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Basic Solutions

Definitions, concepts, and awareness of accounting

B-071.071

(a)

(b)

(]

(d)

(e)

My name may sound familiar because it is the same as Luca Pacioli, a Renaissance era monk. He
is credited with developing the method for tracking the success or failure of trading ventures.
That method remains the foundation of the accounting equation and fundamental system we
continue to use today.

It is a commen misconception that accounting and bookkeeping are the same. In fact, they
are quite different. Much of the mundane bookkeeping task has long since been subsumed by
computer technology. But, the accounting profession has endured and prospered. Accounting
involves complex analysis, measurement, and reporting. It is the language of business, and
“speaking”that language is critical to good business decision making and success.

Financial accounting is about the rules and structure for external reporting to investors and
creditors. Itis structured and rules-based to provide a consistent and reliable flow of infarmation
ta investors and creditors.

Managerial accounting focuses on tools for planning, controlling, and decision making.
Specialized reports, budgets, product costing data, and other details are needed to run an
arganization, but that information is not generally disseminated outside of the organization,

Good question, but the answer is definitely a big “NO” Computers have removed much of the
tedium from accounting, but they have also enabled the development of robust information
systems that increase the ability of accountants to mine and analyze data to improve decision
making!

| am glad te hear you are considering this chaice. It will serve you well. First, the FASE is a rule-
making body. But, to get a CPA you would apply and meet the conditions of your individual state
board of accounting. This normally entails completion of an approved course of study (degree),
passing a uniform CPA exam (that includes coverage of FASE rules, and many other facets), and
obtaining some significant experience in the field. Outside of the USA, you may find the CPA

equivalency in the form of a chartered accountant and the rules and experience requirements

may vary.
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B-01.02 Classification of items as assets, liabilities, revenues, or expenses
(a) Cash
Assat
[{=1] Dividend to shareholders

Other (dividend)

(a] Land
Asset

(d) Accounts payable
Liability

(e Capital stock
Owniers' equity

if Notes payable
Liability

(gl Accounts receivable
Asset

(hl Salaries
Expense

m Rent paid
Expense

(j Cost of utilities used
Expense

(k) Customer order not yet filled

Other [not a inancial statement item — sometimes reported as 2 “backlog” by management, but
not part of the financial statements)

()] The value of completed services provided to customers
Revenue
{m) Cbligation to pay for utilities consumed

Liability
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Impact of transactions on fundamental accounting equation B-01.03

(a}

(c)

(d}

ie)

f)

(g)

{h}

]

Assets Liabilities Equity

Paid the current month's rent,
Decrease Mo Change Decrease

Provided services to customers for cash.

Increase Mo Change Increase

Provided services to customers on account,

Increase Mo Change Increase

Recorded receipt of an electric bill to be paid next month.

Mo Change Increase Decrease

Paid an electric bill received in a prior month.

Decrease Decrease Mo Change

Purchased land for cash.
Mo Change No Change Mo Change

Purchased equipment in exchange for a note payable (loan).
Increase Increase No Change

Collected a previously recorded account receivable.

Mo Change Mo Change Mo Change

Purchased a building by paying 20% in cash and agreeing to pay the remainder over future
years,
Increase Increase Mo Change

Declared and paid a dividend to shareholders.
Decrease Mo Change Decrease
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B-01.04

Bosic identification of revenues, expenses, assels, labilities

(a)

(b)

(€}

id)

(]

if)

g}

(h}

The monthly fee paid to maintain Goudar's website,

Expense

Meedles, bags, plastic bandages, etc. that were used to collect blood.
Expense

Meedles, bags, plastic bandages, etc. that will be used in the future to collect blood.

Asset

Amounts received fram hospitals to pay for the blood products.
Revenue

A loan that is owed to a bank.

Liability

The building and equipment that serves as the home office for Goudar.

Asset

Amounts owed to a printing company that prepared T-shirts given away at a recent blood drive
campaign.

Liability
The salaries of employees of Goudar.

Expense
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Ta develop an understanding of the noture of changes in equity

B-01.05

(&)

(c)

(d)

Dec. 31, 20%1 Dec. 31, 20%2
Total assets $1,500,000 52,300,000
Total liabilities 700,000 1,400,000
Total equity 5 200,000 5 900,000
Ending equity $ 900,000
Beginning equity 800,000
Increase in equity 5§ 100,000

Magee paid no dividends, and no additional capital was raised via share issuances.

Because there were no dividends and no issues of stack, the 5100,000 increase in equity
is all attributable to net income.

$800,000 + %0 for stock issuances - 50 for dividends + net income ($100,000) = $900,000

Magee paid $100,000 in dividends, and no additional capital was raised via share
issuances.

Because there were 5100,000 in dividends and no issues of stock, the 5100,000 increase
in equity would require a $200,000 net income,

$800,000 + 50 for stock issvances - $100,000 for dividends + net income ($200,000) =
£900,000

Magee paid no dividends, but raised $250,000 via issuances of additional shares of stock.

Because there were no dividends, but 5250,000 of stock issuances, Magee had a net loss
of $150,000,

S800,000 + 5250,000 for stock issuances - 50 for dividends + net income (-5150,000) =
$900,000

Magee paid $100,000 in dividends, and raised 5250,000 via issuances of additional
shares of stock.

Becausze there were $100,000 in dividends, and $250,000 of stock issuances, Magee had
a net loss of $50,000.

$800,000 + 250,000 for stock issuances - 5100,000 for dividends + net income (-550,000)
= $900,000
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B-01.06 To drill on the articulation of the core financial statements

20%4 20X3 2002

Revenues

Services to customers S200,000 $160,000 5100,000
Expenses

Wages $137,000 117,000 470,000

Interest 3.000 140,000 3.000 120,000 5,000 75,000
Met income 5 60,000 $ 40,000 $ 25,000

Beginning retained earnings 530,000 510,000 5 =
Plus: Net income 60,000 40,000 25,000

£90,000 £50,000 $25,000
Less: Dividends 30,000 20,000 15,000
Ending retained earnings 560,000 $30.000 510,000

20%4 203 20%2

Assets

Cash 5 54,000 5 59,000 § 50,000

Accounts receivable 65,000 50,000 70,000

Land 180,000 180,000 180,000
Total assets 5299,000 $289,000 $300,000
Liabilities

Interest payable 5 1,000 $ 1,000 § 2,000

Loan payable 10,000 30,000 60,000
Total liabilities £11,000 $31,000 462,000
Stockholders’ equity

Capital stock S228,000 $228,000 $228,000

Retained earnings 60,000 30,000 10,000
Total stockholders' equity 288,000 258,000 238.000
Total Liabilities and equity £295,000 4289.000 £300,000
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froad ideas about the role of accounting and its concepls

B-01.07

7

{a)

()

(€l

Accounting is about measuring and reporting financial information for an economic unit. This
information is general purpose in orientation and Is intended to provide a basis for informed
decisions by investors, creditors, and others. These parties often provide (or withhold) the
enabling capital resources necessary to develop the entity’s ability to provide goods and services.
Az such, accounting aids society by signaling where investors and creditors might best allocate
their limited resources to create productive capacity for needed goods and services.

Accounting is just once source of information that would be considered by investors and creditars.
Many important facets cannot be conveyed by accounting numbers alone, but would be very
impaortant to stakeholders. Examples include management credentials and experience, ethical
standards of the organization, environmental responsibilities, new product developments, and

so forth. Much of this additional insight is gained by reference to sources cutside of the financial
reporting model,

Accounting principles, rules, and procedures are not based on absolute truths or purely scientific
methodology. They reflect opinions and judgment about how best to capture and report
information about business condition and performance. Further, the ideas about best practices
can evolve over time. One of the frustrating realities of professional accounting practice is that
one is constantly pressed to stay abreast of evolving rules, Although many of the basic concepts
are fairly durable, there is always the potential for change. For instance, althaugh the historical
cost principle has been well established for many years, more recent decisions by the FASE and
|ASE point to an increased willingness to push for asset and liability measurements that are keyed
to changing fair value approaches.
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Differentiating between “right” and “wrong” accounting

B-01.08
(a) The fundamental accounting equation precludes a situation where liabilities exceed assets,
Disagree
k) A complete set of financial statements would include a cash flow statement.
Agres
{c) The balance sheet can be prepared in a vertical or horizontal format.
Agree

(d} The period of time covered by each financial statement is identical.
Disagree
(&) Many assets are reported at their historical cost,

Agree

{f Revenue should not be recognized before it is collected.
Disagree

[{+1] The term income is synonymous with the term revenue.
Disagree

{h) Dividends are reported as an expense on the income statement.
Disagree

(i) Retained earnings will equal cash an hand.
Disagree

iji Issuing stock does not increase a company’s revenue or income.

Agree
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Interpreting inancial statement autcomes to assess prafitioss

B-01.09

COMPANY A - When a company's dividends exceed income, retained earnings will decrease. In this case,
the decrease in retained earnings was not due 1o a loss.

COMPANY B -- About the only practical way to achieve an increase in retained earnings is by achieving
a net income (it is conceivable there was an accounting change or error correction, but that is
beyond the scope of what a student would be expected to consider at this stage of development).

While issuing stock does increase equity, that increase is seen in other equity accounts = not retained
earnings. This company did not incur a loss |

COMPANY C — The fundamental accounting equation dictates that equity must decrease in those cases
where liabilities are increasing more than assets. If equity is decreasing, and there were no stockholder-
related transactions (like dividends or share issuances or repurchases), then the culprit was likely a net loss.

It is safe to assume that Company C incurred a loss.

COMPANY D — This company incumed a loss. Expenses were more than revenues. lssuing stock may
generate resources to keep the company afloat, but it will not mitigate the fact that there was a loss.
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LRAFIER |

Involved Solutions

Accounting, GAAR careers, and ethics

(a)

(b}

(<)

The book defines accounting as a set of concepts and techniques that are used to measure and
repart financial information about an economic unit. Students may find other definitions, but
each definition likely identifies similar attributes.

Generally accepted accaunting principles (GAAP) are comprised of the conventions, rules,
practices, and procedures that define accepted accounting practice at a particular point in time.

There are many unique career paths within the accounting profession. Many individuals decide
to work for a specific company as an employee. These persons might do internal audit work,
external reporting tasks, or engage in managerial accounting and strategic finance. The chief
accounting officer in a company might be the controller or chief Anancial officer.

Other persens engage in public accounting, typically seeking to become a certified public
accountant. The job duties of a public accountant include providing independent auditing
services, tax consulting and preparation, and other forms of business consulting and support
SEMVICes.

Still others may find it interesting to work in the governmental section. Federal, state, and local
agencies all have complex accounting issues, and employ numerous accounting professionals.
The GAQ, IRS, and SEC all hire numerous accountants, Some governmental careers come with a
certain amount of intrigue, such as providing forensic accounting services for the FBI!

Ethics is about doing the right thing. It invelves truth, justice, and honar. You will discover that
being a consistently ethical person will contribute to your success. Others will come to trust and
help you. Quite the opposite is true for those who cross the line and behave unethically,

Accountants are often entrusted with other persons’ money issues, and must be reliable and
truthful in fulfilling their fiduciary duties. It does great damage to the whole accounting
profession when even one person errs. As a result, the profession has strict ethical standards and
deals harshly with offenders.

Ethical lapses sometimes occur when a person s under pressure to make a hasty decision. When
confronted with a challenge, it is best to sleep on the issue and fully consider all ramifications.
Avoid being railroaded into doing something that just does not seem right.
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Accounting equation and entity types

11

-01.02

{a)

k)

(c)

The fundamental accounting equation is "assets = liabilities + owners' equity.” This is generally
a true statement, whether the entity is a sole proprietorship, partnership, or corporation. The
section for owners’ equity might be called be different names, depending on the nature of the
entity (e.g, stockholders’ equity for a corporation). And, the details within owners’ equity vary
somewhat based on the type of entity, but the fundamental equation is unaffected. A not-for-
profit entity might label this section “net assets” instead of “equity” since there is not really an
identifiable ownership,

The three entities identified in the text are the traditional sole proprietorship, partnership, and
corporation. If GAAR is followed, the measurement and reporting of assets and liabilities are not
really impacted by the type of entity. However, the detailed composition of equity varies.

A corporation will repoart information about capital stock and retained earnings. A partnership
may report capital accounts for each partner. A sole proprietarship likely just shows a single
caption for owners equity. As one delves deeper into accounting, other details about equity
reparting will emerge - but for now this explanation should suffice.

There are actually many other types of entities. Limited Liability Companies, Limited Liability
Partnerships, and various trusts. The LLC and LLP structures have been popularized because
they may protect business owners from liabilities incurred by the business (like a corporation),
while enabling a more favorable operating and tax status (than a corporation). Choice of entity
is a potentially complex issue that requires careful consideration of the interaction of numerous
business and tax issues. Despite the legal complexities, the choice of entity has little bearing on
the financial accounting techniques that must be used. The textbook generally illustrates the
corporate form of entity.
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1-01.03 Preparing and formatting basic financial statements from selected data

Revenues

Services to customers 590,000
Expenses

Wages 537,000

Utilities 6,000

Rent 10,000 53,000
MNet income $37,000

Beqginning retained earnings 511,000
Plus: Net income 37,000

548,000
Less: Dividends 5,000
Ending retained earnings M

Assets
Cash 5 9000
Accounts receivable 19,000
Equipment 80,000
Total assets $108,000
Liabilities
Accounts payable & 4,000
Notes payable 20,000
Total liabilities 524,000
Stockholders” equity
Capital stock 541,000
Retained earnings 43,000
Total stockholders’ equity __B4,000

Total Liabilities and equity $108,000
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Moderately complex assessment to determine income for four years

13

1-07.04

20%1

2002

20%3

20¥4

Retained earnings, December 31, 20X1
Flus: Dividends paid during 20X1
Met income for the year ending December 31, 20X1

Revenues for the year ending December 31, 20X2
Less: Expenses for the year ending December 31, 20X2
Net income for the year ending December 31, 2062

Total equity, December 31, 20X3

Less: Capital stock

Retained earnings, December 31, 20X3

Less: Retained earnings, December 31, 20X2
Increase in retained earnings during 20X3

Plus: Dividends paid during 203

Met income for the year ending December 31, 20X3

Total liabilities, December 31, 2043
Plus: Increase in liabilities during 20X4
Total liabilities, December 31, 20%4

Total assets, December 31, 20X4

Less: Total liabilities, December 31, 204
Total equity, December 31, 20X4

Less: Capital stock

Retained earnings, December 31, 20X4

Less: Retained earnings, December 31, 20X3
Increase in retained earnings during 20X4

The 20%4 net income was 540,000

Proof:
Dividends = Met Income X 50%

Increase in Retained Earnings = Net Income = Dividends

thus:
$20,000 = MNet income - (Net income X 50%)
520,000 = 0.5 ¥ Net Incorme
Met Income = 540,000

$ 41,000
10,000
$ 51,000

5 90,000
44,000
5 46,000

$210,000
100,000
$110,000
80,000

§ 30,000
15,000

5 45,000

5220,000
50,000
5270,000

$500,000
270,000
5230,000
100,000
130,000
110,000
5 20,000
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1-01.05

Analysis of impact of transactions on complete financial statements

Cash increases 550,000

Capital Stock increases 550,000

Revenues
Services to customers 5 -
Expenses
Wages 5 -
Utilities ; 5

Net income § -

BINGOCORRORATIO

‘Mo throlUghtransaction®
Beginning retained earnings g -
Plus: Net income -
5 -
Less: Dividends =
Ending retained earnings 4 £

BINGO.GORPORATION st

Assets

Cash 250,000
Accounts receivable

Building
Total assets 450,000

Liabilities
Wages payable 5 -
Motes payable -
Total liabilities

s
i

Stockhalders’ equity

Capital stock $50,000
Retained earnings -

Tetal stackholders’ equity 50,000

Total Liabilities and equity 550,000
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Revenues

Services to customers
Expenses

Wages

Utilities
Net income

Beginning retained earnings

Plus: Net income

Less: Dividends
Ending retained earnings

Assets
Cash
Accounts receivable
Building

Total assets

Liabilities
Wages payable
Motes payable

Total liabilities

Stockholders’ equity
Capital stock
Retained earnings
Total stockholders’ equity

Total Liabilities and equity

wr
L]

S
'

$ 30,000 Cash decreases 520,000
120,000 Building increases 5120,000
5150,000

Motes Payable increases 5100,000
$100,000

50,000
5150,000
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e ZOREORATION
brth (throuoh tFans
Revenues
Services to customers 3 -
Expenses
Wages Expense increases $5,000 Wages $5.000
Utilities - 5,000
Met income 5(5.000)
e

Beginning retained earnings
Plus: Net income

Less: Dividends

Ending retained earnings

Assets
Cash decreases 55,000 Cash
Accounts receivable

Building
Total assets
Liabilities
Wages payable 5 .

MNotes payable 100,000
Total liabilities

Stockholders’ equity

Capital stock % 50,000
Retained earnings (5,000)

Total stockholders’ equity

Total Liabilities and equity
e

5 25,000

120,000
$145,000

$100,000

45,000
5145,000
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Revenues

Services to customers
Expenses

Wages

Utilities

Net income

515,000 Revenue increases 15,000

Beginning retained earnings
Plus: Met income

Less: Dividends
Ending retained earnings

Assets
Cash
Accounts receivable
Bullding
Total assets

Liabilities
Wages payable
Motes payable

Total liabilities

100,000

Stockholders’ equity
Capital stock
Retained earnings
Total stockholders' equity
Total Liabilities and equity

5 50,000

10,000

10,000
$10,000

510,000

$ 40,000

Cash increases $15,000

120,000
$160,000

100,000

60,000

$160,000

e e e R e ———]

ey

ddidie= : :
';L,.L:.--n.uélftrl-;”"l ,"l
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Revenues
Services o Customers 515,000
Expenses
Wages $5,000
Utilities Expense increases 52,000 Utilities 2,000 7.000
Met income $ 8,000

Beginning retained eamings 5 =

Plus: Met income _8.000

48,000

Less: Dividends =

Ending retained earnings 58,000
— SN © . e

Assets
Cash decreases $2,000 Cash & 38,000
Accounts receivable &
Building 120,000
Total assets £158,000
Liabilities
Wages payable ]
Motes payable 100,000
Total liabilities $100,000
Stockholders’ equity
Capital stock § 50,000
Retained earnings 8,000
Tetal stockholders’ equity 58,000
Total Liabilities and equity 5158.000
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Revenues

Services to customers 515,000
Expenses

Wages 55,000

Utilities 2,000 7.000
Net income 5 8,000

Beginning retained earnings b -
Plus: Net income 8,000

58,000
Less: Dividends i
Ending retained eamings 58,000

Cash $ 30,000 Cash decreases 58,000
Accounts receivable -
Building 120,000
Total assets 5150,000
Liabilities
Wages payable ] -
MNotes payable 92,000 Motes Payable decreases 58,000
Total liabilities 5 92,000
Stockholders’ equity
Capital stock 450,000
Retained earnings 8,000
Total stockholders' equity 58,000
Total Liabilities and equity £150,000

e
e P —
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Revenues
Revenue increases 510,000 Services to customers $25,000
Expenses
Wages 55,000
Utilities 2,000 7,000
Met income $18.000

Beginning retained earnings 5 -
Plus: Net income 18,000

518,000
Less: Dividends -
Ending retained earnings 518,000

Assets
Cash § 30,000
Accounts Receivable increases 510,000 Accounts receivable 10,000
Building 120,000
Total assets $160,000
Liabilities
Wages payable s -
Motes payable 92,000
Total liabilities $ 92,000
Stockholders’ equity
Capital stock 450,000
Retained earnings 18,000
Total stockholders’ equity 68,000
Total Liabilities and equity 5160000
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Revenues
Services to customers 525,000

Expenses
Wages 48,000 Wages Expense increases 53,000
Utilities 2,000 10,000

Met income 515,000

Beginning retained earnings 5 -

Plus: Met income 15,000
$15,000

Less: Dividends -

Ending retained earnings 15,000

Assets
Cash $ 30,000
Accounts receivable 10,000
Building 120,000
Total assets 5160,000
Liabilities
Wages payable % 3,000 Wages Payable increases $3,000
Motes payable 92,000
Tetal liabilities § 95,000
Stockholders’ equity
Capital stock £50,000
Retained earnings 15,000
Total stockholders’ equity 65,000
Total Liabilities and equity £160,000

e e - T R D = = - e e ]
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Cash increases 54,000

Accounts Receivable decreases 54,000

Revenues

Services to customers £25,000
Expenses

Wages 58,000

Utilities 2,000 10,000
MNet income £15.000

Beginning retained earnings -3 -

Plus: Met income 15,000
515,000

Less: Dividends

Ending retained earnings $15,000

Cash & 34,000

Accounts receivable 6,000

Building 120,000
Total assets $160,000
Liabilities

Wages payable 5 3,000

MNotes payable 92,000
Total liabilities & 95,000
Stockholders’ equity

Capital stock 50,000

Retained earnings 15,000
Total stockholders” equity 65,000
Total Liabilities and equity 5160,000
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Revenues

Services to customers £25,000
Expenses

Wages $8,000

Utilities 2,000 10,000
Met income $15,000

Beginning retained earnings 5 -
Plus: Met income 15,000
$15,000
Less: Dividends 6,000 Dividends increase $6,000
Ending retained earnings 5 9,000
== b o —_———— T —— —————————

Assets
Cash & 28,000 Cash decreases 56,000
Accounts receivable 6,000
Building 120,000
Total assets 2154‘001.'!
Liabilities
Wages payable 5 3,000
Motes payable 92,000
Total liabilities £95,000
Stockholders’ equity
Capital stock 550,000
Retained earnings 9,000
Total stockholders’ equity 59,000

Total Liabilities and equity £154,000
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1-01.06 Computing income and extended analysis based on partial data
(a) Revenue $ 80,000
Less expenses:
‘Wage expense 540,000
Rent expense 22000
Uitilities expense 11,000 73,000
Met income § 7.000
(b} Beginning retained earnings 5 89,000
Plus: Net income 7,000
$ 96,000
Less: Dividends 2,500
Ending retained eamings 5 93500
e
Capital stock $250,000
Ending retained earnings 93,500
Total stockholders’ equity $343,500
Accounts payable $ 12,500
Notes payable 50,000
Total liabilities 4 62,500
—
Total liabilities 5 62,500
Total stockholders' equity 343,500
Total assets 5406,000
(4]

If, indeed, 55,000 of services were rendered on account, it should have been
included in revenues. This would result in an increase in net income {and
therefore retained earmings and total equity) to match the increase in total
assets. Revenues are to be recorded as earned.
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Team-based identification of errors and corrections

25

1-07.07

(a)
&

(b)

1 — {headings) The top line of the heading for each financial statement should include the
name of the campany [Efendi Company), not the name of the person who prepared the report.

2 = (headings) The income statement and statement of retained eamings both relate to a
period of time, and should be similarly dated (i.e., For the Year Ending Decernber 31, 20%5). The
balance sheet is at point in time, and you have dated it appropriately.

3 == (headings) The statement you refer to as the “Equation Sheet” should be named the“Balance
Sheet” Sometimes, you will see it called the Statement of Financial Position, but never refer to
it as the equation sheet.

4 — (income statement) Revenues reflect the gross amount for services to customers and net
income is the bottom line after subtracting expenses. You have both captions (noted in bold)
in the incorrect positions; the “net income” caption and the “revenues” caption need to be
reversed,

5 — (income statement) Dividends paid are not an expense and do not belong in the income
statement. They should instead be subtracted on the statement of retained earnings. Please
reposition them to the statement of retained earnings in the location currently showing the
deduction for capital stock (see note 7 below).

6 - (income statement) Insert the wages expense, currently shown in the balance sheet, as an
expense on the income statement (where dividends were ariginally shown),

7 — (statement of retained earnings) Include the dividend (see note 5 above), and remaove
the capital stock. The capital stock needs to be positioned in the balance sheet wheare "notes
payable®is currently shown (see note 9 below).

g— (balance sheet) Mowve the “notes payable” from the stockholders’ equity section to the
liability section. Position the amount in the same location as “wages expense” originally
appeared before the correction from note 6 above.

9 - (balance sheet) Position the capital stock in the stockholders’ equity section as described
in note ¥ above.

10 = Perform a math check: revenues minus expenses should equal net income. The net
income amount should also appear in the statement of retained earnings. The resulting ending

retained earnings amount should appear in the balance sheet. Total assets should equal the
sum of total liabilities and total equity.
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<)

BFoTthe Y ding Deckmber3 11205}
Revenues
Services to customers $125,000
Expenses
Wages expense $64,000
Rent 11,000 75,000
Net Income 5 50,000

EEENDLCOMEANY]
StatementotRetalned Eamings

Beginning retained eamings 545,000
Plus: Met income 50,000
595,000
Less: Dividends 13,500
Ending retained earnings 581,500
FI [ PAN) 5 5 -
e 3 X5

Assets

Cash $ 92,700

Accounts receivable 37400

Equipment 239,000
Total assets $368,100
Liabilities

Accounts payable $ 7,500

Notes payable 80.100
Total expenses & 87,600
Stockholders’ equity

Capital stock 200,000

Retained earnings 81,500
Total stockholders’ equity 281,500
Tatal liabilities and equity $369,100

=i

e —
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Preparing financial statements and cash calculations based on o narrative 1-01.08

(a} - (b)

Revenues

Services to Customers 51,600,000
Expenses

Rent $150,000

Wages 810,000

Interest 81,000

Taxes 215,000 1,256,000
Met income 4 344,000

Beginning retained earnings 5 -
Plus: Met income 344,000

5344,000
Less: Dividends 75,000
Ending retained earnings $269,000

()
Cash received:

From customers (51,600,000 - $125,000) $1,475,000

From stockholders 1,000,000

From lenders 750,000 53,225,000
Cash payments:

For rent S 140,000

For wages 780,000

For interest 75,000

For taxes 215,000

For dividends 75,000

For land, building, equipment 1,000,000

For repayment of loans 50,000 2,335,000

Ending cash $ B90.000
R
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et

MUSEN EXPLORATIC

J.’L.l'l.lﬂt‘j h.l-..xi

'\-”-.,- i

Cash 5 B90,000
Accounts receivable 125,000
Land 200,000
Building 500,000
Equipment 300,000
Total assets 52,015,000
Liabilities
Rent payabile § 10,000
VWages payable 30,000
Interest payable 6,000
Loan payable 700,000
Total liabilities 5 746,000

Stockholders” equity

Capital stock 51,000,000

Retained eamings 269,000
Total stockholders’ equity 1,269,000
Total Liabilities and equity 22,015,000
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Basic cash fow analysis and statement of cash fows I-01.09

{a) Harish is unable to pay a $28,000 dividend. The eampany only has $4,000 in available cash.

b} In the short run, many things will cause net income to differ from cash provided by aperations.
For example, various revenues and expenses may have occurred but not yet be funded. In
Harish's case, notice that 515,000 of the revenues have not vet been collected, as evidenced by
the increase in accounts receivable. Conversely, 51,000 of the rent cost has not yet been paid, as
evidenced by the rent payable liability.

(c) A business will generate or expend cash from investing activities (like buying and selling
property, investment securities, and so forth). A business will alse have financing activities that
can be a source or use of cash (examples include issuing stock, paying dividends, and borrowing/
repaying loans).

{d) At this point in their studies, most students will be challenged to prepare the following statement
of cash flows! The student worksheet includes substantial preformatting to aid the process.
Be sure to tell students to not be discouraged by this complex problem - focus on the central
theme that this it is an important financial statement. The preparation and use is the subject of
a complete chapter much later in the book.

Operating activities

Cash received from customers 5 55,000

Cash paid for wages (30,000)

Cash paid for rent (11,000)

Cash provided by operations 5 14,000

Investing activities

Purchase of equipment {50,000)
Financing activities

Issue stock 5 10,000

Proceeds of loan 30,000 40,000
Increase in cash % 4,000
Cash, January 1 -
Cash, December 31 § 4000
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CHAPTER 1

Accessing and examining financial statements of a public company

ich

Company Name;

Revenues

Income

Assets

Liabilities

] w
5 X
5 ¥



Understanding the basic “tools™ of accounting

(a)

(b

()

(dh

(e}

{f)

What are credits?

What are debits?

What is posting?

What is a trial balance?

What is a subsidiary account?

What are T-accounts?

Basic Solutions
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B-02.02 Debit/Credit rules and normal balances

{a) Cash Debit Credit Debit
ib) Capital Stock Credit Debit Credit
[} Accounts Payable Credit Debit Credit
(d] Revenues Credit Debit Credit
(e} Rent Expense Debit Credit Debat
ifl  Equipment Debit Credit Debit
(g} Dividends Debit Credit Debit
(k)  Utilities Expense Debit Credit Debit
(i)  Accounts Receivable Debit Credit Debit
(il Loan Payable Credit Debit Credit
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Basic journal entries

B-02.03

1-2-X5

1=4-X5

1-12-¥5

1-15-X5

1-18-X5

1-20-X5

1-22-X5

Cash 10,000
Capital Stock
Issued stock fo Mo Lambert for cash

Equipment 7,500
Accounts Payable

Purchased ethpmenr ot account

Cash 15,000
Revenues

Frovided services to customers for cash

Supplies Expense 2,000
Accounts Payable

Received bill for cost of supplies

Accounts Receivable 3,200
Revenues
FProvided services to customers on account

Wage Expense 2,300
Cash

Paid wages of employees

Cash 1,920
Accounts Receivable

Collected 60% of the amount due from the
transaction of fan, 18 (53,200 X 60% = 51,9200

—Il-

1-25-X5

1-31-X5

e e e e e e e e et e Sl

Accounts Payable 3,000
Cash

Paid 40% of the amount due for the transaction of

Jan. 4 {57,500 X 40% = $3,000)

Supplies Expense 600
Cash

Paid for supplies used

Dividends 1,500
Cash
Paid dividends to Mo Lambert

7,500

15,000

2,000

3,200

2,300

1.920

1,500
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B-02.04

Determining the nature of transactions by examination of entries

This dacument is the first page from Yorkston's original general journal, The general journal provides a
chronological history of the company’s accounting transactions. The small check marks indicate that this
information was subsequently posted to a ledger from which financial statements were likely prepared.

As you can see by looking at this document, journals are prepared in “debit-credit” form. A trained

accountant is able to look at these debits and credits and deduce that the following events occurred
during the earliest days of the company:

January 2, 1961

January 3, 1961

January 5, 1961

January 7, 1961

January 8, 1961

January 9, 1961

January 11, 1961

The owners invested $25,000 to form the corporation, and were issued
capital stock

Paint was purchased on account for $500

Equipment was purchased for cash in the amaount of 51,200

5200 was paid on the account payable balance

51,500 was earned (but not collected) for services to customers

Employees were paid 5400 for wages

$400 was collected for work previously done



INFORMATION PROCESSING | as

Posting entries to the ledger

B-02.05

01-Jan-X5
02-lan-X5
11=lan-X5
15-Jan-X5
17-Jan-X5
18-Jan-X5
31-Jan-X5

h 31-lan-X5
[

Balance forward - .

Jlournal Page 1 1,000,000 - 1,000,000
! Journal Page 1 - 10,000 990,000
Journal Page 1 - 100,000 290,000
- Journal Page 2 150,000 - 1,040,000
Journal Page 2 180,000 - 1,220,000
Journal Page 2 : - 100,000 | 1,120,000
Journal Page 2 - 202,000 918,000

m po Des np‘Hun i:a:;ii ﬂﬁ:“i HIEH m'ﬁ ‘

01-lan-X5
0&-lan-X5
17-lan-X5

01-Jan-X5
04-Jan-X5

01-lan-X5
07-lan-X5
11-lan-X5
20-Jan-X5

Balance forward
300,000 - 300,000

150,000

Journal Page 1
Journal Page 2 -

Balance forward - = -

Journal Page 1

Balance forward - - =

Journal Page 1 - 10,000 10,000
Journal Page 1 10,000 - -
Journal Page 2 - 20,000 20,000

0=lan-X5
04-Jlan-X5
31-lan-X5

Journal Page 2

Balance forward | & = -

Journal Page 1 s
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01-Jan-X5 Balance forwarnd - = o
02-Jan-X5 Journal Page 1 - 1,000,000 1,000,000

01-Jan-X5 - - -
06-Jan-X5 Journal Page 1 - 300,000 300,000
18-lan-X5 Journal Page 2 - 180,000 480,000

07-Jan-X5 Journal Page 1 10,000 . 10,000
20=Jan-X5 Journal Page 2 20,000 - 30,000

W
[ — =
[ 01-Jan-X5
15-Jan-X5 Journal Page 1 100,000 - 100,000
31-Jan-X5 Journal Page 2 100,000 - 200,000

01-Jan-X5 - = =
31-Jan-X5 Journal Page 2 2,000 - 2,000
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Trial balance preparation =
Debits Credits
Cash $219,000
Accounts receivable 15,000
Land 75,000
Salaries payable 5 18,000
Capital stock 250,000
Revenues 81,000
Supplies expense 3,000
Utilities expense 4,000
Salaries expense 33,000
$349,000 ___ 5345000

The total salaries expense is 533,000 — the amount necessary to bring the trial balance into balance.
Targus was profitable, because revenues ($81,000) exceeded expenses (53,000 + 54,000 + $33,000 =

540,000).
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B-02.07

The value of a chart of accounts

Professor Drebin's Executive MBA students had very interesting abservations that were mostly correct

The professor would likely want to comment on Fleicher's observation, A textual deseription would still
be needed for each account. Otherwise, it would be very difficult to translate the account infarmation

into useful Anancial statements. Basically, everyone would then have the same interpretative struggle
experienced by Susie.

Jana is also incorrect. Individual companies can, and do, adopt whatever numbering sequence they

choose. There are general similarities in the conceptual structure from one company to the next, but the
specifics vary greatly from entity to entity.
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Taccounts -- an analytical too! B-02.08
CASH REVENUES
1 85,000 763 i 15,230 #i
#1 15,230 23,900 #3 48,654 L1
#3 19410
ACCOUNTS RECEIVABLE SUPPLIES EXPENSE
141751 54,300 19410 #3 #2 2,400
He 48,654
102,954 19410
83,544
ACCOUNTS PAYABLE UTILITIES EXPEMSE
#5 23,900 31,275 1/1/%1 i 763
2,400 L]
23,900 33,675
9,775

The T-accounts reveal that ending Accounts Receivable amount to $83,544, and ending Accounts Payable
amount to $9,775.
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B-02.09 Understanding subsidiary ledger concepts

(a) Below are the subsidiary ledgers for each customer;

May 1 Balance forward 1,403 = 1,403
May 5 Purchase — Journal page X 7.237 - B.5640
May 17 Payment — Journal page X - 1,403 7,237

May 1 Balance forward 5,275 -
May 15 Purchase — Journal page X 2,275 - 7,550
May 26 Payment - Journal page X = 4,275 3,275

May 11 Payment — lournal page X - 7.557 2,100
May 22 Purchase - Journal page X 9,444 - 11,544

Balance forward
May 18 Payment -- Journal page X =

1 May 1 Balance forward 7557 - 7,557
May 7 Purchase - Journal page X 2,100 - 9,657
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(B} Below is the general ledger account:

| _.:-: 7y e:crtpﬂ | ﬁiii == .-w“_ﬁi ’
01-Jan-05 Balance forward 17,225
May 5 Purchase — Journal page X 7.237 - 24,462
May 7 Furchase — Journal page X 2,100 - 26,562
May 9 Purchasze - lournal page X 9550 - 36,112
1 1 May 11 Payment - Journal page ¥ - 7.557 28,555
1 i May 15 Purchasze — Journal page X 2,275 - 30,830
1 may17 Payment — Journal page X - 1,403 29,427
1 Mayig Payment — Journal page ¥ - 2,890 26,437
1 May 22 Furchase — lournal page X 9,444 - 35,881
1 May 26 Payment — Journal page X - 4,275 31,606

The Accounts Receivable general ledger account balance of $31,606 is in agreement with the sum of the
individual subsidiary accounts (57,237 + 53,275 + 59,550 + $11,544 =531,606). This iz an important rec-
anciliation that should occur on a regular basis. Modern computer systems, including data base driven

processes, have greatly reduced the frustration of maintaining subsidiary accounts that synchronize with
control accounts.

(e}

Subsidiary ledgers provide detailed information about the transactions with specific customers, vendors,
and so forth. They enable one to know exactly what comprises a general ledger account balance, This
information is very useful for many purposes, including preparing monthly billing statements for specific
customers. Subsidiary ledgers might also be maintained for accounts payable, cash (if multiple bank ac-
counts are in use), property assets (to track individual items of equipment in use by the business), capital
stock (to track ownership of individual sharehalders), and the like.

id)

Customer #2 is delinquent, This customer owed 55,275 at the beginning of May, but only paid $4.275
during the month. A portion of the beginning balance has been outstanding for more than the agreed
30-day period. Customer #4's balance exceeds the 510,000 credit limit.

41
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-o2.01

Involved Solutions

Preparing journal entries, posting, and a trial balance

June 8

June 9

June 15

June 16

June 17

Cash
Capital Stock

Tom Pryor invested 525,000 cash in the capital stock
of the newly formed corporation.

Supplies Expense
Accounts Payable

Purchased {and immediately used) office supplies on
account for $750.

Cash

Revenues

Received 52,500 from Pormero for work performed to
date.

Travel Expense
Cash
Paid 51,200 for travel costs associated with
consullation work.
Accounts Receivable

Revenues

Provided services on account to Arpy for 33,000,

Salary Expense
Cash
Paid 51,500 to administrative assistant for salary.

“,

\

et

25,000
750
730
2,500
2,500
1.200
200
I
#
3,000 '
3,000
1,500
1,500
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June 25

June 26

June 27

June 27

June 28

Accounts Receivable

Revenues

Billed Farris for 34,000 consulting engagement
performed.

Dividends
Cash

The company paid Tom Pryor a 51,000 dividend,

Cash
Accounts Receivable

Collected 50% of the amount due for the billing on
June 23

Equipment
Cash
Accounts Payable

Purchased computer furnilure for 54,000, paying
S1.000 down.

Accounts Payable
Cash

Paid 5750 on the open account relating to the lune
& purchose.

Accounts Recelvable
Revenues

Completed the Pomero job and billed the remaining
amaunt.

N

1,000

2,000

4,000

750

5,000

June 30

June 20

e e

Salary Expense
Cash
Paid $1,500 to administrative assistant for salary.

Rent Expense
Cash
Paid rent for June, 51,000,

iy

1,500

1,000

4,000

1,000

2,000

1,000
3,000

750

5,000

43
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] June 1 Balance forward -
June 2 Journal Page 1 25,000 - 25,000

] June 9 Journal Page 1 2,500 - 27,500
] June 15 Journal Page 1 : 1,200 26,300
June 17 Journal Page 1 - 1,500 24,800

{ June 25 Journal Page2 - 1,000 23,800
] June 26 Journal Page 2 2,000 - 25,800
June 27 Journal Page 2 - 1.000 24,800

June 27 Journal Page 2 - 750 24,050

June 30 Journal Page 3 - 1,500 22,550

June 30 Journal Page 3 - 1,000 21,550

June 1 Balance forward " - -

June 16 Journal Page 1 3,000 - 3,000

June 23 Journal Page 2 4,000 - 7,000

June 25 Journal Page 2 : = 2,000 5,000

] June 28 Journal Page 2 5,000 - 10,000

June 1 Balance forward - - =
June 27 Journal Page 2 4,000 - 4,000

June 1 Balance forward = -

June 8 Journal Page 1 - 750 750
June 27 Journal Page 2 - 3,000 3,750
June 27 Journal Page 2 750 " 3,000

Description Debi R

Balance forward
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June 25 Journal Page 2 1,000 . 1,000

R

.I Ii: iii DES-CFI pﬂ{l 'I I T I A
June 1 ) =i - =
June & Journal Page 1 - 2,500 2,500
June 16 Journal Page 1 ' - 3,000 5,500
June 23 Journal Fage 2 - 4,000 9,500
June 28 Journal Page 2 ! - 2,000 14,500

June 1 I -

June 17 Journal Fage 1 1,500

June 30 lournal Page 3 f 1,500
F=

L_-.m-_i.. BEh1 ..- ]

June 1
June 30 .lmlrnal Page 3 | 1,000 = 1,000

June 15 Journal Page 1 . 1,200 - 1,200

June 8 Journal Page 1 750 - 750

45
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(ch

Cash

Accounts receivable
Equipment
Accounts payable
Capital stock
Rewvenues

Salary expense
Rent expense
Travel expense
Supplies expense
Dividends

MPRYOR/CONSULTING

rial Balance]
June30}20)X

Debits Credits

521,550 5 -

10,000 -

4,000 -

- 3,000

. 25,000

- 14,500

3,000 -

1,000 -

1,200 2

730 -

1,000 2

542,500 542,500
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Processing transactions into firancial reports -02.02

March Cash 30,000

Capital Stock 30,000
Issue capital stock for cash
Land 50,000

Loan Payable 50,000
Purchased land with lean
Intarest Expense 400

Cash 400
Paid interest costs on loan
Rent Expense 1,500

Rent Payable 1,500
To record rent due and payable
Salaries Expense 2,000
Supplies Expense 3,300
Utilities Expense F00

Cash 6,000
To record various expenses paid
Cash 26,315

Revenues 26,315

Services provided to customers

Accounts Receivable 9,500
Revenues 9,500
Services provided on account
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(k)
CASH REVEMUES
30,000 400 26,315
26,315 6,000 8,500
56,315 6,400 35,815
49,915
————
INTEREST EXPENSE
400
ACCOUNTS RECEIVABLE
9,500
RENT EXPENSE
1,500
LAMD
50,000
SALARIES EXPEMSE
2,000
RENT PAYABLE
1,500
SUPPLIES EXPEMSE
3,300
LOAMN PAYABLE
50,000
UTILITIES EXPENSE
700

CAPITAL STOCK,

30,000
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(€l
PAULEMORRISVETERINARY]
rial BHIIH.'C'_
Asiof Marchi3120X0
Debits

Cash % 49,915
Accounts receivable 9,500
Land 50,000
Rent payable -
Loan payable -
Capital stock -
Revenues -
Interest expense 400
Rent expense 1,500
Salaries expense 2,000
Supplies expense 3,300
Uitilities expense 700

$117,315

$117,315

49
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Revenues

Services to customers $35.815
Expenses

Interest S 400

Rent 1,500

Salaries 2,000

Supplies 3,300

Utilities 700 7,900
Net incorme 537,015

Beginning retained earnings
Plus: Met income

Less: Dividends
Ending retained eamings

—_
Assets
Cash § 43,35
Accounts receivable 9,500
Land 50,000
Total assets §109.415
Liabilities
Rent payable $ 1,500
Loan payable 50,000
Total liabilities $ 51,500
Stockholders’ equity
Capital stock $30,000
Retained earnings _27.915
Total stockholders' equity -—EEE

Total liabilities and equity et e

$109.415
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Team-based approach to learn about information processing I-02.03

This problemn will have many different solutions and approaches. Mo worksheet is provided.

This problem presents an excellent opportunity for teams to present their solutions to the class. Have
them discuss the accounting issues they learned about, the information system innovations they may
have developed, and the challenges and benefits of working as a team. Emphasize that team work is
essential in large organizations, and that the frustrations they encountered on this problem are typical of
most work environments, You might consider closing the discussion by talking about the role of internal
versus independent auditors and show the independent audit report from an actual company (numerous
examples are available anline).
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1-02.04 Comprehensive processing exercise (with beginning balances)

(al, (<

o remrem=s |

Jan.1 Balance forward 25,000

Jan.2 Journal Page 1 10,000 - 35,000

Jan.3 Journal Page 1 - 20,000 15,000

_ Jan.7 Journal Page 1 12,000 - 27,000

! Jan. 11 Journal Page 1 - 3,000 24,000

I Jan. 12 Journal Page 1 11,000 - 35,000
1 Jan. 17 Journal Page 2 - 2,500 32,500
i Jan, 20 Journal Page 2 - 1,700 30,800
Jan. 23 Journal Page 2 - 4,000 26,800

Jan. 24 Journal Page 2 - 16,000 10,800

| Jan.29 Journal Page 2 50,000 : 60,800
Jan. 31 Journal Page 3 T 22,000 38,800

L Jan. 31 Journal Page 3 - 600 38,200

Jan.2 Journal Page 1

- 106,000 65,000
Jan. 5 Journal Page 1 15,000 = 80,000
Jan. 29 Journal Page 2 - 50,000 30,000

Jan.1 Balance forward

- 150,000
Jan.3 Journal Page 1 20,000 - 170,000
e — -
r ':M‘*_Mﬂ!lﬂ:d':l!m‘m
[ats E. m. .F‘“ﬂ. :
e uﬂi-ﬂ-uu—ﬂn—uum-j
Jan, 1 Balance forward &0,000
Jan. 15 Joumnal Page 2 s 2,000 62,000

Jan. 24 Journal Page 2 16,000 - 46,000
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| & ;
.T P ];ﬁa ke I}e e pHo i w 1
Jan. 1 Balance forward ! -
Jan.7 - Journal Page 1 -
Jan. 31 | Journal Page 3 ' 232,000

ll'lat = i Bes:ri pth:-n di i: Iﬁil I :

h Jan. 1 | Balance forward - 50,000

Eﬂte ¢ ebi :

Jan.1 Balance forward - 110,000

lan.1 ) _ | =] - -
Jan 17 Journal Page 2 2,500 - 2,500

] Jan. 5 Journal Fage 1 _ - 15,000 15,000
Jan. 12 ¢ Journal Page 1 - 11,000 26,000

b e e e

'L__ma_..k._m_.._.m.‘

Jan. 1 _
Jan. 11 Journal Page 1 3,000 - 3,000
Jan.23 Journal Page 2 i 4,000 - 7,000

& ii; 5crlt!b-‘ I

Jan. 1 i N -

Jan. 15 Journal Page 2 2,000 = 2,000
|

53
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Jan. 2 Cash v . 10,000

Accounts Receivable s

. Collected 510,000 on an epen account receivable

Jan, 3 Land i 20,000
Cash a
Purchased additional tract of land far $20,000 cash

Jan, 5 Accounts Receivable + 15,000
Revenues +
Provided services on account to g customer for
515,000
Jan.7  Cash - ¢ 12,000 .
Loan Payable |

Borrowed 512,000 on a term loan payable

Jan. 11 Salaries Expense i 3,000
Cash '
Paid salaries of 33,000
lan.12  Cash < 11,000
v

Revenues
Provided services to customers for cash, $11,000

10,000

20,000

15,000

12,000

3,000

11,000



56 | CHAPTER2

Jan.15  Supplies Expensze o+ 2,000
Accounts Payable s 2,000
Purchased (and wsed) office supplies en account,
52,000
Jan. 17  Dividends ' 2,500
Cash v 2,500
The company paid shareholders a 52,500 dividend
Jan.20  Rent Expense v 1,700
Cash T 1,700
Paid rent of 51,700
Jan. 23 Salaries Expense s 4,000
Cash + 4,000
Paid salaries of 54,000
Jan.24  Accounts Payable g 16,000
Cash ¢ 16,000
Paid 516,000 on the open accounts payable
Jan. 29 Cash v 50,000
Accounts Receivable W 50,000

Collected 550,000 on accounts receivable

Jan.31  Loan Payable « 22,000
Cash '8 22,000
Repaid loans of 522,000
Jan. 31 Interest Expense < 600
Cash < 600
Paid interest on loans of 5600

e e e ey P T i oy o B e T a3 T MM T
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(d)
rial Balancelll
anuary'31520X6
Debits Credits

Cash $ 38,200 $ -
Accounts receivable 30,000 -
Land 170,000 -
Accounts payable > 46,000
Loan payable 20,000
Capital stock = 50,000
Retained earnings 110,000
Revenues - 26,000
Salaries expense 7,000 -
Supplies expense 2,000 -
Rent expense 1,700 -
Interest expense &00 -
Dividends 2,500 -

$252,000 $252.000
P S P T AT S e LS TR L = S =i STy —— = —=———— ]
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()

Revenues

Services to customers 526,000
Expenses

Salaries 57,000

Supplies 2,000

Rent 1,700

Interest __ 600 11,300
Metincome 514,700

Beginnmg retained earnings $110,000

Plus: Met income 14,700

5124700
Less: Dividends 2,500
Ending retained earnings 5122200

Cash 5 38,200

Accounts receivable 30,000

Land _170,000
Total assets 5238,200
Liabilities

Accounts payable 5 46,000

Loan payable 20,000
Total liabilities 5 66,000
Stockholders’ equity

Capital stock % 50,000

Retained earnings 122,200
Total stackholders’ equity 172,200

Total liabilities and equity $238,200



Determining missing values from a limited information set
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59

1-02.05

{a)

The following schedule reveals the corrected revenue calculations. Moncrief owes an additional 5836 in

gross recelpts tax ((51,323,600 - 51,240,000) X 19%).

Gross receipts as reported

Fact 1: Remove stockholder investrments

Fact 2: Remove interest income

Fact 3: Remove deposit error

Fact 4: Add cash revenues never deposited

Fact 5: Remove refund included in revenues

Fact & Remowve tax refund deposit

Fact 7: Remove customer deposit refunded

Fact 8 Subtract collections of beginning receivables

Fact 8: Add services provided on account not yet collected

Corrected gross receipts

51,240,000
{150,000)
(25,000)
(900)
24,700
(1,200)
{14,000)
(10,000)
{130,000)
360,000
41,323,600
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Fact 2

Fact 3

Fact4

Cash

Capital Stock 150,000

Record stockhalder investment

Cash 25,000

Imterest Revenue 25,000

Record interest earnings
MNe entry
Bank error only

Cash 24,700

Revenues
Record service provided for cash

24,700

Fact6

Fact 7

Fact &

Fact8

Balance

Supplies Expense

1,200

Reduce supplies for refund
Cash 14,000

Tax Expense 14,000
Reduce taxes for refund
No net adjustment needed
Cash 130,000

Accounts Recelvable 130,000
Record collection of receivabiles
Accounts Receivable 390,000

Revenues 390,000
Services provided on account
Cash 508,900

Revenues 908,900

Al other revenues (51,323,600 - $24,700 - $390,000
= 5908, 900}

e ot Rt o St 5 e R N R T TR e i 3 il



' Balance forward
Fact 4
| Fact 8
Balance

INFORMATION PROCESSING |

24,700 24,700
390,000 414,700
208,900 1,323,600
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1-02.06 Evaluation of errors and corrections

rial Balance
recember31h20XT
Debits Credits
Cazh $ 123432 3% -
Accounts receivable 77,909 -
Land 688,004 -
Accounts payable - 34,111
Loan payable 76,500
Capital stock - 345,000
Retained earnings 456,332
Revenues - 789,998
Wages expense 575,988 =
Supplies expense 104,300 -
Rent expense 112,654 =
Interest expense 3,654 %
Dividends 14,000 -

$1,701,941 1,701,941

Emmorét 1 All accounts have normal balances, but two ameunts are in wrang columns!
Land and Wages Expense have both moved to the correct debit colurmn.

Error #2  Services provided on account for §1,500 was debited to Accounts Payable and credited to
Revenues.

Accounts payable should not have been debited. It has been credited (increased) by $1,500.
Accounts Receivable should have been debited. It has been debited (increased) by $1,500.

Error# 3 Supplies Expense of 5104,300 was completely omitted from the trial balancs,

Supplies Expense of 5104,300 was been inserted in the trial balance.

Ermor#4  The amount recorded for Revenues was transposed. It should have been $789,008,

Revenues have been changed to the correct amount,

Error#5 A $5,000 shareholder investment was debited to Cash and credited to Dividends,

Capital Stock should have credited instead of Dividends. The Dividends account has been
debited and Capital stock credited for $5,000 to correct this error.

Error # 6 An interest payment of 51,000 was debited to Loan Payable for $100 and credited to Cash for
51,000,

Interest Expense is debited 51,000. Loan Payable is increased by 5100.
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Computerized processing 1-02.07

LELHAN cﬂnpﬂnmmﬂ
or the a'nays' Y16

Revenues

Services to customers 515,000

Interest income = $15,000
Expenses

Salaries 4§ 7,000

Utilities 2,000

Rent =

Miscellaneous - 9,000

Met income § 6,000

S .
Beginning retained earnings g =
Plus: Net income 5,000
6,000
Less: Dividends -
Ending retained earnings 56,000

Assets
Cash 527,000
Accounts receivable 6,000
Land _ 30,000
Total assets 563,000
Liabilities
Accounts payable $ 2,000
Loan payable 30,000
Total liabilities 532,000
Stockholders’ equity
Capital stock 425,000
Retained earnings 6,000
Total stockholders’ equity 31,000
Total liabilities and equity 563,000

e S m e e e s Tl
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1-02.08

Using T-accounts to evaluate business activity

{a)

MOTES PAYABLE

L] &,000 100,000 #2

8,000 100,000

92000

CAPITAL 5TOCK

50,000 #1
———

REVEMLIES

15,000 #4
10,000 H7

25,000

WAGES EXPEMSE

CASH
" 50,000 20,000 82
#4 15,000 5,000 "3
49 4,000 2,000 #5
8,000 46
6000  #10
69,000 41,000
28,000
ACCOUNTS RECEIVABLE
#7 10,000 4,000 #9
10,000 4,000
6,000
BUILDING
#2 120,000
WAGES PAYABLE
3,000 48
——

#3 5,000
HB 3,000
8,000
UTILITIES EXPENSE
#5 2,000
DIVIDEMDS
#10 6,000

—_——————,
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k)

Trial Balance
Month X 20X]
Debits Credits

Cash 528000 5 4
Accounts receivable 6,000 .
Building 120,000 =
Wages payable - 3,000
Note payable 92,000
Capital stock - 50,000
Revenues + 25,000
Wages expense 8,000 -
Utilities expense 2,000 -
Dividends 6,000 -

$170000  $170,000
| S —— e e e SR R s e e ekewe— |
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(14}

Revenues

Services to customers 525,000
Expenses

Wages 48,000

Utilities 2,000 10,000
Net income 415,000

Beginning retained earnings 5 -
Plus: Net income 15,000

515,000
Less: Dividends &,000
Ending retained earnings 5 9.000

Assets
Cash $ 28,000
Accounts receivable 6,000
Building 120,000
Total assets 5154,000
Liabilities
Wages payable $ 3,000
Mote payable 92,000
Total liabilities 5 95,000
Stockholders’ equity
Capital stock 550,000
Retained earnings S,000
Total stockholders' equity 59,000
Total liabilities and equity 5154,000
L T e T S e R K T s T T AR e T T |

(d)

A quality information system is necessary to capture and document activity, T-accounts are fine

for illustrations and analysis, but would be inadequate for processing in a comprehensive business
environment.



Basic Solutions

B-03.07

Terminology
(1) Depreciation
(2} Calendar Year
(2) Revenue Recognition
(4} Cash Basis
(5) Prepaids
(&) Unearned Revenue

7}

(8)

=

(10}

Balance Sheet Approach

Adjusting Entry

Accruals

Periodicity Assumption

{h)

{d)

[E]

(i

la)]

(e}

(f)

{c)

(i}

)]

A systematic and rational allocation scheme to
spread a portion of the total cost of a productive
asset to each period of use.

An annual reporting peried that runs from
January 1 through December 31,

The basic conditions require that an exchange has
accurred and the earnings process is complete,

A simplified non-GAAP based method to record
revenues as received and expenses as paid.

An  asset reflecting advance payment for
something that will be consurmed over the future,

Maonies collected from customers for services that
have not vet been provided.

An approach that results in the initial recording
of prepaids to an asset account and unearned
revenues to a liability account.

An entry usually prepared coincident with the end
of an accounting period to update the accounting
for prepaids, accruals, and other allocations.

Expenses and revenues that gradually accumulate
with the passage of time.

The notion that a continuous business process
can be divided into time intervals such as years,
quarters, or months for reporting purposes.
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B-03.02

Revenue recognition principles

(1}

(2)

(5

(3}

(a)

(6)

"NOT OK”
Revenue should not be recorded during 205 far the following three items:

Goods were sold and shipped in late 205, but the product still requires substantial installation

and setup services, The price and terms of sale stipulate that seller must satisfactorily complete
all imstaliation and setup at the buyer's location,

Goods were produced according to a customer purchase order but had not yet been shipped by
the end of 20%5,

Advance payment from a customer in a foreign country was received in 20X5 for services to be
provided in 20X6.

OR"
Revenue should be recorded during 20X5 for the following three items:

Goods were delivered to customers during early 20X5, but the customers had ordered and paid
for the goods during 20X4,

Customers purchased goods and services during late 20X5, but credit terms permitted them to
delay payment until early 20%6. Full payment is expected eventually.

Goods were purchased and paid for by customers during 20X5, but customers may return

defective goods for warranty work or a refund. The expected warranty/refund claims are subject
to reasenable estimation and not anticipated to be significant,
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Expense recognition principles B-03.03

Associating cause and effect

{2 The cost of merchandise seld to customers.
(4) The cost of a rebate offered on goods sold to customers.
(6) Commissions paid to a sales person.

(8) The cost of paper used by a publishing company.

Systematic and rational allocation

(1) The cost of a building used in the business.
(3 Rental costs under a three-year lease agreement,

Immediate recognition

(5) An uninsured storm loss.
(7 Cost of land seized as the result of a change in government in a foreign venue.

9 The cost of an unfavorable verdict in a civil lawsuit.
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B-03.04 Prepaid expenses

1-Jun Prepaid Insurance 18,000

Cash 18,000
Purchased 18-month policy

31-Dec  Insurance Expense 7,000

Prepaid Insurance 7.000

To record expiration of 7 months of coverage (7/18 X
518.000)

various  Supplies 30,000

Cash 30,000
Purchased supplies
31-Dec Supplies Expense 37,000
Supplies 37,000

To record supplies used (520,000 beginning + 530,000
purchased - 513,000 remaining)

16-Dec  Prepaid Rent 2,500
Cash 2,500
Rented a truck for 60 days
31-Dec Rent Expense 625
Prepaid Rent 625

To record use of truck for 15 days (15/60 X $2,500)




Depreciation
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B-03.05

2002

2003

2004

Depreciation Expense

Accumulated Depreciation

To record 20X1 depreciation
(80,000,000/4 = 20,000,000)

Depreciation Expense

Accumulated Depreciation

To record 20X2 depreciation
(80,000,000/4 = 20,000,000}

Depreciation Expense
Accumulated Depreciation

To record 20X%3 depreciation
(80.000,000/4 = 20,000,000}

Depreciation Expense

Accumulated Depreciation

To record 20X4 depreciation
(80, 000,000/4 = 20,000,000)

20,000,000

20,000,000
20,000,000

20,000,000
20,000,000

20,000,000
20,000,000

20,000,000
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b, (c}

Expenses

Depreciation 20,000,000

s
Assets
Cooling chamber 80,000,000
Less: Accumulated depreciation {20,000,000) 0,000,000

RIIDINI CORPORATION,

Expenses

Depreciation 20,000,000

Assets

Cooling chamber 80,000,000
Less: Accumulated depreciation (40,000,000) 40,000,000
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Expenses

Depreciation 20,000,000

C——
Assets
Cooling chamber 80,000,000
Less: Accumulated depreciation (60,000,000) 20,000,000

Expenses

Depreciation 20,000,000

Aszets
Cooling chamber 80,000,000
Less: Accumnulated depreciation (B0,000,000) E

T e T e A e e e e e T
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CHAPTER 3

Unearned revenue

1-Sep Cash 24,000
Unearned Advertising Revenue 24,000
Sold 6-maonth ad campaign

31-Dec Unearned Advertising Revenue 8,000
Advertising Revenue 8,000

To record delivery of ad services for 2 months (2/6 X
524,000}

various  Cash 1,230,000
Unearned Subscription Revenue 1,230,000
Sold advance subscriptions
31-Dec  Unearned Subscription Revenue 1,020,000
Subscription Revenue 1,020,000
To record subscriptions defivered

16-Dec Cash

Unearned Rental Revenue 3,000
Rented office space to tenant
31-Dec  Unearned Rental Revenue 1,500
Rental Revenue 1,500

To record rents earned for last half of December
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Accrued expenses and accrued revenues £-03.07

Interest Expense 66,667
Interest Payable 66,667
Accrued interest for 1 month (£10,000,000 X 8% X
1/12)
31-Dec  Accounts Receivable 45,000
Royalty Revenue 45,000

To record accrued revenue for December licensing
agreement

31-Dec Wages Expense 90,440
Wages Payable 90,440
To record accrued wages (5,320 X £17 per hour)

3-Dec  Utilities Expense 20,000
Utilities Payable 20,000
To record accrued utilities payvable
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B-03.08 Various adjustments from trial bolonce and other information

— m
250

31-Jan Depreciation Expense

Accumulated Depreciation 250
To record depreciation expense ($35000/140
months)
31-Jan Accounts Receivable 25,000
Revenues 25,000

To record accrued revenues

3-Jan Utllities Expense 1,500
Untilities Payable 1,500
To record accrued utilities

31-lan Supplies Expense 3613

Supplies 3,613

To record supplies used (57,113 - 53,500 = 53,613)
31-Jan Insurance Expense 400
Prepaid Insurance 400
To record expired insurance (5240046 months =
5400

31-Jan Unearned Revenue 5,100

Revenues 5,100

To record revenues earned (58,500 X 60% = 55,100)

31-Jan  Interest Expense 150

Interest Payable 150

To record accrued interest (515,000 X 1% = 51500



T-account analysis and adjusting entries
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B8-03.09

Example 1:
Unearned Revenues REVEMUES
12731747 18,000 25,000 Beg, Bal, 178976 Various
23,900 12751 18,000 12/31/X7
18,000 48,900 196,976
30,900
12/31/%1  Unearned Revenues 18,000
Revenues 18,000

To record previously collected revenues now earned
e e e e b st U

Example 2:
Prepaid Insurance Insurance Expense
Beg. Bal. 15,000 7000 1231 121310 7,000
121041 5,000
20,000 7,000
13,000
12/31/X1  Insurance Expense 7,000
Prepaid Insurance 7,000

To record expiration of prepaid insurance
B —wemeee s s cen Sle g g g e e e g e g e e o s S ape ey e gl
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Example 3:
Salaries Expense Salaries Payable
Various 21,500 3000 12/31/%7
12/15/%1 2,500
1231757 3,000

27,000

123 Salaries Expense

3,000
Salaries Payable 3,000
To record accrued salaries
B e e e e
Example 4:
Depreciation Expense Accumulated Depreciation
Various 23,900 89,000 Beg. Bal,
12/31/%1 1.300 1,300 12/31/7X1
25200 90,300
123171 Depreciation Expense 1,300
Accumulated Depreciation 1,300
To record depreciation expense
“
Example 5:
Supplies Supplies Expense
Beg. Bal. Li] 1800 12/310 12/31/X1 1,800
1279751 3.400
3,400 1,800
1,600
12/31/%1  Supplies Expense 1,800
supplies 1,800

To record supplies used

B S e S R e T T e oy ) R e TV S S
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Cash to accrual conversion

B-03.10

Revenues

Supplies

Rent

Equipment

Wages

$110,000. The increase in Accounts Receivable corresponds to services rendered
but not yet collected, Therefore, accrual basis revenues exceed cash basis revenues
by $10,000.

$30,000. The decrease in supplies means that $5000 more was used than
purchased. The accrual basis will measure supplies used as the amount of expense
for the period.

$12,000. The increase in Prepaid Rent signifies that payments exceeded
consumption.

55.000. The accrual basis would result in depreciating 25% of the asset cost
{520,000/4 years).

$157,000. Acerual basis Wage Expense would include the amount owed at the end
of the year.
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CHAFTER 3

Involved Solutions

Income measurernent terms and concepts

Accounting Income vs, Economic Income

Accounting (a) measurements tend to be based on historical cost determined by reference to an exchange
transaction with another party (such as a purchase or sale) and (b) income represents “revenues” minus
“gxpenses” as determined by reference to those “transactions or events”

Economic income represents an incréase in the command over goods and services.

Revenues vs. Gains

Revenues are inflows and enhancements from delivery of goods and services that constitute central
ongoing operations.

Gains are inflows and enhancements arising from peripheral transactions and events.

Expenses vs. Losses

Expenses are outflows and obligations arising from the production of goods and services that constitute
central ongoing operations.

Loszes are outflows and obligations arising from peripheral transactions and events.

Fiscal Year vs. Calendar Year
A fiscal year is an annual reporting peried running from any point of beginning to one year later,

A calendar year is an annual reporting period running frem January 1 through December 31,

Revenue Recognition vs. Expense Recognition

Revenue recognition normally occurs at the time services are rendered or when goods are sold and
delivered to a customer. The basic conditions of revenue recognition are to look for both (a) an exchange
transaction, and (b} the earnings process being complete,

Expense recognition will typically follow one of three approaches: associating cause and effect, systematic
and rational allocation, or immediate recognition.
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Accruals vs. Prepaids

Accruals are expenses and revenues that gradually accumulate throughout an accounting period.

Prepaids are goods and services purchased in advance of their use.

Balance Sheet Approach vs. Income Statement Approach

The balance sheet approach results in the initial recording of prepaid assets and unearned revenues as
assets and liabilities, with the subsequent adjustments to expense and revenue accounts.

The income statement approach results in the initial recording of prepaid assets as expenses and unearned
revenues as revenues, with the subsequent adjustrments to asset and liability accounts.

Cash Basis vs. Accrual Basis

The cash basis results in revenue being recorded when cash is received {no matter when it is "earned”),
and expenses being recorded when paid (no matter when “incurred”),

The accrual basis results in revenues and expenses being recognized as earmed or incurred.
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I-03.02 Team-based approach to learn about income measurament

It is highly likely that revenue recognition rules will continue to evolve, and the FASE website will be
constantly updated for developments. This will prove an excellent point to help the students understand
the complexity of revenue recognition, as well as giving them tools to be more generally aware of how to
track changes in accounting standards and developments via the FASE website,

The search of annual reports will turn up a diversity of issues, from simple to complex. Ask the students ta
consider how the FASE framework seems to be applied in practice.



Business papers and adjustments

INCOME MEASUREMENT |

83

1-03.03

Dec. 31

Dec. 31

Dec. 31

Dec. 31

Dec. 31

Unearned Revenue
Revenues

To record revenue for services provided (2/6 months
X 5750

supplies Expense
Supplies

To record supplies wsed (51,297 + 51,175 + 590 +
5940 - 5560)

Depreciation Expense

Accumulated Depreciation

To record depreciation of computer (52,424/4 = S606;
S606 X 1/2 year)

Utilities Expense
Utilities Payable
To record accrued wtilities cast

Rent Expense
Rent Payable
To record accrued rent

2,942

303

374

20,000

250

2,942

303

i7a

20,000
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i-03.04

Comprehensive fact set and adjustments

Mar. 31

Mar. 31

Mar. 31

Mar. 31

Mar. 31

Mar. 31

Accounts!

Depreciation Expense
Accumulated Depreciation
To recard depreciation expense

Interest Expense
Interest Payable
To record accrued interest

Accounts Receivable
Revenues

To record unbilled services

Insurance Expense
Prepaid Insurance

To record insurance expense
(56,000 X 6/12) + (53000 X 4/8)

Supplies Expense
Supplies

To record supplies expense
(537,904 + 5125,000- 513,600

Unearned Revenues

Revenues

To record services provided
[$219X 456 X 25%)

Advertising Expense
Prepaid Advertising

To record advertising expense
(526,000 X 9/13)

123,400
123,400
21,678
21678
54,800
54,800
5,000
5,000
149,304
149,304
24,966
24,966
18,000
18,000
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Evaluation of adfustment errors and corrections 1-03.05
(a)
Annual Net Assets Liabilities Sm:khc:'nldeﬁ
Income Equity
As reported 55,576,670 418,942,308 51,967,638 516,974,670
Adjustments:
Accrued expenses (855,000) 855,000 (B55,000)
Unearned revenues (625,000) 625,000 16:25,000)
Depreciation {300,000} {300,000} (300,000}
Prepaid rent (50,000) [50,000) (50,0000
Rebates (135,000) = 135,000 {135,000)
Correct amounts 53,611,670 518,592,308 53,582,638 51 3,009.670
MNotes:

Accrued expenses: Fenco should have recorded expenses and a liability.

Unearned revenues: Fenco needs to reduce revenues and increase liabilities for the unearned
portions.

Depreciation: Fenco needs to record depreciation for 6 months ((53,000,000/5) X (6/12))
Prepaid rent: Fenco needs to reduce prepaid rent and charge it to expense.
Rebates: Fenco needs to reduce income and set up a liability for the rebates.

(b

Itis difficult to say if the price drop is justified. It is not surprising however. Stocks are often valued based
on earnings. Disappointments, especially if they are accompanied by news of a reporting fraud, usually
produce very strong negative reactions from investors. Financial executives feel intense pressure to meet
goals, as their jobs, performance-based pay, and other incentives are often tied to these numbers.

lc}

A person should resolve to do the right thing. Good people will usually follow the rules, but errors in
Jjudgment can accur because decisions are made in haste or under pressure. You should resolve to leam
correct accounting and follow its principles. When confronted with a tough choice, do not panic and
abandon core principles. The long-run outcomes are usually far worse when that happens!
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1-03.06 Balance sheet versus income statement approaches to adjustments

Scenario 1: Balance Sheet Approach

06/01/X1  Prepaid Insurance 1,500
Cash 1,500
Ta record payment for 1-year policy

12/31/%1  Insurance Expense 875
Prepaid Insurance 875
To recard insurance "used” (51,500 X 7/12)

Prepaid Insurance Insurance Expense
De/01X 1,500 875 12310 12/31/X1 875
—— ey
625

Scenario 1: Income Staternent Approach

06/01/X1  Insurance Expense 1,500
Cash 1,500
To record payment for 1-year palicy

12/31/X1  Prepaid Insurance 625
Insurance Expense 625
To record insurance “wnused ™ ($1,500 X 5/12)

Prepaid Insurance Insurance Expense
12731/ 625 0801/ 1,500 625 12/31/X1
B7S
— .4
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Scenario 2: Balance Sheet Approach

08/01/%1  Cash 20,000
Unearned Revenue 20,000
To record receipt of payment for future service

12/31/%1  Unearmned Revenue B,000
Revenue 8,000
To record revenue earned (520,000 X 40%:)

Unearned Revenue Revenue
12531751 8,000 20,000 0801751 8000 12/31/X1
12,000

Scenario 2: Income Statement Approach

08/ X1 Cash 20,000
Revenue 20,000

To record receipt of payment for future service

12/31/X1  Revenue 12,000
Urnearned Revenue 12,000

To record revenue not egrned (520,000 X 60%)

LUnearned Revenue Revenue

12000 12/31/%1 12/31/%1 12,000 20,000 08/01/X1

8,000

87
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CHAPFTER 3

Scenario 3: Balance Sheet Approach

12/01/%1  Prepaid Rent 3,000

Cash 3,000
To record payment for future booth space

12/31/%1  no entry

Prepaid Rent Rent Expense
12/01/K1 3,000 0
e ——
3,000

Scenario 3: Income Statement Approach

12/01/X1  Rent Expense 3,000

Cash 3,000
To record payment for future booth space

12301 Prepaid Rent 3,000
Rent Expense 3,000
To record future booth space

Prepaid Rent Rent Expense
12/31/81 :
3,000 12/01/%1 3,000 3,000 1M
0
—
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Scenario 4; Balance Sheet Approach

04/01/%1  Cash 1,000
Unearned Revenue 1,000

To record receipt of payment for future service

067207 Unearned Revenue 1,000
Cash 1,000
Ta record refund

Unearned Revenue Revenue

06/20/X1 1,000 1,000 040171 1]

Scenario 4; Income Statement Approach

04/01/%1  Cash 1,000
Revenue 1,000

To record receipt of payment for future service

06/20/X1 Revenue 1,000
Cash 1,000
To record refund

Unearned Revenue Revenue

0 06201 1,000 1,000 04401541
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1-0z.07 Cash and accrual-basis

-'I —'~ =
Revenues
Services 1o customers §217.250
Expenses
Wages 570,000
Equipment 13,000
Supplies 76,000 159,000

Cash basis income 4 5!3!250
P e = oW e i e S T R T U T W e )

Cash basis revenues:

82 weddings booked @ 51,000 payment % 92,000
75 weddings photographed @ 51,200 payment 90,000
47 weddings final payment @ $750 payment 35,250

$217,250
b

Revenues

Services to customers $221,250
Expenses

Wages $ 81,000

Depreciation 14,000

Supplies 118,300 213,300
Metincome 5 7950

Accrual basis revenues:

75 weddings photographed @ 52,950 221,250
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Expenses:

Wages paid § 70,000
Less: Beginning accrued wages (12,0000
Plus: Ending accrued wages 23,000
Accrual basis wages 5 81,000
Depreciation (5700,000/50 months) 5 14,000
Supplies purchased $ 76,000
Plus: Beginning supplies 123,500
Less: Ending supplies (81,200)
Accrual basis supplies: 5118,300

c)

The proposed purchase price is $596,250 (57,950 X 75). This is a far cry from the price that would result
based on the cash basis income ($4,368,750 = 558,250 X 75). CPAs are well trained in financial decision
making, and can offer valuable services to structure “smart” and “fair” business deals,

(d}

The cash basis is not in accordance with generally accepted accounting principles. A CPA is not allowed
to issue an audit report stating that such statements conform to GAAR However, such statements are
frequently prepared far small businesses. Any report on those statements should clearly note that the
statements are prepared under the cash basis, and no assertion should be made they are in accordance
with generally accepted accounting principles.

(e}

The cash basis is simple. It involves little more than reporting receipts and disbursements. It sometimes
has certain tax advantages, as it often produces earlier deductions and delayed revenues. This effectively
defers tax obligations to a later time period.

)

Some businesses use a modified cash basis. They account for small recurring items on the cash basis, but
apply accrual concepts to large expenditures like equipment purchases.

For WWPS, the modified cash basis would appear as in part (a), except that the equipment purchase would
not be expensed. The depreciation from part (b) would instead be included as an expense.

The medified cash basis is frequently used for taxation, as it is generally unacceptable to expense
purchases of property, plant, and equipment in the year of acquisition (in the USA). However, some small
businesses are permitted to expense a modest amount of equipment purchases each year under a special
provision of the tax code (known as Section 179),
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IChapterd Solutions

Basic Solutions

Freparation of an adjusted trial balance B-04.01

Dec. 31 Depreciation Expense 5,000

Accumulated Depreciation 5,000
To record annual depreciation

Dec. 31 Accounts Receivable 17,900
Revenues 17,900
To record earned revenues

Dec. 31 Supplies Expense 3,350
Supplies 3,390
To record supplies used

Dec, 31 Rent Expense 1,000
Rent Payable 1,000

To record rent due and payable
B e e e e T T s e e e T e el e e e B Wl
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(b)
CASH REVENUES
18,400 48,590
17900 aje#2
G66,490
ACCOUNTS RECEIVABLE
aje nl 17,200
REMNT EXPEMSE
11,000
SUPPLIES aje f4 1,000
6,790 3,390 aje#’ 12,000
3,400
SALARIES EXPENSE
24,000
DISPLAY EQUIPMENT
15,000
INTEREST EXPENSE
500
ACCUMULATED DEPRECIATION
5000 aje#l
s
UTILITIES EXPEMSE
5,400
RENT PAYABLE
1,000  aje &4
DEPRECIATION EXPENSE
aje #1 5000
LOAM PAYABLE
7,500
SUPPLIES EXPEMSE
aje #3 3,390
CAPITAL STOCK
25,000
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(<}

MBERNESTOR ARTIGALLERY]

AdjustedTrial Balance

Debits Credits
Cash $ 18400 5 -
Accounts receivable 17,900 =
Supplies 3,400 -
Display equipment 15,000 =
Accumulated depreciation - 5,000
Rent payable - 1,000
Loan payable - 7,500
Capital stock iz 25,000
Rewvenues = 66,490
Rent expense 12,000 -
Salaries expense 24,000 -
Interest expense 500 -
Utilities expense 5,400 -
Depreciation expense 5,000 =
Supplies expense 3,390 =

$104,990 5104,990
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B-04.02 Preparing financial statements from an adiusted trial balance

ihcor “-“j.__mm’q‘.i
T -,-w-u Fep)

Revenues

Services to customers 42,373,402
Expenses

Selling S5476,445

Interest 80.000

Salaries 677,667

Maintenance and supplies 222,989

Depreciation 575,000 203210
Net income 5 341,301

i R

Beginning retained earnings $228,892

Plus: Net income 341,201
5570,193
Less: Dividends 50,000

Ending retained earnings 5520193
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Assets
Cash
Accounts receivable
Frepaid expenses
Supplies

Satellite equipment
Less: Accumulated depreciation
Total assets

Liabilities
Accounts payable
Unearned revenues
Loan payable

Total liabilities

Stockholders’ equity
Capital stock
Retained earnings

Total steckholders’ equity

Total liabilities and equity

5 83421
345,909
45,787
66,665
$ 3,009,000
(1,222,199) 1,786,801
53,079,383
5 544190
455,000
1,000,000
£1,999,190
5 560,000
520,193
1,080,193
53,079,383

a7
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B8-04.03

Basic understanding of the worksheet

Revenues

Services to customers 5141487
Expenses

Salaries $112,725

Interest 2,100

Depreciation 4,000

Rent 2,500 121,325
Met income § 20,162

HIMARIOSICOMPANY]

theYearEnding December3920X9
Beginning retained earnings % 6,343
Plus: Met income 20,162
526,505
Less: Dividends 2,700
Ending retained earnings $23,805

e e e o e e e e g



THE REPORTING CYCLE | 99

Assets

Cash % 59300

Accounts receivable 12,371

Equipment $ 60,000

Less: Accumulated depreciation {16,000} 44,000
Total assets 4115671
Liabilities

Accounts payable 5 7.566

Unearned revenues 2,500

Salaries payable 4,300

Rent payable 2,500

MNotes payable 25,000
Total liabilities $ 41,866
Stockholders’ equity

Capital stock 5 50,000

Retained earnings 23,805
Total stockholders’ equity 73,805
Total liabilities and equity 5115671
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B-04.04 Termparary vs. real accounts
Capital Stock Real
Revenues Temporary
Accumulated Depreciation Real
Salaries Expense Temporary
Accounts Payable Real
Dividends Temparary
Supplies Real
Rent Expense Temporary
Unearned Revenues Real
Income Summary Termporary
Equipment Real
Prepaid Rent Real
Interest Payable Real
Retained Earnings Real

Loan Payable Real
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The clasing process B-04.05

Dec. 31 Revenues 478,400

Income Summary 478,400
To close revenues to Income Summary

Dec. 31 Income Summary im0
Rent Expense 120,000
Salaries Expense 235,600
Supplies Expensze 18,000
Interest Expense 7400
Depreciation Expense 10,100

To close expenses to Income Summary

Dec. 31 Income Summary 87,300
Retained Earnings 87,300
To close Income Summary to retained earnings

Dec. 31 Retained Earnings 20,000
Dividends
To close dividends

20,000
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k)
CASH DIVIDENDS
35,600 20,000 20,000  closing
0 J
ACCOUNTS RECEIVAELE REVEMUES
23,700 closing 478,400 478,400
o
SUPPLIES REMNT EXPEMSE
7500 120,000 120,000 closing
———
o
EQUIPMENT SALARIES EXPENSE
325,700 235,600 235600 closing
U |
ACCUMULATED DEPRECIATION SUPPLIES EXPENSE
. 40,400 18,000 18,000 closing
0
ACCOUNTS PAYABLE INTEREST EXPEMSE
34,800 7,400 7400 closing
0
LOAN PAYABLE DEPRECIATION EXPEMSE
100,000 10,700 10,100 clesing
0
CAPITAL STOCK INCOME SUMMARY
80,000 closing 391,100 478400  closing
closing 87,300
0 0
RETAINED EARNINGS
closing 20,000 70,000

BY.300

20,000 157,300
137,200

= == =

closing
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Dehits Credits
Cash $ 35600 & -
Accounts receivable 23,700 -
supplies 7,500 -
Equipment 325,700 -
Accumulated depreciation - 40,400
Accounts payable - 34,800
Loan payable - 100,000
Capital stock = 80,000
Retained earnings = 137,300

$392,500 $292,500
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B-04.06

| CHAPTER 4

The accounting cycle

Transactions are recarded
in the journal

1

Journal entries are posted
to appropriate ledger
accounts

1

A trial balance is
constructed

Adjusting entries are
prepared and posted

!

An adjusted trial
balance is
prepared

Financial

statements are
produced

!l

Closing entries are recorded
in the journal and posted
to the ledger

A post-closing
trial balance is

prepared
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Reversing entries B-04.07

(a)

(o)

i)

(d}

&)

)

Dec. 31 Salaries Expense 15,000

Salaries Payable 15,000
To record accrued salaries
Dec. 31 Rent Receivable 100,000
Rent Revenues 100,000

To record accrued rent revenue

Tetal salaries are $890,000 (5875,000 + 515,000}
Total rent revenue is 54,900,000 (54,800,000 + 5100,000)
Jan. 1 Salaries Payable 15,000
Salaries Expense 15,000
To reverse accrued salaries

Jan. 1 Rent Revenues 100,000
Rent Receivable 100,000
To reverse accrued rent revente

Jan, 10 Salaries Expense 40,000
Cash 40,000
To record payment of salaries

Jan. 15 Cash 250,000
Rent Revenues 250,000
To record collection of rent

Jan. 10 Salaries Expense 25,000
Salaries Payable 15,000
Cash 40,000
To record payrent of salaries

Jan. 15 Cash 250,000
Rent Receivable V00,000
Rent Revenues 150,000
To record collection of rent

Salaries expense without reversing entries of $25,000 (see entry {e)) equals the results from (c) and (d) with
reversing entries (540,000 - 515,000).

Rent revenues without reversing entries of §1 50,000 (see entry (e)) equals the results fram (c) and (d) with revers-
ing erntries ($250,000 - 5 100,000),
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Classifred balance sheet

MNote Payable (due in 3 months)
Accumulated Depreciation
Investment in Government Bonds
Accounts Receivable
Accounts Payable
Long-term Receivable From Employee
Dividends
Capital Stock
Patent
Supplies
Retained Earnings (ending)
Rent Expense
Unearned Revenues
Income Summary
Equipment
Revenues
Prepaid Rent
Interest Payable
Retained Earnings (beginning)
Loan Payable (due in 5 years)

Current Liabilities

Property, Plant & Equipment
Leng-term Investments
Current Assets

Current Liabilities

Other Assets

Stockhelders' Equity
Intangibles

Current Assets
Stockholders' Equity
Current Liabilities

Property, Plant & Equipment

Current Assets

Current Liabilities

Long-term Liabilities



Current and quick ratios
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B-04.09

Accumulated Depreciation
Prepaid Rent

Note Payable (due in 3 months)

Accounts Receivable
Accounts Payable

Patent

Cash

Supplies

Unearned Revenues
Equipment

Interest Payable

Loan Payable (due in 3 years)

Working Capital :
Current assets

Less: Current liabilities

Current Ratio:

Current assets + Current liabilities

Quick Ratio:

Cuick assets + Current liabilities

Current Assets Quick Assots Current Liabilities
R 4,569,000
45,800 R 45,800
100,000 R 100,000
468,000 468,000 R 468,000
255,000 255,000
3,000,000
790,000 790,000 790.000
134,800 134,800
133,000 133,000
B 777600
45,000 45,000
1,500,000
R 1,438,600 R 1,258,000 R 533,000
R 1,438,600
533,000
R 905,600
R 1,438,600 +- R 533,000 = 270
R 1,258,000 - R 533,000 = 2.36

The ratios do not seem to indicate a liquidity problem. Current assets are almaost 3¥ current liabilities, and a large portion
of thase assets are in highly liquid items such as cash and receivables.
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Involved Solutions

I-04.01

Comprehensive prablem from adjustments to financial statements

Dec. 31 Unearned Revenue

Revenues

To adjust Unearned Revenue for portion earned

(531,250 X 40%)

Dec. 31 Supplies Expense
Supplies

To record supplies used (57,000 - $3,000 = 54,000)

Dec. 31 Utilities Expense
Utlities Payable
To record accrued utilities

Dec. 31 Wages Expense
Wages Payable
To record accrued wages

Dec.31  Depreciation Expense
Accumulated Depreciation

To record depreciation expense

12,500

4,000

1.500

3,900

3,100
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Trial Balance Adjustments Adjusted Trial Balance
L Debits Credits Debits Credits Debits Credits |
Cash $ 30,540 § 30,540
Accounts receivable 45,000 45,000
Supplies 7,000 5 4,000 3,000
Equipment 244,500 = 244,500
Accumulated depreciation - 5 46,500 3,100 = $ 49,600
Accounts payable - 12,700 = - 12,700
Utilities payable - - 1,500 - 1,500
Wages payable = = 3,900 = 3,900
Unearned revenue - 31,250 $12,500 - - 18,750
Wotes payable - 80,000 = - - 80,000
Capital stock - 100,000 - - - 100,000
Retained earnings, Jan. 1 - 63,200 - - . 63,200
Dividends 12,000 - . - 12,000 -
Revenues - 289,800 - 12,500 - 302,300
Wages expense 214,600 - 3,500 - 218,500 -
Utilities expense 8,700 - 1,500 - 10,200 -
Selling expense 41,610 = - - 41,610 -
Depreciation expense 12,000 - 3100 - 15,100 -
Supplies expense - - 4,000 - 4,000 -
Interest expense 7,500 - = = 7,500 S
$623,450 5623450 £25,000 525, £631,950 $631,950
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(e}

Revenues

Services to customers $302,300
Expenses

Wages 218,500

Utilities 10,200

selling 41,610

Depreciation 15100

Supplies 4,000

Interast 7,500 296,910
Met income 5 5,390

sfRetained Earning
ding DecembenB £20X3 -
Beginning retained earnings $63,200
Plus: Met income 5,390
468,590
Less: Dividends 12,000

Ending retained earnings 556,590
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=
Assets

Current assets
Cash
Accounts receivable
Supplies
Property, plant, & equipment
Equipment
Less: Accumulated depreciation

Total assets

Liabilities
Current liabilities
Accounts payable
Litilities payable
Wages payable
Unearned revenue
Long-term liabilities
Motes payable
Total liabilities

Stockholders’ equity
Capital stock
Retained earmings

Total stockholders’equity

Total liabilities and equity

$ 30,540
45,000
3,000 § 78,540
§244,500
{49,600) 194,900
273,440
$ 12,700
1,500
3,500
18,750 $ 36,850
80,000
$116,850
$100,000
56,590
156,590
$273,440

(d)

It is true that the adjustments produce no change in net income. The increase in revenues of 512,500
is exactly offset by the increase in expenses (54,000 + 51,500 + 53,900 + 53,100 = $12,500). However,
the individual accounts would not be correct if the adjustments were not made. 1t is important that all
information be correct, and the adjustments should be recorded.

1mm



712 | CHAPTER 4

I-04.02 Analysis of adjustments by review of trial balances

Dec. 31 Accounts Receivable 20,000

Revenues 20,000
To record earned revenues and related receivable

Dec. 31 Supplies Expense 4,492

supplies 4,492
To record supplies used (58,992 - 54,500 = $4,492)

Dec.31  Rent Expense 4,000
Prepaid Rent 4,000
To record expired rent
Dec.31  Depreciation Expense 7,000
Accumulated Depreciation 7,000

To record depreciation expense

Dec.31  Wages Expense 4,500
Wages Payable 4,500
To record accrued wages
Dec. 31 Interest Expense 1,200
Interest Payable 1,500

To record accrued interest

Dec. 31 Unearned Revenue 6,000
Revenues 6,000

Tor record earned portion of custormner prepayment
(518,000 - $12,000 = $6,000)

%
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(b)

Revenues

Services to customers $360,490
Expenses

Wages $280,623

Rent 37,000

Depreciation 7,000

Supplies 4,492

Interest 5,000 334,115
Met income $ 26,375

(c)
CHESTERFIELD/CORPORATIO!
Statementiof Retained EamingsH
For.thelYear Ending December315#20X9)

Beginning retained earnings 5 B9,119
Plus: Net income 26,375

5115454
Less: Dividends 40,000

Ending retained earnings 5 75494

113
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(d)

Assets
Current assets
Cash $166,890
Accounts receivable 107,654
Supplies 4,500
Prepaid rent 2,000 5281,044
Property, plant, & equipment
Equipment $145,700
Less: Accumulated depreciation {44, 660) 101,040
Total assets $382,084
Liabilities
Current liabilities
Accounts payable % 13,590
Wages payable 4,500
Interest payable 1,500
Unearned revenue 12,000 5 31,590
Long-term liabilities
MNotes payable 50,000
Total liabilities 5 81,590
Stockholders’ equity
Capital stock 5$225,000
Retained earnings 75494
Total stockholders' equity 300,494
Total liabilities and equity $382,084

“
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Developing a worksheet and related financial staterments I-04.03

(al

WILD RIVER RAFTING CORPORATION

Trial Balance Adjustments i et LI ;Lt"‘::r‘n‘]';;: Balance Sheet
E Debit Cradit Debit | Credit Debit Credit Debit Credit | Debit | Credit | Debit {mdit-]
Cash 5 20,700 5 20,700 5 20,700
Prepaid lioense 0,000 510,000
Equipment 167,500 167,500 167,500
Acosm. depreciation 5 48,900 12,000 5 60,500 560,900
Accounts payable 3,100 5,500/ 9,70 9,700
Loan payable 65,000 65,000 65,000
Capital stock 55000 55,000 55,000
Ret, earnings, Sep. 1 13,200 13,200/ 513,200
Devidends 5,000 5,000 5 5,000
Revenues 414,900 414,900 5414,900
Wages expense 303,000/ 303,000 £303,000
Advertising expense 42,200 42,200 42,200
Bus expense 21,700 5 800 28,200 28,300
Insurance expense 30,000 30,000 30,000
Dépreciation exp. 12,000 12,000 12,000 s
Licenie expéngs 10,000 10,000 10,000
Interest expense 2000 2,000 2,000
Interest payalle - - - 2000 k 2,000 G - 2,000
600,100 $600.100| $30600| 520,600 5620700 $620,700| $437.500| 5414500
Het loss - 12600 12,600 =
$427.500| $427.500] $17,600| $13,200
Ret. earnings, Aug. 31 -| 4400 4,400 -
|5‘_-m $17.600| $192.600| 5192,600
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ib)

LDRIVE RTH ﬂ'ﬁﬂ HG‘EQ'H'PEHAHG N

Revenues

Services to customers $414,900
Expenses

Wages $303,000

Advertising 42,200

Bus 28,300

Insurance 30,000

Depreciation 12,000

License 10,000

Interest _ 2000 427,500
Net loss 5 (12,600)

LﬂEHEHHAH’IHE‘FEGHPEHﬂﬁDH

Beginning retained earnings 513,200
Met loss [12,600)

£ 600
Less: Dividends 5,000
Ending accumulated deficit 5 (4,400
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Assets

Cash 5 20,700

Equipment $167,500

Less: Accumulated depreciation (60,900) 106,600
Total assets 5127300
Liabilities.

Acoounts payable $ 9,700

Interest payable 2,000

Loan payable 65,000
Total liabilities % 76,700

Stockholders' equity

Capital stock $ 55,000

Accumulated deficit {4,400}
Total stockholders’ equity 50,600
Total liabilities and equity $127,300

m
et e s e e e S R i e R

(<)

This company had a net loss, and the dividend further caused a negative balance in retained earnings.
The creditors are apt to be quite concerned about both of these events.
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Team-based identification of errors and corrections

-04.04

10,000

I0-Jun Supplies Expense

Cash
Purchased computers with a three-year life and no
salvage value
LORRECTION
Equipment 10,000
Depreciation Expense 1,667
10,000
1.667

Supplies Expense
Accumulated Depreciation

To establish Equipment account, record depreciation
for 6 months ($10,000/3 X 6/12), and reverse Supplies

Expense

10,000

15-Apr  Cash
10,000

Revenues

Collected customer deposits for future services

31-Dec  Revenues 2,500
Unearned Revenuas 2,500
Completion of 25% of services provided under Apr. 15
agreement
CORRECTION
Revenues 5,000
5,000

Unearned Revenues
When all is said and done, 52,500 has been earned
and needs to be credited o Revenues (510000 -
S2.500 - 55.000). Conversely, 57,500 should be in

Unearned Revenues (5.2, 500 + 55,0000
P T ey T e N e G e e e e e T N e e e T el
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30-5ep Prepaid Insurance 3,000

Insurance Expense 3,000

Purchased for cash a l-year insuronce policy;
coverage commences on Oct. 1

LORRECTION
Insurance Expanse 3,750
Prepaid Insurance ' 750
Cash 3,000

The original entry failed to credit cash, This must be
corrected,  Insurance expense should reflect a net
debit of 5750 for 3 months (53,000 X 3/12). Prepaid
Insurance should contain a 52,250 debit balance
{53,000 X 9/12),

4-Jan Wages Expenze 2,400

Cash 2,400

Paid wages, 51,000 of which was properly accrued at
the end of the prior year

LORRECTION ;
Wages Payable 1,000
Wages Expense 1,000
The originol entry recorded 51,000 of wages to

expense that should have been applied as a reduction
of a previously established payabile.

119
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1-Aug Advertising Expense 9,000
Cash 9,000

Purchased a 9-month advertising campaign from a
local newspaper running from Sept. 1 to May 30

LORRECTION
Prepaid Advertising 5,000
Advertising Expense 5,000

To reclassify vnexpired advertising (5 months @
$1,000 per month) from expense to an assel account.

mm ———— — = T _1
Boou Al T T ' ;

31-Dec  Uiilities Expense 2,500
Utilities Payable 250
Recorded 52,500 of estimated wtilities cost for
December
LORRECTION
Utilities Payable 2,250

The original entry included the correct accounts
but did not balance. This “entry” boosts the labiliry
account to the correct level,
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1-04.05

Jan.1

Feb. 7

Mar. 3

Apr. 1

Capital Stock

Investors provided $2.500,000 of cash in exchange
for stack of Fernandez Carporation

Equipment
Cash
Motes Payable

Furchased combines and trucks in exchange for
51,000,000 cash and a 53,000,000 note payable

Supplies
Accounts Payable

Purchased 540,000 of supplies on account that will
be needed during the upcoming harvest

Wage Expense
Cash
Paid wages of 565,400

Accounts Receivable
Revenues

Billed customers for services in the amount of
5230000

v

v

.,

-"\.

4.\

2,500,000

4,000,000

40,000

65,400

230,000

o)) |

2,500,000

1,000,000
3,000,000

40,000

65,400

230,000
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o

Apr. 11 Accounts Payable 30,000
Cash ' 30,000
Paid $30,000 toward the purchase of February 7
May 1 Frepaid Insurance i 24,000
Cash r 24,000
Purchased a 524,000 insurance policy, recorded as
prepaid insurance
Junes  Cash ¢ 210,000
Accounts Receivable & 210,000
Collected 5210000 on accounts recervable
Juned  Wage Expense i+ 130,600
Cash s 130,600
Paoid wages of 130,600
June 15  Fuel Expense ' 30,200
Cash + 30,200
Paid 530,200 for fuel costs
SOUIRNAY T (s
BRI - oo+ SRR 155 Werea i |
June 20 Lodging Expense " 12,500
Cash ¢ 12,500
Paid 512,500 for lodging costs incurred by crew
June 30 Interest Expense s 120,000
Motes Payable < 80,000
Cash s 200,000
Paid 5120000 of interest and 580,000 to reduce the
balance of the note payable
Aug. 1 Accounts Receivable S 812,000
Revenues s B12,000
Billed customers for services provided in the amount
of 5812000
Sept. 3 Cash + 715,000
Accounts Receivable g 715,000
Collected 5715000 on accounts receivable
Sept. 16 Supplies 4 25,000
Accounts Payable & 25,000

Purchased $25000 of supplies on account



Sept. 25 Fuel Expense
Cash
Paid $61,200 for fuel costs

Oct. 20 Lodging Expense
Cash
Paid 58,100 for lodging costs incurred by crew

Mow. 3 Wage Expense
Cash
Paid wages of $125,900
Dec, 15 Cash
Unearned Revenue

Collected 5100.000 as deposits from custorners who
contracted for 20X8 harvesting services

Dec. 31 Dividends
Cash
Declared and paid a $25,000dividend toshareholders

et
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8,100

125,900

100,000

25,000

&100

125,900

100,000

25,000

123
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{b)
Bate Pectniption L e
Jan.1 Balance forward - - =
Jan.1 Journal Page 1 2,500,000 - 2,500,000
Jan1 Journal Page 1 = 1,000,000 1,500,000
Mar. 3 Journal Page 1 i 65,400 1,434,600
1 Apr. 11 Journal Page 2 . 30,000 1,404,600
May 1 Journal Page 2 - 24,000 1,380,600
June & Journal Page 2 210,000 - 1,590,600
June @ Journal Page 2 - 130,600 1,460,000
\ Junels Journal Page 2 - 30,200 1,429,800
June 20 Journal Page 3 - 12,500 1,417,300
June 30 Journal Page 3 - 200,000 1,217,300
sept. 3 Journal Page 3 715,000 - 1,932,300
! ] Sept. 25 Journal Page 4 - 51,200 1,871,100
Oct. 20 Journal Page 4 - 8,100 1,863,000
1 Mowv. 3 Journal Page 4 - 125,900 1,737,100
Dec. 15 Journal Page 4 100,000 - 1,837,100
Dec. 20 Journal Page 4 - 25,000 1,812,100

Jan. 1 Balance forward =

Apr.1 Jaurnal Page 1 230,000 - 230,000

June & Journal Page 2 - 210,000 20,000

1 Aug. 1 Journal Page 3 812,000 - 832,000

Sept. 3 Journal Page 3 - 715,000 117,000

Dec. 31 AJE - Journal Page 5 30,000 - 147,000

L e T
[iate o .“. LI. mi m ] m I
Jan. 1 Balance forward

Feb.7 Journal Page 1 40,000 - 40,000

] Sept. 16 Journal Page 3 25,000 = 65,000

Dec. 31 AJE - Journal Page 5 - 45,000 20,000
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Jan1 Balance forward | = Z i
May 1 Journal Page 2 24,000 - 24,000

Dec. 31 AJE - Journal Page 5 | - 16,000 8,000

F. Equipment

(- - .- W W~ ..

Jan.1 Balance forward
Jan.1 Journal Page 1 i 4,000,000 = 4,000,000

A’c"é'ﬁ'rn't'ilattd Deprec

Jan. 1 Balance forward
Dec. 31 AJE - Journal Page 5 ! - 160,000 160,000

Feb. 7 Journal Page 1 = 40,000 40,000
Apr. 11 Journal Page 2 | 30,000 - 10,000
sept. 16 Journal Page 3 - 25,000 35,000

Balance forward
AJE - Journal Page 5 - 115,000 115,000

Jan. 1 Balance forward
Dec. 15 Journal Page 4 - 100,000 100,000

r}: Noteslpayabe]
m_ ., Bescrip&o mi m B&lnnc I

Jam. 1 Balance forward

Jam. 1 Journal Page 1 2 3,000,000 3,000,000
June 30 Journal Page 3 80,000 - 2,920,000

125
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1 r'P"‘.I":- Detrnption Debit! mﬂ

Jan. 1 Balance forward -
Jan.1 Journal Page 1 - 2,500,000 2,500,000

Jan. 1 Balance forward - = =

Dec. 31 Closing - Journal Page 6 - 182,100 182,100
Dec. 31 Closing - Journal Page & 25,000 - 157,100

Dec. 31 Journal Page 4 25,000 - 25,000
Dec. 31 Closing - Journal Page 6 - 25,000 =

Apr. 1 Journal Page 1 - 230,000 230,000
Aug. 1 Journal Page 3 - B12,000 1,042,000
Dec. 31 AJE - Journal Page 5 - 30,000 1,072,000
Dec. 31 Closing - Journal Page & 1,072,000 - =
——— -
?"""Im ?“'2'-""'."“"“"‘”;.'. n
Mar. 3 Journal Page 1
June 9 Journal Page 2
Now. 3 Journal Page 4
Dec. 31 Closing - Journal Page 6 - 321,500 -

June 15 Journal Page 2 30,200 30,200
Sept. 25 lournal Page 4 61,200 - 91,400
Dec. 31 Closing - Journal Page & = 91,400 -
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i T s el

- M“H ptiun IDebi

June 20 Journal Page 3 12,500 -
Oct. 20 Journal Page 4 8,100 -

Dec. 31 Closing - Journal Page 6 - 20,600 -

| I'h‘i ﬁin‘h‘-‘ci: E:'l:pense

._m_m_m.;
Dec. 37 AJE - .lnrurnalPag-eS 16,000 16,000

Dec. 31 Closing - Journal Page 6 = 16,000 =

Dec. 31 - AJE - Journal Page 5

L.....m.._."'
Dec. 31 Closing - Journal Page 6

l In'tel’i"st x

S-S .- S - S~ S~
June 30 Journal Page 3 120,000 - 120,000
Dec. 31 AJE - Journal Page 5 . 115,000 - 235,000
Dec. 31 Closing - lournal Page & - 235,000 -

Dec. 31 AJE - Journal Page 5 160,000 - 160,000
Dec. 31 Clasing - Journal Page 6 - 160,000 -

[

Dec. 31 Clasing - Journal Page 6 | B89,900 889,900

Dec. 31 Closing - Journal Page 6 - 1,072,000 182,100
Dec. 31 Clasing - Journal Page 8 182,100 = ®
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(c)

Debits Credits
Cash $1.812,100 $ -
Accounts receivable 117,000 -
Supplies 65,000 -
Prepaid insurance 24,000 -
Equipment 4,000,000 -
Accounts payable - 35,000
Unearned revenue - 100,000
Motes pavable - 2,920,000
Capital stock - 2,500,000
Dividends 253,000 -
Revenues . 1,042,000
Wage expense 321,900 =
Fuel expensea 91,400 -
Lodging expense 20,600 -
Interest expense 120,000 -

£6,597,000 56,597,000
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Dec.31  Depreciation Expense ¢ 160,000
Accumulated Depreciation v 160,000
To record depreciation expense ($4.000000/25 =
S160,000)
Dec.31  Supplies Expense v 45,000
Supplies s 45,000

To record supplies used (565,000 - 20,000 = $45,000)

Dec.31  Interest Expense v 115,000
Interest Payable ' 115,000
To record accrued interest
Dec.31  Insurance Expense g 16,000
Prepaid Insurance s 16,000
To record expiration of prepaid insurance (524,000 X
&/12)
Dec. 31 Accounts Receivable v 30,000

Revenues ¥ 30,000
To record services rendered but not billed
Tt D B T P T R R T e - — e LS R e e ot =]
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()

FER Hhﬂnﬂtﬂﬂmﬂﬂﬂ ON

Debits Credits
Cash 51,812,100 5 "
Accounts receivable 147,000 -
Supplies 20,000 5
Prepaid insurance 8,000 -
Equipment 4,000,000 .
Accumulated depreciation - 160,000
Accounts payable - 35,000
Interest payable - 115,000
Unearned revenue - 100,000
Motes payable - 2,920,000
Capital stock - 2,500,000
Dividends 25,000 =
Revenues - 1,072,000
Wage expense 321,900 s
Fuel expense 91,400 z
Lodging expense 20,600 =
Insurance expense 16,000 -
Supplies expense 45,000 -
Interest expense 235,000 =
Depreciation expense 160,000 -

56,902,000 $6,902.000
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Revenues

Services to customers 51,072,000
Expenses

Wages $321,900

Fuel 91,400

Lodging 20,600

Insurance 16,000

supplies 45,000

Interest 235,000

Depreciation 160,000 889,900
Netincome 5 182,100

FERNANDEZ/CORPORATION]

Statement(of Retained Earnings)
thelYear Ending December31520

Beginning retained earnings 5 -
Plus: Met income 182,100

5182100
Less: Dividends 25,000
Ending retained earnings $157,100
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RNAN

Assets
Current assets
Cash 1,812,100
Accounts receivable 147,000
Supplies 20,000
Prepaid insurance 8,000 41,987,100
Property, plant, & equipment
Equipment 54,000,000
Less: Accumulated depreciation (160,000) 3,840,000
Total assets £5,827,100
Liabilities

Current liabilities

Accounts pavable 5 35000
Interest payable 115,000
Unearned revenue 100,000 § 250,000
Long-term liabilities
Notes payable 2,920,000
Total liabilities $3,170,000

Stockholders’ equity

Capital stock 52,500,000

Retained earnings 157,100
Total stockholders’ equity 2,657,100
Total liabilities and equity $5,827,100



-

Dec. 31 Income Summary
Wage Expense
Fuel Expense
Lodging Expense
Insurance Expense
Supplies Expense
Interest Expense
Depreciation Expense

To close expense accounts to Income Summary

Dec. 31 Revenues
Income Summary
To close Revenues account to income Summary

Dec. 31 Income Summary
Retained Earnings

To close Income Summoary to Retained Earnings

Dec.31  Retained Earnings
Dividends
To close Dividends account to Retained Earnings

THE REPORTING CYCLE |

1,072,000

182,100

25,000

311,900
91,400
20,600
16,000
45,000

235,000

160,000

1,072,000

182,100

25,000
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{h)

Debits Credits
Cash 51,812,100 ] -
Accounts receivable 147,000 :
Supplies 20,000 -
Prepaid insurance 8,000 =
Equipment 4,000,000 =
Accumulated depreciation - 160,000
Accounts payable - 35,000
Interest payable - 115,000
Unearned revenue - ; 100,000
Motes payvable . 2,920,000
Capital stock - 2,500,000
Retained earnings - 157,100

$5,9'B?:mﬂ §5.QB?E'I 00
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Classified balance sheet 1-04.06

Assets
Current assets
Cash $ 182,345
Accounts receivable 56,766
Inventories 121,008
Prepaid insurance 3,883 $ 364,002
Long-term Investments
Cash value of life insurance 5 25000
Land held for speculation 156,098 181,098
Property, plant, & equipment
Land 5 278,790
Bullding 51,990,776
Less: Accumulated depreciation (988,777) 1,001,999
Equipment % BB7.885
Less: Accumulated depreciation (477.654) 410,231 1,691,020
Intangible assets
Patent 275,000
Total assets $2,511,120
Liabilities
Current liabilities
Accounts payable 5  Fam
Interest payable 3,017
Current portion of loan payable 200,000 5 309,128
Long-term liabilities
Loan payable B00,000
Total liabilities 51,109,128
Stockholders’ equity
Capital stock % 755,000
Retained earnings 646,992
Total stockholders’ equity 1,401,992
Total liabilities and equity 52,511,120

s ]

e e e e e —— - =T )
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0407

CHAPTER 4

Current and quick ratios from annual reports

Each student will provide unique selutions based on the individual companies he or she selects.

FIRST
COMPANY

SECOND
COMPANY

THIRD
COMPANY

Mame:

Working Capital;

Current Ratio:

Cuick Ratio:

Commentary:

Comparison to
MD&A comments:




Basic Solutions

Soles, returns and alfowances

B-05.01

GENERALRID

| T'

URNA

Cash
Sales

A customer purchased a lighting fixture for cash of
€350

Accounts Receivable
Sales

A customer purchased a lighting fixture on account
for €500

Sales Returns and Allowances
Cash

A customer returned a lighting fixture for a cash
refund of €275

Sales Returns and Allowances
Accounts Receivable

A customer returned @ fixture for a credit on account
of €600

Sales Returns and Allowances

Cash
A complaining customer received a €100 allowance
in cash

Sales Returns and Allowances

Accounts Receivable
A complaining custorner received a €70 credit on
account

Cash
Accounts Receivable
A customer paid their balance on account of €475

3s0
500
500
275
275
600
600
100
100
70
70
475
475

e e e et i e
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i)

* Sales € 760,000
Less: Sales returns and allowances 42,500
Met sales € 717,500
Less: Cost of goods sold 312,000
Gross profit € 405,500

* In many Eurcpean countries, "Sales”is referred to as “Turnover”



Sales discounts
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B-05.02

(a)

The student spreadsheet includes intentional errors in the “If statements®in column H, (=IF((G5-B5)>=30,F5,F5*0.97) is the
correct formulation, but the student's version uses (=IF({G5-B5)>60,F5,F5*0.98) . As such, 60 days and 2% terms are used

incarrectly, The student is asked to examine and correct the *If statement.”

o nNn = =

(b)

Sale Date Books List Price Trade Discount  Sale Ameaunt Date Paid Collection
11-Aug 3 § 42500 20 $340.00 19-Aug 5329.80
18-Aug 2 210,00 a0 189.00 4-0ct 189.00

3-5ep 1 90.00 0 90.00 3-5ep 87.30
5-Aug 7 1,205.00 30 843,50 20-5ep B43.50
Accounts Receivable 340.00
Sales 340.00
Torecord sale to Student A
Cash 32980
Sales Discount 10.20
Accounts Receivable 340,00
To record collection from Student A
Accounts Receivable 1859.00
Sales 189.00
To record sale to Student 8
Cash 189,00
Sales Discount 0.00
Accounts Receivable 189.00

To record collection from Student B
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B-05.03

CHAPTER 5

Purchase transactions, business papers, net vs, gross

T . 8 ﬂ;}

S-May Purchases 10,400
Accounts Payable 10400
Purchased merchandise on account, terms 1/10,n/30

7-May Accounts Payable 600
Purchase Returns & Allowances 600
Returned the Fall Color collection

10-May  Accounts Payable 3,800
Purchase Discounts 58
Cash 9,702

Paid invaice, discount taken ((S10,400 - 56000 X 1%
=598}

20-May  Accounts Payable 9,800
Cash 49,800
Paid invoice, discount missed

5-May Purchases 10,296
Accounts Payable 10,296

Purchased merchandise on account, terms 1/10.n/30
(510,900 - (510,900 X 1%) = 510,296)

7-May  Accounts Payable 594
Purchase Returns & Allowances 504
Returned the Fall Color coflection ($600 - (3600 X 19%))

10-May  Accounts Payable 8,702
Cash 9,702
Paidinvoice, discount taken (510,296- 5594 =59, 702)

20-May  Accounts Payable 8,702
Purchase Discounts Lost o8
Cash 9,800

Paid invoice, discount missed
e S R T A R i e S e e e b Y i e e e N S b o e e il
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Sales and freight cost

141

B-05.04

3-Jun

9-Jun

Accounts Receivable 1,200

Freight-out 125
Cash 125
Sales 1,200

Sold merchandise on account for 51,200, terms FO.8,
destination, and paid the freight bill of 125

Caszh 1,176
Sales Discounts 24
Accounts Receivable 1,200

Collected imvoice amount less 2% discount

20-Jun

9-Jun

20-Jun

Accounts Receivable 300
Sales 300
Sold merchandise on account for 5300, terms FO.8,
shipping point
Cash 300
Accounts Receivable 300

Collected imvoice amaunt

T —
Accounts Receivable 605
Cash 45
Sales 560
Sold merchandise on account for 5560, terms FO.B.
shipping point, freight prepaid
Cash 605
Accounts Receivable 605

Collected invoice amount plus prepaid freight
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CHAPTER 5

10-Jun Accounts Receivable 2,000
Freight-out 200

Cash 200

Sales 2,000

Sold merchandise an account for $2,000, terms ECLE.
destination, and paid the freight bill of 5200

17-Jun Cash 1,960
Sales Discounts 40
Accounts Receivable 2,000
Collected invoice amount less 2% discount

12-Jun Accounts Receivable 1,800
Freight-out 230

Cash 230

Sales 1.800

Sold merchandise on account for $1,800, terms EQ.B,
destination, and paid the freight bill of $230

29-Jun  Cash 1,800
Accounts Receivable 1,800
Collected invoice amount

15-Jun Accounts Receivable
Freight-out

Cash

Sales 1,920

Sold merchandise on account for 51,920, terms FOB.
destination, and paid the freight bill of 5180

27-un Cash 1,920
Accounts Receivable o

Collected invoice amount

L e e |
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Purchases and freight cost

143

B-05.05

EHERALUOURNAL : .
< B ccouri s N e e A e s L
purchase Purchases 1.000
Freight-in 100
Accounts Payable 1,100

F.C\B. Shipping point/freight prepaid

pay Accounts Payable 1,100
Purchase Discounts 20
Cash 1,080
discount taken

purchase Purchases 1,000
Freight-in 100
Accounts Payable 1,100
F.O.B. Shipping pointffreight prepaid

pay Accounts Payable 1,100
Cash 1,100
discount missed :

purchase Purchases 1,000
Accounts Payable 1,000
E.O.B. Destination/freight prepaid

pay Accounts Payable 1.000
Purchase Discounts 20
Cash S80
discount taken

i e S et e e it
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purchase Purchases 1,000
Accounts Payable 1,000

F.0.8, Destination/freight prepaid

pay Accounts Payable 1,000
Cash 1,000

discount missed

purchase Purchases 1,000
Freight-in ' 100

Cash 100

Accounts Payable 1,000

F.O.B. Shipping point/freight collect

pay Accounts Payable 1,000
Purchase Discounts 20
Cash 980
discount taken

purchase Purchases 1,000

Freight-in 100
Cash 100
Accounts Payable 1,000
F.O.B Shipping point/freight collect

pay Accounts Payable 1.000

Cash 1,000
discount missed
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Calculating values for a merchandising income statement B-05.06
Sales 5 BOO,000
Less: Sales discounts 3 20,000

Sales returns and allowances 45,000 65,000

MNet sales % 735,000
Purchases $ 400,000
Plus: Freight-in 20,000

$ 420,000

Less: Purchase discounts 5 4,000

Purchase returns and allowances 2,500 6,500

MNet purchases $ 413,500
Beginning inventary, Jan. 1 & 85400
Met purchases 413,500
Goods available for sale 4 498,900
Less: Ending inventory, Dec, 31 74,500
Cost of goods sold $424,400
Met sales 5 735,000
Cost of goods sold 424 400
Gross profit $310,600
Rent % 36,000
Salaries 145,700
Utilities 12,300
Freight-out 24,100
Other 24,100
Total expenses § 242,200
Gross profit $ 310,600
Total expenses 242,200

Met income £ 68,400
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B-05.07 Freparing a merchandising inceme statement

"'rmuri_;];ﬂmg;jn;ggnqnuﬁs

htomefStatemen
WearEnding Decernberiaiy
Revenues
Sales $977,932
Less: Sales discounts 5 8817
Sales returns and allowances 13,998 22815
Met sales $955,117
Cost of goods sald
Beginning inventory, Jan. 1 5244956
Add: Purchases 5433443
Freight-in 43441
$476,884
Less: Purchase discounts 51,788
Purchase returns & allowances 6,665 8453
Met purchases 468,431
Goods available for sale 5713387
Less: Ending inventory, Dec. 31 277,390
Cost of goods sold 435,997
Gross profit 519,120
Expenses
Salaries 5233,998
Marketing 111,90
Rent 42,335
Insurance 8,700
Utilities 18,887
Freight-out 3,566
Depreciation 65,290 485,467
Meét income S 33,653
Bt o2

e e e e e o T T R T S |
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Clasing entries B-05.08

Purchase Discounts 3,50
Purchase Returns and Allowances 19,009
Inventory 199,055
Income Summary 1,109,219

To close income statement accounts with a credit
balance, and establish ending inventory balance

Dec.31  Income Summary 1,032,455
Sales Discounts 4,667
Sales Returns and Allowances 9,880
Purchases 593,356
Freight-in 21,090
Salaries Expense 188,000
Insurance Expense 9,152
Utilities Expense 7760
Freight-out 2434
Depreciation Expense 13,773
Inventory 182,343

To close income statement accounts with a debit
balance, and remove the beginning inventory
balance

Dec.31  Income Summary 76,764
Retained Earnings 76,764

To close Income Summary ta retained egrnings
| e P R P R = T P A T LT L e —— ]
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B-05.09 Perpetual inventary

22

purchase Inventory
Accounts Payable

Purchased inventary on account

2

sale Cash 39

Sales 39

To record cash sale of merchandise

Cost of Goods Sold 22

Inventory
To record the cost of merchandise sold

22
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Single-step and multiple-step income statements B-05.10

MULTIPLE-STEP APPROACH

TOBER(S LA.WHTS'PFIINKLEH COMFA '

Revenues
Met sales 972,299
Cost of goods sold 466,773
Gross profit 5505526
Selling expenses
Advertising 5 33,998
Salaries 116,425
Rent 86,400
Utilities 16,198 $253,021
General & administrative expenses
Salaries 5 49,896
Rent 57,600
Utilities 10,799 118,295
Other expenses
Interest 18,500 3389818
Income before taxes sNs o
Income tax expense 30,000
Net income 5 B5.710

et
e e e e e e e i e e |

S-IWELE-S TEP APPROACH

Revenues

Met sales £972,199
Cost and expenses

Cost of goods sold 5466773

Selling expenses 253,01

General & administrative expenses 118,295

Interest expense 18,500 856,589
Income before taxes 5115710

Income tax expense 30,000
Netincome 5 85,710

“
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B-05.117 Prafit margin analysis
Morton Corporation
Sales returns rate: (518,918 + 5945,876) 2.00%
Gross profit margin (217,551 = 5926,958) 23.47%
Met profit margin (539,413 + 5926,958) 4,250
Skyline Corporation
Sales returns rate: (558,918 = $985,876) 5.98%
Gross profit margin [5509,827 = 5926,958) 55.00%
Met profit margin (539,413 = 5926,958) 4.25%

Intuitively, the company with the highest gross profit rate (Skyline) would benefit more from an increase in
sales (assuming SGRA is not changing). Conversely, Skyline will suffer mere from a decline in sales. Below

is a comparison of effects:

10% increase in net sales

MNet sales (5926,958 X 1109%)
Cost of goods sold

Gross profit (net sales X gross profit margin)

SGRA

Income before taxes
Income tax expense (25%)
Net income

10% decrease in net sales

Met sales ($926,958 X 90%)
Cost of goods sold

Gross profit (net sales X gross profit margin)

SGEA

Incormne before taxes
Income tax expense (25%)
Net income

Morton

$1,019,654

780,348

$ 239,306

165,000

5 74306

18,577

$ 55730

5 834262
638,466
5 195796
165,000

5 30,796
7,699

S 23097

Skyline

51,019,654
458.844
5 560,810
457,276
& 103,534
25,882
% 77,650

$ 834,262
375418
$ 458,844
457,276
5 1,568
392

5 1,176
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Control structure

151

B-05.12

The strengths are as follows:

Proceeds should be counted and recorded by two or more people immediately following the auction, and
then taken directly to the bank for deposit in the night depository.

Frenumbered receipt books (with carbon copy film) should be used for donated items, and a log should
be maintained of who received a receipt book. The receipts should be reconciled to donated items.

A paid receipt prepared by collection booth volunteers must be presented by a purchaser before being
allowed to leave the gym with an item of merchandise.

An advertisement will be run in the local paper asking for support of the upcoming auction. The
advertisement will include instructions to donors reminding them to always ask for a receipt for their gift,
and encouraging them to call in to a special phone number to register to be eligible for a special prize
drawing for donars!

Donated items must be taken to a local storage facility upon receipt. A warehouse custodian volunteer
will log the itemns, and another volunteer will be authorized to lock and unlock the warehouse.

Use this problem as an opportunity to generally discuss the benefits of limited access to assets, separation
of duties, authorization, use of prenumbered documents, and independent verification/audit. Have the
class critique why the other suggestions might be ineffective or harmful to the control environment. Have
the class offer other ideas (there are many - e.g., logging the bid price and matching with payments, etc)
for improving controls at the auction.
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Involved Problems

1-g5.01 Comprehensive merchandising entries

3-Jun Purchases 4,000

Accounts Payable 4,000
FPurchased clocks on account, terms 1/10,n/30

S-Jun Accounts Receivable 1,500
Sales 1,500
Sold clock on account, terms 2/10, nfeom

S-Jun Accounts Payable 4,000
Purchase Discounts 40
Cash 3,960

Paid for the puchase of lune 3, taking the 1% discount

1-Jun  Purchases 8,000
Freight-in 460
Accounts Payable B.460
Purchased clocks on account, 2/10,n/30, FO.B
shipping point
19-Jun  Accounts Receivable 3,500
Freight-out 330
Sales 3,500
Cash 330
Sold clock on account, 2/10, nfeom, FOB. destination

23-lun Sales Returns and Allowances 700
Accounts Receivable 700

Reduced balance due from custormer on account of
damage
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27-Jun  Accounts Payable 8,460

Cash 8,460
Paid the full amount due for the purchase of June 11

27-Jun  Cash 1,500
Accounts Receivable 1,500
Collected the amount due for the sale on June 5

28-Jun Cash 2,744
Sales Discounts 56
Accounts Receivable 2,800

Collected remaining amount for June 19 sale, less 2%
discount
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1-05.02 Gross vi. net recording of purchases, eniries and reporting

Purchases 80,000,000

Accounts Payable 80,000,000
Purchased cotton for 80.000,000 Pakistan Rupees
(PKR), on account

Accounts Payable 3,000,000
3,000,000

Purchase Returns & Allowances
Returned cotton for credit on account, PKR 3,000,000

Accounts Payable 5,000,000

Purchase Returns & Allowances

3,000,000

Agreed with suppliers to purchase price allowances,
PR 5,000,000

Accounts Payable 60,000,000
600,000

Purchase Discounts
Cash

Made payment on PKR 60,000,000 of open accounts
within discount period, and received PRR 600,000

purchase discounts

59,400,000

Accounts Payable 12,000,000

Cash

Made payment on PKR 12,000,000 of apen accounts
outside of discount period, and lost PKR 120,000

purchase discounts

e e e e e P T NN T ST YT |

12,000,000
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Purchases 79,200,000
Accounts Payable 79,200,000

Purchased cotton for 80,000,000 Pakistan Rupees
(PKR), on account

Accounts Payable 2,970,000
Purchase Returns & Allowances 2,970,000
Returned cotton for credit on account, PKR 3,000,000

Accounts Payable 4,950,000
Purchase Returns & Allowances 4,950,000

Agreed with suppliers to purchase price alfowances,
FPKR 5,000,000

Accounts Payable 59,400,000

Cash 59,400,000

Made payment on PKR 60,000,000 of open accounts
within discount period, and received PKR 600,000

purchase discounts
Accounts Payable 11,880,000
Discounts Lost 120,000
Cash 12,000,000

Made payment on PKR 12,000,000 of open accounts
oulside of discount period, and lost PKR 120,000
purchase discounts



156 | CHAPTER 5

[c)

2 llmm‘ﬁumﬂnﬂho‘usandi‘of-FKH}

Revenues
Met sales 97,000
Cost of goods sold
Beginning inventory, Jan. 1 6,000
Add: Purchases 80,000
Freight-in __2.200
82,200
Less: Purchase discounts &00
Purchase returns & allowances _8.000 __ 8600
Met purchases _73.600
Goods available for sale 79,600
Less: Ending inventory, Dec. 31 __5.000
Cost of goods sold 74,600
Gross profit 22,400
Expenses
Rent 3,500
Salaries 2,400
Freight-out 1,700 7600
Met income 14,800
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id)

come Statem

o the Monthi Endingiine30):20X:
(alllamountsinthousands'ofiPKR)

Revenues
Met sales 97,000
Cost of goods sold
Beginning inventory, lan. 1 6,000
Add: Purchases 79,200
Freight-in —2.200
81,400
Less: Purchase returns & allowances __7.520
Met purchases _73,480
Goods available for sale 79,480
Less: Ending inventory, Dec. 31 __ 5,000
Cost of goods sold _74,480
Gross profit 22,520
Expenses
Rent 3,500
Salaries 2,400
Purchase discounts lost 120
Freight-out 1,700 7,720
Net income 14,800
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1-05.03 Merchandising income statement and closing

(a)

Revenues
Sales 53,665,667
Less: Sales discounts $ 2312
Sales returns and allowances 144,367 167479
Met sales $3,498,188
Cost of goods sold
Beginning inventary, Jan. 1 5 433477
Add: Purchases $2,198,560
Freight-in 73,091
$2,271,651
Less: Purchase discounts £114,432
Purchase returns & allowances 26,34 140,773
Met purchases 2,130,878
Goods available for sale 52,564,355
Less: Ending inventory, Dec. 31 525,525
Cost of goods sold 2038830
Gross profit $1,459,358
Expenses
Selling 5 185312
Rent 262,000
Interest 60,400
Salaries 200,700
Drepreciation 63,209 771,621
Net income 4 BRTTIT

“
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Dec.31  Sales 3,665,667
Purchase Discounts 114,432
Purchase Returns and Allowances 26,341
Inventory 525,525
Income Summary 4,331,965

To close income statement accounts with a credit
balance, and establish ending inventory balance

Dec. 31 Income Summary 3,644,228
Sales Discounts 23z
Sales Returns and Allowances 144,367
Purchases 2,198,560
Freight-in 73.0m
5elling Expense 185312
Rent Expense 262,000
Interest Expense 60,400
Salaries Expense 200,700
Depreciation Expense 63,209
Inventory . 433,477

To close income statement accounts with a debit
balgnce, and remove the beginning imventory
balance

Dec. 31 Income Summary 687,737

Retained Earnings 687,737
To close income Summary to Retained Earnings

Dec.31  Retained Earnings 25,000
Dividends 25,000
To close Dividends to Retaired Earnings
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-05.04

Perpetual invenlaory vs. periadic inventory

Purchases
Accounts Payable 55,000
Perfodic — recording of purchase (assuming gross

method)
V5.
Purchases 53,900
Accounts Payable 53,900
Periodic — recording of purchase {assuming net
method)
V5.
Inventory 55,000
Accounts Payable 55,000
Perpetual — recording of purchase {assuming gross
method)
V5.
Inventary 53,900
53,900

Accounts Payable
Perpetual -- recording of purchase {assuming net

method)
e e P e e e T e A T R T T Y TR T P T LI e |
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TH2 Accounts Payable 55,000
Purchase Discounts 1,100

Cash 53,900

Periodic -- recording of payment (assuming gross
method)

V5.

Accounts Payvable 33,900

Cash 53,900

Periodic = recording of payment (assuming net
method)

Accounts Payable - 55,000
Inventory 1,100
Cash 53,900
Perpetual — recording of payment (assuming gross
method}

V5.

Accounts Payable 53,900
Cash 53,500

Perpetual -- recording of payment (assuming net
method)
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T#3 Accounts Receivable

Sales
Perigdic - recording of sale (assuming gross method)

Wi,
Accounts Receivable 80,000
Sales 80,000
Periodic - recording of safe fassuming net method)
V5,
Accounts Receivable BO,000
Sales 80,000
and
Cost of Goods 5old 39,300
Inventory 39,300
Perpetual — recording of sale (assuming gross
method)
V5,
Accounts Receivable 80,000
Sales 80,000
and
Cost of Goods Sold 29,300
Inventory 39,300

Perpetual — recording of sale {assuming net method)
e R e e e e
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(b}

With the perpetual system, the general ledger tracks the cost of goods sold on an ongoing basis. The
account contains 539,300,

Further, the Inventory account contains $35,600 ($21,000 beginning balance + 553,900 additions (under
the gross approach, $55,000 - $1,100 = $53,900) - $39,300 transferred to cost of goods sold),

With the gross periodic system, the caleulation of cost of goads sold would be as follows:

Beginning inventory 521,000
Plus: Net purchases (555,000 - $1,100) 23,900
Cost of goods available for sale 574,900
Less: Ending inventory * _35.600
Cost of goods sold $39,300

With the net periodic system, the calculation of cost of goods sold would be as follows:

Beginning inventory 521,000
Plus: Purchases _53.500
Cost of goods available for sale 574,900
Less: Ending inventory * _35.600
Cost of goods sold 539,300

* Ending inventory would be determined by a physical count (this presentation assumes it would “match”
amounts found in the perpetual system ledger).
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-05.05 Single-step and multiple-step income statements, profit margins

MONTAQUEICORRORATION

— ——
Revenues
Sales 55,675,000
Less: Sales discounts $ B5125
Sales returns and allowances 170,250 255,375
Net sales 55,419,625
Cost of goods sold
Beginning inventory, Jan. 1 $ 425,000
Add: Purchases $3,203,159
Freight-in 55,000
$3,258,159
Less: Purchase discounts 534,444
Purchase returns & allowances 61,225 95,669
Net purchases 3,162,490
Goods available for sale 53,587,490
Less: Ending inventory, Dec, 31 552,500
Cost of goods sold 3,034,990
Gross profit 52,384,635
Selling expenses
Adwvertising s 250,710
Salaries 594,000
Depreciation 99,000
Utilities 297,000 51,240,710
General & administrative expenses
Salaries 4% 361,874
Depreciation 217,124
Utilities 144,750 723,748
Other expenses
Trient 103,393 2,067,850
Income before taxes $ 316,785
1jﬁmme tax expense 100,000
MHetincome
5 216,785

This solution is reached by setting up the format, ine

excel version includes formulas that reveal the lagse erting the knowns, and solving for the unknowns, The

of each number.
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MONTAQUE/CORPORATION

{atlfami:ru nts luthuﬁu}mds'nf dnllar: 1

Revenues

Met sales 55419625
Expenses

Cost of goods sold £3,034,9%0

Selling 1,240,710

General & administrative expenses 723,748

Interest 103,353 5,102,840
Income before taxes $ 316,785

Income tax expense 100,000
Net income % 216,785
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1-05.06 Team-based study of controls

Each solution will be unigue.



Basic Solutions

Composition of cash

B-06.017

() Currency in the petty cash box
Cash

(b} Postage stamps in a file cabinet

Meither cash nor cash equivalent

(€} The balance on depasit in a regular checking account
Cazh

{d) An advance to an employee for travel costs to be incurred
Meither cash nor cash equivalent

(e} A certificate of deposit maturing in 2 years
Meither cash nor cash equivalent

(f) A 30-day certificate of deposit

Cash equivalent

(g} Aninvestment in a government treasury security maturing in 2 years

Meither cash nor cash equivalent

th) A 90-day government treasury security

Cash equivalent

(i) A post-dated check accepted from a customer

Meither cash nor cash equivalent

(j) Amounts due from customers

Meither cash nor cash equivalent

(a form of office supplies)

{a form of receivable)

(a form of investment)

{a form of investment)

(a farm of receivable)

(a form of receivable)

(K} Amounts paid to suppliers by check, but the supplier has not yet cashed the check

Meither cash nor cash equivalent

(not an asset)
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Cash mandgernent

B-06.02

Borrowing money
May result in risk of financial failure

Attempting to accelerate customer collections

May necessitate offering of a discount

Delaying payments
May alienate key suppliers

Writing checks against future receipts not yet deposited

May be an illegal strategy

Slowing expansion plans
May give competitors an advantage

Establishing bank overdraft protection or a line of credit

May result in unnecessary financing costs

Issuing additional capital stock
May dilute ewnership of existing shareholders

Flanning full utilization of cash flows, with no reserves

May result in unexpected shortfall



Preparation of a basic bank reconciliation

CASHANDH

IGHLY-LIQUID INVESTMENTS |

Ending balance per bank statement 5144,223.99 - f
Add:

Deposits in transit 7,989.04 |

Deduct:

Qutstanding checks 531,553.5?1‘:

Correct cash balance fmi

Ending balance per company records

Add:
Customer note collection

Interest earnings

Deduct:
MNSF check returned

Service charges

Correct cash balance

5 7264412
$45,000.00
450000 49,500.00
5 1,44066
44.00 1,484.66)

5120,659.46
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Journal entries fram bank reconciliation

L Debit I :é\ !

B-06.04

Cash 342597
Accounts Receivable 466,90
Miscellaneous Expense 120.00
Revenues 3,445.99
566.88

Interest Income
To record adjustments necessitated by bank
reconcifiation
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Petty cash B-06.05

Cash 500
To establish a 3500 petty cash fund

42 Postage Expense 65
Office Supplies Expense 123
Fuel Expense 180
Cash Short 5
Cash 373

Ta record expenses and replenishment of petty cash

#3 Petty Cash 250
Postage Expense 265
Office Supplies Expense 160
Fuel Expanse 40
Cash 715

To record expenses and replenishment/increase to
petty cash
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Short-term investments

B-06.06

7-May Short-Term Investments
Cash 3,500,000
Torecord the purchase of 500,000 shares of Kuai stock
at 57 per share

31-May  Short-Term Investments 1,000,000
1,000,000

Unrealized Gain on Investments
To record @ 52 per share increase in the value of
500,000 shares of Kuai stock
30-Jumn Unrealized Loss on Investments 2,000,000
Short-Term Investments 2,000,000

To record a $4 per share decrease in the value of
500,000 shares of Kuai stock
15-Jul Cash 50,000
Dividend Income 50,000
To record @ 50,10 per share cash dividend on the
investment in Kuai stock
31-Jul Short-Term Investments 1,500,000
Unrealized Gain on Investments 1,500,000

To record a 53 per share increase in the value of
500,000 shares of Kual stock
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Involved Problems

Cash composition and management

173

1-06.01

The company has a 1-year certificate of deposit, and it is earning 5% interest, The bank has offered to swap
this CD for a 1-month CD bearing a 4.5% interest rate,
Depending on the size of the CD, this option is relatively inexpensive (a reduction in yield of 0.5%) and
can possibly result in a reclassification of the item from an investment category to a cash equivalent iterm.
An open question would pertain to the yield that would be available at the time of renewal, 3s Musbaum
would be foregoing the one-year locked in rate,

The company holds significant investrments in“trading” securities, These investments have typically vielded
about 8% per year. The company can sell these securities and convert the proceeds to cash,

Assuming Musbaum can reasonably expect to continue to earn 8% on trading securities, this option
prasents a fairly expensive choice for raising cash (as compared to the some of the other alternatives).

The company carries several million dollars of accounts payable, terms 2/10, n/30. The company always
takes the discount, but can delay payment to preserve cash,

Although it may seem nominal, foregoing cash discounts is quite expensive (the mathematics is discussed
in the preceding chapter). This choice involves an annual effective interest cost of around 36%.

The company can begin to offer cash discounts of 1710, n/30 on its receivables, and anticipates that this
would greatly speed cash collections.

This choice is similar to the preceding idea, and has an annual effective interest cost of around 18%. This
would not be a good idea, unless it had the effect of reducing credit losses fram non-payment.

The company maintains a significant investment in postage stamps and travel advances. The company can
buy postage “as needed” via an internet linked postage meter, and the company can do away with travel
advances and provide key employees with a company credit card to use for travel costs.

This choice is probably the best idea since it invalves no cost. Prepurchased postage has some
convenience factor, but the money is not earning at all. The delayed outlay will conserve cash and not
increase costs to the company. Travel advances, once commaon, have largely been replaced by use of
credit cards. So long as Nusbaum pays the credit card balances in full each month, it can likely avoid any
finance charges. This will reduce the receivables from employees and restore cash,

The company is considering establishing a line of credit that enables it to borrow, on demand, up to
55,000,000 in cash. The bank will charge a $12,500 annual fee for making this credit line available to the
company. Any borrowed funds will accrue interest at the established London Interbank Offered Rate
{LIBOR) plus 1%.
Many companies buy a line of credit such as this. Properly negotiated, unused lines of credit can be
relatively inexpensive. Funds are drawn as needed and may be repaid just as quickly. They are the |dlea|
tool because interest cost is incurred only on the barrowed funds, while borrowed. These tools provide
considerable cushion against the ebb and flow of a company’s cash position. Ultimately, a company

can maintain less unproductive cash since a line of credit provides the cushion necessary to bridge 2
temporary cash shortage,
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CHAPTER &

Bank reconciliation

{a)

. Ending ba1anc:e per bank statement 5288,090.09
; - B S
_ . ez 1 i
" Depositsintransit i 1 aees0al
"~ Deduet R S
S LI E;ﬁiﬁc;te_u?deposit [not ca:sh,‘; —— $100,000.00 ’
© Creditcard payment not posted aase00| |
_'__'h_'__'l;i-rist_ar@iﬁ;éf_e_c_i%__m__' - = b S
.| ‘M3 245,55 | ]
| #2290 T azmmer| |
L w22 7sal 0704225

Correct cash balance

e et BT e TN
Ending balance per company records
(5288,090.09 - 5149,158.22)

Add:
XTX draft

Interest earnings

Deduct:

Utility company draft
Service charges

Due from Sims
Correction of error

Correct cash balance

$138,931.87

$50,000.00

475.00 30,475.00

$ 144599
125.00
3,000.00

222,00 {4,792.99)

$184613388
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(b} The corect Cash balance is $184,613.88.

45,682.01

Utilities Expense 1,445.99

Miscellaneous Expense 125.00

Accounts Receivable 3,000.00

Revenues 22200
Lease Income 50,000.00
Interast Income 475.00

To record adjustments necessitated by bank
reconciliation
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-05.03

CHAFTER &

Comprehensive bank reconciliation with business papers

| End_iljg b.arllam.:\e per bank staterment $22,82637 |
e H}j&:___._._.._ e s e P _[_
__ Deposits in ‘.",'."“mh___._ _ __T - 8,131.21
— .Ingd;:t;_‘ e = ' s
__ Oustanding checks _ | | i
#3444 $ 175.00 !
s 4,664.50 S
L ot sl i
- ! 499.00 | _(5,338.50)
S .F_ — =i =
R _"_‘Enrrect cas-h-gan:e S ‘5 I 5_25;’51953!_ B

BTl T iy ~ e L T, =l 1 N LR

"l e

Ending balance per company records

Add:
Note and interest collected
Credit card postings

Interest earnings

Deduct:

Service charges

Water bill ETF

M5F Check

Caorrection of error check #3459

Correct cash balance

A T e A R LD I R | D

- Rt =87, u e R

516,866.87

56,774.33
318233

65.66 1002232

5 3500
237.34
YBE.TT

2.00 (1,270.11)

§25,619.08
e —————
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Cash 8,752.21

Miscellaneous Expense 10,00

Utilities Expense 237.34

Accounts Receivable 1.013.77

Postage Expense 9.00
Sales : 318233
MNotes Receivable 6,500.00
Interest Income 339.99

To record adfustments necessitated by bank
reconciliation
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1-06.04

| CHAPTER 6

Team-based study of petty cash with business popers

This problem provides a tangible, team exercise pertaining to the correct aperation of a petty cash fund. Begin
by forming a nine-person team consisting of four employees, a banker, a petty cash custodian, a treasurer,

an accountant, and an auditor.

Step 1
The treasurer will prepare a check to create a 5100 petty cash fund, and present this check to
the banker who will cash the check. The accountant should record this transaction in the journal.

Step 2
The treasurer will present the cash to the petty cash custodian, and each employee will next present
his or her receipts for reimbursement. You may assume presented receipts are legitimate and meet com-

pany guidelines.

Step 3

Employee £1, who has not been reimbursed by the fund for any expenses, will reconcile the petty cash
account in the presence of the petty cash custodian. The employee will inform the treasurer of the amount
needed for reimbursement. The treasurer will prepare a check for reimbursement and to increase the total
petty cash fund to a balance of 5150, The treasurer will present the check to the bank and provide the funds
to the petty cash custedian, The accountant should record this activity in the journal.

EMPLOYEE # 1 Your objective is to be sure that receipts plus cash equal the $100 fund amount. You
should observe the petty cash custodian perform the count. It would be a bad practice
for you to actually touch the meney since you would then be a “suspect” in any shortage
that right exist. Prepare a memo detailing the results of your review of petty cash. Be sure
to include a listing of the expenses incurred by the fund and a statement confirming the
remaining cash balance. Present this memo to the treasurer and the accountant.

EMPLOYEE # 2 Clip this receipt and present it to the petty cash custodian for reimbursement. The
customer agreed to reimburse Centennial for the overnight delivery cost, so make a promi-
nent notation on the receipt for the accounting department to be sure and bill the customer.

=

- —
OiennighiltarcellExpress ]

Shipment # 579709587
o Jan. 15, 20X5

Sender Centennial Corp.
4648 Westover Rd,

Recipient Broadway Industries
789 Fairway Lane #120
Contents Overnight package - electronic parts
Delivery Guaranteed by 10 a.m. - recipent signature req'd

Amount $45.00

Payment Cash received from customer
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EMPLOYEE #3 Present the following receipt to the petty cash custodian for reimbursement. This meal
was with Arnold Zavier, a key customer. Your meeting with Arnald was to discuss a new
product lime. Tax rules require that you decument the purpose of the meal and the involved
persons. Make an appropriate notation directly on the receipt and attach your signature,
(Note: As an aside, tax laws place limitations on the deductibility of such costs in determin-
ing a company's tax liability.)

Szechuan Restaurant

Fine food with fun!
Jan. 20, 20¥%5

Lunch special (2 @ S8.75) $17.50
lced tea 175
Hot tea 1.50
52075
Tax 1.60
Total £22.35
Tip 365
Total Ticket £26.00

Thank you for dining with us!
May good fortune come your way today!

EMPLOYEE #4 Present the following receipt to the petty cash custodian for reimbursement. This fuel
was to “top off* the tank on a company vehicle prior to sending it out on a lengthy road trip.

BEUN TIME PETROLEUM
8487 Northwest Highway

Jan. 25, 20KE

Unleaded regular gasoline (3 gallons @ $4) $12.00

Total $12.00

179
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BAMNKER

Use the following “currency™ and pay the checks presented by the treasurern

Be sure the checks are made payable to "cash® and not “petty cash” The treasuer should
sign the check on the front and endorse the check on the back.

| s0wm—
20

TWENTY DOLLARS

$20
TWENTY DOLLARS

$20
TWENTY DOLLARS

520
TWENTY DOLLARS

| 570 M

520
TWENTY DOLLAR
- =

$20
TWENTY DOLLARS

520 |

[

520

SWENTY DOLLARS

| $20 mmmeneamapnemr 520 |

$20
TWENTY DOLLARS

Baiais =

s20
TWENTY DOLLARS

| STCHN———( ) |

510
TEN DOLLARS

| 510 u— siTo |
$10
TEN DOLLARS

1) P—
10
TEN DOLLARS

§10
TEN DOLLARS

$10
TEN DOLLARS

| SO
510

TEN DOLLARS

| 510 ———— L |

310
TEN DOLLARS

510
TEN DOLLARS

510 Nmm——— o |
510
TENBUEEARS

o

$5

FIVE DOLLARS

FIVE DOLLARS

$5
FIVE DOLLARS

P ——]
$5

%5
FIVE DOLLARS

- —.m

- o

£l
ONE DOLLAR

B el
51
QN’EDDLL&R

| 5 1omremeemm———; 1

51
ONE DOLLAR

51
ONE DOLLAR

P S Ll

w10 |
S10

TEN DOLLARS

51
ONE DOLLAR

P
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PETTYCASH  Accept the cash provided by the treasurer and reimburse receipts presented by

CUSTODIAN  employees, Custodians should maintain a record of activities that includes signatures from
employees who receive reimbursement or place funds into the account. Use the follow-
ing form for this purpose. It is also a good practice to be sure that each receipt is clearly
marked with the purpose of the expenditure and to whom reimbursement is made. Mark
each receipt as "paid® at the time of reimbursement.

Dates Item! Armoun Sigratirei.
01-15-X5 Shipping 45.00 Employee #2
01-20-X5 Lunch 26.00 Employee #3
01-25-X%5 Gas 12.00 Employee #4

TREASURER Properly complete the checks and present them to the banker for cashing. Provide
the funds to the custodian. It is a good practice to have the custodian sign a "receipt®
acknowledging that he or she has accepted the funds.

Centennial Corp. Check # 1
4648 Westover Rd, Date: 01-01-X5
Pay to the order of: CASH | 51002 |

AL L R R P e ] GNE‘HUNDHED AND NOflm DGLLARS- - ™~

® Meridian Bank 4

MEMO  To establish petty cash Treaswren

Centennial Corp. Check # 2
4048 Westover Rd. Date: 01-31-%5
Pay to the order of: CASH ] £133@ J

TSTRTTTITTRTYYRARTT® ONE-HUNDRED THIRTY-THREE AND NO/100 DOLLARS **tertesssessansanss

® Meridian Bank 4

MEMO  Toincrease petty cash Treadanes

181
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| acknowledge receipt of 100 dollars from Treasurer for
the purpose of establishing or replenishing the petty cash fund over which | am custodian,

Date:

O1-01-X5 Signed: Custodian

| acknowledge receipt of iz dollars from Treasirer for
the purpose of establishing or replenishing the petty cash fund over which | am custodian.

Date:

O1-B1-X5 Signed: Custodiam

AUDITOR

ACCOUNTANT

At the conclusion of this problem, review the procedures and decumentation used by

your team and identify if there were any errors or irregularities, Do you have any sugges-
tions for improving controls?

Lead your team in a discussion of the importance of a good accounting system. For in-
stance, how would Centennial insure that the shipping costs get hilled back to Broadway,
how would costs that have unigue tax treatment {like the meal) be tracked and document-
ed, and so forth. Focus the discussion on the importance of proper accounting systems
and controls as a necessity in correctly managing business resources,

Record the check to establish the petty cash fund,

Concurrent with the treasurer's reimbursement of the fund, obtain the receipts from the
custedian along with a copy of the report prepared by Employee #1. Examine the docu-
ments for any discrepancies and prepare an appropriate journal entry,

e

Petty Cash 100.00

Cash 100.00

Ta establish petty cash fund

Petty Cash 50,00
Accounts Receivable 45.00
Selling Expense 26.00
Fuel Expense 1200
Cash 123.00

To replenish and increase petty cash fund
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Short-term investrments - 1-06.05

1-Aug Short-Term Investments 300,000
Cash 300,000

To record the purchase of short-term investments
(5125000 + 575,000 + 380,000 + 520,000}

3-Aug  Short-Term Investments 9,000
Unrealized Gain on Investments 8,000
To record increase in the value of short-term
fravestments (3309000 - $300.000)
30-5ep  Short-Term Investments 28,000
Unrealized Gain on Investments 28,000
To record increase in the value of short-term
investments ($337,000 - $309,000)
3-0ct  Unrealized Loss on Investments 20,000
Short-Term Investments 20,000

Ta record decrease in the value of short-term
investments ($337,000 - $317.000)
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1-06.06 Applied accounting for short-term investrments

Day 1 Short-Term Investmants
Cash 300,000

To record the purchase of short-ferm investments

Day 1 Short-Term Investments 7
Unrealized Gain on Investments T
To record the increase in value of short-term
invesiments
or
Day 1 Unrealized Loss on Investments i

Short-Term Investments

Te record the decrease in value of short-term
investments

A simifar entry would be prepared each day -- each
student will kave a different result depending on the
portfolio he or she constructs



Basic Solutions

Costs and benefits of selling on credit B-07.01

This is an excellent problem to stimuate discussion - note that the advantages and disadvantages of “direct
extension of credit” versus “accepting credit cards” are inverse (accept for stimulating additional sales).

Cash Only Direct Extension of Credit Accept Credit Cards
Advantage  Disadvantage Advantage  Disadvantage Advantage  Disadvantage

Opportunity to
charge/collect ad- J J /

ditional income in

the form of interest

Likely
increase in J ¢

revenues

Conducting credit
background checkS
obtaining a credit
report

Significant
risk of
uncollectible
accounts

Increased
accounting cost
in the form of
periodic billings

IR NRN
RN ENAN

Incurrence of
fees on each
transaction

Immediate
access to
procegds

LT NN T
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B-07.02 Credit card transactions

Service Charge 315
Sales 21,000

sold merchandise on “bank card;” sarme day funding,
net of fee of 1.5% assessed by bank

11-Jun  Accounts Receivable 2,880
Service Charge 120
Sales 3,000
Sold merchandise on “nonbank cord” recorded 4%
fee
25-Jun  Cash 2,880
Accounts Receivable 2,880

Collected amount due from credit card company

L T T AT o e ey e S MY |
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The direct write aff method B-07.02

(a)

The direct write-off method is not in accordance with GAAPR |t mismatches revenues and expenses
because bad debts may not be measured until periods occurring substantially later than the recording of
the sales, This has the effect of overstating income in the near-term periods. Nevertheless, it is a simpler
method and might be used by a business that has no external reporting constituency that requires GAAP-
based reports. If a business has an immaterial amount of uncollectibles, it too may simplify its accounting
process by using the direct-write off approach,

(b)

The tax code only permits the direct write-off method. By using the direct write-off method for accounting
and tax purposes, Flowers and Fluff is able to simplify the entire accounting process. A larger corparation
does not have this luxury, and must maintain dual records for uncollectibles — ane set of records to satisfy
GAAP (an allowance method) and one set of records to satisfy tax rules (the direct write-off method).

Dec, 31 Lncollectible Accounts Expense 125

Accounts Receivable 125
To record the write off of an uncollectible account
from Coligni
id)

The direct write-off method tends to overstate income and accounts receivable, It only reduces income
when an account is definitely known to be bad. This means that some “unlikely” accounts exist that are
still on the books. OF course, accounts receivable are also overstated by the continued reparting of the

questionable assets.
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B-07.04 Allowance method: Percentage of receivables

(a)

The beginning balance in the Allowance for Uncollectible Accounts was 558,000, Thisis simply the existing
ending balance (518,000} plus the amounts written off against the allowance ($40,000) during the year.

T = R i —1
GUNTS I _.i;._. f lﬁ' ﬁi i Eﬁm I
various  Allowance for Uncollectible Accounts 40,000
Accounts Receivable 40,000

To record the write off of uncollectible accounts

m—-n- PP i m i:, :E-Ii. !

Dec. 31 Uncollectible Accounts Expense 51,000
Allowance for Uncollectible Accounts 51,000

To adjust the allowance account from a 518000
balonce to the target balance of $69,000 (52,300,000

X 3%)
(d)
Accounts Receivable 42,300,000
Less: Allowance for Uncollectible Accounts (69,000} $2,231,000

le)
The expense will equal the 551,000 recorded in (c) above. The pracess of writing off specific accounts
against an allowance (in (b) above) does not impact income.
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Allowance method: Aging of accounts B-07.05
(a)
Spreadshe =lEd
fx
A B C D E F
1 Estimated
Estimated % Amount
Age Balance Uncollectible | Uncollectible
2 | 0to 30 days $1,200,000 2% $ 24,000
3 |31 to 60 days 700,000 10% T0,000
4 |61 to 120 days 200,000 25% 50,000
5 | Over 120 days 25,000 505 12,500
& 52,125,000 $156,500
= E — —— 3
7
Accounts receivable 52,125,000
Less: Allowance for uncollectibles {156.500) 51,968,500

e ———
Wﬁﬂ“u—“—
Dec.31  Uncollectible Accounts Expense 141,500
Allowance for Uncollectible Accounts 141,500

To adjust the allowance account from a $15,000 (cr)
balance to the target balance of 5156,500 (cr)

Dec. 31 Uncollectible Accounts Expense 161,500
Allowance for Uncollectible Accounts 161,500

Te adjust the allowance account from a $5,000 (dr)
balance to the target balance of $ 156,500 (cr)

e e e e e e iyt et S T O T e e W ST

The allowance account is a contra account to accounts receivable and would normally have a credit
balance. A debit balance WQiIJ I blecmatEd if more accounts were actua“:.r written D‘Efagﬂi nst the account
than was its balance, The situation would be rectified with an end-of-period adjustment, as shown.

The :Iebi;d balance might suggest that insufficient estimates of anticipated write-offs were previously
established.
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B-07.05

Critical thinking about account balances

Jan. 3

Jan. 31

Jan, 31

Accounts Receivable 630,000

Sales 630,000
To record Jonuary sales
Uncollectible Accounts Expense 150,000

Allowance for Uncollectible Accounts 150,000

To establish the uncollectible accounts expense for
January (S0 + 5150,000 - 580,000 = 570,000}

Allewance for Uncollectible Accounts 80,000
Accounts Receivable 80,000
To write-off accounts deemed uncollectible

Cash 150,000
Accounts Receivable 150,000

To record cash collections (S630.000 - 580,000 -
$400,000 = $150,000)

e

Feb. 28

Feb. 28

Feb. 28

Accounts Receivable 480,000

Sales 480,000
To record February sales
Uncollectible Accounts Expense 175,000

Allowance for Uncollectible Accounts 175,000

To establish the uncollectible accounts expense for
February (S70,000 + $175000 - $95,000 = $150,000)

Allowance for Uncollectible Accounts 95,000

Accounts Receivable 95,000
To write-off occounts deemed uncollectible

Cazh 135,000
Accounts Receivable 135,000

To record cash collections ($480,000 - $95,000 -
($650,000-5400,000) = $135,000))

L e S————.,
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Mar.31  Accounts Receivable 590,000

Sales 590,000
To record March sales

Mar.31  Uncollectible Accounts Expense 185,000
Allowance for Uncollectible Accounts 185,000

To establish the uncollectible accounts expense for
March (5150,000 + 5185000 - $125,000 = 5210,000)

Mar. 31 Allowance for Uncollectible Accounts 125,000
Accounts Receivable 125,000
To write-off accounts deemed uncollectible

Mar, 31 Cash 215,000
Accounts Recelvable 215,000

To record cash collections (3590,000 - $125000 -
(5900,000-5650,000) = $215,000))

(k)

The cash discount appears to make sense since the 10% discount is lower than the current credit loss
rate. However, the CFO may find that the only customers taking the discount are those which would have
paid anyway. It could be that Morrison will continue to experience the same overall level of credit losses,
and give up a 10% discount on the paying customers. If this were to occur, Morrison would experience
reduced profitability, Credit policies are tricky, and the CFO needs to proceed with caution,

()

The CFO has an ethical and legal responsibility to truthful reporting. The CEQ may be interested in
boosting income by manipulating the provision for uncollectible accounts. This could garmer a higher
stock price but would ultimately cheat unsuspecting investors,
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B-07.0F Allowance method: Write-off of accounts

. v . - H = T : ___+____ )

Allowance for Uncollectible Accounts 50,000
Accounts Receivable 50,000
To record the write-off of the Timber Creek receivable
Accounts Receivable 50,000
Allowance for Uncollectible Accounts 50,000
To restore the Timber Creek receivable
Cash 50,000
50,000

Accounts Receivable
Torecord the collection ofthe Timber Creek receivable

(b)

The actual write off of the account reduces both the asset account (Accounts Receivable) and its contra
account (Allowance for Uncollectible Accounts). This action has no impact on the net realizable value
of the receivables (accounts receivable minus the allowance), and no bearing on income. Income is
impacted when the allowance is established, not at the time of write off.
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Menitoring receivables: Analysis and ratios

193

B-07.08

(a)
Accounts Receivable Turnover Ratio

Met Credit Sales/Average Net Accounts Receivable

$6,000,000/[(52,150,000 + 52,650.000)/2]

$6,000,000/52,400,000

2.5
Days Qutstanding
365 DaysfAccounts R-e:ewabre Turnover Ratio
315;."2.5

146 Days

(b)

Supreme needs to carefully evaluate its extension of credit to customers. Since sales are stated as occurring
uniformily over the year, one would expect that fully performing receivables would have an average age of
around 75 to 80 days (100% of the most recent sales being uncollected, 75% of the prior month, 50% of
the next prior manth, and 25% of the month before that - yields 250% of monthly sales as the expected
receivable level), Supreme’s receivable position is quite stale and indicative of serious problems,

ic)

Sales, whether for cash or on account, are sales (unless there is a high likelihood of them not being
callected). A year-end marketing push can clearly boost sales. The ratios far Supreme will appear even
worse:

Accounts Receivable Turnover Ratio

Met Credit Sales/Average Net Accounts Receivable
$9,000,000/[(52,150,000 + 55,650,000)/2]
59,000,000/53,900,000

2.308

Days Outstanding

365 Days/Accounts Receivable Turnover Ratio

365/2.308

'IEEDays

The sensitivity of ratios to changing business circumstances should always be considered. The holiday
sales campaign might be a major business success ayan though the ratios have deteriorated. The moral is
to use ratios as an indicator but not a final evaluative tool. Consider the facts, always!
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B-07.09 Nates receivable terminology

(1) Payee (b} Party to whem payment will be made

{2) Principal (a) Stated amount of the note

{3) Dishonor if) Refusing to pay a note at maturity

(4) Maker {c) Party promising to make payment

(5] Interest {d} Charge imposed on the barrawer of funds for the use of money

{5) Maturity {e) Date the note will be due
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Motes receivable interest calculations
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B-07.10

Vinay missed all of the questions and is not eligible for the job. Corrections follow:

(a)
Assume the bank holds a 400,000 Indian Rupee (INR) note receivable dated June 1, 20X1. This note

matures on August 31, 20X 1. This note is written to assume a 360 day year and 30 day months. The annual
interest rate is stated at 10%. What is the maturity value of the note, including interest?

Answer: 400,000 X 10% X 668/360=56666:67
400,000 X 10% X 90/360 = 10,000
400,000 + 660667 =406.000.67
400,000 + 10,000 =410,000

(b)

Assume the bank holds a INR 400,000 note receivable dated June 1, 20X1. This note matures on August
31, 20X1. This note is written to assume a 365 day year, and actual days outstanding are used in all
calculations, The annual interest rate is stated at 10%. What is the maturity value of the note, including
interest?

Answer: 400,000 X 10% X 92/365 = 10;082:19

400,000 + 10,082.19 = 410,082.19

(<)

Assume the bank holds a INR 1,000,000 note receivable dated October 1, 20X5. This note matures on
September 30, 20X6. This note is written to assume a 360 day year and 30 day months. The annual
interest rate is stated at 8%. How much interest income should the bank record for its accounting year

ending December 31, 2057

Answer: Zero—thenote-tsnotdue-unti-20%6
1,000,000 X 8% X 90/360 = 20,000

(d}

Assume the bank holds a INR 1,000,000 note receivable dated Cctober 1, 2045, This note matures on
September 30, 20X6. This note is written to assume a 360 day year and 30 day months, The annual
interest rate is stated at 8%. How much interest income should the bank record for its accounting year
ending December 31, 20X67

Answer: 1,000,000 X 8% X 270/360 = 600000
1,000,000 X 8% X 270/360 = 60,000
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B-07.7T1 Accounting for notes receivable

Dec. 1 Motes Receivable 24,000
Accounts Receivable 24,000

To record issuance of 10%, 1-year note, in exchange
for autstanding receivable

Dec. 31 Imterest Receivable 200
Interest Income 200
To accrued interest on note ($24,000X 10% X 1/12)

Mow. 30 Cash 26,400
Interest Income 2,200
Interest Receivable 200
Motes Receivable 24,000

To record interest income (11 months) and collection
of note receivable and previously acerued interest

If Lambert did not make payment on November 30, but Musaka still anticipated collecting the amount
due, then the debit would be to Accounts Recelvable rather than Cash,
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Involved Solutions

Direct write-off versus allowance methods

197

1-07.01

Year 1 Mo Entry

Year 2 Uncollectible Accounts Expense 24,000
Accounts Receivable 24,000
To write-off uncollectible accounts

Year 3 Uncollectible Accounts Expense 111,000
Accounts Recelvable 111,000
To write-off uncollectible accounts

(b}

The direct write-off method "mismatches” revenues and expenses. The cost of a write-off is not expensed
until the years following the year of sale. The allowance method does a better job of matching revenues
and expenses and produces a more representationally faithful portrayal of income. A proper application
of the allowance technique also produces a more valid carrying value for the receivables on the balance
sheet each period,
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()
e -
. N ccounts = - I':ﬂ :ﬁ =
Year 1 Uncollectible Accounts Expense 75,000
Allowance for Uncollectible Accounts 75,000

To establish the allowance account for Year |

Year 2 Uncollectible Accounts Expense 199,000
Allowance for Uncollectible Accounts 195,000

To establish the allowance account for Year 2
(5250,000 - (575,000-5 24,0001

Year 2 Allowance for Uncollectible Accounts 24,000
Accounts Receivable 24,000
To write-off uncollectible accounts

Year 3 Uncollectible Accounts Expense 361,000
Allowance for Uncollectible Accounts 361,000

To establish the allowance account for Year 3
(5500.000 - (5250,000 - 5711 1,000)}

Year 3 Allewance for Uncollectible Accounts 111,000
Accounts Receivable 119,000
To write-off uncollectible accounts

(d)

Met income for Year 1 is 525,000 (5100,000 as reported - 575,000).
Met income for Year 2 is 5125,000 ($300,000 as reported - (5199,000 - 524,0000).
Met income for Year 3 is $300,000 (5550,000 as reported - ($361,000 - $111,000)).

The lower income will perhaps disappoint investors and lead to a lower stock price.
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Allowances and account analysis 1-07.02

Accounts Receivable 6,000,000

Sales 6,000,000
To record sales on account
Cash 4,800,000

Accounits Receivable 4,800,000

To record callections on account

Sales Discounts 68,000

Accounts Receivable 68,000
To record sales discounts
Allowance for Uncollectible Accounts 33,000

Accounts Receivable 33,000

To write-off uncollectible accounts

Uncollectible Accounts Expense 59,320
Allowance for Uncollectible Accounts 59,320

To increase allowance by 559,320
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Accounts Receivable 6,600,000
Sales 6,600,000
To record sales on account

Cash 5,900,000
Accounts Receivable 5,900,000
To record collections on accodint

Sales Discounts 88,000
Accounts Receivable 88,000

To record sales discounts

Allowance for Uncollectible Accounts 53,000
Accounts Receivable 53,000
To write-off uncollectible accounts

Uncollectible Accounts Expense 81420
Allowance for Uncollectible Accounts 81,420

To increase ollowance to equal 3% of gross
receivables (see calculations on next page)
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Receivables Allowance
Beginning balance (20X7) $ 1,500,000 5 40,000
Sales on account (20X7) 6,000,000
Caollections on account (20X7) {4,800,000)
Sales discounts (20X7) {68,000)
Accounts written off (20X7) {33,000) {33,000)
Additions to allowance (20X7) - 59,320
Ending balance (20X7) $ 2,500,000 $ 66,320
Receivables Allowance
Beginning balance (20X8) $ 2,599,000 $ 66,320
Sales on account (20X8) 6,600,000
Callections on account (20X8) (5,900,000}
Sales discounts (20X8) (88,000)
Accounts written off (20X8) {53,000) (53.000)
Subtotals $ 3,158,000 $13,320
Additions to allowance (20%8) - 81,420
Ending balance (20X8) 53,158,000 5 94.740

The allowance account should have a balance of 594,740 (3% of the gross receivables: (53,158,000 X 3%
= 594,740). The addition to the account (581,420) is equal to the difference between the 513,320 balance
befare adjustment, and the targeted balance of 594,740,
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1-07.03 Journal entries and analysis of receivables and allowances

Allowance for Uncollectible Accounts

Accounts Receivable 150,000

To record the write-off of the Windy Point receivable

Accounts Receivable
Allowance for Uncollectible Accounts

To restore the portion of the Windy Point receivable
that was collected

90,000

Cash 90,000

Accounts Receivable 20,000

To record the coliection of the Windy Point receivable

Accounts Receivable 25,689,000

Sales 25,689,000

To record sales on account

Cash 21,300,500

Accounts Receivable

To record colfections on account

21,300,500

Allowance for Uncollectible Accounts 123,000
Accounts Receivable 123,000

To recard the write-off of accounts

Uncollectible Accounts Expense 337,500

Allowance for Uncollectible Accounts 337,500

To establish the correct balance in the allowance
(5320500 - 5150000 + 590000 - 5123000 =
S137.500 5475000 - $137,500 = 5337,500)

B e e s e S A T e i et i S e S
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(b)
UNCOLLECTIBLE
ACCOUNTS ALLOWANCEFOR  NET REALIZABLE ACCOUNTS
RECEIVABLE UNCOLLECTIBLES VALUE EXPENSE
Tarecord the wiite offof the. . izgi000) $  (150,000) $ - 5 -

Windy Point receivable

Te restore the portion of the
Windy Point receivable that 90,000 90,000 - -
was collected

To record the collection of the

Windy Point receivable (90,000) = (90,000) .

To record sales on account 25,689,000 - 25,689,000 -

To record collections on (21,300,500) = (21,300,500) 3
account

To record the write-off of (123,000) (122,000) R i

accounts

To establish the correct
balance in the allowance for - 337,500 (337,500) 337,500
uncollectibles
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1-07.04

CHAPTER 7

Aging of accounts receivables

(a)

<R 576 551 O 57 N1 1 -

Clinic Quick
Target Time
Novellus

Meridan Qil
Batesville

Delorres River Guides
Xhi

Sanchez Systems
Aurora

Inidigo

Zebra Sports
Hospital Supply
Uvlade Ranch
CarMan

Air There Freight
Security by the Hour
Robert Ricketts
Elonzo's Restaurant
Museum of Art
MNorman's
Stop Shop

Auqust 15, 2018
February 3, 2019
February 16, 2019
May 20, 2019
August 18,2019
September 19, 2019
October 20, 2019
October 25, 2019
Nevember 12, 2019
Movember 29, 2019
December 3, 2019
December 4, 2019
December 7, 2019
December 9, 2019
December 11, 2019
December 13, 2019
December 14, 2019
December 17, 2019
December 21, 2019
Decemnber 23, 2019
December 27, 2019
December 31, 2019

03
i
ERE:]
225
135
103
72
67
49
32
28
27
24
2
20
18
7
14
10
8

16,040
14,440
18,780
11,786
14,805
8,990
15,100
22310
5,000
16,500
144,000
135100
3,700
21,900
12,300
40,900
3,550
11,789
255,000
10,000
34,700

61,046

23,795

58910

672939

S5 g 1] ————————————— e S {  ap st it ]

| fx
? A | ' c D ! =
[ 1 Estimated
\ Age Balance Smﬁlﬁ;gt?bﬁ Un&g?lg'éaizle
2 0to 30 days 672,939 1% % 6,729
3 | 31t09days 58,910 3% 1,767
4 | 91 to 180 days 23,795 10% 2,380
5 | Over180days 61,046 40% 24,418
. §35,395
E \ s
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OURNAL
Hi AR i ek
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Uncollectible Accounts Expense 20,295
Allowance for Uncollectible Accounts 20,295

Taincrease allowance (535,295 - §15,000 = 520,295)

i e ]

Uncollectible Accounts Expense 30,295

Allowance for Uncollectible Accounts 50,295
To increase allowance (535,295 + $15,000= $20,295)

(d)

If accounts actually written off exceed the provisions fer uncollectible accounts, the balance will shift
to a debit balance. This condition may indicate that the allowance rate is inadequate, or an unusually
large account had to be written off. In any event, the adjusting entry restores the account to its proper
estimated balance.

205
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1-07.05 Tearm-based analysis of receivables

Each group is anticipated to have unigque solutions based on the companies selected.



ALLLIINM 2 RELEIVADLE |

Comprehensive notes receivable

LU F

1-07.06

(2) - (d)
-‘ﬂil"ir- y - \
- R —
{a) Accounts Receivable 24,000,000
Cash 6,000,000
Sales 30,000,000
To record the sale to Min Chen
Cost of Goods Sold 22,000,000
Inventory 22,000,000
To record the cast af the lighting system
{b) Cash 4,000,000
Motes Receivable 20,000,000
Accounts Receivable 24,000,000
To record conversion af an account receivable fo a
note receivable
i< Interest Receivable 200,000
Interest Income 200,000
To record accrued interest (RME 20,000,000 X 6% X
604360 = 200,000)
(el Cash 20,600,000
Interest Income 400,000
Interest Receivable 200,000
Motes Receivable 20,000,000

To record the collection of the note plus interest
{interest income RMB 20,000,000.X 6% X 120/360)

(e

The conversion to the promissory note was likely done to formalize the trade agreement, improve
Zhejiang’s legal position in the event formal legal resolution of the matter became necessary, and provide
Zhejiang interest income over the protracted payment period.

if)
Zhejiang would incur a RMB 500,000 reduction in profitability. This cost should be *matched® with the
revenue and would most appropriately be recorded in the year of sale, 20%2. This problem provides an

opportunity to discuss measurement theories and estimation challenges that are problematic to most
business environments.



208 | CHAPTER 7



Basic Solutions

Inventory categories, shipping, and costs to include in inventory

B-08.01

Finished
stretch limos
awaiting sale

Category

Yes

v

No Raw Material  Work in Process  Finished Goods

v

Limos under production that
have been ordered by specific
customers and a deposit made

S

v

Finished limos shipped
to dealers, terms
FOB shipping paint

Luxury cars ordered from a
manufacturer and in transit,
FOB destination

Sheet metal
in the company’s
warehouse

Wiring produced in China, in
transit on a ship in the Pacific
Ocean, terms FOB Shanghai

%

Leather installed on a
limo currently
under production

LCD monitors installed in a
finished limo awaiting shipment
to a customer

NSNS

Finished and sold limo
returned to the factory
for repair under warranty
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B-08.02 Consigned inventory

(a)

The art gallery is the consignee and the artists are the consignors. The inventory should be carried on
the balance sheets of the consignors, as they are the rightful owners. The gallery is merely the custodian,
but does not own the inventory and would not report it as an asset. Consigned inventory presents
special preblems in tracking and controlling because physical custody is separated from the owner. The
Consignees must be careful to maintain accountability as they will need to pay consignors for portions
sold, Consignors should have procedures for regularly tracking and verifying the continued existence of
inventory that is consigned to others.

(b)
The items for inclusion in inventory are selected from the list below:

I et i |

See Shining Sea Gallery v $ 2,500 $ 2,500
Mermaids Artist 1,800
Big Fish Gallery v 210 210
Shells At Dawn Gallery v 3,000 3,000
Sand Forever Gallery v 1,090 1,090
Development! Artist 4,200
Taking a Chance Gallery v 20,000 20,000
Tides and Moons Gallery v 500 500
Mystery Sea Gallery ' 1,200 1,200
On the Beach Artist 1,650
Too Much Sun Artist 4,775
Spring Break Artist 5,000
Inland Gallery v 7880 7.880
" Alligators Return Artist 19,720
Frost and Farm Gallery v 14,300 14,300
TOTAL OWNED INVENTORY AT RETAIL 551,380
DIVIDED BY MARKUP RATE =+ 20080
TOTAL INVENTORY VALUE FOR THE BALANCE SHEET 525,690

Commission Revernue 250
Accounts Payable 750

To record sale of art held on consignment {25%
fevenue and 75% payable to artist)
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Basic inventory cost low concepts B8-08.03

(a}

2,780,000 pounds were used:

Beginning inventory 500,000

Plus: Purchases 2,800,000

Units available far sale 3,300,000

Less: Ending inventory 520,000

Units used 2,780,000

[{:)]

Goods available for sale is not the same as ending inventory. As shown in part (a), goods available for sale
were 3,300,000 pounds. There is no expectation that all of the *goods available for sale” during a periad
were all on hand at the same time,

(€]

54,825,000

Beginning inventory (500,000 X $1.25) 5 625000
Plus: Purchases (2,800,000 X 51.50) 4,200,000
Cost of goods available for sale 54,825,000
(d)

Cost of goods available for sale is allocated between ending inventory and cost of goods sald.

(e}
FIFO - $780,000 to inventory and 54,045,000 to cost of goods sold:

Beginning inventory (500,000 X 51.25) 5 625000
Plus: Purchases (2,800,000 X $1.50) 4,200,000
Cost of goods available for sale 54,825,000
Less: Ending inventory (520,000 X $1.50) 780,000
Cost of goods sold 54,045,000
3]

LIFO -- $655,000 to inventory and 54,170,000 to cost of goods sold:

Beginning inventory (500,000 X $1.25) § 625,000
Plus: Purchases (2,800,000 X 51.50) 4,200,000
Cost of goods available for sale 54,825,000
Less: Ending inventory (500,000 X $1.25) + (20,000 X $1.50) £55,000

Cost of goods sold 54,170,000
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(gl

Profitability will differ by 5125000 {cost of goods sold 54,170,000 vs. $4,045,000). This is an expected
outcome based on different assumptions about cost allocation. It is perhaps confusing that profit
measurement varies based on choice of accounting method, Yet, it is the reality of the accounting model
that is in use, Efforts are constantly being made to improve GAAP, but there are many challenges to
consider and discuss. This underscores the need for business persons to understand the fundamental
nature of accounting in order to use and interpret financial data.



Basic "periodic” calculations far inventory, FIFQ, LIFQ, average cost
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B-08.04

(2]
FIFO

Beginning inventory (40 X $140)

Flus: Purchases (60 X 5150) + (90 X 5170)
Cost of goods available for sale

Less: Ending inventory (65 X 5170)

*Cost of goods sold

*Alzo, can be calculated as (40 X $140) + (60 X 5150) + (25 X 5170)

Sales (70 X 5255) + (55 X 5295)
Cost of goods sold
Gross profit

(b
LIFD

Beginning inventory (40 X $140)

Plus: Purchases (60 X 5150) + (90 X 5170)

Cost of goods available for sale

Less: Ending inventory (40 X 5140) + (25 x $150)
**Cost of goods sold

**Also, can be calculated as (90 X $170) + (35 X 5150)
Sales (70 ¥ 5255) + (55 X 5295)

Cost of goods sold
Gross profit

[{a]
Weighted-average

Beginning inventory (40 X 5140)

Plus: Purchases (60 X $150) + (90 X 3170)
Cost of goods available for sale

***ess: Ending inventory (65 X $157.37)
***Cost of goods sold (125 X $157.37)

**"Weighted-average cost is 5157.3684 {({40 X 5140} + (60 X $150) + (90 X $170))/1590)

Sales (70 X $255) + (55 X $295)
Cost of goods sold
Gross profit

24,300

$29,900
9,350
520,550

34,075
20,550
$13,525

5 5600
24,300
529,900
10,229
519,671

534,075
19,671
514,404
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B-08.05 Basic “perpetual® calculations for inventory, FIFO, LIFO, average cost
FIFO perpetual:
0 3 tE St o s SN - < ' /G 0o d s'S o1 d
Day 0 10X 510=5%100
Day 1 10X 5$10=5100
5X511 =555 5X511 =555
5155
Day 2 6X 510 =560 4X%X510=5 40
SX$11=5 55
5 95
Day 3 4X510=35 40
5X511=5 55
8X$12=596 8X512=% 9
519
Dray 4 4X510=5 40
5X$11=3% 55
595 BX512=5 96
Ending BX512=595

LIFO perpetual:

Day 0 10X $10=$100
Day 1 10X 510=5$100
5X$11=$55 5X511=3% 55
$155
Day2 5X$11=% 55 9X$10=$ 90
1X5$10=5 10
% 65
Day 3 9X$10=5 50
8X512=596 8X512=5 96
= $186
Day 4 8X512=5 96 8X510=$ 80
1%510=5 10
. $106
Ending 8X5$10=5 80

et e L e R R e e i e e g i il
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Moving average;

D I P s < WINRRINN o < € of G ood §/Sold
Day 0 10X 510 = 5100
Day 1 10X510=5100
S5X 511 =455 51{511=$j
Mote: Average cost = 5155/15 units = 5103333 5155
Day 2 62X 5103333 =562 9X510.3333=5 93
Day 3 9X5103333=5 93
8X512=1596 8X512=5 96
Mote: Average cost = $1858/17 units = 511.1176 5189
Day 4 9X511.0176= 5100 BX511.1176=5 B9
Ending BX511.1176=5 B9

The computer program returned the wrong value for the Moving Average method (388 instead of the
correct $89). Perhaps the program simply averaged the unit cost ({510 + 511 + 312)/3) at 311, 311 X8
units = the wrong amount ($88). It is impertant to weight the average cost on a moving basis, as shown,
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B-08.06 Inventory journal entries - periodic and perpetual

Accounts Payable 100,000
Purchased imventory on account (100 units X 51,0000

Cash 150,000
Sales 150,000
Sold merchandise for cash (75 units X 52.000)

Sales Returns & Allowances 6,000
Cash £,000
To record the return by customers of 3 units (3 X
52,0000
Accounts Pavable 3,000
Purchase Returns and Allowance 3,000
To record the return to vendors of 3 units (3.X $1,000)
T T i o . Al = e S g T S S, WUty |

{b)

Beginning inventory (50) + net purchases ($100,000 - $3,000) - ending inventory (25 units X 51,000) = cost
of goods sold ($72,000); net sales ($150,000 - $6,000) - cost of goods sold (572,000 = gross profit ($72,000),
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Inventory

Accounts Payable
Purchased inventary on account (100 units X 51,000

Cash
Sales
Sold merchandise for cash (75 units X 52,0000

Cost of Goods Sold
Inventory
To record cost of goods sold (75 wnits X 51,000

Sales Returns & Allowances
Cash

To record the return by customers of 3 units (3 X
$2.000)

Inventory

Cost of Goods Sold
To place returned units back in inventory (3 X 51,000/

Accounts Payable
Inventory
To record the return to vendors of 3 units (3 X 51,000)

150,000

75,000

6,000

3,000

3.000

75,000

6,000

3,000

3.000

(d)

Net sales (5150,000 - 56,000) - cost of goods sold (575,000 - $3,000) = gross profit (572,000}, Ending
inventory in the ledger would be $25,000 (5100,000 - 575,000 + $3,000 - 53,000). This balance should be
confirmed via a physical count.

217
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B-08.07 Specific identification method
UNITS SOLD

Bentley $120,000
Cadillac 40,000
Land Rover 60,000
Porsche 75,000
Mercedes 85.000
Infiniti 30,000

£419,000

UNITS IM ENDING INVENTORY

Rolls Royce 5160,000
Lexus 50,000
Jaguar 42,000
BMW 64,000

$316,000

Sales  $600,000
Cost of goods sold 419,000

Gross profit  $181,000
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Lower of cost or net realizable value B-08.08

(a)
C : ' BN 15 s TN 2 T AN P .t i

COsT 41,000 §2,500 53,000 $2,000 51,500 52,300

Vs, "NRV™
Expected selling price 51,400 5 80O 56,000 52,200 52,500 51,600
Selling expense _ 400 100 500 300 400 200
Met realizable value [_SIDDD L5 700 55500 51,900 52,100 51,400

M sio00 | $1.500

VALUE TO REPORT 51,000 s 700 $3,000

(b)

Loss Due to Decline in Net Realizable Value of Inventory 900
Inventory Q00

Ta record decline in value of Election Day Upset painting
(52,300 - §1,400))
e i e T e e L o e St el
{Note: Some companies will establish an allowance account rather than actually reducing the inventory
account.)

Please note that the problem only asked for the journal entry for Election Day Upset. Similar journal
entries would be needed to record the decline in value for Endless War (5100) and Fire on Hill [51,800). In
the alternative, a single journal entry recording $2,800 could be recorded ($900 + $100 + $1,800),

e}

The item-by-item rule is not required, but it is the most conservative. Every item that has experienced any
decrease is effectively reduced. A less conservative approach is to offset items that have declined against
iterns that have increased, and only record any "net reduction® that is warranted.

(d)

Inventory recoveries are not recognized. The written down amount effectively establishes a new
carryforward basis in the balance sheet.

Maote: There is an exception for recoveries that occur during a subsequent interim period, but prior to the
end of the year in which the write down was initially recognized.
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8-08.09 Gross profit estimation technique

2 | Sales” 100% $800,000

3 | Cost of goods sold 55% 440,000 a
4 | Gross profit ' 45% $360,000

5

6 | = sales = 548,000/.06 = 800,000 i

; .

& | Beginning Inventory . . == S189,000 .
5 | Plus: Purchases - 376,000

10 | Cost of goods available for :';.ale- =ili= ===l $565,000

11 | Less: Ending inventory before theft 125,000

12 | Cost of goods sold - . $440,000 |-

13

Based on the gross profit technique, it appears that dresses on hand before the theft were $125,000. Since
5$123,000 was actually on hand, a preliminary estimate of the theft loss is only 52,000.



Retail inventory technigues

INVENTORY |

The cost to retail percentage is 60% (546,800/578,000).

The following analysis shows that sales of $361,333 were matched with cost of sales of $216,800. This results
in gross profit of $144,533,

S

A B o
1 At Cost At Retail
(60% of Retail)
2 | Beginning Inventory 5 46,800 5 78,000
3 | Purchases® 230,000 383,333
4 | Cost of goads available for sale $276,800 5461,333
5 | Sales 216,800 361,333
6 | Ending Inventory** % 60,000 $100,000

*® Purchases at retail = 5230,000/0.60

** Ending inventory at cost = $100,000 X 0.60
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| CHAPTER 8

Inventary ratic analysis

(a)

Inventory requires a significant commitment of cash (and payables). Further, obsolete inventory seriously
erodes profitability. It is a constant struggle to minimize the investment in inventory to enhance cash
flows and profitability. At the same time, care must be taken to avoid out-of-stock conditions that can
result in delays in delivering goods to customers.

(k)
20%2 Inventory Turnover Ratio
-
Cost of Goods Sold/Average Inventory

$168,000,000/[(523,000,000 + 533,000,000)/2]

$168,000,000/%28,000,000

6

20X3 Inventory Turnover Ratio

Cost of Goods Sold/Average Inventory

$440,000,000/[(533,000,000 + $55,000,0000/2]

5440,000,000/544,000,000

10

The inventary turns have increased from & (roughly a 60 day supply) to 10 (roughly a 36 day supply).
This is consistent with management goals. The strategy appears to be working, The increase in total
imventary is due to business volume. Volume has increased significantly. Notice that cost of sales is up
from $168,000,000 to $440,000,000. If the gross margin is steady, this means that sales activity has more
than doubled.
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Inventory errors B-08.12
(a)
| S —————— X A —— 05—

Beginning inventory 5 634400 & 730,400
Purchases 1,899,990 2,450,500
Cost of goods available for sale £2,534,390 $3,180,900
Less: Ending inventory 730,400 480,000
Cost of goods sold £1,803,990 52,700,900
Sales 53,003,990 54,500,900
Cost of goods sold 1,803,990 2,700,900
Gross profit 51,200,000 §1,800,000

ib)
| ———— | E————— 0} —

Beginning inventory % 634,400 5 730,400
Purchases 2,099,990 2,250,500
Cost of goods available for sale 52,734,390 $2,980,900
Less: Ending inventory 730,400 450,000
Cast of goods sold 52,003,990 52,500,900
Sales $3,003,990 $4,500,900
Cost of goods sold 2,003,990 2,500,900
Gross profit $1,000.000 $2,000.000

(c)

Even though the combined income for the two-year period is 53,000,000 either way, it is still important
that data for each year be representationally faithful. Many errors will "self-correct” over time, but this
does not excuse getting each period's data accurate.

(d)

It is interesting that this error has no impact on income. Nevertheless, the error is a problem. Both
inventory and accounts payable would be understated at the end of 2017,
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CHAPTER 8

Involved Solutions

Inventory accounting concepts

CORRECTIONS ARE NOTED IN RED:

QUESTION

ANSWER

QUESTION

AMNSWER

QUESTION

ANSWER

QUESTION

ANSWER

QUESTION

ANSWER

QUESTION

ANSWER

Are “finished goods” synonymous with “cost of goods sold?”
For a manufacturer, inventory may consist of erude-geods raw materials, work in process,

and finished goods categories, Finished goods are completed units awaiting sale, Cost of
goods sold is the cost assigned to goods that have been sold and delivered to customers.

How does the negotiation of freight terms impact total inventory?
Goods that are purchased F.O.B. destination are not included in inventory until received.

Goods that are sold F.OB. destination are transferred out of inventory on the day shipped
received by the buyer.

Are consigned goads included in inventory?

Consigned goods remain in the inventory of the eensigmes consignor, and should not be
reported on the books of the censigner consignee.

Is “‘inventory®also called “cost of goods available for sale*?

Cost of goods available for sale is not the same as inventory. Cost of goods available for
sale relates to a period of time and the amount is probably never actually on hand all at
once. It is calculated as ending beginning inventory plus purchases.

How does LIFO result in cash savings during a period of rising prices?

LIFO generally results in a higher lower income level during a period of rising price. More
Lower income eguates to less taxes and more cash!

Will a periodic and perpetual system give me the same results?

Mever. The perpetual recalculation of inventory balances gives a different result than is
achieved under a periodic application of FIFG; LIFD, and average costing technigues. FIFO
can produce the same results.



QUESTION

ANSWER

QUESTION

ANSWER

QUESTION

AMSWER

INVENTORY |

It seems like the “gross profit” method is much simpler than FIFQ, LIFQ, or average costing.
Can | use it as my primary inventory valuation technigue?

¥es-The gross profit method is an estimation technigue and not an acceptable alternative
to one of the other mentioned inventory costing methods.

How can | use the retail inventory technique to estimate inventory theft?

Youearnmot: Retail inventory technigques are used to assign costs to retail inventary on hand.
mortongerexisty: They can also be wsed to estimate how much should be on hand (goods
available at retail minus retail sales), and thereby estimate missing amounts.

What's the big deal if | undercount ending inventory? The goods are still there so there is
no real problem, right?

Fhat'sright—Even If you miscount, thereisnoeconamiceffect—After-al-thegoodsare-still
erhamd—The-numbersdort-realiy-matterimthis-case-you will cause an error in ending
imventory, cost of goods sold, and profits. Taxes and business decisions may be adversely
impacted by such errors.
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1-08.02 Periodic inventory - application of methods
(2)
FIFO
Purchases
50 units @ 515,000 each § 750,000
F0units @ $16,000 each 1,120,000
30 units @ 516,500 each 495,000
90 units @ $17,000 each 1,530,000
25 units @ $17,200 each 430,000
265 units available 5$4,325,000
210 units sold

55 units in ending inventory

Beginning inventory 1] -
Plus: Purchases 4,325,000
Cost of goods available for sale 54,325,000
Less: Ending inventory (25 X 517,200 + 30 X $17,000) 940,000
Cost of goods sold $3,385,000
Sales 54,250,000
Cost of goods sold 3,385,000
Gross profit % EB5,000
ib)
LIFC
Beginning inventory 4 -
Plus: Purchases 4,325,000
Cost of goods available for sale 54,325,000
Less: Ending inventory (50 X $15,000) + (5 x $16,000) §30,000
Cost of goods sofd 53,495,000
Sales 54,250,000
Cost of goods sold 3,495,000

Gross profit & 755.000



[c)
Weighted-average

Beginning inventory

Plus: Purchases

Cost of goods available for sale

Less: Ending inventory (55 X 516,320.75)
Cost of goods sold (210 X $16,320.75)

Weighted-average cost is $16,320,75 (54,325,000/265 units)

Sales
Cost of goods sold
Gross profit

(d)

The highest gross profit (5865,000] is produced under FIFO.

The most current cost in inventory is reported under FIFO,

The most current cost on the income statement is reported under LIFO.

The lowest profit and tax obligation is produced under LIFO.

5 =
4,325,000
54,325,000
897,641
53427359

54,250,000
3427,359
5 822641

INVENTORY |
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1-08.03

Perpetual inventory - application of methods

(a) FIFO perpetual:

1-Jan

D)3 -7 2 5 5 T 1 SM———— (1,51 0 G055 0| S————F | S—

5,000 ¥ 520 = $100,000

S5-Jan
7,000 X 521 =5147,000

5,000 ¥ 520 = $100,000
7000 X 521 = 5147000
5247000

12-Jan 9,000 @ 535 = $315,000

5,000 X $20 = $100,000
4,000 X $21 =$ 84,000
$184,000

3,000 X $21 =5 63,000

17-Jan
4,000 X 522 =5 88,000

3.000X 521 =% 63,000
4,000X 322 = § 88,000
$151,000

26-Jan 3,000 @ 537 = 5111,000

3,000 X 521 =% 63,000

4000X 522 =15 82000

31-Jan

(b} Moving average:

4,000 522 =% 28,000

1-Jan 5,000 X 520 = $100,000
S-lan 5,000 X 520 = $100,000
7.000 X 521 = $147,000 7,000 X 521 = 5147,000
(Note: $247,000/12,000 units = $20.58333 per unit) 5247,000
12-J
—] 8,000 @ 535 = 5315,000 9,000 X 520.58333 = 3000 X $20.58333 =
5185,250 561,750
17-Jan
3000 X 52058333 =
4,000 X 522 =5 88,000 561,750
4,000 X $22 = $88,000
$61,750 + SE8,000 =
(Mote: $149,750/7,000 units = 521.3929 per unit) 5149,750
26-Jan
3,000 @ %37 =5111,000 3,000 5213929 =
S64,179 4,000 X $21.3929 = 585,571
31-Jan

4,000 X $21.3929 = $85,571
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12-Jan

12-Jan

17-Jan

26-lan

26-Jan

Inventory

Accounts Payable

Purchased 5147000 of inventory on account {7,000
X521)

Accounts Receivable
Sales
Sold merchandise an account (3,000 X 535)

Cost of Goods Sold
Inventory

To record the cost of merchandise sold (5,000 X $20)
+ (4,000 X 521))

Inventory
Accounts Payable

Purchased 588,000 of inventory on account (4,000 X
£22)

Accounts Recelvable
Sales
Sold merchandise on account (3,000 X 537)

Cost of Goods Sold
Inventory
To record the cost of merchandise sold (3,000 X 521)

147,000

315,000

88,000

111,000

63,000

147,000

315,000

184,000

BE.000

111,000

63,000

id)

The Inventory account will contain a balance of 588,000 (5100,000 beginning balance + 5147,000 - 5184,000
+ 588,000 - 563,000). The ledger balance matches the balance on the schedule prepared in part (a).

The FIFQ method should produce the same results under a periedic application. The ending inventory of
4,000 units would all come from the last purchase at 522 per unit, or $88,000. (Mote that LIFO perpetual
wersus LIFO periodic may produce different outcomes).

(e)

Sialket will have a higher income under the FIFO method. The sales are the same ($315,000 + $111,000 =
$416,000), but cost of goods sold is $6,000 less with FIFO. (LIFO COGS = $187,000 + $66,000 = $253,000;
FIFQ COGS = 5184,000 + 563,000 = $247,000).

()

Global divergence In accounting standards creates numerous differences in accounting measurements. The
world is working to harmonize GAAP across all venues. This effort is generally a shared goal, but challenges

over issues such as LIFO's acceptability may take years to resolve,

229



230 | CHAPTER 8

1-08.04 Team-based study of inventory methods and analysis

ia)

First Team Member — Assuming FIFC, identify if the lender conditions are anticipated to be met.

Furchases Available for Sale Costof Gooeds Sold  Ending Inventory
1 4,000 units @ 52,000 each S 8,000,000 % 8,000,000 - =
Qz2 6,000 units @ 52,200 each 13,200,000 13,200,000 -
Q3 6,000 units @ 52,400 each 14,400,000 14,400,000 -
Q3 2,000 units @ 52,400 each 4 800,000 - 4,800,000
Q4 10,000 units @ 52,600 each 26,000,000 = 26,000,000
535:6ﬂ0,000 $30,800,000
Gross Profit Rate
Sales (16,000 X 55,000) 100.00% $80,000,000
Cost of goods sold 44.50% 35,600,000
Gross profit 55.50% 544,400,000
n T r

Cost of goods sold 535,600,000
+ Ending inventory (substituted for average inventory) 30,800,000

Turnover rate 1.16

Current Ratic

Current assets (55,500,000 + 530,800,000) $36,300,000
+ Current liabilities + 4,750,000

Current ratio 7.64

The inventory turnover ratic of 1.4is not satishied.
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(b}

second Team Member -- Obtain the first team member’s results. I all lender conditions were not met,
determine if a change in planned 4th quarter purchases would allow all conditions to be met.

There are many opportunities to adjust 4th quarter purchases and change the results of the analysis,
Here, the 4th quarter planned purchases are reduced in half, and all conditions are met;

Purchases Available for Sale Cost of Goods Sold Ending Inventory
a1 4,000 units @ 52,000 each 5 B,000,000 & 8,000,000 5 -
Q2 6,000 units @ 52,200 each 13,200,000 13,200,000 -
Q3 6,000 units @ 52,400 each 14,400,000 14,400,000 -
Q3 2,000 units @ 52,400 each 4,800,000 - 4,800,000
Q4 5,000 units @ 52,600 each 13,000,000 - 13,000,000

435,600,000 £17,800,000

Gross Profit Rate

Sales (16,000 X 55,000) 100.00% 480,000,000

Cost of goods sold 44.50% 35,600,000

Gross profit 55.50% 544,400,000
Inventory Turnover

Cost of goods sold 535,600,000

+ Ending inventory (substituted for average inventory) +17,800,000

Turnowver rate 200
Current Ratio

Current assets (55,500,000 + $17,800,000) £23,300,000

+ Current liabilities + 4,750,000

Current ratio 491
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(c)

Third Team Member — Assuming LIFO, identify if the lender conditions are anticipated to be met.
Purchases Available for Sale Cost of Goods Sold Ending Inventory
m 4,000 units @ 52,000 each £8,000,000 4 - 5 8,000,000
Q2 6,000 units @ 52,200 each 13,200,000 - 13,200,000
Q3 2,000 units @ 52,400 each 4,800,000 - 4,800,000
Q3 6,000 units @ 52,400 each 14,400,000 14,400,000 -
Q4 10,000 units @ 52,600 each 26,000,000 26,000,000 -
$40,400,000 $26,000,000
Gross Profit Rate
Sales (16,000 X $5,000) 100% $E0,000,000
Cost of goods sold 50.50% 40,400,000
Gross profit 49,50% 539,600,000
Inventory Turnover
Cost of goods sold 540,400,000
+ Ending inventory (substituted for average inventary) +26,000,000
Turnover rate 1.55
Current Ratio
Current assets (55,500,000 + $26,000,000) 431,500,000
+ Current liabilities + 4,750,000
Current ratio 6.63

The gross profit ratio of 50% is not satished.
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(d}
Fourth Team Member — Obtain the third team member’s results, If all lender conditions were not met,
determine if a change in planned 4th quarter purchases would allow all conditions to be met.

There are many opportunities to adjust 4th quarter purchases and change the results of the analysis.
Here, the dth quarter planned purchases are reduced in half, and all conditions are met:

Purchases Available for Sale Cost of Goods Sold Ending Inventory
o 4,000 units @ 52,000 each 58,000,000 ] - & B.000,000
a2 3,000 units @ 52,200 each 6,600,000 o 6,600,000
Qz 3,000 units @ 52,200 each 6,600,000 6,600,000 -
Q3 8,000 units @ 52,400 each 19,200,000 19,200,000 -
Q4 5,000 units @ 52,600 each 13,000,000 13,000,000 -
$38.800.000 514,600,000

Gross Proft Rate

Sales (16,000 X 55,000) 100.00% 580,000,000

Cost of goods sold 48.50% 38,800,000

Gross profit 51.50% £41,200,000
Inventory Turneyver

Cost of goods sold $38,800,000

+ Ending inventory (substituted for average inventory) +14,600,000

Turnover rate 2,66
Current Ratic

Current assets (55,500,000 + $14,600,000) 520,100,000

+ Current liabilities + 4,750,000

Current ratio 423
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(e)
FifthTeam Member — Assuming the weighted-average inventory method, identify if the lender conditions
are anticipated to be met.
Purchases Available for Sale
[s]} 4,000 units @ $2,000 each % 8,000,000
Q2 6000 units @ $2,200 each 13,200,000 +Hn4005 nm,zs.ggi “ig;‘: =SRATIAS
Q3 B,000 units @ $2,400 each 19,200,000
ending inventory = 12,000 units X
04 10,000 units @ 52,600 each 26,000,000 £2,371.43 = $28,457,143
$66,400,000
Gross Profit Rate
Sales (16,000 X 55.000) 100.00% 480,000,000
Cost of goods sold (16,000 x 52,371.43) 47.43% 37,942,857
Gross profit 52.57% 542,057,143
Inventory Turnowver
Cost of goods sold $37,942,857
+ Ending inventory (substituted for average inventory) + 28,457,143
Turnover rate 1.33
Current Ratio
Current assets (55,500,000 + $28,457,143) £33,057,143
+ Current liabilities + 4,750,000
Current ratio 7.15

The inventory turnover ratio of 1.4 is not satisfied,
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if)
Sixth Team Member — Obtain the fifth team member’s results. If all lender conditions were not
met, determine if a change in planned 4th quarter purchases would allow all conditions to be
met.
There are many opportunities to adjust 4th quarter purchases and change the results of the
analysis, Here, the 4th quarter planned purchases are reduced in half, and all conditions are met:
Purchases Available for Sale
o]} 4,000 units @ $2,000 each % 8,000,000
oz 6,000 units @ 52,200 each 13,200,000 553,400,000/23,000 units = $2,321.74
Q3 6,000 units @ $2,400 each 14,400,000 eI cast
Q3 2,000 units @ $2,400 each 4,800,000 ending inventory = 7,000 units ¥ 52,321.74
Q4 5,000 units @ $2,600 each 13,000,000 =$16,252,174
453,400,000
Gross Profit Rate
Sales (16,000 X $5,000) 100.00% 580,000,000
Cost of goods sold (16,000 x 52,321.74) 46.43% 37,147,826
Gross profit 53.57% $42,852,174
Inventory Turnover
Cost of goods sold 537,147,826
+ Ending inventary (substituted for average inventory) +16,252,174
Turnover rate 2,29
I i
Current assets (55,500,000 + 516,252,174) $21,752,174
+ Current liabilities + 4,750,000

Current ratio 4.58
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{g)

The choice of method significantly impacts the amounts and ratios. Likewise, the timing of
purchases impacts the various measures, no matter which method is used. The anly exception
is gross profit under FIFO; it is the same independent of the purchasing pattern. The students
should “learn” that a company's inventory methods and strategies can materially effect financial

results. Reinforce that a financial statement user should look beyond just the bottom line and
other key statistics.



INVENTORY |

Inventory estirmates, errors, and adjustments

237

I-08.05

The wvarious errors are analyzed below. Joyce will not be happy with the revised data,

A spreadsheet of beginning inventory included 35 Zing golf bags at a cost of 520 each. These particular
bags were the nicest in the store, and the unit cost was actually $200. The error was the result of incorrect
data entry into the spreadsheet.

This error caused an understatement of beginning inventory of 56,300 ({5200 X 35) - (520 X 35).

Understating beginning inventory understates the cost assigned to units sold during the year, and
owverstates gross profit.

The ending inventory value was the result of a physical count on December 31, 20X8. The count failed
to include 2,400 imprinted logo golf balls that were in the custody of employees who were going to be

giving them away as promotional items at a New Year's Day parade on January 1, 20%9. These balls cost
51.50 each.

This error caused an understatement of ending inventory of 53,600 (2,400 X $1.50). Understating

ending inventory overstates the cost assigned to units sold during the year, and understates gross
profit.

The company experienced a theft loss during 20X8. The theft consisted of 6 sets of Caldaway golf clubs
that normally sell for 51,000 each, and provide a gross profit margin of 45%. The insurance company
purchased replacement goods and delivered them to Southwest Golf Shop. These club sets were included
in the year end physical inventory and valued at 51,000 each.

The goods should have been included in inventory at their cost of 5550 (51,000 X 55%). This error
caused an overstatement of ending inventory of 52,700 (51,000 - $550) X &). Overstating ending
inventory understates the cost assigned to units sold during the year, and overstates gross profit.

In 20%8, the company consigned golf apparel with a retail value of 530,000 to a vendor at a local golf
tournament. The cost to retail percentage on apparel is 60%. At the conclusion of the tournament, the
vendor returned 512,000 (at retail) of goods and $18,000 in cash. The agreement was that Southwest
Golf Shop would pay the vender a commission equal to 15% of the gross profit margin on sales. The
commission has not yet been calculated or paid.

The commission owed is $1,080 (518,000 in sales X 40% profit margin X 15% commission rate). This
expense should be included in operating expenses.

At year end, the company had 10 units of the Big Face driver in stock. The drivers had a unit cost of
$300 and were included in the year end inventory at 53,000 total. The manufacturer of Big Face has just
announced a new driver, the Square Face, These units will render the Big Face mostly obsolete. Even
though the manufacturer will centinue to offer Big Face for sale at a dealer cost of $300, it is anticipated
the customers will now be willing to pay ne mare than 5200 retail for the item.

The inventory should be reduced by 51,000 {10 units X 5100 decline in value). Inventery should not
be carried at more than its net realizable value. Since this specific situation would appear to be a
normal obsolescence issue, it is reasonable to reflect the write down as in increase in overall cost of
goods sold.
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REVISED DATA:
Sales $500,000
Cost of goods sold (260,000 + 56,300 - 3,600 + 52,700 + $1,000) 266,400
Gross profit (5 240,000 - 56,300 + $3,600 -52,700 - $1,000) 233,600
Operating expenses (5200,000 + 51,080) 201,080
Income befare tax 32,520
Ending inventory (265,000 +53,600 - $2,700 -51,000) 5264,900
Beginning inventory ($230,000 + 5$6,300) 236,300

NOTE TO INSTRUCTOR: The problemn did not request a correcting entry. An extraordinary student might
be curious about a correcting entry. One approach would appear as follows:

Operating Expense (to record commission cost) 1,080

Cost of Goods Sold (to increase from $260,000 to $266,400) 6,400
Inventory (to reduce from $265,000 to 5$264,900) 100
Retained Earnings (understatement of prior year's income) 6,300
Commission Payable (to record obligation for commission cost) 1,080



Classification of investments

Basic Solutions

B-09.01

Type

Basic Accounting

Debt Investments:

Investment in debt
with a plan to hold
until a particular future
event of payoff

Held-to-Maturity

Armortized Cost

Investment in debt
with the goal of a
near-term profit

Trading

Fair Value - gains/losses to operat-
ing income

Investments in debt
other than one of the
above two types

Available-far-5ale

Fair Value - gains/losses ta OC|

Equity Investments:

Investment in eq-
uity generally over 20%
but not giving contral

Significant Influence

Equity Method

Investrment in equity
usually over 50%

Control

Consolidation

Relatively permanent
investments in equity
other than aone of the

above two types

Long-term investment

Fair Value - gains/losses to operat-
ing income
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B-09.02 Considering fair value standards

The Securitterand-Exchange-Commission Financial Accounting Standards Board is increasingly issuing

standards focused on fair value accounting.

The fair value standards contemplate revaluing eH financial categories of assets and liabilities.

The fair value standards pertain to financial assets-but-mot and financial liabilities.

The fair value measurements are mandatory; elective,

The fair value standards represent a-narrowing an expansion of the opportunities to depart from the
histarical cost tradition.
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Trading versus available for sale, and other comprehensive income

241

8-09.03

The anly patently incorrect statement made by the professor was the reference to the “current operating
approach” The profession has embraced an all “inclusive approach” Point out to the students that the
ultimate goal will be to get the expert witness to make statements in suppert of the plaintiff's position. It
is obwvious that the company applied “available for sale” accounting to“trading securities” This was wrang.
If the expert can be drawn into making statements that support the plaintiff's position, little would be
gained by impeaching the witness over the incorrect comment. On the other hand, if the expert is unable
to respond to questioning differentiating between “available for sale” accounting versus accounting for
“trading securities,” it might then prove beneficial to attack the patently untrue staterment.

Potential questions (anticipated answer):

In your testimony, you said that the company had not realized any losses. What is meant by the term
realize, and is the term “realize” the same thing as “recognize.” (realize is convert to cash or claim to cash
(i.e., sale) while recognize is to record into the accounts)

Under generally accepted accounting principles, should the company have “recognized” the losses on its
investments? (yes)

Professor, please describe for the jury the difference in“trading securities” and “available for sale securities”
{intent of investment)

Is there any difference in the way an investment asset is accounted for based on it being “trading” versus
“available for sale®? (na)

Then, what is the key difference in the accounting for “trading securities” versus “available for sale
securities” (gains/losses impact net income if trading securities)

Isn't it true that the accounting method used by the company for its trading securities was the one that is
appropriate only for the available for sale category? (Yes)

If the company had followed the methods appropriate for trading securities, would the decline in value
would have reduced income? (yes)

Assuming that the securities in question were trading securities, did the company account for them
correctly? (no)

To the best of your knowledge and belief, were the securities in question “trading securities” or “available
for sale securities™? (trading)

Isn't it true that the profession has generally embraced anall inclusive approach” to measuring income?
[yes)
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CHAPTER 9

Accounting for available-for-sale investments

(a)

The investment should be accounted for as an "available-for-sale” investment. Management intent
is crucial to this outcome. If the intent were to trade for a near-term profit, the investment would be
accounted for as a trading security, and gains/losses would be part of “operating income” rather than

"other comprehensive income.”

S-Aug

31-Aug

30-5ep

15-0ct

31-0Oct

Available-for-Sale Debt Securities
Cash
To record the purchase of Southern Rail debt

Available-for-Sale Debt Securities
Unrealized Gain/Loss - OCI
To record a 510,000 increase in the value Southern
Rail debt
Unrealized Gain/Loss - OCI
Available-for-5ale Debt Securities

To record a 515,000 decrease in the value Southern
Rail debt

Cash
Interest Income

To record the receipt of interest income

Available-for-Sale Debt Securities
Unrealized Gain/Loss - OCI

To record @ 570,000 increase in the value Southern
Rail debt

10,000

15,000

2,500

10,000

10,000

15,000

2,500

10,000

Il T i e o U SO S S R R i
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Bond investment purchased at par

243

B-09.05

{albhic)

- e - ' : S el
Issue Investment in Bonds 100,000

Cash 100,000

To record the purchase of 5100,000, 8%, 5-year bonds
at par -- interest payable semiannually

Interest  Cash 4,000
Interest Income 4,000

Torecord the receipt of an interest payment (5 100,000
par X .08 interest X 612 months)

Maturity Cash 100,000
Investment in Bonds 100,000

To record the redemption of band investment at
maturity

(d)

Total cash outflow was 5100,000, and total cash inflow was 5140,000 (54,000 X 10 perieds) + $100,000),
The 540,000 difference is equivalent to the interest income that would be recognized over time (54,000
X 10 periods).
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B-09.06

CHAPTER 9

Bond investrment purchased at a premiuvm

{a)bhlc)
S
GENERALSOURNE
Date B ccounts MR O R 0 - i+ SO O i
Issue Investment in Bonds 103,000
Cash 103,000
To record the purchase of $100,000, 8%, 5-year bonds
at 103 — interest semignnually
Interest  Cash 4,000
Investment in Bonds 250
Interest Incorme 3,750
To record the receipt of an interest payment
(5100.000 par X .08 interest X 6/12 months = 54,000
$3,000 premium X 6 months/72 months = 3250
amaortization)
Maturity  Cash 100,000
Investment in Bonds 100,000

To record the redemption of bond investrment at
ity

(d)

Total cash outflow was $103,000, and total cash inflow was $148,000 (54,000 X 12 periods) + $100,000).
The 545,000 difference is equivalent to the interest income that would be recognized over time (53,750
¥ 12 periods).
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Bond investment purchased at a discount

245

B-09.07

(al{b)ic)

lssue Investment in Bonds
Cash 98.000

To record the purchase of $100.000, 8%, 4-year bonds
at 98 -- inferest semiannually

Interest  Cash 4,000
Investment in Bonds 250
Interest Income 4,250

To record the receipt of an inferest payment
(3 100,000 par X .08 interest X 612 months = 54,000;
$2,000 discount X 6 months/48 months = 3250
amortization)

Maturity  Cash 100,000

Investrnent in Bonds 100,000

To record the redemption of bond investment at
maturity

(d}

Total cash outflow was $98,000, and total cash inflow was $132,000 (($4,000 X 8 periods) + 5100,000). The
$34,000 difference is equivalent to the interest income that would be recognized over time (54,250 X 8
periods).
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B-09.08

CHAFTER 9

Accounting for equity method investments

(al

The investment should be accounted for via the equity method. The equity methed is used for investments
where the investor has the ability to exert significant influence over the investee. The presumption is
that the ability to exert significant influence cccurs at investment levels generally at the 20% and above
level (howewver, this presumption can be overcome and the equity can be used for investments at lower
levels, and vice versa). Mote that market value adjustments are generally not recorded for investments

accounted for under the equity method,

1-Jun Investment in Reginald
Cash

840,000

Te record the purchase of 30,000 shares of Reginald
at 528

30-Jun Investment in Reginald 24,000

Investment Income 24,000

To record share of Reginalds reported income (30%
X 580,000)

15-dul Cash 15,000

Irvestment in Reginald 15,000

To record a@ 50.50 per share cash dividend on the
investment

31-Jul Investment in Reginald 18,000

Investment Incame 18,000
To record share of Reginalds reported income (30%
X 560,000/

(c)

In the absence of significant influence, the investment would initially be recorded at cost. Subsequent
adjustments would be made based on changes in market value of the stock. The manner of recognizing
these value changes would depend on whether the intent of the investment was “trading” or “available for
sale” In either case, the dividends would be recorded as dividend income.
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Basic consolidated balance sheet B-09.09

(Gonsolidating\Spreadsheet!

A B | C D
1 Accounts Packed Powder Snowfall Consolidated
2 | Cash 5 450,000 % 60000 5 510,000
3 | Accounts receivable 400,000 185,000 585.000
4 | Inventory 1,250,000 125,000 1,375,000
5 | Investment in Snowfall 2,000,000 = =
6 | Land 830,000 380,000 1,230,000
7 | Buildings and equipment (net) 1,300,000 1,700,000 3,000,000
3 $6,250,000 SEQSDQED 56,700,000
9
10 | Accounts payable § 760,000 $ 150,000 £ 910,000
11 [ Notes payable 2,400,000 300,000 2,700,000
12 | Common stock 500,000 400,000 500,000
13 | Retained earnings 2,590,000 1,600,000 2,590,000
14 355250.000 52&50.000 56,700,000
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B-09.10 Goodwill in a consalidated balance sheet

‘Gonsolidating Spreadsheet
| A B C D

1 Accounts Parrot Sparrow Consolidated
2 | Cash $1,450,000 5 160,000 5 1,610,000
3 | Accounts receivable 430,000 335,000 765,000
4 | Inventory 850,000 725,000 1,575,000
5 | Investment in Sparrow 5,000,000 = -
6 | Land 550,000 500,000 1,350,000
7 | Buildings and equipment (net) 1,700,000 2,530,000 4,230,000
8 | * Goodwill - - 1,700,000
9 59,980,000 54,250,000 511,230,000
10

11 | Accounts payable 5 460,000 & 450,000 5 910,000
12 | Notes payable 1,700,000 800,000 2,500,000
13 | Commaon stock 2,530,000 1,000,000 2,530,000
14 | Retained earnings 5,290,000 2,000,000 5,290,000
15 $9.980,0£ 54,250,000 511,230,000

* The goodwill is the excess of the purchase price over the fair value of the assets and liabilities acquired
(55,000,000 - 53,000,000 book value of Sparrow - $300,000 additional attributable to fair value of land =

41,700,000)
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Involved Solutions

Investment accounting -09.01

Invest Short-term Investrments 550,000

Cash 530,000
To record the purchase of 50,000 shares of Lynch at
s
Dividend Cash 25,000
Dividend Income 25,000
To record a $0.50 per share cash dividend on Lynch

investrment

Incame Mo entry

Lynch Corporation reported net income of 54,000,000
far the year
Price Short-term Investments 100,000
Unrealized Gain on Investments 100,000

To record a 52 per share increase in the walue of
50,000 shares of Lynch stock
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(b)

Interest

Income

Price

Invest

Dividend

Incame

Price

:'--;Mi-ni bl
Available-for-Sale Debt Securities 200,000
Cash 200,000

To record the purchase of Graham debt securities

Cazh 10,000
Interest Income 10,000
Ta record receipt of interest payments

No entry

Graham Corporation reported net income of
57,000,000 for the year

Unrealized Gain/Loss - OC] 50,000
Available-for-Sale Debt Securities 50,000

To record decrease in value of investment in Graham
debt securities

RTID < o I —
Investment 18,000,000
Cash 18,000,000

To record the purchase of 600,000 shares of Buffet at
530

Cash 150,000
Investment 150,000

To record a 50.25 per share cash dividend on Buffet
investment

Investment 480,000

Investment Income 480,000
Buffet Corporation reported netincome of $1,200,000
for the year (X 40% share = $480,000)

Mo entry

Buffet Corporation’s closing stock price at the end of
the year was $33 per share

S T R S R |
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1-09.02

1 Date Cash Received Interest Income Investment in Bonds
2 1-1-X1 $(100,000.00} cr 5100,000.00
3 6-30-X1 3,500.00 dr § 3,500.00 cr 100,000.00
4 12-31-X1 3,500.00 dr 3,500.00 cr 100,000.00
5 6-30-X2 3,500.00 dr 3,500.00 cr 100,000.00
& 12-31-%2 3,500.00 dr 3,500.00 cr 100,000.00
7 6-30-X3 3,500.00 dr 3,500.00 r 100,000.00
8 12-31-X3 3,500.00 dr 3,500.00 cr 100,000.00
9 6-30-X4 3,500.00 dr 3,300.00 cr 100,000.00
10 12-31-¥4 3,500.00 dr 3,500.00 or 100,000.00
11 6-30-X5 3,500.00 dr 3,500.00 or 100,000.00
12 12-31-X5 3,500.00 dr 3,500.00 or 100,000.00
13 6-30-X6 3,500.00 dr 3,500.00 cr 100,000.00
14 12-31-K6 3,500.00 dr 3,500.00 cr 100,000.00
15| 12-31-%6 10000000 | dr 5 :
16 5 42.000.00 $42,000.00
17
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i)
T 5 et ettt e e i tarratomtte | [ (3]
| fx
. A C o E F G H I
1 Discount Investment in
Date Cash Received Interest Income Amaortization® Bonds

2 1-1-X1 5195,168.33) cr £05,168.33
3 6-30-X1 3.000.00 dr 5 340264 cr 5 4{]2.;54 dr 95.570.97
4 | 12-31-X1 3,000.00 dr 3,402.64 cr 402.64 dr 95,973.61
5 6-30-X2 3,000.00 dr 3,402 .64 cr 402.64 dr 96,376.25
6 | 12-31-X2 3,00:0.00 dr 3.402.64 cr 402.64 dr 96,7 78.89
7 6-30-X3 3,000.00 dr 340264 cr 402.64 dr 97,181.53
8 | 12-31-X3 3.000.00 dr 3,402.64 cr 402.64 dr 97.584.17
9 | 6-30-X4 3.000.00 dr 340264 cr 402,64 dr 97,5986.81
10| 12-31-X4 300000 |dr 340264 | er 40264 |dr| 98389.45
1| 630-%5 300000 |dr 340264 | cr 40264 |dr| 9879209
12| 12-31-X5 300000 |dr 340264 |cr| 40264 |dr| 9919473
13 6-30-X6 3,000.00 dr 340264 cr 402 .64 dr 99,597.37
14 | 12:31:X6 3,00000 | dr 340263 | er 40263 |dr| 100,000.00
15| 12-31-%6 10000000 |dr| - il ]
16 5 40.831.67 540,831.67 $4IB31.6?
17 \ '

* Discount amortization; $100,000 - 595,168.33 = $4,831.67; $4,831.67 = 12 six-month periods = $402 64
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(c)
5 B T S 1L L e ettt s ettt ettt i gt || (7] [
|
e C D F F G [ H [
1 Premium Investment in
Date Cash Received Interest Income Amortization* Bonds
2 1-1-¥1 5(104,831.67) er $104,831.67
3 | 6-30=X1 4,000.00 dr $3,597.36 cr 5 402.64 dr | 10442903
4 | 12-31-X1 4,000.00 dr 3,597.30 cr 402.64 dr | 10402639
5 | 6-30-X2 4,000.00 dr 3.597.36 er 402 .64 dr| 103,623.75
6 | 12-31-X2 4,000.00 dr 3,597.36 cr 402.64 dr| 10322111
7 | 630-X3 4,000.00 dr 3,597.36 or 402,64 dr| 10281847
8 | 12-31-X3 4,000.00 dr 3,597.36 or 402 .64 dr| 10241583
9 | 6-30-X4 4,000.00 dr 3,597.36 cr 402.64 dr| 10201319
10| 12-31-%4 4,000.00 dr 3,597.36 r 402.64 dr| 101,510.55
11| §-30-X5 4,000.00 dr 3,597.36 r 402.64 dr| 101,207.:
12 12-31-%5 4,000.00 dr 3,597.36 cr 402.64 dr| 100,805.27
13| 6-30-X6 4,000.00 dr 3,597.36 er 402 .64 dr| 10040263
14| 12-31-¥6 4,000.00 dr 3,597.37 er 402.63 dr | 100,000.00
15| 12-31-%6 100,000.00 dr - = -
16 $ 4316833 543,168.33 54,831.67
17

* Premium amartization; $4,831.67 + 12 six-month periods = $402 64

(d)

The 7% bonds were purchased at par, implying that the market rate of interest for such bonds was 7%. The
&% bonds offered on the same date would not be as attractive due to their lower rate. As a result, they were

available for purchase at a discount. The opposite was true for the 8% bonds.

253
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1-09.03 Bond investment accounting

Issue Investment in Bonds 100,000.00
Cash 100,000.00

To record the purchase of 5 100,000, 7%, 6-year bonds
at par - interest semiannually

Interest  Cash 3,500.00
Interest Income 3,.500.00

Torecord the receipt of an interest payment (5 100,000
par X .07 interest X 6/12 months = §3,500)

Maturity Cash 10:0,000.00

Investment in Bonds 100,000.00

To record the redemption of bond investment at
maturity

lssue Investment in Bonds 95,168.33
Cash 05,168,322

Torecord the purchase of 5100000, 6%, 6-year bonds
at a discount -- interest semiannually
Interest  Cash 3,000.00
Investment in Bonds 402,64
Interest Income 3.402.64

Torecard the receipt of aninterest payment (% 100,000
par X .06 interest X 6712 months = §3,000; $4.831.67
discount /12 periods = $402.64 amorlization)

Maturity  Cash 100,000.00

Investment in Bonds 100,000.00

To record the redemption of bond investment at
maturity

U —————
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Issue Investment in Bonds 104,831.67
Cash 104,831.67

Torecord the purchase of 100,000, 6%, 6-year bonds
at a premium - interest semiannually

Interest  Cash 4,000.00
Investment in Bonds 402.64
Interest Income 3,597.36

To record the receipt of an interest payment (5 100,000
par X .08 interest X 6/12 months = 54,000 $4.831.67
premiumy12 periods = 5402.64 amoartization)}

Maturity  Cash 100,000.00
Investment in Bonds 100,000.00

To record the redemption of bond investment at
maturity
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1-09.04 Equity method accounting and analysis

(a)
GENERALSOURNA

Date £ Iiﬁ‘m a e
1-lan Investment in Delta 20,000,000
Cash 20,000,000

To record the purchase of 40% of the shares of Delta

3-Dec  Investment in Delta 5,200,000
Investment Income 5,200,000
To record share of Delta’s income (409 X 51 3,000,000)

31-Dec  Cash 1,200,000
Investment in Delta 1,200,000

To recard share of Deltas dividends (0% X
$3,000,000)

(b)

Delta’s equity increased from 550,000,000 to $60,000,000 (550,000,000 + $13,000,000 - $3,000,000). This
$10,000,000 correlates with the 54,000,000 increase (40%) in the Investment in Delta account on Coastal’s
books (520,000,000 beginning balance + $5,200,000 debit - $1,200,000 credit = 524,000,000 ending
balance). This correlation between the equity of the investee and Investment account of the investar is
expected, and help explains why the term “equity” metheod is used to describe the accounting approach.
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Preparing a consaolidated balance sheet 1-09.05

The following are summed from the separate statements except:
Building is the parent’s building + $1,550,000 (fair value of sub’s building).

Goodwill is the excess of the $3,000,000 purchase price over the equity of the sub (51,268,178) and
additional amount assigned to the building ($1,550,000 fair value - 5688,099 book wvalue of sub’s
building).

Equity is the parent’s equity anly.

N/CORPORATION/AND'GONSOLIDATED'SUBSIDIARY]

Assets
Current assets
Cash § 599,545
Accounts receivable 414,589
Inventories 599,596 51,613,730
Property, plant & equipment
Land $ 516,566
Building (net of accumulated depreciation) 2411,919
Equipment [net of accumulated depraciation) 1,134,023 4,062,508
Intangible assets
Goodwill % B69,923
Patent 540,000 1,408,923
Total assets $7.086,161
Liabilities
Current liabilities
Accounts payable % 356,773
Salaries payable 148,841 5 505614
Long-term liabilities
Loan payable 3132179
Total liabilities 53,637,793
Stockholders’ equity
Capital stock $2,300,000
Retained earnings 1,148,368
Total stockholders’ equity 3,448,368
Total liabilities and equity $7.086.161

e e

W R e e e S i o S e e e R e
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1-09.06 Team-based consideration of investment accounting

The investment in Alpha is a short-term equity security investment. It is carried on the balance sheets
at fair market value, which was $500,000 at the beginning of the year and $510,000 at the end of the
year. The increase in value is reflected as an unrealized gain in income, and the dividends are reported as
dividend income. The following entries were apparently made:

| o o< SRR Vo O ...

Dividend Cash

Dividend Income 50,000
To record dividend income
Dec. 31 Short-term Investments 10,000
Unrealized Gain on Investments © 10,000

To record a $10,000 increase in the valuve of Alpha
stock

The investment in Beta is an equity method investment. Dividends received reduce the Investment
account and are not recorded as income. Conversely, the investor recognizes a proportionate share
of investee income, which is shown in the income statement at $80,000. The 530,000 increase in the
Investment account ($830,000 - 5800,000) reflects the effects of the income ($80,000) less the dividends
(550,000). The following entries were apparently made:

Dividend Cash 50,000
Investment 50,000
To record the dividend on Beta
Income  Investment 80,000
Investrment Income 80,000

To record proportionate amount of Betas income
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The investrent in Delta is an “available-for-sale” debt investment. Itis carried on the balance shaets at fair
market value, which was 5675,000 at the end of the year. The decrease in value is reflected as a reduction
of other comprehensive income (525,000). The investment apparently cost $700,000 when purchased
an August 15, There was 520,000 of interest income on this investment, included in with the 573,000 of
interest income on the income statement. The following entries were apparently made:

Aug. 15  Available-for-Sale Debt Securities F00,000
Cash 700,000
To record the purchase of Delta debt

Dec.31  Unrealized Gain/Loss - OCI 25,000
Available-for-5ale Debt Securities 25,000
To record a 525,000 decrease in the value of Delfa
debt
Dec.31  Cash 20,000
Interast Income 20,000

To recard interest income on Delta debt

The investment in Gamma is a “held-to-maturity” bond investment. Interest income is recognized in the
income statement (553,000 of the 573,000). This amount includes the cash portion plus any discount
amortization {or minus any premium amaortization). The increase in the Investment account ($844,000 -
$842,000) suggests a discount amortization of $2,000, The following entries were apparently made:

e m—— B — 1

MR ccoun G e e sl et stk
Dec. 31 Cash 51,000
Investment in Gamma Bonds 2,000

Interest Income 53,000

To record income and discount amartization
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Basic Solutions

Balance sheet presentation of property, plant, and equipment B-10.01

Property, Plant & Equipment

Land 5 500,000

Buildings % 1,650,000

Less: Accumulated depreciation {472,000) 1,178,000

Equipment $ 2,860,000

Less: Accumulated depreciation _ (1,333,400 1,526,600 $3,204,600
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B-10.02

| CHAPTER 10

Determining asset acquisition cost and recording

The sign cost is computed as follows:

Direct cost of sign ($25,000 less 20%) $20,000
Electrician 1,300
Crane rental 800
Installation crew 1,600
Inspection fee ___S00

$24200

The freight cost was incurred by the seller, the damage should be charged to repair expense, and the
annual permit should be charged to permit expense (or prepaid expense).

—_——
Debit gl '-’I@a‘ﬁ 1

Sign 24,200
Repair Expense 750
Permit Expense 50
Cash 25,000

Torecord the purchase and installation of sign, along
with repair costs and annual permit fees
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B8-10.03

Delivery cost
of new
furniture

Category

Yes

Land

Land Improvement

Building Equipment

v

Wages paid
to guard at
office building

Fees for title
insurance on land
purchase

Cost of periodic
repainting of
parking lot

Cost of
building new
sidewalks

Interest costs
on loan to buy
equipment

Computer training class
on general commercial
software package

NN TN (S

Interest cost on loan
during construction period
for new building

Architects
fees for
new building

N

Installation and
setup costs on
new machinery

NS

Repair of damage
to device broken
during initial installation

Safety violation
fines at
construction site

RN

Tap fees for connecting
new building to
city water system
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B-10.04 Lump sum purchase price allocation

Note that the assets were acquired at 70% of fair value (54,900,000/5 7,000,000):

Allocation @ 70%

Fair Value af Fair Value
Land 51,000,000 § 700,000
Building 2,000,000 1,400,000
Equipment 4,000,000 2,800,000
57,000,000 54,900,000

e S i

700,000

Building 1,400,000

Equipment 2,800,000
Cash 4,900,000

To record the lump sum purchase of land, building,
and equipment




Lease classification
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B-10.05

The lessee reports the
leased asset on its
balance sheet

Operating Lease

Financing Lease

N

Payments are
reported fully
a8 rent expense

v

Ownership of the proper-
ty passes to the lessee by
the end of the lease term

The lease term
exceeds one yaar

Interest expense is
measured and reported
by the lessee

e 1 e

Depreciation of the
leased asset is not
reported by the lessee

At the inception of the
lease, the lessee records
both an asset and liability

b

The lessee reports a liabil-
ity for the present value
of all future payments
anticipated under the
lease agreement

S

The lessar continues to
report the tangible asset
covered by the lease on
its balance sheet
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B-10.06 Straight-line depreciation

(a)

X3 280,000 $280,000 (51,500,000 - $100,000)/5
X4 $280,000 $560,000 (51,500,000 - $100,000)/5
x5 $280,000 _ $B40,000 {$1,500,000 - $100,000)/5
%6 5280,000 §1,120,000 {$1,500,000 - 5100,000)/5
X7 §280,000 §1,400,000 {%1,500,000 - $100,000)/5

N s it e e P ey L P e e e e e s )
ib)
Property, Plant & Equipment {20X5)

Equipment $1,500,000
Less: Accumulated depreciation (B40.000) S660,000
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31-Dec
20¥3

31-Dec
20%4

31-Dec
20K5

31-Dec
20¥6

31-Dec
20KT

31-Dec
20%7

Equipment
Cash

To record the purchase of press

Depreciation Expense
Accumulated Depreciation
To record 20X3 depreciation

Depreciation Expense
Accumulated Depreciation
To record 20X4 depreciation

Depreciation Expense
Accumulated Depreciation
To record 20X5 depreciation

Depreciation Expense
Accumulated Depreciation
Ta record 20X6 depreciation

Depreciation Expense
Accumulated Depreciation
To record 20X7 depreciation

Cash

Accumulated Depreciation
Equipment

To record disposal of asset

280,000

280,000

280,000

280,000

280,000

100,000
1,400,000

280,000

280,000

280,000

280,000

280,000

1,500,000

267
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B-10.07 Units-of-output depreciation

X6 575,000 575,000 $500,000 X 1,500/10,000
X7 200,000 $275,000 5500,000 X 4,000/10,000
L 150,000 5425,000 $500,000 X 3,000/10,000
9 575.000 $500,000 5500,000 X 1,500/10,000

(b}
Property, Plant & Equipment (20X7)

Aircraft engine 5 750,000
Less: Accumulated depreciation (275,000) 5475,000



31-Dec
2046

31-Dec
20K7

31-Dec
208

31-Dec
20K9

31-Dec
20%9

PROPERTY, PLANT, AND EQUIPMENT |

Aircraft engine
Cash
To record the purchase of engine

Drepreciation Expense
Accumulated Depreciation
To record 20X6 depreciation

Drepreciation Expense
Accumulated Depreciation
To record 20X7 depreciation

Depreciation Expense
Accumulated Depreciation

Ta record 20X8 depreciation

Depreciation Expense
Accumulated Depreciation
To record 20X9 depreciation

Cash

Accumulated Depreciation
Equipment

To record disposal of asset

750,000

75,000

200,000

150,000

75,000

250,000
500,000

750,000

75,000

200,000

150,000

75,000

750,000

269
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B-10.08 Double-declining balance depreciation

(a

P e
xpense Calcilation

X1 $42,500 542,500 585,000 X 50%

X2 $21,250 563,750 (585,000 - 542,500) X 50%
X3 £10,625 574,375 ($85,000 - 563,750 X 50%
X4 5625 575,000 remaining depreciable base

(b)
Praperty, Plant & Equipment (20X3)

Equipment 5 85,000
Less: Accumulated depreciation (74,375) 410,625



31-Dec
201

31-Dec
202

31-Dec
20%3

31-Dec
20%4

31-Dec
20%4

Equipment
Cash

Ta record purchase of excavator

Depreciation Expense
Accumulated Depreciation
To record 20X1 depreciation

Depreciation Expense
Accumulated Depreciation
To record 20X2 depreciation

Depreciation Expense
Accumulated Depreciation
To record 20X3 depreciation

Depreciation Expense
Accumulated Depreciation

To record 2044 depreciation

Cash

Accumulated Depreciation
Equiprment

To record disposal of asset

FROPERTY, PLANT, AND EQUIPMENT |

83,000

42,500

21,250

10,625

625

10,000
75,000

85,000

42,500

21,250

10,625

625

85,000

27
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B-10.09

| CHAPTER 10

Change in estimate for depreciation

x1
x2
X3

XS
X6
X7
X8

57.500
$7.500
58,000
58,000
$8.000
58,000
58,000
$8,000

$7,500
$15,000
$23,000
$31,000
$39,000
$47,000
$55,000
$63,000

(565,000 - $35,000)/4
($65,000 - 535,000)/4
(565,000 - 515,000 - $2,000)/6
(565,000 - $15,000 - 52,0001/6
(565,000 - 515,000 - $2,0001/6
(565,000 - 515,000 - $2,000)/6
(565,000 - 515,000 - $2,000)/6

* ($65,000 - 515,000 - $2,000)/6
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Involved Solutions

Terminology and concepts

273

I-10.01

10

12

13

Cost minus salvage value
Depreciable base

Cost minus accumulated depreciation

Book value

Depreciation is a process of this, rather than valuation

Allocation

Costs that are added to an asset account
Capital expenditures

Costs of iterns added to a land-related account, like paving and landscaping

Land improvements

A bundied purchase of assets

Lump sum purchase

Lezsee does not repart the asset
Operating lease

Like straight-line, but the denominator is not time
Units-of-output method

A tax-based allocation of cost that is not GAAP
MACRS

Justification for expensing small items

Materiality

Included with land cost

Survey and title fees

Expensed immediately
Abnormal damage during installation

Results in less depreciation each year than the year before

Accelerated depreciation
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I-10.02 Evaluation of property, plant, and equipment

In completing the following schedule, note that ltem 4 s allocated 40/160 to land and 1204160 to building.
Itemn 7 is not yet a recordable transaction.

Land IMDFI;::ISHEM Building Equipment Expense
Iterm 1 52,500
Item 2 5 7,500
Item 3 . 4 500
Itemn 4 37,500 $112,500 =
Item 5 51 .Uﬂﬂ- ]
itemé | 300
Itemn 7
ftemn 8 10,000
Itemn 9 25,000
ltem 10 5,000
Totals 538,000 532,500 $122,500 $1,000 57,800
A correcting journal entry would include the following:
Land 38,000
Land Improvement 32,500
Building 122,500
Equipment 1,000
Insurance Expense 2,500
Office Supplies Expense 200
Interest Expense 5,000
Suspense 201,800

e e e e e



Depreciation calculations with alternative methods

FRUFERT T, FLAN], AL CLAEE LN

il ol

I-10.02

(al Straight-line

X2 $52,800
X3 $52,800
X4 452,800
X5 452,800
X6 $52,800

552,800
5105600
5158,400
£211,200

($360,000 - $96,000) + 5 years
($360,000 - $96,000) + 5 years
(5360,000 - $96,000) + 5 years
(360,000 - $96,000) + 5 years
($360,000 - $96,000) = 5 years

{B) Units of Qutput

X2 540,000
X3 $52,000
X4 560,000
X5 564,000
X6 548,000

(5360,000 - $96,000) ¥ 100,000/660,000
{5360,000 - $96,000) ¥ 130,000/660,000
($360,000 - $96,000) X 150,000/660,000
($360,000 - $96,000) X 160,000/660,000
($360,000 - $96,000) X 120,000/660,000

(c) Double-declining balance

x2 5144,000
X3 586,400
x4 $33,600
x5 50
X6 S0

The amount calculated for 20X4 ($51,840) would cause accumulated depreciation to exceed the

144,000
230,400
$264,000
$264,000
$264,000

$360,000 X 40%
($360,000 - $144,000) X 40%
See note: (5360,000 - $5230,400) X 40%
n'a

nfa

depreciable base ($264,000), and depreciation expense is therefore capped ($33,600).
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{d) Straight-line revised

X2 552,800 $52,800 ($360,000 - $96,000) + 5 years
%3 552,800 5105,600 (5360,000 - $96,000) + 5 years
X4 $50,000 5$155,600 (5360,000 - $105,600 - $54,400) + 4 years
X5 £50,000 $205,600 (5360,000 - $105,600 - $54,400) + 4 years
X6 £50,000 §255,600 (5360,000 - $105,600 - $54,400) + 4 years
X7 50,000 305,600 (5360,000 - $105,600 - $54,400) + 4 years



-

PROPERTY, PLANT, AND EQUIPMENT |

Fractional year depreciation calculations

277

1-10.04

Both assets have depreciation errors. The correct values should be as follows:
Huildjﬁ:

Annual expense: (51,200,000 - $400,000) + 25 years = 532,000
Accumulated depreciation: $32,000 X 7.5 years = $240,000

Although the annual expense of Wellron was correct, the accumulated depreciation appears to incorrectly
reflect a full 8 vears of depreciation (532,000 X 8 = 5256,000).

Truck:

20X6 expense: ($80,000 X 25% rate X 3/12) = 55,000
20X7 expense: ({580,000 - 55,000 acc. depr) X 25% rate) = 518,750
20¥8 expense: (($80,000 - (55,000 + 518,750) acc. depr.) X 25% rate) = 514,062.50

Accumulated depreciation: $5,000 + $18,750 + 514,062.50 = 537,812.50

Multiplying the above correct values by 75/80 arrives at the values reported by Wellron, Apparently, the
company incorrectly subtracted the 55,000 salvage value in determining the base for depreciation. Recall
that salvage value is initially ignored with this approach.
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Using spreadsheet software for depreciation calculations

I-10.0%
Results:
537,857.14
Straight line result
540,087 46
Double-declining result
Formulas:

=5LN(275000,10000,7)

Straight line result

=DDB(275000,10000,7.3)

Double-declining result
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Team-based analysis of depreciation methods used I-10.06

Each team should return a report identifying five companies, and their depreciation policies. In class,
compile the data to summarize the frequency of use of different methods. Highlight unique methods or
lives. Be sure to have the students understand that the ratio of accumulated deprecation to asset cost can
be used to estimate the age of fixed assets (utilizing information about depreciation methods).
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Basic Solutions

Classification of costs subsequent to acquisition B-11.01
Classification: For Capital ltems:
Capital Revenue Replacement Betterment
Routine
cleaning and
repainting
Replacement of

v

expensive cables

Addition of
directional
drilling motor

and pulleys "/
v v

Safety
inspection
fee

Raising and
lowering rig at each
new drill site

Interest cost
on loan to
buy rig

NN X

Installation of additional
advanced lighting
system technology

Turntable, deck, and
bearings in place of
similar worm out unit

N X

Lubrication
of all
maoving parts

Welding
broken ocutrigger
maount

S

Installation of anti-slip
flooring on all smooth

surface walk ways
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B8-11.02 Journal entries for costs subsequent to acguisition

Building 20,000
Cash 20,000
To record addition to existing building

Land Improvements 2,500

Cash 2,500
To record addition of landscaping
Accumulated Depreciation 7,500

Cash 7,500

To record replacement of siding material

Repair Expense S00
Cash 500
To record replacement of light bulbs
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Disposition of depreciable asset

283

B-11.03

Mote - Annual depreciation is $12,500 ($250,000/20 years)

Case 2

Case 3

Accurnulated Depreciation
Loss
Boat
To record loss of boat (8 years X 512,500 = 5 100,000}

Accumulated Depreciation
Cash
Gain
Boat
To record sale of boat (12 years X $12,500 = $150,000)

Accumulated Depreciation
Cash
Loss
Boat
To record sale of boat (15 years X 512,500 = 5187, 500)

150,000
175,000

187,500
60,000
2,500

250,000

75,000
250,000

250,000
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B-11.04

CHAPTER 11

Basic asset exchandge

Tractor A Accumulated Depreciation 80,000
Trailer 35,000

Gain 15,000

Tractor 100,000

To record gain on exchange (net book value given
520,000 (5100,000 - $80,000) versus fair value,

£35,0040)
Tractor B Accumulated Depreciation 25,000
Trailer 35,000
Loss ; 15,000
Tractor 75,000

To record foss on exchange (net book valuve given
S50.000 (S75.000 - 325000} versus fair value,
535,000)
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Asset impairment considerations

285

B-11.05

An abandoned
building is slated
for demalition

Impaired?

Yes

Mo

Equipment that will continue to be

used as planned in the production of profitable
projects; however, a forced sale of the equipment
would not recover its book value

<

Used equipment
is no longer in use,
but will be sold for

moare than its book value

MNewly purchased assets for

which the company significantly overpaid,
and which have costs that will not be
recovered from future cash flows

4\

Actions of competitors have forced McMahan to
permanently lower prices, and certain items of
equipment continue to be used at full capacity,
even though the resulting production is unprofit-
able and will not recover cost

<

The maintenance department
failed to properly lubricate the
bearings on a crane, and it is now
significantly damaged

i
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B-11.06

CHAPTER 11

Depletion

The production rate during the 3rd year is 20% of the expected total production (based on a run rate of
“BOAT00 + 80 + 60 + 40 + 2007). Therefore, depletion would be 20% of the depletable base. The depletion

is calculated as follows:

Total cost

Portion represented by natural resource
Total natural resource cost

Less: Residual value (51,000,000 - $250,000)
Depletable base

Portion attributable to Year 3

Year 3 depletion

Mote that the equipment cost would be depreciated separately.

2,500,000
X 0.8
2,000,000

750,000
1,250,000
X 0.2

220,000

Year 3 Depletion Expense {or COGS)
Oilwell
To record depletion of oil well

250,000

250,000

This is an excellent opportunity to begin to introduce the idea that costs like depletion (and depreciation/
amartization) may be allocated to cost of goods sold, rather than merely appearing as a "separate line
item™on the income statement. It is not uncommon for students to fail to make this connection, and you
can now start to help them begin to understand costing eoncepts that are introduced in the managerial

accounting chapters that follow,
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Amartization of intangibles B-11.07

Research and development costs are expensed as incurred, and no further amortization is necessary. The
goodwill is not amortized.

31-Dec  Amortization Expense 6,000
Patent 6,000
To record omartization of patent cost over 5-year life
{$30,000/5)
31-Dec  Loss on Impairment 10,000
Copyright 10,000
To record copyright becorming worthless
Eemr s e o e B e et e e o T S e e e R
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I-11.017

Involved Solutions

Costs subsequent to acquisition and revised depreciation

1-Jul

Mewv/Dec

206K

Accumulated Depreciation 10,000
Cash 10,000
To record significant overhaul of existing truck

Ventilation Equipment 65,000

Cash 65,000
To record addition of dust handling unit

Maintenance Expense 3,000
Cash 3,000
To record routine maintenance costs

Land Easement ] 10,000

Cash 10,000
To record acquisition of land easement



ADVAMCED PP&E 155LES/NATURAL RESOURCES/INTANGIBLES

Criginal cost (annual depreciation @ 515,000 per year) $ 90,000
Accumulated depreciation at beginning of year (2 years) {30,000)
Beginning net book value $ 60,000
Expenditure to reduce acoumulated depreciation 10,000
Revised net book value 5 70,000
Revised remaining life (6 years - 2 years + 3 years) + 7 years
Depreciation expense S 10,000
Original cost $ 240,000
Accumulated depreciation at beginning of year {100,000)
Beginning of year net book value $ 140,000
Remaining life (6.5 years + first half of year) +  Tyears
Depreciation expense on original heating system 5 20,000
Cost of dust handler 5 65000
Life (5.5 years) +6.5 years
Annual depreciation expense on dust handler % 10,000
Portion of year in use X 1/2 year
Depreciation expense on dust handler 4 5,000
Total depreciation expense on heating/dust handler § 25000

($20,000 + 55,000)

Beginning net book value s 300,000
Remaining life (3 years) i+ 3years
Depreciation expense 5 100,000

The maintenance expense does not impact the book value or depreciation,

The land easement cost is not depreciated, given its perpetual existence,

289
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I-11.02 Entries and analysis for asset disposals

Accumulated Depreciation 1,000,000
Gain on Sale 1,500,000
Azser i 2,500,000
To record sale of Asset A
Cash 700,000
Accumulated Depreciation 100,000
AssetB 800,000
To record sale of Asset B
Cash 4,000,000
Accumulated Depreciation 500,000
Loss on Sale 100,000
Asset C 4,600,000
To record sale of Asset C
Cash 1,250,000
Accumulated Depreciation 1,250,000
Loss on Sale 750,000
Asset D , 3,250,000
To record sale of Asset D

(a) Largestgain(51,500,000) Asset A
(b) Largest loss (5750,000) Asset D
{c)  Highest depreciation to avoid (%4,100,000) Asset C
(d) Largestimmediate cash flow (54,000,000) Asset C

Asset A

(8}  Largest addition to total assets (51,500,000}

() No ﬂhange in assets Asset B
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Various exchange scenarios

291

I-11.03

ik '-_m__
Equipment (new) 2,000
Accumulated Depreciation 6,500
Gain
Equipment {old)
To record exchange of sink
Equipment (new) 10,000
Accumulated Depreciation 8,000
Loss 2,000
Equipment (ald)
To record exchange of table
Equipment (new) 20,000
Accumulated Depreciation 10,000
Gain
Cash
Equipment (old)
Ta record exchange of refrigerator
Equipment (new) 17,000
Accumulated Depreciation 4,000
Loss 8,000
Cash

Equipment (old)
To record exchange of freezer

1,500
10,000

20,000

3,000
13,000
12,000

11,000
18,000
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Equipment (mew) 5,000

Accumulated Depreciation 5,000
Cash 1,000
Gain 4,500
Equipment (ald) 7.500
To record exchange of computer
Equipment [new) 3,000
Accumulated Depreciation 2,000
Cash 2,000
Loss 2,000
Equipment [old) 9,000
To record exchange of fire system
Equipment (new) 10,000
Accumulated Depreciation 2,500
Equipment (old) 12,500
To recard exchange of oven
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Natural resource depletion, depreciation, and change in estimate

Purchase price $100,000,000
Restoration cost 25,000,000
Depletable base 5125,000,000
Estimated tons + 250,000
Depletion per ton 5 500
D g iclticin:
Digging equipment:
Cost $ 5,000,000
Useful life #+  10years
Annual depreciation S500,000
Hauling equipment:
Cost % 10,000,000
Less: Salvage value 2,000,000
S B,000,000
Urseful life +  20years
Annual depreciation 400,000
Total annual depreciation $900.000
li leulati
Labor and
Revenues Dperating Depletion
(51,000 per ton) (.2 X revenue) Depreciation (5500 per tan) Annual Income
Year 1 525,000,000 5 7,500,000 $900,000 512,500,000 54,100,000
Year 2 20,000,000 5,000,000 900,000 10,000,000 3.100,000
Year 3 30,000,000 9,000,000 900,000 15,000,000 5,100,000
Year 4 25,000,000 7,500,000 900,000 12,500,000 4,100,000
Year 5 25,000,000 7,500,000 200,000 12,500,000 4,100,000
Year 6 35,000,000 10,500,000 900,000 17,500,000 6,100,000
Year 7 15,000,000 4,500,000 200,000 7,500,000 2,100,000
Year8 25,000,000 7.500,000 900,000 12,500,000 4,100,000
Year 9 25,000,000 7,500,000 900,000 12,500,000 4,100,000
Year 10 25,000,000 7,500,000 200,000 12,500,000 4,100,000
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(ab

Year 6 is the highest income, and Year 7 is the lowest income. As a percentage of revenue, notice that
the $900,000 straight-line depreciation is a much greater burden in the low volume year, and vice versa.
Units of output depreciation would have allecated the depreciation in proportion to revenues, and would
somewhat dampen the observed volatility in income,

(b)

It is important to note that all depletion is not immediately an expense. With the revised assumption,
Year 5% depletion of 512,500,000 would be allocated between cost of goods sold (510,000,000 or BO%)
and inventory (52,500,000 or 20%).

ic)

As of the beginning of the ninth year, the remaining depletable base is $25,000,000 ($125,000,000 -
£100,000.000 prior depletion). This cost would be allocated over the remaining expected units of 100,000
tons (250,000 original estimate - 200,000 extracted + 50,000 new find). Thus, the revised depletion would
be 5250 per ton (525,000,000, 00,000 tons).
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Accounting for various intangibles: amortization and impairment I-11.05

To record registration of patent
3-Dec  Amortization Expense 4,000
Patent 4,000
To record amaortization of patent over 20-year legal
life
1-Jul R&D Expense 125,000

Cash 125,000
To record research and development costs
1-0ct Trademark/Brand 300,000
Cash 500,000
To recard cost of acquiring trademarked brand name

1-Oct Copyright 90,000
Cash 90,000
To record cost of buying copyright
31-Dec  Amortization Expense 7,500
Copyright 7,500

Record 3 months of amortization (3-year economic
life) ((590.000/3 years) X {3/12) = $7,500)

31-Dec  Impairment Loss 1,000,000
Goodwill 1,000,000
To impair goodwill
sk seuns e s e e e e b T e R g e e e R
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I-11.06 Team-based evaluation of R&D accounting (global comparison}

The solution ta this problem will vary based on the specific companies examined by the students. Generally,
the students will identify that U5, GAAP and companies expense R&ED as incurred. International standards
will result in capitalization of many development costs. This difference in standards is likely to disappear as
the FASE and |1A5E mowve forward with global convergence activities.



Basic Solutions

Contemplating the current liability definition

B-12.01

Condition: Other Conditions to meet:
A Obligation is due within one year C,DorE
B Obligation is due within the operating cycle CDorE
AarB

C Obligation requires the use of current assets

{the longer of)

D Obligation results in the creation of another AorB
current liability {the longer of)
AorB

E Obligation to be satisfied by providing services

{the longer of)
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B-12.02 Understanding typical current fiabilities

Liabilities

Current liabilities

Accounts payable 5140000
Utilities payable 55,000
Unearned revenue 375,000
Sales tax payable 3,000
Interest payable 3,750
Current portion of loan payable 500,000 51,078,750

Supporting calculations:

Accounts payable (5100,000 + 5650,000 - $610,000 = 5140,000)
Interest payable (51,500,000 X 6% X 15/360 = 53,750)
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Accounting for nofes payable

299

B-12.03

{a), (b), (c)

m QURNAL II
i - -.- -.IJ 3 . hw“ | T .i: | iii:l: ii (d -'“’:
1-Oct Equipment 25,000
Cash 5,000

Note Payable 20,000

To record purchase of equipment for cash and 10%
note payable

31-Dec  Interest Expense 500
Interest Payable 500

To record accrued interest for 3 months (520,000 X
100 X 3512)

I0-5ep  Interest Expense 1,500
Interest Payable 500

Mote Payable 20,000
Cash 22,000

To record repayment of note and interest (520,000 X
10%)
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B-12.04 Accounting for notes payable issued at a discount
{al, (b}, (<)
1-Apr Equipment BB,000
Discount on Note Payable 12,000
Mote Payable 100,000

To record note payable, issved at a dfm:ulmt

31-Dec  Interest Expense 9,000
Discount on Mote Payable 9,000

To record discount amartization for 9 months

31-Mar  Interest Expense 3,000
Note Payable 100,000
Discount on Note Payable 3,000
Cash 104,000
To record discount amortization and repayment of
nate

{d) The actual interest rate is about 13.6% ($12,000/$88,000),
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Unigue features for certain interest calculations B-12.05

The carrections are noted below in red:

The first loan was a one-year loan for $100,000, created on November 1 of the current year. It
bears interest at 8%, with interest based on the “rule of 785"

Calculations:

£700.000 X 8% X2/12=$1,333.33

$100,000X 8% X (12/78 + 11/78)=5%2,358.97

The second loan is due on demand and was for 5250,000. The loan was originated on Movember
1 of the current year, and it bears interest at 9%, using a 360-day year assumption.

Calculations:

$250,000 X 9% X 2/12= 53,750.00

$250,000 X 9% X 61/360=%53,812.50

The financial statement implications of the above corrections are that both interest expense and interest
payable would increase. The “rule of 785" results in allocating the total interest more to earlier periods and
less to later periods. The 360-day year assumption results in a slightly increased amount of calculated
interest for periods of less than one year,
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B-12.06 Criteria relating to contingent lfabilities

(a) A contingent liability is a potential liability. The eventual outcome is uncertain.

{b) Accounting criteria for contingent liabilities generally follow this scheme:
If the likelihood of an unfavorable cutcome is remote, no disclosure is required,

If the likelihood of an unfavorable cutcome is reasonably possible, footnote disclosure is in order,

If the likelihcod of an unfavorable outcome is probable, and the amount of the liability can be
reasonably estimated, then accrual of the loss/liability is appropriate,

(c) It appears that footnote disclosure of the lawsuit is warranted (assuming that the amount is material
to the company).
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Warranty obligations

303

B-12.07

Warranty Expense 400,000
Warranty Liability 400,000

To accrue additional warranty costs (50,008 units X
10% X 580}

Warranty Liability 310,000
Cash 310,000

To record actual warranty expenditures

The warranty expense in the income statement is $400,000, and the closing warranty liability balance is
$340,000 (5250,000 beginning balance + $400,000 additional accrual - $310,000 work performed).
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B-12.08 Payrall preparation and recording
{a)
BAYLOR HEALTH Check # 95859
Payroll Account Date: Jyune 30, 20X
Pay to the order of: Lawrence Bodine | 51,5662 |
R ONE-THOUSAND, FIVE-HUNDRED, SIXTY-SIX AND 20/100 DOLLARS*==**
First F.im.lta Bk,
MEMO  June payroll for Bodine ju‘ﬁf ':Bmﬂ-::rr
Detach below before depositing, and save for your records. ]
Employee: L Bodine Gross Earnings $2,430.00
Pay period: June 200X Deductions:
Federal Income Tax £400.00
Social Security Tax 157.95
Medicare/Medicaid Tax 3645
Insurance 50,00
Retirement Savings Plan 194,40
Charity 25.00 863.80
Net Pay $1,566.20

Supporting calculations:

Gross earnings: (180 hours @ 512 + 15 houwrs @ $18) = $2,430
Social security: (52,430 @ 6.5%) = $157.95
Medicare/Medicaid: (52430 @ 1.5%) = $36.45

Retirement savings: (52,430 @ 8%) = $194.40



(c

30-Jun

30-Jun
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Wages Expense 243000

Federal iIncome Tax Payable
Social Security Tax Payable
Medicare/Medicaid Tax Payable
Insurance Payable

Retirernent Plan Payable
Community Chest Payable
Cash

To record payroll of Bodine

Payroll Tax Expense 234.40
Employee Benefits Expense £93.00

Sacial Security Tax Payable
Medicare/Medicaid Tax Payable
Workers'Comp Ins. Payable (43)
Insurance Payable

Retirerment Plan Payable (75% of $194.40)
FUTA Payable (0.5% X $2,000)

SUTA Payable (1.5% X 52,000)

To record employer pertion of payroll taxes and
enefits

The total cost for Lawrence is $3,357.40 (52,430.00 + $234.40 + 5693.00)

400.00
157.95
3645
50.00
194.40
2500
1.566.20

15795
36.45
97.20

450.00

145.80
10.00
30,00

305
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B-12.09

CHAPTER 12

Other employee benefit costs

Each of Wilson's comments was wrong. Following is an evaluation of the incorrect staternents:

Wilsan

Correction

Wilson

Correction

Wilson

Correction

Wilsan

Correction

“The company is a fraud! It has a defined contribution plan for its employees and does
not list the pension assets and liabilities on its books! Sell, sell, sell!”

With a defined contribution plan, the employer's obligation is determined and fixed.
Periodic payments into a trust accrue to the benefit of employees. There is normally
no residual asset or liability to be reported by the company.

“You have to love this company. They are very conservative, They even accrue a
liability for health insurance coverage relating to future retirees. Nobody does that!
This company’s real earnings are much higher than they are letting on. Buy, buy, buy!”

Most companies offering post retirement benefits for health care must expense the
associated costs over service periods leading up to the date of benefit vesting. These
expenses will be reported as a liability on the books prior to actual funding.

“Well, it's true that peoples’ feet are growing larger, so maybe this a good play. But,
beware because the company is not accruing costs related to employee sick leave.
They offer some lame excuse about not meeting all four criteria of an applicable
accounting rule. Wrang, you enly need to meet one of the criterial Sell, sell, sell!”

Accruing such costs depends upon the satisfaction of all four conditions: (1) relates
to services already rendered, (2) is a right that vests or accumulates, (3) is probable to
be paid to the employee, and (4) can be reasonably estimated. Some costs will meet
these conditions and some will not. Apparently, sick leave for this company did not
meet all four criteria.

“Buy! The company offers employees a defined benefit pension plan. The pension
trust is loaded with loot, yet the company continues to show a pension liability on its
books. It's a hidden asset”

Although the plan may have lots of assets, it apparently has liabilities in excess of those
assets. When that condition is present, an additional pension obligation falls onto the
company's balance sheet.
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Involved Solutions

Recording and reporting for typical current liabilities -12.0

1-May Cash 100,000
Mote Payable 100,000
Record nate payabile
10-May  Purchases (or Inventary) 24,500
Accounts Payable 24,500

Record purchase, net of discount

20-May  Cash 820,000
Warranty Expense 1,600
Sales 80,000
Warranty Obligation 1,600
Record sale and warranty cost
25-May  Loss 10,000
Estimated Liability for Accident 10,000

Record estimated cost of accident
Ea s e en s s e et s e e o N i S e e e el
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31-May  Wages Expense 13,000
Wages Payable 13,000
Record accrued wages

31-May  Warranty Obligation 400
Cash 400
Record warranty work performed

31-May  Interest Expense 1,000
Interest Payable 1,000

Accrue 1% interest on nole

31-May  Discount Lost (or Inventory) 500
Accounts Payable 500
Lapse of available discount

31-May  Employee Insurance Expense 1,500
Insurance Liability 1,500
Accrue 15 days of insurance cost

(<)
Liabilities
Current liabilities
Notes payable $100,000
Accounts payable 25,000
Interest payable 1,000
‘Wages payable 13,000
Employee health insurance liabilty 1,500
Warranty obligation 1.200
Estimated liability for accident 10,000 151,700
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Various notes payable transactions

309

1-12.02

1-Jun

1=Jul

31-Oct

1-MNow

1-Dec

31-Dec

31-Dec

e e B e e e S| B e o e i it il

Furniture 500,000

Mote Payable

Record nate payvable, 8%

Cash 90,000

Discount an Note Payable 10,000
Mote Payable

Record one-year note payable

Accounts Payable 40,000
Mote Payable

Record note payable, 8%

Mote Payvable 40,000
Interest Expense 452
Cash

Record note payoff (540,000 X 8% X 12/78 = 5492 )

Cash 75,000
Mote Payable

Record 6% note payable

Mote Payable SO0, 0040

Interest Expense 20,000
Cash

Record note payoff ($500,000 X 8% X 6/12 = $20,000)

100,000

40,000

40,492

75.000

520,000

Interest Expense 5,000
Discount on Mote Payable

To amortize discount on note

Interest Expense 752
Interest Payvable
To accrue interest ($75,000 X 6% X 61/365 = $752)

5,000

752
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Various issues relating to contingencies

The company is subject to several lawsuits by plaintiffs. These claims assert that the camouflage is so
effective that opposing paintballers come into too close of a range, and are therefore hurt by high-
velocity, close-up shots. The company’s attorney views the likelihood of any adverse judgment as highly

remote. Further, the company generally has seen increased sales because of publicity associated with
these claims.

Remote contingencies are not required to be disclosed. It is not necessary to report this circumstance.

The company manufactures a face shield that has been prone to crack. As a result, several serious injuries

have been reported. The company is generally willing to settle each documented claim for 520,000
Currently, it is estimate that 45 such claims will be submitted and settled.

It is probable that this contingency will result in a $900,000 estimated settlement (520,000 X 45). The
company should record a loss and establish a corresponding liability on the balance sheet. As payments
occur, the liability will be reduced accordingly.

The company has issued a full product recall of the defective face shields, and expects to spend 5700,000
on issuing replacement shields. The new shields will not be distributed until the next fiscal year.

It is probable that this contingency will result in a $700,000 estimated cost, The company should record
a loss and establish a corresponding liability on the balance sheet. This obligation exists as of the end
of the year, even though action to solve the problemn will not occur until the next accounting period. As
replacement shields are issued, the liability will be reduced accordingly.

The company has been notified by a competitor that one of Came Max's camouflage designs violates a
copyright held by the competitor. The competitor is asking for a $250,000 paid up license to the use the

design. Carno Max disagrees, but believes that it is reasonably possible the competitor will fill a copyright
infringement action,

It is reasonably possible, but not probable, that this contingency will become an actual liability.

Furthermore, it is not possible to currently estimate any final obligation that could result. Accordingly,
the company should footnote this situation,

Subsequent to year end
by a fabric cutting machi
This payment will elimin

(but before preparing financial statements), an employee was seriously injured
ne. The company has agreed to a large financial settlement with the employee.
ate any hope of profitability during the next several years.

Because this event " impact the financial stat ts, and
adjustment ufthea:l‘m subsequent to year end, it did not Impa ST AL0g

odusim Counts is necessary. However, footnote disclosure is in order, because it is a material
event Otcurfing after year end. -
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Payroll records and entries I-12.04
{2
Deductions
Gross Federal Social Medicare/ Health Met

MName Earnings IncomeTax  Security Tax Medicaid Charitable Insurance Earnings
Breschi, K 5 1,140.00 § 20000 5 740 5 1710 410,00 & 250,00 % 5BBE0
Carballo, P 3,000.00 850,00 195.00 45.00 10.00 250.00 1,650.00
Dangelo, J 2,520.00 625.00 163.80 37.80 10.00 250.00 1,433.40
Gaines, T 4,500.00 1,100.00 29250 67.50 10.00 250.00 2,780.00
Goseco, M 10,100.00 3,575.00 591.50 151.50 10.00 250.00 5,522.00
Skolnick, J 2,160.00 480,00 140.40 3240 10.00 250.00 1,247.20
Williams, R 1.548.00 140.00 100.62 23.22 10.00 250.00 1,024.16
Wong, O 3,240.00 800.00 21060 48.60 10.00 250,00 1,920.80
Totals $28,208.00  $7.770.00 $1,768.52 $423.12 $80.00 $2,00000 51616636
(b)

31-0ct  Wages Expense 28,208.00
Federal Incorme Tax Payable 7.770.00
Social Security Tax Payable 1.768.52
Medicare/Medicaid Tax Payable 42312
Charity payable E0.00
Insurance Payable 2,000.00
Cash 16,166.36
To record payrall
31-0ct  Payroll Tax Expense 2,214.44
Employee Benefits Expense 1,974.56
Social Security Tax Payable 1,768.52
Medicare/Medicaid Tax Payable 423,12
Warkers' Comp Ins. Payable (29%) 56416
FUTA Payable (0.5% X 51,140) 570
SUTA Payable (1.5% X 51,140} 17.10
Retirement Plan Payable (5%) 1,410.40

To record employer portion of payroll taxes and
benefits

Wit i e ) R R T i e e
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I-12.05 Team-based approach for retirement plans/other post-employment benefits

Each team should complete the blank worksheet summarizing the companies examined. Review the results
with the class, noting in particular the significant trend away from defined benefit plans in lieu of defined
contribution plans.



Basic Solutions

Basic accounting for long-term note payable

B-13.01

{a), (b}, (c), (d), (e)
GENERAISIOURNA I8

..mﬂ ) ."'.

04-01-¥4

12-31-X4

03-31-X5

12-31-X5

03-31-X6

e Ll s S e o S e e L e il

Land
Cash
Mote Payable
To record purchase of land for cash and 10% note
payable
Interest Expense
Interest Payable

To record accrued interest for 8 months ($400,000 X
10% X 9/12)

Interest Expense

Interest Payabla

Mote Payable
Cash

To record repayment of note and interest ($400,000
X 10% X 3/12)

Interest Expense
Interest Payable

To record accrued interest for 9 months ($300,000 X
10% X 912)

Interest Expense

Interest Payable

Mote Fayable
Cash

To record repayment of note and interest ($300,000
X 10% X 312)

30,000

10,000
30,000
100,000

22,500

7,500
22,500
100,000

30,000

140,000

22,500

130,000
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B-13.02 Futire value concepts

(a) 7% interest, and & periods:
510,000 X (1.07)* =
$15,007.30

{b} 7% interest, and & periods:
The future value factor from the table is 1.50073
$10,000 X 1.50073 = 515,007.30

{c)

N e ArOTINYE STTNE N S—
1 {amount will be invested 6 years) 1.50073 510,000 $15.007.30

2 (amount will be invested 5 years) 140255 510,000 14,025.50
3 {amount will be invested 4 years) 1.31080 510,000 13,108.00
4 (amount will be invested 3 years) 1.22504 510,000 1225040
5 (amount will be invested 2 years) 1.14490 510,000 11,449.00
& (amount will be invested 1 year) 1.07000 $10,000 10,700.00

576,540.20

(d) 7% interest, and 6 periods:
The future value factor from the annuity table is 7.65402
510,000 X 7.65402 = $76,540.20
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Present value concepts B-13.03

{a) 6% interest, and 4 periods:
525,000 X 1/(1.06) =
£19.802.34

(b) 6% interest, and 4 periods:

The present value factor from the table is 0.79209
525,000 X 0,79209 = $19,802.25

{c)

1 (amount will be received in 1 year) 0.94340 $25,000 $23,585.00
2 (amount will be received in 2 years) 0.29000 525,000 22,250.00
3 (amount will be received in 3 years) 0.83962 525,000 20,990.50
4 (amount will be received in 4 years) 0.79209 £25,000 19,802.25

586,627.75

[d} 6% interest, and 4 periods:
The present value factor from the annuity table is

$25,000 X 3.46511 = $86,627.75
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B-13.04 Calculating note payments and preparing entries

(a)

Loan Amount = Payments X Annuity Present Value Factor
5500,000 = Payments X Annuity Present Value Factor (2 periods @ 99%)
5500,000 = Payments X 1.75911
£500,000/1.75911 = Payments
Payments = 5284,234 60

1-lan Building
Mote Fayvable 500,000.00

To record purchase of office building for 9% note
payable

31-Dec  Interest Expense 45.000.00
Mote Payable 239,234.60

Cash 284,234.60
To record payment ($500,000 X 9% = 545,000)

31-Dec Imterest Expense 23.469.20
Mote Payable 260,765.40
Cash 284,234.60
Ter record payment ((S500,000 - $239,234 60) X 9% =
523.469.200

(4]
Loan Amount = Payments X Annuity Present Value Factor

$500,000 = Payments X Annuity Present Value Factor (24 periods @ 0.75%)
$500,000 = Payments ¥ 21.88915
$500,000/21 88915 = Payments

Payrnents = 522,842 37
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Terminology relating to bonds B-13.05

The specific terms of a bond issue are specified in a bond debenture- indenture. Secured Debenture bonds
are backed up only by the general faith and credit of the issuer. Computerization has resulted in the virtual
elimination of registered coupon bonds, Serisd Sinking fund bonds must be matched with funds set aside
in a fund te provide for the eventual retirement of the issue. Eafiable Convertible bonds can be exchanged
for common stock of the issuer. bow-yietd High-yield bonds of distressed firms are frequently called junk
bonds. Bonds will sell at a premium discount when the effective rate is above the stated rate. (OR — Bonds

will sell at a premium when the effective rate is above below the stated rate)
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B-13.06

Bonds at par

(2). (b}, {c)

GENERATSOURNA!

I [] Ei :‘i 0 i "——il -| BE‘h‘H "
Issue Cash 100,000
Bonds Payable 100,000
To record the issuance of 5 100,000, 8%, 5-year bonds
at par-- interest payable semiannually
Interest  Interest Expense 4,000
Cash 4,000
To record an interest payment ($100,000 par X .08
interest X 6/12 months)
Maturity  Bonds Payable 100,000
Cash 100,000

To record the redemption of bond investment at
maturity

(d)

Total cash inflow was 5100,000, and total cash autflow was $140,000 ({54,000 ¥ 10 perods) + $100,000).
The 540,000 difference is equivalent to the interest expense that would be recognized over time (54,000
X 10 periods).
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Bonds at a premiurn, straight-line amortization

319

B-13.07

{al, (b, (c)

<. - .-AE ;

Issue Cash 103,000
Fremium on Bonds Payable 3,000
Bonds Payable 100,000

To record the issuance of $100,000, 8%, 6-year bonds
at 103 == inferest serniannually

Interest  Interest Expense 3,750
Premium on Bonds Payable 250
Cash 4,000

To record an interest payment ($100,000 par X .08
interest X 6/12 months = $4.000; $3,000 premium X
&/72 months = 5250 amortization)

Maturity Bonds Pavable 100,000
Cash 100,000
To record the redemption of bond issue at maturity

(d)

Total cash inflow was $103,000, and total cash outflow was $148,000 (54,000 X 12 periods) + $100,000).
The 545,000 difference is equivalent to the interest expense that would be recognized over time (53,750
¥ 12 periods),
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B-13.08

Bonds at a discount, straight-line amortization

(al. (bl. lc)

Interest

Maturity

Discount on Bonds Payable 2,000
Bonds Payable 100,000

To record the issuance of $ 100,000, 8%, 4-year bonds
at 98 — interest semignnually

Interest Expense 4,250
Discount on Bonds Payable : 250
Cash 4,000

To record an interest payment (5100000 par X .08
interest X 612 months = 54,000; 52,000 discount X
648 months = $250 amortization)

Bonds Payable 100,000

Cash 100,000
To record the redemption of bond isswe af maturity

(d)

Total cash inflow was 598,000, and total cash outflow was 5$132,000 ({54,000 ¥ 8 periods) + $100,000). The
£34,000 difference is equivalent to the interest expense that would be recognized over time (54,250 X 8

periods).
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Bonds at a premium, effective-interest amortization

n

B-13.09

(a)

Periodic interest payments ($5,000,000 X 3.5%) % 175,000

Present value factor {10-period annuity, 3%) X 853020 51,492,785

Maturity value 55,000,000

Present value factor (10 periods, 3%) X 0.74409 £3,720,450
lssue price of bond $5,213,235

1-Jan Cash 5,213,235
Premium on Bonds Payable 213,235
Bonds Payable 5,000,000

To record the issuance of S5000,000, 7%, 5-year
bonds at 55,213,235

30-lun  Interest Expense 156,397

Premium on Bonds Payable 18,603
Cash 175,000

To record payment of interest (55,000,000 X .035 =
$175,000; $§5,213,235X.03 = 5156,397)

31-Dec Interest Expense 155,839
Premium on Bonds Payable 19,161
Cash 175,000

To record payment of interest ($5,000,000 X .035 =
$175,000; (35,213,235- $18,603) X.03 = 5155,839)

ey e T e e N e e e e T
(a]

Bonds payable $5.000,000

Flus: Premium on bonds payable 175,471 55175471
| e e S p S e s e 7 S e L T e TOMCRNICE - 1w AT MUK £ vy |
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B-13.10 Bonds at a discount, effective-interest amortization
(a
Periodic interest payments (55,000,000 X 2.5%) 5 125,000
Present value factor (10-period annuity, 3%) ¥ 853020 $1,066,275
Maturity value 55,000,000
Present value factor (10 periods, 3%) X 0.74409 53,720,450
lssue price of bond 54,786,725

e " —r
il ,@
1-Jan Cash 4,786,725
Discount on Bonds Payable : 213,275
Bonds Payable 5,000,000
To record the issuance of 35,000,000, 5%, S-year
bonds at 54,786,725
30-Jun  Interest Expense 143,602
Discount on Bonds Payable 18,602
Cash 125,000

To record payment of interest (55,000,000 X .025 =
$125,000; 54,786,725 X 03 = $143,602)

31-Dec  Interest Expense 144,160
Discount on Bonds Payable 19,160
Cash 125,000

To record payment of interest (55,000,000 X 025 =
$125,000; (54,786,725 + $18,602) X.03 = $144,160)

| e e T R BT e e R R R |

(c)
Bonds payable 55,000,000
Less: Discount on bonds payable 175,513 54824487
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Bonds fssued between interest dates B-13.11
(al, (k). (e
ask 'H%E
1,015,000
Interest Payable 15,000
Bonds FPayable 1,000,000

To record fssuance of bonds at par, plus accreed
interest ($1,000,000 X 9% X 2/12 = $15,000)
30-Jun Interest Expense 30,000
Interest Payahle 15,000
Cash 45,000

To recard the payment of interest (51,000,000 par X
9% X 6/12 months = 545,000}

31-Dec  Interest Expense 45,000
Cash 45,000

To record the payment of interest (51,000,000 par X
2% X &/12 months = 545,000
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B-13.12

Basic bond retirement

3-Dec

31-Dec

Interest Expense 3,500
Cash 3,500

To record interest payment (5100,000 X 7% X 6712
manths)

Bonds Payable 100,000
Gain on Bond Ratirement 2,500
Cash 47,500
To record retirement of bond
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Debt analysis B-13.13
(a)
ey Total Debt/
Total Assets Total Liabilities Total Assets
A $10,000,000 5 1,000,000 0.0
B 20,000,000 3,000,000 0.15
D 15,000,000 6,000,000 0.40
C 6,000,000 4,000,000 067
E 30,000,000 22,000,000 0.73
(b}
p— Total Equity Total Debt/
Total Assets Total Usbilities (Assets - Liabilities) Total Equity
A £10,000,000 & 1,000,000 % 9,000,000 011
B 20,000,000 3,000,000 17,000,000 0.8
D 15,000,000 6,000,000 9,000,000 067
C 6,000,000 4,000,000 2,000,000 2.00
E 30,000,000 22,000,000 8,000,000 275
(<)
Income Before Tax Interest Expense Income Before
Met Income {Met income, (Total Liabilities X lnc-::r:li::::tﬁx Interest and Tax/
F0%) B%) Interest
B 51,000,000 5 142857 5 240,000 51,668,571 6,95
D 1,600,000 2,285,714 480,000 2,765,714 576
A 200,000 285714 80,000 365,714 4.57
E 4,000,000 5,714,286 1,760,000 7,474,286 4.25
C 250,000 357,143 320,000 677,143 212
(d)

Total debt is not necessarily the correct variable to evaluate when considering risk. The correct evaluation goes to an
evaluation of the capacity to manage and fund the debt service. As a result, risk should be evalyated in terms of the
relationships between debt and assets, debt and equity, and the ability of the income stream to service the debt. Thess
evaluations, as shown in the problem, can produce alternative signals. Care must be taken in any ratio based evaluation.
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B-13.14 Commitrments and leases

{a), (&), (c). (d)

{a) Rent Expense 2,500
Cash 2,500
To record rent payment on operating lease

() Equipment 112,388
Cibligation Under Financing Lease 112,388
To record financing lease of office equipment

(c) Interest Expense 1,124
Obligation Under Financing Lease 1,376
Cash 2,500
To record first lease payment (interest portion =
5112388 X 19%)
Interest Expense 1,110
Obligation Under Financing Lease 1,390
Cash 2,500

To record second lease payment (interest partion =
(5112,388-51,376) X 19)

(d) Depreciation Expense 1873
Accumulated Depreciation 1,873
To record depreciation of equipment {§112,388/60
months)
[ P W S RIS B A e Sl ) T i S P A e

(e}

The office equipment is recorded "as if” purchased with the proceeds of a loan. The office space appears
as a periodic operating cost. The financial outcomes differ, although the "contracted” monthly payments
are the same. Comment 1o your students on the impartance of mon itoring commitments.
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Involved Solutions

Future value and present value calculations

327

I-13.01

(a)

(&)

c)

(d)

How much will a lump sum of $10,000, invested at 7% per annum, grow ta in 20 years?
Reference to the Future Value of 57 table:
510,000 X 3.86968 = 538,696.80
From Excel:
(538,696.84)

How much will be in account after 2 years, if 550 is placed into the account at the beginning of
each month? Assume the account’s interest rate is 6%, with monthly compounding.

Reference to the Future Value of Annuity Due table:
S50 X 25.55912 =51,277.96

From Excel;
(%1,277.96)

How much should be set aside today, so that it will grow to 530,000 in 15 years? The discount
rate is 9%.

Reference to the Present Value of 51 table:
$30,000 X 0.27454 = 58,236.20
From Excel:
($8,236.14)

What is the present worth of an income stream that includes annual end-of-period payments of
$100,000 for 20 years? Assume the appropriate discount rate is 8% per year.

Reference to the Present Value of Ordinary Annuity table:
$100,000 X 981815 = 5981 815
From Excel:
($981,814.74)
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I-13.02 Entries and calculations for notes payable

1-Apr Cash 1,000,000
2003 Mote Payable 1,000,000
To record proceeds of construction loan

31-Dec Interest Expense 52,500
2053 Interest Payable 52,500
To accrue interest (5 1,000,000 X 7% X 912 = 552.500)

31-Mar  Interest Expense 17,500
20%4 Interest Payable 52,500
Cash 70,000
To record inferest payment (51,000,000 X 7% =
$70,000)
31-Dec Interest Expense 52,500
20%4 Interest Payable 52,500

To accrue interest (51,000,000 X 7% X 9/12 = 552,500)

31-Mar  Interest Expense 17,500
20%5 Interest Payahle 52,500
Mote Payable 1,000,000

Cash 1,070,000

Te record final payment of interest and principal

+]]
Loan Amount = Payments X Annuity Present Value Factor
$1,200,000 = Payments X Annuity Present Value Factor (20 periods @ 1.50%)
$1,200,000 = Payments X 1716864
$1,200,000/17.16864 = Fayments

Payments = 569,894 88
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{c)

SEnERAioURN A
W= Wrccountsh

1-Apr Cash 1,200,000
2005 Mote Payable 1,200,000
To record proceeds of equipment financing
30-Jun  Interest Expense 18,000
20¥5 Mote Payable 51,895
Cash 69,895
To record payment (interest = 51,200,000 X 1.5%)
30-Sep  Interest Expense 17,222
2005 MNote Payable 52,673
Cash 69,895
To record payment (interest = (51,200,000 - 551,895)
X 1.5%)

$1,200,000.00 518,000.00 569,854,588 +551,894 B8 $1,148,105.12

1
2 1,148,105.12 17,221.58 69,894.88 52,673.30 1,095,431.82
3 1,095,431.82 16,431 .48 69,894 B8 53,463.40 1,041,968.41
4 1,041,968.41 15,629.53 69,894.88 54,265.35 987,703.06
5 G987,703.06 14,815.55 69,894 88 5507933 932,623.73
[ 932,623.73 13,989.36 69,894.88 55,905.52 876,718.20
7 876.718.20 13,150.77 69,894.88 56,744.11 B819,974.10
8 819,974.10 12,2996 69,894.88 57.595.27 76237883
9 762,378.83 11,435.68 69,894.88 58,459.20 70391963
0 703,919.63 10,558.79 69,894 88 59.336.09 6d4,583.54
" 644,583.54 9,668.75 69,894.88 60,226.13 584,357.42
12 584,357.42 876536 69,894 88 61,129.52 5§23,227.90
13 523,227.90 784842 60,894.88 52,046.46 461,181.44
14 461,181.44 691772 69,894,858 62.977.16 398,204.28
15 308,204.28 5.973.06 69,894.88 63,921.82 334,282.46
16 334,282.46 501424 69,894 88 £4,880.64 269,401.82
17 265,401.82 4,041.03 69,894,885 6585385 203,547.97
{E:] 203,547.97 3,053.22 69,894 88 66,841.66 136,706.31
19 136,706.31 2,050.59 69,894 88 67,844.29 68,862.02
20 68.862.02 1.03293

69,894,885 65.861.95 i
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1-13.03 Bonds issued al a premium; effective interest

(a)

6-30-X2 52,102,578 552,564 $60,000 $7.436 52,095,142

12-31-¥2 2,095,142 52,379 60,000 7,621 2,087,521
6-30-X3 2,087,521 52,188 60,000 7812 2,079,709
12-31-X3 2,079,709 51,993 60,000 8,007 2,071,702
6-30-X4 2,071,702 51,793 60,000 8,207 2,063,494
12-31-)%4 2,063,994 51,587 60,000 B413 2,055,082
6-30-X3 2,055,082 51,377 60,000 8,623 2,046,459
12-31-%5 2,046,459 31,961 60,000 B.839 2,037,620
6-30-X6 2,037,620 50,940 60,000 9,059 2,028,561
12-31-K6 2,028,561 50,714 60,000 9,286 2,019,275
6-30-X7 2,019,275 30482 60,000 9,518 2,009,757
12-31-X7 2,009,757 50,244 60,000 9,756 2,000,000
e e gy g e S o e e e e e e e e e

1-Jan Cash 2102578

Premium on Bonds Payable 102,578
Bonds Payable 2,000,000
To record bond issuance
30-Jun Interest Expense 52,564
Premium on Bonds Payable 7436
Cash 60,000

To record first interest payment

31-Dec  Interest Expense 52,379
Premium on Bonds Payahle 7621
Cash 60,000

To record second interest payment

| eSS e SRS S SRy R e e AR S s e e s e
fc}

Bonds payable $2,000,000

Plus: Unamortized premium on bonds payable 55,082 52,055,082



Bonds issued at a discount; effective interest

LONG-TERM OBLIGATIONS |

an

I-13.04

12-31-X3
6-30-X4
12-31-%4
6-30-X5
12-31-X5
6-30-X65
12-31-X6
6-30-X7
12-31-X7

44,792,085
4,809,808
4,828,151
4,847,137
4,866,786
4,887,124
4,908,173
4,929,959
4,952,508
4,975,846

$167,723
168,343
168,985
169,650
170,338
171,049
171,786
172,549
173,328
174,155

150,000
150,000
150,000
150,000
150,000
150,000
150,000
150,000
150,000

517,723
18,343
18,985
18,5650
20,338
21,049
21,786
22,549
23,338
24,155

4828151
4,847,137
4,866,786
4,887,124
4,908,173
4,929,959
4,952,508
4,975,846
5,000,000

(e)

30-Jun

31-Dec

Discount an Bonds Payable
Bonds Payable
To record bond issuance

Interest Expense

Discount on Bonds Payable

Cash

To record first interest payment

Interest Expense

Discount on Bonds Payable

Cash

To record second interest payment

Bonds payable

Less: Unamortized discount on bonds payable

207915

167,723

168,343

$5,000,000
191.827)

5,000,000

17,723
150,000

18,343
150,000

54,902,173
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I-13.05 Team-based approach to bond pricing

Each team member will have unique calculations. The general principles showing that a discount results
when the effective rate > stated rate {and vice versa) should be emphasized. This general observation
should be supported by specific calculations relating to each unigue scenario.
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Bond pricing, effective-interest amartization, and retirement 1-13.06
(a)
Initial carrying value of bonds $864,688
Effective interest rate X 0.04
Effective interast cost $ 34,588
Less cash paid (3% X 51,000,000 30,000
Amortization for Jan. 1 to June 30, 20X5 § 4,588
Plus: Carrying value before periodic amortization 864,688
Revised carrying value as of June 30, 20X5 5869276
Effective interest rate X __ G0s
Effective interest cost 5 34,77
Less cash paid (3% X $1,000,000) 30,000
Amaortization for July 1 to Dec. 31, 20%5 5 47N
Plus: Carrying value befare periodic amortization 869,276
Revised carrying value as of Dec. 31, 20X5 874,047
Effective interest rate X 0.04
Effective interest cost $ 34,962
Less cash paid (3% X 51,000,000) 30,000
Amortization for Jan, 1 to June 30, 20X6 5 4962
Plus: Carrying value before periodic amortization 874,047
Revised earrying value as of June 30, 20X6 $879.008
Effective interest rate X 0.04
Effective interest cost % 35,160
Less cash paid (3% X 51,000,000) 30,000
Arortization for July 1 to Dec. 31, 20X6 5 5,160
Plus: Carrying value before periodic amortization 879,008

Revised carrying value as of Dec. 31, 20X6 5884169
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31-Dec

31-Dec

Interest Expense 35,160
Discount on Bonds Payable 5,160
Cash 30,000

To record interest payment

Bonds Payable 1,000,000

Loss on Bond Retirement 181,11
Discount on Bonds Payable 115.831
Cash 1,065,270

To record retirement of bond (unamortized discount
= 51,000,000 - 5884, 169)

(<)

Periodic interest payments ($1,000,000 X 3%) $ 30,000

Present value factor (16-period annuity, 2.5%) X 13.05500 5 391,650
Maturity value $1,000,000

Present value factor (16 periods, 2.5%) x 0.67362 5 673620

Price of bond at 5%, 8 yvears to maturity 51,065,270



Corporate characteristics

Basic Solutions

B-14.01

Term Advantage/Disadvantage
The ability of a company to raise capital by
Publicly Traded Advantage
issuing shares to the public gl tag
The ability of an existing sharehalder to sell Transferability of
. Advantage
shares without corporate approval Ownership
The ability of the government to tax I t‘ Bliadvants
corporate earnings and dividends Couble Taxation SNAIHaR
Periodic regulatory filings Cost of Regulation Disadvantage
The ability of different individuals Mutual Ownership Advantage
to pool resources
The inability of creditors to pursue Limited Liabilit PR
individual shareholders o AR a9
The life of the entity can exceed Perpetual Existence Advantage

the life of the sharaholders
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B-14.02

Preferred versus common stock

The stock is described as 6%, cumulative

Common

Preferred

v

The stock includes voting rights

The stock is last in line in the event of liquidation

The stock is convertible

The stock ordinarily pays a fixed dividend

The stock may be subject to significant appreciation

The stock has a "call price”

The stock has a mandatory redemption date

e Ul T " e
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Recording stock fssues B-14.03

Common Stock 100,000

Pd. in Cap. in Excess of Par/C5 2,900,000
To record issue of 100,000 shares of 51 par value
commeon stock at $30 per share
(b} Cash 500,000
Common Stock 500,000

To record issue of 50,000 shares of no par value
common stock at 510 per share

(4] Cazh 4,080,000
Preferred Stock 4,000,000
Pd.in Cap. in Excess of Par/P5 80,000
To record issue of 40,000 shares of 5100 par value
preferred stock at 5102 per share
(d) Land 75,000
Common Stock 25,000
Pd. in Cap. in Excess of Par/C5 50,000

To record issue of 5000 shares of 55 par value
commaon stock for land with a fair value of 575,000
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B-14.04 Dividend calculations and journal entries

ey p——r—r T
S O S ., WO . W

Ceclare  Dividends 750,000
Date Dividends Payable 750,000
To record declaration of dividernds
Record Mo Entry
Date
Pay Dividends Payable 750,000
Date Cash 750,000

To record payment of previously declared dividend

(b}

Met income is unaffected by the dividends. Dividends are a distribution, not an expense. Net income for
20X7 is 52,500,000, Net income for 20X8 is $3,000,000,

lc)
Total equity at December 31, 20X7 is 56,750,000 ($5,000.000 beginning balance + $2,500,000 net income
- 8750,000 dividends declared).

Total equity at December 31, 2068 is 59,750.000 (56,750,000 beginning balance + $3,000,000 net income).

{d

Working capital is reduced on the date of declaration via the addition of a current liability relating to
dividends payable. No impact occurs on the date of record, On the date of payment, current assets (cash)
and current liabilities (dividends payable) are both reduced by the same amount resulting in no change
inworking capital.
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Equity concepts and preferred dividends

339

B-14.05

(a)
Legal capital: (10,000,000 X $1 par) + (1,000,000 X $50 par) = 560,000,000

Additional paid-in capital: (10,000,000 X (7 issue price - $1 par)) = 560,000,000
Total paid-in capital: (560,000,000 + 560,000,000) = 5120,000,000

b}

Generally, a company would prepare a feotnote te the financial statements indicating any dividends in
arrears (in this case, $2,000,000 — 1,000,000 X 550 X 4%). A liability would not be established prior to the
actual declaration of a dividend; in other words, dividends in arrears are not a liability unless formally
declared.

icl

Of the 57,000,000 in dividends, 54,000,000 would be paid to preferred (the current and prior year amount
at 52,000,000 per year) and 53,000,000 would be paid to commaon,
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B-14.06

CHAFTER 14

Treasury stock

(a)

The original issue price was 521,000,000 (53,500,000 + 517,500,000} for 3,500,000 shares. This translates
into 56 per share [521,000,000/3,500,000). This is considerably lower than the reacquisition price of 510
per share. However, the stock issuance may have occurred many years earlier (note that the company has
built up substantial retained earnings), and the corporate value could now be much higher.

(b, (e), (d)

—— o e b

Treasury Stock
Cash
To record acquisition of 250,000 treasury shares at
S10 per share
Cash
Treasury Stock
Paid-in Capital in Excess of Par
To record reissuwe of 125000 treasury shares at $17
per share
Cash
Paid-in Capital in Excess of Par
Treasury Stock

To record redssue of 125,000 treasury shares at 56 per
share

2,500,000
2,500,000

2,125,000
1,250,000
875,000

750,000

500,000
1,250,000

{e)

'_th:re is generally no impact on earnings related to treasury stock transactions. However, treasury stock
Is a contra equity account. In Transaction A, total equity declines by $2,500,000. In Transaction B, total
equity increases by $2,125,000. In Transaction C, total equity increases by $750,000.
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Stock dividends and splits B-14.07

(a)
Common stock, 51 par, 2,000,000 shares authorized, 1,000,000

shares issued and outstanding $1,000,000
Paid-in capital in excess of par 2,000,000
Retained earnings 5,000,000
Total stockholders' equity $9.000,000

T R e P e e = T e e e s e — |
This display of equity reveals no change in equity amounts; instead, the par value is reduced from 52 to
51, and the number of shares issued and outstanding is doubled.

(b)
Common stock, $2 par, 2,000,000 shares authorized, 575,000

shares issued and outstanding 51,150,000
Paid-in capital in excess of par 3,600,000
Retained earnings 2,250,000
Total stockholders’ equity 59,000,000

| Emme S S g e e g e R e e e o ot S ——
This display of equity reveals that the number of shares is increased by 75,000 (15% X 500,000). The
retained earnings is decreased by the fair value of the newly issued shares (75,000 X 550 = $3,750,000).
The 53,750,000 reduction in retained earnings is allocated back to commaon stock and additional paid-in
capital,

fc)
Common stock, $2 par, 2,000,000 shares authorized, 750,000

shares issued and outstanding $1,500,000
Paid-in capital in excess of par 2,000,000
Retained earnings 5,500,000
Total stockholders’ equity 59,000,000

This display of equity reveals that the number of shares is increased by 250,000 (50% X 500,000). The
retained earnings is decreased by the parvalue of the newly issued shares (250,000 ¥ 52 = 5500,000). The
5500,000 reduction in retained earnings is allocated back to common stock.

Note: Stockholders'equity is unchanged in each case and remains at 59,000,000
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srmall

large

Rccounts

no entry

Par Is halved and issued / outstanding shares are

doubled

Retained Earnings 3,750,000
Common Stock 150,000
Paid-in Capital in Excess of Par 3,600,000

Ta record 15% stock dividend {500,000 X 15% X 350

Retained Earnings 500,000
Commen Stock 500,000
To record 50% stock dividend (500,000 X 50% X 52)

#
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The staternent of stockholders’ equity B-14.08

squaliiCorporation

,ute&i-iﬁ.teqﬂﬁtéekhq|dei;j:5qu|,

thelYear|Ending December31520X
Total
Common Paid-in Capital Retained Treasury Stockholders’

Stock, 51 Par in Excess of Par Earnings Stock Equity
Balance on January 1 5 - 5 = 5 - 5 - 5 -
Izsuance of additional shares 4,000,000 8,000,000 - - 12,000,000
Purchase of treasury stock - - - (75,0000 (75.000)
Net income - - 1,500,000 - 1,500,000
Cash dividends - - (100,000) = (100,000)
Stock dividend 200,000 1,000,000 1,200,000) 2 =
Balance on December 31 £4,200.000 59,000,000 5 200,000 5 (75,000 513,325,000
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Involved Solutions

-14.01 Equity structure and impact

(a)
DEBT OPTION:

Assets
Cash 1,125,000
Accounts receivable 250,000
Inventory 750,000
Property, plant, & equipment (net) __ Ba0,000
Total assets 52,985,000
Liabilities
Accounts payable $ 125,000
Accrued liabilities 260,000
Motes payable 1,200,000
Total liabilities 51,675,000
Stockholders” equity
Common stock, 55 par % 700,000
Paid-in capital in excess of par 300,000
Retained earnings 310,000
Total stockholders’ equity 1,310,000
Total liabilities and equity $2,085,000



COMMON STOCK OPTION:
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BRANFORD/CORPORATION|

ugusti‘!g!ﬂm{ L

Assets
Cash
Accounts receivable
Inventory
Property, plant, & equipment (net)
Tatal assets
Liabilities
Accounts payable
Accrued liabilities
MNotes payvable
Total liabilities
Stockholders’ equity
Cammon stock, 55 par
Paid-in capital in excess of par
Retained earnings

Total stockholders’ equity
Total liabilities and equity

NONCUMULATIVE PREFERRED STOCK OFTION:

Bala:::

$1,125,000

250,000

750,000

860,000

$2,985,000
$ 125,000
260,000
290,000

5 675000
$ 900,000
1,100,000
310,000

2,310,000

Er LS

.ﬂ.ugustﬁ"ﬂuh‘.d-

Assets
Cash
Accounts receivable
Inventary
Property, plant, & equipment (net)
Total assets
Liabilities
Accounts payable
Accrued liabilities
Motes payable
Total liabilities
Stockholders’ equity
Preferred stock, 8% noncumulative
Common stock, 55 par
Paid-in capital in excess of par
Retained earnings
Total stockholders’equity
Total liabilities and equity

£1,125,000
250,000
750,000
860,000
52,985,000
$ 125,000
260,000
290,000
£ 675,000
51,000,000
700,000
300,000
310,000
2,310,000
$2,985,000

345
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CUMULATIVE PREFERRED STOCK OPTION:

PR
- - Aug s X4 SR

Assets

Cash 51,125,000

Accounts receivable 250,000

Inventory 750,000

Property, plant, & equipment (net) 860,000
Total assets 52,985 000
Liabilities

Accounts payable & 125,000

Accrued liabilities 260,000

Motes payable 290,000
Total liabilities $ 675,000
Stockholders’ equity

Preferred stock, 6% cumulative 51,000,000

Cormmon stock, 55 par 700,000

Paid-in capital in excess of par 300,000

Retained earnings 310,000
Total stockholders'equity 2,310,000
Total liabilities and equity 52,'335,_00&

CONVERTIELE PREFERRED STOCK OPTION:
— TN

oo A HFI;_ED'- ZORPORATION S -
[BalanceSheet
—_— AUgUStIT5H20XA "
Assets
Cash 51,125,000
Accounts receivable 250,000
Inventory 750,000
Praoperty, plant, & equipment (net) B60,000
Total assets 42,985,000
Liabilities
Accounts payable & 125000
Accrued liabilities 260,000
Motes payable 290,000
Total liabilities & 675000
Stockholders’ equity
Preferred stock, 4% convertible/cumulative $1,000,000
Common stock, 55 par 700,000
Paid-in capital in excess of par 300,000
Retained earnings 310,000
Total stockholders' equity 2,310,000

Total liabilities and equity 52,985.000
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(b}

The debt option imposes a fixed periodic payment requirement. The two cumulative preferred stock
scenarios impose cash flow commitments that must be met ahead of common shareholders. The
noncumulative and commaon stock scenarios involve payments that are discretionary.

{e)

The least risky scenario is the common stock route. However, this also involves the greatest amount of
ownership dilution,

(d)

The debt option is risky because the periodic payments are mandatory. However, existing shareholders
retain full swnership of the entity.

(&)

The commaon stock is valued at $25 per share ($1,000,000/40,000 shares), The 51,000,000 in preferred stock
might be converted at a price point above $40 per share (51,000,000/25,000 shares). The preferred yields
vary based on risk and opportunity. The lower yield relates to cases where the dividend is cumulative and
where the preferred has the potential to be exchanged for more valugable common stock.

{f)

The preferred scenarios all result in the same fundamental balance sheet, but the economics vary based
an the dividend and conversion feature. This information can be determined by inspection of financial
statements and notes, but not by relyiing on the fundamental accounting equation (assets = liabilities =
equity) alone,

347
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I-14.02

Dividend cansiderations and strategies

20X1 20%2 20%3 20%4 Totals

Total Income/Dividends  5300,000 -0- $900,000 £1,800,000 $3,000,000
If 3% Cumulative:

Preferred dividends $300,000 == S600,000 5 300,000 51,200,000

Commaon dividends =)= -0- 300,000 1,500,000 1,800,000
If 4% Noncumulative:

Preferred dividends $300,000 0= 5400,000 $ 400,000 51,100,000

Common dividends -0- -0- 500,000 1,400,000 1,900,000

Mote that the cumulative stock pays 5300,000 per year (3% X 510,000,000 par). Since no income was
available for distribution during 20X2, the unpaid amount went into arrears and was paid in 2003

Wote that the noncumulative stock pays 5400,000 per year (4% X 510,000,000 par), but only to the extent
incame is available for distribution. The "underpayment”during 20X1 and 20%2 is simply foregone,

The board should note that the anticipated income level produces a greater commaon dividend aver the
four-year horizon with the noncumulative stock. If the income pattern differs, the actual results may

differ significantly.
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Impact of various stock transactions 1-14.03
Common
Stock/ Additional

Total Preferred Paid-in Treasury Retained

Equity Stock Capital Stock Earnings
lssue common stock at par Fy A N/C N/C N/C
Issue common stock at > par A A A M/C MNIC
Issue preferred stock at par A A N/C NiC N/C
Issue preferred stock at = par A A F MfC MIC
ey Y NC wc AN
Fesell treasml ::ff—: :thc;:;; A N/C A v NiC
Resell treasur{i;:?ic;ﬁ;: A N/C v v v
Dieclare cash dividend v N/C N/C N/C v
e N/C N/C N/C N/C NIC
Cedremdiswelnse  wc A wc  wc Y
et W A A W ¥

Declare and issue stock split NiC N/C N/C N/C NIC

¥ Note that if additional paid-in capital is inadequate to absorb the difference between the cost and resale
price, retained earnings may be reduced.
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1-14.04 Journal entries and statement of stockholders equity

Commaon Stock 600,000

Pd-in Cap in Excess of Par- C5 1,400,000

To record fssuance of 200,000 shares of 33 par value
common stock at 510 per share

A Cash 5,100,000
Preferred Stock 5,000,000
Pd-in Cap in Excess of Par - PS 100,000
To record issuance of 50,000 shares of 5100 por value
preferred stock at 3102 per share
B Treasury Stock 120,000
Cash 120,000
Te record acquisition of 10,000 treasury shares at 512
per share
C Dividends 319,000
Dividends Fayable 319,000
Te record dividend declaration (55,000,000 X 6%) +
({200,000 - 10,000) X $0.10))
D Dividends Fayable 319,000
Cash 319,000
To record payment of previgusly declared dividends
W e e e e ey e el



CORPORATE EQUITY ACCOUNTING | 51

E Cash 150,000
Treasury Stock 120,000
Pd-in Cap in Excess of Par - C5 30,000
To record reissue of 10,000 treasury shares at $15 per
share
F Retained Earnings 52,000
Common Stock 12,000
Pd-in Cap in Excess of Par - C5 40,000

To record fssuance of a 2% stock dividend (200,000
shares X 2% X 513 per share market price)
G Treasury Stock 220,000
Cash 220,000
To record acquisition of 20,000 treasury shares at 511
per share
H Income Summary 800,000
Retained Earnings BOO,000

To close net income to refained earnings

e s s s e s s s e e e b e S e S T

=]

BryjDockiContaineriCorporatio]
T e ersiEquity

ptatementiof;

Paid-in Paid-in Total

Preferred Common Capital Capital Stock-

Stock, Stock, 53  inExcess of inExcessof Retained Treasury — holders'

%100 Par Par Par-PS Par-C5 Earnings Stock Equity
Balance - January 1 5 = & - 5 - s = 5 . - a % =
Issue commeon shares - 600,000 - 1,400,000 - = 2000000
lssue preferred shares 5,000,000 - 100,000 - = - 5. 100,000
Purchase treasury stock - = = . = (340,000 (340,000
Cash dividends - - - . (319,000) - (319,000)
Reissue treasury stock - - " 30,000 i 120,000 150,000
Wet incame - - . . 800,000 - 800,000
Stock dividend - 12,000 = 40,000 (52,000 = ey

Balance on December 31 55,000,000 $6lz.up____g 5100,000 $1,470,000 5429,000 5(220,000) 57,391,000
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()
Stockholders’ Equity
Capital stock;

Preferred stock, $100 par value, 6%, cumulative,
50,000 shares issued and outstanding

$5.,000,000
Common stock, 33 par value, 204,000 shares issued,
and 184,000 shares outstanding 612,000 $5,612,000
Additional paid-in capital;
Paid-in capital in excess of par — preferred stock 5 100,000
Paid-in capital in excess of par — common stock 1,470,000 1,570,000
Total paid-in capital 57,182,000
Retained earnings 429,000
57,611,000
Less: Treasury stock, 20,000 shares at cost ({220,000

Total stockholders’ equity 47,391,000
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Solving for unkrown equity amaounts I-14.05

The legible statement of stockhaolders’ equity follows:

P,

Statementiof StockholdersiEqui

FortheYear Ending December31sa0X

Paid-in Total
Preferred Common Capital Capital Stock-
Stock, $50 Stock, $2  inExcessof inExcessof Retained  Treasury holders”
Par Par Par-P5 Par-CS Earnings Stock Equity
Balance on January 1 & - 5600,000 ] = $400,000 5550,000 5 - 51,550,000
lssuance of common - 200,000 - 500,000 - - 700,000
Issuance of preferred 500,000 - 5,000 - - - 505,000
Purchase treasury stock - - - - - (160,000) {160,000)
Met income = a - = 275,000 - 275,000
Preferred cash dividends - - - - {20,000) : (20,000)
Common cash dividends - - - - {25,000) = (25,000)
Stock dividend - 30,000 - 60,000 {90,000) - &
Balance on December31  $500,000  $830,000  $5.000 $960,000  5690.000  5$(160,000) 52,825,000

Answers to the specific questions follow:

If 10,000 preferred shares were issued, what was the per share par value and issue price? Par value =
$50 ($500,000/10,000 shares); lssue price = $50.50 ($505,000/10,000 shares)

Assuming the preferred dividend reflected a full-year amount at the normal yield, what is the
percentage rate associated with preferred stock? 4% ($20,000/5500,000)

What price per share was received for the newly issued cormnmon shares? 37 (5200,000/52 par =
100,000 shares; $700,000/100,000 shares)

How much was the agaregate price paid for the treasury stock purchase? $160,000

How many common shares were issued as of December 317 415,000 (S830,000/52)

What was the market price per share on the date of the stock dividend? 56 (530,000/%2 par = 15,000
shares; $90,000/15,000 shares)
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1-14.086 Tearn-based approach to comparison of equity issues

The solution to this problem will vary based on the specific companies examined by the students,



[Chapter 15 solutions

Basic Solutions

Correction of an error - entry and reparting

B-15.01

Mar, 20¥4 Retained Earnings 90,000

Inventory 90,000

To record correction of error for overstaternent of
prior years income and inventery (51,760,000 -
$1,670,000)

(b)

Once the error has been discovered, it would be completely inappropriate to continue to repart the
wraong values, even if they relate to a prier period. The ingome for 20X3 should be shown as $810,000

{a 590,000 reduction). The ending inventory at December 31, 20X3 should be stated as $1,670,000 (a
590,000 reduction).

{ch

Materiality is a matter of judgment. However, the error is about 10% of net incorne and more than
5% of the total inventory balance. It is likely that a reasonable person would conclude that the
amount is material in relation to income and asset values. If the error is judged to be material, you
should not make the erroneous entry. Begin by discussing the disagreement with the CFO. I you
believe the CFO%s continuing instructions are inappropriate, you should consider additional actions.

Many companies have established ethics hotlines that allow employees to "go around” rogue leadership
to report potential ethical problems. As a general rule, most organizations attempt to establish controls
that prevent unethical practices from being pushed out onto coworkers. If your arganization does not

have a systematic process for dealing with such problems, it should consider implementing this type of
contral.
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B-15.02 Disposal of g business unit
(a)
ncomeistatemen
eiYearEnding Decemberyd

Sales £7,000,000
Cost of goods sold 4,550,000
Gross profit £2,450,000
Operating expenses

Selling % B0OO0,000

Administrative 1,200,000 2,000,000
Income from continuing operations before income taxes % 450,000
Income taxes 180,000
Income from continuing operations % 270,000

Discontinued operations

Gain on sale of swimming pool business & 250,000

Less: Income tax on disposal of swimming pool business 100,000

Gain on discontinued operations 150,000
Met income S 420,000

(b)
ol " L2 Pttt
ortheifearEnding/Decembers
Sales 57,000,000
Cost of goods sold 4,550,000
Gross profit $2,450,000
Operating expenses
Selling $ B0O0,000
Administrative 1,200,000
Gain an sale of swimming pool assets 1250,000) 1,750,000
Income from continuing operations before income taxes $ 700,000
Income taxes 280,000
MNet income 5 420,000
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Reparting comprehensive income B-15.03

Sales $ 9,000,000

Cost of goods sold 7,650,000
Gross profit % 1,350,000
Cperating expenses

Selling S 300,000

Administrative BOO,000

Lass of building material due to strike 2,000,000 3,100,000
Loss from continuing operations before tax benefit %(1,750,000)
Income tax benefit from operating loss 1525,000)
Net loss 5(1,225,000)
Other comprehensive income

Unrealized gain an available-for-sale securities $3,000,000

Less: Income tax effect on unrealized gain 900,000

Other comprehensive income, net of tax 2,100,000

Comprehensive income § 875,000
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B-15.04 Reporting changes in accounting methods

The second income statement should be used, Current rules for reporting changes in accounting
methods require the retrospective adjustment approach, where prior period financial statements are
redone to reflect the new method. The cumulative effect reporting shown in the first income statement
is not acceptable (this cumulative-effect type reporting was formerly in use, but is no longer acceptable).

The accounting change resulted in a pre-tax increase in 20X 1operating expenses of $292,308 (51,650,000
-$1,357,692). The after-tax impact is $190,000 ($292,308 - ($292,308 X 35%)).

MNote that the total income for both years is the same: (51,100,000 + $422,500) = ($910,000 + $612,500).
This suggests that the accounting change did not impact income in any years prior to 20X1.



FINANCIAL REPORTING AND CONCEPTS | 359

Concepts including OCYROA/EBIT/EBITDA ete. B-15.05

Three of the following statements are patently false. Find the three false statements, The other statements
are true, and may include additional insights beyond those mentioned in the textbook.

*Earnings”is synonymous with “income from continuing operations plus or minus the effects of
any discontinued operations.”

F Changes in accounting estimates must be reported by retrospective adjustment.

EBIT and EBITDA are accounting values that are required to be reported on the face of the

F .
income statement.

T Other comprehensive income can be reported on the face of a statement of comprehensive
income or in a separate reconciliation.

F When there is reported change in value for available for sale securities, "comprehensive income”

becomes synonymous with “net income.”

T Book value per share is an amount related to shares of common stock.
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B-15.06

CHAFTER 15

Earnings per share

[DuringTimelinterval
Jan.1
through 2 months 900,000 212 X 900,000 = 150,000
Feb. 28
March 1 1.200,000
thraugh 7 months (900,000 + 300,000) T2 X 1,200,000 = 700,000
Sept. 30
Oct. 1
1,150,000
b * = 00
through 3 months (1,200,000 - 50,000) 312X 1,150,000 2875
Dec. 31
12 months 1,137,500

(b)

Basic EPS

Income Available to Common
-
Weighted-Average Number of Common Shares Qutstanding

$2.00 = 52,275,000/1,137,500

(c)

Basic EPS

=
Incame Available to Commaon

&

Weighted-Average Number of Common Shares Qutstanding

$1.80 = (52,275,000 - $227,500)/1,137,500

(d)

Diluted EPS is for companies that have more complex capital structures involving stock options, warrants,
convertible bonds, or convertible preferred stocks that are potentially to be exchanged for common
shares, If Trinity were to issue such securities, then the EPS reporting would additionally include disclosure
of a diluted EPS value that reflects the potentialimpact of such securities.
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PYE, PEG, Dividend rates B-15.07

ncrease in‘Earming
Andrews Corporation §2.50 $0.00 §25.00 5%
Borger Corporation $1.00 $1.00 518.00 1056
Calvert Corpeoration 55.00 £2.50 520.00 5%
Dorchester Corporation $1.25 50,00 $10.00 25%
Easton Corporation $2.50 $0.75 $50.00 30%
Flores Corporation £2.00 5010 $25.00 20%
Gerber Corporation $0.10 50.00 % 5.00 109
Houston Corporation 50.50 $0.25 $20.00 3%
Dividend Payout
P/E Ratio PEG Ratio Dividend Rate Ratio

Foriiiili Market price P/E divided by Dividend divided Dividend divided

divided by EPS growth rate by market price by EPS
Andrews Corporation 10.00 .00 0.00% 0.00%
Borger Corporation 18.00 1.80 5.56% 100.00%
Calvert Corporation 4.00 0.80 12.50% 50.00%
Dorchester Corporation 8.00 0.32 0.00% 0.00%
Easton Carporation 20,00 0.67 1.50% 30.00%
Flores Corporation 12.50 0.63 0.40% 5.00%
Gerber Corporation 50.00 5.00 0.00% 0.00%
Houston Corporation 40.00 1333 1.25% 50.00%

Sorting by ratio outcome will provide different rankings, based on the specific ratio used. For example, the lowest P/E is not
the lawest PEG. Emphasize the importance of considering all variables in evaluating a stock’s performance and potential.
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B-15.08

Book value per share

Brazil Corporation:

Brazil's common stock was issued at 53 per share.

(5150,000 par + $750,000 additional paid-in capital) + 300,000 shares

Brazil's common stock has a book value per share of $11.
53,300,000 total equity = 300,000 shares

Chile Corporation:
Chile’s common stock was issued at $5 per share,

15200,000 par + S800,000 additional paid-in capital) + 200,000 shares

Chile's preferred was issued at 551 per share,

(532,000,000 par + 560,000 additional paid-in capital) + 60,000 shares

Chile's common stock has a book value per share of $38.65:

Total Equity

Less: Amount of equity attributable to preferred

Call price (53,000,000 X 103%)

Dividends claim {1 year @ 53,000,000 X 5%)
Residual equity for common shares

Number of common shares

S | 51970000 |

$3,090,000
| 1so000 | _ 3240000
_____ $ 7730000
I .. 2O0000
" sases

'Eonl-: value per mm-rnun_shi.ir-é E’S??iﬂ.ﬂﬂﬂ!!ﬂﬂ,ﬂﬂa}
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Return on assels and return on equity B-15.09

Alejando Corp. £120,000 £10,000 50 $1,100,000 51,000,000
Ling Corp. S10:0,000 $80,000 $20,000 51,900,000 51,100,000
Beaufort Corp. 700,000 5200,000 215,000 54,000,000 $2,000,000
Robinson Corp. 5300,000 $200,000 5100,000 56,000,000 54,000,000
Return on Return an

Assets® Equity"®
Alejande Corp. 11.82% 12.000%
Ling Carp. 9470 T27%
Beaufort Corp. 22.50% 34.25%
Robinson Corp. 8.33% 5.00%

* Return on Assets Ratio = (Net Income + Interest Expensze)/Average Assets

** Return on Equity Ratio = (Net Income - Preferred Dividends)/Average Common Equity

Discussion:

The interest rate appears to be 10%. Motice that interest expense is about 10% of the average debt.
The average debt is estimated as the difference between the average assets and average equity.

Alejando and Beaufort each have a ROE > ROA. This suggests effective utilization of debt. Motice that
these two companies also have an ROA > interest rate. The other two companies have an ROA < interest
cost, and this is resulting {generally) in a lower ROE.
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B-15.10

CHAPTER 15

Qualitative characteristics of accounting

(a)

(b}

(<}

(d)

(&)

()

(]}

Deviations in measured outcomes from period to peried should be the result of deviations in
underlying performance (not accounting quirks).

Consistency

Clear and concise to those with reasonable business knowledge

Understandability

Available in sufficient time to be capable of influence.

Timeliness

Even though different companies may use different accounting methods, there is still sufficient
basis for valid comparison,

Comparability

Information must be truthful; complete, neutral, and free from error.

Faithful representation

Information should be timely and bear on the decision-making process by possessing predictive or
confirmatory (feedback) value.

Relevancy

Different knowledgeable and independent observers reach similar conclusions.
Verifiability
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Identification of professional organizations B-15.11

This organization is viewed as centric to the coordination of global harmenization of accounting standards.

International Accounting Standards Board (JASE)

This organization passed “Section 404" requiring public companies to implement a robust system of
internal control.

L5, Congress

This erganization is the primary private-sector accounting rule-making body in the LS.
Financial Accounting Standards Board (FASB)

This arganization is ne longer in existence, but once issued “opinions”on acceptable accounting practices.

Accounting Principles Board (APE)

This organization is a professional association of accountants who are seeking to advance the practice of
accounting,

American Institute of CPAs (AICPA)

This organization was created many years ago, and it is charged with administration of laws that regulate
the reparting practices of companies whose stock is publicly traded.

Securities and Exchange Commission (SEC)

This crganization is charged with overseeing the auditors of public companies.
Public Company Accounting Oversight Board (PCAOE)
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B-15.12 Accounting assumptions

{a) Overcomes mixing alternative measurements into the financial statements.
Monetary unit assumption

(b) A continuous business process can be segmented into discrete intervals.
Periedicity assumption

{c) Provides for an orderly allocation of costs and revenues over extended time periods.
Going-concern assumption

(d) Justification for consolidating the accounts of separate legal entities.

Entity assumption

() Because of this, changing currency values due to inflation effects are disregarded.
Stable currency assumption
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Concepts in international accounting

367

B-15.13

(a)

(&)

fch

id)

(e}

if)

The currency of the country in which a subsidiary operates.
Lacal currency

The anticipated direction of global GAAP development,

Convergence

The world-wide equivalent of the FASB.
International Accounting Standards Board

The currency of the country in which financial statements are prepared for owners.
Reporting currency

Conversion process that uses a variety of exchange rates for assets.
Remeasurement

The*plug” adjustment is an item of “other comprehensive income”

Translation
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B-15.14

Fareign currency transactions - purchasing activity

11-Jan

Inventory 100,000
Accounts Payable 100,000
Purchased inventory on account

Accounts Payable 100,000
Cash 100,000
Paid accounts payable

31-Dec

11-Jan

Inventory
Accounts Payahle 147,000

Purchaosed inventory an account; 100,000 X 51.47

Accounts Payable 1,000
Currency Exchange Gain 1,000

Adjusted payable bosed on exchange rate change;
100,000€ X 51,46 = 3 146,000 (vs, 5147,0000

Accounts Payable 146,000
Currency Exchange Loss ‘ 3,000
Cash 149,000

Paid accounts payable and recorded exchange loss;
100,000€ X §1.49 = 5149,000 {vs. $146,000)
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Foreign currency transactions - sales activity B-15.15

5-Dec Accounts Receivable
Sales
Sold goods on account

11-lan Cash 100,000
Accounts Receivable 100,000
Received payment on account

— mm
5-Dec Accounts Receivable 147,000
Sales 147,000

Sold goods on account; 100,0006 X $1.47

31-Dec  Currency Exchange Loss 1,000
Accounts Receivable 1,000

Adjusted receivable based on exchange rate change;
100,000€ X 51.46 = 5 146,000 {vs. $147,000)

11-Jan  Cash 149,000
Currency Exchange Gain 3,000
Accounts Receivable 146,000

Received payment on account and recorded
exchange gain; 100,000€ X 51.49 = 57145.000 {vs.
5146,000)
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Involved Solutions

I-15.01 Income reporting for complex fact situation

(a)

Sales 57,500,000
Cost of goods sold 3,200,000
Gross profit 44,300,000
Operating expenses

Selling $1,000,000

General & administrative 1,500,000

Loss on sale of paint factory 500,000 3,000,000
Income from continuing operations before income tax 51,300,000
Income tax on continuing operations 390,000
Income from continuing operations $ 910,000
Discontinued operations

Gain on sale of financial services business £3,000,000

Less: Income tax on sale of business 200,000

Gain on discontinued operations, net of tax 2,100,000
Met income £3.010,000

(L)

The beginning retained earnings would be revised to $7, 480,000 (55,500,000 + 52,400,000 accounting
change - 420,000 error correction).

{c)

Total comprehensive income is $3,410,000 (53,010,000 net income + $400,000 other comprehensive
income).
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Earnings per share - basic and diluted

an

I-15.02

(a)

[[imelintervalliliPortionlofiYeaq

Jam. 1
through 6 months 3,000,000 6/12 X 3,000,000 = 1,500,000
June 30
July 1
3,600,000
through 3 months (3,000,000 + 600,000) 312 X 3,600,000 = 900,000
Sept. 30
Oct 1
3,400,000 2h
through 3 months (3,600,000 - 200,000) 312 X 3,400,000 = 850,000
Dec. 21
12 months 3,250,000

Basic EPS

Income Available to Common

Weighted-Average Number nf Common Shares Outstanding

$0.65 = (52,600,000 - $500,000)/3,250,000

()

Diluted EPS

Met Income

+
Weighted-Average Number of Common Shares Qutstanding + Shares from Assumed Conversion
of Preferred

$0.61 = $2,600,000/(3,250,000 + 1,000,000)
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I-15.0% Ratios and valuations

- ice | j P/E ratic of 15 is $105 (15 X $7):
EPS

Income Available to Common
= o
Weighted-Average Number of Common Shares Qutstanding

57

53,000,000 - (55,000,000 X 4%)
-
400,000

; e i 315 $90 (3 X $30)

Book Value Per Share

“Common” Equity + Commaon Shares Outstanding

530

$17,250,000 - ($5,000,000 X 1059%)

400,000

Common Dividends Per Share

Common Dividends + Common Shares Qutstanding

2

51,000,000 - (55,000,000 X 49%)

400,000

To stay within constraints, the maximum share purchase price would be $66.67 per share,



Team-based approach to fareign currency transactions
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azs

I-15.04

1-Apr

1-Apr

1-May

1-May

1-Jun

1-Jun

T=Jul

e A B S N A b st i s el b el

Accounts Recelvable
Sales

Sold on account

Cash
Accounts Receivable
Callected account

Accounts Receivable
Sales
Sold on account (£2,500 X 52.10)

Cash

Currency Exchange Loss
Accounts Receivable

Collected account (£2,500 X 52.05)

Inventory
Accounts Payable

Purchase an account

Acoounts Payable
Cash
Paid on account

Inventory
Accounts Payable
Purchase on acct, [ £3,500 X 51.95)

Cash
Currency Exchange Gain
Accounts Payable
Pald on account (£3,500.X $2.00)

3,000

5,250

5,125
1235

7,000

7,000

6,825

7,000

5,000

5,230

5,230

7,000

7,000

6,825

175
6,825
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1-Mar Inventory 2,200
Accounts Payable 2,500
Purchase on acct. ( 55,000 + £2.00)

1-Apr Accounts Payable 2,500
Currency Exchange Gain 19
Cash 2,381

Paid on account (5,000 + £2.10)

1-Apr Inventory 2,500
Accounts Payable 2,500
Furchase on account
1-May  Accounts Payable 2,500
Cash 2,500
Paid on account
1-May  Accounts Receivable 3415
Sales 3415
Sold on account (57,000 + £2.05)
1-lun Cash 3,590
Currency Exchange Gain 175
Accounts Receivable 3415

Collected account (57,000 + £1.95)

1-Jun Accounts Receivable 3,500
Sales 3,500
Sold on account
1-Jul Cash 3,500
Accounts Receivable 3,500
Collected account



Liquidity analysis

Basic Solutions

8-16.01

Cash

Trading securities

Accounts receivable
Quick Assets

Inventory

Prepaid rent
Current Assets

Accounts payable

Interest payable

MNote payable (due in 6 months)

Unearned revenues

Current Liabilities

QUICK RATIO
(quick assets + current liabilities)

CURRENT RATIO

[current assets <+ current liabilities)

Even though Subsidiary C has the most cash, the ratio analysis reveals that Subsidiary B is the most able
to pay the dividend. Subsidiary A is quite constrained and would not be a good source of funds for
the proposed acquisition. It is also recommended to evaluate liquidity “after” subtracting the dividend
(you can change the cash line above to evaluate liguidity after distributing a 51,000,000 cash dividend).
Subsidiary B is again confirmed to be in the best position to pay out the dividend. Explain to your students
that other factors should also be considered. For example, the current and quick ratio do net include
consideration of long-term debt positions, profitability, and other factors that should ultimately bear on

the decision.

Sub A

$ 1,000,000
3,000,000
6,000,000

510,000,000
4,000,000
2,000,000

516,000,000

5 5,000,000
1,000,000
4,000,000
3,000,000

513,000,000

0.769

1.231

Sub B

5 3,000,000
2,000,000
5,000,000

510,000,000
8,000,000
2,000,000

520,000,000

$ 2,000,000
1,000,000
1,500,000

500,000

5 5,000,000

2.000

4.000

SubC

5§ 5,000,000
1,000,000
14,000,000
$20,000,000
7,000,000
3,000,000
$30,000000
§ 8,000,000
6,000,000
4,000,000

2,000,000
520,000,000

1.000

1.500
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B-16.02 Debt service ratios

IMPORTED DATA:

Berkley 5,000,000 2,000,000 2,000,000 1,000,000 250,000
Costnor 2,500,000 1,000,000 500,000 400,000 100,000
Dalia 3,000,000 400,000 5,200,000 500,000 110,000
Fergusen 500,000 700,000 3,500,000 B00,000 90,000
Hernandez 2,000,000 200,000 700,000 600,000 75,000
Indio 1,600,000 1,200,000 8,000,000 250,000 50,000
Jordanson 4,400,000 5,000,000 (400,000) (50,000) =
Kervin 3,000,000 1,500,000 1,800,000 10,000 1,000
Lensmire 600,000 500,000 500,000 250,000 60,000
I e e e T e = e S
CALCULATIONS:
Debt to Debt Times Interest
Total Assets* to Equity™* Earned***
Berkley 056 1.25 4.57
Costnor 063 1.67 3.86
Dalia 0.35 0.54 390
Fergusen 0.11 0.12 26.43
Hernandez 0.69 222 5.82
Indio 0.15 07 368
Jordanson 0.49 0.96 0.81
Kervin 0.48 0.91 1.05
Lensmire 0.38 0.60 8.38

* Total Liabilities + {Total Liabilities 4 Paid-in Capital + Retained Earnings)
** Total Liabilities + (Paid-in Capital + Retained Earnings)

**# (et Income + Income Taxes + (7% X Total Liabilities)) + (7% X Total Liabilities)

The acceptable ratios are noted in bold, above. Only Fergusen and Lensmire meet all conditions for
further evaluation.
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Analysis of receivables and inventary turnover

377

B8-16.03

(a) Accounts Receivable Turnover Ratio

Net Credit Sales/Average Net Accounts Recelvable®

$2,600,000/(5700,000 + $900,0001/2]

=

$2,600,000/5800,000

3.35

* Ending accounts receivable = $700,000 + $2,600,000 sales - 52,400,000 collections = $900,000

(b) Inventory Turnover Ratio
=

Cost of Goods Sold/Average Inventory™*

5$1,775,000/[{350,000 + $75,000)/2]

$1.775,000/562,500

28.4

** Ending inventary = 550,000 + 51,800,000 purchases - $1,775,000 cost of goods seld = 575,000

(<) Stanleyis deing much better than its competitors as it relates to managing inventory (28.4 vs. 4), but
is lagging behind as it relates to collecting receivables (3.25 vs. 6).
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8-16.04 Profitability ratios and analysis
(2)
Sales 100% £100,000,000
Cost of goods sold 40%. 40,000,000
Gross profit 0% 5 60,000,000
5elling, general & administrative 50% 50,000,000
Met income 10% 510,000,000

(b)

Return on Assets Ratio

(Met Income + Interest Expense)
+*
Average Assets

(510,000,000 + 50)
o+
(575,000,000 4 ($75,000,000 + 510,000,000 - 52,000,000))/2

12.658%

Return on Equity Ratio

=
{Net Income - Preferred Dividends)
+
Average Common Equity

($10,000,000 - $2,000,000)
-+

(535,000,000 + (535,000,000 + $10,000,000 - $2,000,000))/2

=

20.513%

* Beginning common equity = $75,000,000 - preferred equity ($40,000,000) = 535,000,000
Preferred equity = 52,000,000 dividend + 5% = 540,000,000

Return on equity is higher than return on assets because the overall rate of return {12.658%) is higher than
the 5% dividend on preferred equity. Essentially, the company is obtaining 5% financing from preferred
sharehelders, and deploying this capital to earn a higher rate of return. The benefit of this strategy is
reflected in the higher rate of return for commen shareholders,
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Demonstrating understanding of P7E, book value, and yields
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B-16.05

(a)
Market Price Per Share ($21) + Earnings Per Share () =15

£21 +51.490EP5 =15

10,000,000 shares X 51.40 per share = $14,000,000 net incoame

Market Price Per Share (521) X Yiald (3%) = Dividend Per Share

$21 X 3% = 50.63

"Common” Equity + Common Shares Qutstanding = Book Value Per Share
“Common” Equity = 10,000,000 = (521 + 2)

$105,000,000 commeon equity = $10.50 X 10,000,000

(b
(10,000,000 shares X $1.40 per share) + preferred dividends (6% X 510,000,000)

= $14,600,000 net income

$105,000,000 + $10,000,000 additional for preferred = total equity ($115,000,000)
$115,000,000 - 511,000,000 call price of preferred = common equity (5 104,000,000)

£104,000,000 < 10,000,000 shares = 510.40 book value per share
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B-16.06 Classification of cash flows
(a} Issue common stock for land MNon-cash investing/financing activity
(b} Issue common stock for cash Cash flow from financing activity
(c) Payinterest on loan Cash flow from operating activity
(d} Sell goods for cash Cash flow from operating activity
(e} Payemployee salaries Cash flow from operating activity
(f) Paydividends to common shareholders Cash flow from financing activity
fg) Receive dividend on an investment Cash flow from operating activity
(h} Obtain proceeds of long-term loan Cash flow from financing activity
(il  Acquire treasury shares Cash flow from financing activity
(j) Purchase land for cash Cash flow from investing activity

(K} Buy inventory for resale Cash flow from operating activity
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Direct calculation of operating cash flows B-16.07

Cazh flows from operating activities:
Cash received fraom customers $688,000
Less cash paid for:

Merchandise inventory $384,000

Selling and administrative expenses 130,000

Income taxes 45,000 339,000
Met cash provided by operating activities $129,000

Cash received from customers: Sales - Increase in Receivables
§700,000 - (S82,000 - $70,000) = 5688,000

Cash paid for inventory: COGS - Decrease in Inventary - Increase in Payables
(5700,000 - $300,000) - ($50,000 - 541,000) - (544,000 - $37.000) = $384,000

Cash paid for selling and admin.: Selling/Admin - Depreciation
$140,000 - $10,000 = 5130,000
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B-16.08 Indirect calculation of aperating cash flows

Cash flows from operating activities:
Met income* $115,000
Add (deduct) noncash effects on operating income

Depreciation expense $ 10,000

Increase in accounts receivable {12,000)

Decrease in inventory 9,000

Increase in accounts payable 7,000 14,000
Net cash provided by operating activities §129,000

* Sales (5700,000) - cost of sales (5400,000) = $300,000 gross profit

Gross profit ($300,000) - selling and administrative costs (5140,000) - income taxes (545,000) =
5115000 net income
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Rearranging cash flows in good form - direct appraach B-16.09

I3 ERMH'CGRPGR&TIH._'

.thar"fﬂnEndlnwDﬂumh&ﬂJ 20,

Cash flows from operating activities:

Cash receipts:

Cash received from customers $ 2,350,000

Dividend received an investments 10,000 § 2,360,000
Less cash paid for:

Merchandise inventory % 760,000

Selling and administrative expenses 696,000

Interest on loans 56,000

Income taxes 124,000 (1,636,000

Met cash provided by operating activities 5 724,000

Cash flows from investing activities:

Sale of building % B00,000
Purchase of equipment 435,000)
Met cash provided by investing activities 365,000

Cash flows from financing activities:

Proceeds from issuing stock $ 1,400,000
Repayment of long-term note payable (2,000,000}
Dividends on common (175,000)

Net cash used by financing activities (775,000)
Metincrease in cash % 314,000
Cash balance at January 1, 20X2 175,000
Cash balance at December 31, 20X2 $ 489,000

Noncash investing/financing activities:

Bought land by issuing promissory note payable 5 450,000
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B-16.10 Rearranging cash flaws in good form - indirect approach

DXCORGOHATION

‘ear/Ending Decemberia!

Cash flows from operating activities:
Net income S 215,000
Add {deduct) noncash effects on operating income

Depreciation expense 4 68,000

Gain on sale of land (20,0000

Decrease in accounts receivable 21,000

Increase in inventory (27,800)

Increase in prepaid insurance (3,000)

Decrease in accounts payable (34,000)

Increase in income taxes payable 7.000 11,200
Met cash provided by operating activities 5 226,200

Cash flows from investing activities:

Sale of land 3430,000
Purchase of equipment {75,000)
Met cash provided by investing activities 355,000

Cash flows from financing activities:

Repayment of long-term note payable {180,000)
Dividends on common {50,000)
Met cash used by financing activities {230,000}
Net increase in cash $ 351,200
Cash balance at January 1, 20X5 63,800
Cash balance at December 31, 20X5 5 415,000

Noncash investing/financing activities:

Bought building by issuing common stock § 850,000

e s e T R e e e e
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Knowledge of cash flow statement components B-16.11

The operating cash flows section typically begins with net income.

Indirect

Separate disclosure is provided for noncash investing/financing activities.

Both

Requires supplemental disclosure reconciling net income to operating cash flows.

Direct

Conceptually, the preferred approach.

Direct

Includes three separate sections - operating, investing, and financing.

Both

Requires supplemental disclosure of cash paid for interest and cash paid for taxes.

Indirect

A lass on the sale of a plant asset would be added back in operating cash flows.

Indirect
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B-16.12 Company cash flow evaluation

Waguespack Corporation is displaying cash flow stress. Motice that it has negative cash flow from
operations. The company’s net income would have been a loss without the gain on sale of equipment. In
addition, the company is experiencing potentially problematic increases in receivables (i.e, collectibility?),
decreases in inventory (i.e, are supply levels adeguate?), and increases in payables {i.e, necessary to defer
payment?). In addition, the company has sold equipment and barrowed money. In contrast, Hedrick has
positive operating cash flow, has invested in equipment, and reduced debt.
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Preparation of staternent of cash ows (direct)

387

B-16.13

PORATION

Cash flows from operating activities:

Cash received from customers S5 972250
Less cash paid for:
Merchandise inventory $ 457,500
Selling and administrative expenses 317,000
Interest 24,500
Income taxes 45,000 (845,000)
Met cash provided by operating activities % 127,250
Cash flows from investing activities:
Purchase of equipment $ (200,000)
Met cash used by investing activities (200,000)
Cash flows from financing activities:
Proceeds from issuing stock & 100,000
Dividends on commaon (40,0000
Met cash provided by financing activities 60,000
Met decrease in cash 5 12,750)
Cash balance at January 1, 20X5 471,450
Cash balance at December 31, 20X5 4 458,700

—
| et e b B S P R A s S R e e e e ]

Cash received from customers: Sales - Increase in Receivables

$1,000,000 - ($199,250 - $171,500) = $972,250

Cash paid for inventory: COGS - Decrease in Inventory + Decrease in Payables
($1,000,000 - $520,000) - ($278,800 - $248,600) + (593,400 - $85,700) = 5457,500

Cash paid for selling and admin. Selling/Admin - Depreciation + Increase in Prepaids
£340,000 - 525,000 + (513,000 - $11,000) = $317,000

Cash paid for interest: Interest Expense + Decrease in Interest Payable
320,000 + (515,000 - $10,500) = 524,500

Cash paid for income taxes: Income Tax Expense - Increase in Taxes Payable

$60,000 - {$22,000 - $8,000) = 546,000
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B-16.14 Preparation of statement of cash flowes (indirect)

Cash flows from operating activities:

Met income < 100,000
Add (deduct) nencash effects on operating income

Depreciation expense & 25000

Increase in accounts receivable (27,7500

Decrease in inventory 30,200

Increase in prepaid insurance (2,000)

Decrease in accounts payable {7.700)

Decrease in interest payable (4,500)

Increase in income taxes payable 14,000 27,250
Met cash provided by operating activities 5 127,250

Cash flows from investing activities:

Purchase of equipment $ (200,000)
MWet cash used by investing activities (200,000)

Cash flows from financing activities:

Proceeds from issuing stock 4 100,000
Dividends on common (40,000)
Met cash provided by financing activities 60,000
Net decrease in cash s (12,7500
Cash balance at January 1, 20X35 471,450
Cash balance at December 31, 20X5 5 458,700
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Involved Sclutions

Ratios from comprehensive financial staterments

389

I=16.01

Current Ratio 4.70
Current Assets + Current Liabilities 5940,000 + 5200,000
Quick Ratio 4,25

(Cash + Short-term Investments + Accounts Receivable) + Current

Liabilities

Debt to Total Assets Ratio

5850,000 + 5200,000

0.42

Total Debt + Total Assets

Debt to Total Equity Ratio

£1,000,000 + $2,375,000

0.73

Total Dabt + Total Equity

Times Interest Earned Ratio

51,000,000 = 51,375,000

4.08

Income Before Income Taxes and Interest +
Interest Charges

Accounts Receivable Turnover Ratio

5265,000 + 565,000

5.27

Met Credit Sales +
Average Net Accounts Receivable

Inventory Turnover Ratio

$1,685,000 = $320,000

9.80

Cost of Goods Saold + Average Inventory

$980,000 = 5100,000

Met Profit on Sales 9.50%
Met Income + Net Sales $160,000 = 51,685,000
Gross Profit Margin 41.84%

Grass Profit + Net Sales

Return on Assets

5705,000 + 51,685,000

9.85%

{Met Income + |nterest Expense) +
Average Assels

Return on Equity

$225,000 + 52,285,000

12.12%

(Met Income - Preferred Dividends) +
Average Commen Equity

$160,000 + 51,320,000
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EPS 50.80
Weighhégf.:v":fa;:arﬂzﬁﬁkb;? aﬂfo C"::'u'::n: Shares $160,000 + 200,000
L 20
Maé:fﬁ i:‘;csepi;frs.i:?: ) $16.00 = 50.80
Dividend Rate/Yield S =i

Annual Cash Dividend +
Market Price Per Share

Dividend Payout Ratio

($50,000/200,000) = $16.00

31.25%

Annual Cash Dividend +
Earnings Per Share

Book Value Per Share

(550,000/200,000) + $0.80

$6.88

“‘Common” Equity +
Commaon Shares Qutstanding

£1,375,000 + 200,000
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Preparation of statement of cash flows (direct) I-16.02

TRAVISIENGINEERING
Statementiof Cash|Elow:

FontheXearEnding| ﬂtcemberﬁ1 0X3

Cash flows from operating activities:

Cash received from customers 5 2,812,000
Less cash paid for:
Merchandise inventory 51,476,200
Salaries 433,500
Utilities 65,700
Interest 55,000
Income taxes 240,000 (2,270,400)
Net cash provided by operating activities % 541,600

Cash flows from investing activities:

Sale of equipment $ 50.000
Purchase of equipment {119,000}
Net cash used by investing activities (59,000)

Cash flows from financing activities:

Proceeds from issuing stock % 160,000
Dividends on comman (105,700)
Met cash provided by financing activities 54,300
MNet increase in cash $ 526900
Cash balance at January 1, 20X3 145,300
Cash balance at December 31, 20X3 5 672,200

Moncash investing/financing activities

Issued note payable for land % 1.000,000
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Reconciliation of net income to cash flows from operating activities:

Met income $390,200
Add (deduct) noncash effects on operating income

Depreciation expense § 76,800

Loss on sale of equipment 15,000

Increase in accounts receivable (44,000)

Decrease in inventory 82,400

Increase in accounts payable 17,700

Decrease in utilities payable : {1,500}

Increase in interest payable 5,000 151,400

Met cash provided by operating activities 5541,600

Cash received from customers: Sales - Increase in Receivables
$2,856,000 - ($219,600 - $175,600) = 52,812,000

Cash paid for inventory: COGS - Decrease in Inventory - Increase in Payables
51,576,300 - (5316,900 - 5234,500) - (111,100 - $93,400) = §1,476,200

Cash paid for utilities: Utilities Expense + Decrease in Utilities Payable
564,200 + (54,000 - 52,500) = 565,700

Cash paid for interest: Interest Expense - Increase in Interest Payable
£60,000 - $5,000 = 555,000

Cash paid for equipment: Ending Balance + Cost of Item Sold - Beginning Balance
5900,000 + 575,000 - $856,000 = $119,000
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Preparation of statement of cash flows (indirect)
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I-16.03

ortheiYear Ending D

Cash flows from operating activities:

Met income

Add (deduct) noncash effects on operating income

Depreciation expense

Loss on sale of land

Increase in accounts receivable
Decrease in inventory

Increase in prepaid expenses
Decrease in accounts payable
Increase in interest payable

Met cash provided by operating activities

Cash flows from investing activities:
Sale of land
Met cash provided by investing activities

Cash flows from financing activities:
Proceeds from issuing stock
Dividends an common
Met cash provided by financing activities
MNet increase in cash
Cash balance at January 1, 20%5
Cach balance at December 31, 20X5

Moncash investing/financing activities:
Issued note payable for equipment
Supplemental information:

Cash paid for interest

Cash paid for taxes

SeatementiofCashiElowd}

$115,000
§ 30,000
45,000
(30,000)
10,000
{10,000)
{7,000
2,000 40,000
§155,000
$ 55,000
55,000
$500,000
{55,000)
445,000
%655,000
9,000
$664,000
% 80,000
$ 3,000
40,000
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f-16.04 Worksheet for a statement of cash lows
(a)
1A COR )
. 5 B D [
20%4 Debit Credit 20X5
Debits
Cash 5 9,000 | (a) § 655,000 5 664,000
Accounts receivable 345,000 | (B) 20,000 375,000
Inventary 160,000 (<) % 10,000 150,000
Prepaid expenses 25,000 | (d) 10,000 35,000
Land 400,000 (&) 100,000 300,000
Building 700,000 F00,000
Equipment 450,000 | (F) 80,000 530,000
52,089,000 52,754,000
Credits
Accumulated depreciation 5§ 270,000 ig) 30,000 $300,000
Accounts payable 119,000 | (h) 7.000 112,000
Interest payable - {i) 2,000 2,000
Long-term note payable > (f} 80,000 80,000
Commeon stock (51 par) 600,000 (i) 100,000 700,000
Paid-in capital in excess of par 400,000 F]] 400,000 800,000
Retained earnings 700,000 | (k) 55000 () 115,000 760,000
$2,085,000 52,?54‘13[!0
Cash flows from operating activities:
Met income i 115,000
Depreciation expense (g) 30,000
Loss on sale of land {2) 45,000
Increase in accounts receivable (b) 30,000
Decrease in inventory (<) 10,000
Increase in prepaid expenses (d) 10,000
Decrease in accounts payable (h} 7,000
Increase in interest payable i} 2,000
Cash flows from investing activities:
Sale of land (2) 55,000
Cash flows from financing activities:
Proceeds from issuing stock ) 500,000
Dividends on commaon (k) 55,000
MWoncash investing/financing activities:
Issued note payable for equipment (f} 80,000 | () 80,000
Increase in cash LA __655,000
Sl:ﬁ?-ﬂ,ﬂﬂﬂ 51,674,000

e e et e s
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(k)

sshiFlows

éariEnding DecembeHa TR

Forithe!
-

Cash flows from operating activities:

Met income $115,000
Add (deduct) noncash effects on operating income
Depreciation expense $ 30,000
Loss on sale of land 45,000
Increase in accounts receivable (30,000)
Decrease in inventory 10,000
Increase in prepaid expenses (10,000)
Drecrease in accounts payable (7,000)
Increase in interest payable 2,000 40,000
Met cash provided by operating activities $155,000

Cash flows from investing activities:
Sale of land S 55,000
Met cash provided by investing activities 55,000

Cash flows from financing activities:

Proceeds from issuing stock $500,000
Dividends on commaon (55,000}
Met cash provided by financing activities 445,000
Net increase in cash $655,000
Cash balance at January 1, 20X5 9,000
Cash balance at December 31, 20X5 5664,000

MNoncash investing/financing activities:

Issued note payable for equipment $ 80,000
Supplemental information:

Cash paid for interest 5 3,000
Cash paid for taxes 40,000
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I-16.05
Team-based approach to evaluation of cash flows

The solutien to this problem will vary based on the specific companies examined by the students. You

are apt to find that mare companies use the indirect approach, despite the FASE preference for the direct
method. You are apt to find financial services companies clustered in the indirect group,
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