a $10,000 addition to net working capital. The machinery
would be used for 4 years and be depreciated on the basis of a 3-year MACRS class life. The appro-
priate MACRS depreciation allowances are 0.33, 0.45, 0.15, and 0.07 in Years 1 through 4, respec-
tively, and the machinery is expected to have a salvage value of $100,000. If the project is
undertaken, the firm expects to sell 425,000 cartons of lite orange juice at a current dollar (Year 0)
wholesale price of $2 per carton. However, the sales price will be adjusted for inflation, which is
expected to average 5 percent annually, so the actual expected sales price at the end of the first year
is $2.10, the expected price at the end of the second year is $2.205 and so on.

The lite orange juice project is expected to cannibalize the before-tax profit Indian River earns
on its regular orange juice line by $20,000, because the two product lines are somewhat competitive.
Further, the company expects cash operating costs to be $1.50 per unit in Time 0 dollars, and it
expects these costs to increase by 2 percent per year. Therefore, total operating cash costs during
the first year of operation (Year 1) are expected to be ($1.50)(1.02)(425,000) = $650,250. Indian
River’s tax rate is 40 percent, and its cost of capital is 10 percent. Cash flow data and other infor-
mation, as developed by Lili and Brent using a Lotus 1-2-3 model, are given in Table 1.

When Lili and Brent presented their initial (Case 12) analysis to Indian River’s executive com-
mittee, things went well, and they were congratulated on both their analysis and their presentation.
However, several questions were raised. In particular, the executive committee wanted to see some
type of risk analysis on the project—it appeared to be profitable, but what were the chances that it
might nevertheless turn out to be a loser, and how should risk be analyzed and worked into the
decision process? As the meeting was winding down, Lili and Brent were asked to start with the base
case situation they had developed and then to discuss risk analysis, both in general terms and as it
should be applied to the lite orange juice project.

To begin, Lili and Brent met with the marketing and production managers to get a feel for
the uncertainties involved in the cash flow estimates. After several sessions, they concluded that
there was little uncertainty in any of the estimates except for unit sales—cost and sales price esti-
mates were fairly well defined, but unit sales could vary widely. (In theory, unit sales price is also
uncertain, but companies typically set sales prices on the basis of competitors’ prices, so, at least ini-
tially, it can be treated as certain.) As estimated by the marketing staff, if product acceptance were
normal, then sales quantity during Year 1 would be 425,000 units; if acceptance were poor, then only
200,000 units would be sold (the price would be kept at the forecasted level); and if consumer
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response were strong, then sales volume for Year 1 would be 650,000 units. In all cases, the price
would increase at the inflation rate; hence, Year 1 revenues stated in Year 1 dollars, as they would
appear on the cash flow statement, would be $892,500 under the expected conditions, they would
be only $420,000 if things went badly, and they would amount to $1,365,000 if things went espe-
cially well. Cash costs per unit would remain at $1.50 before adjusting for inflation, so total cash
operating costs in Year 1 would be approximately $650,250 under normal conditions, $306,000 in
the worst-case scenario, and $994,500 in the best-case scenario. These costs would be expected to
increase in each successive year at a 2 percent rate.

Lili and Brent also discussed the scenarios’ probabilities with the marketing staff. After con-
siderable debate, they finally agreed on a “guesstimate” of 25 percent probability of poor acceptance,
50 percent probability of average acceptance, and 25 percent probability of excellent acceptance.

Lili and Brent also discussed with Victor Courtland, Indian River’s director of capital bud-
geting, both the risk inherent in Indian River’s average project and how the company typically
adjusts for risk. Based on historical data, Indian River’s average project has a coefficient of variation
of NPV in the range of 0.50 to 1.00, and Courtland has been adding or subtracting 3 percentage
points to the cost of capital to adjust for differential project risk. When Lili and Brent asked about the
basis for the 3 percentage point adjustment, Courtland stated that the adjustment apparently had no
basis except the subjective judgment of John Gerber, a former director of capital budgeting who was
no longer with the company. Therefore, maybe the adjustment should be 2 percentage points, or
maybe 5 points, or maybe some other number.

The discussion with Courtland raised another issue: Should the project’s cost of capital be
based on its stand-alone risk, on its risk as measured within the context of the firm’s portfolio of
assets (within-firm, or corporate, risk), or in a market risk context? Indian River’s target capital struc-
ture calls for 50 percent debt and 50 percent common equity, and the before-tax marginal cost of debt
is currently 10 percent. Lili and Brent also determined that the T-bond rate, which they use as the
risk-free rate, is 8 percent, and that the market risk premium is 6 percent.

Since most members of Indian River’s executive committee are unfamiliar with modern tech-
niques of financial analysis, Lili and Brent planned to take a tutorial approach in the presentation. To
structure the analysis, Lili and Brent developed the following set of questions, which they planned
to ask and then answer as a method of presenting the analysis to the board. However, Lili and Brent
contracted a contagious, though not fatal, viral infection. Neither will be able to attend the meeting.
Therefore, you must make the presentation and answer any questions. Keep in mind that anyone on
the board might interrupt you with a probing question at any time, so be sure you understand the
logic, and the weaknesses, behind every technique you use and every statement you make.

QUESTIONS

1. a. Why should firms be concerned with the riskiness of individual projects?

b. (1) What are the three types of risk that are normally considered in capital budgeting? 

(2) Which type of risk is most relevant? 

(3) Which type of risk is easiest to measure? 

(4) Would you normally expect the three types of risk to be highly correlated? Would
they be highly correlated in this specific instance?

2. a. What is sensitivity analysis? 

b. Complete Table 1, assuming initially that the project has average risk. Then develop a
new table which shows a sensitivity analysis of NPV to sales quantity, salvage value, and

Case: 13 Risk Analysis in Capital Budgeting
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the cost of capital. Assume that each of these variables can deviate from its base case, or
expected value, by plus or minus 10 percent, 20 percent, and 30 percent. See Table 2 for
partial results. 

c. Prepare a sensitivity diagram and discuss the results. 

d. What are the primary weaknesses of sensitivity analysis? What are its primary advantages?

3. Complete the scenario analysis initiated in Table 3. What is the worst case NPV? The best-case
NPV? Use the worst-case, most likely, and best-case NPVs, and their probabilities of occur-
rence, to find the project’s expected NPV, standard deviation, and coefficient of variation. 

4. What are the primary advantages and disadvantages of scenario analysis?

5. What is Monte Carlo simulation, and what are simulation’s advantages and disadvantages
vis-a-vis scenario analysis?

6. a. Would the lite orange juice project be classified as high risk, average risk, or low risk by
your analysis thus far? (Hint: Consider the project’s coefficient of variation of NPV.)
What type of risk have you been measuring?

b. What do you think the project’s corporate risk would be, and how could you measure it?

c. How would it affect your risk assessment if you were told that the cash flows from this
project were totally uncorrelated with Indian River’s other cash flows? What if they were
expected to be negatively correlated? 

d. How would the project’s cash flows probably be correlated with the cash flows of most
other firms, say the S&P 500, and hence with the stock market? What difference would
that make in your capital budgeting analysis?

7. Calculate the project’s differential risk-adjusted NPV. Should the project be accepted? What
if it had a coefficient of variation (CV) of NPV of only 0.15 and was judged to be a low-risk
project?

8. Lili and Brent thought long and hard about the lite orange juice project’s market beta. They
finally agreed, based on some data from the Florida Citrus Producers Association, to use 2.0
as their best estimate of the beta for the equity invested in the project.

a. On the basis of market risk, what is the project’s required rate of return?

b. Describe briefly two methods that might possibly be used to estimate the project’s beta.
Do you think those methods would be feasible in this situation? 

c. What are the advantages and disadvantages of focusing on a project’s market risk rather
than on the other types of risk?

9. Indian River is also evaluating two different systems for disposing of wastes associated with
another product, frozen grapefruit juice. Plan W requires more workers but less capital,
while Plan C requires more capital but fewer workers. Both systems have an estimated 3-
year life, but the one selected will probably be repeated at the end of its life into the foresee-
able future. Since the waste-disposal choice has no impact on revenues, Lili and Brent think
that the decision should be based on the relative costs of the two systems; these costs are set
forth next (in thousands of dollars). The Year 0 costs represent the capital outlays.

Case: 13 Risk Analysis in Capital Budgeting
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Expected Net Costs
Year Plan W Plan C

0 ($2,000) ($4,000)
1 ($2,000) ($1,200)
2 ($2,000) ($1,200)
3 ($2,000) ($1,200)

a. Assume initially that the two systems are both of average risk. Which one should be chosen? 

b. Now assume that the labor intensive Plan W is judged to be riskier than an average project,
because future labor costs are very difficult to forecast, but Plan C is still of average risk, 

because most of its costs can be firmly established. When these risk differences are consid-
ered, which system should be chosen?

c. Suppose that during the presentation, you were asked what the two waste-disposal projects
IRRs and NPVs were. How would you have answered that question?

Case: 13 Risk Analysis in Capital Budgeting
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TABLE 1

Selected Case Data

Net Investment Outlay: Depreciation Schedule:
Price $500,000 MACRS Depr. End-of-Year
Freight X Year Factor Expense Book Value
Installation X 1 33% $188,100 $381,900
Change in X 2 45 X X
NWC X 3 15 X X

4 7 39,900 0
100% $570,000

Cash Flows:
Year 0 Year 1 Year 2 Year 3 Year 4

Unit price $2.10 X X $  2.43
Unit sales 425,000 X X 425,000
Revenues 892,500 X X 1,033,180
Operating costs 650,250 X X 690,051
Depreciation 188,100 X X 39,900
Other project effects 20,000 X X 20,000
Before tax income 34,150 X X 283,230

Taxes 13,660 X X 113,292
Net income 20,490 X X 169,938

Plus depreciation 188,100 X X 39,900
Net op cash flow 208,590 X X 209,838

Salvage value 100,000
SV tax 40,000
Recovery of NWC 10,000
Termination CF 70,000

Project NCF ($580,000) $208,590 X X $279,838

Decision Measures:

NPV $166,719

IRR X

MIRR 17.2%

Payback 2.6 years

Case: 13 Risk Analysis in Capital Budgeting
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TABLE 2

Sensitivity Analysis Results:
Lite Orange Juice Project

Variable Change NPV after Indicated Change
from Base Level Quantity Salvage Value k

–30% ($2,572) $154,425 $219,799
–20% X X X
–10% 112,003 162,621 183,766
Base case 166,719 166,719 166,719
+10 X X X
+20 276,150 174,915 134,414
+30 X X X

TABLE 3

Sensitivity Analysis Results:
Lite Orange Juice Project

Scenario Prob. NPV IRR MIRR

Worst 25% ($122,952) 00.0% 3.6%
Most likely 50 166,719 22.2 17.2
Best 25 X X X

Expected value $166,719 21.4% X
Standard deviation $204,829 14.6% X
Coefficient of variation 1.2 0.7 X

Case: 13 Risk Analysis in Capital Budgeting
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Financing Alternatives
28

JULIAN EASTHEIMER AND COMPANY

While investment banking firms traditionally hire relatively few new graduates (especially those
without advanced degrees), the positions they do fill are highly sought after and are extremely lucra-
tive. Prime candidates not only need to have knowledge of the financial markets, but also must
have the ability to sell their firm’s services to some of the most successful members of the financial
community. Quite often, knowledge of oenology, a person’s ancestry, and a scratch golf game
have just as much persuasive power in obtaining a client’s business as do the actual services pro-
vided by a firm such as Julian Eastheimer and Company.

Through an old family contact pulling the right strings, Parker Z. Bentley III was fortunate
enough to obtain the job of assistant to Maria Talbot, a senior partner and managing director at
Julian Eastheimer. Bentley received his bachelor’s degree in physical education from a very expen-
sive and prestigious Ivy League school only two weeks ago, and this is his first day on the job. After
a rather pleasant morning spent meeting various people around the office, Bentley was given his first
task—he was asked to review the financing recommendations that Talbot had recently made for nine
client firms.

The first thing Bentley did was to pull out the financial analyses and recommendations from
the clients’ folders and give them to one of the secretaries to type. When the secretary returned the
typed reports along with the roughs, Bentley placed them in his briefcase for review at home that
evening. Unfortunately, Bentley was mugged on his way home and his watch, ring, wallet, and brief-
case were taken. Now, Bentley is left with folders for nine different companies, but no financing rec-
ommendations. Since Bentley’s major was physical education, he could not be expected to match the
financing recommendations with the appropriate companies, although he did remember that no two
companies had the same financing recommendation.

Bentley asks for your assistance in determining the method of financing that each company
should use. The following is a list of financing methods which he thinks were among the alternatives
selected: leasing arrangement, long-term bonds, bank term loan, expanded trade credit, debt with
warrants, friends or relatives, regular common stock issue, common stock issued by a rights offer-
ing, preferred stock (nonconvertible), convertible debentures, and factoring. Bentley has requested
that you prepare a written report stating why a particular financing method is more appropriate for
a given company. 

Here is a brief synopsis of the nine companies:
Boudoir’s, Inc.: This company, a retail clothing store with three suburban locations in

Atlanta, Georgia, is incorporated, with each of the three Boudoir sisters owning one-third of the
outstanding stock. The company is profitable, but rapid growth has put it under severe financial

Copyright © 1994. The Dryden Press. All rights reserved.
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strain. The real estate is all under mortgage to an insurance company, the inventory is being used
under a blanket chattel mortgage to secure a bank line of credit, and the accounts receivable are all
being factored. With total assets of $7 million, the company now needs an additional $450,000 to
finance a building and fixtures for a new outlet.

Timberland Power & Light: Since Timberland Power & Light, a major electric utility, is
organized as a holding company, the Securities and Exchange Commission must approve all of its
securities issues. Such approval is automatic if the company stays within conventional norms for the
public utility industry. Reasonable norms call for long-term debt in the range of 45 percent to 65 per-
cent, preferred stock in the range of 0 to 15 percent, and common equity in the range of 25 percent
to 45 percent. Timberland currently has total assets of $1.5 billion financed as follows: $900 mil-
lion debt, $75 million preferred stock, and $525 million common equity. The company plans to raise
an additional $37 million at this time.

Ripe and Fresh Canning Company: Ripe and Fresh Canning Company is a large operation
located in Valdosta, Georgia, that purchases peaches and other fruits from farmers in Georgia,
Florida, South Carolina, Alabama, and Kentucky. These fruits are then canned and sold on 60-day
credit terms, largely to food brokers and small retail grocers in the same five-state area. The com-
pany’s plant and equipment have been financed in part by a mortgage loan, and this is the only
long-term debt. Raw materials (fruits) are purchased on terms calling for payment within 30 days
of receipt of goods, but no discounts are offered. Because of an increase in the popularity of veg-
etables and fruits, canned fruit sales have increased dramatically. To finance a higher level of out-
put to take advantage of this increased demand, Ripe and Fresh will need approximately $550,000.

Piper Pickle Company: Piper Pickle Company is a major packer of pickles and pickled prod-
ucts (horseradish, pickled watermelon rinds, relishes, and peppers). The company’s stock is widely
held, actively traded, and listed on the New York Stock Exchange. Recently, it has been trading in
the range of $18 to $22 a share. The latest 12 months’ earnings were $1.70 per share. The current
dividend payment is 64 cents a share, and earnings, dividends, and the price of the company’s
stock have been growing at a rate of about 7 percent over the last few years. Piper Pickle’s debt
ratio is currently 42 percent versus 25 percent for other large pickle packers. Other firms in the indus-
try, on the average, have been growing at a rate of about 5 percent a year, and their stocks have
been selling at a price/earnings ratio of about 10. Piper Pickle has an opportunity to begin growing
its own cucumbers, which would result in a substantial cost savings and reduce the risk involved in
having to compete for cucumbers in the open market. This vertical integration would require $20
million in cash for the necessary farms and equipment.

Copper Mountain Mining Company: Copper Mountain Mining needs $12 million to
finance the acquisition of mineral rights to some land in south central New Mexico and to pay for
some extensive surveys, core-borings, magnetic aerial surveys, and other types of analyses designed
to determine whether the mineral deposits on this land warrant development. If the tests are favor-
able, the company will need an additional $12 million. Copper Mountain Mining’s common stock
is currently selling at $11, while the company is earning approximately $1 per share. Other firms
in the industry sell at from 8 to 13 times earnings. Copper Mountain’s debt ratio is 30 percent,
compared to an industry average of 35 percent. Total assets at the last balance sheet date were
$120 million.

Bull Gator Saloon and Dance Hall: Robert Radcliffe, a professor at the University of
Florida, is an avid country-and-western music fan and a square dancer. He has just learned that a
recently developed downtown shopping and entertainment center still has a lease available for the
original, renovated building of the First National Bank of Gainesville. The bank outgrew the build-
ing in the late 1950s, and the large open spaces and high ceilings would be ideal for a country-and-
western nightclub. Radcliffe knows the market well and has often noted the lack of a real “kicker
bar” in Gainesville; the closest being in Starke, about 25 miles from Gainesville. Radcliffe believes
that if he can obtain approximately $50,000 for a sound system and interior decorations, he can open
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a small but successful operation in the old bank building. His liquid savings total $15,000, so Rad-
cliffe needs an additional $35,000 to open the proposed nightclub.

Golden Gate Aircraft Corporation: Golden Gate Aircraft is a medium-sized aircraft com-
pany located just outside San Francisco, whose sales distribution is approximately 30 percent for
defense contracts and 70 percent for nonmilitary uses. The company has been growing steadily in
recent years, and projections based on current research-and-development prospects call for contin-
ued growth at a rate of 5 percent to 7 percent a year. Although recent reports of several brokerage
firms suggest that the firm’s rate of growth might be slowing down because of the high price of
fuel and the softness of the business aircraft market, Golden Gate’s management believes, based
on internal information, that no decline is in sight. The company’s stock, which is traded on the
Pacific Stock Exchange, is selling at 15 times earnings. This is slightly below the 17 times ratio of
Standard & Poor’s aircraft industry average. The company has assets of $35 million and a debt ratio
of 25 percent (the industry average is 23 percent). Golden Gate needs an additional $5 million
over and above additions to retained earnings to support the projected level of growth during the
next 12 months.

Schooner Yachts: Schooner Yachts is a closely held company that was founded in 1970 by
Russ Breaker to build a top-quality line of sailboats. The company’s debt ratio is 48 percent, com-
pared to an average ratio of 36 percent for sailboat companies in general. The stock is owned in equal
parts by ten individuals, none of whom is in a position to put additional funds into the business. Sales
for the most recent year were $12 million, and earnings after taxes amounted to $720,000. Total
assets, as of the latest balance sheet, were $9.6 million. Schooner Yachts needs an additional $4 mil-
lion to finance expansion during the current fiscal year. Given the worldwide growth in leisure-
time activities and interest in sailing in particular, the firm can anticipate additional outside capital
needs in the years ahead.

Teller Pen Corporation: Teller Pen is engaged in the manufacture of mechanical pens and
pencils, porous pens, and a recently developed line of disposable lighters. Since the firm sells to a
great many distributors, and its products are all considered nondurable consumer goods, sales are rel-
atively stable. The current price of the company’s stock, which is listed on the New York Stock
Exchange, is $25. The most recent earnings and dividends per share are $3.10 and $1.50, respec-
tively. The rate of growth in sales, earnings, and dividends in the past few years has averaged 5
percent. Teller Pen has total assets of $400 million. Current liabilities, which consist primarily of
accounts payable and accruals, are $28 million; long-term debt is $83 million; and common equity
totals $289 million. An additional $33 million of external funds is required to build and equip a
new disposable-lighter manufacturing complex in central Ohio and to supply the new facility with
working capital.

Case: 28 Financing Alternatives
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Financial Forecasting
38

AUTOMATED BANKING MANAGEMENT, INC.

Automated Banking Management, Inc. (ABM), was founded by two professors from Ohio State
University-one in management information systems and one in computer science—to develop
expert systems for the banking industry. Expert systems, which are a type of computer program, help
managers solve problems. In essence, knowledge concerning a particular subject is placed into the
system, and the system draws on that knowledge when trying to answer questions or solve problems
related to that subject. The plan was to develop expert systems for banking applications that would
be built into a customized computer chip and then be permanently installed in an IBM PC clone. For
example, an expert system would be designed to make lending decisions based on the information
contained in the customer’s loan application and the bank’s credit standards. Such a system would
provide a bank with greater consistency in its lending decisions throughout the organization and also
reduce bank expenses by reducing the number of lending officers needed within the bank. Further-
more, ABM planned to keep up with developments in the banking industry and to offer periodic
updates that would enable their customers to deal efficiently with tax and regulatory changes. 

ABM, founded in 1985, was successful from the start. By 1992, it was an industry leader—
profitable and growing rapidly. Brent Joseph, an MBA who had been brought in as financial man-
ager, had developed a good initial financial plan, and everything had gone smoothly. Brent knew,
though, that the company had been lucky and that some large computer companies, including
Microsoft and Apple, were thinking about marketing a competitive system. ABM had not been sit-
ting idle. The company now markets a PC-based personal tax preparation package that sells well, and
other products are also in the pipeline. Further, ABM’s bank customers are quite satisfied, and word-
of-mouth promotion has become one of the company’s most important assets. Finally, it would be
costly for its bank customers to change systems, so they will probably keep buying ABM’s add-
ons and modified systems unless some competitor develops a truly outstanding new product. 

ABM’s financial planning process is broken down into five steps:

(1) A study is made of basic trends in the computer industry as well as in the banking industry
and other markets where ABM expects to operate. How will our customers’ needs change
over the next five years, and what can we do to meet any existing or developing needs? 

(2) A set of pro forma financial statements is developed and used to analyze the effects of alter-
native operating plans on projected profits and financial ratios. The plan encompasses five
years, with the projections being relatively detailed for the coming year and much less
detailed for the following four years. The entire plan is updated every year in November.

Copyright © 1994. The Dryden Press. All rights reserved.
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(3) The specific financial requirements needed to support the company’s base-case operating
plan are determined. This information is obtained from the pro forma statements.

(4) The specific sources of capital that will be used to meet the financial requirements are identified.
(5) The initially projected financial statements are then modified to include the addition of the

capital needed to finance the projected assets. This involves adjusting the pro forma income
statement to include the interest charges associated with any additional debt and an adjust-
ment to dividends paid if new stock must be issued. These modifications change the initially
projected retained earnings and thus change the “external funds needed” to finance the asset
expansion. These feedback effects require the use of an iterative process to produce a consis-
tent final set of financial statements. In the past, all this has been done manually—which
takes a good bit of time—but Brent has been working to develop a computerized model to
speed up the process.

ABM’s 1988 through 1992 historical financial statements, along with three key ratios and
industry averages, are given in Tables 1 and 2. The company was operating its fixed assets at full
capacity in 1992, so its $59.15 million in sales represented full-capacity sales. Since the firm’s
marketing department is forecasting a 20 percent increase in sales for 1993, new assets will have to
be added. For planning purposes, Brent assumes (1) that accounts payable and accruals will spon-
taneously increase in accordance with standard industry practices, (2) that new long-term capital will
be raised in accordance with the firm’s target capitalization ratios which call for 20 percent long-term
debt and 80 percent common equity (measured at market value), and (3) that short-term bank loans,
reported as notes payable, will be assumed to grow along with sales, since they are used to finance
the firm’s working capital needs. (Note that new common equity includes both new retained earn-
ings and new common stock sales.) 

ABM currently has 4 million shares of common stock outstanding, and the market price is
$6. The dividend in 1992 was $0.25 per share, and management does not intend to increase the per
share dividend in 1993. New long-term debt would carry a 12.0 percent coupon, and it would be
issued at par. New short-term debt will cost 10.0 percent. The firm’s combined federal and state tax
rate is 40 percent.

ABM’s senior managers go off on a one week retreat each November to work on the five-
year plan and the budget for the coming year. Prior to the retreat, the various division managers must
prepare reports which the top executives will review beforehand and then discuss at the retreat. As
financial manager, Brent normally prepares some first approximation financial forecasts which are
then modified during the retreat as a result of strategic decisions made at that time. The modified
statements are used to show the financial implications of different operating plans. However, Brent
recently underwent a difficult ulcer operation and, because of a slow recovery, he will neither be able
to attend the retreat, nor to prepare the background report for it. Therefore, his assistant, ready or not,
must assume his duties.

Even though he could not get out of bed, Brent called his assistant to the hospital, and they dis-
cussed what needed to be done. First, Brent told his assistant he had almost finished a computer-
ized model that would aid in the process. Brent also indicated that the model needed to be debugged,
or at least checked out, by first making “by-hand” projections and then seeing if the model generated
the same set of data. If a discrepancy is discovered, it will be necessary to find out where the error
lies. Brent also cautioned his assistant that it would be necessary to explain to the executives how any
changes in operating conditions would affect the external funds requirement, as well as how any
changes in the financing mix would affect everything, including external funding requirements, earn-
ings per share, and the stock price. In particular, Brent warned the assistant not to try to defend the
inputs to the forecasting process; rather, the critical thing is to be able to make adjustments in the
likely event that the senior executives don’t like all the assumptions used in the forecast. As Brent
pointed out, “It’s top management’s job to understand the business and to make the final assumptions
used in the forecast and the budget. It’s our job to tell them how those assumptions interact and what

Case: 38 Financial Forecasting

Copyright © 1994 South-Western. All rights reserved.

   820  Case 38 - Non-Directed - Financial Forecasting 



FOR R
EVIE

W
 O

NLY −
 N

OT F
OR S

ALE O
R C

LASSROOM U
SE

the final outcome will be if their assumptions hold true. We ought to use reasonable inputs for our
report and basic forecasts, but our real job in the planning process is to show top management what
will happen under different operating conditions.”

Assume that you are Brent’s assistant and that you must take his place at the retreat. Know-
ing the anxiety you must feel, Brent left the following memo containing some suggestions which
might be helpful:

Not all of the managers feel comfortable using only one method to calculate ABM’s EFN for
1993. Thus, forecast the firm’s financial statements and EFN for 1993 using the proportional
growth (percentage of sales) method. However, be aware that Daniel Hays, vice president of
accounting, also likes EFN determined by using the following formula.

External Required Spontaneous Increase in 
funds = increase in – increase in – retained 

needed assets liabilities earnings

EFN = (A/S)D S – (L/S)D S – MS1(1 – d).

Here,
A/S = Assets/Sales = required dollar increase in assets per $1 increase in sales
L/S = Spontaneous liabilities/Sales = spontaneously generated financing per $1

increase in sales
S1 = Total sales projected for next year (S0 = last year’s sales)
DS = Change in sales = S1 – S0
M = Profit margin
d = Dividend payout ratio

Many of the executives at the retreat will not understand the assumptions implied in the percentage
of sales method or will at least be concerned with their validity. In addition, before you leave for
the retreat, run a regression of total assets on sales to test one of the assumptions. Lastly, although
I’m not sure if the senior executives would be interested in this information, you might want to cal-
culate the firm’s current ratio, profit margin, ROE, and EPS for 1992 and 1993 and discuss how the
projected ratios would change as such things as the sales growth rate, the payout ratio, the capital
structure, and the profit margin change.

Good luck!
Brent

While at the retreat and discussing the forecast with ABM’s senior executives, the vice president
for manufacturing informs the group that preliminary studies indicate that fixed assets were actu-
ally being operated at only 80 or 90 percent of capacity in 1992. The other executives become imme-
diately concerned as to how projected external capital requirements for 1993 will be affected.
Fortunately, you brought your laptop as well as a backup along on the retreat.

Also, being the accounting whiz that he is, Daniel Hays notices that according to the 1992 bal-
ance sheet, the firm’s capitalization ratio and total-debt-to-total-assets ratio are both higher than the
firm’s target capital structure. In fact, he states that “the capital structure is seriously out of balance
and the company is using far too much debt. I believe we should modify the mix of debt and equity
used in the forecasts.” You get a lump in your throat as everyone at the retreat immediately looks
to you. “Well, what do you think,” asks Bill Herbert Walker Clinton, chairman of the board, in a
gruff voice.

Finally, one of the executives asks what can be done with the excess funds that are fore-
casted to be generated in 1993, if any exist.
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TABLE 1

Historical Financial Statements
(in Millions of Dollars)

Balance Sheets:
1988 1989 1990 1991 1992

Balance Sheets:
Cash and securities $ 0.50 $ 0.70 $ 0.91 $ 1.14 $ 1.45
Accounts receivable 1.60 2.24 2.91 3.64 4.73
Inventories 1.90 2.66 3.46 4.32 5.62
Current assets $ 4.00 $ 8.40 $ 7.28 $ 9.10 $11.80

Net fixed assets 6.00 14.00 10.92 13.65 17.75
Total assets $10.00 $21.00 $18.20 $22.75 $29.55

Accounts payable $ 0.19 $ 0.27 $ 0.35 $ 0.43 $ 0.56
Notes payable 1.21 1.45 0.50 0.63 0.82
Accrued wages & taxes 0.20 0.28 0.36 0.46 0.59
Current liabilities $ 1.60 $ 2.00 $ 1.21 $ 1.52 $ 1.97

Long-term debt 1.41 2.61 5.16 6.45 8.38
Total liabilities $ 3.01 $ 4.61 $ 6.37 $ 7.96 $10.35

Common stock $ 7.05 $ 7.97 $ 8.59 $ 9.27 $10.68
Retained earnings (0.04) 1.42 3.24 5.52 8.52
Total common equity $ 6.99 $ 9.39 $11.83 $14.79 $19.20

Total liabilities & equity $10.00 $14.00 $18.20 $22.75 $29.55

1988 1989 1990 1991 1992
Income Statements:
Sales $20.00 $28.00 $36.40 $45.50 $59.15
Cost of goods sold 16.91 23.39 30.51 38.14 49.50
Depreciation 1.20 1.68 2.18 2.73 3.55

Gross profit $ 1.89 $ 2.93 $ 3.70 $ 4.63 $ 6.10
Interest expense 0.29 0.46 0.67 0.84 1.09

Taxable income $ 1.60 $ 2.47 $ 3.03 $ 3.79 $ 5.01
Taxes 0.64 0.99 1.21 1.52 2.01

Net income $ 0.96 $ 1.48 $ 1.82 $ 2.28 $ 3.00
Dividends 0.00 0.00 0.00 0.00 1.00

Additions to R.E. $ 0.96 $ 1.48 $ 1.82 $ 2.28 $ 2.00

Note: The figures in the tables were generated using a Lotus model; therefore some numbers may not add up properly
because of rounding differences.
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TABLE 2

Historical and Industry-Average Ratios

Industry
1988 1989 1990 1991 1992 Average

Current 2.5 2.8 6.0 6.0 6.0 3.3
Debt/assets 30.1% 32.9% 35.0% 35.0% 35.1% 40.0%
ROE 13.7% 15.8% 15.3% 15.4% 15.7% 16.4%
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HUBER, YANG, AND O’RIELY

Financing Alternatives

Directed

Huber, Yang, and O’Riely is an investment banking company that serves as a facilitator in
bringing together parties for both sides of a financial transaction. Although the majority of its
business involves mergers/acquisitions and issuing new common stock, they have a small division
that also assists smaller companies with advising on and arranging for other types of financing.
This division has carved out a profitable niche and has had a number of clients who have
developed to the point of needing the more complex services of the investment banking
operations. The company also uses this division to train and test recruits before promoting them to
the more intense and demanding activities associated with other parts of the company. Employees
working in investment banking must not only have strong knowledge of the financial markets and
business operations, but they must also have the personality to be able to develop clients that pay
for company services. Therefore, the investment banking staff is expected to be involved in
community activities and mix well with a wide variety of people.

Huber, Yang, and O’Riely recently hired Chris Robins in the alternative financing operation.
She realized that competition for this position was extremely high and she was thrilled with the
professional advancement opportunities the company had to offer. One of the first tasks assigned
to Chris was to review the recommendations that a fired worker had made for a list of the firms
clients and to discuss the appropriateness of the recommendations with the division head, Pete
Wall. When she pulled the files however, she found that the client information was filed separately
and the recommendations consisted of a sheet containing the financing alternatives with no
mention of which client was best served with each type of financing.

In the process of developing her analysis on the quality of the recommendations, she had to
match the company with the most appropriate financing. To make sure she will impress her new
boss, she has asked for your help. She has sent you the following list of financial alternatives
available and a brief summary of information from the client files on which to match the
financing.

List Of Financial Alternatives Recommended To Clients
1. Common stock with rights offerings
2. Convertible debentures
3. Factoring
4. Friends and family
5. Inventory financing
6. IPO
7. Leasing
8. Line of credit
9. Long-term bonds
10. Preferred stock
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Summary Client Information

A. Chief Office Furnishings sells desks, chairs, filing cabinets and other office furnishings to
businesses in a four state region. The area has been experiencing an economic downturn and
company earnings have fallen to $1.20 per share and its stock, which is traded on the Pacific
Exchange, is trading at $5 per share. The company maximized its debt level five years ago to
finance a second large store when office development was at its peak. Recently, the company’s
bank cut its line of credit in half, citing recent poor performance. The company needs $500,000
in liquid funds to meet its payroll and continue to operate.

B. Custom Design and Fabrication is a medium sized metal fabrication company located just
out side Durham, NC. Historically, the majority of the company’s sales have been to the
military, but with the slowdown in defense contracting, the company has successfully
increased its level of civilian work and has been growing steadily over the past five years. As
industry study indicates continued growth in the area of 6 to 8 percent a year although recent
increases in labor and energy suggest that the company may not achieve this level of growth in
net earnings. The company’s assets of $38 million are funded by $13 million in debt whereas
the industry has a debt ratio of 32 percent. Although management feels that the company’s
future prospects are great, the stock is currently traded on the Philadelphia Exchange at thirteen
times earnings, slightly below the S&P industry average of fifteen. In order to support
managements expected level of growth during the next year, the company needs to supplement
its retained earnings by $4 in additional funding.

C. Dandy’s Nursery is a retail nursery outlet that has been a fixture in the community for several
decades. It just finished a thorough cash budgeting analysis for the upcoming year. The
analysis revealed that the company would require additional cash during March, April, May
and June to cover the increase in inventory expected for spring planning. Dan and Mary Elsie,
owners of the nursery just sent their daughter to college and they are afraid that they will not
have the resources to cover the shortfall this year.

D. Elkert Scientific manufactures instrumentation for aerospace equipment. The company is
actively traded on NASDAQ, but the founders and the company’s ESOP hold a large
percentage of stock. Maintaining control of the company has always been a major goal of the
management team. During the 1990’s, its development of new technology provided a measure
of international success. The profits however have been plowed back into research and
development. This has allowed the company to maintain a low tax rate. The company has a
capital structure of 40 percent debt, 10 percent preferred stock and 50 percent equity. Thus its
debt ratio is at the high end of the acceptable industry range. The research and development
team just announced a new major project that has the potential of revolutionizing the industry
and are now seeking $27 million to produce and market the prototype.

E. Green Thumb Vegetable Company is a major producer of canned vegetables. The
company’s stock is widely held and actively traded on the NYSE in a range of $25 to $30 per
share. During the past year company earnings were $2.25 a share reflecting a regular growth
rate of 8 percent. The company has just paid a quarterly dividend of 43 cents, which is also
consistent with the annual growth rate in earnings. Other firms in the industry, on average,
have been growing at a slightly lower rate and have price earnings ratios of about ten. Green
Thumb’s debt ratio at 47 percent is substantially higher than that for other vegetable
processors. The company has just been provided the opportunity to purchase a large corporate
farm that produces several of the vegetables that the company now purchases in the open
market. The company’s board of directors believe that purchasing the farm would result in
substantial cost savings and allow the company to enter into the lucrative organic food market
with high quality canned vegetables. However, the expansion would require $23 million to
purchase the farm and equipment.

Copyright © 1994 South-Western. All rights reserved.

   826  Case 78 - Directed Version - Financing Alternatives 



FOR R
EVIE

W
 O

NLY −
 N

OT F
OR S

ALE O
R C

LASSROOM U
SE

F. Pale Moon Eatery is an upscale restaurant owned by the Broadwick family in Seattle. The PM
Eatery has had very complimentary reviews in the local press and recently gained national
attention by being named one of the nation’s ten best restaurants by Gourmet Herb Cooking.
Although the restaurant is profitable, the added attention has resulted in a sharp increase in
business and the two Broadwick brothers have decided to open a new restaurant in Portland.
The company’s current operation, with assets of $2 million is heavily leveraging through a
mortgage loan and a guarantee against the existing family resources. In order to open the new
restaurant the family needs to obtain financing of $450,000 for the building and infrastructure.

G. Panthers Pantry is a small store proposed to fill the void created by the closing of
Tarrytown’s only grocery store. Residents were concerned that the inconvenience of driving
forty miles to the nearest store would further decrease the rural town’s population of 200. The
town’s mayor and teacher in the school’s entrepreneurial program approached the bank about
funding a new student run store that would stock milk, bread and other commonly needed
grocery and household items that would no longer be available. The program, named after the
school’s mascot, could rent the old store relatively cheap and the students were willing to
maintain and operate it under the mayor’s supervision. The bank offered to lend 35 percent of
the $55,000 needed to open and initially stock the store but the mayor needed to come up with
the remaining $35,750.

H. Realing Corporation has manufactured and distributed fishing equipment to specialty shops
in New England the past fifty years. Over the years it has developed a strong reputation for
quality that is well known throughout the country. Bob Weeks, the owner, recently developed a
fly fishing rod that was tested by one of the premier registered Maine fishing guides. The guide
was so excited about the rod that he arranged for a national television program to feature it in a
special on fishing in the “great north wilderness”. With the increased publicity and interest,
Bob wants to mass-produce and distribute the rod in major sporting centers throughout the
United States. He thought this would be a fitting triumph to his life’s work as he nears
retirement. However, he estimates that the company will needed approximately $8 million to
implement the plan. The company is privately owned with $28 million in assets. Bob has a
substantial amount of equity in the company but he recently borrowed additional money to
develop the rod. Although the company’s debt ratio is quite low, Bob remembers his parents’
vivid stories about surviving the depression and he is very risk averse.

I. Timberland Wood Products is an Alaskan based lumber company that processes timber that
it purchases from local growers with 30-day credit terms. It has distribution contracts with a
few large retail and wholesale companies, as well as small independent lumbar yards that
include credit terms of 2/10 net 60, but the company is fairly passive in managing its credit
sales. The company has just received a letter from a national home improvement center that is
seeking additional sources of lumber for an increased demand it expects for remodeling and
enlargement existing homes. New roads have expanded the source of local timber, but to
finance the higher level of output required for filling the home improvement center’s demand,
the company needs approximately $500,000.

J. United Aluminum started manufacturing aluminum cans several decades ago and has since
branched out into the production of other commonly used disposable items. The firm has a
well-diversified customer base and because its products are considered non-durable consumer
goods, sales are relatively stable. The company stock is listed on the American Stock Exchange
for $23 per share. The company just announced its annual earnings and dividends have
maintained a steady annual growth of 4 percent and are $2.75 and $1.25 respectively. United
Aluminum has total assets of $650 million, which is supported by $125 million of long-term
debt. The company needs an additional $45 million to replace an existing facility with one that
is more energy efficient.
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QUESTIONS

1. Briefly explain each of the financing alternatives listed in the case.

2. Match the companies with the most appropriate financing alternatives and explain why this is
the best match between companies and their needed financing.
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CHINO MATERIAL SYSTEMS

Capital Budgeting Decision Methods

Non-Directed

Chino Material Systems Inc. manufactures conveyer based material location systems that are used
in a variety of industries including manufacturing and transportation. The complete system
includes sophisticated electronic sensors and an advanced low friction means of relocating product
from one workstation to the next. Because of design and state of the art technology, the system can
reduce the number of employees and the required energy consumption needed to move materials
for its user. The company has built its reputation on being able to respond to customers’ individual
needs and can develop unique systems in a timely fashion. Historically, the sales department’s
major focus was on demonstrating the reliability and technological superiority of the firm’s
product line. Max Dillon, the company president, is concerned that sales growth has slowed and is
worried about maintaining the company’s market position.

Two years ago, the company hired Cheryl Reeves as an assistant to the Chief Financial
Officer. She had just completed her MBA in finance after spending the previous five years in a
mid level marketing position with a toy manufacturing company. Her first assignment with the
company was to undertake complete financial analyses of the industry and the company’s
competitors to help Chino Material Systems remained competitive. Her analysis determined a
industry change in customer and supplier relationships which have affected the company. In the
past the sales force spent considerable time and effort in landing new accounts based on the strong
reputation for quality and technical support. Once the relationship was established the customers’
tended to stay with the company. More recently, customers have become more cost conscious and
the high cost of labor and energy has negatively affected profits.

The company’s marketing director, Betty Schultz, indicated that many of Chino’s traditional
customers recently have embarked on cost-cutting programs. She was concerned about loosing
clientele if the sales force did not incorporate some sort of cost benefit analysis into their
presentations. Betty wrote a memo to the CFO requesting that he lend Cheryl to marketing to help
them develop an analytical procedure that the sales force could use to demonstrate the financial
benefits of buying Chino Material Systems products. Cheryl was excited by the challenge of
blending her previous marketing experience with her financial expertise.

As she began to think about her assignment, Cheryl quickly came to the conclusion that the
best way to "sell" a system to a cost-conscious customer was to develop a capital budgeting
analysis which would demonstrate the cost effectiveness of the system. She asked Betty to call a
strategy meeting to introduce her to the top sales managers and so that they could provide input
into the new program. The managers were excited about the change, as they believed that an
effective financial presentation to customers could increase market share for the company.
However, since most of the sales force had a technical background and lacked financial
management training, management was concerned about their ability to explain the capital
budgeting process to customers. Each sales person routinely carries a laptop computer on vendor
calls and, therefore, the managers believed a flexible spreadsheet model that allows changing
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inputs for a specific customer situation would be helpful. Cheryl decided to develop an analysis
for one of Chino Material Systems Inc.’s actual customers for an example, and the sales managers
concluded that a proposed sale to GP Manufacturing, Inc. was perfect to use as an illustration.

GP Manufacturing is considering the purchase of $285,000 material handling system,
including taxes and shipping, from Chino Material Systems to replace an existing system. It would
cost GP Manufacturing another $18,000 to install the system, and this expense would be added to
the invoice price to determine the depreciable basis of the equipment. An MACRS class-life of
five years would be used, but the system has an economic life of eight years, and it will be used
for that period. After eight years, technology is expected to change such that the system would be
replaced. However, the company believes it can salvage the system for $15,000 at that time.

This system would replace the existing system which has been used for about twenty years
and which has been fully depreciated. The cost for removing the current system is $2,500 but the
company can recover about $4,000 in scrap value. The advantages of the new system are greater
reliability, less human monitoring, lower maintenance requirements, and lower energy costs. In
total, the new system would save GP Manufacturing $76,000 annually in pre-tax operating costs.
For capital budgeting, GP Manufacturing has a 12 percent cost of capital, and its federal-plus-state
tax rate is 36 percent.

Betty gave Cheryl a free hand in structuring the analysis, but she did want Cheryl to include
the modified IRR (MIRR) as one of the decision criteria. She knew that Max Dillon preferred to
deal with rates of return rather than present value dollars. She had recently attended a seminar on
capital budgeting where she learned of the MIRR’s significant advantages over the regular IRR
method. To simplify the analysis, Cheryl decided to assume that the discount and compound rate
would both be equal to the company’s cost of capital. However, this assumption could be related
to have different rates for the cost of borrowing and investing.

Put yourself in Cheryl’s position, and develop a capital budgeting analysis for the system and
prepare a training session for the company’s sales force. As you go through the analysis, keep in
mind that the purpose of the analysis is to help Chino Material Systems Inc.’s sales representatives
sell equipment to other non-financial people, so the analysis must be as clear as possible, yet
technically correct. In other words, the analysis must not only be right, it must also be
understandable to decision-makers, and the presenter. The sales representatives must be able to
answer any and all questions, ranging from the performance characteristics of the equipment to the
assumptions underlying the capital budgeting decision criteria. The model should be flexible
enough to adjust for changes in cost of capital, taxes, and customer cost savings.

Although the main focus of the training is to address basic capital budgeting analysis, Cheryl
felt that it would be useful to have the sales representatives explain the differences in projects with
radically different cash flows. Therefore, she decided to incorporate two other projects. The first is
a short-term project that is based on a temporary low quality system that the company also sells. It
has the following expected cash flows.

Year Net Cash Flow
0 ($150,000)
1 175,000

The second is a project requiring large closeout costs at the end of its useful life. In a typical
installation, the cash flows of this product might be as follows:

Year Net Cash Flow
($50,000)

1 200,000
2 (160,000)

You have been assigned to help Cheryl design the system and lead the sales training program.
Make sure you explain exactly how all of the inputs were derived and the intuition behind the
system.
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Federal Finance Bank
75

GOING PUBLIC

Nondirected

Federal Finance Bank was founded in 1965 in Sun City, Arizona, to serve “snowbirds” (retirees
wishing to escape harsh northern winters). The bank specializes in friendly and personal service
and has been successful in persuading customers to transfer their life savings to Federal Finance
and to consolidate banking activity at the bank. Because of this, the institution has a strong savings
base and a large portfolio of low risk automobile and home loans. In the late 1980s, the bank opened
a branch in a neighboring suburb and began to aggressively market commercial loans. The tremen-
dous economic growth in the region, accompanied by new and expanding businesses and an increas-
ing population, has heightened the demand for funds to finance new commercial business and
home construction. As a result, Federal Finance Bank is the state’s fastest growing financial insti-
tution in terms of both assets and earnings. Table 1 provides the basic balance sheet for the close of
the most recent fiscal year. In addition, Federal Finance has an existing allowance for loan losses
of $2,680,000.

Although Federal Finance is profitable and has had consistent earnings growth, the company’s
quick expansion has resulted in financial strain. The bank uses retained earnings to help fund growth,
but the bank’s capital asset or leverage ratio and total risk based ratios have been declining. The
FDICA legislation requires regulators to take “prompt corrective actions” whenever a bank falls
below the requirements for a well-capitalized institution (see Table 2 for requirements). The bank
is concerned about the possibility of dropping below the well-capitalized leverage and risk-based
asset ratios. 

Copyright © 2000. The Dryden Press. All rights reserved.
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TABLE 1

Federal Finance Bank
Balance Sheet for Year Ended December 31, 2000

(Dollars in Thousands)

ASSETS

Cash $    7,387 
U.S. Treasuries 12,477 
Agency mortgage-backed securities 110,684
General obligation municipal bonds 25,970
Government agency securities (low default) 34,740

Total Cash and Marketable Securities $191,258

Residential mortgage loans 189,164
Consumer loans 36,583
Business loans 77,693

Total Loans $303,440

Fixed assets 31,128
Total assets $525,826

LIABILITIES

Passbook savings $  58,693
Non-interest checking 10,654
N.O.W. accounts 36,581
Money market accounts 115,268
Certificate of Deposits 185,561

Total savings $406,757

Borrowed money 68,701
Other liabilities 23,878

Total Liabilities $499,336

Capital stock ($100 par value) $  12,155
Retained earnings 14,335

Total Equity $  26,490

Total Claims $525,826

Case: 75 Federal Finance Bank – Nondirected
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TABLE 2

Requirements for a Well-Capitalized Institution

5 Percent—Leverage or Capital Asset Ratio (book value of core capital/assets)
Core capital includes:

common stockholders’ equity 
+ qualifying cumulative and noncumulative perpetual preferred stock 
+ minority interest in equity accounts of consolidated subsidiaries.

10 Percent—Total Risk Based Capital Ratio (total capital/risk adjusted assets)
Total capital includes:

core capital 
+ allowance for loan loss reserves 
+ perpetual preferred stock 
+ hybrid capital instruments, perpetual debt, and mandatory convertible securities 
+ subordinated debt and intermediate-term preferred stock 
+ revaluation reserves 
– acceptable deductions

Risk adjusted assets are based on the following weights:
0 percent weight for items with no default risk (such as cash, reserve balances, U.S.

Treasuries, some sovereign debt)
20 percent weight for items with low default risk (such as inter-bank deposits, some

government agency securities, general obligation municipal bonds, agency
mortgage-backed securities, claims collateralized by the U.S. Treasury,
and cash in the process of collection)

50 percent weight for residential loans and revenue municipal bonds
100 percent weight for other assets (such as commercial paper, consumer loans,

commercial loans, and fixed assets)

Source: FDICA.

The bank has been approached about buying a branch from another institution. The bank
recently conducted a feasibility study of the acquisition that was positive. The report demonstrated
that the new branch could generate profitable new loans and deposits and further increase the com-
pany’s growth. However, in order to fund new loans the company first needs to generate additional
capital. An inflow of deposits and money into other accounts would increase the bank’s liabilities
causing the leverage and risk-based capital ratios to fall below acceptable levels. Therefore, Fed-
eral Finance is considering raising approximately $8 million of additional equity funds to open the
new branch.

Federal Finance’s common stock is privately held and three major stockholders dominate
ownership. Sue Brown, president and chairman of the board, owns 33 percent of the stock; Barry
Zudlum, the bank’s chief operating officer, owns 31 percent of the stock; and Sara Jones, the widow
of the original founder, owns 20 percent of the stock. In addition, Security Investment Company
owns 10 percent of the stock, and the bank’s eight outside members of the board of directors own 6
percent. Both Sue Brown and Sara Jones have substantial outside financial interests; however,
most of Barry Zudlum’s net worth is represented by his stock in Federal Finance. Although Brown,
Zudlum, and Jones agree that Federal Finance must obtain additional equity funds in order to
implement the branch expansion, they do not agree on how the additional funds should be raised.

Case: 75 Federal Finance Bank – Nondirected
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The three inside shareholders are not in a financial position to invest additional funds into the com-
pany and two alternatives have been proposed. 1) Sell newly issued Federal Finance shares to a
few friends and associates, and 2) sell newly issued shares to the general public. 

Brown favors the private sale. She points out that she, Zudlum, and Jones have been receiv-
ing substantial amounts of ancillary, or indirect, income from the bank’s operation. These three
jointly own a holding company that operates an insurance agency that writes insurance for many of
the homes financed by Federal Finance and a title insurance corporation that is involved with a num-
ber of the properties secured by bank loans. These operations are fully disclosed and approved by the
regulatory authorities. Also, Brown owns a small interest in a construction company that obtains
loans from the bank. Although Brown is comfortable with the soundness of these business deals, she
is concerned that the arrangements may trigger questions of conflict of interest if the new capital is
raised by selling stock to the general public. If the shares were sold to a few individuals, concerns
could be easily satisfied. She also opposes a public offering because of the high flotation cost
required for a public sale of this type. However, high flotation costs may be offset by lower rates and
would be minimal if the new stock were sold to a few individual investors.

Zudlum disagrees with Brown. He feels that it is in the bank’s best interest to sell the stock to
the general public rather than to a limited number of investors. He acknowledges that higher flota-
tion costs on the public offering are a consideration and that possible conflict-of-interest issues
may arise if shares of the company are sold to the general public. However, he argues that the fol-
lowing advantages of publicly traded stock offset the disadvantages. 1) The existence of a market-
determined price would make it easier for stockholders to borrow money, using their shares in
Federal Finance as collateral for loans. 2) The existence of a public market would make it possible
for shareholders to sell some of their shares on the market if they needed cash for any reason. 3) Pub-
licly traded stock would make executive stock-option plans more attractive to key employees of
the company. 4) Establishing a market price for shares would simplify problems of estate tax valu-
ation in the event of the death of one of the current stockholders. Selling stock to the public at the
present time would 5) facilitate acquiring additional equity capital in the future, 6) facilitate buying
back stock to adjust the leverage if needed, and 7) lower the required rates for equity capital.

Jones, whose 20 percent ownership of the company gives her the power to cast the deciding
vote, is unsure whether she should back the public sale or the private offering. Jones also has heard
rumors that Zudlum wants to diversify his holdings, and believes he will sell half of his stock if the
company goes public. She is uncertain about how this will affect the company. She would like
additional information to help clarify the issues so she can make an informed decision on how to
raise the needed funds. Therefore, at her request, the board instructed Linda Grayston, Federal
Finance’s chief financial officer, to study the issue and to report back in two weeks. As a first step,
Grayston obtained the data on Federal Finance’s earnings given in Table 3. Grayston then col-
lected information on four publicly traded financial institutions; this data is shown in Table 4. 

Case: 75 Federal Finance Bank – Nondirected
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TABLE 3

Federal Finance Bank
Selected Information

(In thousands)

YEAR ASSETS NET PROFIT

2000 525,826 7,863
1999 461,119 6,732
1998 402,667 5,959
1997 360,954 5,450
1996 312,172 4,745
1995 273,617 4,077

TABLE 4

Data on Other Publicly-Traded Financial Institutions
Year end December 31, 2000

ASSETS EQUITY BOOK VALUE PRICE NET PROFIT ASSETS

PER SHARE (1,000) (1,000) (1,000) 1995

Maryland Financial 220,000 11,800 31.35 34.68 3,322 109,400
Great Northern Bank 476,000 23,700 21.08 20.84 6,172 241,600
First Bank of California 305,000 15,400 40.56 36.54 2,745 239,000
Omaha Federal 238,000 12,900 25.75 30.36 3,546 123,609

Grayston wants to get a good handle on the company’s current and relative positions with
respect to asset growth, book value of stock, and the requirements of a well-capitalized institution.
She realizes that investment bankers generally like to offer the initial stock of companies that are
going public at a price ranging from $10 to $30 per share. She is interested in how a $20 share
price would affect the number of shares outstanding before considering a new stock issue and deci-
sions about raising $8,000,000 through a new stock issue. She believes that in order to come up
with a good recommendation she must understand the process of taking the company public. There-
fore, she would like to include information about this process in her report. You have been assigned
to help Grayston prepare the report and put the presentation together. 

Case: 75 Federal Finance Bank – Nondirected
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Macmillan and Grunski Consulting
73

DISCOUNTED CASH FLOW ANALYSIS

Nondirected

Sandra Macmillan was born and raised in Orlando, Florida, and joined the Peace Corps after receiv-
ing her bachelor’s degree in Economics. While in the Peace Corps she met Sam Soule, whose uncle
ran Bolton, Soule, and Martinez Inc., a regional brokerage firm in Seattle. He mentioned that his
uncle was always interested in hiring competent and hard-working people with broad vision. He sug-
gested that she contact his uncle after completing her service. When she returned to the United
States, she wanted a change in climate and accepted a job with Sam’s uncle. She immediately
became familiar with the operations of the firm and quickly identified better methods of accom-
plishing her work. This allowed her to accept more and more responsibility. After several years,
she realized that she needed an MBA to provide her with the skills that would take her to the next
professional level. At her request, she moved into a part-time position so that she could complete her
MBA in Finance at the University of Washington. After graduation she was promoted to a senior
analyst with the firm. She began working closely with Betsy Grunski, a Stanford MBA who had been
working as a financial analyst with the company for just over a year. Although Sandra enjoyed her
work and the firm had been good to her, she wanted to open a financial consulting firm in San Fran-
cisco. After five years, Sandra managed to save enough in commissions to realize her goal. She
convinced Betsy to become a partner and move to San Francisco to open their own financial firm,
Macmillan and Grunski Consulting. 

Macmillan and Grunski Consulting provides financial planning services to upper middle-class
professionals. Basically, the firm provides consulting services in the areas of income tax, investment
and estate planning, insurance and employee benefits advising, and financial planning for small, fam-
ily-owned businesses. The tax and legal issues faced by the company are not generally complex. There-
fore, the firm does not have a tax lawyer or CPA on its staff and hires outside experts when needed.

Business has been excellent and Sandra and Betsy have been working overtime to handle the
load. Rather than getting on top of the workload, however, they continue to attract new clients.
Sandra has recently turned away several potential customers because she didn’t think that the firm
could offer them the high degree of personal service upon which the company’s reputation is based.
As a permanent solution, she is talking to career resource center personnel at several universities.
She hopes to hire a finance major who can start work immediately after graduation, but that is still
several months from now. Also, the company has a significant amount of paraprofessional work that
can be turned over to a lower level employee with an understanding of basic financial concepts.
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Sandra believes that Mary Somkin, the firm’s top secretary, can be trained to handle some of
these financial analysis duties. Mary has been taking night courses in business at a community col-
lege and believes that she can handle increased responsibilities. Sandra has a great deal of faith in
Mary and would like to keep her with the company. She has been with the firm from the very begin-
ning; her great personality and sound work ethic have contributed substantially to the firm’s success.
Still, Sandra knows that there is little room for error in this business. Customers must be confident
that their financial plans are soundly conceived and properly implemented. Any mistakes create
instant mistrust and the word spreads quickly.

To make sure that Mary has the skills to do the job, Sandra plans to give her a short project. As
far as Sandra is concerned, the single most important concept in financial planning, whether personal
or corporate, is discounted cash flow (DCF) analysis. She believes that if Mary has solid skills in this
area, she will be able to succeed in her expanded role with minimal supervision. The basis for the
project is an actual analysis that Sandra is currently working on for her clients. The clients have
$18,000 to invest with a goal of accumulating enough money in six years to pay for their daugh-
ter’s first year of college at a prestigious Ivy League school, which is estimated to be $35,000. The
clients have directed Sandra to evaluate only fixed interest securities (bonds, bank certificates of
deposit, etc.) since they do not want to put their daughter’s future at risk.

One alternative is to invest the $18,000 in a First National Bank certificate of deposit (CD) cur-
rently paying about 8.4 percent annual interest. CDs are available in maturities from six months to
ten years, and interest can be handled in one of two ways: the buyer can receive interest payments
every six months or reinvest the interest in the CD. In the latter case, the buyer receives no cash inter-
est payments during the life of the CD, but receives the accumulated interest plus the principal
amount at maturity. Since the goal is to accumulate funds over six years, all interest earned would be
reinvested. However, in order to fully understand the issues involved, Sandra believes the analysis
should start with a one-year example and then move to the six-year investment horizon.

The clients are also interested in how interest levels and timing affect the investment. They
realize that interest rates are based on the market and may change and would like to understand
how the analysis changes if the interest rates were as low as 3.2 percent or as high as 16.8 percent.
Although the clients have had a long-standing relationship with First National Bank, Sandra has dis-
covered that Pacific Trust, Bay State Savings and Loan, and San Francisco Savings Bank offer
CDs with the same nominal rate but with quarterly, daily, and continuous compounding respectively.
She would like to use these CDs to explain the difference in compounding frequency relative to
annual compounding.

However, Sandra must also evaluate some other alternatives. Her clients are considering
spending $15,000 on home improvements this year, and hence they would have only $3,000 to invest
right now. In this situation, Sandra’s clients plan to invest an additional $3,000 at the end of each
year for the following five years, for a total of six payments of $3,000 each. This option is listed
under payment B in Table 1. The clients are also anticipating special revenues over the next few
years that would allow an uneven payment schedule as listed under payment C in Table 1.

TABLE 1

END OF YEAR PAYMENT A PAYMENT B PAYMENT C

0 $15,000 3,000 $1,000
1 0 3,000 1,500
2 0 3,000 2,000
3 0 3,000 0
4 0 3,000 3,500
5 0 3,000 4,500
6 0 $3,000 5,500
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A final possibility is that the clients might spend the entire $18,000 on home improvements
and then borrow funds for their daughter’s first year of college at a 10.2 percent annual rate of
interest with annual payments made over four years. 

One other independent option mentioned by the clients is to send their daughter to a state
university costing $13,500 each year for four years. If they chose this option, they would borrow
the funds at the beginning of each year at 10.2 percent annual interest rate compounded monthly and
pay the loan back with quarterly payments over fifteen years with the first payment due the first quar-
ter after graduation. 

You must complete the analysis in order to have a basis to evaluate Mary’s work. The clients
are very inquisitive so you want to be sure to prepare for various comparisons that apply to their
situation. 
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